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(1

The purpose of our study consists in a critical analysis of
Professor A, C, Pigou's welfare concezi end propositions in the
light of fdezs held by his predecessors as well as the concept of
economic welfare as developed by later economists, Much of the
controversy on the sublect, after pudlication of the first edition
of Pigouts famoue treatise in 1920, centered round concepte which
according to critica were beyond the scope of any sclentific study.
More light hze been thrown on it in subsequent years and it 4s now
generally agreed that the deficlency of the concepte did nat lie
g0 much in a leck of acientific content as in their vegueness due
to the absence of rigorous and unambiguous definitions, One can,
with some force, argue that many of our economists,snd Pigou 1s no
exception, have formed their ideas without paying muich attention
to their basic assumptions, Ir consaguence, there are numerocus
propositions in economic literature, including the field of welfare
economics, which wonld have been at least diffcrently worded, had
the writers bheen conscious of their hidden assumptions, Post-Pigovian
literature on welfare economics has been highly useful at least in
one respects that is. in giving a sharper edge to the basic postulates
and luying emphasis on their significance, Considered 4in this
perspective, the scope of the present esaay 1s not limited to the

exclusive cons}dsraﬁ}gn'of Pigou's fdens 9“,'91f9?°“b9§ extengs Eg
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the appraisal of his work in the light of a comparative zpproach based

on & discussion of various hypotheses at issue.

Pigou's ideas on welfare first appeared in a book called WEALTH
AND WELFARE in 1912, Containing essentielly the seme materisls, tut
with some major changes, THE ECONOMICS OF WELFARE was published in
1920. Three subsequent revised editions appeared in the years 1924,
1929 and 1932, We shall cezl with Pigou's welfare economics as
presented in the latest edition (1931), unless otherwise mentioned,

Pigon's treatise in a sense occuplies a unigue place in the |
history of welfare economics, Many of the classicists, though not
without exceptions, hailed laissez faire and free competition as

unmixed boons to soclety., Maximim welfare was supposed to be the

result of the working of an inviaible hand without any conscious effort

on the part of individuals striving their way toward it, Ve shall
notice that all classiciets weré not optimists; there were pessimists
too., But probably before Pigou's treatise on welfare was published,
there had not been any systematic treatment of the rétionale of free
competition. Pigou showed that free competition would maximese
welfare, if there were no divergences between marginal private and
marginal sociel net products. But there were ample instances under
a regime of free competition (let elone monopoly) which signified
departures from optimum allocation or maximum welfare, There was a
lot of scope for improvement in & laiesez faire economy. But
individuals could not be relied upon to accomplish that improvement:

the intervention of the state was essential for the correction of

_maladjusvments, In fact, tines had changed since Adam Smith and David |

|
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Ricardo, Many social problems emerged on the wake of the lndustrial
revolutien which also brought tremendous material prosperity. An
economist writing at that time could not but feel, to some extent,
sceptic about the benefits of free competition. Pigou's treatise was
a fitting testimony to the change in attitude brought about by social
chenges which a conscientious thinker of his calibre conld not over-
look, It was not a revelt against the pfeaching of classielsts: while
remaining within the classiclsts! fold, Pigou warned against the type
of loose thinking which mekes one extol laissez faire, to the utter
neglact of its darker aspects. Pigou helleved in the efficacy of free
competition, tut not without qualifications. He pointed out that theref
were spheres of maledjustment between private and soclial good where
the state could profitably oferate in the general interest.

