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THE THEORY OF VALUE CONSTRAINTS AND APPLICATIONS/

LA THEORIE DES CONTRAINTES DE VALEUR ET SES APPLICATIONS
CNRS-Dunod, Paris, 1970, pages 395 to 549.


This volume belongs to the author’s series Lectures in Public Economics, published from 1968 to 1970.


It includes the general theory of the second best, its results, and applications to the fields of optimum taxation, prices of public utilities, tariffs and international economics, and others. Its most general results are obtained simply thanks to the use of differential geometry. The various results in the specific domains are particular cases of the general results.


The most important constraints imposing second best solutions are value constraints. Value constraints are constraints on budgets (balance, maximal deficit, minimal gain), or relating parts of budgets (relations between types of costs and of incomes, or between various types of costs or of incomes), or on prices. In various applications, the economic units can be private or public firms, groups of firms, departments, or nations (a budget constraint then is a constraint on the balance of payments); prices can be wages, public prices, exchange rates, or interest rates; differences between prices can be taxes, custom duties, or monopoly revenues; and so on.


A value constraint is characterized by its focal point in the space of commodities (a focal direction for price constraints). A second-best optimum is characterized by the fact that a small variation in prices coplanar to the price and to the vector of marginal costs and productivities entails a variation of the chosen vector of commodities in the direction of the focal point of the constraint. A set of simultaneous value constraints is also characterized by its focal point which is a weighted average of the focal points of the constraints, and the same characterization of the second-best optimum applies.


The characterization of optimality and optimal policies are provided for one economic unit, for several related ones, and for general second-best equilibrium.


The application to international economics begins with the theoretical welfare analysis of the relations between tariffs, free trade and custom unions on the one hand, and balance of payments and monetary unions or integration on the other. The value constraints refer to the balances of payments. Such constraints imply second-best optimal tariffs that are the product of two numbers, one relative to the country and one relative to the commodity. The consequences have been used for proposing the strategy of the European Union, successively from lowering tariffs, custom union, monetary union, and monetary integration.

Another analysis shows how international aid can be directly beneficial to the aiding country and/or detrimental to the receiving country. This constitutes, more generally, the explanation of the “transfer paradox” (the giver gains) as a result of imperfect competition (which can, in this particular application, result from the tying of aid).


The optimum price distortions (by taxes, public prices, or tariffs) that are induced by given distortions of other prices (such as an absence of pricing or imperfect competition) are determined, with various applications (tolls, specific taxes, pricing policies, etc.).

Content
1. The general theory of value constraints


Value constraints


Production function and maximand

2. Distortion


The geometry


Optimum with one value constrains


Several value constraints


Application and extension


The budget constraint

3. Decentralization


Structure and general optimality


Properties of the optimum


Forms and implications of results

4. Applications to international economics


Optimum custom union


The exploitation of nations by nations

5. Partial or local second-best


Dual local second-best


Monopoly compensation


Special cases and examples

