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Abstract 

The pecuniary effects of cash and in-kind programs differ. A program that builds 
housing for the poor, for example, is likely to result in a lower price of existing 
low-income housing than would an equally costly cash transfer program. Low-income 
renters in general would benefit; landlords would lose. This paper argues that these 
pecuniary effects provide a previously unstudied rationale for the use of in-kind 
programs. Specifically, in a world in which the government has hmited ability to 
target taxation, the pecuniary effects of in-kind programs may be used to transfer 
rents from one group in society io another. The pros and cons of using in-kind 
programs in this way are identified and examples from the real world art discussed. 

1. Introduction 

What is the appropriate role for government in providing specific private 
goods? This question is central to public finance. if only to explain current 

* Corresponding author . 

’ We thank two anonymous referees, Richard Arnott, Tony Atkinson, David Cutler, Howard 

Frant, Victor Fuchs, Harold Husock, Nancy Jackson, Thomas Kane, Glenn Loury, Stephen 
Morris, Joe Newhouse, Jay Patel, Harold Pollack. Dani Rodrik, Tomas Sjostrom. Lawrence 

Summers, IMark Thompson, Ray Vernon, and participants in seminars at Boston and Harvard 

Universities, the University of Pennsylvania, and the National Bureau of Economic Research 

for helpful comments. The Japanese Corporate Associates Program at the Kennedy School and 

the National Science Foundation provided funding for this research. Zeckhauser is a research 

associate of the National Bu- .au of Economic Research. 

0047-2727/94/~07.(il) @ 1994 Elsevier Science B.V. All rights reserved 

SSDI 0017-2727(93)01401-U 



prac!iccs: the govcrnmcnts of many nations devote considerable resources to 
sccurc private goods such as food, housing, health, and education, foi their 
citizens. Existing public finance theory supports this practice only in special 
circumstances. The first major justification for providing citizens with goods 
rather than cash is paternalism, reflecting a belief that recipients would 
make the wrong consumpeion choices if given cash. The second is target 
efficiency: goods may attract the intended beneficiaries better than cash. 
The final justification is that of externalities: the rest of society benefits in 
some way from the recipients’ consumption of the good in question.’ 

An obvious difference between in-kind and cash programs lies in their 
pecuniary effects. A program that builds housing for the poor, for example, 
is likely to result in a lower price of existing low-income housing than would 
,m equally costly cash transfer program. This implies benefits for all low- 
income renters, not just the ones in the new housing. We argue here that 
these different pecuniary effects can provide a previously unstudied 
rationale for the use of in-kind programs. Specifically, we show that in a 
world in which the government has limited ability to tax, the pecuniary 
effects of in-kind programs may be used to transfer rents from one group in 
society to another. 

To provide a simple but compelling illustration, consider 2 developing 
country whose government would like to redistribute from rural farmers to 
urban dwellers. Suppose, however, that the government does not have the 
administrative infrastructure to tax the rural population directly. One policy 
it may implement is to import food from the world market and distribute it, 
financing the deficit by a tax on urban dwellers. This will expand domestic 
supply, lower the price of food, and thereby shift rents from farmers to 
urban dwellers. The government can therefore effect redistribution even 
though it has no ability to tax the donor group. We refer to this process as 
Pmtnitrry Redistribution through In-Kind Progran;s or PRK for short.’ The 
key itlea is that, by expanding the supply of a good, an in-kind program 
lowers its price and transfers rents from suppliers to consumers. Naturally, 
for this policy to be effective, the supply curve must be upward sloping with 
some suppliers earning rents. 

’ Ga!$nkel ( 197.3) develops the case in which donor taxpayers have special preferences about 

thtx consumption patterns of recipients. Nichols and Zeckhauser (19Sl). Blackorby and 
Donaldson ( 1988) and Beslcly and Coatc (1991) provide various versions of the target efticiency 

argument. Bruce and Waldman ( 1991) provide a somewhat different argument for in-kind 

transftxs based on the Samaritan’s Dilemma. Thurow (1974) provides a summary of many of 

the economic arguments for in-kind transfers. 
’ An carlier draft of this paper [Coat: et al. (1092)] uses the term ‘Robin Hooding rents’ to 

refer to the use of in-kind programs in this way. At referee suggestion the title was changed, 
first bxa_~s~ Robin Hood was not especially concerned with price changes, and second because 

many of the real-world examples of PRK would have Robin turning in his grave! 
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PRK creates distortions in the economy. By lowering the price of the 
publicly provided good, it results in overconsumption relative to the efficient 
level. Therefore a system of lump-sum taxes and transfers could, if 
unconstrained, accomplish the same redistribution at lower social cost. ln 
many practical situations, however, governments will not have available any 
such system of distortion-free taxation. Indeed, in some circumstances (stich 
as the one described above), PRK may be the only way of effecting transfers 
between the groups in question. 