This explaine why Pigou could not be satisfied with a formal :
statement of welfare propositions, He maintained throuzhout an
uncommon practical interest and avoided abstraction of the magnitude
characteristic of a few preceding and many succeding economists, In
factual contents, his book excelled any other work on welfare economics;
Apart from a conslderation of welfare propositions, on a theoretical |
level, Pigou discussed the practical problems raised by lsbor and alﬁo t
the various ways in which distribution of national dividend could be
geared toward more equality without destroying incentive, and thus iner:
increase welfare, It will not be possible to discuss all the facets
of Pigou's welfare economics within the short compass of our study, We,
shall maihly deal with his welfare propositions, specially those

relating to the distribution of resources. ' No attempt will be made to

i
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undertake a thorough going analysis of his practical recommendations,
b which of course, follow from his theoretical analysis,

f In the rest of the Chapter I, a brief presentation of welfare

‘ economics before Pigou will be made, In Chapters II, III, and IV,

. we shall deal with Pigou's welfare concept and propositipns. In

{ Chapters V zand VI, the salient features of Post-Pigovian welfare

H economies will be discussed. And in the concluding Chapter VII, it
is proposed to present an evaluation of Pigou's ideas en welfare

in the light of those held by his predecessors and successgors,

(11)

1t is found helpful to consider welfare implications of Pre-

r Pigovian economics under three different groups, namely:

: (1) English classical approach, based on the writings of Adam Smith,
Jean Baptiste Say, David Ricardo, Thomas Rebert Malthus, and John
Stuart Mill.

(2) Continental classical approach, as reflected in the writings of
Vilfredo Pareto, Leon Walras and Enrice Bavene.

(3) Neo-classical approach, preeminently represented by Alfred

ﬂ Marshall.

It 1s not proposed to go into the details of ideas held by emech
| of the above theorists, Our main object is to bring out the signifi-
i cant conclusions bearing on welfare as revealed in the writings of
groups as broadly classified.

| In dealing with classical economics, economists have taken a

_twofold position. Some express the view that the main concern of the

B LUV N ———




clagsicists is to show that the equilibrium process of the free market
will lead to & more efficient allocatien of resources among different
industries then .state interference. The other view is that classicists 
were more concerned with the technical problem of increasing physical
productivity than with the economic problem of rational allocation of
resources, While both these trends of thought are traceable to clas=ical
writings the éentral principle is provided, Hla Myint1 observes, by

the technical concept and not the scarcity concept. The scarcity

concept came into prominence only after the marginal revolution,

In the WEALTH OF NATIONS, Adam Smith? refers to two nejor
determinants of the size of annual produce or national dividend: (1)
the skill, dexterity and Jjudgement with which labor is generally
applied and (2) the proportion between the number of those who are
not so employed. ZExtending the area of the market as a result of free
trade and division of labor are two powerful means by which the
primitive economy may develop, Both these factors were considered
Primarily in the 1light of their technical petentialities of increasing
the size of national dividend.

"Perhaps one may say." Hlae Myint observes, "that the
difference between the modern concept ¢f free competition

and Smith's is that the former is a method of tightening

up the allocative efficiency within a given productive

framework, while the latter is a method of widening the

area of the economy,"

It cannot be sald, however, that Smith was not aware of the existamnce

1. Hla Myint, THECRIES OF WELFARE ECONOMICS, Barvard University
Press, Cambridge, Mass, p. 2.

2. Adam Smith, WEBATH OF NATIONS, E. Cennan Ed., p. 7 '

3. IBID, p. 3~4. i
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of subjective consumers’ gains in the modern sense. In analysing the
benefits of division of labor, he pointed out that apart from physicsal
productivity, there was a further class of gains. "It gives & value
to their superfluities by exchanging them with something else which
may satisfy a part of their wants and increase their enjoyments.“u
In extolling the virtues of increased production, Smith evidently
had in mind the resultant increase in consumers’ satisfaction,

"He seems to assume ilmplieltly that under normsal

conditions, i.,e,» in the absence of shortage or glut,

the consumer's satisfaction from a commodity may be

regarded as depending on its value-in-usesy as determined

ty its inirinsic physical properties, This amounts to

assuming that quantities of satisfaction are roughly

proportional to quantities of physical products,.

