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ABSTRACT

We consider the following two questions: (1) What impactsiagarket failure have on
inequalities of income? (2) Does market failure justifyistdbution?” Our answer to the
first question is yes. But it can go in several directions, legre is no simple way to
assess it from an equity viewpoint. Our answer to the secaoegtopn is no, in the sense
that policies for correcting market failures do not aim aidarcing a “desirable” income
distribution. This follows from the fact that, by constriaet, market failure is a deviation
from “efficiency” that does not involve any notion of a debiedistribution of welfare
(or income). However, there are special cases where a ‘@meemeasure” involving
redistribution can offset a market failure, so this can pieva form of efficiency-based
justification for redistribution.

Keywords:positive economics; normative economics; welfare econsymarket failure;
externality; taxation; social choice; public choice.
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1. Introduction
In this paper, we consider the following two questions:

(A) What impact does market failure have on inequalitiesicbme?

(B) Does market failure in this sense justify redistribad

To these questions, we give answers which represent th@weiaiof a mainstream econo-
mist. Namely, leaving out a number of qualifications — whidh e discussed below —
these can be formulated as follows.

(A) Yes, market failure has an impact on income inequalityt B can go in several
directions, so there is no simple way to assess it from artyegigwpoint.

(B) The general answer to the second question is no, in theegdat policies for cor-
recting market failures do not aim at producing a “desirableome distribution.
However, there are special cases where a “corrective m&asuolving redistribu-
tion can also correct a market failure.

To explain these answers, we will need to discuss some basans and distinctions.
These include the following points.

1. In policy analysis, it is important to keep in mind the gistion between positive
economics and normative economics.

2. Normative economics can be split in two rather differeylies of analysis:

(a) “distribution-free” normative economics, which is bdson separating aggre-
gate wealth creatiorefficiency and distribution €quity), and focuses on the
analysis of efficiency;

(b) “distribution-sensitive” normative economics, whéhme levels of welfare (util-
ities) of different individuals are compared and weightied example through
social welfare functionsSuch functions can also take account of other society
objectives (such as the environment).

3. “Distribution-free” normative economics does not regune to weigh the welfare
of different individuals. An advantage of this approachtssneutrality with respect
to one’s views about a “desirable distribution of welfar&.shortcoming is its in-
completeness: designing a “complete policy package” requhe introduction of
distributional considerations as well as (eventually)eottypes of criteria, such as
“ethical” criteria.



4. Market failureis a situation where an (idealized) market equilibrium magpears
to generate inefficiencies. This has the following consages.

(a) “Market failure” is a relative notion not an absolute pf@ it is defined as a
deviation from an idealized model; if such a model is not gt or is not
well-defined, the notion of market failure is itself ill-deéd.

(b) Efficiency and market failure analysis requires couatgual experiments sim-
ilar to those used in causality analysis.

(c) The notion of market failure is associated in a fundamlenty with the dis-
tinction between efficiency and equity issues. By consimactmarket failure
does not involve any notion of a “desirable” distributionnlfare (or income).

5. In view of the above distinctions, it is possible to digtiish efficiency-enhancing
policies and redistribution policies. Given redistrilautipolicies (which may take
the form of a comprehensive income security scheme, a megattome tax, etc.),
equity issues can be treated through such policies.

6. We conclude that market failure does not justify redistiion, in the sense that poli-
cies for correcting market failures do not aim at producin@esirable” income
distribution. However, the “neutrality” of efficiency aryals does not mean that dis-
tribution (equity, inequality) or other ethical considioas are deemed to be unim-
portant for economic policy.

7. As a qualification to the efficiency/equity dichotomy, igogpoint out that measures
aimed at “correcting” market failures (such as taxes andisligs) typically involve
some redistribution, hence providing a form of “justificati for redistribution. For
example, redistribution may be viewed as a way of increasngial consensus”,
which could alleviate violence in society and foster coapien. However, when they
are viewed in the broader context of “distribution-semsitinormative economics,
such distributive effects can be mediated and cancelleédhigtribution policies.