More commonly, the government will have alternative instruments for 
effecting transfers, but these instruments will themselves create distortions. 
Such instruments include statutory restrictions on trade (e.g. price controls), 
as well as distortionary taxes. We find that public provision will always be a 
useful supplement to price controls. It may also be desirable in the presence 
of distortionary taxes, if the government cannot directly tax the rents of the 
target donor group. For example, if the government wishes to transfer rents 
from foreign producers to domestic consumers but GATT rules or political 
sensitivities prevent the tax system from discriminating against foreign 
producers (say through a tariff), public provision of the good in question 
may be a useful supplement to an excise tax on all producers. Alternatively, 
if the government can tax labor earnings but cannot observe the income 
derived from renting out third-floor apartments, then public provision of 
housing may be part of a second-best efficient system of redistribution. 

Although PRK can serve normative purposes, it also has its drawbacks. 
Expropriating rents in this fashion may have long-run incentive effects, for 
today’s rents flow from yesterday’s investment activities. If real estate rents 
or sales are taxed, buildings may be too few and too small, at least in the 
long run. So too if building rents are confiscated by the construction of 
public housing. Moreover, even when PRK is undesirable in some second- 
best sense, governments may still be tempted to employ it. Since PRK 
works through changing prices rather than direct taxation, it may largely 
escape the scrutiny of the budgetary process. This could be an attractive 
feature to a government agency seeking to make transfers that might not be 
welcomed by the general public. 

The existing literature on cash versus in-kind transfers has largely ignored 
the implications of their quite different pecuniary effects.’ One exception is 
Coate’s (1989) paper on famine relief, which analyzes whether an agency 
concerned with minimizing mortality should give cash to famine victims or 

’ Usher ( 1977). in his interesting analysis 0 f why commodities are socialized. notes that a 

socialization program which decreases average consumption of a good (say medical care) 
‘appropriates’ rents from suppliers of the socialized commodity (doctors). Rodgers (1973) 

argues that farmers interested in raising the price of farm products in the late 1930s played a 

major role in creating the first Food Stamp Plan. 
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instead should ship in and distribute food. Coate observes that in some 
circumstances cash transfers to famine vict; .Las may have pecuniary effects 
that hurt the recipient group. Starving citizens will spend cash on fool; the 
price of food will rise (assuming some supply inelasticity); and part of the 
cash grant will end up benefiting those who supply food rather than the 
intended famine victims. Thus in certain circumstances, shipping food into 
the famine region may be more effective than distributing cash. 

The remainder of our paper is organized as follows. Section 2 outlines the 
framework for our analysis. Section 3 shows how a government may use 
in-kind programs to transfer rents from a group that it cannot reach with 
taxes. Section 4 examines the case for PRK when the government has 
alternative instruments for effecting transfers from the target donor group. 
Section 5 identifies some of the likely drawbacks with PRK. Section 6 
discusses PRK in practice, and section 7 concludes. 

We consider an economy with two goods and two groups of individuals. 
Good x serves as the numeraire; good z has price p. The groups are labelled 
A and B; group b (i E {A, B}) has ni individuals. A member of group A is 
endowed with an income of yA units of the numeraire. The per capita 
income endowment for group B is y,. Qnly group B members own good z; 
each possesses 5 units. 

The members of group i have identical utility functions for the two goods, 
represented as ui(x, z). The two utility functions are assumed to be smooth, 
increasing in both arguments and strongly quasi-concave. In addition, for 
both groups. the two goods are normal and gross substitutes. The demand 
for z at price p of an individual in group i whose endowment has value w is 
denoted by Zi(p, w). The associated indirect utility function by Ui( p, w). 

The economy can supplement its holdings of good z with new production. 
Specifically, the economy has a technology that transforms c units of the 
numeraire into 1 unit of z, where c > 0. This technology is not reversible; 
that is, good z cannot be turned back into units of the numeraire.4 Producers 
are assumed to behave competitively, which implies that the price of good z 
cannot exceed c in equilibrium. It may, however, fall below c if the demand 
for z from As is less than the (net) supply from Bs. 

The laissez-faire equilibrium in this economy is simple to characterize. At 
price p, Iis will demand n,z,(p, yA) units of good z, as depicted in Fig. 1. 
Supply of z comes from two sources, Bs and new production. At price p, Bs’ 

’ This assumption can be weakened somewhat. ,411 we really require is that there exists some 
asymmetry such that 1 unit of z produces strictly less than c units of the numeraire. 
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Fig. 1. 

supply S,(p) = n,[S - z,(p, y, + p?)] units.” The supply curve of new 
production is horizontal at price c, as shown in Fig. 1. Thus the aggregate 
supply curve turns flat as new production is drawn into the market. 

If group A’s demand exceeds group B’s supply at price c, the equilibrium 
price of z will be c. Group A individuals will consume zl - z,(c, yA) units 
of z and obtain a uti>lity level u,(c, yA), while Bs will consume z&c, y, + cZ) 

( Z - S,(c)lnB) units of z and enjoy a utility level u,(c, y, + ~2). New 
pyoduction will account for i units of the total consumption of z and Bs will 
earn rents from their holdings of good z, shown as the shaded area in Fig. 
l.h 

The reader may find it helpful to consider two examples that fit quite 
nicely into this framework. In the first, good z is taken to be housing. The 
Bs are landlords who own the existing stock of housing. The As have no 
housing and thus must rent it on the market. New housing may be built at a 
breakeven annual rental cost of c. In the second example, good z represents 
food. The Bs are rural farmers who have stocks of food that they have 

’ We will assume that group I.3 individuals’ holdings of good z are sufficiently large SO that 

they are net suppliers over the relevant range of prices. ? he gross substitutes assumption 

implies that this supply is increasing in p. 

