
STET Women’s College,    II M.A. Economics,     Fiscal Economics,   P16EC34,    Module I Page 1 

 

Name     : Dr.T.VIJAYALAKSHMI 

Class   : II M.A. ECONOMICS 

Subject  : Fiscal Economics  

Semester  : III 

Unit   : I 

 

The economic role of government – Allocation, Growth and Stabilisation – Private 

goods, public goods and merit goods, Market failure-imperfections, decreasing costs, 

externalities, public goods; Uncertainty and non-existence of future  markets; Informational 

asymmetry – Theory of second best – Private and public mechanism for allocating resources; 

Problems of allocating resources; Problems of preference revelation and aggregation of 

preferences; Voting systems; Arrow impossibility theorem; An economic theory of democracy, 

Politico-eco-bureaucracy; Rent seeking and directly unproductive profit seeking (DUP) 

activities.  

 

 

 

 

 

 

 



STET Women’s College,    II M.A. Economics,     Fiscal Economics,   P16EC34,    Module I Page 2 

 

Economic Role of Government in Society 

 

Historical evidence suggests that the scale of public finance has increased dramatically in 

advanced countries. World War II is mainly responsible for its increase. In past, it was realised 

that the growth of public revenue was keeping pace with that of Government spending, but in 

recent decades expenditure have increased more than revenue due to deficit budget. Joseph E. 

Stiglitz is his key note address at the annual World Bank Conference on Development 

Economies in 196 argued that the appropriate role of Government in economic development. In 

other words he discussed “the fiscal tasks of the state in a developing economy.” Stieglitz opined 

that the Government can assist economic development through establishing infrastructure in its 

broadest way namely educational, technological, financial, physical, environmental and social. 

Let us see that role of Government in the society by classical economists and modern economist. 

 

 Classical Economists View: 

According to Adam Smith following are the important role of Government in the society. 

(a) Provision of Defence 

Capitalism is based on profit motive and free trade. Thus, it is the Government which has to 

protest countries economic freedom by keeping efficient defence facility in a country. 

(b) Law and Justice 

It is duty of the Government to protest people from exploitation. The government has to look 

into social problem and sort out the solution to procure social justice. Thus government plays an 

important role in the economy with reference to law and order. 

(c) Provision of Public Infrastructure 

According to Smith, it is the duty of government to various infrastructural facilities like public 

health, education, transport and communication to meet the requirement of the society. Although 
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all these facilities are provided by private sector, but basic goods can be made available to 

general public through public sector.  

(d) Market Economy 

The efficacy of price mechanism will work on the basis of Market economy. According to 

Smith, a strong market system will stimulate the production and distribution whereby the 

maximum social welfare can gain by the general public. 

(e) Laissez Fair Policy 

According to Smith government should work as ampere in the game of market oriented 

economy. In other words, government should not interfere in the activity of price determination 

which under important market. It is also the responsibility of the Government create a level 

playing field to enhance competitiveness and control the monopoly activity production centre. 

(f) Regulating Natural Monopoly 

Some specific goods and services are provided more efficiently by one firm than several firms 

for example, electricity provided by a single firm when it is cheaper for one firm than that of 

many firms, it is called natural monopoly. Such firm is regarded as natural monopoly, which 

must be regulated by government. 

(g) Dealing with Externalities 

Externalities are non-priced by-products of production and consumption that effect in to external 

cost or benefits to some people even though they are not involved in the transaction. 

(h) Promoting Full Employment, Price Stability and Adequate Growth 

The government can use wisely fiscal policy, and monetary policy to promote the objectives like 

full employment, price stability and adequate growth, which are some conflicting each other. 

Modern Economist View: 

The Economists like Amresh Bahchi, Joseph E. Stieglitz have maintained their views on role of 

government in a society to encourage economic development. According to J.E. Stieglitz in USA 

as well as the rapidly growing economics of East Asia etc. the government has played the six 

important roles which has encouraged development.  
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1. Promoting education. 

2. Productivity technology. 

3. Supporting the financial sector. 

4. Investing in physical infrastructure. 

5. Preventing environmental degradation. 

6. Creating and maintaining a social safety basic health services. 

7. Urbanisation 

 

Thus, J. E. Stieglitz explained practical approach that a balancing of strength and 

limitation of Markets and Government and decide how they can best complement each other. 

 

 Changing Perspective about the Role of Government 

The interdependence between the private public sectors is shown in the following Figure 

which shows the circular flow of income and expenditures in the economy. Here, business 

savings and foreign sector are assumed not to consider. 

 

Interdependence between the Public and Private Sectors 
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The above Figure 1 represents both flows namely Income and Expenditure flows and 

Factor and product flows. 

The broken lines (12, 7, 8, 9 and 10) represent the flow of income and expenditure of 

Public Sector. 

The thick / solid lines (1, 3, 3, 4 and 6) represent the flow of income and expenditure private  

sector. 
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 The dotted line (11) shows the flow of public goods and services made available free of 

direct charge to the consumer. It is financial through taxation and borrowings. 

The Household gets income by sale of factors in factor market (Line = 1) and B point is tax 

imposed. 

The Household spends its income on product to purchase it in the product market which is 

shown by the line (3 and 4) and point A is the tax imposed. Line (5) indicates the savings 

of the household which becomes the fund to the capital market. The line (6) indicates 

the finance flow from capital market to firms. 

When the government included in the circular flow diagram, we find that line (2) indicates that 

factors are brought by private as well as public sector. The libe (7) shows that the 

output of private firms is purchased by government as well as by private buyers. The 

Government makes transfer payment (Line 8) and finally the government reviews 

revenue by way of taxes (Line 9) and also market borrowings (Line 10). 

Role of Government in Capitalistic Economy 

 Prof. Pigou defined capitalism as the system in which “the material instruments of 

production are owned and hired by private persons and are operated at their orders with a 

view to setting at a profit the goods and services that they help to produce.” 

Features of Capitalism: 

1. Right of Private Property. 

2. Freedom of Individual Institutions. 

3. Profit Motive. 

4. Competition. 

5. Consumer’s Sovereignty 

6. Price Mechanism. 
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Merits of Capitalism : 

1. Incentive to hard work 

2. Competition  

3. Individual freedom 

4. Technological progress 

5. Flexibility 

6. Capital formation 

7. High standard of living 

8. Optimum utilization of resources 

 

 

Demerits of Capitalism : 

1. Economic Inequalities 

2. Wasteful Competition 

3. Trade Cycle 

4. Class Conflict 

5. Disregard for Social Welfare 

6. Emergence of Monopoly 

7. Lack of Co-ordination 
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  In Modern Capitalism, Government always interferes in all economic activities.Thus 

following are the important role played by the Government. 

1. Protecting economy from foreign aggression. 

2. Internal security and social justice. 

3. Provision of essential goods and services. 

4. Protecting weaker section. 

5. Framing the economic policy. 

6. Regulating monopoly activities. 

7. Reducing income inequality, unemployment. 

8. Provision of Social security. 

9. Regulating all the economic activities in the economy. 

10. Increasing the level of social welfare, standard of living and GDP. 

Socialistic Economy: 

 In the words of Dickinson “Socialism is an economic organisation of society in which 

the material means of production are owned by the whole community and operated by organs 

representative of and responsible to the community according to a general plan, all members of 

the community being entitled to benefits from the results of such socialized planned production 

on the basis of equal rights.” 

Features of Socialism: 

1. Collective Ownership of means of production. 

2. Central Economic Planning. 

3. Equality of Income and Opportunity. 

4. Classless Society. 

5. Social Welfare. 
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Merits of Socialism : 

1. Economic and Social Equality. 

2. Better Utilization of Resources. 

3. Co-ordination Development. 

4. Elimination of Trade Cycles. 

5. Reduces Unemployment. 

6. No Class-conflict. 

Demerits of Socialism : 

1. Loss of individual freedom. 

2. Lack of incentives. 

3. Misallocation of Resources. 

4. Inefficient State Enterprises. 

5. Concreation of Power. 

6. Loss of Consumer’s Sovereigty. 

7. Evils of Bureaucracy 

Market Socialism : 

The term “Market Socialism” was coined firstly by Prof. Oscar Lalye in the 50s, but 

this view was rejected by many socialists economy. After forty years, Chinese used Market 

Socialism as the philosophy of liberalization. “Market Socialism” means the use of market 
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mechanism and the private sector within the broad framework of socialism. 

Under Market Socialism, a new class of entrepreneurs has come up in China which 

only follows the philosophy get-rich-quickly. It means they provocated a kind of consumerist 

culture which contributed to material prosperity but with the following side effects. 

1. Rise in the rate of inflation. 

2. Regional disparities widened. 

3. Injustice against peasantry led to social turmoil. 

4. Contractual system has created social discontent. 

 

Role of Government in Mixed Economy: 

After realizing side effects (ill effects) of socialism, capitalism and emergence of “Great 

Depression”, Lord J. M. Keynes suggested a compromise formula to strike a middle path 

between the two extreme ends of Laissez-faire on the one hand and complete socialization on the 

other. Thus, Keynes advocated a moderate state control on the one hand and a regulated Laisseze 

-faire system on the other. This is how the concept of “Mixed Economy” was evolved. 

Definition of Mixed economy. 

Samuelson defines mixed economy as “a system in which market forces and 

Government regulations simultaneously operate in the spheres of production consumption and 

distribution.” 

Following are the important facts which underlines the role of Government in Mixed Economy. 

1. Provisions of Co-existence of Public and Private Sectors. 

2. Allocation of Resources through the price-mechanism and government directives. 

3. Consumers choice and their sovereignty is protected. 

4. Arrangement of definite economic planning for the Public Sector enterprise. 

5. State intervenes and regulates profits of the private sector. 
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6. Promotion of Social Welfare of the people. 

