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A THEORY OF ''NON-MARKET FAILURE':
FRAMEWORK FOR IMPLEMENTATION ANALYSIS

Charles Wolf, Jr.

I. INTRODUCTION

It is almost a truism that the principal rationale for public
policy intervention lies in the inadequacies of market outcomes.
Yet this rationale is really only a necessary, not a sufficient, con-
dition for policy formulation.** The latter requires that the realized
inadequacies of market outcomes be compared with the potential inade-
quacies of non-market efforts to ameliorate them. The '"anatomy'' of
market failure provides only limited help in prescribing therapies
for government success.***

The central argument to be developed below can be summarized in
several propositions:

"Many of the central ideas of this paper have developed from dis-
cussions | have had with Graham Allison over the past six years. In-
deed, the question of whether the paper we agreed should be written
would be written jointly or separately, and if the latter then by whom,
was almost as frequent a topic of these discussions as the content of
the paper. Fortunately, a six-months' stay at Oxford in 1976, for whose
support | am indebted to The Rand Corporation and The Ford Foundation,

provided the answer to this question. | am also indebted to Pat Crecine,
George Eads, Gene Fisher, John Flemming, Robert Klitgaard, Nathan Leites,
John Martin, Joseph Newhouse, Robert Roll, and Harry Rowen for comments

on an earlier draft.

dehe point is the same as Sidgwick's familiar comment: ''It does
not follow that whenever laissez faire falls short government inter-
ference is expedient, since the inevitable drawbacks of the latter
may, in any particular case, be worse than the shortcomings of private
enterprise' (Sidgwick, 1901). See also Cairncross (1976).

dedek

For some cogent observations closely similar to this line of
argument, see McKean (1964).




. The reason the market often fails to produce satisfactory
results is that incentives impinging on individuals and
groups (firms, industries) acting in it frequently make
behavior and outcomes diverge from ones that are prefer-
able;

2. The reason government solutions often fail can be put in
similar terms: incentives impinging on individuals and
organizations acting for or constituting ''government'
often make behavior and outcomes diverge from preferable
ones;

3. Underlying the shortcomings of both markets and govern-
ments is the divergence between individual costs and
benefits and social costs and benefits. Yet a more com-
plete explanation of these divergences differs in the
two cases. As to market failures, there is a reasonably
well-structured theory already in existence; for non-
market failures, a theoretical framework remains to be
provided;

. The predictability of non-market failure can be advanced
toward that already reached in the case of market failure
by a general framework for analyzing the sources of non-
market failure (NMF).* The theory of non-market failure
to be developed in this paper suggests what these sources
of failure are and where to look for them;

5. Finally, implementation analysis is intended to connect NMF
to the ex ante evaluation of alternative public policies,
in order to improve policy analysis and choice, and to permit
comparison between the potential inadequacies of government

solutions and the realized inadequacies of markets.

*The predictability of market failure is itself far from complete,
extending to signs, but rarely to magnitudes, of the relevant partial
derivatives. See below, pp. 33, 37-38.
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In Part Il, the theory of market failure is summarized as back-
ground for the discussion of non-market failure in Part IIl. Imple-
mentation analysis (the so-called '"missing chapter”* of most policy
studies), and its relationship to NMF, are considered in Part IV. The
main argument and conclusions are summarized in V.

o

“The term "missing chapter' was first used in print by Allison
(1975), although it was coined five years earlier by others.




Il. THE INADEQUACIES OF MARKETS

That markets may fail to produce either economically optimal or
socially desirable outcomes has been elaborated in a voluminous Iitgra-
ture on the subject.* Although the last word has not been written,““
the essential points in the accepted theory are worth summarizing as

oo o e
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background for the subsequent discussion of non-market failures.