’ If their 5 units are the fruits of a past investment project, the rents received by group B 

individuals are more properly interpreted as quasi-rents. 
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grown. The As are urban dwellers endowed only with income. Food can be 
imported from abroad at price c; thus 1 unit of food can be obtained from c 
units of the numeraire. Farmers face significant transactions costs in 
exporting food and hence (at least for prices not substantially below c) will 
sell their food on the domestic market? 

With a few changes in labeling, the model captures situations in which 
foreign (or out of state) producers are earning rents from their ability to 
produce more efficiently than domestic producers. In this interpretation, 
group A can be thought of as ‘domestic’ consumers and S,(p) represents the 
supply curve of foreign producers. Domestic producers have a technology 
that allows them to transform c units of the numeraire into 1 unit of z. Since 
s,(p) is positive for prices below c, foreign producers have a more efficient 
technology over some ranges of output; the source of their rents. 

ecuniary redistribution through in-kind program 

Suppose the government wishes to redistribute from group B to group A. 
The purpose could be conventional redistribution, if say As were the poor 
and Bs the rich, but this is only one possibility. Group B might be the 
politically disadvantaged, such as the rural farmers in our food example who 
may well be poorer than the As. Alternatively, in the foreign trade context, 
group A could be domestic citizens, with group B being foreigners. Or, the 
Bs could be bad guys. say criminal elements making profits from black 
marketing.’ 

To tax the members of group B would be simplest, but administrative or 
political constraints preclude such taxation. Despite these constraints, the 
government can still effect redistribution with public provision. We demon- 
strate here that the government can redistribute from Bs to As by taxing the 
As and using the revenues to provide good z. We also show that PRK is 
equivalent in its impact to a ‘discriminating’ subsidy. 

If c is the world price of food plus the costs of transp:~rtmg food in (i.e. c =p,,. + 7) then. 
assuming svmmetric transport costs. farmers would not bc induced to export until domestic 
price fell below 11~~ - T = c - 27. 

’ Sometimes rents go to individuals who are willing to or have the capabiiities to engage in 
illegal activities. Running the activitv on a restricted basis under government supervision 

transfers rents from the illegal operators to consumers. Often the denial of rents to such parties 

is thought to be a benctit in itbLlf. One argument m favor of government provision of heroin to 
identified addicts or of state lotteries is that they have the potential to create beneficial rent 
transfers. 
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3.1. The simple analytics of PRK 

Consider a public provision program of the following form: first, the 
government produces g units of good z at cost cg.’ Thus, in the food 
example, it imports g units of food and, in the housing example, it builds g 
units of public housing. Then, this government production is granted equally 
to the As at no charge. Thus each A receives g/n, units of z from the 
government. Finally, a head tax of q/n, is levied on each A to finance the 
cost of the program. The Bs are only affected by this policy through the 
operation of the market. 

The effect of this policy is shown in Fig. 2. Assuming that government 
rations are tradeable, each A’s wealth will equal y, + (p - c)gln, at price p 
(i.e. income plus the value of the ration less taxes). The new (net) demand 
curve for z is therefore n,z,(p, yA + (p - c)gln,) - g. This demand curve 
equals n,zI - g at price p = c. Because of the effect of p on wealth, it has a 
steeper slope than the original curve? The new equilibrium price of z is 
p(g), which is less than c. This price satisfies the market-clearing condition 
that group A ‘4 s (net) demand equal group B’s supply, that is 

P 

C 

P(S) 

0 

; n& (P* y/j + (p-c) ginA) - 9 
I 

1 "A'A (P* Y/J) 

I 

I 

I 

“AZ/T Z 

Fig. 2. 

’ One can equivalently think of the government ordering s units from new producers. All 

that is important is that the government does not purchase z from the Bs. ‘I his would simply 

reduce the market supply of the Bs and have no effect on price. 
“I The gross substitutes assumption implies the new demand curve is downward sloping. 
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nAzA(P(& Y, + (P(g) - Ck;nA) - g = s,(p(g)) * 

Provided that 8 exceeds i, all new private production is crowded out by the 
policy. In response to the lower price of z, the As consume an additional 
AZ, units of Z. The Bs also consume more z, as the lower price leads them 
to supply less 0 f their holdings to the market. The increase in their 
consumption is AZ,. 

Our interest lies in understanding the wF4fare effects of this policy. Figure 
2 permits a simple analysis in terms of changes in consumer surplus.” Group 
B’s rents are reduced by the area D + E + F. Some of these rents (shaded 
area D) are transferred to the As. The remainder (area E + F) are lost to 
the economy as a result of the distortion created by the policy. By reducing 
t4ke price of 2 below its true social opportunity cost, public provision results 
in overconsumption of good z. Area E is the deadweight loss resulting from 
As consuming units of z which they value less than c. Area F is the 
deadweight loss resulting from excessive consumption of z by the Bs. 