7. Implementing the effective fiscal policy and monetary policy to have economic development. 

8. Encouraging technological progress to promote efficiency in the economy. 

Government as an agent for Economic Planning and Development 

The doctrine of Laissez Faire principle for all economic activity was followed before 

19th Century. Today the government has emerged as an active participant in the process and 

planning and development. Thus, it is very much essential that we must know how the 

government work as an agent for economic planning and development. According S.S. Khera 

“State today, far from being merely observer of the economic progress, which one it was, has 

emerged as an active participant, taking upon itself the role of protector, of controller, of 

guardian, of the citizen and of the entrepreneur. The following points highlights that how are the 

government works as an agent for economic planning and development. 

 

Provision of Social-economic Environment 

Economic planning helps out to have economic growth in a country through Government 

Machinery. Underdeveloped countries are panic with many socioeconomic problems. Such as 

means of communication and transport, electricity and power, irrigation, roads, gas, social 

justice, poverty etc. All these problems can be resolved by the government through the efficient 

economic planning. As a result of this, it is to be noted that economic development can be 

achieved through planning, which is required machinery for economic development. 

2. Eradication of Vicious Circle of Poverty 

The vicious circle of poverty can be broken only by the state comprehensive economic 

planning. An underdeveloped economy cannot attain a high rate of investment and growth of 

output if it is left to the functioning of the market forces. The government has to intervene 

directly to initiate the process of economic development through planning. 

3. Creation of Full Employment : 
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A major problem of underdeveloped developing countries is the growth of economic 

unemployment. Recently the economic growth has been rightly expressed as jobless growth, 

resulting in working of the employment situation. All this has happened due to more capital-

intensive rather than labour intensive and has also been urban based than rural base. At this 

junction, government is the only player who can play a vital role in eradicating of unemployment 

by proper planning machinery. 

4. Advancement of Agriculture : 

Agriculture is the main occupation o all underdeveloped countries and also allied 

occupation of developed countries. As a result, Agriculture advancement is an essential 

condition to sort and all economic problems of developed and underdeveloped economies. 

The government has to undertake all programmes for the agricultural development through 

economic planning such as credit, latest technology and training and marketing facilities. 

5. Utilization of Natural Resources: 

One more serious problem of underdeveloped countries is the optimum utilization 

of natural resources. They have vast unexploited natural resources due to less interest of 

private sector as well as shortage of capital. Here, it is the only state can undertake activity 

of optimum utilization of natural resources. 

1. Education : 

Illiteracy and lower standard of education is the basic feature of underdeveloped and 

developing countries. Better education is the only panic for all the socio- economic 

problem of developing countries. 

2. Capital Formation: 

The process of economic development in the underdeveloped countries depends 

mainly on the availability of capital formation. Generally private sector get shy to invest in 
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large amount. Therefore, public sector is the only which can undertaken huge amount to have 

economic development. 

9. Industrial Development: 

Government undertake number of activities like that industrial development is also a 

prerequisite of economic development. As we aware of that developing countries lack 

requisite capital, technology enterpreneurship, skilled labour etc. Private sector    is primarily 

engaged in the manufacturing of few domestic goods for domestic consumption. But to 

speedup basic and key industries like iron and steel, paper, textiles, heavy engineering, 

cement, fertilizers, heaving electrical is essential. 

10. Removal of Regional Disparities 

Most of the countries of are the world are faced with problem of regional 

disparities. Even developed countries like USA has not able to solve this problem and this 

problem has been exploring in a forcefully. 

 Government as a tool for operating the planning process 

Economic planning refers to any directing or planning of economic activity outside the 

mechanisms of the market. It is a mechanism for resources allocation and decision making 

held in contrast with market mechanism. 

Economic planning is a tool to the government to have all kinds development of an 

economy. Here, government has to operate the planning process. 

Planning process is long term and unending process under taken by the government. 

It has been operationalized at various level such as village, taluk, district, state and national 

level. Various objectives of en economy is being achieved by planning process. 

 

Social and economical problems are sort out by the effective planning process. 
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Education, culture and the required facilities to enhance welfare government operates the 

economic planning. 

 

******************* 
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Classification of goods: Private Goods, Public Goods and 

Merit Goods 

 Introduction : 

Human wants are the mainspring of economic activity. These wants are classified 

into private and public goods. Public wants are those wants which are provided through the 

budget and these goods which satisfy these wants are called public goods. Private goods 

satisfy private wants through market on price, they do not need the  budgetary mechanism. 

One more fact that both social and merit wants are public want, to satisfy these social goods 

and merit goods public goods are provided. Social goods are produced in line with 

consumer preferences, merit goods reflect the preference scale of a ruling group are 

imposed on the individual consumer. 

 

Private Goods : 

Private goods are the goods produced by private manufactures. The private are 

supplied through the market. This market operates on two principles i.e. 

(1) Exclusion Principle, (2) Revealed preference. 

Exclusion Principle: 

Private goods are available on payment; people who does not pay are excluded from 

their consumption. In other words, the consumers who are not willing to pay the ruling 

price for a good are excluded from the enjoyment of such a good. It is true that generally 

private goods are supplied by private manufactures, even it is supplied by Public enterprises 

for example Indian Railway Services. Finally, it is a fact that private good must be supplied 

through the market, it must be amenable to pricing. 

Exchange in the market takes place when goods to be exchanged bear property little. 
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Existence of properly rights requires exclusion. 

Revealed Preference : 

Under the exclusion principle, the market functions as an auction system. 

Consumers bid for the product and thus reveal their preference. The revealed preference for 

private goods gives signal to the producer and on the basis of that market operates. Thus, 

those who fail to provide such information and unable  to reveal their preference, will be 

excluded from consumption. 

Following are the features of private goods - 

1. Complete Divisibility : 

Private goods are basically divisible. They can met by private produces. 

2. Exclusion Principle : 

The person who pays the price of a private good can only consume, otherwise he 

could be excluded from the consumption. 

3. Rival Consumption : 

Rival consumption means competitiveness in consumption. A apple eaten by  X 

cannot be eaten by Y. 

4. Cost : 

The law of increasing or constant returns to scale is applicable for the production of 

private goods. If in case of diminish cost applicable to private good, it may lead to monopoly 

and no competition for that product. 

5. Quality and Standardness : 

The quality and standardness of private good can be known by the customer 

through various means. 
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Public Goods : 

The goods which are provided by the government through budget (not by market) 

like defence, civil administration, highways, ports, public gardens etc. are “public” or 

“social” goods. These goods jointly consumed in equal amount by more than one person. In 

case of public park, it can be consumed jointly (used) in equal amounts by all the citizens 

i.e. A, B, C, nobody is excluded from its use. 

One more fact of public good is that they are lumpy i.e. indivisible. It means it cannot 

be broken in small parts. As a result of this marginal principle does not work on the use of 

this good. This indivisibility of consumption of public good was stressed by Samuelson. 

R. A. Musgrave argued that in the Modern theory of public good, impossibility of 

exclusion principle is applicable. 

It is a fact that example of pure public goods defence, street line etc. It is consumed 

in equal amount by all. Lastly, externally is also the basic feature of social good. 

Following are the important features of social / public goods. 

1. Indivisibility : 

Public goods / social goods are indivisible. All consumers can get equal amount 

benefit from public goods provided they are capable of consuming it. 

2. Externality : 

The benefits accrued from public good is external to the consumer public goods are 

subject to the principle of consumer sovereignty. They are produced on the basis of 

individual preference, but the satisfaction derived from public goods by an individual 

consumer is independent of his own contribution. This is so because, the cost met by 

government through budget. 
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3. Non-rival Consumption : 

Public goods are non-rival in consumption. The non-rival consumption means 

absence of competitiveness. The public goods are consumed jointly. As a result of this they 

are non-rival in nature. 

4. Benefit Obscure : 

Public goods are obscure in nature. It is very difficult to realize the benefit from 

public good. The example of street light, it is un understandable that how much benefits 

received from street light by all the citizens of our country. 

5. Payee and Beneficiary not identical: 

Generally, public goods are beneficiary but at the same who pays for it to make its 

provision certainly not a real beneficiary. In other words through government budget pubic 

goods are made available, it means payee and beneficiaries are not identical. 

Merit Goods 

In 1959 R. A. Musgrave developed the concept of Merit goods. Goods and services 

(which may be efficiently provided by the private sector) actually provided by the public 

sector in view of the normative consideration that all should be able to benefit from them 

have been labeled as merit goods e.g. education, health service  etc. The merits goods of 

welfare maximization. Merit goods are also called as public good but their provision cannot 

be explained in the same way as the provision of public goods. The provision of merit goods 

depends upon the choice. These goods are under-consumed in a free market because of 

ignorance and externalities. As we know Education and health services are good examples of 

merit goods. If they left to free market choice these goods will not be produced in adequate 

quantity. Demerit goods are goods which are over consumed because of ignorance or 

externalities. 

********************
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Market Failure 

Market Failure means do not act in a manner which it tend to encourage 

competition and bring about efficiency. Market economy provides private goods efficiently. 

The markets are characterized by imperfect competition, production is subject to decreasing 

cost. Consumers are forced with advertisement. So it said that market mechanism is not 

considered to be appropriate for the provision of social / public goods. 

It is also said that the market is not in a position to solve the complete economic 

problem. Some time it never functions efficiently due to externalities. Here externalities 

means it is a situation where consumption are shared and not be limited to particular 

consumer. 

The market functions appropriately if there is exclusion principle works. At the same 

time market also responds to the effective demands of consumer. There are certain 

problems like unemployment, inflation and economic can be solved through market only. 

Here, market failure occurs in case of provision of public good, thus, when market failure 

occurs budgetary provision is required if consumption is non-rival and exclusion is 

inappropriate. 