There are four sources or types of market inadequacies:

]. Externalities and Public Goods

Where economic activities create ''spillovers,' whether benefits
or costs, that are not, respectively, appropriable by or collectible
from the producer, then market outcomes will not be (Pareto) efficient.
Since these external benefits or costs don't normally enter into the
calculations on which production decisions are based, too little output
will tend to be produced where the externalities are (net) benefits,
and too much where they are (net) costs, compared with socially effi-
cient output levels. Education is an example of putatively positive
externalities (benefits), providing a rationale for government interven-
tion, through subsidy or direct public sector production, to compensate
for the market's tendency toward an insufficient output level. Chemi-
cal and noise emissions from aircraft or other industrial activities are

examples of negative externalities (costs), which provide a rationale

*See, for example, Reder (1947), Little (1950), Samuelson (1954),
Lipsey and Lancaster (1956), Bator (1958), Mishan (1969), &nd Arrow (1971).

""As Arrow observes: ''The clarification of these concepts [relating
to market failures] is a long historical process, not yet concluded."

71 use the term ''market inadequacies'' and ''market failures'' inter-
changeably, although strictly speaking the former is more inclusive. Most
economists would confine "market failure'' to departures from Pareto-efficient g
outcomes, thereby excluding distributional issues except to the extent that
distribution affects efficiency (see below, p- 8). By way of contrast,
some non-economists argue that distribution has, or should have, priority
over efficiency (for example, Rawls' second principle of a just society),
and they fault the market precisely because of its failure to accord this
priority (see Rawls, 1971). As will be clear in the text, | am including
distributional considerations within market 'inadequacies.'

—————
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for government intervention, through taxing or direct reguiation, to
compensate for the market's tendency toward an excessive output level.

A distinction can be made between private goods with externalities,
and public goods: the former applies where most of the benefits or costs
associated with output are, respectively, collected or paid by the pro-
ducer, although some are not; and the latter applies where most of an
activity's consequences comprise non-appropriable benefits (e.g., national
security) or non-collectible costs (e.g., crime, an archetypical public

o)

"bad”) \ 5

"Externalities are thus a more general concept than public goods.
Stated another way, a public good is the limiting case of a 'private"
good with externalities: 'private'' benefits approach zero, and the ex-
ternal benefits remain. More precisely, if v3. is the valuation placed,
or price paid, by the ith person for the jth 'J unit of a good s, and

Sk LR . ; sl k
mcj is its marginal cost of production, then the condition for an optimum

(efficient) level of output for a private good with externalities is:

k
mes = ¥, * T vs., where v.. is the price paid by i, and the TV,
I pein * "
are externalities (experienced by all other k individuals as a result
of i's consumption of the jth unit of s), positive if the externali-
ties are benefits and negative if costs.

For a pure public good, V?j = 0. Consumption is collective and no
single unit is purchased by anybody. The optimum condition then is

v;j (cf. Mishan, 1969).

i )

s
mc, =
J m=1|

Total demand for public goods is determined by vertical summation
of individual demand curves, rather than horizontal summation as in the
case of private goods. (The point is sometimes misstated as equivalent
to a zero marginal cost of production. For example, the marginal cost
of national defense in, say, the U.S. or NATO, is »ot zero. although
non-taxpayers, as well as citizens of other countries, receive the bene-
fits of such defense.)

The generalized explanation for the existence of externalities and
public goods is that markets don't exist for capturing some benefits
or levying some costs. Non-existence of markets in these cases is ex-
plained by (1) the high costs or inability of excluding beneficiaries
(e.g., for benefits from national defense, or police expenditures),
or of establishing property rights as a basis for claiming liability
when they're infringed (e.g., noise emissions in airport vicinities);
and (2) the lack of information required for market transactions to be
concluded (e.g., ascertaining what the ''true' vij are in the previous
discussion), in part at least because of the ''free rider'" problem
associated with (1).
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Externalities and public goods, are thus one condition--though

neither necessary nor sufficient--for government intervention.

