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Chapter four 

General Equilibrium and Welfare Economics 

4.1 Warlasian General Equilibrium 

Leon Warlas (1834-1910) 

 He was one of several independent discovers of the notion of MU. 

 He also one of the first and strongest advocates of Methodological individualism. 

 But his most important and lasting contribution to economic theory was his theory of 

“general Economic equilibrium”. 

 He took a very abstract and theoretical problem about how all markets in the economy are 

related, applied sophisticated mathematics to the problem, and arrived at a solution. 

 His solution showed that all the markets in the economy could be simultaneously achieve 

equilibrium. 

 Warlas added two important things to this vision; 

1. A mathematical representation of how all markets were interrelated. 

2. An argument that economics would move towards equilibrium in all markets. 

 He realized that the forces of demand and supply in one market depended in varying 

degrees on the prices prevailing in innumerable others markets. 

 In so far; 

 Price of any good was, for the utility theorists, determined solely by the supply 

and demand for that good. 

 Demand for any good was determined by both all consumers’ utilities from 

consuming it. 

 Now Warlas followed that to determine the price of good, the prices of other goods 

would have to be known. 

 And the demand for those other goods (and their price) also depended on the price of the 

good in question! 

 Hence 

 A general theory of price determination was required 

 In the general theory of price determination all prices would have to be 

determined simultaneously by both; 
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 The total of all consumers utilities 

 The interrelations that existed among all markets 

 However, such interrelations did not exist only in the demand for consumer goods. They 

also existed in the supply of consumer goods. 

 Warlas attempted to formulate a general theoretical framework within which he could 

show how, through the interaction of all markets, all prices could be determined 

simultaneously. 

 Needless to say, no theory can explain everything simultaneously. This could require an 

Omniscience by which the entire universe was completely understood. 

 Obviously all “general” theories are “partial” theories in the sense that there are 

innumerable phonemomenon that they do not purport to explain. 

 The difference between general equilibrium theory and partial equilibrium theory in 

economics is; 

 The former usually attempts to explain all prices and quantities exchanged within 

an entire economy for a given period. 

 The latter takes as given all prices and quantities exchanged except for one or two 

and attempts to explain it. 

 There are 3 important institutional factors in Warlas theory; 

1. The acceptance of the existing laws of and distribution of property as mutually 

right and just. 

2. He assumed perfect competition ( existence of a number of small powerless firms) 

(ignored monopoly) 

3. People were simply assumed to have measurable MU schedule. There was no 

discussion of how these utility schedules came to existence or how they changed 

over time (thus, utility was a “Metaphysically given(fixed)”) 

 After assuming these institutional factors, Warlas developed his system of equations to 

show what quantities of various commodities were exchanged and how their prices were 

determined. 

 The purely logical requirements for such a general equilibrium theory was that the 

number of unknown variables must be equal the independent equations to determine the 

variables. 
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 There were four sets of equations in this economic model within two markets; 

a. Product markets with two equations 

b. Factor markets with two equations 

 For product market: 

 The first set showed the quantity of each good that consumers demanded  

 The second set showed what determines the price of every good bought by 

households. 

 Warlas assumed perfect competitive, this enables him to set the price of each 

good equal to the cost of production. 

 For factor market: 

 One set shows quantity of inputs or factors (land, labor & capital) offered to help 

produce goods. 

 Owners of factor inputs (workers, landlords, capitalist) determine the quantity of 

factors of production they wish to supply. 

 A final set of equations show the quantity of inputs or factors that business want 

to buy. 

 This depends on the final demand for goods (how much consumers want to buy at 

different prices) 

 So far we have four set of equations; 

1. One showing the quantity of good demanded 

2. One showing price to cost of production 

3. One showing the quantity of inputs supplied 

4. One showing the quantity of inputs demanded. 

 Hence we have four sets of unknowns that we need to solve for; 

1. The price of each good 

2. The quantity each final good bought and sold 

3. The price of each factors of production 

4. The quantity of each factor supplied and bought. 

 But Warlas added one more equation to his mathematical system. This equation stipulates 

that all the money received by factors of production must be used buy something. 
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 This can be done either directly by each household spending all their income, or 

indirectly by some households saving money and then lending this money to other 

households. 

 This extra equation created a difficult problem for Warlas. He now knows that he had one 

more equation than the number of unknowns. 

