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asserted, and sometimes acted on, the rationale for this

on three
arguments
for the
efficiency
criterion

value judgement israrely spelled out in any depth.
The rationale for efficiency is also neglected in
teaching economics. Students of introductory
microeconomics can expect to learn how to apply the
concept of total surplus, but are not often told why they
should. Thisconcept might beillustratedin criticismsof
rent controls and tariffs on imports— both are argued to
imply reductionsin total surplus. A continuing student
might be exposed to some refinements of the concept of
consumer surplus. He or she may learn about
compensating and equivalent variation, and perhaps
a soabout themoney metricutility function. But although
the student |earns more sophisticated interpretations, he
or sheisunlikely to beexposed to an in-depth account of

paul calcott’
school of economics and
finance, victoria
university of wellington

the reasons why total surplus may or may not be a
suitable goal for government policy or for law.
It is the purpose of this paper to review and assess

Abstract

Economists often suggest that the goal of government
policies should be economic efficiency — interpreted in
terms of consumer plus producer surplus. This paper
evaluatesthreeargumentsfor thisgoa: (i) therule-based
argument (Hotelling, 1938), the separability argument
(Kaldor, 1939) and (iii) the direct argument (Posner,
1985). None of these arguments provides a compelling
reason to adopt efficiency as the only goa of policy.
However, they do help to identify situationsin which it
isareasonable guide.

1. Introduction

Many economists are in the business of evaluating
government policy. They typically assess policies in
terms of economic efficiency. In particular, a policy is
judged to be beneficial if it leadsto an increasein total
surplus — consumer plus producer surplus. Sometimes
economists complain that governmentstoo often ignore
these judgements— perhaps because public sector agents
serve privaterather than publicinterests. But recent New
Zealand policy seems to have been motivated by
efficiency to a remarkable extent (Evans et al, 1996).
Although thedesirability of increasing efficiency isoften

three arguments for the efficiency criterion. These
arguments — the direct argument (Posner, 1985), the
separability argument (Kaldor, 1939) and therul e-based
argument (Hotelling, 1938) — are outlined in section 2.
Objections are considered in sections 3to 5. Thereisa
vast literature on the normative foundations of the
efficiency criterion, which spans eight decades, and |
will makeno attempt toprovideacomprehensivesurvey.
Some narrowing of focus can be achieved by
concentrating onnormativeperspectivesthat areorthodox
in economics — little consideration will be given to
objectionsthat draw on paternalism, extra-welfarism or
concerns about relative standing. Furthermore, some
issues have been well surveyed elsawhere, and only
requirelight coveragebel ow. For example, theparadoxes
involvingreversalsandintransitivitiesand the problems
with refinements of monetary measures of benefits are
well known (e.g. Little, 1957; Graaf, 1967; Chipmanand
Moore, 1978; Blackorby and Donaldson, 1990), and
will be briefly outlined in section 3. | will argue that
these paradoxes and problems are more serious for the
direct argument —which was advanced later —than they
arefor the earlier two arguments, which pre-dated their
discovery. Thereasonisthat thedirect argument takesa
different interpretation of efficiency to the other two
arguments.

Morerecent devel opmentsin optimal tax theory and
public choicetheory raise moretelling problemsfor the
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separability argument, and these developments will be
surveyed in section 4. The rule-based argument has
received lessattention, andinsection 51 will suggest my
ownobjections, rather than survey existingcriticisms. In
section 6, | will concludewithanassessment that although
the arguments are ultimately not successful, they do
suggest some circumstancesin which efficiency should
be taken serioudly.

2. The Concept of an Increase in
Efficiency

The principlethat | am calling the ‘ efficiency criterion’
proposes that government policies be evaluated
according totheir effectsontotal surplus.t Total surplus
provides us with a specific interpretation of the idea of
economic efficiency. 2 If people would together be
willing to pay more for (say) protection of endangered
species than it would cost to provide, then we would
say that such protection would be efficient.

Total surplus is consumer plus producer surplus,
broadly conceived. Although the standard version of
consumer surplusisknowntohavetheoretical limitations,
two related measures — compensating variation (CV)
andequivalent variation (EV) —aresometimessuggested
as defensible aternatives. Your CV for a proposed
change is the amount of money (positive or negative)
that you would have to pay to undo totally the effect of
the change on your utility. For example, imagine that
regulationswereproposed that would reducethelevel of
air pollution. Your CV for thedecreaseinpollutionisthe
maximum amount of money that you would be willing
to pay to get it. Now, in order to define EV, assume that
pollution will not be reduced. Y our EV isthe amount of
money you would haveto receive, in order to bring you
tothelevel of utility that cleaner air would have brought
you to. The thought experiment behind EV is that you
receive a payment instead of, and equivalent to, the
proposed decrease in pollution.

Atthisstagel will not chooseeither CV or EV asthe
correct monetary measure of individual benefit. The
reasonisthat the choice of ameasure may depend onthe
specific rationale for adopting an efficiency criterion.
Specific arguments will be discussed in sections3to 5
below and so further discussion will be postponed until
section 3.

It is one thing to propose a goal for policy that is
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phrased in terms of monetary units. But it is another to
describe this goal as a measure of efficiency. The
implication seemsto bethat total surplusisan extension
to the concept of Pareto efficiency. The definition of a
Pareto efficient state of affairsisfairly straightforward.
An efficient stateis one from which it isnot possible to
make anyone better off without making someoneworse
off. Butthisdefinitiondoesnot really giveusaclear idea
astowhat countsasanincreasein efficiency. A Pareto
improvement isaclear case, but it only givesusa(very)
partial ranking over states of affairs. When a proposed
change makes some people better off and some worse
off, how are we to decide whether it is an increase in
efficiency or not? We could stay with acriterion which
isagnosticabout such changes. But thiswould effectively
disqualify economistsfrom policy advice, asmost policy
changes would have some gainers and some losers.®
Alternatively we could try to construct an index of
efficiency whichallowedfor amorecompl eteranking of
outcomes.

