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Abstract Richard Musgrave introduced the notion of a public good after reading an
obscure publication by Lindahl in German in 1910. His great contribution to knowledge
was to provide a clear and comprehensive structure for thinking about the process of
achieving an “optimal” allocation of resources across public and private goods based
individual preferences and the role of government in that process. A number of
ambiguities and issues inMusgrave’s vision remain only partially resolved including the
need to incorporate “higher laws” or community values into the allocation process.
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1 Introduction

What many find attractive about economics as a discipline is that it has a generally
accepted structure for dealing with the issues. There is a dominant paradigmwhich most
of us accept. It is what guides our work whether we are aware of it or not. Richard
Musgrave was a major architect of that paradigm. His work attacked head on the most
important theoretical questions in the discipline: What is our purpose? What should we
do to make the system function better? What is the proper role of government? His
career was a reflection of his struggle to answer big questions and to apply the answers.

Economics texts all begin with a definition of the discipline. Case and Fair (2009)
settle on “economics is the study of how individuals and societies choose to use the
resources that nature and previous generations have provided.” Most texts make a
further distinction, that between positive and normative economics. While a positive or
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descriptive economics can be at least conceptually value free, normative economics
requires a definition of the criteria that determine what constitutes a good outcome.
“How does the system operate?” versus “how should the system operate?”

2 Individual utility and exogenous preferences

The commonly accepted neoclassical paradigm takes the individual or the household
as the unit of observation. Wellbeing is based on individual separate utility functions.
The utilitarian notion of somehow maximizing total utility, of course, ran into
trouble early since utility cannot be measured and interpersonal utility comparisons
are impossible. So the discipline turned to ordinal utility and Pareto for the concept
of economic efficiency. The concept of economic efficiency requires very few
assumptions about the character of preferences. We ask only does a change in the
allocation of resources, the mix of output or the distribution of output result in one or
more people being better off without anyone else being made worse off as they
themselves define it? If we can answer yes, even “potentially,” reasonable people
agree we should make the change. The fundamental theorem of welfare economics
that perfect competition leads to a Pareto optimal allocation rests on the assumption
that preferences are exogenous, or at minimum stable.

The idea that preferences are taken as given has libertarian appeal. The system is
designed to respond to wants and needs of a very diverse set of products for a very
diverse set of consumers: tall, short, rich poor, men and women.

In a classic piece, “De Gustibus Non Est Disputandum, (1977)” Stigler and
Becker discuss the issue of preference stability at some length. First of all they raise
Galbraith’s (1958) critique of advertising.

Galbraith in his book The Affluent Society argued that in the marketing driven
consumer economies, advertising creates wants that are without meaning and then
firms profit by satisfying them. He calls this the “revised sequence.” The objective is
not the wellbeing of households but rather the profitability of firms.

These [institutions of modern advertising] cannot be reconciled with the notion
of independently determined desires for their central function is to create
desires—to bring into being wants that previously did not exist. This is
accomplished by the producer of the goods or at his behest. Outlays for the
manufacturing of a product are not more important in the strategy of modern
business enterprise than outlays for the manufacturing of demand for the
product. [pp. 155–56]

Stigler and Becker also discuss other issues that raise questions of the legitimacy of
wants: acquired tastes, addiction, habitual behavior, and fad and fashions. They also
point out that I can influence my own preferences by setting up circumstances in which
I train my mind or my palate. Clearly if I spend time listening to classical music I may
develop a more sophisticated and perhaps intense taste for it. But similarly, if I listen to
bad country music all day, I may well develop a taste for it as well.

Do we believe preferences are exogenous? Of course not, but we choose to
assume them to be so because the alternative is a quagmire. The system must serve a
wide diversity of tastes and preferences, and in today’s world, that is a tall order.
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Wherever they come from, I want to be the ultimate arbiter of what I want and like
and am willing to pay for. I certainly do not want the bureaucracy defining limits on
what I am permitted to buy.

3 The introduction of a public sector

Richard Musgrave presents us with a comprehensive theory of the state and the
public fisc based on the same foundation as the perfectly competitive model. It is
based on the notion that the objective of the economic system and the role of
government is to improve the wellbeing of individuals or households as they
themselves define it.