 To deal with this problem he selected one good, “GI”, arbitrary and the price of all other 

goods would be determined relative to “GI”. 

 Hence the price of “GI” thus would be a standard of comparison or numeraire. 

 Mathematically the number of unknowns would now be equal the number of equations in 

the general equilibrium representation of the economy. 

 The system could be thus be solved for the price of all goods “relative to GI” 

 The solution could not explain the absolute level of prices, or why a dozen of eggs cost 

$2 rather than $1 or $4. But it could explain why a dozen of egg costs twice as a litter 

of Milk (relative price). 

 Warlas’s theoretical framework for his general equilibrium model was still remains 

significant. 

 If we drop his highly unrealistic faithin automaticity of the market, his system of 

market interrelationships shows just how difficult it would be for a capitalist system ever 

to achieve a full employment general equilibrium. 

 The theory can also show how, once a crisis started, it spreads to all sectors of the 

economy and becomes a general crises or depression. 

 Warlas shared several characteristics with neatly all the economic theorists writings in the 

utility tradition. 

 First, he viewed the economy almost entirely from exchange perspective. 

 Even when he wrote about production, like most utility theorists, he viewed production 

primarily as a series of “exchanges” and never from the perspective of the “class 

relationships” involved in production. 

Thus, his analysis remained in what Marx called the “sphere of circulation” 

4.2 Early neoclassical approach to welfare economics; 

(Hobson & Pigou Welfare economics) 
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 England is the home of welfare economics, which was a direct refutation of classical 

economics, especially the Laissez-faire doctrine. 

 As against the objective of maximization of production and wealth, pursued by classical 

economists, the welfare economists emphasize ‘welfare’, to be direct objective of all 

economic thought and policies. 

 Whereas classical economists emphasized production, supply, and cost, the welfare 

economists lay stress on consumption, utility, and demand. 

 This emphasis of ‘welfare’ was not new but it received fillip only after WWI, mainly 

because of the existence of poverty amidst plenty. 

 One come across many books written in Italy during 18
th

c, whose titles contained the 

word ‘welfare’ 

 Welfare was also an essential element of the utilitarian economics of Bentham and his 

followers. 

 J.S. Mill was the first to declare that while the laws of production were unchangeable, 

those of distribution could be changed and adopted to maximize the national welfare. 

 In England, trade union leaders and Fabian socialists, worked with full zeal for providing 

relief to the bulk of population consisting of the working classes, from the distressing 

conditions of their living. And they achieved success too. 

 The concomitant result was that the need for the socialization of British economic life 

was recognized and orthodox economics came to be looked up on with suspicion. 

 The 20
th

c welfare economics is realistic and pragmatic. Prof. A. Marshall has been 

regarded as the founder of the welfare economics. It has been further developed by; 

 J. Hobson 

 A. Pigou 

 V. Pareto  

 J. Hicks  

 N. Kaldor, etc 

 

 Welfare economics has been described as a tendency to modify the classical doctrines 

and to make economics deal with social policies, directed towards achieving the goal of 

‘social welfare’ 
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 According to Reder, welfare economics is “the branch of economic science that 

attempts to establish and apply criteria of propriety to economic policy” 

 Reder regards it as scientific as medicine. 

 Regarding the measurement of welfare, Reder says, “economics welfare increases when 

the algebraic sum of all compensating taxes and bounties is positive; it diminishes when 

that sum is negative and remains unchanged.” 

 

 

A. J.A. Hobson (1858-1940); 
 

 He was born in Derby in 1858 and leaned early education in Derby school, and later went 

to Lincoln College, Oxford studying classical language and literature. 

 In 1897, he started writing articles for the Nation and other magazines and newspapers. 

Although he treated some of the most important problems, his attitude was not that of an 

academician. He did not; therefore receive any recognition at the hands of the academic 

economists of his day. 

 

 He lacked thorough grounding in economic analysis, and hence, his economic ideas have 

been criticized severely by academicians. Hobson’s writings have been chiefly directed 

against the classical economics. His chief indictment was that, however well-worded and 

reasoned the classical economics may be, it fails to provide a satisfactory explanation of 

the existing inequalities, exploitation and distress. 