Total surplusprovidesaranking, inwhich monetary
units of measurement are used to compare different
benefits and costs. Consequently, we would expect a
measure of total surplus to satisfy the following two
conditions. The first condition is that it should be
consistent with the Pareto criterion. A proposed change
that would make someone better off, but not reduce
anyone else’ s utility, should be reflected as an increase
in that person’s surplus but no decrease to others
surpluses. The second condition is that the measure
should usemonetary unitsasthestandard of social value
—orinNg's(1984) phrase—it should treat adollar asa
dollar.

There are two ways to interpret total surplus as an
elaboration of the concept of aParetoimprovement. The
firstinterpretationisthat total surplusrepresentsamore
completeordering of social valuethan Pareto dominance.
In order to assess polices that have both gainers and
losers, we need to weigh gains to some people against
losses to others. Total surplus provides such aranking,
inwhich monetary gainstodifferent peoplearegiventhe
same social weight.

A second interpretation of total surplus (Kaldor,
1939) isasan assessment of the potential of theeconomy
to deliver desirable outcomes, rather than a judgement
on the desirahility of the actual outcome. If a change



brings an increase in total surplus, the change is not
necessarily beneficia . Butit doesprovidetheopportunity
for abeneficial change — in particular, the opportunity
for aParetoimprovement. Oneway tothink about thisis
withametaphor of apie. Theideaisthat wewant tomake
the ‘pi€’ asbig as possible. A bigger pie represents the
potential for everyoneto get abigger slice. And theidea
isthat anincreaseintotal surplusisthe counterpart of a
larger pie.

According to the first of these two interpretations,
higher total surplus is beneficia in its own right. An
argument for thecriterion under thisinterpretationwoul d
be direct — it would make the claim that efficiency
embodies the correct value judgements. However, the
second interpretation allows for indirect arguments for
efficiency. An indirect argument would suggest that
government policies be determined by efficiency, even
if other values are important. In the remainder of this
section, three arguments will be presented — the direct
argument and two indirect ones. The implications of
these arguments for monetary measures of benefit will
be examined in following sections.

(@ Thedirect argument (Posner, 1981,1985)

Efficiency istheonly value that should guide policy

(or law). For example, Posner argues that

alternatives such as ‘individualism’ and
utilitarianism are both too extreme, and efficiency
isthe appropriate compromise. He suggeststhat the
efficiency criterion is preferable to utilitarianism
because it requires less redistribution to the poor.
An alternative suggestion to Posner’s is that
utilitarianismisthe‘correct’ value framework, and
it is equivalent to the efficiency criterion if the
marginal utility of income is constant.

(b) Theseparability argument (Kaldor, 1939; Ng, 1984)
Efficiency isnot theonly valueimportant for agood
society. However, other values (such as equity) can
be accounted for separately. They can and should
be dealt with by theredistributional arm of the state.
Other branches of the state should confine their
attention to potential Pareto improvements, which
will (combined with the efforts of the

redistributional branch) result in unambiguous

improvements (Kaldor). Taxesand welfare benefits

can achieve these other goals just as well as other
policy instruments can, and furthermore they
introduce fewer distortions (Ng).

(c) The rule based argument (Hotelling, 1938; Hicks,
1941)
If we implement every possible increase in
efficiency that arises, then eventually everyonewill
be better off, evenif individual changesmake people
worse off.

3. The Direct Argument

A direct argument isonethat directly identifiesefficiency
with social value. Other values such asrights, desert or
equity only have claimson policy to the extent that they
are reflected in efficiency. The direct argument seems
torequiretotal surplusto be an ethical theory initsown
right. And so we would require a coherent monetary
measure of benefit that entails plausible value
judgements. First we consider the prospects for
coherency. Then we turn to plausibility.

) Monetary measures of benefit

areavariety of possible measures of total surplus. Which
measure should we use? Surely our choice of aspecific
measure should reflect our reasonsfor adopting thetotal
surplus approach. Recall that the direct argument seeks
to provide such reasons without appeal to associated
changes (such asredistribution or future applications of
the principle) to deal with other values. Therefore, the
criterion should be applicable to individual policy
changes, without reference to consequent changes that
may compensate for any losses.

We require a measure of benefit that provides a
Pareto consistent ranking of possible outcomes, and
satisfies the principle that adollar isadollar. Consider
aggregate compensating variation. This measure is
neither coherent nor Pareto consistent. CV isnot Pareto
consistent because it is not preference respecting. If
someone prefers A to B, then her measure of benefit for
A should behigher than for B. But thisisnot necessarily
trueif benefitsaremeasuredasCV. Thedefinitionof CV
involves a hypothetical compensation. But in a direct
argument, itisnot suggested that any compensation will
actually be paid. If compensation is not made, then the
EV measureispreferencerespectingbut theCV measure
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isnot (Hause, 1975). CV sfail tobepreferencerespecting
because it is possible to prefer A to B if you do not
have to pay for them, but if you had to pay enough
(compensation) you would (being poorer) prefer
BtoA.4

It seems that an adherent of the direct argument
shouldfavour EVsover CVs. However, neither measure
guarantees coherent orderings when aggregated over
different people. A principleisincoherent if whenin A,
itrecommendsachangeto B, butwheninB recommends
a change to A (or has implications that are otherwise
intransitive). |ncoherence hasbeen demonstrated for the
EV principle, theCV principle, theprinciplethat potential
Pareto improvements should be implemented and for a
variety of related criteria (the Scitovsky/Hicks
paradoxes).® Thisisbecausethey are defined intermsof
changing reference points. The reference state changes
when the status quo changes.

