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Readings and topic commentary
READINGS

*** Barr (2012) 
Chapter 2 “Political Theory: Social justice and the State”
Part of Chapter 3 “Economic theory 1: State interventions”

Only the following sections: 3.1 “The formal structure of the problem”
3.2 “Why economic efficiency is on the aims of policy”

[we will cover the rest of the chapter in a later topic]

*** Hindriks and Myles (2013)
Chapter 2 ‘Equilibrium and Efficiency’

Pay particular attention to: 2.6.2 “Pareto Efficiency”
2.6.3 “Efficiency in an Exchange Economy”
2.7 “Lump-Sum Taxation” 

Chapter 13 ‘Optimality and Comparability’
Note that: 13.5 “Redistribution In-Kind” will be covered in the next topic

13.10 “Comparability and Social Welfare” is optional

Bonus readings!
 Le Grand, Julian. 1991. Chapters 3 and 5 in Equity and Choice: An Essay in Economics and Applied Philosophy.
 Atkinson, A.B., Stiglitz, J.E., 1980. ‘Lecture Eleven: Introduction to Part Two - Normative Analysis’ In Lectures on public 

economics. McGraw-Hill Book Co, London ; New York.

TOPIC COMMENTARY

“If South Africa can achieve economic efficiency it will be easier resolve the problem of inequality” Discuss.

The deadline is Friday 14 August at 9am.

1000 words, typed in Microsoft Word, emailed to michael.sachs@wits.ac.za
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Ideology and 
normative economics



How big should government be?

 In the last topic we looked at “positive” theories of the state. They tried to explain why is the 
state big and/or growing

– Underlying developmental forces (e.g. Wagner, Baumol)
– The rational demand for distribution (Meltzer and Richard)
– The predatory actions of the political elite or bureaucracy (Niskanen, Buchanan)
– Changing ideologies and events driving policy choices (Tanzi, Schucknecht)

 We are now turning to a set of “normative” issues
– How big should government be?
– What are the justifications for state intervention? 
– What redistributions (though taxes and spending) are justified

 Underlying these questions are values and norms:
– What is right?
– What is best for society?
– What is just?
– What is social justice?
– What is distributive justice?



Ethical values and social objectives

 Society contains identity of interest and conflicts of interest
 Value judgements about the proper role of the state are often related to our beliefs about:

Individualism Egalitarianism Paternalism Collectivism

Efficiency Equity, justice, fairness Individual freedom

Freedom-from-want Altruism, community and solidarity

Honour Culture, morality and religion

Sustainability and the value of nature

 It is usually impossible to achieve all the social goals that are justified
 If trade-offs are required, what weight should be given to each objective?
 How should these choices be made?
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Why normative economics

 How does economics help us with this stuff?! Isn't it all philosophy or ideology or theology?

 Perhaps … but  “normative” arguments are often embedded in apparently “positive” 
presentations of economic theory

– e.g. Hindriks and Myles, Chapter 5 starts with a section “Justification for the State”

– A “no government” market economy is assumed; from this government must be 
justified.  (In a socialist economy where only the state exists we might do the reverse, 
asking “how can markets be justified”)

 Economists are often called upon to advise government and help “make policy”. 

– Some reject this call: “One characteristic feature of graduate training in Chicago, then as 
well as now, warrants mentions here. The Chicago economist does not project an image 
of becoming an adviser to governments, thereby proffering advice on how to manage 
national economies, in the large or in the small. The Chicago economist learns how 
economies work rather than how economies might be controlled.” (Buchanan, 1999, 
“Public choice and public finance: Two contrasting visions of the state”)
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 Anyway ... if we accept the need to advise public policy (which 
I do!), normative arguments are unavoidable – all policies 
have normative consequences. 