This assumption very well explains why the techniecal problem of
increasing productivity and not the allocation concept was the main
concern of Adam Smith,

After Smith, J. B, Say and Malthus made important sdvances in
the demand approach. BSay consistently expounded the view that
production is creation, not of matter but of utility, and contributed
to the provlem of allocation but it was systematised anly after the
evolution of the marginalist school, Maltlus wae interested in the
influence of total effective demand on the volume of employment, To
him, wastage due to glut was more important than wastage due to
maldistribution, With the advent of Ricardo, the physiczl epproach

in classicel economics was reinforced and reached its climex in the

views expressed by John Stuart Mill.

4,  Smith, IBID, p. 413-
5- Myintn OP. CIT.j P L}‘o
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Ricardo centered his attention on the broad problem of distri-
buting resources between consumers' goods and producers' goods with
a view to expanding the total volume of ecoromic aclivity and arrived
at conclusions different from those of Adam Smith, According to
Smith, increasse in investment or the proportlon of resources used
for productive purposes meant an Increase in the demand for labor,
This would ralse wages above the subgistence level and stimulate
the growth of population. Capitel accumulation for Smith was zalways
2 boon resulting in an increase in population and opening up enormus
scope for diviéion of labor with a conseguent rise in productivity.
Riecardo did not share Smith's optimism; this d4s due to his discovery,
slpultaneocnsly with Malthus and a few other economists, of the
prineiple of diminishing returns, The prospect of increasing pro-
ductivity with increase in the volume of labor, land remaining
constant, was to him an unacceptable proposition, Contrary to Smith,
Ricardo held the idea that under conditions of diminishing returns.
there would be a determinate limit to which population would expand
marked by the stationary state. Increased lebor applied to marginsl
lands would raise the price of corn. Since resl wages could not fsl1
below the minimim subsistence level, money wages would rise andlower
the rate of profit. Stationary state would be reached with a zero
rate of profit which would destroy a1l incentive to capital accumla-
tion and expansion of economic activity, "Thus the emphasis was
shifted from the absolute scale of social production to the social

net product or the 'net revenuef which increased at a diminishing
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w6 From this, it followed

rate as the scale of production is expanded.
that the aim of economic policy lay in increasing the net social pro-
duct rather than the absolute scale of social output.

Another dissident view among the classiclists was that of Malthus
who stressed the importance of demend on economic activity. According -
to him, there was no sutomatic mechanism which equated demand to supplyn
and attempt at economic expansion by capltal accumulation would result
in a glut long before Ricardo's statibnary eguilibrium was reached.

While Ricardo adhered to the physical cutput approach. Malthus
consldered the implications of demend on the economic system, The
central theme, for both of them, was the dynanmie probiem of economic
progress, not the concept of alloéation in the static sense,

With J. S, Mill, technological considerations became predominant
with a consequent emphasis on the physical avproach. Under the-heading
"Production', technological problems like divieion of labor, different
laws of returns in agriculture end industry, relative merits of large
and small scale production etc, were discussed and digtribution and
exchange were considered as secondary factors whose role was to
distritute national dividend as determined by immutsble phyelcal
laws according to existing soclal institutions. The bearing of exchange
on the size of the national dividend was not recognised, To quote his
own words,

"The laws and conditions of production of wealth partske

of the character of physical truths. There is nothing
optional or arbltrary in them. Whatever mankind produce,

IBID:» P. 7.

i
i
|
|

|
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mst be produced in the modes and conditions imposed

by the constitution of external things and the inherent

properties of their bodily and mental structure., The

opinions, the wishes which may exist 19 thegse matters

do not control the things themselves,”
Regarding capital accumulation, Mill argued that the excess of
production above the physicel necessities of producers offered the
upper limit to savings. The size of nationzl dividend was regarded
as a determinate function of national capital.

Mitl explicitly formmleted the ideas implicit in the minds
of most of classical economists that gquantities of consumers!
satisfaction might be assumed as being roughly proportional to
quantities of physical products and therefore, a greater quantity of

physical ovroduct or maierial wealth would be normally more preferable

, to a lesser quantity.

We shall conglude the:.classical notion of economlic welfare
with a briéf note on the role of free competition in classical
economics.