 His main books were; 

 The economics of distribution (1900) 

 The industrial system (1909) 

 Work and wealth: A Human Valuation (1914)his most representative work on 

welfare economics 

 The Economics of Unemployment (1922) 

 He was a prolific writer. He wrote voluminously on questions like inequalities, injustices 

and maladjustments of economic society under capitalism. 
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 Unlike classical economists, he held that competition was often imperfect, and that in the 

absence of effective demand, market gluts often occurs. He regarded economics as a 

qualitative science of human value. He considered individual welfare as an organic 

whole which could hardly be explained in terms of Marginal increment of specific 

commodities. 

 

 He was greatly influenced by Toynbee, then a lecturer at Oxford, Ruskin and Veblen. 

He had admiration for Veblen and respect for Ruskin, who he regarded as the 

“greatest social teacher of his age” 

 

 Ruskin; 

 A wealthy man who used his riches in helping the poor people 

 He attacked the orthodox economists as the creators of a bastard science. 

 He held that the object of economics must be to increase human welfare  

 He declared “there is no wealth but life; life including all power of love, joy and 

admiration” 

 As we would see latter, Hobson was a true disciple of Ruskin. He criticized the classical 

economics on the core of individualism and competition. According to him, the 

assumption of free competition is no longer valid. He held that the quantitative approach 

of the classical economists was improper and the market price was not an index of 

welfare. By welfare he meant good life. 

 

 In his opinion, the entire analysis of the classical economists with its emphasis on 

production was defective, since it undermines the importance of consumption. He said 

that production is meant for consumption and, hence, it was subordinate to 

consumption. He thought that economics must be studied from the welfare point of view. 

 

 To him economic life was network of business and trade, but thought, desires and 

relations were its spiritual texture. 

 

 Although economics has developed a tendency to become less material in its outlook year 

by year and to give more attention to the psychological supports of the industrial system, 
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“the science remains distinctively mechanical and unfit for the performance of any 

human interpretation of industry.” 

 

 The chief reason, why he regards the classical approach as mechanical, is that  

 

 1
st
 every phenomenon is measured in terms of money, be it utility, value, cost or 

wealth 

 2
nd

 the importance of motives, interests and ideas in invention and other 

productive work and their importance in life or human progress and happiness is 

hardly recognized. 

 

 According to him there are three defects in classical economics; 

1. An exaggerated stress upon production, reflected in the terminology and method 

of science, with a corresponding neglect of consumption. 

2. A standard of values which has no consistent relation to human nature. 

3. A mechanical conception of the economic system due to the treatment of other 

human action as a means to the production of non-humanly valued wealth. 

 

 According to Hobson, both the vital utility of consumption and the vital cost of 

production are important 

 

“. . . All concrete wealth or money income must be estimated in relation to the vital cost 

of its production and the vital utility of its consumption” 

                                                                              . . . Hobson 

 Thus, an economic system which emphasizes cost and undermines human utilities or 

which exaggerates the importance of production and man as a source of labor and which 

neglects the utility of consumption and the importance man as a human being is hardly of 

any practical value. 

 Man produces goods according to his needs and puts in certain sacrifices which are a 

human cost of production and which must be balanced by the utilities created as a result 

of these sacrifices. 

 Saving is a source of capital, which involves sacrifice. Since the human cost among the 

upper and the middle classes of the society are not heavy, saving in their cases does not 
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involve any sacrifice, it is among the laboring classes that the human costs are the 

heaviest. Saving in most working-class families, since it has for its objectives future 

security, is purchased though self-denial, stinting of comforts and education, and the 

surrender of the amenities of cultured life. 

 

 Hobson’s attempt towards the reconstruction of economic science appears to be more 

important than his other contributions. He wanted to make ‘welfare’ the center of 

economics, instead of the analysis of value and price, which according to him was 

unreal. 

 

 He did not approve of the evaluation of production and consumption in terms of money 

by the classical economists. Instead he wanted to evolve a method for the measurement 

of human costs and utilities. He wanted to analyze the working of economic phenomena 

though comparative study of costs and utilities. 

 

 Consideration of the organic origins of industry lend no support to the assumption of 

that production is all “cost and no utility”, consumption, all “utility and no cost”. He 

wanted Human value to be substituted for money value. The aggregate human value of 

the real wealth of a nation can be found out by answering the following questions; 

 

a) What are the concrete commodities and services included in the real national 

income? 

b) How the commodities are produced? 

c) How they are consumed? 