Further related issues on which we shall comment includéofleving.

1. What are the main limitations on the separation of efficyeaind distribution prob-
lems? Are they cases where the separation of efficiency atdbditional issues is
very difficult or infeasible? What happens when redistifiutmechanisms (com-
pensating payments) are not neutral and affect aggregatkth®e Can alternative
“distribution-free” normative economic methods be depeld in such cases?

2. What are the main difficulties associated with the intaiatun of distributional and
ethical considerations in normative economics?



In section 2, we discuss the distinctions between positnge reormative economics,
distribution-free and distribution-sensitive normate@nomics. In section 3, we formu-
late our answers to the questions considered. Sectiondsdies a number of qualifications
and related issues. We conclude in section 5.

2. Positive and normative economics

To understand the relation between market failure and trdalison, it is important to
remember some basic distinctions: between positive anaaiive economics, as well as
between different forms of normative economics.

Positive economicaims at describing, explaining and predicting “economiergm-
ena”, such as the prices and quantities of goods and sesat@sn various markets, in-
come, wealth, etc. In the view of many economists, positac@emics makes economics
a scientificdiscipline. In particular, the latter consists of two majpés of activities: ab-
stract theory construction, and empirical analysis. Adztteconomic theory usually takes
the form of models formulated in a mathematical languagere/assumptions are explic-
itly specified and consequences are derived in a formal waliefénce and the search for
widely applicable assumptions play a major role in econaiméory. Empirical analysis
involves both the search for statistical regularities amal éstimation and testing of eco-
nomic models derived from economic theory (for examplegulgh the use of econometric
methods). The interaction between economic theory andrezajpdata is a central feature
of modern economics. We think it is fair to say that the mayoof research in economics
involves empirical analysis and the assessment of thedtydaita.

Normative economicams at providing instruments for comparing economic oones
(such as policy outcomes) in a way that can be useful to a@ecmiaking. This requires the
expression of tastes and value judgments. For this reasemat usually viewed as part of
economics as science However, normative economics provides a framework foigallyi
rational form of decision making and may require elaboratewdations. The possibility of
using normative economics fpolicy analysicertainly constitutes one of the main reasons
for the influence and the social importance of economics ascgptine.

Despite this difference, there is a close relationship betwpositive and normative
economics, first through the dependence of normative ecmsamn the findings of positive
economics, but also through its general outlook on ratideaision making. A basic claim
of microeconomic theory — the fundamental field of positicereomics — is that human
behavior can be explained by preferences which provide @apardering of alternative
possible choices (such as good baskets), without the neettdduce “cardinal” measures
of utility [Hicks (193%)]. In particular, some choices may be equivalent, so theyctbe
ranked in a strict sense: classes of equivalent choicegitdasindifference curves”.

The fact that preferences do not yield a complete orderinmpssible choices does not



preclude them from playing a central role in decision madglionce a reasonably well-
behaved constraint is added, such as a budget constraimonicave production possibil-
ity frontier (which define “feasible” choices), a much redddtypically unique) “optimal
choice” can be derived. In such problems, a feasible chacghich another choice is
strictly preferable can be deemed “non-admissible”. laldé#@s situation is a general fea-
ture of “rational decision making”.The problem of hypothesis testing constitutes another
classical example where no unique ranking between alteendécision rules is available,
because different types of risk trade off with each othes {tfpe | and Il error risks); this
situation has led to the Neyman-Pearson approach to hygistiesting [for discussion, see
Lehmann (1986) and Dufour (2000, 2001, 2003)].

On the other hand, ordinal utility makes interpersonal cangons difficult and largely
arbitrary. For this reasomconomists remain reluctant to make interpersonal conspas
[Kaldor (1939), Hicks (1938)]. Against this background, assessing economic outcomes
requires taking into account the welfare of many individuaho may be differently af-
fected by an economic situation (or by a policy). Since jp¢esonal comparisons are
difficult, this has led to alual approachto normative economics, which can be called
distribution-freenormative economics ardistribution-sensitiv@ormative economics.