"A purely allocative interpretation of the classical
theory of free competition,” Hla Myint observes, "is basged
on very selective ewidence" and "it is only when free compe-
tition is further reinterpreted as an auxiliary instrument
of dynamic economic progress that it fits in with the
fundamental classical outlook on the economic problem and

- glves ag organic unity to their theoretical system as a
whole, ™

Smith dealt with the concept of free competition as the alloeator
of resourees within & given closed economy. He demonstrated how

free competition in thé produet market will equate the demand and

7 Mill, J. S., PRINCIPLES OF POLITICAL ECONOMY, Ashley Ed, P 199—200#

8. Myint, OP, ,CIT, ,p. 53.
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supply of each commodity and eliminate abnormal profits in any

perticular industry.
"Phe natural price." Spith observes, "is, as it were,
the central price to which the prices of all commodities
are continually gravitating, Different accidents may
sometimes keep them suspended a good deal above it. But
whatever may be the obstacles which hinder them from settling
in this center of repose and continuance, they are constantly
tending towards it.#
Smith alse discussed monopolies as one of the permanent obatacles
to the attsinment of competitive equilibrium which derange more or
less the natural distribution of the stock of society. The effect
of free competition on the factor market was zlso analysed by him,
Free entry into industry, Smith observed, would assure the
allocation of factors among different industries in such z way as
to equate not only money earnings but the whole advantages and dis-
advantages in all these industries, Thus even though Smith's treat-

ment was not logleally as stringent as those of the continental

economists, it cannot be sald that he 1gnored the problem of

allocation, This doses not contradict, however, our central proposition,

that free competition for the classicists was more an agency of
dynamic economic progress than an allocator of resources,

Smith consldered competitive equilibriuﬁ sgainst the background
of the gecular tendency of the economic system to be in an advancing,
stationary or declining condition, Thus natural price

Ii-it‘:eself varies with the natural rate of eachyof its component

perts, of wages, profit and-rent; in every society this rate
varlies according to thelr circumstances. according to their

RERELIE; | S
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circumstancess according to their riches and poverty, their
advancing, stationary or declining condition, "0

Smith again states that population can be kept increasing by
maintaining a rising level of wages and advocates an increase in
the rate of capital accumulation to raise normal wages above the
minimam subgsistence level, Bearing in mind the fact that contiuudug
capital accumlation within a country will ultimately lead to the
exhustion of investment opportunities; Smith writes, |
"fhe acquisition of new territory. or new branches
of trade, may sometimes raise the profits of stock
and with them the interest of money, evenin & gountry
fast advancing in the acquistition of riches.”

In Book II of the WEALTH OF NATIONS, Smith strongly advocates
capital accumulation as a means of increasing savings and expanding
the total volume of economic activity., It may not be far from the
truth to say that free competition as conceived by Adam Smith was
not & mechanism of &llocation of resocurces, btut a widening process
which facilitates the expansion of economic activity., This is more
or less true of the other economists of the English clagsicel

school, Now we proceed to the discussion of the theory of general

optimum as developed by continentel economists.

(111}

The continentsal approach to welfare economics as expressed in
the writings of Pareto, Walras, Barone and cthers congists in a

departure from the physical level of analysis and a formulation of

10. IBID., p. 65. ;
11. IBID:’ P- 95-




the concept of subjective optimum based on the law of diminishing
marginsl utility. The impact of the theory of marginal utility on
continentel welfare economics is quite clear, It replaced the
classical economigth' first approximation that quantities of consumers!
satisfaction were proportional to quantities of physical products and
consequently emphasised the importance of the probtlem of allocation

of resourses.

There were three main gaps in the classical formulation of the
problem of allocation, Emith demonsirated how right quantities of
goods would be produced under free competition, but he did not show
they were to be optimally distributed among the consumers. Secondly,
Smith had shown how right quantlties of resources would be zllocated
to different industries, but he did not consider the problem of right
proportion of dififerent factors in the production of & commocdity and
the right output of each individual producer. Thirdly, in English
classical economics, the relation between the equilibrium in the con-
sumers! market and the equilibrium in the producers' market was not
clearly worked out, These problems were tackled ancé incorporated
in the theory of general optimum by continental economists with the
twin device of diminishing marginal utility theory and the marginal
productivity theory.