 

 Business costs can only be expressed in terms of human costs, when one knows 

a. The quality and kind of human efforts involved in business costs 

b. The capacities of human beings who put in these efforts 

c. The distribution of total efforts among those who put in effort 

 

 Every human effort is capable of being resolved into physical and mental reactions 

expressed though feelings and activities. The net excess of the desirable over the 

undesirable in these activities would represent the human value of goods or services. 
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 Likewise, the utility of consumption can be found out by knowing; 

 

a) The quality and kind of the satisfaction or utility which is yielded by the 

‘economic utility’ that is sold to the consumers 

b) The capacities of the consumers who obtain this economic utility 

c) The distribution of the economic utility among the consumers 

 

 He has divided all productive activity into seven classes; Art, invention, professional 

service, organization, management, labor and saving. He has tried to show that in each of 

these categories costs and utilities differ. In short, he concludes that persons receiving the 

highest pay in our society incur the lowest cost. 

 

 In laboring class operations workers; 

 get physically tired 

 get involved into accidents and other nervous disorders 

 their energy is dissipated and their morale is very much lowered down 

 Again, unemployment and intermittent employment further add to human costs and force 

women and children to take up employment. While determining the values emanating 

from the industrial system, human costs must be set against the utilities derived  

 

 For Hobson, despite industrial progress and the improvement of industrial processes, 

material welfare has not increased because “the large surplus . . . is being consumed in 

the field of conventional consumption, which leads to economic waste through 

frivolousness, sport, sham culture, vain display and drink.” 

 

 He, therefore, holds that for better distribution, intervention by the state is essential. 

 

 He desired the “costs of production should be distributed according to the ability of the 

individuals to bear them and commodities should be allotted according to the capacity of 

the individuals to derive utility from them” 

  

 Thus, he proposes a social reform through equitable distribution of the surplus produced 

under scientific process of production on the basis; 

 

“From each in accordance with his ability and to each in accordance with its needs.” 
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 The classical theory of distribution assumes perfect competition, complete mobility of 

factors of production and self-interest. Hobson argues that in the presence of 

monopolistic element in the modern industrial system cannot be treated as mere 

exception 

 

 To him the entire business and the industrial system is a vast organism in which, on one 

hand, there is a flow of commodities and on the other hand, a flow of money. 

 

 Under dynamic condition it is only though saving that industrial production can be 

expanded to meet the future demand of the society. Hence, proper balance between 

savings and investment is essential. If savings and investments increase at the cost of 

consumption, people will not able to consume the increased supply of commodities and 

depression will ensue. 

 

 Since labor economics was a subject so dear to Hobson, he held that labor should be paid 

according to its “labor power”. The higher the labor power of a worker, the higher 

should be his wages  

 

 Here, he brings in the concept of depreciation allowance, similar to that which required 

for the repair and replacement of machinery. 

 

 By depreciation allowance he meant the charge on the industry for the repair of labor’s 

body and recoupment of lost physical energy. Thus, a worker with higher ‘labor power’ 

would require a great amount to keep himself fit than a worker whose labor power is low. 

 

 That is why he considers it is essential that, since labor’s human costs are the greatest, its 

share in the surplus production should increase at the cost of wealthy parasites. 

 

 Hobson’s analysis has been a subject of severe criticism at the hands of professional 

economists. 

 

 It has been pointed out that Hobson failed to provide us with the criterion for the 

measurement of human costs. In case the measurement is not possible, his reform 

proposal based on the measurement of human welfare cannot be adopted. 
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 Similarly, his contention that man who enjoys his work should be paid less than a man 

who does not enjoy his work appears to be unsound policy. If his suggestion accepted, it 

would mean that a sweeper who enjoys his work of cleaning the drains should be paid 

less than a tailor who does not enjoy his work. 

 

 Despite the weakness in Hobsonian analysis, he was undoubtedly one of the important 

source of inspiration to Keynes. 

 

B. Arthur Cecil Pigou (1877-1959): 

 

 He was from Cambridge School and faithful pupil of Marshall. He was a product of 

Cambridge University. He was appointed as professor of economics in the same 

University in 1908, on the retirement of professor Marshall. His important works are; 
 

 Wealth and Welfare 

 The Theory of Unemployment and  

 Veil of Money 

 

 The idea of objective thought does not occupy a central place in his thought as was in 

Marshall’s. In his system the concept of social welfare is more important. 
 