The goals of normative analysis

 Understand normative assumptions and the structure of arguments and how these relate to 
policy recommendations

– Clearly state and define social objectives (normative) 
– Clearly state assumptions of fact and models of economic behaviour (positive) 
– Specify the relationship between objectives, models and policy recommendations 

 How do recommendations vary when objectives or models change? 
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Social 
objective

Model 
specification

Policy 
recommendation

Atkinson and Stiglitz (1980) Chapter 11

EXAMPLE
Recommendation: indirect taxation should have a uniform rate to reduce distortions
The objective is minimizing distortions
• Does this depend on assumptions about the underlying nature of the economy?
• How sensitive is the solution to the specification of the model
What if we are also concerned about equity?
• To what extent does the argument depend on postulated objectives?
• How would the introduction of other objectives modify the solution?
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Political philosophy and 
distributive justice



Concepts in distributive justice

 An allocation can be just/fair/equitable based on: 

– Substantive grounds: the characteristics of the allocation itself

– Procedural grounds: how the allocation came about

 Moral claims to distributive shares

– Deserts: reward for contribution to production

– Rights: entitlements

– Needs: necessities, capabilities
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Ideological streams in economics

Libertarian Liberal Socialist

Variants
Moral (“natural rights”)

Empirical 
Utilitarian

Social Democratic
Revolutionary 
Democratic 

Contrasting 
ideas

Possessive individualism Laissez faire Liberty, equality, fraternity

State of nature Veil of Ignorance Primitive communalism

Free enterprise Regulated free enterprise Class power and Exploitation

Theorists

Rand
Nozick
Hayek

Milton Friedman
Buchanan

Keynes
Musgrave

Rawls
Stiglitz 

Marx
Titmus
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Robert Nozick (1974)

 Starting points
– “State of Nature” and possessive individualism
– There is no central distribution: What each person gets he gets from others who give to 

him in exchange for something, or as a give

 Entitlement theory of distributive justice
– Justice in holdings is based on

• Justice in acquisition: the fruits of one’s own labour are an inalienable right, and 
individuals may acquire things that do not belong to others

• Justice in transfer: individuals may voluntarily exchange, give away or bequeath property 
that is justly acquired(e.g. inheritance) 

– Rectification: If holdings were not acquired through just means, there is a claim to rectify 
this injustice (for instance through redistribution of property) 
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“Individuals have rights, and there are things no person or group may do to them (without 
violating their rights) … Our main conclusion about the state are that a minimal state, limited 
to the narrow functions of protection against force, theft, fraud, enforcement of contracts, and 
so on, is justified; that any more extensive state will violate persons rights not to be forced to 
do certain things, and is unjustified; and that the minimal state is inspiring as well as right”

 Justice defined historically/procedurally, rejection of patterned 
end-state justice (e.g. welfare economics)



Libertarians

 Primacy of individual freedom, idea of “negative freedom” (absence of coercion) 

 Private property and markets promote individual freedom

 Redistribution is infringes on individual freedom 

 Moral vs empirical libertarians

 Empirical libertarians

– State intervention usually reduces welfare and often leads to totalitarianism 
(Freidman/Hayek)

– Only Pareto-improvements are welfare improvements, so pareto-improving public 
goods and redistributions are acceptable

– Acceptance of universal minimum income

– Unanimous consent the only legitimate basis for redistribution (Buchanan) 
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Utilitarianism

 Cardinal utility

 Maximizing the sum of utilities Falling marginal utility of income implies support for 
progressive taxation and (conditional) egalitarianism

 Additivity of a social welfare function implies each individuals utility is independent -
this rules out interdependent utility and avoids problems of relative poverty

 Utilitarian notions of equity are aggregative not distributive: its not about the 
interpersonal distribution, but the sum of utilities

 Tolerance of injustice in the cause of welfare gain?

14
“the greatest happiness of the greatest number is the 
measure of right and wrong”



John Rawls (1971)

 Starting point: Veil of ignorance

– Adopt the principle that fairness applies to all people

– Imagine a ‘veil of ignorance’: We do not know the position we would occupy in the 
society we are considering – male or female, healthy or ill, rich or poor , and so on.