Pareto refined the utility theory and consequently the meaning
of maximisation of consumers' satisfaction, According to older
conception, utility was regarded as a measuradle function of the
quantity of a given commodity admitting of the arithmeticsl properties .

of addition and subtraction, Pareto chenged thls spproach by intro-

= % T s o b e e
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ducing the concept of the "index of ophelimite," or the indivicdual's
position of preference as determined by the alternative combination

of different commodities at his choice., Instead of accepting the
controversial notion of the sum of individual satisfactions, he defined-
the optimum as a situation where no single individual can move to a
more preferred position without pusking others to less preferred
positions.,

Pareto observed that competition produces a maximum collective
utility regardless of the distritution of income and even if the utilities
of different individuals were not considered to be comparable, If the H
original position is one of equilibrium under perfect competition, then
no possitle variations, granted the existence of a fixed quantity of
resources and a given technology, would constitute an improvement,

In an excellent article, written in 1908, E. Baronel? devel oped
in greater detail Paretian conditions of optimum, specially relating
to the planning of production under collectivism,

The Paretian theory of optimum refined by the Italian economist
Barone 1s methodologically an improvement over the classicel formulation.
¥hile the English classicists were more concerned with the dynamics
of economic progress, Pareto started from a given state of arte and
given resources anc deduced optimum conditions of allocation with a
logical rigor. At the same time, Ae gave a new connotation to perfect
competition. Free competition of English classicistes as an

instrumentality of economic progrees is not exactly the same as

12. Barone,» B., THE MINISTRY OF PRODUCTION IN THE COLLECTIVIST STATE.;

in COLLECTIVIST ECONOMIC PLANNING, F. Hayek Bd, London 1935 .
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Pareto's perfect competion with its optimum yielding properties demanded
by the logic of his analysis.

We shall not attempt here a treatment of Pareto's optimum
conditions. We shall later see that the new welfare economics developea

by J. R, Hicks, A, Lerner and others is Paretian in fundamentels.
(I7)

Under neoclassical notion of welfere economics, we shall consider
the views expressed by its celebrated representative, Alfred Marshall.

The neo-classical economics was influenced both by the English
classical tradition and the marginal revolution. While the economists
belonging to this group accepted the marginal utility analysis, they
also retained the classical labor theory approach to the conerete
content of the economic problem. Thus while accepting the marginal
utility theory, they would not carry it to its logical conclusion and
analyse economic activities as directed to the satisfaction of given
wants. They qualified these wants as those belonging to the material
aspects of 1life, capable of belng brought into relation with the meanur#ng
rod of money. Thus, while there was a definite economic connotztion to:
the definition of wants, they wers supposed to be varisble and not
fixed. The neo~classicists were aware of the economic problem of
rational distribution of a given quantity of resources, but their
interests extendel to a discussion of institutional forces which have
a bearing on the supply of resources. Instead of azccepting them as

data given by exogenous ferces, they dealt with the technical aspects

of production and the problems of idezl supply of labor and capital

I
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required in a given state of soclety, Finelly., the partiel enelysis
method with its emphasis on selectlion and concentration of concrete
’"‘ gi details of particular sectorg of the economic system is a typical out-
come of the neo-classicel aprroach. The neo-classiclsts differed from
the classical presumption of general economic harmeny by pointing out
concrete cases where laisgez falre did neot operate toward soclal

ﬁ interests. In Pigou's treatment of the problem, this cpproach reached
| its climax, though it connot be strictly satd that he arrived at his

é conclusions on the basis of a partial analysis,

‘ With this genergl background about neo-classicel economics, we
can pass on to a discussion of Marshall's ideas on welfare, In
Marshgll's writings is found a fuslon of verious itrends of thought.

