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PREFACE

The Hobart Papers are intended to contribute a stream of
authoritative, independent and lucid analysis to the under-
standing and application of economics to private and govern-
ment activity. Their characteristic theme has been the optimum
use of scarce resources and the extent to which it can best be
achieved in markets within an appropriate framework of laws
and institutions or, where markets cannot work or have dis-
proportionate defects, by better methods with relative ad-
vantages or less decisive defects. Since the alternative to the
market is, in practice, the state, and both are imperfect, the
choice between them is effectively made on the judgement of
the comparative consequences of ‘market failure’ and ‘govern-
ment failure’.

The most damaging criticism of the market for some decades
but especially in recent years has been that buyers and sellers
who exchange goods and services by contract often create costs
and benefits (‘externalities’) for third parties not directly in-
volved in the exchange, so that the market suffers from a
serious ‘failure’ in these bargains. It generates excessive pro-
duction of goods/services that impose costs on others who
cannot be compensated, and insufficient of those that yield
benefits to others for which they cannot be made to pay. From
this diagnosis has followed a series of conclusions for policy
varying from a structure of taxes (to discourage output with
social/external costs) and subsidies (to stimulate output with
social/external benefits) to suppression of the market entirely
and its replacement by government.

For some years economists, especially in the USA, have
contested the original diagnosis of externalities. They have
offered alternative explanations of the supposed divergences
between private and social costs/benefits. They have argued
that the parties to private contracts will not fail to take the
externalities into account in their dealing provided there are
no barriers to ‘trading’ in external effects. The newer con-
clusion for policy is the possibility of re-drawing the boundaries
of property rights so that such ‘trades’ over external effects can
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take place. This new perspective on externalities has been slow
to filter through to thinking on policy in the UK.

Hobart Paper 82 presents this counter-critique by American,
and more recently British, economists on two planes. The
central portion is the work of Professor Steven N. S. Cheung of
the University of Washington, who has developed the counter-
critique in a series of studies known best in the USA. His argu-
ment is addressed chiefly to economic specialists in the subject
who will find it a microcosm of his writings for some years
brought up-to-date in the light of the latest developments in the
debate between economists. He has explained his analysis by
arithmetical tables designed to show alternative methods of
measuring private and social costs. He follows the evolution of
the theory of social cost/benefit from its originator of 50 years
ago, the Cambridge economist A. C. Pigou, into its most
recent forms, and claims that they are all defective. His essay
is mainly intended for students and teachers of economics with
special interest in the theory of social cost and externalities.
His main conclusion is that the originators of ‘externality’ theory
relied on invalid assumptions and did not test their results. He
holds that the evidence, when examined, reveals flaws in their
reasoning. He joins issue both with Professor Pigou, on the
basis of counter evidence derived from land-tenure contracts
and farming behaviour in China, and with Professor J. E.
Meade by contesting his analysis of the pollination and nectar
extraction services of bees.

In view of the difficulty that newcomers to economics may
have in following this closely reasoned analysis, we invited
Professor Charles K. Rowley of the University of Newcastle
upon Tyne, a British authority on this development in
economics, to outline briefly the importance of Professor
Cheung’s analysis, Professor Rowley is, with Professor A. T.
Peacock, the author of the deepest British economic study of the
subject, Welfare Economics: A Liberal Restatement.* The opening
sentence of his Prologue graphically states his verdict: ‘Society
might be far better off if the “problem’ of social cost had
never been discovered’. The importance of the economics of
social cost is that it has considerably influenced British econ-
omists and other academics and the governments they have
advised. Professor Rowley’s exposition will be found easy to
follow by beginners in economics and by non-economists.

1 Martin Robertson, London, 1975.
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For readers interested in discussion of public policy, such as
of various forms of environmental controls, we also invited
Mr John Burton to write a longer Epilogue designed to apply
Professor Cheung’s central analysis more fully in language
again suitable for the non-specialist and to illustrate it by
topical examples from Britain and overseas. Like Professor
Rowley he indicates the alternative approach from the study
of property rights and of public choice! as a more fundamental
insight to the reasons for external effects and the naiveté of
the proposals for policy drawn from the Pigovian analysis.
Both British authors indicate the conclusions that follow for
government policy from this superior perspective of property
rights and public choice.

If our three authors are right, the continued teaching in
Britain of the simplistic conventional approach to social cost/
benefit is seriously flawed and dangerously misleading. A wide
range of British policies from technological and industrial
policies and the third London airport to town and country
planning, subsidies for the arts, and measures for the protection
of the environment are based on this flawed analysis. There is
urgent need of re-examination in the light of the more realistic
analysis presented in this Paper.

The Institute’s Trustees, Directors and Advisers do not
necessarily share the analysis of the authors, but it offers this
Hobart Paper as a scholarly and severely realistic contribution,
for both specialists and non-economists, to the debate among
economists and the advice they can properly give to policy-
makers.

August 1978 ARTHUR SELDON

! J. M. Buchanan and others, The Economics of Politics, IEA Readings No. 18,
1978.
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