– From behind this veil of ignorance, we can make a judgement

– Evaluate the constitutions, laws, inheritance practices, and other institutions of a society as 
an impartial outsider.

 Two principles of justice:

– Liberty: Each person is to have an equal right to the most extensive system of equal basic 
liberties compatible with a similar system of liberty for all. 

– Difference: Social and economic inequalities are to be arranged so that there are:

(a) Maximin: To the greatest benefit of the least advantaged

(b) Equality of opportunity: Attached to offices and positions
open to all under conditions of fair equality of opportunity

 Inequality permissible if it benefits the least favoured

15
… justice denies that the loss of freedom for some is made right by a greater good 
shared by others. It does not allow that the sacrifices imposed on a few are outweighed 
by the larger sum of advantages enjoyed by many. …



Socialists

 Moral commitment to egalitarianism (possibly values equality over efficiency)

 Starting points

– Primitive communalism

– Historical development generates a surplus

– Surplus grows through changing forms of exploitation of direct producers 

 Labour is entitled to the surplus

 “From each according to her ability to each according to her needs”

 Collectivism vs individualism

– Resources are generated collectively but unequally distributed – exploitation and social 
surplus

– A distributive, interpersonal, relative approach to equity

 Markets are inequitable, undemocratic and chaotic

 Government action necessary to achieve social justice. 

16
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Welfare economics 
in a first-best world



Structure of the problem: Maximizing social welfare
18

GOOD X

G
O

O
D

 Y

Maximize: W = W(UA, UB) Social welfare function
s.t. UA =UA(XA, YA); UB=UB(XB, YB) Preferences

X = X(KX, LX), Y= Y(KY, LY) Technology
K = KX + KY, L = LX + LY Resources

NB: 
• Static problem
• Social welfare is a function of individual 

utility
• Individual utility is a function of 

consumption
• Endowments (of resources or command 

over consumption goods) are given

 Productive efficiency

 Allocative efficiency 

– Allocation of inputs

– Optimal mix of products

– Consumption choices 
maximize consumer’s 
utility  

𝑀𝑀𝑀𝑀𝑀𝑀𝑥𝑥,𝑦𝑦
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First theorem of welfare economics 
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a
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Good X

Go
od

 Y

 An exchange economy with two consumers and two goods  (as an 
analogy for an economy with many consumers and many goods)

 Start with endowments (a): Announcement relative prices and 
agents enter voluntary exchange

b

𝑀𝑀𝑀𝑀𝑀𝑀𝑥𝑥,𝑦𝑦
𝐺𝐺 =

𝑝𝑝𝑥𝑥
𝑝𝑝𝑦𝑦

= 𝑀𝑀𝑀𝑀𝑀𝑀𝑥𝑥,𝑦𝑦
𝑅𝑅

The allocation of 
commodities that 

results from a 
competitive 

equilibrium is 
pareto-efficient

 Once the price line 
through a and b is 
discovered, gains from 
trade are exhausted. 

 Competitive 
equilibrium (b) is 
pareto efficient



Pareto-improvement and social justice? 
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a
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Good X
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od

 Y

 If we measures utility cardinally as the distance from the origin, 
then at the initial endowment (a). Mr Red has a much higher utility 
than Mr. Green  (i.e. Mr Red is “rich” and Mr. Green is “poor”). 

 What if the process of bargaining ends at f: this is a Pareto 
improvement (in utility terms R is better off and G is no worse off 
than at a

b fd

 Gains from trade can benefit 
both parties (for instance at 
point b) but how are these 
gains shared?

 Note that d is also a pareto 
improvement

 In fact, if we start at point a, 
then any movement to the 
contract curve between d
and f is pareto improving

 Point b is not uniquely 
optimal: all points along the 
contract curve are Pareto-
efficient

 We can say what is efficient, 
but can we say what is just? 