2. Increasing Returns

Where economic activities are subject to increasing returns and
declining marginal costs, the market mechanism will also fail to gen-
erate an efficient outcome. Under conditions of decreasing costs, the
lowest cost mode of production is by a single producer. |In a free mar-
ket, the result will therefore be monopoly, and assuming single-part
pricing, the outcome will be inefficient in both static and dynamic
terms: statically, because output will be less than is efficient;
dynamically, although more arguably (vide Schumpeter), because incen-
tives for innovation will be weaker than would likely prevail under a
more competitive regime.

Where increasing returns exist, various types of government inter-
vention may be justified to correct the market outcome: (1) by directly
regulating a "natural' monopoly (e.g., public utilities), or by setting
prices or allowable rates of return on capital; (2) by legal protection
to prevent a single-firm takeover, and to encourage competition (e.g.,
through antitrust legislation). The various types of intervention ad-
mittedly depart from a theoretically efficient outcome, although they

seek to get closer to it.

"Some discussions of market failure include increasing returns (e.g.,
Bator, 1958), while others exclude it. Arrow, for example, contrasts in-
creasing returns (''essentially a technological phenomenon') with market
failure (which relates to ''the mode of economic organization'), Arrow
(1971). | think this causation does not always hold. Improvements in
technology can eliminate or at least reduce externalities by resolving
the exclusion problem; for example, electronic warning and protection
devices may be an efficient means of lowering the risk of theft for
households purchasing them. One can imagine acoustical and air-filtration
devices that, for people who use them, would reduce the injury inflicted
by the emissions, or identify their source as a basis for imposing and
collecting costs.

Conversely, the ''technological'' phenomenon of increasing returns
can be reconciled with efficient pricing and output by suitable modes
of economic organization, for example through multipart pricing. (continued)

A




3. Market Imperfections

Where the price, information, and mobility characteristics of a
"perfectly functioning'' market depart significantly from the realities,
market outcomes will not be efficient, again providing a rationale for
government intervention. Where prices and interest rates, for one reason
or another, don't indicate relative scarcities and opportunity costs,
where consumers don't have equal access to information about products
and markets, where information about market opportunities and production
technology is not equally available to all producers, or where factors
of production are restricted in their ability to move in response to such
information, market forces won't allocate efficiently and the economy will
produce below its capacity.

In such cases, which apply to some extent in all markets and to a
greater extent in some, the implication for public policy is to reduce,
if not remove, these imperfections: to facilitate availability of infor-
mation, to lower barriers to entry and mobility, and so on.

However, where many of the conditions required for efficient function-
ing of markets don't exist, improving some of these conditions won't nec-
essarily improve the efficiency of the market as a whole. Consequently,
the policy implications of market imperfections may be ambiguous.* And
in some cases, public intervention may be justified even where it seems
to add to these imperfections. For example, patent regulations, which
are intended to restrict access to technological information, reduce
the efficiency of resource use in the short run in the interest of long-

run efficiency.

For a discussion of various pricing and market devices to reconcile in-

creasing returns with efficient operation, see Wolf, Harris, Klitgaard,

Nelson, Stein, 1975). For increasing returns are a source of market in-
efficiency only as long as markets don't exist for separate units of the
same good. Allowing for enough subscripting, in the Arrow-Debreu sense,
and hence separability, of commodities, increasing returns are theoreti-
cally as compatible with competitive equilibrium as are externalities.

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




4. Distributional lInequity

Most economists exclude distributional effects from market failure
strictly defined. That the distributional results of well functioning
markets may not accord with society's preferences is acknowledged, as
is the plausible tradeoff between efficiency and equity.ﬁ In welfare
economics the tradeoff is usually dealt with by considering the relative
efficiencies of various redistributive measures (e.g., income taxes,
excises, subsidies, unemployment relief, and income transfers), for
achieving a specified redistribution, i.e., minimizing the allocative
distortions resulting from the income and substitution effects of redis-
tribution. The term '"'market failure' is usually confined to departures
from competitive equilibrium and Pareto-efficient outcomes, and excludes
departures from distributional equity.