2.1. Distribution-free nor mative economics

Distribution-free normative economics is based on thefihg ideas.

1. Resource allocations are ranked following the Pareterasn [Pareto (1909)]. Ac-
cording to this criterion, a resource allocation is ineffidiif it is possible to improve
the welfare of at least some individuals while not lowerihg tvelfare of the others.
Otherwise, it is deemed to be efficient (in the sense of Par€orrespondingly, a
policy is Pareto improving if it allows some agents to seerthwelfare improved,
while losers can be compensated by a redistributive schienagher words, a Pareto
improving policy makes the size of the “pie” larger.

It is important to note that the Pareto ranking is opgrtial (by far not a complete
one), like preferences in the basic consumer méd@llowing the language of de-
cision theory, it defineadmissibleandinadmissibleallocations: under quite general
assumptions, the search for an “optimal” allocation careldeiced to this potentially
much reduced set. As pointed out above, the incompleteriesary rankings is a
pervasive feature of decision theory: relatively uncovgrsial rankings must usu-
ally be combined with more “subjective” — hence controvadrsicriteria in order to
produce unique decisions.

10n the role of admissibility in decision theory, see Waldg@Pand Berger (1997)].
2For an example of the incompleteness of Pareto rankingslfamgeanalysis, see Samuelson (1950).



2. A market failureis a situation where the market equilibrium produces a Banetf-
ficient allocation. Classical examples with respect to &godlly competitive equilib-
rium include: monopoly and cartels, externalities — whichyrbe positive (scientific
knowledge) or negative (pollution) — publics goods, impetinformation, etc. Such
a characterization may depend crucially on specific feataféehe model used. For
example, what appears to be a “market failure” or a “markefficiency” in the
context of a perfect information model (where informatieriree) may vanish once
information is represented as a costly commodity along wfitier commodities.

3. The concept of Pareto ranking suggests to compare resallocations A and B by
checking whether moving from A to B allows the gainerstampensatéhe losers:
if this is the case, moving from A to B produces efficiency gainthe “pie” to be
shared has become larger.

4. Such features can be analyzed without resorting to iategmal comparisons. Ex-
cept for the assumption that more utility is preferable ss)all the analysis is based
on the “scientific” techniques of positive economics.

5. In efficiency analysis, distribution issues are “braekiétto focus on aggregate
wealth. Issues related to production (efficiency) are sdpdrfrom distribution,
a methodology which has a long tradition in economics [seegkample, Pigou
(1932), Kaldor (1939), and Hicks (198). Distribution-free normative economics
can be viewed as a way of ranking economic outcomes undenmairfethical as-
sumptions”, so that issues depend mostly on positive ecmsoassumptions and
results. This does not mean that distribution (equity, inequality)other ethical
considerations are deemed to be unimportant.

6. Many techniques used in welfare analysis are based ondea$. For example, no-
tions like consumer surplus, compensating variations gad/alent variations can be
interpreted as techniques for measuring appropriate cosapens associated with
different outcomes or policies [see Just, Hueth and Sch(®@80)]. When costs
and benefits occur at different times and may be affected bgrtainty (isk), ap-
propriate discount rates must be derived. These instrism@ay a central role in
cost-benefit analysisee Harberger (1976), Mishan (1971), Nas (1996)].

7. Compensated moves constitaminterfactual simulation experimentgiite similar
to those used to perforgausal analysisn economic and statistical models.

The theoretical foundations and the analysis of econontimoooes from a distribution-
free normative viewpoint have been the subject of a considlerliterature. For reviews,
the reader may consult Ng (1980), Just et al. (1980) and teeamt essays in Hausman
(2008, Part Three).



2.2. Distribution-sensitive nor mative economics

Efficiency analyses are not sufficient for government andtipal decision making. A
final assessment usually requires taking into accountloligton issues, so the welfares of
different individuals (groups) must be compared and wedhand possibly other “ethical”
criteria [for a general discussion, see Hausman and McBh¢2906)].