 How might different 
ideologies approach this 
problem?
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Second theorem of welfare economics 
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a
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Good X
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 Y

 Can other pareto-efficient allocations be described as the 
outcome of competitive bargaining? (i.e. is the reverse of the 
FTWE true)

 For instance can a pareto-efficient efficient point such as d
be described as the outcome of competitive bargaining? 

b

c

d

With convex 
preferences, every 
pareto-efficient 
allocation can be 
made a competitive 
equilibrium

 As long as preferences 
are convex, the answer is 
yes: d is the 
decentralised equilibrium 
that results from 
endowments at c

 The same is true for all 
pareto-efficient 
outcomes. 

Lump sum tax



Welfare theorems with assumptions

 First theorem of welfare economics
As long as.. 

1. Agents are competitive, taking prices as parametric
2. There is a full set of markets and no externalities (i.e. objective functions are 

independent)
3. There is perfect information 

Then the competitive equilibrium (if it exists) is pareto efficient

 Second theorem of welfare economics

As long as…
4. Preferences are convex
5. Lump-sum transfers and taxes may be carried out costlessly

Then any Pareto-efficient allocation can be achieved as a competitive equilibrium with 
appropriate lump-sum transfers and taxes. 

 (NB: we have only looked at exchange, not production)
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Structure of the argument

 The question is: what mechanism should we use to allocate resources in order to 
improve welfare of society? 

– FTWE: Under competitive conditions, the allocation that results from market 
interactions exhausts the gains from trade and produces efficiency. 

– Therefore, allocations that are the outcome of competitive markets will be 
efficient

 But in this efficient outcome, will distribution be “just”? 

– Not necessarily … in which case STWE: It is possible to achieve a distributional 
objective without interfering with the market (other than by changing initial 
endowments) 

– Therefore, in principle the problems of efficiency and distribution are 
analytically separable
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Implications

 Separability of efficiency and distribution

– If endowments (i.e. income and assets) are distributed “justly”, we can attain an 
allocation that is efficient and “just”. 

– If endowments are distributed “unjustly” we can attain still attain an efficient 
outcome, but it will be “unjust”.

 We should not intervene in prices to achieve distributional objectives (e.g. the 
price of food is too high)

 A social optimum can be achieved through two policy levers:

– Maintaining competitive markets to achieve efficient allocations

– Using lump-sum taxes to redistribute endowments

 But … what are lump-sum taxes and are they possible?
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Problems with welfare economics
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Problem #1
Lump sum taxes



Lump-sum tax: The “ideal” redistributive instrument

 How does government achieve the transfer envisaged in the second theorem?

 Voluntary and involuntary exchange

 Tax = negative transfer

 Lump-sum tax: The individual on whom the tax is levied is not able to affect the size of the 
tax by changing behaviour. 

– Since relative prices are not disturbed; FTWE still applies – the competitive outcome is 
Pareto efficient.

– Pure income effect, no substitution effect

– Total endowments not reduced

 Redistribution with no efficiency costs

 A first-best redistribution 

27



 A tax on height, hair colour, race would be examples of lump-sum taxes – taxing 
attributes that are costly to change (although people might try; under apartheid 
many people changed their race)

 An example of an lump-sum tax might be a poll tax:

– An equal amount levied on each person (being a person is an attribute that is 
difficult to alter)

– In practice not costless (e.g. 1905 poll tax rebellion, or UK poll tax)

 But a poll tax is regressive so is not useful for redistributing endowments in favour 
of equity

28
A lump-sum tax is possible 



The problem of private information
 The shape of the contract curve is a function of 

individual preferences
 To achieve a shift from b to d government must 

know: 
– Individual preference functions
– The pre-tax distribution of endowments (at 

point a)
 Is this information public? 

– We might see outcome of choices (through 
revealed preferences) but not the 
preferences themselves

29

– We might observe the income that is generated from endowments but this income 
also depends on effort 

– Is there a way to distinguish between effort and ability? 

 So, optimal lump sum taxes can only be levied on private information, which cannot be 
directly observed.