Intuition explains why this policy must benefit the As. In the laissez-faire 
equilibrium each A consumes zi units of z at price c. The public provision 
program essentially buys each A g/n, units of z at price c, and allows them 
to purchase additional units at a price (p(g)) which is less than c. Provided 
that g is less than n 

% 
zi, this expands the As’ opportunities. They could 

continue consuming ,?A units of z and increase their consumption of X. This 
would obviously make them better off. In fact, as shown in Fig. 2, they will 
choose to take advantage of the lower price and increase their consumption 
of z.‘? 

PRK does not require the governmert to ,aive its production to the As. 
The government could equally well sell its production in the market, 
financing any deficit by a head tax on the As. Under this policy, an A would 
have wealth YA - (c - p)g/nA at price p. The term (c -@g/n, is his share of 
the government deficit that results from selling the g units at price p. It 
fol4ows that the demand for z would be ~tAtA(p, YA - (C -f&h& The 
supply of z at price p would be S,(p) + g. From (1) it is clear that the same 
price and allocation would result. 

The redistributive power of the policy stems from government production. 

” A parallel analysis based on the more reliable equivalent variation measure of welfare 
change is developed in the appendix. 

” If the laissez-faire equilibrium involved no new production and a price below c, public 
provision would not necessari!y improve the welfare of the As. This is because the As would 
have to pay a higher price for the g units provided by the government. This extra cost would 
have to be offset against the benefits of the lower price for the additional units. A sufficient 
condition for a small amount of public provision to improve the welfare of the As is that 
p”:(c -p”) > E,( p”), where p” is the initial price and e\(p) is the elasticity of the B‘s supply at 
price p. 



By expanding the supply of the good, this forces down the market price of Z. 
Rents are shifted from owners (or old producers) of z to consumers, but 
only at the cost of creating inefficiency in the economy. If total consumption 
of good z exceeds the economy’s endowment (i.e. n,z, + n,z, >n,z3, then 
efficiency is lost if consumers do not face the true social cost of z, namely C. 
By forcing the price of z below its true opportunity cost, PRK results in 
overconsumption of good t relative to the efficient level. Nonetheless, 
redistribution is effected without explicit taxation of the donor group. 

3.2. Pecuniary redistribution through discriminating subsidies 

Additional insight into the effects of public provision may be obtained by 
considering its relationship to a discriminating subsidy. The government 
with an interest in pecuniary redistribution need not provide the good itself. 
By subsidizing private supply, it can expand production of z, thereby 
reducing its price. If such subsidies went to all suppliers, including the Bs 
who already own good z, As would clearly be worse off. However, if 
subsidies were discriminating in the sense of going only to new producers, 
rents would be transferred from Bs. 

Such discriminating subsidies are commonplace in the public arena. We 
frequently subsidize the population of new Ph.Ds, new housing and new 
investment, but not the existing stock. To operate a discriminating subsidy 
in the food example, the government would subsidize only the import of 
food. Group B individuals, domestic producers who hold the existing stock, 
would receive no subsidy. In the foreign trade interpretation, the govern- 
ment would subsidize domestic production of the good in question. Indeed, 
such production subsidies are discussed in the trade literature [see Fhagwati 
and Srinivasan (1983)]. 

We compare direct government provision with a discriminating subsidy, 
assuming that in both cases government expenditure is financed by a tax on 
As. The key finding is that, under our assumptions, the two policies are 
equivalent. Thus for any given public provision policy there exists a 
discriminating subsidy policy which achieves the same allocation and vice 
versa. A discriminating subsidy policy with subsidy c -p(g) achieves 
precisely the same allocation as a public provision policy that provides an 
amount g (~2). Under the discriminating subsidy policy, the equilibrium 
price of z must be p(g) as under public provision. Moreover, the total 
production of good z must equal s, which means that As will have a tax bill 

of g(c - P(5))J% as under public provision (assuming the good is sold, 
rather than given away). 

To see the converse, consider a subsidy policy under which the gown- 
ment offers a subsidy s > 0 to new producers of good z. Let Z, denote 
production under this policy. Note that z, will be positive and hen~c the 



price of 2 will be c - s. Now consider a public provision policy under which 
the government provides z,~ units of good z. It is straightforward to verify 
that p(zs) = c - s, which means that each A will have a tax bill of SZ,. Since 
this is the same as under the subsidy policy, the same allocation will result. 

It may be argued that since the government can always achieve the rent 
transfer by using a discriminating subsidy, public provision is redundant. 
Notice, however, that the informational requirements for operating a 
discriminating subsidy are much greater. In particular, it must be possible to 
distinguish new producers from group I3 members. This may be difficult in 
practice. In the food case, for example. the government would have to be 
sure that the food brought in by importers was really from abroad rather 
than simply purchased from the rural farmers. By importing the food itself, 
the government avoids this problem. 