Problems with coherency can be avoided if the EV
measureisamended, by adopting afixed reference point
rather than using the status quo. The result is the so-
called ‘money metric utility function’. Money metric
utility functions can deliver coherent and Pareto
consistent rankings. However, the resulting measures
are somewhat arbitrary. And more importantly, they do
not define benefits that are commensurable with costs
measured in monetary units.

First consider the chargethat the benefits defined by
money metric utility are arbitrary. The problem is the
choiceof thereferencepoint. A past, present or possible
stateof affairsprovidesthebenchmark by which changes
are assessed, and different reference points will be
favourableto differentindividuals. | know of no attempt
to provideaframework by which reference states should
be chosen.®

Second, consider the representation of benefits and
costs. It is straightforward to express the benefits of a
changetoanindividual withmoney metric utility. These
benefits will be in monetary units, but they refer to
money received in the reference state rather than the
actual state of affairs. If the margina value of extra
money differsbetweenthetwo states, then the measured
benefitwill not bedirectly comparableto monetary costs
that areincurredintheactual stateof theworld. Moreover,
if a person’s marginal utility of income varies across
different situations, then it isimpossible to construct a
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measureof valuethat ispreferencerespectingand which
attributesthe same value to extraincomeirrespective of
thesituationinwhichitisreceived (Morley, 1984). But
botharecorerequirementsfor ameasureof total surplus.

The prospects for a direct argument for efficiency
seem bleak. We seem to be faced with achoice between
giving up Pareto consistency and giving up the principle
that adollar isadollar. However, it may be possible to
defend the efficiency criterion. One defenceisto argue
that the marginal utility of income can be assumed to be
constant —and thus that we are not driven to accept that
thesocial value of money isvariable. Thisproposal will
be examined in the following subsection. A second
response is to concede that total surplus will involve
occasiona incoherence and failure to be preference
respecting, but to argue that these will be only minor
problemsin practice.

Perhaps violations of coherency are uncommon,
small and unsystematic. The ideais that the efficiency
criterion might provide areasonablerule of thumb even
thoughit doesnot tell usexactly what weshoulddoinall
cases. Thisdefencewould not bevery compellingunless
we had some idea of what it was a rule of thumb for.
Presumably there would be some coherent underlying
principle, which would not be an efficiency criterion
itself, but would have very similar implicationsto some
interpretation of theefficiency criterionfor most practical
decisions. Thedirect argument for theefficiency criterion
should providesomeaccount of thisunderlyingprinciple,
asitwould presumably appeal tothemoral considerations
that really constitute social value. Two such accounts
will be assessed in the following subsection.

(i)  Normative issues

Thedirect argument proposesthe ethical judgement that
total surplusincorporatesall thevaluesthat arerelevant
to the choice of government policy. There may be some
people who agree with thisview, but there are certainly
many who disagree. One objection to the total surplus
criterion is that it conflicts with equity. The criterion
would suggest that even asmall increasein total surplus
isjustified, evenif al the gainsare appropriated by those
in the highest income brackets and people with lower
incomes becomeworse off. But thereisamoreaarming
implication. The problem is that for ‘normal’ goods,
people are willing to pay more when they have more



money to pay with. Aggregate CV attributesmore*dollar
votes' to richer people. For example, if we wanted to
build a motorway extension, the total surplus principle
would favour a route that caused as little damage as
possible to existing residents. And damage would be
measured in terms of the money that people would be
willing to pay to prevent it. The consequenceisthat the
principle would tend to favour routes through poor
neighbourhoods. There is a rather cynical joke about
this—that the hardest thing about building a motorway
isfinding enough poor peoplewho liveinastraight line.
Takethe case of health care. Some peopl e think that
accessto health care should not be determined by ability
to pay. Indeed, health economics is one branch of the
discipline in which the total surplus principle is very
contentious. Other people are happy for rich people to
get better treatment if they are willing to pay for it. But
perhapsthisisonly whenricher peoplereally do haveto
pay more for premium treatment. It is a rather
uncomfortableimplication of thetotal surpluscriterion,
that rich people should get better treatment, even when
medical careisfree! It seemsthat theefficiency criterion
has implications that most people would disagree with.
| know of two ways that the apparent inequities
suggested by theefficiency criterioncouldbejustifiedin
adirect argument. Thefirstisto appeal to desert and the
second isto claim that everyone has the same margina
utility of income. The appeal to desert makesthe claim
that the well-being of richer people should be a higher
priority because they deserve more. This suggestion is
actually made by Posner (1981, 1985). In particular, he
arguesthat wealth is dueto productivity, and those who
are more productive should be entitled to more
consideration.
| donotwishtoarguethat itisimpossibleto construct
aproductivity-based theory of entitlement. However, |
cannot see how Posner’s appeal to productivity can
rehabilitate the efficiency criterion. One reason is that
his conception of productivity inherits any incoherence
that the efficiency criterion has. This is because he
identifiesproductivity withwealth creationandidentifies
more wesalth in society with increased efficiency. So
productivity does not provide an independent and
coherent metric of val uethat efficiency canapproximate.
The second problem with Posner’ s account isthat a
person’s productivity does not have a very close

association with his or her wealth. This means that the
efficiency criterion would fail to approximate a
productivity-based principle of desert (Dworkin, 1980,
p 211). Posner recognises that luck also playsarolein
determining income. More seriously, so does
redistribution by the state. If we are to take Posner’s
appeal to productivity seriously, we would have to
launder out the impact of progressive taxes and welfare
benefits on incomein ng socia vaue. If citizens
really deserverewardsproportional totheir productivity,
then redistribution of incometo poorer peoplewould not
bejustified. But if it was redistributed, then the CV's of
themost productive peoplewoul d bebiased down by the
decreaseintheir incomes. Accordingtothetotal surplus
principle, monetary measures of benefit suchasCV are
tobeaccepted at facevalue. Consequently, theefficiency
criterion would have a systematic bias against the rich!
Total surplus would be such a major departure from
entitlement that it could be in no way considered a
reasonabl e approximation — except perhaps when there
is no redistribution of income.