Observing endowments vs income

 This is a different kind for problem from real-world income tax evasion problems:

– In that case the tax base is income

– Income is the result of the wage and hours of work

– Income is observable in principle (e.g. through bank accounts) etc; 

 But income taxes distort the competitive equilibrium because they reduce the wage, change 
relative prices leading to income and substitution effects. 

 An optimal lump-sum tax would tax the underlying ability (some other endowment) which 
enables the person to earn a particular level of income

 In that case the labour supply choice does not affect the tax, and there is no distortion to 
efficiency. 
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The problem is fundamental 

 Lets say wages are directly related to intelligence and IQ tests are perfect corelates of 
intelligence

 Government can test IQ and tax accordingly 

 A regressive tax on IQ would work: 

– The tax is inversely related to IQ

– The higher you score on your IQ test the lower your tax rate

– Everybody has an incentive to score as high as they can 

 But a progressive tax on IQ would not work

– The higher you score on the test, the higher your tax rate

– Clever people have an incentive to pretend they have low IQ

– They can deliberately fail their IQ tests

 This problem is fundamental [Hammond’s Theorem]: It can be shown that in a large 
economy, redistribution through optimal lump sum taxes is always incentive 
incompatible
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Summary and implications

 To implement the second theorem as a practical policy tool, it is necessary to employ 
optimal lump-sum  taxes.

 Such taxes are unlikely to be available in practice or to satisfy all the criteria required 
of them

– They may be costly to collect

– The characteristics on which the need to be based may not be observable

– When characteristics are not observable, the relationship between taxes and 
characteristics can give consumers the incentive to make false revelations

 Therefore: 

– In practice, government must resort to second best taxes (e.g. income taxes) that 
distort incentives

– There can be no execution of the second theorem that does not distort the 
competitive equilibrium suggested by the first theorem.

 This implies that there must always be a trade-off between equity and efficiency. 

 Instruments that seek to achieve equity will reduce efficiency.
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Problem #2
Social welfare 

from individual preferences



Pareto Criterion

 Second, deconstruct the Pareto-criterion into three steps:
1. Define Pareto-improvement

There are H consumers and two states of the world: s1 and s2

𝑠𝑠2 ≻ 𝑠𝑠1 if and only if: i) 𝑈𝑈ℎ 𝑠𝑠2 > 𝑈𝑈ℎ 𝑠𝑠1 for at least one h
&: ii) 𝑈𝑈ℎ 𝑠𝑠2 ≥ 𝑈𝑈ℎ 𝑠𝑠1 for all h = 1, …, H

2. Define a social ordering or preferences
A state is socially preferred if (i) and (ii) are true in respect of individual preferences. 
Social preferences are defined by aggregating individual preferences; A set of individual 
preferences has been converted into a social or collective preference

3. Define Pareto-efficiency
A state is Pareto-efficient if not other state exists that is pareto-preferred to it. Only states 
of the world that are feasible can be said to exist. 

34

 The First Theorem states that the competitive equilibrium is Pareto-
efficient

 What does this criterion imply? Does it have normative content? 
 First, note that Pareto-criterion makes two important value-judgements:

– Individuals know their own welfare (or utility)
– We cannot assign weights to individual utilities 



B

A

s1

s2

s4

s3

Problems of Pareto-efficiency (1) 

 Dividing a pie

– Don’t waste anything!

– s2 > s1

– But what about s2 vs s3?

 Any allocation in which no cake is wasted is Pareto-
efficient. This means all the points on the dashed line.

 Two problems

1) There is no complete ordering of states [s2, s3, s4]

2) Extreme allocations (s4) are Pareto efficient

 If we start at s4 a movement away from s3 along the 
green line (say to s2) is not a pareto improvement
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Problems of pareto-efficiency (2)

 Pareto-efficiency makes no determination about equity/justice/fairness

 There are many Pareto-efficient states of the world

 Pareto-efficient states are incomparable

– Indifference: two states are equally good

– Incomparable: the two states cannot be ranked

 Almost all public policy decisions result in winners and losers

 How should we evaluate decisions in which some people gain and other lose?