 He regards social welfare as a sum of individual welfares which depend upon the balance 

between individual satisfactions and dissatisfactions. He regards welfare as a psychic 

good than the mere accumulation of material things. 

 

 According to Marshall, the national income represents a general welfare, but Pigou 

believes that welfare is not only dependent on the size of nation’s income but also on the 

equality of its distribution. The more equal the distributions of the income the higher will 

be the level of welfare. 

 

“Any cause which, without the exercise of compulsion or pressure upon people to make 

them work more than their wishes and interest dictate, increase productive efficiency 

and, therewith the average volume of national dividend, provided that it neither injures 

the distribution or augments the variability of the country’s consumable income, will, in 

general, increase economic welfare . . . any cause which increase the proportion of 
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national dividend received by the poor person, provided that it does not lead to 

contraction of the dividend and does not injuriously affects its variability, will, in 

general, increase economic welfare.” 

                                                                          . . . Pigou 

 For the achievement of this goal he has suggested government intervention. He has 

shown that monopoly can prove to be the greatest hurdle and has analyzed the role of the 

state can play in the regulation of monopolistic organizations. 

 

 He is not in favor of artificially boosting of wages. He has suggested, in his book, entitled 

Industrial Fluctuations, the problem of unemployment could be solved though the 

manipulation of money wages. But in a later book, entitled Employment and 

Equilibrium, he appears to be much nearer to Keynes when he suggests the manipulation 

of investments for compacting unemployment. 

 

 Pigou’s was essentially a socio-ethical approach. In his book, entitled The Economics of 

Welfare, he clearly stated that the chief aim of economic studies is to help social 

improvement. It is only then that economic science will be realistic. 

 

 He realized that quantitative analysis of economic problems was very difficult. According 

to Pigouvian, economic welfare is generally proportional to the size of the national 

income, “provided the dividend accruing to the poor is not diminished, increases the size 

of the aggregate national dividend, if they occur in isolation without anything else 

whatever happing must involve increases in economic welfare.” 

 

 He has suggested that economic welfare could be increased by the transfer of purchasing 

power from the rich to the poor. In the transference of money-income from a relatively 

rich man to relatively poor man of similar temperament, since it enables more intense 

wants to be satisfied at the expense of less intense wants, must increase the aggregate 

sum of satisfaction. Any cause which increases the absolute share of the real income in 

the hand of the poor, provided that it does not lead to a contraction in the size of national 

dividend from any point of view, will in general, increase economic welfare. 
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4.3 New Trends in Welfare Economics 

 It is quite different from that developed by Pigou and his followers. It has been developed 

by  Vilfredo Pareto, and it has been extended by Edgeworth, Hicks, Kaldor, 

Samuelson, etc 

 

 The New Welfare Economics is normative in character and is free from value judgments 

and utility measurement. It “claims to have established the optimum conditions of 

production and exchange without adding the utilities of different persons.” 

 

 The New Welfare Economics has been developed in three directions; 

 

1. First group, in which welfare and ideal distribution of income have been treated 

as ethical concept 

2. Second group, in which causes of satisfaction have been regarded as the subject 

of study i.e. it believes in an equal distribution of income 

3. Third group, in which emphasis is on piecemeal planning i.e. it believe in 

advocating practical measures of the economic conditions of the society  

 

 There are three objectives of New Welfare Economics; 

 

1. To clarify and express in terms of quantity the vague concept of riches 

2. To clarify what is that the economists has to say on matters of public policy which 

are, from the economic point of view, desirable or not 

3. To develop those propositions which are scientifically free from ethical 

considerations and which can serve as a basis for policy making 
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A. Vilfredo Pareto: 

 Vilfredo Pareto, a member of a family which included eminent politicians as well as 

revolutionaries, succeeded Warlas into the chair of economics at the University of Lausanne, 

where he published his Coursd’e´conomiepolitique in 1896–7. 