By 1985, Posner had conceded that most peoplehave
ethical viewswhich conflictwith hisproposal. However,
he did not think that the problems with coherency were
serious. By 1998, he had abandoned the project of
defending efficiency — or any other value — as a
societal goal.

A Paretian SWF is another possible underlying
framework that total surplus might be a rule of thumb
for. Fromthisperspective, theefficiency criterionwould
be an approximation that involved errors to the extent
that different people had different (social) margina
utilities of income. Actually, if each individual had a
fixed marginal utility of income, many of the problems
raised in the previous subsection would not arise.

The position that people have constant marginal
utilities of income is not plausible.” For example,
marginal utility of incomewill generally be affected by
price changes. Prices determine to a large degree what
can be purchased with income. Another problem is
raised by the example of insurance. The demand for
insuranceis conventionally explained with referenceto
risk aversion, which implies that an individual would
have a different margina utility of incomein different
states. If the value of extra money was as high during
misfortune as in other occasions, then there would be
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little point in buying insurance. But even risk neutrality
doesnot imply that an extradollar hasthe samevaluein
every situation. If well-being can be represented as
expected utility, then the marginal (expected) utility of
income depends on the probability of survival —unless
extramoney has as much valueto uswhen we are dead!

Thedisregard of theinterpersonal differencesinthe
marginal utility of income is probably the most
contentious feature of the efficiency criterion from the
perspective of a SWF. It is often suggested that adollar
has a bigger impact on utility when received by a poor
personthanarichone. Theimplicationsfor redistribution
should be qualified to account for any distortions and
costs with redistribution of income. But unless the
system of taxes and welfare benefits is social welfare
maximizing, there will be some bias in applying the
efficiency criterion.

Itisdifficult tofind someonewhoiswillingtoclaim
that actual taxes are at their welfare maximising
rates. Indeed, as tax and benefit rates are changed as
governments change, a general statement that they
are optimal would seem naive. Some voters may
believe that tax schedules and benefit rates are
currently acceptably close to the ideal, so that the
marginal social value of adollar isapproximately equal
for all people. But others will disagree. Furthermore,
some policy changes may have significant effects
on marginal utilities of income. Consequently, tax
ratesmay be suboptimal after achangeevenif they were
optimal before.

It seemsthat voters should not find direct arguments
persuasive, unless they believe that their values will
bereflectedinthegovernment’ sredistributional policies.
But thegovernment isin adifferent position. If officials
propose certain policies, on the grounds that they
wouldincreaseefficiency, thenitwould seem capricious
to reject such advice on the grounds that tax rates
are suboptimal. If the government really believes taxes
and benefitsshouldredistributemore, lessor differently,
then presumably it hasthe power to remedy thisdirectly.

Although wehavenot found an argument that avoter
must find persuasive, we have the beginnings of
an argument with some cogency for government
politicians. However, the argument is far from
complete. Furthermore, asit appeal sto associated changes
(i.e. the redistribution of income), it is an indirect
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argument. Indirect arguments are addressed in the
following two sections.

4. The Separability Argument

The separability argument, unlike the direct argument,
does not rule out values that are independent of
efficiency. But it suggests that they be dealt with
separately —with monetary redistribution. Thisargument
isaddressed to people (or at |east to governments) who
subscribe to a variety of different values. We might
disagree about how progressivetheincometax schedule
should be. But according to the argument, we should
agree that tort law, the provision of public goods and
the decision to privatise should all be determined by
efficiency aone.

() Separability in first best worlds

The core of the separability argument can be expressed
with the metaphor of the pie. Increasing total surplusis
described as ‘making the pie bigger’. The division of
the pieisviewed as aseparateissue. A bigger pie makes
anew division possible, inwhich everyone getsabigger
dlice than they otherwise would have. If the division of
the pie (redistribution of income) can be entrusted to
someone who will make correct decisions, then we do
not need to know what these decisions are, in order to
accept that alarger pie will be beneficial.

With the separability argument, the metaphor of a
larger pie is interpreted as a ‘potential Pareto
improvement’ (PPl) —achangethat if combined with a
suitable redistribution of income, would leave everyone
better off. Consequently, the separability argument has
two steps — the identification of increasesin efficiency
with PPIs, and the identification of PPIswith increases
in social welfare. These two steps are most
straightforward when we assume that lump sum
redistribution is possible and is entrusted to a perfectly
benevolent agent. Neither assumptionisplausible, but it
will be useful to examine the structure of the argument
under these assumptions, before relaxing them in the
following subsection.

Consider thefirst step of the separability argument —
the connection between improvementsin social welfare
and PPIs. Imaginethat apolicy wasproposed, say atariff
cut, that would beapotential Paretoimprovement. If the
policy was adopted, then there may be adverse



distributional consequences. But a benevolent
redistributer can be trusted to deal with such
consequences. She will ensure that the highest possible
level of socia welfare will be reached, of all those that
can be reached by redistributing income. And because
thetariff cut isassumed to be aPPI, the highest level of
social welfare that can be attained is at least as good as
a Pareto improvement over the status quo. We do not
require that a Pareto improvement over the status quo
will actually result —there may be something even better
than this. But there will be someimprovement in social
welfare as a conseguence of the policy. The conclusion
is that under the assumption of benevolent lump sum
redistribution, any PPl will be beneficial.