 To make a choice between two efficient states

 The evaluation of gains and losses has to be faced directly

 This means finding some means to:

– compare individual utilities and assign weights to individual gains and losses, or

– aggregate individual preferences into a collective preference for one state over 
another
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Social welfare function 
 A social welfare function that takes individual 

utilities as its arguments
 It uses this information to measure and rank 

combinations of individual utility
 It can take a variety of functional forms 
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UR

UG Utilitarian

UR

UG Rawlsian

UR

UG
Intermediate

Benthamite/utilitarian:  WU= UG + UR

– Maximize the sum of utilities
– Only the sum the sum of utilities matters not 

the distribution between consumers
– Utilities are equally weighted
– Perfect substitutes

Rawlsian: WR = min [UG, UR]
– The utility of the least well-off determines 

social utility
– The distribution of utility is of paramount 

importance
– The utility of the well-off carries no weight
– Perfect complements 
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E

R

W

B

Utility of type B

Ut
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e 
A

T

P

 There are two types A and B; 
 The dashed line is at a 45○ angle, 

where UA=UB

 TP: The feasible frontier defines the 
possible states of the world. 

 N:  Lets assume Nozick’s Minimal state 
is at point N. From here the grey box 
indicates pareto-improving states

 N’’: Buchanan: we can get unanimous 
agreement on a redistribution towards 
N’’.

 C: Could be unanimously approved 
(over N) but Pareto-criteria provides 
no ranking between C and N

 B: Bentham
 R: Rawls
 W: Intermediate
 E: Egalitarian – the 45○ line is is SWF 
 E’’ a less fundamentalist egalitarian 

seek to minimize the distance from 4-
degree line

Atkinson and Stiglitz (1980, p338)
38

Alternative views of government objectives

E’’

45○



But what exactly is a social welfare function?
 Social welfare functions help us overcome the problem of complete ordering of efficient allocations, and 

identifies an optimal trade off between equity and efficiency
 But in what sense can we say such a function exists? 

– An Individual utility function is rooted in an explicit theory of consumer behaviour;
– in contrast where does the SWF come from and what does it mean? 

 There are three ways to think about what the social welfare function represents
1. The preferences and ethical judgements of a dictator (not very interesting)
2. The operation of benevolent central planner who proposes the function on behalf of society or 

(equivalently) an ethical objective of society given rigorous formulation. 
• This implies interpersonal comparison of utilities
• The social value of an increase in one consumer’s utility needs to be compared to a fall in the 

utility of another (“taking the evaluation of utility gains and losses head on”). 
• A utilitarian function would require cardinal comparisons in order to add utilities; a Rawlsian 

function would need to compare utility to find the least well-off
3. A mathematical function that takes individual utilities as its arguments and aggregates them into a 

collective ordering of social outcomes
• This can work with ordinal utility
• But it implies aggregation of utilities 
• Can we find a set of rules that convert individual

preference into a social ordering on a consistent basis? 
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Problems of aggregating preference ranking

 Consumer theory requires only preference ordering

– It is easy to accept the judgement of a rational, sovereign consumer: “I prefer this to 
that”

– A key condition of rationality is transivity (i.e. if A>B and B>C it must be that A>C

 Can we aggregate individual preferences into a social preferences that have the same 
properties of transivity? 

 The Cordecet paradox of pairwise choices over more than two options

– As individuals, each voter is rational/transitive

– But if we offer them pairwise voting: 

• ANC vs DA: ANC wins

• DA vs EFF: DA wins

• EFF vs ANC EFF wins

40

Abdul Bernie Charlie

ANC EFF DA

DA ANC EFF

EFF DA ANC

 Transitive individual orderings don’t necessarily aggregate into 
transitive social orderings

 Rational individual ranking doesn’t necessarily translate into social 
rationality?