Nevertheless, at one level and from one perspective, it is theo-
retically correct to consider distributional Znequity as an example of
market failure. From this perspective, income distribution is a particu-
lar type of public good.** An ‘‘equitabie’’ redistribution does not result
from freely functioning markets because philanthropy and charity yield
benefits that are not appropriable by donors. Left to its own devices,
the market outcome will entail no redistribution or too little, because
of the usual ''free rider' problem associated with public goods and in-

complete markets.

*Little (1950), Scitovsky (1952), and Okun (1975).
""Cf. Nicholson (1972).

"""The point can be formulated more precisely. Individual demand
functions for redistribution can be defined in the same notional sense
they can be defined for defense, or for law and order. For example,
the demand for redistribution can be expressed as the desired clange
in current distribution (as measured, say, by the Gini coefficient),
with demand declining as the required amount of voluntary individual
philanthropy per dollar of earned income rises. Presumably, individual
willingness to pay for redistribution declines as its price rises. A
cost function for redistribution can also be defined in terms of the
same two variables. In principle, individual demands would be summed
(vertically), and the social equilibrium level of redistribution would
be that for which the marginal optimization condition is satisfied
(see footnote, page 5)). This equilibrium redistribution is not achieved
because there is no market, or an incomplete market, for philanthropy,
just as there is an incomplete market for defense. |In both cases,
voluntary donations (if unmotivated by special tax incentives) would
be lacking for the usual non-appropriability, non-excludability reasons.

O 5 g
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There is also a second level and a different perspective, for
viewing distributional equity, quite unrelated to market failure in
the strict sense. From this perspective, the equilibrium redistribution
previously described may be quite inequitable in terms of one or another
ethical norm. Even if the market could surmount the ''failure'' discussed
above, its distributional outcome could still be socially and ethically
inadequate.*

On these grounds, many people criticize the distributional out-
comes of even perfectly functioning markets.** Furthermore, most public
policy decisions are usually at least as concerned with distributional
issues (i.e., who gets the benefits and who pays the costs) as with ef-
ficiency issues (i.e., how large are the benefits and costs). Since
this paper's principal aim is to compare the various types of market
inadequacies with the inadequacies of attempted non-market remedies,

| include distributional inequity among the offenders.

“In this sense, distributional inequity is a market ''inadequacy,"
rather than ''faiiure."

"“Rawls' (1971) work is probably the most cogent recent effort to
distinguish equity from efficiency, and accordingly to fault market out-
comes and the Pareto-efficient criterion of competitive equilibrium.
Sometimes Rawls' points about equity or fairness, in contrast to effic-
iency, seem to me to have peculiar, if not absurd, implications. For
example, one of his central ideas, the 'difference principle,' is in-
tended to provide a tightly constrained basis for permissible differences
in income and status, where the constraints derive from initial premises
relating to justice or equity in contrast to efficiency. |In elaborating
the principle, Rawls argues that extra benefits received by the advantaged
are just (fair) if and only if directly linked with some benefits realized
by the least advantaged. According to the difference principle, a distri-
bution is '"just'' even if benefits are forgone that have this property,
as long as the original distribution retains it

Some curious consequences follow from this position. Suppose a
particular program (say, subsidized loans to new entrepreneurs from
disadvantaged minority groups) provides tangible benefits to the dis-
advantaged, and even more substantial gains as a by-product to already
advantaged groups. As | understood him, Rawls would term the distribu-
tion resulting from this program 'just' or fair (''but not the best
just arrangement''), even though it forgoes an alternative program that
might entail small extra benefits for the already advantaged, as well
as huge extra benefits for disadvantaged groups. ''Dog-in-the-manger"
behavior and spite become ''just'' in this curious formulation.
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I1l. A THEOR. OF NON-MARKET FAILURE