Market Failure in case of non-rival Consumption : 

Non-rival consumption is the best feature associated with the public good. In other 

words non-rival consumption means equal amount of benefits are offered to all consumption 

benefit of public park derived by an individual ‘X’ do not affect the consumption benefit of 

other individuals in the society. Here marginal cost is zero use public park. However though 

the marginal cost is zero, the cost of providing public park itself is not free of cost. Thus, 

market fail in covering of the cost of public goods / social goods and this could be covered 

by political procedure of the budget. 

 

Market Failure and Non-Excludability : 

As we know market fails because of rival consumption and where exclusion 

principle does not work. This could be explained with the following example. Considering 
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travelling a crowded Kolhapur’s New Mahadwar Road during peak hours. In this situation, 

the use of the existing Mahadwar road is conspicuously rival and exclusion becomes highly 

essential and effective. This example shows a situation where exclusion becomes inevitable but 

is not feasible due to market failure. 

Collectivism Leads to Market Failure : 

The features of non-rival consumption and non-excludability need not work hand in 

hand quite frequently work in unity. 

Kind of Market Failures 

 

Consumption Exclusion Feasible Non-feasible 

Rival 1 2 

Non-Rival 3 4 

 

 

Various types of market failure can be summarized in above table. It is observed that 

the goods can be classified into four parts depending up their consumption and excludability 

features as below. 

Case - I : 

The private good case tell us the combination of consumption with excludability 

provision of these goods through market is definitely both feasible and efficient.  In rest of the 

case market failure occur. 

Case - II : 

Market failure is because of non-excludability or rise in the cost of exclusion. 

Case - III : 

Market failure takes place due to non-rival consumption. 

Case - IV : 
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Though impediment are present i.e. non-rival consumption and non- excludability. 

As it is mentioned in the above the market failure occurs in all cases except the first. The 

concept of social good is applicable in case III and IV but Case No. II is exclusively 

applicable for Merit good. 

 

Market Imperfections : 

As in perfect competition price setting by market only and not seller. Thus, in the 

market buyer and seller individually influence price. But, of a single firms have  some control 

over price and potential competition which results in imperfect competition and an inefficient 

allocation of resources. 

If a industry comprises one firm producing a product for which there are no close 

sub- situations is called “Monopoly”. In this moment monopoly is still constrained by 

market demand. Monopolist sets price above average cost and such a firm generally earn 

economic profit. 

In competition economic profit will attract the new firms in to the industry. 

Sometime, a rational monopolist with the help of Government control the entry of new firms 

in the market and preserve economic profit in long run. This creates the impact of society 

loss and benefit of more products at lower price. 

We find the number imperfectly competitive markets structures between monopoly 

and perfect competition. In one hand Oligopolistic with small number of firms follow a 

certain degree of price setting power and on the monopolistic industry with large number of 

firms set the price for their product on the basis of differentiation of product or brand name. 

It is clear on the basis of above discussion all kind imperfection in the market 

structure results in to lower output, under produced and prices which above than they were in 

the perfectly competitive market. Besides, the equilibrium condition P = MC does not hold, 

this system fails to provide the most efficient product mix. 

What people want to be produced by the market depends upon the argument that is P 

= MC. But this argument rests on two conditions (1) Price provide a good approximation of 
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the social value. (2) Marginal cost provides a good approximation of the product’s social 

opportunity cost. 

This can be explained with following diagram. 

 

 

 

In the above diagram AC curve indicates that AC curve falls from point ‘S’ to point 

‘L’. If monopolist produces at OQ1 level then people will get more social benefit 

at lower cost i.e. ‘L’ point. But in actuality monopolist produce up to OQ level to gain 

personally i.e. RGKS. Thus, it is clear that market imperfection affects efficacy of 

allocated resources. 

**************** 
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Externalities 

(a) Meaning 

Externality means ‘A cost or benefit resulting from some activity or transaction that 

is imposed or bestowed on parties outside the activity or transaction. In other words, something 

which affects third party i.e. external and internal economies. In plain way say that externality 

means external costs or benefits. Thus, an externality exist when the action or decisions of 

one person or group impose a cost or bestow a benefit on second or third party. Sometimes 

it is called as spillovers or neighborhood effects. Externalities can be explained with certain 

public goods example. Suppose a shooting range setup in Kolhapur at Military Camp (near 

temblaiwadi) for the practice of defence personnel may cause nuisance, through noise 

pollution to the people in  the neighborhood. This (noise pollution) is an externality of the 

nature of a loss (social case) to society. A public park in Kolhapur (Mahaveer Garden) gives 

benefits in the form clean air and flowers fragrance to the people living in its vicinity, this is an 

example of externally in the form gain. The above facts tells us that the concept of 

Externality  is delivered from two special features of public goods. Such as first divisibility 

of consumption and second non-excludability. The externality is not applicable to pure goods 

involves consumption divisibility and excludability. 

1) Classification of Externality 

Generally externalities are categorized in market externalities and non-market 

externalities which can be priced in the market for example a person may purchase scenic 

across his neighbour’s property. In case of non-market externalities losses and gains cannot 

be priced in the market on the basis of Demand and Supply. Thus, externalities cannot be 

marketed. 

Pollution, noise, congestion and painting house a colour that the neighbour feel in 

ugly are the examples of negative  externalities.  All externalities are not negative. If a farm 

located near a city gives residents in the area with nice views, fresher air and less congested 

environment is the example of positive externalities. 

2) Effects of Externalities 
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The effects of externalities are enormous. We must to see sets of effects of 

externalities in the respective way. 

1. On the Distribution of Real Income 

The person’s real income increases if he is permitted to have access to third party 

benefits. On the contrary, a person’s real income is decreased in case losses (social cost) 

are not compensated. 

In case of non-market externalities third party cannot be compensated for loss and 

cannot be excluded from gain through market mechanism. 

2. It brings divergence between private and social marginal costs on benefits of the 

goods under consideration. 

Some project may cost more to society than the actual cost of project. In case of benefits 

social benefits become greater than private benefits. Therefore, public good can divergent 

between social marginal cost and private marginal cost. But, a pure private good is 

generally supposed to generate no externality. 

3. Private Goods may also generate externalities 

It is wrong to conceive that externalities exist in the case of only public goods. The 

private goods can give rise to externalities. For example, Highways (Public-Private- Projects) . 

All vehicles do pay tolls except walker and two wheelers. Here, non- excludability arise 

with certain consumers. 

Let us consider a person for marriages ceremony pays the price of service of a band 

or orchestra. However, it generate externalities if the music is heard by others. Here, 

Neighbours can enjoy music at no cost. The benefit of music heard by neighbour is nothing 

but externally or third party benefit. The first two parties are participants in the transaction 

i.e. the buyer and seller of orchestra. If this same music dislike by the neighbour then it is a 

social cost which nobody compensates. On the other, if the same orchestra music is played 

in a sound-proof setting, then the members of family alone enjoy it, and there will be no 

externality. 
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Externalities and Optimal Provision of goods and services through diagram: 

Assumed that (1) services of orchestra contributes the welfare of non- purchases. It 

means third party benefits (externally) i.e. marginal benefit exceeds marginal cost. 

Here the externalities in consumption and production lead to Pareto non- 

optimality. It leads to mal-allocation of resources. When social cost and private costs and 

benefit diverge, Pareto optimality is not achieved. 

Externalities are also known as external economics and diseconomies, lead to the 

divergence of social cost from private costs, and of social benefits from private benefits. 

1. External economies of production shown in the following Figure 1. 

 

Here firm produces Q1Q1 less output and the net loss to the society is ELE, 

2. External diseconomies also leads to divergences between private and social cost 

which shown in the following figure 2. 
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SMC = Social marginal cost curve. PMC = Private marginal cost curve. 

Paretian optimum solution is at point E’ where society produces Q1O output which is less than 

firms output by Q1Q. Thus net gain to society is E1GE. 

Difficulties of achieving optimal resource allocation in respect of Externalities 

1. Third party gains and losses cannot be correctly stated. 

2. Gainers and losers cannot be identified. 

3. Difficulty of exclusions. 

4. The government action to account of externalities not very fruitful. 

************* 

 

 

 

 

 

 

 

 

 

 

 

 

 



STET Women’s College,    II M.A. Economics,     Fiscal Economics,   P16EC34,    Module I Page 27 

 

Information Asymmetry 

Information asymmetry deals with the study of decisions in transactions where one party 

has more or better information than the other. This asymmetry creates an imbalance of power in 

transactions, which can sometimes cause the transactions to go awry, a kind of market failure in 

the worst case. Examples of this problem are adverse selection, moral hazard, and monopolies of 

knowledge.  

Information asymmetry extends to non-economic behavior. As private firms have better 

information than regulators about the actions that they would take in the absence of a regulation, 

the effectiveness of a regulation may be undermined.  International relations theory has 

recognized that wars may be caused by asymmetric information and that "Most of the great wars 

of the modern era resulted from leaders miscalculating their prospects for victory”. There is 

asymmetric information between national leaders, wrote Jackson and Morelli, when there are 

differences "in what they know [i.e. believe] about each other's armaments, quality of military 

personnel and tactics, determination, geography, political climate, or even just about the relative 

probability of different outcomes" or where they have "incomplete information about the 

motivations of other agents. 

Information asymmetries are studied in the context of principal–agent problems where 

they are a major cause of misinforming and is essential in every  communication  process. 

 Information asymmetry is in contrast to perfect information, which is a key assumption in neo-

classical economics. In 2001 the Nobel Memorial Prize in Economics was awarded to George 

Akerlof, Michael Spence, and Joseph E. Stiglitz for their "analyses of markets with asymmetric 

information". 