Although any PPI is beneficial, it does not follow
that any beneficial changeisaPPl. Thisisbecausethere
aresomeincreasesin social welfarewhich arenot Pareto
improvements. Furthermore, just as with the direct
argument, we have problems in defining a coherent
measure of efficiency. PPIsare subject to the Scitovsky
paradox —it ispossiblefor achangefrom A toB tobea
PPI, and the change back to A to aso be one.

Thedifficultieswith coherency are not asseriousfor
the separability argument as they were for the earlier
argument. The Scitovsky paradox reliesoncompensation
not actually beingpaid. If theredi stributer acted according
to coherent Paretian values, then she would have
redistributedfrom A or woulddo sofromB (if thechoice
between A and B was subject to the Scitovsky paradox).
Consequently, economists applying the efficiency
criterion would not get a chance to reverse their
recommendations (Little, 1957, p 98; Chipman and
Moore, 1978, p 580).

The intransitivity of PPIs could, however, raise
problemsfor the choice between two policy changes. It
is possible for both changes to be PPIs over the status
quo, and for both to be PPIs over each other. In such a
case, appedl to the concept of a PPl cannot determine
which of the options should be chosen. The conclusion
appearsto be that once we move away from the context
of binary choices between the status quo and a single
aternative, PPIs are neither necessary nor sufficient to
establishwhichpolicy optionispreferable. Thisweakens
the first step of the separability argument.

Now consider the second step in the separability
argument: the identification of PPIs with increases in

total surplus. What istheappropriate measureof surplus?
The sum of EVsis not a plausible candidate, because
unlike CVs, EVs are not defined with reference to
compensation. As a PPl is defined in terms of
compensation for losers (and gainers) the CV seems a
more promising choice. If aggregate CVsarelarger than
costs, thenthissuggeststhat thegainerswoul d bewilling
to pay enough to fully compensate any losers, aswell as
covering costs. But unfortunately, a PPl cannot be
completely characterisedintermsof standard CVs. This
is Boadway’ s paradox.

The point of Boadway’s paradox is that a policy
change that would increase aggregate CV need not be a
PPl (Boadway, 1974). The reason is that CVs are
conventionally defined under the assumptionthat prices
arefixed at level sthat result fromthe policy change. But
if compensation was actually made, prices may change
(again) and anticipated purchasesmay not beaffordable.
So the aggregate CV criterion may be satisfied by a
changethatisnot aPPI. Itispossible, however, todefine
a monetary measure of value which is positive if and
only if the proposed change is a PPl (Blackorby and
Donaldson, 1990). But this measure is quite different
from conventional measures of efficiency.

Both thefirst and the second steps of the separability
argument seem problematic. Higher total surplus is
neither necessary nor sufficient for higher social welfare
to result. But these problems might not be too serious.
The separability argument doesnot requiretotal surplus
to beacompelling ethical framework initsownright. It
does require redistribution to be guided by such a
framework, but we do not need to know what it is. The
efficiency criterion would just be a guide to policy
choice when monetary redistribution is conducted in an
ideal fashion. Perhapsit is a more serious problem that
thedesignandimplementati on of monetary redistribution
falls short of the ideal suggested by the assumptions of
lump sum taxes and benevolent redistribution. The
consequencesof relaxing theseassumptionswill now be
considered.

(i)  Separability in second best worlds

Redistributers are not always able to identify the losers
from policy changes. This is another reason that an
increasein total surplus need not be agenuine PPI. For
example, imaginethat a* user-pays policy isintroduced
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for national parks. It may be a PPl if perfect lump-sum
redistributionispossible. But if we cannot identify who
the losers are (plausibly those with strong tastes for
outdoor activities), then it may not be possible to
compensate them (cf. Little, 1957, p 95). If
compensation is offered, then people have an incentive
to claimit, even though they had no desire to go hiking.
Although there may be enough gainsto compensate the
losers if we know who they are, there is no guarantee
that thereisenough to provide compensation at the level
that would restore aloser to her original level of utility,
to everyone who claimsit.

Of course, it could still be beneficia tointroducethe
user-pays policy. But to make that assessment, afurther
value judgement must be employed. In practice,
policymakerswill often make ajudgement that thereis
not a strong case to protect the losers from a proposed
change. For exampl e, the government will not generally
takeit upon itself to redistribute from citizens who like
green jellybeans to those who prefer red jellybeans. As
aresult, therewould beno objectiontoremoving subsidies
on the red ones or taxes on the green ones.

More generally, the separability argument isweaker
when we consider costs and distortions due to
redistribution.2. Economists tend to view the use of
distortionary taxes as being a result of the imperfect
information available to tax authorities. But whatever
the reason, the consequenceisthat the amount by which
the size of the ‘pie’ will be increased depends on how
much redistribution will accompany the change. In
general, thereisnot aclean separation between efficiency
and equity.

Although costs of redistribution do not strengthen
the separability argument, it is possible to describe
circumstances in which they do not weaken it either.®
Imagine that al citizens are identical except for their
earning capacities. Thegovernment wishestoredistribute
from those with higher abilities to those with lower
abilities, but it does not know the ability of any given
citizen. So instead of making taxes depend on ability,
they depend on income. Effectively, thetax scheduleis
a menu of pre-tax and post-tax income combinations,
wherehighability citizenschooseto earnhigherincomes
and so pay moretax.

Imagine further that there is another programme
witharedistributive purpose—say, afreemedical check-
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up for everyone who earns under $20,000. As citizens
only differ by their levels of productivity, we might
suppose that all citizens who earn income |, will be
identical. Let CV(l,) betheir CV for losing afreemedical
visit. If this in-kind redistribution does not meet the
aggregate CV test, then the programme should be
terminated and replaced with an amended income-tax
schedule. Thetax bill for anyonewho earns| should be
reduced by CV(1,) if | is under $20,000 and unchanged
otherwise. By definition, this will leave no-one worse
off. Furthermore, so long asone' s CV isnot affected by
one's productivity, there will be no effect on labour
supply incentives. But government revenues will be
higher after thechange. SoaParetoimprovement should
be possible.