The notion of social welfare function [Bergson (1938)] pdms a systematic way of
doing this. Distributional weights can be included in ttamhal cost-benefit analysis [for
some discussion, see Harberger (1978) and Ng (1980, App8&Ad]. Under appropriate
assumptions, using such a function leads one to pick a umilpeation among the Pareto
optimal ones. But this may be too restrictive. Other apgneacconsist in developing
criteria for deciding that certain allocations are not @table from a distribution view-
point, such as allocations which allow for extreme povewti¢h leads to policies aimed
at satisfyingoasic needs

From classical results in social choice theory [e.g., Ar(d@51), Arrow, Sen and Suzu-
mura (2002)], we know that aggregating individual prefeesncan be a daunting, if not
impossible, exercise. Formulating a social welfare fuorchoils down to expressing pref-
erences on the distribution of welfare in relation with atkalues (e.g., individual free-
dom), possibly on the basis of ethical and religious argumebifferences of opinion on
distributional issues depend crucially on attitudes talsaconomic inequality (different
aversions to inequality), risk, individual freedom, théerof the state, etc. So, not sur-
prisingly, getting different people to agree on some welfamction stand to be highly
controversial if not impossible. This may motivate manyremoists to stick to the rela-
tively narrow distribution-free approach.

3. Answerstothequestions

Given the above discussion, our answers to the two quedtiomailated at the beginning
are the following.

3.1. Impact of market failure on income inequality

What impact does market failure have on inequalities ofime® The answer to this ques-
tion is almost trivial and does not require much elaboration

Yes, market failure has an impact on income inequality. Mafkilures obviously
involve welfare redistribution between economic ageruas,ekample from consumers to
the holder of a monopoly (monopolistic firm, trade unionpnfr the victims of pollution
to the polluter, from the source of a positive externalityrienon knowledge, for example)
to the beneficiaries, etc. In general, those whose lose mmstd market failure may be



rich or poor. Correspondingly, measures which aim at ctimgaenarket failures also have
redistributive effects.

3.2. Market failure and rationalefor redistribution

Does market failure justify redistribution? The discussiosection 2 shows that the notion
of market failure is associated in a fundamental way withdis&nction between efficiency
and equity issues. By its very definition, market failurelgsia involves the identification
of situations where more wealth could be created while kepjis distribution constant.
By construction, it is meant to abstract oneself from disitive issues. This entails that
“market” failure cannot “justify” redistribution, in the sense that policies for correcting
market failures do not aim at producing a “desirable” incafistribution.

There are cases where correcting a market failure can beljoa¢orm of redistribu-
tion, such as forcing a polluter to compensate the victimsuhh a compensating payment
(Pigou tax). In many cases, however, the group of the victiniso wide or ill-defined to
allow for that. Does market failure justify redistributi®n

4. Discussion

Due to the emphasis on efficiency, the problems associatidvaquality and redistribu-
tion may be neglected (although certainly not ignored) ioneenic research. Economics
cannot and does not try to have the final say on that. But it cawvigie useful information
on the consequences of alternative redistribution paidimportant related issues concern
both distribution-free and distribution-sensitive arsaly.

As a first caveat to the notion that efficiency analysis is trauto redistribution, it
is important to note that measures that aim at correctindabdailures (e.g., taxes, sub-
sidies) almost always have distributive effects. Suchctdfean, however, be cancelled
through specifically redistributive policies. Furthermpit is possible to argue that redis-
tribution may help increase “social consensus”, henceiatéy reducing “noncooperative
behaviour” such as rebellions or criminality. If such bebew are interpreted as negative
externalities, then this could provide a direct “justifioat’ for redistribution based on an
efficiency argument. However, in the broader context ofritistion-sensitive normative
economics, such distributive effects can be mediated ancetlad by redistribution poli-
cies. Indeed, the very idea of “paying” people to refraimiraggression may be contro-
versial from an ethical viewpoint.