Models: 

Information asymmetry models assume that at least one party to a transaction has 

relevant information, whereas the others do not. Some asymmetric information models can also 

be used in situations where at least one party can enforce, or effectively retaliate for breaches of, 

certain parts of an agreement, whereas the others cannot. 
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Adverse selection:  

In adverse selection model, the ignorant party lacks information while negotiating an 

agreed understanding of or contract to the transaction, whereas in moral hazard the ignorant 

party lacks information about performance of the agreed-upon transaction or lacks the ability to 

retaliate for a breach of the agreement. An example of adverse selection is when people who are 

high-risk are more likely to buy insurance because the insurance company cannot effectively 

discriminate against them, usually due to lack of information about the particular individual's 

risk but also sometimes by force of law or other constraints. An example of moral hazard is when 

people are more likely to behave recklessly after becoming insured, either because the insurer 

cannot observe this behavior or cannot effectively retaliate against it, for example by failing to 

renew the insurance. 

Signaling 

Michael Spence originally proposed the idea of signaling. He proposed that in a situation 

with information asymmetry, it is possible for people to signal their type, thus believably 

transferring information to the other party and resolving the asymmetry. 

This idea was originally studied in the context of matching in the job market. An 

employer is interested in hiring a new employee who is "skilled in learning". Of course, all 

prospective employees will claim to be "skilled in learning", but only they know if they really 

are. This is an information asymmetry. 

Spence proposes, for example, that going to college can function as a credible signal of 

an ability to learn. Assuming that people who are skilled in learning can finish college more 

easily than people who are unskilled, then by finishing college the skilled people signal their skill 

to prospective employers. No matter how much or how little they may have learned in college or 

what they studied, finishing functions as a signal of their capacity for learning. However, 

finishing college may merely function as a signal of their ability to pay for college, it may signal 

the willingness of individuals to adhere to orthodox views, or it may signal a willingness to 

comply with authority. 
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Screening 

Joseph E. Stiglitz pioneered the theory of screening. In this way the underinformed party 

can induce the other party to reveal their information. They can provide a menu of choices in 

such a way that the choice depends on the private information of the other party. Examples of 

situations where the seller usually has better information than the buyer are numerous but 

include used-car salespeople, mortgage brokers and loan originators, stockbrokers and real estate 

agents. 

Examples of situations where the buyer usually has better information than the seller 

include estate sales as specified in a last will and testament, life insurance, or sales of 

old art pieces without prior professional assessment of their value. This situation was first 

described by Kenneth J. Arrow in an article on health care in 1963. George Akerlof in The 

Market for Lemons notices that, in such a market, the average value of the commodity tends to 

go down, even for those of perfectly good quality. Because of information asymmetry, 

unscrupulous sellers can "spoof" items (like replica goods such as watches) and defraud the 

buyer. As a result, many people not willing to risk getting ripped off will avoid certain types of 

purchases, or will not spend as much for a given item. Akerlof demonstrates that it is even 

possible for the market to decay to the point of nonexistence. 

Akerlof also suggests different methods with which information asymmetry can be 

reduced. One of those instruments that can be used to reduce the information asymmetry 

between market participants is intermediary market institutions called counteracting institutions, 

for instance, a guarantees for goods. By providing a guarantee, the buyer in the transaction can 

use extra time to obtain the same amount of information about the good as the seller before the 

buyer takes on the complete risk of the good being a "lemon". Other market mechanisms that 

help reduce the imbalance in information include brand-names, chains and franchising that 

guarantee the buyer a threshold quality level. These mechanisms also let owners of high quality 

products get the full value of the good. These counteracting institutions then keep the market size 

from reducing to zero. 
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Information Gathering 

Most models in traditional contract theory assume that asymmetric information is 

exogenously given. Yet, some authors have also studied contract-theoretic models in which 

asymmetric information arises endogenously, because agents decide whether or not to gather 

information. Specifically, Crémer and Khalil (1992) and Crémer, Khalil, and Rochet (1998a) 

study an agent’s incentives to acquire private information after a principal has offered a contract. 

In a laboratory experiment, Hoppe and Schmitz (2013) have provided empirical support for the 

theory. Several further models have been developed which study variants of this setup. For 

instance, when the agent has not gathered information at the outset, does it make a difference 

whether or not he learns the information later on, before production starts? What happens if the 

information can be gathered already before a contract is offered? What happens if the principal 

observes the agent’s decision to acquire information? Finally, the theory has been applied in 

several contexts such as public-private partnerships and vertical integration. 

Sources of information Asymmetry 

Information asymmetry within societies can be created and maintained in several ways. 

Firstly, media outlets, due to their ownership structure or political influences, may fail to 

disseminate certain viewpoints or choose to engage in propaganda campaigns. Furthermore, an 

educational system relying on substantial tuition fees can generate information imbalances 

between the poor and the affluent. Imbalances can also be fortified by certain organizational and 

legal measures, such as document classification procedures or non-disclosure clauses. Exclusive 

information networks that are operational around the world further contribute to the asymmetry. 

Lastly, mass surveillance helps the political and industrial leaders to amass large volumes of 

information, which is typically not shared with the rest of the society. 

Application in Research 

Accounting and Finance 

A substantial portion of research in the field of accounting can be framed in terms of 

information asymmetry, since accounting involves the transmission of an enterprise's 

information from those who have it to those who need it for decision-making. Likewise, in 
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finance literature, the acknowledgment of information asymmetry between organizations 

challenged the Modigliani–Miller theorem, which states that the valuation of a firm is unaffected 

by its financial structure. Information asymmetry shed light on the importance of aligning 

interests of managers with those of stakeholders. Furthermore, financial economists apply 

information asymmetry in studies of differentially informed financial market participants 

(insiders, stock analysts, investors, etc.) or in the cost of finance for MFIs.  

Effect of blogging 

The effect of blogging as a source of information asymmetry as well as a tool reduce 

asymmetric information has also been well studied. Blogging on financial websites provides 

bottom-up communication among investors, analysts, journalists, and academics, as financial 

blogs help prevent people in charge from withholding financial information from their company 

and the general public. Compared to traditional forms of media such as newspapers and 

magazines, blogging provides an easy-to-access venue for information. A study by Saxton and 

Anker concluded that more participation on blogging sites from credible individuals reduces 

information asymmetry between corporate insiders, additionally reducing the risk of insider 

trading.  

Game Theory:  A large amount of the foundational ideas in game theory builds on the 

framework of information asymmetry. In simultaneous games, each player has no prior 

knowledge of an opponent's move and with sequential games, players have little prior knowledge 

of the opponent's move but often don't have perfect information. Therefore, the existence and 

level of information asymmetry in a game determines the dynamics of the game. James Fearon in 

his study of the explanations for war in a game theoretic context notices that war could be a 

consequence of information asymmetry - two countries will not reach a non-violent settlement 

because they have incentives to distort the amount of military resources they possess. 
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 Game of imperfect information with sub-games. Here each player will have no 

information of each other's move while making decisions. This representation is of one person's 

decisions in a game, however, it does not correspond to the actual timing of the player's 

decisions. The dashed line between nodes represent information asymmetry and show that, 

during the game, a party cannot distinguish between the nodes.  

Artificial Intelligence 

Tshilidzi Marwala and Evan Hurwitz in their study of the relationship between 

information asymmetry and artificial intelligence observed that there is a reduced level of 

information asymmetry between two artificial intelligent agents than between two human agents. 

As a consequence, when these artificial intelligent agents engage in financial markets it reduces 

arbitrage opportunities making markets more efficient. The study also revealed that as the 

number of artificial intelligent agents in the market increase, the volume of trades in the market 

will decrease. This is primarily because information asymmetry of the perceptions of value of 

goods and services is the basis of trade. 

Management 

Information asymmetry has been applied in a variety of ways in management research 

ranging from conceptualizations of information asymmetry to building resolutions to reduce it. A 

study by Schmidt and Keil has revealed that the presence of private information asymmetry 

within firms influences normal business activities. Firms that have a more concrete 

understanding of their resources can use this information to gauge their advantage over 

competitors. In Ozeml, Reur and Gulati's study, they found that 'different information was an 

additional source of information asymmetry in venture capitalist and alliance networks; when 

different team members bring diverse, specialized knowledge, values and outlooks towards a 

common strategic decision making event, the lack of homogenous information distribution 

among the members leads to inefficient decision making. 

  

************ 
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Theory of Second Best 

Introduction and Definition 

The theory of second best (TSB) appeared in 1956 journal article written by 

R. G. Lipsey and K. Lancaster. The general theorem of the second best states that if one of 

the Paretian optimum condition cannot be fulfilled a second best optimum situation is 

achieved only by departing from all other optimum conditions. The best way to approach 

the problem of defining the scope of the theory of second best is to consider the role of 

constrains in economic in economic theory. Obviously, it was not really a new theory, but 

through together concerns which had been emerging over trade and turcif in the preceding 

years in the writings of Meade, Pareto and Samuelson. 

In the original article Lipsey and Lancaster explain theory as follows. 

It is well know that the attainment of a Parentian optimum requires the 

simultaneous fulfillment of all the optimum conditions. The a general theorem for the second 

best optimum states that if there is introduced into a general equilibrium system a constraint 

which prevents the attainment of one of the Paretian conditions, the other Paretian conditions, 

although still attainable, are in general no longer desirable. 

In other words, given that one of the Paretian optimum condition cannot be fulfilled, 

then an optimum situation can be achieved only be departing from  all the other Paretian 

conditions. The optimum situation finally attained may be termed a second best optimum 

because it is achieved subject to a constrain, by definition, prevents the attainment of a 

Paretian optimum. 