K versus alternative instruments 

The previous section showed how the government could shift rents from 
one group in society to another by using public provision or government 
subsidized private production, with all costs financed by a head tax on the 
recipient group. The pecuniary effects of public provision are thus harnessed 
to achieve redistributional goals in environments where the government has 
limited abilities to tax the donor group. This finding has widespread 
applicability in he context of developing countries, where governments 
typically have extremely limited administrative infrastructures. Frequently, 
however, governments are likely to have other instruments available for 
effecting transfers from the target donor group. The question then becomes 
whether the existence of these instruments make public provision redundant 
as a tool for redistribution. This section addresses this issue. 

The first alternative instruments we consider are price controls. These are 
widely used by governments, particularly in the markets to which our model 
applies. Food price controls are popular in developing countries, and rent 
controls ;1rc common even in developed economies like the United States. 
Like public provision, price controls have the merit that they may be 
implemented without a sophisticated system of tax collection. In contrast to 
public provision, howcvcr, the government must be able to monitor 
transactions in the market closclv to ensure that controls are adhered to. 
This requirement severely hampers the effectiveness of price controls in 
practice. Moreover. price controls create rent-seeking behavior which may 
dissipate the gait to beneficiariet, of the lower prices. 
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In what follows we ignore the issues of enforcement and rent-seeking. 
Our focus will be to demonstrate that public provision will be a useful 
supplement to even an idealized price control. It will then follow that public 
provision has a role to play in more realistic circumstances. Suppose then 
the government imposes a ceiling, p< c, on the price of z. The resulting 
supply of good z from Bs is S,(p). Assuming that this supply is divided 
equally among those who demand it, each A will consume S,(p)ln, units of 
good z and y, - ~%S,(p)/n, units of x. Such a policy could make the As 
better off than in the status quo, if the benefits of the lower price of z 
outweigh its reduced availability. 

A standard supply and demand analysis of this policy, as in Fig. 3, 
identifies area D as the rent transfer from Bs to As and area E + F as the 
deadweight loss. Area E is the deadweight loss resulting from Bs consuming 
units of z they value less than the social opportunity cost c. Shaded area F is 
the deadweight loss resulting from the As not consuming units of z even 
though their willingness to pdy exceeds c. 

Now suppose that, in addition to imposing the price control, the 
government produces g units of good z, divides them equally among the As 
and finances the resulting deficit by a head tax on As. It should be clear 
from Fig. 3 that such a policy can improve the welfare of the As. 
Effectively, the government is buying good z for the As at price c. For small 
amounts of g (say, less than QZ~ - S,(p)), this must improve the welfare of 
the As since their willingness to pay for good z exceeds c at the price control 
equilibrium. By publicly providing z, the government can reduce or 
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eliminate the deadweight loss area F. Since the Bs are not negatively 
affected. we conclude that introducing public provision can result in a 
Pareto improvement over a pure price control policy. 

Given the price control /I, the efficient level of public provision solves the 
problem: 

where L’&% s) - lq2(yn - @,(p)ln, - q/n,, S,(p)ln, + g/n,). The first- 
order condition for this problem reveals, not surprisingly. that the efficient 
lcvcl, g*(p), is such that the As’ margina! rate of substitution between the 
two goods is just equal to c. It follows that the price ceiling, p, will still be 
binding at this level of public provision; that is S(p) < n,z&, y, + (p - 
c)g”(P)lrr,,). Thus it is not generally optimal to publicly provide an amount 
such that the price ceiling is redundant. The Pareto-efficient policy involves 
the use of both instruments. This conclusion would change if account were 
taken of the rent-seeking likely to be associated with a binding price ceiling. 

Finally, note that the allocation which is achieved with a price control p 
and public provision of g”(p) is exactly the allocation which would be 
achieved if the government were to simply use a “discriminating” price 
control; that is, a control which applied only to the units of z supplied by Bs. 
Interestingly, discriminating rent controls arc commonplace in housing 
markets. New apartment buildings are not subject to rent controls in many 
U.S. cities. Again, the choice between a discriminating price control and 
public provision is likely to depend on the administrative feasibility of 
distinguishing the two types of supply. In the housing market this would 
appear straightforward, in the food case, less so. 

4.2. PRK versm distortionmy taxation 

Obviously, if it is feasible to impose lump-sum taxes on Bs, then there is 
no case for PRK. One does not, however, need to make the extreme 
assumption of the availability of lump-sum taxation to rule out PRK. It is 
enough to suppose that the government can tax the sales of good z by Bs. 
As we saw in the previous section, the effect of public provision on Bs is to 
reduce the price they can get for selling their holdings of good z. Exactly the 
same effect can bc achieved by levying an excise tax of c - p( ,@ on the units 
of good z sold by Bs, or by imposing a proportional tax at the rate of 
1 - p(g)k on the income they derive from sales of good z. The government 
can then transfer the revenues raised by such taxes to As in the form of a 
cash transfer. As a consequence, in contrast to public provision, deadweight 
loss on the recipient side of the market (area E in Fig. 2) is eliminated. In 
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effect, then, public provision is a more clumsy method of transferring rents 
from Bs than would be an excise or income tax? 