In our view, a significant limitation of the traditional septon between efficiency and
distribution problems lies in restrictions on carrying eompensating transfers. In prac-
tice, transfers are not costless and may be difficult to perfor various reasons (technical,
political, etc.). A state apparatus with the ability to tatizens is usually needed to make



transfers between the members of society, whether sucéférarare monetary or in-kind.
What are the costs (eventually, efficiency costs) of taxagichemes needed to finance re-
distribution? Can a general redistribution scheme (suchresgative income tax, or some
improvement) fulfill the task of redistributing economiclseeing in any desired way?

This raises a more technical question: is it possible to fgddaditional efficiency
analysis to allow for non-neutral redistribution? In piple, nothing precludes one from
taking such difficulties into account. In particular, thiselves the addition of restrictions
affecting the transfer process to the usual analysis, aconsebest techniques may be
applied [Lipsey and Lancaster (1956) and Ng (1980, Chapfer Bhese complications
have received relatively little attention and may be woutiler research.

These difficulties underscore the wisdom of separatingeffay and distribution issues
in the analysis of economic policies, even though this wmesllimitations. However, both
types of normative economics matter for the economic pgrogess.

If we agree that efficiency analysis should be completed thighntroduction of distri-
butional and ethical considerations, this raises equiatigimuch more difficult problems.
Besides the obvious issue of achieving agreement on apateplistributional and ethical
criteria, the following questions should be raised.

1. What are the most appropriate measures of economic iligguacome, wealth,
consumption, or something else? Indeed, income, wealtrcansumption distrib-
utions may evolve quite differently. For example, incomequality has increased
in North America during the last 30 years, while consumptimeguality has been
almost stationary [Krueger and Perri (2006), Crossley agnidBkur (2002)]. The
population age structure also has an effect on measuredahiggwithout the wel-
fare of individuals being affected over their life cycle.i$hnderscores that assessing
economic inequality raises difficult conceptual and stiga$ problems which have
an incidence on the construction of social welfare funaiofor further discussion
of measurement and trends in inequality, see Freeman (26@2paugh (2003),
Gadrey and Jany-Catrice (2005) and Milanovic (2007).

2. What are the actual distributive consequences of aligenpolicies once all the ad-
justments have taken place (short-run versus long-runtsjfe For example, policies
that may be favorable to the poor in the short-run may havepipesite effect in the
long-run.

3. The political process which leads to redistribution giel involves a competition be-
tween political and opinion entrepreneurs (political treligious groups, public
intellectuals, etc.). What are the likely consequences$igfgrocess? These issues
have been extensively studiedpablic choicetheory and point to central difficulties
for the design of “politically acceptable” social welfanentctions [Downs (1957),
Buchanan and Tullock (1962), Olson (1965), Buchanan (4003)



These problems underscore the wisdom of separating efficemd distribution issues
in the analysis of economic policies, even though this wmesllimitations. However, both
types of normative economics matter for the economic pgrogess.

5. Conclusion

We have considered above the following two questions: (1pwWWimpact does market
failure have on inequalities of income? (2) Does marketfaijustify redistribution?

Our answer to the first question is yes. Clearly market faitan have an impact, just
like almost all economic transformation or policies. Indeenly very specific (and artifi-
cial) transformations — such as policies accompanied bypemsating income variations —
can be set to be neutral from a distributive viewpoint. Bt direction of the effect, for
example whether income distribution becomes more equaboe nmequal — is in general
ambiguous.

Our answer to the second question is no, in the sense thatgsdior correcting market
failures do not aim at producing a “desirable” income dittion. This follows from the
fact that, by construction, market failure is a deviatioonfr “efficiency” that does not
involve any notion of a desirable distribution of welfare flacome). Further, it is possible
to distinguish efficiency-enhancing policies and redusttion policies, so equity issues can
be treated through redistribution policies.

Measures aimed at “correcting” market failures (such asg@and subsidies) typically
involve some redistribution, hence providing a form of tjfisation” for redistribution. For
example, redistribution may be viewed as a way of incredsogal consensus”. However,
when viewed in the broader context of “distribution-semsitnormative economics, such
distributive effects can be mediated and cancelled by trdoligsion policies.

A complete evaluation of economic policies requires takmgaccount both efficiency
and distribution criteria.
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