 

 At the turn of the century, Vilfredo Pareto introduced the concept of ophelimityin economics 

and, on the basis of scientific criteria; it should be an ordinal concept, and interpersonal 

comparisons of ophelimity ought to be ruled out. He had many research interests, including 

economics, sociology, and political science. Pareto used the technique of indifference curve 

and scale of preference instead of adding the satisfactions. The optimum position has been 

defined as one in which no individual can be put “at higher indifference curve on higher 

behavior line, without causing someone to drop to a lower one. According to Pareto, 

following are the conditions of this optimum; 

 

a. The MRS between any two commodities must be the same for any pair of owners of the 

same two commodities. 

b. The marginal rate of transformation (MRT) between any two commodities must be the same 

for any pair of producers producing both the commodities 

c. The MRT between any factor and any product must be the same for any pair of producers 

using the factors and producing the product. The MRS between any pair of factors must be 

the same for any two producers using both, in producing a given product 

d. The MRS between any two sets of goods for the community must be the same as the MRS 

between the same two sets of goods for any consumer consuming them 

e. The MRS between leisure and product (reward) received from work must be the same (for 

every individual) as the MRS between work and product for the community as a whole.  

f. The MRS between assets promising payment at any two moment of time must be the same 

for any pair of individuals. 

 

 As far as the only uncontroversial normative criterion is the Pareto criterion, welfare 

economics establishes a clear test: a situation is economically efficient if it could not be 

better for the individuals without decreasing some people’s satisfaction, which implies 

unanimity to justify any change. 
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B. The British approach to the New Welfare Economics: 

 

 The British approach, particularly represented by the works of Nicholas Kaldor (1939), 

John Hicks (1941) and TiborScitovsky (1941). They essentially coming from the London 

School of Economics developed a new concept of Pareto improvements in order to reach a 

decision and bypass the problem of comparisons. 

 They propose a ‘Pareto efficiency criterion’ which considers the possibility of hypothetical 

compensations, and then applies the test of unanimity. 

 Imagine a single individual i loses x by a new public policy, while all others gain. The strict 

version of Pareto criterion cannot conclude that this policy should be implemented. 

 Imagine now that others gain of an amount that is greater than x. would the winners 

compensate Mrs. i by transferring her amount x, they would still gain from the new policy, 

while Mrs. i would now be at most indifferent. The change would be a Pareto-improvement, 

i.e. would be unanimously better 

 Economists are however not entitled to decide whether or not these transfers should 

eventually be made; such responsibility should be left to politicians. They accepts that there 

is no guarantee that all the changes will increase welfare without harming anybody as Reder 

says “that there are very few economic policies that do not involve injury to someone. . . if 

our welfare criterion applicable only to few policies that harm no one, welfare economics 

would be quite sterile”  

 

 They, therefore, uses the principle of compensation principle. If it is possible to compensate 

those who are harmed by the change so as to leave them as well off as they were before the 

organization by those who are benefited by reorganization without making any one of them 

worse off than they were before and if there is surplus it is possible to increase the welfare by 

distributing that surplus. 
 

 Welfare is increased, decreased or left unchanged by a given economic reorganization 

depending upon whether the algebraic sum of all the compensating taxes and bounties is 

positive, negative or Zero. 

 

 Hicks believes that if the efficiency test is fulfilled there would be a strong probability that 

almost all of them should be better off after the laps of a sufficient length of time. 
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 Hicks’s criterion like that of Kaldor is similar to that of Pareto, viz., welfare is said to have 

increased if individuals reaches to an higher indifference curve but Hicks goes further than 

Pareto by stating that all changes may not necessarily improve welfare unless the distribution 

aspect is considered. 

 Chipman and Moore concluded in 1978: “judged in relation to its basic objective of 

enabling economists to make welfare prescriptions without having to make value 

judgments and, in particular, interpersonal comparisons of utility, the New Welfare 

Economics must be considered a failure." 

 In spite of such an acknowledgement, the success of this approach in occupying a leading 

position in  most contemporary works of public economics, industrial economics or 

international economics remains today unchallenged 

 

C. The American approach to the New Welfare Economics; 

 

 What we shall call here ‘the American approach’ is associated with the position of Abram 

Bergson, from the MIT, and Paul Samuelson, from Harvard University, i.e. both coming 

from Cambridge (Mass.) in the United States. 

 Bergson formalized the concept of social welfare in 1938 (Burk 1938). He defines it as a 

function of all the elements relevant for welfare: all products, consumer’s goods, the 

amount of work of each type, non-labor factors, characteristics of the environment, etc. 

Through the application of the Pareto criterion, the function may emphasize the 

“fundamental value of individual preference." 

 The social welfare function, as eventually formulated by Samuelson (1947), is defined as a 

function of the individual utility functions that each individual derive from the social state. 