It follows that, if there is to be a case for public provision, then it must be 
in an environment where a tax on the sales of good z by Bs is not feasible. 
One possibility is that the government is unable to distinguish or discrimi- 
nate between different sellers of good z. This is plausible in the third 
interpretation of our model, where the rent earners are foreign suppliers. 
International agreements. such as GATT, may prevent a government from 
imposing taxes that discriminate against foreign suppliers. Alternatively, 
constitutional provisions may prevent discriminatory taxes against specific 
classes of individuals. A second possibility is that the government is simply 
unable to observe sales of good z. In the housing case, for example, it may 
be that the government’s infrastructure is not sufficiently developed to 
monitor and record transactions in the housing market. More generally, this 
would certainly be the case if Bs were black-market sellers of good z. We 
will discuss the case for PIUS in both these cases. 

Consider first an environment in which the government is unable to 
discriminate between suppliers. In this situation the government may still be 
able to impose a tax on the sales of good z and distribute the proceeds in the 
form of a cash transfer to As. It cannot, however, target the tax solely to Bs. 

Suppose that the government were to levy an excise tax I() on good z. The 
resulting equilibrium is depicted in Fig. 4. Here, p” denotes the post-tax 
equilibrium price. Group B supplies S” = S,(p” - to) units of good z. 
Government tax revenue is to. S” and each A receives a cash transfer of 
t(’ l S%,. Shaded area D (which equals [c - (p” - t”)]S”) represents the 
rents transferred from Bs. Notice that p” must !je less than c + to if the 
policy is to transfer rents succes:Mly. This implies that the tax will crowd 
out ail new production. Area E represents the deadweight loss from the Bs 
consuming too much z, and shaded area F the deadweight loss from the As 
consuming too little 2. 

Now consider replacing this excise tax policy with a policy under which 
the government imposes an excise tax of 7 = c - (pO - t(‘) on good Z, 

produces an amount g = n,z,(c, y, + rS”ln,) - S”, and sells its production 
in the market. It is easy to see that c is the equilibrium price of god z under 

this policy. In this equilibrium, the net-of-tax price of god t IS c - 7 = p” - 
to. As a consequence, Bs continue to supply S” units of good z. Tax 

revenues are 7 l S” and each A receives a transfer of T l S’h,. Public 

provision generates no net deficit since the price of good z equals IiS 

production cost. 

“This corresponds to the result in the trade literature that in an undistorted economy a 

subsidy to domestic producers is dominated by a tariff on foreign producers [xe Bhagwati and 
Srinivasan ( 1883)). 
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The Bs are made no worse off by the new policy, since they face the same 
net-of-tax price sf good t. But the As are better off.” The same amount of 
rent is transferred from Bs. However, the deadweight loss area F is now 
eliminated. We may therefore conclude that introducing this mixed policy of 
excise tax and public provision results in a Pareto improvement over the 
pure excise tax policy. Thus in an environment where the government is 
unable to discriminate between suppliers of good z, there may still be a role 
for public provision. 

Consider next an environment in which the government is unable to 
observe sales of good z. This means that the government is unable to get 
directly at the income Bs get from z by taxation. Thus it may wish to employ 
the more clumsy device of PRK. The desirability of PRK will, however, 
depend on what other tax instruments the government has available. For 
example. it may be that Bs have another source of income which is taxable. 
Alternatively, the government may be able to tax certain commodities which 
the Bs consume. The question then becomes one of understanding how 
PRK compares with these alternative distortionary taxes. 

Obviously, the answer to this question will depend on the particular 

” This intuition may be verified formally as follows: let ul = uA( p”, y, + tOS”lnA) denote an 
A’s utility under th9 pure excise tax policy and define A from the equation u,(c, gyA + ~s(‘/n, - 
-3) = U’A. Solving for 3 using the expenditure function reveals that A is positive, which implies 
tE;at the As are better i)ff. 



circumstances and the alternative taxes that are available. One way of 
extending the model to get more precise results is to model tne incomes J’,~ 
and yt3 as being generated by labor supply decisions and allow the 
government to operate a (non-linear) tax on labor income. Assume, 
therefore, that each individual in group i has wage rate (or income- 
generating ability) ai and suppose that a, -c a,, so that Bs have higher wage 
rates as well as owning stocks of good t. Suppose the government knows the 
number of individuals in each group, but cannot observe any individual’s 
wage rate; hence group membership is unclear. Individuals now Lave 
preferences over labor f as well as the two goods x and z. 

In the contex: of this framework, if individuals have identical preferences 
which are weakly separable between labor and the two consumption goods, 
we have proven that, under relatively weak conditions, government provi- 
sion of good z will enhance the efficiency of the redistributive process/ We 
do this by establishing the desirability of a discriminating subsidy and 
appealing to the equivalence between such subsidies and public provision 
noted in section 3. Intuitively, it should be clear that (at the very least) a 
small discriminating subsidy will be desirable. There will be no loss of 
efficiency from a very small reduction of price below c, since all deadweight 
loss terms are of second order. But, on the other hand, a small reduction of 
price will have a first-order distributional effect. 

This result should be contrasted with those of Atkinson and Stiglitz (1976) 
and Stiglitz (1982). These authors are concerned with the role that 
commodity taxes and subsidies should play, when the government can 
impose non-linear income taxes. Their major result is that when individuals’ 
preferences are weakly separable between labor and consumption goods, 
there should be no commodity taxes or subsidies. Thus we are not simply 
picking up the fact that subsidies are in general efficiency enhancing in the 
presence of non-linear income taxation. Rather, it is because reducing the 
price of z plays a rent-shifting role in our model that it enhances efficiency. 
When Z = 0, the model collapses to a special case of the standard optimal 
tax model and we get the usual no subsidy result. 