Explanation of Theory of Second Best 

As we know when all the Paretian conditions are fulfilled, it argues the first best 

solution. But, there are certain obstacles like monopoly, externalities, and indivisibilities 

that lead to Pareto non-optimality. As per Lipsey and Lancaster second best solution does not 

involve competitive behaviour in the rest of the economy. 

Therefore, “The theory of second best states that if one or more of the first order conditions 
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for Pareto optimality cannot be satisfied because of institutional constraints in general it is 

neither necessary nor desirable to satisfy the remaining Pareto conditions.” 

The theory of the second best is explained diagrammatically in following way. 

 

Above diagram indicates that, 

PP1 = Production Possibility Frontier. 

I1I2 and I3 = Community Indifference curves. 

E = Pareto Optimality point is not attainable due to some constraints. (Like 

externalities / indivisibilities) 

MN = Constraints. 

Given the constraint MN on PP1 the point ‘B’ need not to be optimal because it is on 

a lower I1 (Community Indifference Curve). 

But point ‘A’ is definitely preferable to point ‘B’ because it lays on the higher 

indifference curve I2. Thus, the attainment of the second best optimum position at 

point ‘A’ does not require first best Pareto optimality condition as it is shown by point ‘E’. 
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In brief, there is no general theory of the second best. “This theory has been used to 

question the desirability of policies to obtain the Pareto conditions on a piecemeal basis.” 

Implications for General Theory of Second Best :  

1. It cannot be know beforehand whether policy constraints prevent first-best or not. 

2. Actual impact of policy constraints will depend on behaviour or agents in the 

economy. 

3. Many forms of policy constraints imply there can be no general second-best 

optimum conditions. 

4. Lipsey and Lancaster argued their second best conditions are so complicated which 

cannot be used for policy. 

5. Many economists began to seek out where first-best condition still relevant for 

controllable part of economy. 

6. In most countries taxes, distortionary rules and regulations etc. emerge as 

constraints affecting economy as a whole. 

 

Conclusion : 

The theory of second-best has now been with us for more than fifty years and fact is 

that it has become thoroughly institutionalized in procedures such as cost- benefit analysis. 

In nutshell the outcome of literature on second-best is disillusioning, the Libsy and 

Lancaster theorem has made economist much more careful about providing policy 

prescriptions. 

******************* 
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Problems of preference revelation and aggregation of preferences 

Government plays a vital role in, more or less, all types of economic systems. But 

the role of government in socialist and mixed economy is more important than the economy 

like Capitalism. Government makes provisions in its public budget so as to provide public 

goods to the people whereby social welfare can be promoted. To make provision of supply 

of public goods by the government, it should know choices, preferences and priorities of 

the people for public goods. This demands to study preferences or choices of people for 

public goods. Hence, the present unit intends to study theories of public choice. It is also 

necessary to know how the provision of supplying public goods by the government to be 

made, that has been analysed by some of the theories in Public Economics. 

 Problems of Preference Revelation and Aggregation of Preferences 

Government in any type of economy endeavors to maximize social welfare. But it 

should be known to the government for which public goods people have shown their choices. 

People should make choice of public goods preferred by them. In the democratic countries, 

the government takes into account public preferences for the public goods and makes 

provision of their supply by allocating productive resources  for their productions. This 

enables proper and rational allocation and utilization of productive resources whereby social 

welfare maximization can be materialized through the consumption of public goods produced. 

This is being analyzed by the theories in Public Economics. They are known as the theories 

of public choice or social choice. These theories show problems in revealing public choices 

and also difficulties in aggregating public choices revealed by the people. The theories of 

public or social choice include the following theories. 

1. Principle of Absolute and Relative Unanimity 

2. Theory of Political Interactions Costs 

3. Impossibility Theorem of Arrow 
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4. Economic Theory of Democracy 

5. Politico-Eco-Bureaucracy Theory 

 

 

1. Wicksell's Approach to reveal Public Choice : Absolute and Relative Unanimity 

Principle/Approach 

In the democratic government countries, political process is very much important to 

provide public goods by the government. Because people reveal preferences for public goods 

through political process. On that basis, the government can allocate productive resources 

in the society for the production of public goods. Public choices of people for public goods, 

problems in revealing public preferences and solutions or remedies on the same have been 

discussed for the first time by a Swedish economist Knut Wicksell. This is known as 

Wicksell's Approach to reveal public choice. It is divided into Absolute Unanimity 

Approach and Relative Unanimity Approach. 

The efficient allocation of productive resources in the society requires political 

process. Even in the democratic form of government based society individual preferences 

of the people for public goods are taken into consideration, still there remain problems. 

Individual preferences based on the concept of an equal vote for 

 

all, are unlikely to be revealed and implemented effectively by a system of simple majority 

voting. Where a majority of 50% plus one vote may carry a decision. Hence,  a minority of 

50% minus are of the citizens may be obliged to help pay for a public type economic good 

with their taxes, even though they do not desire the allocation of the good. Such costs to be 

"political losers" of a majority voting decision are referred to as voter externality costs. 

According to Wicksell, in a democratic form of government country Absolute 

Unanimity method can be used for revealing public preferences for the public goods by the 
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people. On the basis of preferences for public goods revealed by the people, the government 

can provide these public goods through allocation and utilization of  the productive resources 

for their production. The provision of supply of a public good can be made by the 

government in the public budget, and by supplying it to the people can achieve social welfare 

maximization. But for this 100% people should caste their votes in favour of supply of that 

public good by the government. If one of them is against the supply of that public good, then 

the government cannot take that fiscal decision and provide for that public good. This is known 

as Absolute Unanimity Approach of the Wicksell, which is useful in decision making about 

supply of public goods by the government, but difficult frequently and continuously due to 

need for absolute unanimity, which is exceptional and not a regular phenomenon. It is 

therefore necessary to evolve an alternative mechanism of revealing preferences for public 

goods in the democratic country. 

Since a single voter by casting vote against the fiscal decision to supply a public 

good by the government under Absolute Unanimity Approach, Wicksell propounded an 

alternative approach or solution to reveal public preferences for the supply of public goods 

by the government, which is known as Relative Unanimity Approach or Qualified Majority 

Voting. Under this approach, the approval percentage for a budget policy should be as close 

to low percent. A majority of one thirds (1/3), two thirds (2/3), three fourths (3/4), or five 

sixth (5/6) might be required for approval of a budget policy under the unanimity rule. This 

enables to know that an individual and his vote against the budget policy can not restrict 

supply of that public good, and cannot exploit the people who are in favour of that fiscal 

decision. This rule allows an acceptance number of collective decisions to be made. It also 

facilitates to reduce voter externality costs. A scientific number of votes allow to supply that 

public goods  by the government by making its provision in public budget. Hence, it is very 

simple principle of revealing public preferences for public goods by the people and their 

supply as well by the government. 
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Wicksell also recognised desirability of public expenditure and tax to be imposed to 

supply public goods by the government in this unanimity approach. This principle enables 

spending and revenue decision making for the government. According to Wicksell, marginal 

benefit from a public expenditure should be related to the marginal tax cost of providing the 

public good, and then the relative unanimity rule should be applied to the government 

decision. This is consistent with his preference for the voluntary exchange approach to 

public goods allocation. 

Thus, the government can collect preferences of the people for public goods through 

absolute or particularly relative unanimity rule and by allocating and utilising productive 

resources can supply public goods to the people whereby social welfare of the society can be 

maximised. This approach also provides for spending and revenue decision by the 

government simultaneously. Hence, it is an important theory of public choice. 

But Wicksell's theory or approach to public choice is criticised on the following 

grounds. 

1. In a democratic country, first it is decided which and how much quantity of public 

goods to be provided, and then they are supplied to the people. 

2. Government cannot impose taxes on the people in proportion of its public 

expenditure. 

3. In a democratic country, government estimates its public expenditure first, and then it 

endeavours for collecting necessary revenue, therefore this theory of public choice is 

not useful for the government decision making. 

4. All people do not know to reveal preferences for public goods being supplied by the 

government, only a few people knows that. 

5. In reality, the government does not take into consideration public choices for the 

supply of public goods to the people. 
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Even though, Wicksell's theory of public choice is criticised on various grounds as 

mentioned above, its importance cannot be discarded totally. It is the first theoretical analysis 

of public preferences for public goods to be supplied by the government especially in the 

democratic countries. This theory very systematically explains the process of revealing 

public choices for public goods, and their supply by the government. The theory 

discusses the problems in revealing public preferences for the public goods, and also 

remedies on these problems. Hence, it is of vital importance. 

2. The Political Interaction Costs Theory of Public or Social Choice 

In a democratic form of government, economic analysis of revealing public choices 

or preferences for public goods has been given by James Buchanan and Gordan Tullock is 

known as the political intraction costs theory of public choice. They have explained the 

political interaction costs in revealing public preferences for public goods, need for consent 

of group of people to take a fiscal decision that facilitates the provision and supply of public 

goods by the government to the people. 

According to this theory, in a democratic country, it requires to incur political 

interaction costs so as to arrive at an uniformity of the people to supply a public good by the 

government. This also requires approval of the group of people for supplying a public good 

by the government. The government can supply that public good, which is approved by the 

group of maximum number of people at the least or lowest political interaction costs, that 

particular public commodity will be supplied by the government in a democratic country. 