This example involves some strong assumptions —
that productivity does not affect CVs, that citizens are
identical apart from productivity and that compensating
for aterminated programme with tax cutsis politically
possible.’® Thefirst two of these assumptions will now
be briefly discussed. The third assumption will be
addressed in the following subsection.

The first assumption isthat CVsare not affected by
income earning ability. Thismeansthat the government
programme would have the same value to high ability
people (when earning low incomes) as to low ability
people. In the standard model, in which incomeis only
afunction of ability and labour effort, thismeansthat the
programme does not provide a service that is
complementary to labour effort. It is possible to argue
that day care, basic health care and education are all
complements to labour effort and that this provides a
rational efor government programmesthat providethem
(Blomquist and Chritiansen, 1995; Boadway and
Marchand, 1995; Cremer and Gahvari, 1997).1

The second assumption is that productivity is the
only difference between citizens. This is clearly
implausible. However, as the jellybean example
illustrates, not all differences between citizens are
considered ethically relevant. But somedifferenceshave
clear implications for well-being, and so may be
considered relevant by those whose values can be
represented by Paretian SWFs. Sen (1985), whosevalues
cannot be represented with such a framework, argues
that theconsequencesof commaodities(and henceincome)
for well-being depend on a variety of factors. These



factors include health status, pregnancy, knowledge,
locationand socia links(pl7). How canthesedifferences
weaken the separability argument? Perhaps, income
taxes are not the most effective way to redistribute
between citizens of different types, when the different
types are not different capacitiesfor earning. There are
at least three reasons why this might be so.

Thefirst reason isthat other policy instruments may
be able to target different types of citizen in ways that
income taxes cannot. Blackorby and Donaldson (1988)
provideasimpleexample. They assumethat individuals
differ only according to their hedth status. In their
model, health status does not affect labour supply
decisions, and so redistribution through incometaxesis
ineffective. But unwell people signal their ‘type’ with
their demand for health care. So a subsidy for medical
treatment may be an effective way to redistribute to
people with higher medical need. As Blackorby and
Donaldson emphasise, optimal provision of health care
will generally violate the efficiency criterion.

The second reason is that it may be clumsy to
customize taxes in the light of information received
about individual people. The scheme suggested by
Blackorby and Donaldson, like simple income taxes,
doesnot requiredirect information about citizens' types.
Redistributionistiedto actionsof theindividual, suchas
earningsor healthcareutilisation. But directinformation
is sometimes available. Doctors, teachers, judges and
social workerslearn about theneedsand situationsof the
peoplethat they deal with. Perhapsthey should usethis
information in their everyday decisions, so that specific
forms of help are targeted to those who need it most
(Calcott, 2000). In many cases it would be
administratively costly and clumsy for thisinformation
to instead be relayed to the officials who administer
income tax or welfare benefits.'2

The third reason to use alternative instruments for
redistribution isthat sometimesit is best to use amix of
instruments. One consequence of heterogeneity within
ability classes is that sometimes people of different
abilitieswill earnthesameamount of income. Evenif we
areonly concerned to redistribute between ability types,
it may not be prudent to use information only about pre-
tax income. Income isanoisy signal of earning ability,
asit isalso affected by effort and job characteristics. A
progressive income tax will redistribute not only from

someone who receives high pay in virtue of inherent
talents, but also from someone who holds down two
jobs, or who is paid a premium for dirty, dangerous or
unpleasantwork. Furthermore, notall incomeisdeclared
to thetax authorities. Asaresult there may beacasefor
broadening redistributional efforts to a variety of
instruments rather than only using income taxes and
welfare benefits.® For example, government
programmes could be designed to provide more benefit
tothosewho arelesswell off, andlegal rulescan be used
toredistributebetweenindividual swithdifferentabilities
(Sanchirico, 2001).

(iii)  Compensation and political economy

Although the separability argument is not applicablein
all cases, it does not seem credible that it never would
be. Surely, heterogeneities and complementarities are
not always crucia in defending policies that do not
satisfy the efficiency criterion. Sometimes taxes and
welfare benefits really are the best way to redistribute.
This suggests that the separability argument, and hence
the efficiency criterion, may be applicable to a subset
of policies. However, it is possible to be nervous about
even this limited application of the argument, because
governments so infrequently adjust taxes and benefits
to compensate for terminated programmes. Indeed, itis
embarrassing to teach the separability argument to
economics students, becauseitisso hardtofind plausible
exampleswhere losses have been fully compensated. Is
there some disadvantage with, or barrier to,
compensation that the separability argument has
neglected?

Goldfarband Woglom (1974) suggest onepossibility.
They arguethat theefficiency criterionisonly appropriate
when redistributional policies are continually updated.
But aschangesare (for institutional reasons) infrequent,
the efficiency criterion should be amended. Another
possibility is that it is important to keep income tax
schedules simple, to ensure that they are easy to
understand and difficult to *game’. Perhaps the type of
compensation envisaged in the separability argument is
too complex to be practicable.*

In stating the separability argument above, an
assumption was made that there was a ‘benevolent’
redistributer. This is not a reasonable assumption for
citizensto make. But perhapsitisharmlessmetaphor for
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the government to use, when it is trying to choose the
most beneficial policies — including distributional
policies. After al, the government can change the tax
and benefit system if it so wishes. However, it is not

an innocuous assumption if the government does
not completely determine the implementation of
policies. Public choice theorists have argued that
principal agent problems restrict the ability of
governments to implement policies. If bureaucrats are
opportunistic, thenit may sometimesbeprudent toreject
policies which would increase total surplus if
implemented optimally. This complication does not
constitute an objectionto the efficiency criterion, only a
caution that it should not be applied naively. However,
this line of argument does suggest an objection. The
traditional focus of the economics of bureaucratsis on
opportunism in frustrating the efficiency goals of
governments. But opportunism might alsobeabarrier to
redistributional goals. And redistribution without
opportunismmight benecessary tojustify somepolicies
that would increase total surplus.