 In welfare economics, a social welfare function is a function that ranks social states 

(alternative complete descriptions of the society) as less desirable, more desirable, or 

indifferent for every possible pair of social states. Inputs of the function include any 

variables considered to affect the economic welfare of a society. 

 

 The social welfare function is analogous to the consumer theory of indifference-curve/budget 

constraint equilibrium for an individual, except that the social welfare function is a mapping 

of individual preferences or judgments of everyone in the society as to collective choices, 

which apply to all. 
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 There are two major distinct but related types of social welfare functions: 
 

1. A Bergson–Samuelson social welfare function considers welfare for a given set of 

individual preferences or welfare rankings. 

2. An Arrow social welfare function considers welfare across different possible 

sets of individual preferences or welfare rankings and apparently reasonable 

axioms that constrain the function. 
 

 The impossibility is we cannot derive a collective judgment on the basis of individual 

preferences unless it is dictatorial. It is hence questionable whether the notion of 

collective welfare would at all make sense. For this reason, the New Welfare Economics 

seemed bound to a failure again. 

4.4 Forerunners of the school: A promising future for welfare economics 

 Different challenges indeed need to be taken up to restore a future for Welfare 

economics.  It should be possible to make recommendations of public policies; either 

interpersonal comparisons of utility are impossible and not required, or their meaning and 

their status should be clearly defended; a framework to explicit which value judgments 

are at stake is needed; it is necessary to go beyond the Arrovian impossibility to 

legitimate the use of social welfare function. 

 

 We have three developments here; 

a) Economics of Happiness 

b) The comparative approach 

c) The theory of equity 

 

a) Economics of Happiness; 

 

 Back in the 1950ies, Richard Easterlin has examined whether income promoted 

happiness in the population on the basis of opinion surveys. In his famous article 

published in 1974, he has observed that, in a given country, people with higher incomes 

are more likely to claim to be happy. 
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 However in international comparisons, at least for countries with income high enough to 

meet basic needs, the expressed level of happiness does not vary much with the national 

per capita income. 

 Finally, although the per capita income has increased steadily in the United States 

between 1946 and 1970, expressed happiness recorded no upward trend in the long run, 

and even decreased between 1960 and 1970. 

 Facing the Easterlin paradox, the standard public policies, which are based exclusively 

on economic growth, seem to be missing their target. If growth and wealth is not all what 

counts, the least would be to primarily identify the factors for happiness. 

 It consists in conducting econometric studies of happiness, emotion, subjective well-

being, quality of life, life satisfaction based on responses to questionnaires in which 

participants express how happy they feel. 

 Since the Easterlin paradox, many studies have tried to explain why at the aggregate 

level, growth of national income did not necessarily enhance well-being.  

 Among others, results of economics of happiness reveal that poverty reduce more 

happiness than wealth increases it; an increase of income for a poor person is more likely 

to increase her happiness that an increase in income for a rich person. 

 Happiness can be enhanced by reducing inequalities, improving working conditions, the 

reduction of working time and in some cases, neutralizing the negative effects of 

unemployment. Unemployment kills happiness, even after individuals got their jobs back. 

 Some think happiness may constitute a yardstick, and that it is possible to transcribe it in 

money measures, which allow cost-benefit analysis to be completed. 

 It appears to be a particularly innovative and important contribution to understanding the 

determinants of happiness, for making ex post evaluation of certain public policies, and 

to complete the data needed by policy makers who should not be satisfied with economic 

data. 

 Nevertheless, the analyses of surveys have given rise to many criticisms, at the 

methodological and the normative level. Some highlight difficulties to interpret the 

replies, challenge their reliability, and doubt cross-country comparisons are meaningful. 
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 More generally, the very status of subjective data is discussed. Would individuals be with 

what they have and what they do, they may be happy out of adaptation. This becomes 

highly problematic if adaptation is nothing but resignation. 

 Though very few economists would seriously defend this view, this counter-intuitive 

example invites to beware of any possible manipulations of happiness indicators. 

 

“happiness is a necessary but not sufficient: even though the economics of happiness can prevent 

a form of paternalism and ethnocentrism, the surrounding methodological doubts and the 

objections in principle induce not to consider happiness as the barometer of public action." 