Musgrave leans heavily on these ideas in his three branch taxonomy. In this
scheme, the proper roles of government in a market economy fall into three
separable branches: allocation (efficiency), distribution (fairness) and macroeco-
nomic stability. The Allocation Branch’s responsibility is to correct for sources of
inefficiency in the economic system while the Distribution Branch ensures that the
initial distribution is fair. Monetary and fiscal policy and the problems of
macroeconomic stability fall to the Stabilization Branch.

The basic concept of public goods as a “market failure” is solidly grounded in a
few basic arguments, and it rests on the back of individual utility as the basis for an
efficient and fair system. But the shoe doesn’t fit a theory of the public sector as well
as it fits the basic theory of competitive markets. A reasonably strong case can be
made that it is impossible to avoid admitting the need for some form of community
or social utility function in the spirit of Musgrave’s notion of “merit wants.”

We begin with a brief review of Musgrave’s theory of public goods. We will focus
on the underlying assumptions of the theory, and some of the contradictions that arise
within it. We will show how Musgrave himself describes and wrestles these tensions.

3.1 The basics of public goods: non-rivalry and non-excludability

One of the most important concepts in all of economics is the concept of social
goods, sometimes referred to as social wants or public goods, terms that I will
assume to be synonyms. A number of formal definitions are used in the literature
prior to the work of Musgrave (1959) and Samuelson (“The Pure Theory of Public
Expenditure” 1954). The most commonly accepted definition of public goods is
straight forward: public goods are goods that exhibit one or both of the following
characteristics: non-excludability and non-rivalness in consumption.

The characteristic that is most often used alone as the formal definition of a public
good is non-rivalness in consumption. That is, my consumption of a public good in no
way interferes with other people’s consumption. While if I eat a hamburger, you cannot,
if I breathe cleaner air you enjoy the same experience and no one else is affected.

Non-rivalness is in the nature of the good. If the government provides a private
good like hamburger to all who want it, it is not a public good even though in
practice there is no rivalry. It is simply a private good whose production makes it
possible for all to have as many as they would like without interfering with anyone
else’s consumption of burgers.
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Formal theory postulates that for pure public goods the same good is actually
consumed by everyone in an identical quantity. Clearly you and I breathe different
molecules of gasses that combine in the form of air. The air that I actually draw into
my lungs is not exactly the same as the air you draw into your lungs. Nonetheless,
the quality of the air I breathe is sufficiently close to the quality of the air you
breathe so that we are essentially consuming the same air quality. There are,
however, goods which can be produced where the physical nature of the good is
intangible, and it is literally impossible to distinguish physically what I consume and
what you consume. If national defense increases the safety of our borders and
reduces the likelihood of attack, we all benefit.

Rivalry in the case of pure private and pure public goods is all or nothing. If I eat the
hamburger you cannot. But many goods which appear to be collectively consumed can
become rival when crowding occurs. With crowding, my consumption of a good
interferes with yours by diminishing but not preventing your consumption. Musgrave’s
classic example is an empty bridge. The empty bridge represents the case of a good
which is non-rival and where exclusion is possible but not desirable.

Private goods and empty bridge public goods have the wonderful property of
excludability which, when added to the assumption of exogenous preferences, is a
core building block in basic economics and the generally accepted fundamental
theorem of welfare economics. The system should produce what people want at least
cost. Excludability of course provides the fuel for the system to send the right
signals. A buyer is forced in a transaction to reveal what he or she is willing to pay
for a good or a service. It must be worth more than all the other things that the same
money can buy.

Regardless of the source or the nature of the non-rivalness, it does explain the
logic for collective action, and also explains why there is a huge bias in our attitude
toward government. If social goods are produced by the government, and everyone
consumes the same “quantity” of each, basically no one is happy with the outcome.
With private goods you don’t buy it unless you like it, and you only buy as much as
you want. With public good you get what society somehow wants you to get. While
you can participate in the choice process in a variety of ways (See for example
Albert Hirschman, Exit, Voice and Loyalty, 1970), but it is unlike shopping at the
grocery store where you pick up the things that you want and ignore the rest.

3.2 The basis for collective action: the role of government

Putting the two concepts of non-rivalry and non-excludability together we get the
simple schematic of Musgrave and Musgrave (1989).