Theability of government actorstodeterminepolicies
may berestricted, not only by the actionsof bureaucrats,
but also by other political actorssuch asvoters, lobbyists
and other politicians. For example, if a policy would
require a future redistribution in order to justify it, the
present government might refrainfromthepolicy because
it did not have confidence that future governments
would implement the redistribution (Besley and Coate,
1998).

In the preceding discussion of political issues, we
have drawn on public choice theory. But this theory is
not a natural one in which to evaluate the efficiency
criterion. Although founders of public choice theory
haveexpressed doubtsabout thecriterion (e.g. Buchanan,
1974), questions of policy evaluation are difficult to
address meaningfully in this approach. The problemis
that policy choices are endogenised in public choice
theory —i.e. predicted rather than prescribed. However,
some public choicetheorists believe that their approach
does permit arolefor normative analysis—so long asit
deals with the structure in which policy is determined
rather than individual policy choices. One possibility is
to adopt a constitutional framework in which policies
wouldbeadoptedif (andonlyif) they satisfy theefficiency
criterion. It is difficult to imagine that such a proposal
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would be practicable. But in the following section, we
examine whether it would be desirable.

5. The Rule-based Argument

Each individual application of the efficiency criterion
can be expected to have losers as well as gainers. But
thelosersthistime may be gainers next time. If we take
every opportunity to increasetotal surplus, then perhaps
everyone will be better off eventually. Conseguently, it
could be argued that the policy process should be
organised according to the rule that policies be adopted
if and only if they increase efficiency. Thisistherule-
based argument.

| have classified the rule-based argument asindirect
as it does not suggest that increases in efficiency are
desirableinthemselves. Rather, itisParetoimprovements
that are considered intrinsically beneficial . Although an
individual increase in efficiency may not be desirable,
losses may be compensated by future gains. Asthe size
of the pie’ isincreasing with every step, the portion that
any givenindividual can expect to get after many steps,
may plausibly be bigger than it was originaly.

Thisis a pragmatic argument. As aresult, it is not
particularly vulnerabl etotheproblemsthat theefficiency
criterion haswith coherency —solong asthey areminor.
In some cases the rule may be frustrated because of
reversals. Wemightinterpret theruleasindeterminatein
such cases. But if the Scitovsky paradox applies to a
sufficiently small proportion of the PPIs that we can
implement, then they will eventually be swamped. We
would still have arule that was workable in most cases
and which (hopefully) would lead to everyone being
better off.

Althoughtherule-based argument doesnot requirea
perfectly coherent measure of surplus, the choice of a
measure is not free of problems. The argument seems
strongest when dealingwith changesthat unambiguously
increase the productive capacity of the economy. We
would not want to block technological advances every
time there would be an adverse impact, however small,
on anyone’ slivelihood. But unambiguous advances are
only asubset of possibleincreasesintotal surplus. Other
types of changewill aso be classed asimprovementsin
efficiency, and thisis so whether we choose to measure
benefits in terms of CV, EV or money metric utility
functions.



Recall the metaphor of the pie. It is clear what it
means for a pie to be bigger. It is not so clear for an
economy. Consider aneconomy withuncrowded beaches
and mountains but few theatres and restaurants. Does
this represent a bigger or smaller ‘pie’ than one with
thriving arts and restaurants, but an unprotected natural
environment? That might depend on whether you prefer
cultural activitiesor outdoor pursuits. Or under thetotal
surplus interpretation, it depends on which form of
recreation people would bewilling to pay morefor. But
that meansthat achangeinthedistribution of income (or
population shares) between different types of people
could change which outcome was deemed more
‘efficient’. Unlikethesize of apie, wedo not haveaway
to characterise the total value of the economy,
independent of how its rewards are distributed (Graaf,
1967).

Someworryingimplicationsof theefficiency criterion
were noted in section 3. It may increase total surplusto
ensure that new roads are built through poor
neighbourhoods and to redirect medical care to richer
people. Insection4, it wasat |east conceivabl ethat these
apparent inequities would be compensated for with
monetary redistribution. But now losersmust beconsoled
with the prospect of further increasesin total surplus—
whichmay al so bebiased against thosewithlow incomes.

Therule-based argument should not be persuasiveto
either governments or voters. It only deals with the
choicebetweenimplementing noincreasesin efficiency
andimplementing themall. If wevalueequity, wemight
wish to implement some of these increases (those with
costs in terms of equity that are not too high) but not
others. Different normative perspectives could imply
different ‘filters' for proposed policies. The filter
suggested by the direct argument may be preferable to
filtering out all potential increases in efficiency. But it
doesnot suggest afilter that people with awide range of
perspectives would agree to be best. Therefore voters
and governments can reasonably reject the rule-based
argument on egalitarian grounds.

Although the argument does not provide areason to
adopt the efficiency criterion which is compelling to
people who subscribe to egalitarian values, it could
concelvably be successful initsown terms. Perhapsthe
efficiency criterion would be the appropriate choice if
we wished to abstain from specific judgements about

distributive justice, and were only confident to
recommend Paretoimprovements. For example, it might
bebelieved that interpersonal comparisonsof utility are
not legitimate. Unfortunately, the rule-based argument
does not succeed on these terms either.