Arrow’s impossibility theorem
 The Cordecet paradox shows that, with more than two options one the table, majority voting 

doesn’t necessarily generate outcomes that are transitive. If this is the case, “the common good” 
or “the will of the people” may be ambiguous; there can be cycles of socially ranked preferences

 Arrow goes further: when choosing among more than two options there exists no collective 
decision making process that satisfies all these conditions:

41

I Independence of 
irrelevant alternatives

Adding new options should not affect eh initial ranking of old rankings, so the collective 
ranking of the old options should be unchanged (e.g. If A>B in the absence of C, then 
A>B when C is an option)

N Non-dictatorship Collective preferences should not be determined by a single individual

P Pareto criterion If all agree on a ranking of all options, then it must be taken as a social ranking; unanimity 
(if it exists) must prevail

U Unrestricted domain All individual rankings should be accommodated, arbitrary rejections of individual 
rankings are ruled out

T Transivity If the group prefers A to B and B to C then the group must prefers A to C

 The theorem suggests hat there is a fundamental problem at the heart 
of generating social preferences from individual preferences:

- Majority rule generates a complete ordering, but may not be 
transitive
- Pareto efficiency is unable to generate a complete ordering

 The implication is that a social welfare function does not exist that can 
aggregate individual utilities an remain consistent with the INPUT 
conditions



A solution in cardinal utility?

 Arrow’s theorem is about transforming ordinal ranking of individuals into a collective 
ranking

 Ordinal utility functions cannot generate a consistently ordinal social function

 They give no indication of “strength of feeling”, which in practice is essential for collective 
choices

 This can be captured by cardinal ranking – the measurement of utility on a common 
interpersonal scale

 In fact, both Rawlsian and utilitarian functions require interpersonal comparisons of utility

 This has two aspects

– Can we generate a common scale of utility for all people over all choices?

– Can we assume that all people have identical utility functions?

42



Problems of interpersonal comparisons of utility (1)

 If we assume: 
– Cardinal measurement of utility
– Identical utility functions
– Falling marginal utility of income

 Then the sum of utilities is maximized at point E (Bentham becomes egalitarian)
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 Is there any scientific basis for making welfare comparisons? If not, should “economists” suspend 
judgement? 

 Or does welfare economics remain valid as a means of systematizing normative evaluations?
 Public policy must attach weights to the utility of groups of people with like characteristics (e.g. 

income, geography) 
 This implies explicit or implicit use of interpersonal utility functions and some form of social 

welfare maximization
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Olaf’s 
income

Gargamel’s
income

M
ar

gi
na

l u
til

ity
 o

f i
nc

om
e

M
arginal utility of incom

e

E F

Problems of interpersonal comparison (2)
 Maximizing aggregate utility at F:

– Olaf and Gargamel?
– A connoisseur of the fine arts vs football fan? (the status of 

preferences?)
– Should people with disabilities be allocated less? 
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Summary and conclusions



Summary and conclusions
 Much of mainstream economics is grounded in liberal philosophy. Libertarian and socialist 

ideas are also hugely influential
 Normative judgements about social processes and outcomes are unavoidable in public 

economics
 Rigorous analysis can help make explicit how social objectives, theory and model 

specifications relate to policy recommendations
 It can also help us understand the implications of ideologies that are often implicit in 

economic analysis
 The theorems of welfare economics show how questions of efficiency and equity might be 

separately addressed in the “first-best” world of general equilibrium theory
 But since redistributive lump sum taxes are shown to be incentive incompatible, we are always 

in a “second best” world. 
 This implies a strong case for trade-offs between efficiency and equity, at least across a large 

range of policy analysis. 
 A critical aspect of liberal social theory is that social welfare is grounded in individual 

preferences. This is reflected in the ideas of Pareto efficiency and social welfare functions 
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 But there are fundamental problems associated deriving social 
welfare from individual utilities. 

 There can be no “scientific solution” to theses problems, but there 
can be rational argument rooted in the facts and informed by 
explicit, rigorous and well-formulated theory 
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