Excludable Non-excludable
Rival in consumption? 1 2
Non-rival in consumption 3 4

Pure private goods like hamburgers are in quadrant 1. Here goods are both rival
and excludable and the private sector handles them well. Quadrant 3 is the empty
bridge variety of non-rival public good. Here the issue is one of cost structure. Since
exclusion is possible, the provision of bridge services can be easily handled by the
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private sector. Even the cost of building and operation of the structure can be handled
by the private sector. With a known cost of capital a rational investment decision
could easily be made by the private sector. The only difference is that marginal cost
is zero. If you exclude anyone from crossing the bridge because they cannot afford
to pay or are unwilling, it is inefficient. The empty bridge story is simply one of
declining average costs. It is exactly the natural monopoly case. The reason for
public involvement is to insure proper pricing, which more than likely, will be the
same process as we have in public utility regulation. It is more like antitrust policy as
opposed to public production and pricing.

Quadrant 4 is the case of a pure public good like national defense. Here the
private sector cannot exclude buyers from enjoying the benefits for not paying,
leading to the “free rider” problem, and since their individual contributions will
make no difference to the final quantity produced (the “drop in the bucket”
problem), if they act in their own self interest, they will stop contributing to the
“public sector.”

The conclusion is that without excludability, basic public goods will not be
produced and the public sector is one vehicle to get the job done.

The rare case of a good that exhibits rivalness, presumably in the form of
crowding is over in quadrant 2. Musgrave uses the example of a national park. This
may call for government provision as well; it falls short of the natural efficiency of
pure public goods or empty bridge public goods.

Finally, it should be noted that a number of other methods have been discovered
or invented to get the system an incentive to produce what people want at a lower
cost to society. Perhaps the most powerful in its generality is Albert Hirschman’s
book Exit, Voice and Loyalty [1971]. In it Hirschman describes a social mechanism
for collective decision making. He suggests that we belong to many groups, clubs or
communities (including governments) within which we work to produce things that
we cannot do so individually. Within the groups or jurisdictions that we belong to,
membership generally entitles one to participate in the choice process. That means
that one has what Hirschman calls a “voice option.” You vote, you speak to other
members, and you try to influence what the group provides. Of course, you have
the ability to leave: the exit option. Another mechanism is the one given in Tiebout
(1953).

The Tiebout model suggests that as long as public goods have a jurisdictional
limit to them, residents will find that the price of entry into jurisdictions with better
schools or more and better public services is higher. This spatial limitation is yet
another way of forcing preference revelation.

Coase (1960) points out those externalities in the form of public goods and public
bads can be controlled without government involvement because in the small
numbers case bargaining will work.

Samuelson (op.cit.) and Musgrave (op.cit.) attacked the problem by first
demonstrating that an optimal allocation of resources exists. This was accomplished
by assuming an omniscient planner. The job of the planner is to simply calculate the
maximum that every member of society would be willing to pay for each level of
public goods provision. Then by carefully adding the stacked implicit demand
curves, they can figure out how much society is willing to pay for each level of
output. Obviously an omniscient planner can retain the objective of basing the
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quality of the outcome on individual preference orderings for the things that people
would like the public sector to do.

Even with an omniscient planner there are problems. To move to an optimal
allocation without vesting a government with the coercive power to tax and spend
we would be forced to rely on altruism. Although many species in nature have
altruistic social behavior programmed in their genes, a basic element in Wilson’s
(1975) work on sociobiology, it seems not to be the case for humans who by and
large act in self interest.

But we also have no omniscient planners. Thus, we form a government and we
rely on some sort of imperfect political process to reveal what citizens want out of
their government. Arrow (1951), of course, immediately points out that no consistent
and rational voting system designed to aggregate preferences and achieve a social
consensus exists.

3.3 Social values, community values and public good theory

Much of moral philosophy is focused on systems of laws, governments and public
policies that reflect values held by communities of people. Certainly laws, culture
and community values are created and perpetuated by allocating resources to them.
They are produced in the same way that other public goods are produced. They can
be looked at in the same way that other public goods are looked at. That is, we can
assume that individual preferences are still the basis for what we produce. One set of
laws dominates another if it leads to a Pareto superior allocation.