This is a way and manner of revealing public preferences for the public goods, which will be 

only supplied by the government, by making their provision in its public budget. The fiscal 

decision of the government regarding supply  of a public good is determined by the consent of 

greater number of people with minimum political interaction costs. This is quite simple and 

determinate process of decision making by the government about supply of public goods in a 

country, which has a democratic form of government. 
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This theory is of the opinion that, it is very much necessary to take into 

consideration the political interaction costs. These costs show preference of the people for 

public goods and the proportion of people desirous to supply that public good by the 

government in a democratic country. This is an expected political interaction costs, hence it 

is discounted to present value. The political interaction costs are the costs, which indicate 

the preferences of the people for public goods to be supplied by the government. The 

political interaction costs comprise of two components namely i) Voter Externality Cost 

(VEC) and ii) Decision Making Cost (DMC). A voter externality cost is the cost incurred by 

a voter who has voted against a fiscal choice, which nevertheless has been approved by the 

required proportion of voters necessary to carry the decision for approval. Such an individual 

must abide by the collective decision era though his or her individual preferences did not opt 

for its approval. It has a tendency to decrease with increased proportion of group of people 

approved that fiscal decision. At absolute unanimity rule of approval, voter externality costs 

would reach to zero. A decision making cost refers to the bargaining cost required to reach 

a group political consensus or agreement. These are real resource costs in terms of both 

direct labour, material and capital outlay, as well as opportunity cost such as the value of 

time spent in bargaining. Decision-making costs increase as the proportion of the voting 

group required to approve a decision becomes larger. 

But the political interactions costs theory of public choice is criticised on the 

following grounds. 

1. Every government in a democratic government does not take into consideration the 

political interactions costs while applying public goods. 

2. This theory does not explain who is going to incur political interactions costs 

necessary for a fiscal decision to supply public goods. 

3. It is a very much time consuming and expensive procedure of arriving at a fiscal 

decision of the government relating to supply of public goods. 

4. This theory has not single empirical evidence that states which country adopts the 

procedure suggested by the theory to supply public goods in its economy. 

Even though, the political interaction costs theory of public choice is criticised on 
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the various grounds as mentioned above, this does not totally discard its total importance. 

This theory very systematically arrive at decision to supply public goods  by the government 

in a democratic country. The theory also describes the responsibility of the people while 

supplying public goods by the government. It is this theory analyses the participation of the 

people in fiscal decision of the government to supply public goods and thereby their role in 

social welfare maximisation. Hence, the political interactions costs theory of public choice 

is of vital importance. 

3. Arrow's Impossibility Theorem of Public Choice 

Kenneth Arrow has explained the problems involved in decision making by the 

government even individual preferences for public goods revealed through majority of voting 

in a democratic form of government country. In a democratic country fiscal decision of the 

government to supply public goods cannot only depend on the majority of voting. A majority 

of voting is not sufficient only in fiscal decision of the government for supplying public 

goods. It does not indicate the effective social indifference curve, and consequently the 

social welfare function. Hence, this theory is known as the Impossibility theorem. According 

to Arrow, following conditions must be met if a collective decision reached under majority 

voting conditions is to accurately reveal the individual economic preferences, which 

constitute the effective social indifference curve and the social welfare function. 

1. Social choices must be transitive or consistent. That is, a unique social ordering must 

exist which will yield a clear-cut winning alternative regardless of the ordering 

sequence in which alternative choices are voted on. 

2. The social welfare function must be non-perverse in the sense that an alternative 

policy which might otherwise have been chosen by the society must not be rejected 

because any individual has charged the relative ranking of that alternative. 

3. The rankings of the choices in the social welfare function between two 

alternatives must be independent of the ranking by individuals of other 

alternatives, which are irrelevant to the choice between the two alternatives. The 

elimination of any one alternative must not influence the ranking of the other 

alternatives in the social welfare function. 
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4. Voters must have free choices among all alternative policies. 

5. Social choices must not be dictatorial. They must not based solely on the 

preferences of one individual, independent of the choices of other individuals. 

According to Impossibility Theorem, in a democratic country public choices for 

public goods based on majority of voting are not sufficient for social welfare 

maximisation through supply and consumption of public goods  by the government and 

people respectively. Besides majority of voting, the above mentioned conditions should be 

satisfied, that enable to arrive at effective social indifference curve and the social welfare 

function. Hence, this theory is known as the impossibility theorem. 

The impossibility theorem of Arrow can be explained with the help of example. 

Three voter (A, B, C) are selecting among three budgetary policies (X, Y, Z). Policy 

alternative X represents a decision to build three public libraries, policy Y, a decision to build 

two libraries, and policy Z, a decision to build one library. 

Examples of Majority Voting :  Individual Preferences for Alternative Budget Policies 

         a) Results : Intransitive Policy Alternatives 

Voter Preference 1 Preference 2 Preference 3 

A 

B

 

C 

X 

Y

 

Z 

Y 

Z

 

X 

Z 

X

 

Y 

        b) Results : Transitive Policy Alternatives 

Voter Preference 1 Preference 2 Preference 3 

A 

B

 

C 

X 

Y

 

Z 

Y 

Z

 

Y 

Z 

X

 

X 
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In above table, a) illustrates a situation in which majority voting violates the set of 

conditions necessary for consumer sovereignty to be maintained in collective democratic 

decision making. Condition 1, the transitivity condition, in particular, is violated, leading to 

what is known as the impossibility theorem or voting paradox. Since a majority of the voters 

(two out of three) prefer policies X to Y, Y to Z and Z to X, the result is intransitive or 

inconsistent in that there is no winner. The sequence in which the voting occurs would 

determine the final outcome is illogical result. The outcome is arbitrary since either Z, X or 

Y will win depending on the ordering of the voting sequence. The transitivity occurs because 

one voter prefers two extreme policies (Z for one library and X for three libraries) over the 

median or intermediate alternative, Y for two libraries. This is an unlikely position for a voter 

to take. To prefer three libraries as a second choice instead of two libraries. When it is 

graphed, the result is twin-peaked preference function for voter C. 

If voter C behaves in a more rational manner and prefers two libraries as a second 

choice, the intransitive problem disappears and the solution becomes determinate. This is 

depicted in above table by outcome b) with showing a single peaked preference function for 

voter C. we begin with a pairing of Y versus Z, Y wins over Z and also defeats X. Finally, a 

pairing Y versus Z finds Z the winner, but Y wins over Z. Thus, Y is the clear cut winner 

despite the ordering of the voting sequence. These results also indicate budgetary size. 

Arrow's impossibility theorem of public choice can be presented with the help of 

figure below. 
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The impossibility theorem of Arrow is criticized on various grounds as follows. 

1. Arrow's theorem could not show intensity of public choices of people for public 

goods. 

2. Arrow has depicted a very pessimistic scenario of political process of arriving at 

fiscal decision, for supplying public goods. 

3. We cannot say common voter reveals his preference for public goods through voting 

only. 

4. It is not true that, the government always taken into account public choices for public 

goods of people while supplying them. 

5. Arrows theory can not be applied to public goods of heterogeneous in nature. 

Even though, Arrow's theorem of public choice is criticized severely, its total 

importance cannot be discarded. This theorem explains how the government provides public 

goods to its citizens in a democratic country. Only majority of voting to reveal public 

preferences for public goods is not sufficient, but consistency in choice is also a must for 

fiscal decision and social welfare maximization. The noteworthy merit of the theory is, it 

describes how it is possible to materialize social welfare maximization of the society 

through supply of public goods by the government. 

4. Economic Theory of Democracy 

In democratic countries, while discussing public choices for public goods by the 

people, it is also inevitable to take into account the existence of political parties in  a 

representative democracy, which represent the views of those who elect them into office. A 

partial explanation of the existence of political parties can be given in terms of the costs of 

participating in the process of political exchange. In the absence of representatives, each 

individual who wishes to be informed about the relative costs and benefits of each alternative 

policy will require to spend time and resources for acquiring information. These 

informational costs are fixed costs, and these are gains in the form of resource savings, if 

individuals join together and share the costs. If individuals have identical preferences these 

are resource savings to be gained if one of them represents the preferences of the rest. 
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Therefore, elected representatives (political parties and politicians) exist to reduce the costs 

of collective decision making, and promotes social welfare. In this backdrop, Anthony Downs 

has introduced economic theory of politics, which is known as his "Economic Theory of 

Democracy." 

The economic theory of democracy of Anthony Downs is based on the following 

assumptions. 

1. Voters are utility maximisers. 

2. Political parties are vote maximisers. 

Statement of Theory 

Anthony Downs states his economic theory of democracy as follows : 

"The political parties in our model are not interested in making society's allocation 

of resources efficient; each seeks only to get reelected by maximising the number of votes 

it receives. Therefore, even if the government has the ability to move society to a paretian 

optimum it will do so only if forced by competition form other parties. Thus, the crucial 

issue is whether interparty competition always forces the government to a paretian 

optimum. " 

According to Anthony Downs, the behaviour of political parties and elected 

representatives is guided by self interests than the ideal goal of the public interest. Politicians 

seek to serve the wider national interest by introducing sweeping social reforms. But they 

should get elected to office and adopt those policies that will win votes. Vote maximisation 

is, therefore, a reasonable view of politician's behaviour. An individual may be motivated to 

seek election to political office for reasons other than representing the views of his electorate 

for benefits of political office, such as power, prestige, perquisites etc., which are arguments 

in the politician's utility function. 

This theory is of the opinion that, preferences of the median voter play a central role in 

competition between political parties. This can be explained with the help of "Median Voter 

Theorem", which states that in a majority decision model preferences are single peaked. It is the 

most preferred policy by the median voter that will win. It is because the median voters preferences 
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that produce the minimum welfare loss for the whole group. The median voter theorem can be 

explained with the help of figure below. 

 

 

There are three individuals whose demand curves for the public output, e. g. police 

protection, are shown as D1, D2, D3. In the lower part of the diagram each individual's 

preference function is shown as (1, (2), (3) respectively. Each individual 

faces a price OP for the public output. Given a price of OP individual 1's most preferred output 

is Oq1, while individual 2's is Oq2 and individual 3's is Oq3. In order to determine which 

level of police protection will be publicly supplied, individual vote on these 

alternatives Oq1, Oq2  and Oq3. Individuals 2 and 3 both prefer outcomes that lie to the right 

of Oq1, which means that output levels Oq2 and Oq3, which means that Oq2 and Oq1 will 
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win over Oq3. Taking these outcomes together, it is seen that the preference of the median 

voter (individual 2) will be chosen, i. e. output level Oq2. 