5. Cautions 

The previous two sections focused on the normative role for public 
provision. In section 3 we demonstrated that a government unable to tax a 

” The reader ic referred to our discussion paper [Coate ct al. (1992)j for the detail\. 
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particular group may nonetheless be able to expropriate rents from that 
group through pubhc provision. In section 4 we expanded the range of 
possible instruments that government could use and showed. that public 
provision might still play a useful role in enhancing the efficiency of the 
transfer process. A basic message emerges: 

where it enables society to compensate for inherent limitations in the 
sophistication of the policy-making process, or to overcome limits on 
observability and jurisdiction. This ability to slip bonds, however, may 
prow undesirable if society has imposed constraints it would wish to have 
honored. PRK offers many enticements to government officials. They may 
wish to employ it even if it is undesirable in some second-best sense. 

“There is nothing particularly special about PRK in this respect. Most taxes are taxes on 
quasi-rents and hence negatively affect investment. Income taxes, for example, affect human 

capital invchtmwts as well as labor supply decisions. 

” SW Rodrik and Zeckbauser (198X) for a discussion of this “dilemma of government 
res;pon~i~,~nc’ss”. 
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In particular, to an agency trying to advance its parochial interests, PRK 
might be an inviting means of getting more personal bang for its buck (i.e. 
for the dollars it has been allocated) even if it happens to be socially 
wasteful. Consider an agency with a budget of $10 million that cares only 
about helping the elderly. Giving the elderly cash yields them $10 million of 
benefits. Spending the same amount on the construction of retirement 
homes lowers housing prices enough to reduce the living expenses of the 
elderly by $12 million. However, the reduction in the market price of 
existing retirement units causes a windfall loss of $5 million to private 
landlords. The paroc ial agency would choose the construction program - a 
highly wasteful way to provide the extra $2 million in benefits. 

The final caution concerns the “fairness” of PRK, which can well violate 
the principles of horizontal and vertical equity. By using PRK, the govern- 
ment sticks the stuck. Thus two individuals in similar wealth positions, but 
with differing degrees of flexibility, would end up differentiaiiy effected by a 
PRK policy. Moreover, the owners of appropriable rents may be in 
dramatically different weaith positions. As a referee remarked, wealthy 
slumlords may own low-income housing, as may poor little old ladies, but 
Rockefellers do not! 

PRK also violates Hochman’s (1974) notion of transitional equity: 

Transitional equity 

PRK in practice 

As we noted at the outset, a substantial amount of government redistribu- 
tive activity is directed to in-kind transfers. In some instances this represents 
PRK in practice. Salient examples include a range of efforts from the 
production of low-income housing to expansion 
health-care sector. In the 1960s and 1970s for exa 
substantially increased the ranks of medical stu 
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to hospital capacity, in the expectation that adding to supply - whatever the 
level of demand - would lower medical prices.” 

One of the arguments for building new low-income housing has long been 
that it would lower demand pressure, and therefore price, for units 
competing in the same market. I9 There is no doubt that it has often had this 
effect. In the 196Os, for example: “The development of Co-Op City in the 
Northeast Bronx induced many Italians and Jews to vacate their older 
lower-quality walk ups in the South Bronx. Landlords faced with a 
tremendous drop in demand for these units lowered their prices, and poor 
blacks and Hispanics moved in. Landlords suffered a wealth loss” [Hughes 
and Vandoren (1990, p. 104)]. 

Developing nations have frequently responded to the political pressures of 
urban citizens to redistribute to them and away from the rural population, 
which is usually both poorer and less capable of exerting political pressures. 
PRK is a popular strategy for effecting such redistribution. For example, in 
his book on government intervention in Tropical Africa, Bates (1981) notes 
that: 

In seeking to maintain low consumer prices, the (state) marketing 
agencies attempt to increase urban food supplies. They do so by 
importing food from abroad and distributing it in the urban market. 
Government-sponsored food imports have beccqe a regular feature of 
the agricultural cycle in Africa: as the planting season begins and 
domestic stocks dwindle, African governments enter the world market 
in search of food. And by importing food, the marketing agencies in 
effect compete with the local farmers in supplying the urban market, 
thereby lowering the price of the farmers’ product (p. 39). 

Importing food is not the only way in which African governments have 
sought to transfer rents. Bates reports that “Many directly engage in 

” Interestingly, the justification for increasing the supply of physicians was usually expressed 
as overcoming a shortage, rather than containing prices: “The Commission believes that there 
is currently a shortage of physicians and that this shortage will worsen in relation to growing 
demand. . . The production of physicians should be increased beyond presently planned levels 
by a substantial expansion in the capacity of existing medical schools and by continued 
development of new schools” [Report of the National Advisory Commission on Health 
Manpower (1967, pp. 18-19)). In retrospect, it seems clear that, from a cost-containment 

standpoint the most salient effect of additional physicians was to expand the total amount of 
medical care delivered. 