We as citizens have a taste for preserving culture, and we vote to expend
resources for it. Musgrave’s planner will figure out how much we are individually
willing to pay for cultural activities and preservation and we do it. Here the public
good may even be a psychic good. Let’s suppose that I love my country and vote to
spend money on a huge national archive or monument. The reward that I get
includes knowing that my heritage has been preserved. That can be shared with
others at absolutely no cost. The question is, does the economic concept of a set of
cultural goods or legal rules as public goods help here or do we need a higher set of
laws that are actually imposed choices in the sense that we are forced into doing
things that are right to do even if it conflicts with our own preference? This is
exactly Musgrave’s concept of a merit want.

Consider the Distribution Branch, responsible in Musgrave’s scheme for ensuring
that the income distribution (or the initial distribution of resources) is fair.
Presumably, that responsibility would be based in some higher order social welfare
function or some other moral principle which would define the bounds within which
the Distribution Branch would operate. But admitting the need for higher order
notions about what “should be” is exactly what those who hold on to the strict
individual utility maximization approach are worried about.

But there is an escape. Shifting back to the Allocation Branch, one can look at the
distribution issue through efficiency glasses. Let’s think of the ‘income distribution
as a pure public good. (See Thurow 1973 and Hochman and Rogers 1969). I am
interested in redistribution of social justice in terms of how it affects me. If the crime
rate is lower, or I don’t see homeless people in the street on my way to work, I am
better off. Taking it up a layer in terms of abstraction, suppose that I get utility out of
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knowing that children are not hungry or that fewer people are in pain or that
everyone has reasonable health care.

If you then define the problem as tax payer citizens voting for a program to
produce a public good for themselves, the wellbeing of others is not what matters.
Indeed if you look at the pattern of programs in the United States and around the
world, most transfer programs are not characterized by money transfer programs.
Most are in kind transfers, suggesting that the donors have specific ideas about how
the distribution function should be implemented. It is important to note that “income
distribution as a public good” is not the same thing as interdependent utility. It is not
that A’s utility is an argument in B’s utility function, it is that the environment has
changed in ways that impact me or that the knowledge that it is a more just society
makes me happier.

But there are some problems with the approach of transferring all or a portion of
the Distribution Branch’s responsibility to the Allocation Branch. Perhaps most
importantly, the real beauty of the individual utilitarian approach to the economic
problem is its libertarian conclusion. We say that the economy is there to satisfy
wants and needs of a wide variety of preferences. We use the words “better off as
they themselves define it.”

Now suppose that you lived in a racist society, and suppose that people would
like to live in a homogeneous world. Should we allow a majority to vote to produce
a public good for themselves through apartheid or even genocide? Of course not.
Why? Because there are higher laws, rules customs that define the limits of what
“public goods” are permissible.

Musgrave struggled to maintain the basis of individual utility by arguing that
perhaps the purpose of imposing choices may be to educate people:

It may be concluded that society wishes to impose a substantial degree of
interference with consumer preferences; and therefore a theory with imposed
choice should be incorporated into the fiscal model. Wants with regard to which
consumer choice is abandoned and the satisfaction of which is imposed I have
referred to as merit wants, and have argued that they remain outside the
normative model. A possible reconciliation may be obtained by granting that
rational individual choice requires acquaintance with alternatives and that
experimentation (even though it involves imposed choice on a temporary basis)
may be needed to obtain the necessary information….imposed choice may be
compatible in the longer run with the objective of intelligent free choice.
[Musgrave, “Provision for Social Goods,” in Julius Margolis ed. Public
Economics (1969, pp. 124–44).

This same tension is discussed in Musgrave’s debates with James Buchanan in
Munich in 1999:

I know that [merit goods] are a controversial topic, and I have changed my view
of them over time. I like to think of them relative to the individuals place in
society, not as an isolated person but as a member of his community. As such
he might support certain public services because they are part of the
community’s cultural heritage rather than a response to his private prefer-
ences….I am well aware that once you get out of the safe haven of individual
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concerns, there are all sorts of dangers. [James Buchanan and Richard
Musgrave, Public Finance and Public Choice: Two Contrasting Views of the
State 1999, p. 95]

In conclusion: Some simply might argue that the concepts of economics are good
as far as they go, but a moral reference point is needed to reconcile the
contradictions associated with the responsibilities of governing and the desirability
of an individual based utility approach to social wellbeing. One reference point may
be the social contract theory of John Rawls (1971). It is unfortunate that these two
giants, Musgrave and Rawls did not collaborate.
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