The implication of the median voter theorem for vote maximising politicians and 

political parties is, to secure the majority of the votes the preferences of the median voter 

must be identified. Political competition between the major parties will produce consensus 

politics. Each party has the same objective, to get elected to office, and will therefore, 

introduce similar policies in order to woo the median voter. 

In reality voters and politicians are imperfectly informed. The principal agents  in 

political decision making, i. e. social choice, are voters, politicians and bureaucrats. Voters 

act individually when they cost their vote in election, but between elections many of them 

form pressure groups and lobby politicians on specific issues. There is usually less than full 

voter participation at elections, may be due to non-economic factors like weather or 

competition interests such as popular television programmes. Economic factors that 

influence voter participation include the most of voting, opportunity cost. Voter 

participation limits the median voter model since we now need to know the probability of the 

median citizen participating in the voting process. The uncertainties caused by incomplete 

voter participation account for many of the activities carried out by the central office of 

political parties, i. e. collecting information on the socio-economic characteristics of those 

who vote and those who do not vote. 

When there are costs associated with voting the benefits which the individual voter 

expects to receive as a consequence of casting his vote must out weigh these costs, i. e. 

E(B) - C>O Where, E (B) = Expected benefits, C = Voting costs. If two party’s platforms 

are very close to one another than the voter might be indifferent between either. This will 

make voting not worthwhile for him. 

The economic theory of democracy of Anthony Downs is criticized as follows. 

1. The Downisian theory is criticised that, it does not explain all aspects of voter 

behaviour. 

2. The model of Anthony Downs is criticised on the ground that, it has left a number 
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of interesting questions unanswered. 

3. According to critics, it is not necessary the vote maximisation, but sufficient votes 

enable to obtain a majority. 

4. Multi Party systems are more complex to study than two party systems of Anthony 

Downs. 

5. The consideration of median voter choice for public choice of public goods will 

increase public expenditure significantly and rapidly, according to critics. 

6. But it is a fact that, the above discussed criticisms do not adversely affect importance 

of the economic theory of democracy by Anthony Downs. The formation  of pressure 

groups by individuals with similar or identical preferences enables them to share 

information costs and transactions costs. This theory is useful to explain the over 

expansion of public expenditure programmes and business cycles. The theory 

describes systematically role of political parties and representatives in the supply of 

public goods. Likewise, the theory also discusses the motives of political parties 

and representatives. 

 

************* 
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The Politico-Eco-Bureaucracy Theory 

Economic performance of any economy depends upon its institutional structure. With 

regard to public sector, it depends on bureaucracy as an important institution. Bureaucracy 

is a set of bureaus, i. e. the departments responsible for the services provided by 

government. Bureau is a non-profit making organization financed mainly from a lump sum 

grant rather than from the sale of its output. Some bureaus may cooperative with one 

another and be complementary in their activities, while others  will compete with each other 

for scarce resources. Any analysis of the behavior of the bureau and its bureaucrats and their 

roles in resources allocation must pay specific attention to the motives and objectives of the 

bureaucrat. This type of analysis has been given by the theory developed by the economists 

like Weber, Niskanen and Breton, which is known as Politico-Eco-Bureaucracy theory. 

According to Weber, the bureaucrat (i. e. senior decision maker) is an administrator, 

who dispassionately observes the established set of administrative rules and carries them 

out unquestioningly. This view has been subsequently modified by the economists like 

Niskanen and Breton. According to Niskanen and Breton, bureaucrats, acts as  utility 

maximizers. Employing a 'managerial utility function approach' Niskanen argues that the 

bureaucrats utility function include his salary, size of the staff working for him and their 

salaries, public reputation, perquisites and power or status. Many of the items that appear in 

bureaucrat's utility function are directly related to the size of the budget, hence bureaucrats 

who are utility maximizers, will also be budget maximizers. Therefore, utility maximizing 

or budget maximizing bureaucrat is not a neutral agent in the budget decision making 

process. 

Taking into consideration such bureaucrat behavior, it is necessary to explain the output 

decision of the bureaucrat. Like non-profit making private sector organizations and 

monopolist, the bureaucracy is insulated from competitive forces. But there are number of 

differences. The monopolist chooses a level of output that when sold in the market will 

maximize profit; the bureaucrat receives a lump sum grant from a higher authority (sponsor) 

such as Treasury or office of the budget, and promises to provide a certain amount of total 

output in exchange for a budget. 
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The utility maximizing bureaucrat will find it to maximize the size of his budget, 

whereas sponsoring authority (politicians) will attempt for budget large enough to satisfy the 

voter's demand but not too large to upset the voter. The sponsor is interested in granting a 

budget that will maximize the quantity of output supplied for a given level of quality of 

service. On the other hand, the bureaucrat wishes to maximize the size of his budget since 

that provides him with the resources to maximize his utility. A number of alternative 

arguments might enter into the bureaucrat's utility function. A part of the bureau's budget is 

allocated to furnishings, expense accounts, over manning or rents enjoyed by public sector 

employees rather than to the production of output. 

The Politico-Eco-Bureaucracy theory is criticized on the following grounds. 

1. This theory is unable to reveal public choice for the public goods to be supplied by 

the government in the economy. 

2. The unnecessary and excessive importance has been given to the bureaucracy by this 

theory. 

3. Bureaucracy is an executive mechanism and not a decision making authority. 

4. It is incorrect to say that, any bureaucrat endeavors to maximize his utility. 

5. This is a political theory, rather than an economic theory. 

 

****************** 
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Rent Seeking 

In public choice theory, as well as in economics, rent-seeking means seeking to increase 

one's share of existing wealth without creating new wealth. Rent-seeking results in reduced 

economic efficiency through misallocation of resources, reduced wealth-creation, lost 

government revenue, heightened income inequality, and potential national decline. 

Attempts at capture of regulatory agencies to gain a coercive monopoly can result in 

advantages for the rent seeker in a market while imposing disadvantages on their incorrupt 

competitors. This is one of many possible forms of rent-seeking behavior. 

The term rent-seeking was coined by the British 19th century economist David Ricardo, 

but only became the subject of durable interest among economists and political scientists more 

than a century later after the publication of two influential papers on the topic by Gordon 

Tullock in 1967,[2] and Anne Krueger in 1976. The word "rent" does not refer specifically to 

payment on a lease but rather to Adam Smith's division of incomes into profit, wage, and rent. 

The origin of the term refers to gaining control of land or other natural resources. 

Georgist economic theory describes rent-seeking in terms of land rent, where the value of 

land largely comes from government infrastructure and services (e.g. roads, public schools, 

maintenance of peace and order, etc.) and the community in general, rather than from the actions 

of any given landowner, in their role as mere titleholder. This role must be separated from the 

role of a property developer, which need not be the same person. 

Rent-seeking is an attempt to obtain economic rent (i.e., the portion of income paid to 

a factor of production in excess of what is needed to keep it employed in its current use) by 

manipulating the social or political environment in which economic activities occur, rather than 

by creating new wealth. Rent-seeking implies extraction of uncompensated value from others 

without making any contribution to productivity. The classic example of rent-seeking, according 

to Robert Shiller, is that of a feudal lord who installs a chain across a river that flows through his 

land and then hires a collector to charge passing boats a fee to lower the chain. There is nothing 

productive about the chain or the collector. The lord has made no improvements to the river and 

is not adding value in any way, directly or indirectly, except for himself. All he is doing is 

finding a way to make money from something that used to be free. 

In many market-driven economies, much of the competition for rents is legal, regardless 

of harm it may do to an economy. However, some rent-seeking competition is illegal—such as 

bribery or corruption. 

Rent-seeking is distinguished in theory from profit-seeking, in which entities seek to 

extract value by engaging in mutually beneficial transactions. Profit-seeking in this sense is the 

creation of wealth, while rent-seeking is "profiteering" by using social institutions, such as the 

power of the state, to redistribute wealth among different groups without creating new wealth. In 

a practical context, income obtained through rent-seeking may contribute to profits in the 

standard, accounting sense of the word. 

Tullock paradox 

The Tullock paradox is the apparent paradox, described by Tullock, on the low costs of rent-

seeking relative to the gains from rent-seeking. 
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 The paradox is that rent-seekers wanting political favors can bribe politicians at a cost much 

lower than the value of the favor to the rent-seeker. For instance, a rent seeker who hopes to gain 

a billion dollars from a particular political policy may need to bribe politicians only to the tune of 

ten million dollars, which is about 1% of the gain to the rent-seeker. Luigi Zingales frames it by 

asking, "Why is there so little money in politics?" because a naive model of political bribery 

and/or campaign spending should result in beneficiaries of government subsidies being willing to 

spend an amount up to the value of the subsidies themselves, when in fact only a small fraction 

of that is spent. 

Possible explanations 

Several possible explanations have been offered for the Tullock paradox: 

• Voters may punish politicians who take large bribes, or live lavish lifestyles. This makes 

it hard for politicians to demand large bribes from rent-seekers. 

• Competition between different politicians eager to offer favors to rent-seekers may bid 

down the cost of rent-seeking. 

• Lack of trust between the rent-seekers and the politicians, due to the inherently 

underhanded nature of the deal and the unavailability of both legal recourse and 

reputational incentives to enforce compliance, pushes down the price that politicians can 

demand for favors. 

• Rent-seekers can use a small part of the benefit gained to make contributions to the 

politicians who provided enabling legislation. 