Non-market remedies for market failures may themselves fail. The
reasons can be formulated in terms similar to those accounting for mar-
ket failure. |In both cases, incentives influencing individual organi-
zations ("firms'" in the one case, and those acting for or constituting
""government'' in the other) may lead to behavior and outcomes that diverge
substantially from what is socially preferable.* The basis for the
market/non-market distinction is that market organizations derive their
revenues from prices charged for marketed output, while non-market or-
ganizations receive their revenues from taxes, donations, or other non-
price sources.+h Just as the absence of particular markets accounts
for market failure, so non-market failures are due to the absence of
non-market mechanisms for reconciling calculations by decisionmakers
of their private and organizational costs and benefits with total costs
and benefits. Nor, for reasons we will suggest, are prospects for in-
vention of suitably compensatory non-market mechanisms to avoid non-market
failure notably brighter than for creating suitable markets where their
absence leads to market failures. Where the market's '"hidden hand"'
doesn't turn ''private vices into public virtues,' it may be hard to
construct visible hands that effectively turn non-market vices into
public virtues.

Public policies intended to compensate for market inadequacies
generally take the form of legislative or administrative assignment to
a government agency of responsibility for performing certain functions,
and thereby producing certain outputs, which are expected to redress the

shortcomings of the market. These outputs are of four types:

"Although ''government'' is the principal ''non-market' organization,
there are also others: wuniversities, churches, PTAs, etc. The theory
and types of non-market failure to be developed here apply to the per-
formance shortfalls of these other non-market organizations, as well as
governments.

““This is essentially the same criterion used by Bacon and Eltis
(1976). Other distinctive characteristics of non-market activities are
discussed below, pp. 11-15.




regulatory services (environmental regulation, radio and television licens-
ing, interstate commerce regulation, pure food and drug control); ''pure'
public goods (national defense, space R&D); quasi-public goods (educa-
tion, postal services, health research); or administering transfer pay-
ments (federal, state and local welfére programs, social security, etc.).
The ''value' of these outputs is expressed in national accounts as ex-
actly equal to the cost of inputs used in producing them. But this
accounting convenience doesn't tell us anything about the efficiency

or social value of the outputs. Nor does it tell us why producing

these outputs is likely to result in specific types of non-market
failure. To explain this prospect, we need to examine the distinctive
supply and demand characteristics that differentiate non-market out-
puts from market outputs.

On the supply side, there are several such characteristics:

(a) Non-Market outputs are usually hard to define in prin-

ciple, ill-defined in practice, and extremely difficult
to measure independently of the inputs which produce
them. v

Non-market outputs are generally intermediate
products which are, at best, only remote proxies for
the ''real’ or final intended output: for example,
environmental impact precautions enforced by EPA;
licenses issued or rejected by the FCC; forces and
equipment developed and deployed by the military serv-
ices; students taught at different levels by the public
school system; research projects funded by NIH; cases
processed and payments disbursed by the social welfare
agencies. Units for measuring final product are
usually non-existent, and it is often hard even to
distinguish '"more' from '"less.'" Consider, for ex-
ample, the difficulty of measuring military 'worth,"
specifying ''quantities' of national defense, or educa-

tion, or even regulatory services, in terms that are
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separate from the inputs used in producing them. Measur-
ing outputs by their inputs becomes accepted because mea-
suring outputs directly is so difficult.

(b) Evidence of output quality is also elusive, in part
because the information that would in the market be
transmitted by consumer behavior is missing. Consider,
for example, the difficulty of determining whether the
""quality' of education or welfare programs or environ-
mental regulation is "better' or ''worse'' now than two
or three years ago. Moreover, such signalling as may
be provided concerning ''consumer' (i.e., citizen) re-
actions tends to be too little and possibly non-
representative (e.g., letter-writers may be cranks,
but the non-writers aren't thereby implying approval),
or too gross and too late (e.g., through Congressional
hearings, or the ballot box) to be an effective means
of monitoring output quality. To monitor output qual-
ity requires disaggregative, precise, representative
and regularized feedback, and these are hard to realize
for non-market output.* Congressional committees, the
Congressional Budget Office, ombudsmen, consumer groups,
voter and consumer surveys, and other ''watchdog'' devices
help, but their separate and collective effectiveness
in monitoring output quality inspires only limited
confidence.