                                          _____Lucie Davoine 

 

b) The Comparative Approach; 

  

 Throughout his critical analysis of the welfarist approach, Amartya Sen suggested assessing 

social situations by considering quality of life rather than just utility or wealth. On the 

one hand, utility, says Sen among many other critics, is too sensitive to adaptation, and on the 

other hand, resources do not pay attention to the particular individual ability to transform 

commodities into well-being. 

 

 Quality of life may hence be better captured with functionings, which Sen defines as “what 

the person succeeds in doing with the commodities and characteristics at his or her 

command.... It is an achievement of a person: what he or she manages to do or to be....” 

 The alternative combinations of possible functioning a person can achieve and from which he 

or she can choose one collection” is called ‘capability’. At any moment, according to his 

situation, his tastes, his life plans, a person may choose some particular functioning among 

the capability set. 

 The wider this set is, the more the individual is free to choose between different lifestyles. 

 

 The use of capabilities as an informational basis to assess quality of life therefore focuses not 

only on the role of commodities in generating well-being, takes into account individual’s 

specific ability to transform commodities into well-being, but also values for itself the 

freedom to choose their lifestyle. 
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 Here as far as this information is objective in the sense that they are observable and 

measurable on a common scale, interpersonal comparisons are meaningful 

 The assessment of capabilities is based on some valuation of lists of different functionings, 

themselves being a vector of achieved doings and beings. Such multi-dimensionality is likely 

to cause moral dilemmas in certain situations, hence to generate substantial incompleteness. 

 For instance, what if I have more health but less education or social relations? A possible 

answer, specific to Sen, is to accept the rankings of social states may be incomplete. 

 Another approach is to gather each functionings into an index by weighting them according 

to their importance 

 The fact that values and weighting are determined by scientists rather than by the individuals 

themselves explains why this approach is often criticized for its paternalism. 

 In contrast, Sen’s position meets certain relativism, in order to give to public deliberation the 

main role in a democracy. 

 Therefore, he refuses to provide a clear list of functionings which could measure well-being 

for everyone on a common scale. It is therefore difficult to implement a mere application of 

Sen’s capability approach since it fundamentally relies on the public debate. 

 As the approach was generalizing, it has yet lost its specificity, which was to pay special 

attention to the value of freedom, understood as the possibility for everyone to live the life 

one has reason to value. 

 

c) The Theory of Equity; 
 

 The theory of fairness or equity theory, including fair allocations theory and even 

applications to public economics, borrowed the axiomatic methods from social choice theory 

and the theory of bargaining to study the implications of equity criteria in the framework of 

Arrow-Debreu general equilibrium model. 

 Different fairness criteria can be contemplated for division rules. 

 The idea of ‘no-envy’ was independently introduced by Jan Tinbergen (1953), Duncan 

Foley (1967) and developed by Serge- Christophe Kolm (1971), Allan Feldman and 

Alan Kirman (1974). 
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 An allocation is ‘envy-free’ if no individual would like better anybody else’s basket. A 

fundamental result of equity theory is such that the competitive equilibrium with equal 

endowments, that is to say equal budgets, satisfies both the criteria of no-envy and Pareto. 

 The no-envy criterion, however, may conflict with the criterion of efficiency. This was 

proved by Elisha Pazner and David Schmeidlerin 1974: no allocation respects Pareto 

efficiency and fairness (as no-envy) in the context of production with unequal skills —in 

other words with production handicaps. 

 This impossibility result can be interpreted as the incompatibility between a principle of 

reward and a principle of compensation. The non-envy test indeed requires that the allocation 

of individuals with identical preferences must be on the same indifference curve. 

  According to the principle of reward, individuals with similar talents should not envy each 

other, since it should not be any different treatment for different preferences.  

 And, according to the principle of compensation, individuals who have identical preferences 

should have the same benefit, eliminating the inequalities due to talents. 

 The theory of equity took up the different challenges welfare economics was facing: 

 First, it’s worth noticing it eventually overcame the Arrovian impossibility.  

 Second, it did reject interpersonal comparisons of utility. Unlike standard economics 

which relies on the model of subjective revealed preferences, welfare is here 

described as an index of resources; and unlike the comparative approach, they still 

keep some account of individual ordinal preferences, which avoids the risk of 

paternalism.  

 Third, the theory of fairness accepts the challenge of value judgments transparency in 

making clear the criteria of justice. 

 