If wewishedtochooseacriterioninorder tomaximise
the chance of an (eventual) Pareto improvement, then
theefficiency criterionwould not bethebest choice. The
first problemisthat if older people areamong thelosers
in thefirst round of changes, then they may not survive
long enough to benefit (sufficiently) from future gains.
To increase the chance of a Pareto improvement, we
should modify theefficiency criterion by putting alarger
weight on losses to older persons. Secondly we should
be wary of large or correlated redistributions of wealth
(Little, 1957, p 95). For example, by dismantling the
welfare state we might increase efficiency, but it is
plausible that a significant humber of people would
incur such large losses, that any future gains would be
insufficienttocompensate. Thirdly, toincreasethechance
of an overall Pareto improvement, the well-being of
thosewho incurred lossesin earlier rounds, should have
greater weight in subsequent rounds.*

Whether the choice of a policy framework isto be
chosen with reference to a comprehensive ethical
framework, or whether it is only to be designed to
increase the probability of a Pareto improvement, the
rule-based argument is unsuccessful.

6. Concluding Comments
In general, policy evaluation draws on both value
judgements and predictions about consequences. The
efficiency criterion offers the tempting prospect that
consideration of value judgments can be radically
simplified. In particular, it suggeststhat social value can
be assessed in terms of an unweighted sum of private
monetary valuations. However, such an approach does
not provide a coherent framework initself. It could still
be an approximate guide, if it was supported by amore
general framework. However, none of the arguments
considered above provide a framework that suggests a
compelling reason to adopt the efficiency criterion.
For some policy choices, the facts of the matter are
so compelling that there would be agreement about the
best choicefromawidevariety of evaluativeframeworks.
In such cases, the use of the efficiency criterion would
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not be problematic. But in other casesthereisarange of
widely-held value judgements that would suggest
different policy choices. Conseguently, adviceabout the
efficiency consequencesof the various optionsneed not
be crucial in determining policy choices.

Although none of the three argumentsis successful
in justifying the efficiency criterion, the two indirect
argumentsdo makesomeimportant points. Animportant
lessonfromtheseparability argumentisthat redistribution
isoften best conducted explicitly withincometaxesand
welfare benefits. Governments might well examinethis
possibility before accepting a redistributional role for
other policies. A lesson from therule-based argument is
that the redistributional impacts of different policies
need not be judged in isolation from each other. The
overall impact of acollection of policiesmay bebenign,
even if someof theindividual policieshave undesirable
effects. However, neither lesson givesareasonto accept
unqualified appealsto efficiency as compelling reasons
to adopt proposed government policies.
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Endnotes

1

This issue is principally normative. It is quite a
different issue, which policies will actually
be adopted.

Although | believethisiscommon usage, especially
among economists, it is not universal. Sometimes
the term ‘efficiency’ is used only to refer to Pareto
optimality.

And in cases where there is a Pareto improvement,
it may not be unique. There could be a variety of
Pareto improvements from the status quo, none of
which would be a Pareto improvement over
the others.

For example, consider a person who is faced with
the choice between a 1972 Chevrolet and a 1992
Toyota Corolla. He might favour the Chevy on
aesthetic grounds, but the Corolla on the grounds
of lower petrol and maintenance costs. If this
person’s income was too low, he might choose the
Corollaif hehad to pay for the car. But if hewasto
be gifted the car he might prefer the Chevy. The
reason isthat he could afford the petrol and upkeep
costs if he had not spent money on a car.

The essence of the Scitovsky paradox is that the
margina utility of incomemay change. Thisisoften
motivated in terms of price changes. But the
following example does not involve prices. Imagine
that anuclear plant must be built near either of two
persons. Each has utility (3-NP)O(x-1), where NP
isoneif the plant is near and zero otherwise, and x
isincome. A person’sincome (x) is 8 if the nuclear
plant isnear, and 4 otherwise. Costlessredistribution
of income is possible. Imagine that the plant is to
be built near person A. Thereisapositive aggregate
CV for moving the plan to be near B. But then it
would raise aggregate CV to moveit back toA. See
Little (1957) for amore extensive disussion.
Furthermore, it is not possibleto define areference
state with perfect precision. Thisisaproblem even
when the status quo is the reference state, as
Kennedy (1981) emphasi ses. Another way inwhich
measures of total surplus are arbitrary is identified
by Brekke (1997). His point isthat a change in the
numeéraire can alter the conclusion about whether a
proposed changeisjustified.

Ng, who is generally sympathetic to the efficiency
criterion, has suggested two examples of plausible
factors which could lead to variation of margina
utilities of income—oneisage (1992) and the other
is whether one lives in a rural or urban
location (1985).

This was anticipated by Hicks 1939, p712.
Variations on the following argument have been

10

1

12

13

14

15

made by Hylland and Zeckhauser (1979), Shavell
(1981) and Ng (1984).

The argument al so assumes that the tax authorities
know how CVsare affected by incomes. But if they
do not know this, it is hard to imagine how they
know that the programme is inefficient.

However, this consideration might be balanced
against the value of having clear unitary goals
(missions) for ingtitutions (Tirole, 1994).
Furthermore, it would be naive for such providers
to assume that income taxes or welfare benefits
would be adjusted in response to any change
they made.

A related point ismade by Kelsey (1988) who argues
that when instruments have uncertain impact it is
generaly preferable to use avariety of them rather
than just one. Sanchirico (2001) argues that it will
be generally preferable to increase social welfare
at more than one margin.

Another possibility is that the government gains
political advantage by disguising redistribution in
programmes, rather than making it explicit in
income taxes. But this would not provide a clear
ethical reason to use programmes rather than taxes.
In fact the concept of a Pareto improvement is not
applicable if the composition of the population
changes. It makes no senseto ask if someonewould
be better off in astate of affairsin which shedidn’t
exist. But the adoption of thetotal surplusrulewould
certainly have an impact on which people will be
born in the future.
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