(c) Non-market outputs are usually produced by a single
agency whose exclusive cognizance in a particular field
is legislatively mandated, administratively accepted,
or both (e.g., the regulatory agencies, the public school
system, NASA's role in space, etc.). It is rare that

*Hirschman's (1970) notions of ''exit' and ''voice'' satisfy some

of these criteria, but their effectiveness as monitoring and signal-

ling devices is )imited because they apply only to 'insiders,' not
to consumers.
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this exclusivity is contested. Where it is (e.g.,
between the Air Force and the Army in providing
battlefield air support), resolution is frequently
on grounds unrelated to output quality. In sum,
the absence of sustained competition is another
factor contributing to the difficulty of evaluat-
ing output quality.

(d) Finally, non-market output is generally not connected
with any '""bottom line,' comparable to the profit-and-
loss statement of market output, for evaluating per-
formance. Nor, in the case of non-market output,
is there a reliable mechanism for terminating non-
market activities if they are unsuccessful.

Perhaps the closest analogy to a market ''test'
in the case of non-market output is military per-
formance in war. Because it faces competition in
war, the military does have special incentives to
produce quality output. Yet even in this case, the
effectiveness of these incentives is diminished by a
paradox. The more successful is potential military
performance, the more likely is military conflict to
be deterred; and the more effective is deterrence,
the less seriously is the risk of war likely to be
taken, and hence the weaker it becomes as an incentive

to motivate high performance.

There are also distinctive characteristics that apply to the demand
for non-market activities, and to the process by which these deminds be-

come effective.

(a) As a result of the activity, perhaps hyperactivity, of
information media, environmental groups, and consumer
organizations, there has in the past few decades been
an enormous expansion in public awareness of the short-

comings of market outcomes. Increased awareness of
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monopolies, oligopolies, imperfect markets, negative
externalities (e.g., pollution), and distributional
inequities, has resulted in intensified and politically
effective demands for remedial action by government.
(b) In the political process, which mediates these demands,
rewards often-accrue to legislators or executives from
articulating énd publicizing problems, and legislating
proposed solutions rather than assuming responsibility
for implementing them.*
(c) In part as a consequence of this reward structure, the
rate of time discount of political actors tends to be
higher than that of ''society.'' Furthermore, there is
often an appreciable disjuncture between the time hori-
zons of political actors, and the time required to
analyze, experiment, and understand a particular prob-
lem (i.e., a market inadequacy) in order to see whether

a practical remedy exists at ail.

The result of these demand characteristics is often a premature,
but politically effective, demand to establish public programs and to
assign responsibilities for producing some non-marketed output, as an
apparent or symbolic response to the originally perceived market in-
adequacy. The ''equal opportunity' and ''model cities' programs of the
1960s, and the medical R&D decision in the eariy 1970s to emphasize
"targeted'' cancer research, are examples. In these cases, as in others,
the political effectiveness of public demands can lead to non-market
activities with infeasible objectives and redundant costs.”*

The supply and demand characteristics of the non-market sector
are fundamental to the theory of non-market failure. They provide an
explanation for NMF, clues about where to look for specific types and
sources of NMF, and a basis for formulating a typology of non-market
failure analogous to that which already exists for market failure. In

both cases, the ''failures''--whether market or non-market--are evaluated

*Downs (1967)

Kk
See below, pp. 27-30.
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against the same criteria of success: allocative (Pareto) efficiency,
and distributional equity judged according to some explicit social or
ethical norm. Non-market remedies ''fail' to the extent they, too,
reéult in outcomes that depart from the efficiency or distributional
goals by which market outcomes are judged to fail. Although the touch-
stones of success are similar, the ways in which non-market solutions

""fail'" differ from those in which market outcomes fail.

