	Chapter 5 – Equity and social welfare 



Section A
Learning objectives
After studying this chapter you should be able to:

· distinguish between the Pareto and Bergson criteria for a welfare improvement

· discuss Nozick’s entitlement theory and its relevance to the recent history of South Africa

· explain how a redistribution of income can be justified in terms of the theory of externalities

· distinguish between the cardinal and ordinal social welfare functions

· discuss the efficiency implications of policies aimed at redistributing income from rich to poor people.

Chapter outline
Yet another potential market failure concerns the distribution of wealth or income within a community. In Chapter 2 we referred to the black box nature of our benchmark model of general equilibrium – or to the fact that its predictions are basically determined by the initial assumptions on which it is based. The same applies to the distributional issue: the model predicts a particular distributional outcome that is a mirror image of the distribution assumed initially. If the initial distribution is deemed unacceptable, then so too, will be the final distribution.
Answers to self-assessment exercises 
5.1
Discuss the proposition that Pareto optimality is a necessary but not a sufficient condition for a welfare maximum.
Answer (brief guidelines):

·  Explain the third or top-level Pareto condition for an optimal allocation of resources which states the condition under which consumers and producers reach equilibrium simultaneously.
· Show this condition as a point of tangency between a price ratio and the production possibility frontier.

· Explain community welfare by means of community indifference curves.

· Show that the point of tangency signifying the Pareto condition on the production possibility curve does not necessarily coincide with the point of tangency between the highest achievable community indifference curve and the production possibility curve.

· Conclude that Pareto optimality requires operating at a point of tangency on the production possibility curve and that welfare maximisation requires the same but the two points of tangency do not necessarily coincide.

5.2
Distinguish between the so-called Pareto and Bergson criteria for a redistribution of income between rich and poor people.

Answer (brief guidelines):

·  Pareto: Change brought about by policy is justified when it makes at least one person better off, without making anyone else worse off.

· Converse: a policy change that makes one person better off but someone or other people worse off is not justified.

· When in Pareto terms something, e.g. income, is taken away from one person and transferred to another, the party giving up the transferred object may not necessarily feel worse off because compensation may be in the form of:

· The externality argument
· Explain
· The insurance motive
· Explain
· The notion of altruism
· Explain.
· Bergson: Criteria cuts wider and allows welfare improvement even when one or more persons are made worse off:

· The crucial question is whether the gain in welfare by one group is > than the sacrifice of welfare by the other group.
· To determine welfare gains and losses two social welfare functions can be considered:

· The additive welfare function which is cardinal in nature, or

· explain net welfare gains or losses 

· The ordinal welfare function
· explain net welfare gains or losses.
5.3
Discuss Nozick’s entitlement theory and briefly consider its relevance for South Africa.

Answer (brief guidelines):

·  Sketch the Libertarian approach to distribution.
· Place Nozick in this camp.

· Indicate, however, Nozick first two principles:
· Justice in acquisition: Entitlement to things that do not belong to others, except labour

· Justice in transfer: Transfer from one person to another may be voluntary and without compensation expected, example gifts, or through voluntary exchange transactions

· The emphasis is here is on ‘voluntary’.

· In a particular situation these principles may have been violated in which case

· Nozick’s principle of rectification applies. The party that has been harmed by:
· Unjust acquisition, or by

· Unjust transfer is entitled to be compensated to an extent that will cancel the degree of injustice done.

· Applied to South Africa it requires that:
· A time in the past be fixed since when cases of 

· Unjust acquisition and unjust transfers need to be considered for

rectification, in which case it is necessary to determine

the extent of the injustices and the most appropriate level of 
rectification. 
5.4
Explain why altruistic behaviour could provide a Pareto-based justification for a policy of income redistribution.

Answer (brief guidelines)
·  When income is given up in a redistribution programme, those giving up can feel compensated as a result of:
· The externality argument, or

· The insurance motive, but
· They may give up income purely for altruistic reasons.

· This implies a positive effect on A’s utility derived from the fact that A knows he or she has contributed to the improved welfare of B by giving up some of his or her income in favour of B.

· This feel-good experience of A could arise from a voluntary act of giving up by A, but may also be involuntary, like when A is taxed.
· A now derives utility from knowing his or her tax money is used for sound redistribution.

5.5
Distinguish between the ‘additive’ and ‘ordinal’ (or Bergson) social welfare functions.

Answer (brief guidelines):

·  The additive social welfare function: 
· Assumes that utility can be cardinally measured

· Once measured, society’s welfare is the sum total of individual utilities.

· The ordinal social welfare function does away with measurability: 

· Societal or community welfare is now seen as simply a function of individual levels of utilities experienced without these levels having to be expressed in numbers
· Therefore societal or community welfare can be presented with the aid of indifference curves
· Community indifference curves have the same characteristics as individual indifference curves.

· Derive a Utility Possibility Frontier from a Production Possibility Frontier
· Show that community welfare can be biased towards the utility of A or the utility of B
5.6
Discuss the efficiency implications of an inter-sectoral (or interpersonal) policy of income redistribution.
Answer (brief guidelines):

·  Redistribution can have static consequences on the willingness to work in the form of the:
· Income and substitution effect which relates to

· People’s willingness to work longer or fewer hours

· People’s willingness to more or less productively when

· Either a tax is imposed on their income derived from work, or

· A subsidy is paid on grounds of work done.

· Redistribution can, however, have dynamic effects in so far as:

· A tax may inhibit savings and  capital formation and therefore inhibit growth

or
· The absence of the tax may let savings and capital formation go ahead and shift the production possibility curve outwards.

· A redistribution policy, which is intrinsically an equity issue, must thus consider the positive and negative effects from an efficiency point of view.
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