“) Supply expansion has not always been the goal, witness the unusual ‘legal requirement, 

present in the first low-rent public housing legislation of 1937, for “equivalent elimination”. 

That requirement, later somewhat modified, made it impossible for the national government to 

fund or subsidize low-rent public housing unless each project was accompanied by the removal 

from the market of an equal number of existing units” [Starr (1985, pp. 85-%I)]. 
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agricultural production, using the public treasury to offset production costs 
and thereby providing cheap food for the urban market. In effect, they enter 
the market for food and set themselves up as rivals to the peasant 
producers” (p. 46). 

Developed nations employ PRK to change terms of trade, extracting rents 
from foreigners to the benefit of their citizens. Tariffs would be handy 
instruments to this end, but GATT rules and international norms tend to 
constrain or preclude their use. The subsidy of domestic competition, 
however, may be a transfer mechanism that skates by the rules. Thus, the 
Air-bus, subsidized by France and England made the commercial aircraft 
market more competitive. Rents that had gone to Boeing or Lockheed got 
transferred to air travelers and airlines. 

7. Conclusion 

This paper has explored a previously unstudied rationale for in-kind 
programs; namely, that they allow the government to transfer rents from 
one group in society to another. The practice works through pecuniary 
effects. By expanding the supply of a good, an in-kind program lowers its 
price and thereby transfers rents from suppliers to consumers. Using in-kind 
programs in this way may be the most efficient mode of redistribution in 
environments where certain groups are difficult or impossible to tax directly. 
This rationale appears to be behind the use of many such programs in 
practice. 

Using in-kind programs to effect pecuniary redistribution is not without its 
drawbacks. PRK may create disincentives for future investment and its 
operation may violate standard public finance notions of equity. Moreover, 
PRK can only work if the supply curve for the good in question is upward 
sloping, reflecting rents being earned by suppliers. When it is feasible, PRK 
may be attractive to politicians because of the indirect way in which it 
works. 

This paper has focused on government programs that provide goods 
directly, or subsidize their production by others. Pecuniary redistribution 
can also be implemented through other types of government programs.*’ For 
example, taxing the consumption of bread and transferring the proceeds 
back to consumers will lower the price of bread and thereby redistribute 
from farmers to consumers. Similarly, introducing rural public works 
projects in developing countries will transfer rents from landlords to workers 
by bidding up rural wages [Ravallion (1990)]. The trade literature on the 

20 We are grateful to Lawrence Summers and the referees for stressing this point. 
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transfer problem shows that even lump sum cash transfers can have 
significant effects on prices and hence strong additional distributional 
corlsequences. 21 

The pecuniary effects of in-kind programs, or indeed of many government 
endeavours, can be significant. It is important to understand how and when 
these effects can be harnessed to enhance the efficiency of redistributional 
efforts. 

This appendix presents a parallel analysis of the welfare effects of public 
provision based on the equivalent variation measure of welfare change. To 
simplify notation, let z*(g) and z&) denote the demands of group A and 
B individuals, respectively, when the government provides g units; that is, 

‘A(g) = ‘A(&), YA + (p(g) - c)gln,) and +3(g) = zJ&(g), Y, +P(g)@ 
In addition, let uA( g) and vB( g) denote the utility levels of individuals in the 
two groups. 

NOW define AA(g) to be a group A individual’s equivalent variation 
associated with public provision; th _.& p+ is, the amount of the numeraire an A 
would have to be given to make him as well off in the original situation as he 
would be with public provision of g. Formally, it is defined by the equation 

‘A(‘, YA + ‘A(&) = uA( g). Similarly, define AB( g) to be a Es equivalent 
variation associated with public provision of an amount g. This is defined by 
the equation u& YB + cz - dB(g)) = uB(g)’ 

By using the consumer’s expenditure function and Shephard’s lemma, the 
reader may easily verify that 

‘A(& = 
I 

[zk(b ‘A(d) - ginA] dp 7 

P(S) 

(Al) 

where z”,(p, VA) is a group A individual’s Hicksian (or compensated) 
demand function for z. This is the analogue to area D in Fig. 2, except the 
integrand is the Hicksian demand curve rather than the Marshallian. 
Similarly, it can be shown that 

” The literature on the transler problem dates back to Keynes (1929) who argued that the 
burden of any German reparations after World War I would be increased by a deterioration in 

that nation’s terms of trade. The issue proved moot, since little was paid in reparations. Later 

work focused on the question of whether one country giving aid to another could make the 

recipient country worse off. For frrrthcr details see Bhagwati and Srinivasan (1983). 
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where & p, u,) is a group B individual’s Hicksian demand function for z. 
This is the analogue to area D + E + F in Fig. 2. 

The obvious measure of the inefficiencies created by the policy is the 
amount by which the loss of the Bs exceeds the gain of the As. Using (A.l) 
and (A.& we obtain: 

The first term on the right-hand side of (A.3) is the analogue to area E in 
Fig. 2, and the second the analogue to area F. This expression reveals, not 
surprisingly, that it is goods for which the substitution effect is large that 
result in large deadweight loss from PRK. 
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