TYPES AND SOURCES OF NON-MARKET FAILURE

We turn next to construct a typology of non-market failure, iden-

tifying four types and locating their sources in one or more of the

distinctive demand and supply characteristics of non-market output.

1. "Internalities' and '"Private' Goals

All operating agencies require, to conduct their activities, more
or less explicit internal standards. The requirement does not prin-
cipally arise from an agency's need to justify its activities extern-
ally, but rather from the practical problems associated with internal,

day-to-day management and operations: evaluating personnel; determining
salaries, promotions and perquisites; comparing sub-units within the

agency in order to help in allocating budgets, offices, parking space,

Kk
and so on. Lacking the direct performance indicators available

*Hence, in both cases other efficiency criteria are neglected, namely,
dynamic efficiency, x-efficiency, and technological efficiency. Except
for the later treatment of one type of non-market failure (i.e., redundant
and rising costs, pp. 27-30 below), these other sources of efficiency are
omitted from the discussion. This omission does not gainsay the argument,
which |'ve advanced elsewhere, that the additional types of efficiencies
may be larger in their collective impact on economic performance (pro-
ductivity) than is allocative efficiency (see Wolf, 1977).

Kk

Much of the organizational behavior literature of the past two
decades advances similar points of view. See, for example, March and
Simon (1958), Simon (1961), Cyert and March (1964), Downs (1967), Alli-
son (1971). See also Schultze in Haveman and Margolis (eds.) (1970).
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to market organizations from consumer behavior and the profit-and-
loss bottom-line, public agencies must develop their own standards.
These standards are what | will call "internalities': The goals that
apply within non-market organizations to guide, regulate, and evaluate
agency performance and the performance of agency personnel. | refer
to these internalities synonomously as ''private'' goals because they,
rather than or at least in addition to, the '‘public' purposes stip-
ulated in the agency's assigned responsibilities, provide the motiva-
tions behind individual and collective behavior within the agency.
This structure of rewards and penalties constitutes what Arrow refers
to as ''an internal version of the price system.d*

It is, of course, true that market organizations also must develop
their own internal standards in order to regulate the same quotidian
functions required for the management of any organization. But there
is an important difference. The internal standards of market organi-
zations are generally related, even if indirectly, to meeting a market
test, to responding to or anticipating consumer behavior, to contribut-
ing to the firm's "bottom-line.'" Sales, revenues, and costs materially
affect the internal standards of market organizations. For market
organizations, the '"'internal version of the price system'' must be con-
nected to the external price system. |f the two are disconnected,
the survival of a market organization will be jeopardized by the re-
sponse of consumers and competitors, even in imperfect markets.

The situation of non-market organizations is different because
the supply and demand characteristics associated with their output
are different. Because measures of output are often so hard to
define, because feedback and signalling from ''consumers'' is lacking
or unreliable, internal standards for non-market organizations can't
be derived from these sources. Furthermore, because there are usually
no competing producers, the incentive to devise internal standards that
will control costs is weakened. Under these circumstances, non-market
agencies may develop "internalities'' that bear no very clear or re-
liable connection with the ostensible public purpose which the agencies

were intended to serve.

*Arrow (1974) .
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In formal terms, internalities or private goals become arguments
in the utility functions that agency personnel seek to maximize.
Hence, internalities affect the results of non-market activities,
as predictably and appreciably as externalities affect the results
of market activities, in both cases causing divergences between
actual outcomes and socially preferable ones. The existence of ex-
ternalities means that some social costs and benefits are not in-
cluded in the calculus of private decisionmakers. The existence of
internalities means that ''private' or organizational costs and bene-
fits are included in the calculus of social decisionmakers. Whereas
externalities are central to the theory of market failure, what goes
on within public bureaucracies--the "'internalities' that motivate
their action and performange--are central to the theory of non-market
failure.