Development of the theory 

The phenomenon of rent-seeking in connection with monopolies was first formally 

identified in 1967 by Gordon Tullock.  A 2013 study by the World Bank showed that the 

incentives for policy-makers to engage in rent-provision is conditional on the institutional 

incentives they face, with elected officials in stable high-income democracies the least likely to 

indulge in such activities vis-à-vis entrenched bureaucrats and/or their counterparts in young and 

quasi-democracies. 

Criticisms: 

Critics of the concept point out that, in practice, there may be difficulties distinguishing 

between beneficial profit-seeking and detrimental rent-seeking.Often a further distinction is 

drawn between rents obtained legally through political power and the proceeds of 

private common-law crimes such as fraud, embezzlement and theft. This viewpoint sees "profit" 

as obtained consensually, through a mutually agreeable transaction between two entities (buyer 

and seller), and the proceeds of common-law crime non-consensually, by force or fraud inflicted 

on one party by another. Rent, by contrast with these two, is obtained when a third party deprives 

one party of access to otherwise accessible transaction opportunities, making nominally 

"consensual" transactions a rent-collection opportunity for the third party. 

Possible consequences: 

From a theoretical standpoint, the moral hazard of rent-seeking can be considerable. If 

"buying" a favorable regulatory environment seems cheaper than building more efficient 
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production, a firm may choose the former option, reaping incomes entirely unrelated to any 

contribution to total wealth or well-being. This results in a sub-optimal allocation of 

resources – money spent on lobbyists and counter-lobbyists rather than on research and 

development, on improved business practices, on employee training, or on additional capital 

goods – which slows economic growth. Claims that a firm is rent-seeking therefore often 

accompany allegations of government corruption, or the undue influence of special interests. 

Rent-seeking can prove costly to economic growth; high rent-seeking activity makes 

more rent-seeking attractive because of the natural and growing returns that one sees as a result 

of rent-seeking. Thus organizations value rent-seeking over productivity. In this case there are 

very high levels of rent-seeking with very low levels of output. Rent-seeking may grow at the 

cost of economic growth because rent-seeking by the state can easily hurt innovation. Ultimately, 

public rent-seeking hurts the economy the most because innovation drives economic growth.[23] 

Government agents may initiate rent-seeking – such agents soliciting bribes or other 

favors from the individuals or firms that stand to gain from having special economic privileges, 

which opens up the possibility of exploitation of the consumer. It has been shown that rent-

seeking by bureaucracy can push up the cost of production of public goods. It has also been 

shown that rent-seeking by tax officials may cause loss in revenue to the public exchequer. 

 Mançur Olson traced the historic consequences of rent seeking in The Rise and Decline 

of Nations. As a country becomes increasingly dominated by organized interest groups, it loses 

economic vitality and falls into decline. Olson argued that countries that have a collapse of the 

political regime and the interest groups that have coalesced around it can radically improve 

productivity and increase national income because they start with a clean slate in the aftermath of 

the collapse. An example of this is Japan after World War Two.  

  A study by Laband and John Sophocleus in 1988 estimated that rent-seeking had 

decreased total income in the US by 45 percent. Both Dougan and Tullock affirm the difficulty 

of finding the cost of rent-seeking. Rent-seekers of government-provided benefits will in turn 

spend up to that amount of benefit in order to gain those benefits, in the absence of, for example, 

the collective-action constraints highlighted by Olson. Similarly, taxpayers lobby for loopholes 

and will spend the value of those loopholes, again, to obtain those loopholes (again absent 

collective-action constraints). The total of wastes from rent-seeking is then the total amount from 

the government-provided benefits and instances of tax avoidance (valuing benefits and avoided 

taxes at zero). Dougan says that the "total rent-seeking costs equal the sum of aggregate current 

income plus the net deficit of the public sector". 

The Nobel Memorial Prize-winning economist Joseph Stiglitz has argued that rent-

seeking contributes significantly to income inequality in the United States through lobbying for 

government policies that let the wealthy and powerful get income, not as a reward for creating 

wealth, but by grabbing a larger share of the wealth that would otherwise have been produced 

without their effort. Thomas Piketty, Emmanuel Saez, and Stefanie Stantcheva have analyzed 

international economies and their changes in tax rates to conclude that much of income 

inequality is a result of rent-seeking among wealthy tax payers. 

********** 
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Directly unproductive profit-seeking (DUP) activities 

Directly unproductive profit-seeking (DUP) activities are defined (Bhagwati, 1982a) as 

ways of making a profit (that is, income) by undertaking activities which are directly (that is, 

immediately, in their primary impact) unproductive, in the sense that they produce pecuniary 

returns but do not produce goods or services that enter a conventional utility function or inputs 

into such goods and services. 

Typical examples of such DUP (pronounced appropriately as 'dupe') activities are  

(i) tariff-seeking lobbying which is aimed at earning pecuniary income by changing the tariff 

and    therefore factor incomes; 

(ii)  revenue-seeking lobbying which seeks to divert government revenues towards oneself as 

recipient; 

(iii)  monopoly seeking lobbying whose objective is to create an artificial monopoly that 

generates rents; and 

(iv) Tariff-evasion or smuggling which de facto reduces or eliminates the tariff (or quota) and 

generates returns by exploiting thereby the price differential between the tariff-

inclusive legal and the tariff-free illegal imports.  

While these are evidently profitable activities, their output is zero. Hence, they are 

wasteful in their primary impact, recalling Pareto's distinction between production and 

predation: they use real resources to produce profits but no output. DUP activities of one kind 

or another have been analyzed by several economic theorists, among them  

(i) the public-choice school's leading practitioners, their major work having been 

brought together in Buchanan, Tullock and Tollison (1980), 

(ii)  Lindbeck ( 1976) who has worked on 'endogenous politicians', and  (iii) the 

Chicago 'regulation' school, led by Stigler, Peltzman, Posner and also Becker 

(1983).  
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However, a central theoretical breakthrough has come from the work of trade theorists 

who have systematically incorporated the analysis of DUP activities in the main corpus of 

general equilibrium theory.  

The following significant aspects of the theoretical analysis of DUP activities are 

noteworthy. 

First, they are generally related to policy interventions (but they need not be: plunder, for 

instance, pre-dates the organization of governments). In so far as policy interventions induce 

DUP activities, they are analytically divided into different categories: 

• Policy-triggered DUP activities. One class consists of lobbying activities. Examples 

include: rent seeking analysis of the cost of protection via import licences , revenue-

seeking analysis of the cost of tariffs, of shadow prices in cost-benefit analysis of price 

versus quantity interventions, of non-economic objectives, of rank-ordering of alternative 

distorting policies such as tariffs, production and consumption taxes  of the optimal tariff 

of the transfer problem and of voluntary export restrictions relative to import tariffs .  

• Another class consists of policy-evading activities. Examples include: analysis of 

smuggling, its implication for optimal tariffs, Policy-influencing DUP activities.  

• The other generic class of DUP activities is not triggered by policies in place but is rather 

aimed at influencing the formulation of the policy itself.  

• The most prominent DUP-theoretic contributions in this area relate to the analysis of 

tariff-seeking.  

Notable among the later contributions are Mayer (1984), who extends the analysis 

formally to include factor income-distribution and therewith voting behaviour, and Wellisz and 

Wilson Magee has an excellent review of many of these contributions.  

The implication of endogenizing the tariff for conventional measurement of the cost of 

protection has been analyzed in Bhagwati and Tullock . The choice between alternative policy 
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instruments when modeling the response of lobbies and governments to import competition has 

also been extensively analysed.  

The issue was raised by Bhagwati and analysed further by Dinopoulos and Sapir in terms 

of how different agents (for example, 'capitalists' and 'labour') would profit from different policy 

responses such as increased immigration of cheap labour and tariffs when import competition 

intensified.  

It has subsequently been explored more fully by Rodrik who compares tariffs with 

production subsidies. Second, Bhagwati has noted, generalizing a result in Bhagwati and 

Srinivasan , that DUP activities, while defined to be those that waste resources in their direct 

impact, cannot be taken as ultimately wasteful, that is, immiserizing, since they may be triggered 

by a suboptimal policy intervention. For, in that event, throwing away or wasting resources may 

be beneficial.  

The shadow price of a productive factor in such 'highly distorted' economies may be 

negative. This is the obverse of the possibility of immiserizing growth (Bhagwati,). Thus, 

Buchanan m who has addressed the issue of DUP activities and defined them as activities that 

(ultimately) cause waste, has been corrected in Bhagwati : the definition of DUP activities 

cannot properly exclude the possibility that DUP activities are ultimately beneficial rather than 

wasteful.  

This central distinction between the direct and the ultimate welfare impacts of DUP 

activities is now universally accepted. DUP activities are therefore defined now, as in Bhagwati 

and subsequent contributions, as wasteful only in the direct sense.  

 Bhagwati, Brecher and Srinivasan have raised yet another fundamental issue concerning 

DUP activities. Thus, where DUP activities belong to Category II distinguished above, full 

endogeneity of policy can follow. If so, the conventional rank-ordering of policies is no longer 

possible.  

We have the determinacy paradox: policy is chosen in the solution to the full 'political 

economy', DUP-theoretic solution and cannot be varied at will. These authors have therefore 
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suggested that, where full endogeneity obtains, the appropriate way to theorize about policy is to 

take variations around the observed DUP-theoretic equilibrium. Thus, traditional economic 

parameters such as factor supply could be varied; similarly now the DUP-activity parameters 

such as, say, the cost of lobbying could be varied. 

 The impact on actual welfare resulting from such variations can then be a proper focus of 

analysis, implying a wholly different way of looking at policy questions from that which 

economists have employed to date.  

Finally, DUP activities are related to Krueger's important category of rent-seeking 

activities. 

*********** 