In the market context, externalities result in social demand
curves higher or lower than market demand curves, depending on whether
the externalities are, respectively, positive or negative. And the
levels of market output that result will be, respectively, below or
above the socially efficient ones; hence, there is market failure.*

“In the non-market context, ''internalities' boost agency supply curves
above technically feasible ones, resulting in redundant total costs,
higher unit costs, and lower levels of real non-market output than the
socially efficient ones; hence there is non-market ”failure.“**
Whether the non-market failure is greater or less than the market
failure is an analytically interesting, and operationally crucial,

question. Unfortunately, the answer is, in general, indeterminate.

*Recalling the optimum condition noted earlier (cf. footnote,
p. 5 above), if the Ev;j are positive, the j units produced under
market conditions will be less than is socially optimal; where the
Zv;j are negative, the j units produced will exceed the social
optimum.

e
If the optimum condition were complied with, producing j units
of output would be less than is socially optimal absent internalities,

because mcj is inflated by the internalities of the non-market producers.

See the first footnote on p. 27 below.
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The non-market sector in principle allows for externalities in de-
termining social demand,* and hence comes closer on this count to an
efficient level of output. But it does so at a likely cost in terms
of internalities arising on thg supply side. These are reflected in
inflated total costs, which push the non-market sector away from a
socially efficient level, as well as mode, of output. Which failure
is the greater, non-market or market, depends on whether the supply
distortions created by internalities in non-market output are larger
or smaller than the demand distortions created by externalities in
market output.

What determines the specific internalities devised to motivate
and monitor performance in particular non-market organizations? Three
different hypotheses suggest possible answers.

One Hypothesis is that internal standards are based on norms that,
when an organization was started, appeared to be reasonable proxies
for the elusive final output it was intended to produce.** Thereafter,
they may become formalized as organizational routines or standard op-
erating procedures (S.0.P.s), accepted as a principai measure of per-
formance motivating the organization's operations. While market or-
ganizations also establish S.0.P.s, these must generally meet a market
test. |If the costs of adhering to them exceed‘those connected with
changing them, they will be altered. The S$.0.P.s of non-market

*
The Zv:‘j are, in principle, included in determining output

decisions.
%%

For example, a budget-maximizing internality [see below] may
arise in non-market organizations because new organizations have to
build up staff and facilities to handle their assigned responsibili-
ties. Through a simple, inertial process, the proxy variable (in-
creased staff and budget), that was essential for a particular non-
market agency to get started, becomes accepted and retained as a
convenient indicator of agency performance.

McFadden's attempt to infer what an agency (i.e., California
State Highway Division) is trying to maximize, by observing its prior
behavior (e.g., with respect to project and route selection, compared
with optimal choices) is in the spirit of this hypothesis. See
McFadden (1975).

R .
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organizations must stand up to a different test. Generally, a Con-
gressional hearing or scandal of some sort is required for change;
and these may or may not be related to agency performance.

A second hypothesis is that those internalities are selected
which maximize the income (and non-income perquisites) of agency
members.*

The third hypothesis is that specific internalities arise because
they tend to increase the benefits received by a constituency group
which has succeeded in coopting a particular non-market organization.
Often, the cooptation is by a constituency that the non-market agency
has been set up to regulate.**

It may be worthwhile to illustrate several specific internali-
ties that often accompany non-market activities, bringing non-market
failures or distortions in their midst.

a. Budget Growth ('more is better')

Lacking profit as a standard for motivating and evaluating per-
formance, a non-market agency may adopt the agency's budget as its
maximand, or at least as an important argument in the agency's utility
function. Performance of the agency's personnel and sub-units is then
evaluated in terms of their contribution to expanding its budget, or
protecting it from cuts. Incentives within the agency will develop
to reward participants for '‘justifying costs rather than reducing
them,“*** a characterization that has been applied to the Defense De-

partment and the military services, but surely is not confined to them.

*For example: larger budgets generally mean larger numbers of
supergrade jobs; the anti-new technology internality of the primary
schools (see below, p. 24) protects skills, positions and income of
senior members; etc. This hypothesis is clo<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>