He was too practical an economlist to be precccupied with a strictly
statie anslysis, He deslt with factors which for many continental
economists were data given by_exogenous forces, Marshgllt!s views on
the progressive nature of man led him not only beyond the classical

g material level of anzlysis, tut also beyond the purely subjective
level based on the assumption of given wants,

Coming to Marshall's specific views on welfare, it should be
noted that he developed the concept of surplus, He regurded surpluses
| as "the benefit which the individual derives from his opportunities or
from his environment; or to Eesort to a word that was in common use a
n | few generations ago, from his conjuncture."3 This definition is
| rather fague and as 1t stands, the surpluses would bhe in the nature

|

;i -

!{ of absolute maghitudes. Marshall, however, later used the term to
I

5) 13. Mershall, A., FRINCIPLES OF ECONOMICS, p. 125,

i R B o e
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_mean the opportunity to buy a particular commodity at a given price,

On the basis of this definition, it is possible to analyse the loss or

gain experienced by the individual due to a movement from one price

quantity situation to another, There are ample indications that Marshall

tried to analyse the concept of agegregate surplus, the excess of the
sum of satisfactions over the sum of dissatisfactions which accrue

to the community from economic causes, But he did not think it

practically possible to arrive at an estimate of aggregate surplus and

had recourse to the idea of partial surplus, The partial surplus
analysis does not relate to the economic welfare of the community as
8 whole in s given situation; it is concerned with net changes in
economic well being due to given changes in particular sectors of the
economic system, the rest of the system being assumed constant,
Marshall defined consumeris surplus as “the excess of the price

which he would be willing to pay rather than go without the thing

over that what he actually does pay.“14 .Consumers‘ surplus is measured

on the assumption that marginal utility of money 1s constant, The

device of consamers! surplus is used by Marshall teo analyse the effects

of tax or bounty imposed on a commodity. In the case of an industry

obeying the law of constant returns, he proposed non interference,

- becamse in the case of & tax the loes of consumers' surplus and in

the case of a bounty, the galn in consumers' surplus would be less
than the amount received as tax or spent on subsidy. 3By simillar

reascning, Marshall showed that imposition of tax on industiries




obeying the law of diminishing returns and gubsidising those obeying
the law of increasing returns would incresse welfsre.

The obvious defect in this line of reasoning is that Marshall 1
ignored the factor of producers! surplus. He, however, was aware
of the existance of producers' surplus.

To sum up, classical yelfare analysis was mainly based on a
physical level of analysis, with consequent emphasls on increasing
pbysical productivity. Pareto and Barone developed the concept of
subjective optimun based on the problem of rational allocation of a
given quantity of resources. This analysis was considerably 1nf1uenced:
by the marginal revolution., Neo-classicists steered a middle way while .
accepting the doctrine of marginal utility, they had a practicel |
appreach chgracteristic of the clascicists,

Professor Pligou was one of the neo-classicel economists, It will
be clear, 25 we proceed with a discussion, of his welfare economics,
that he was influenced both by EZnglish classicimta and continental
economists, Without being methodologically rigorous and faithful to

English tradition, he arrived at the conditions of the general optimum,
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i . CHAPTER I

PIGOU'S CONCEPT OF WELFARE

(1)

The central theme of this chepter is Pigou's approach to the

problem of measurement of welfare, Starting from a subjective
definition of welfare as states of consciousness, Pigou arrives
through a chain of reasoning to fhe objective concept of mational
dividend. Successive generalisations involving the relationship
ﬁetween general welfare and economic welfare, desires and satisfactionsi
are made in coursge of this analysis, Thus a change in economic wel-
E fare is assumed to influence in the same direction gzeneral welfare,

? Link is established between economic welfare and national dividend

! through the media of satisfactions, desires. and money demand, Pigou
% is conecious that his generalizations are not based on any logliecally
|

!

] rigorous proof; he uses them as convenient practical approximations,

E The econcept of economic welfare is to Pigou of immense practical
ﬁ importance, While economists like Pareto and Barone and more

! raecently J. R. Hicks, Oscer lLange, A.P. Lerner and others apmroach
the subject withous going into a discussion of the controversial

i notien of ethical value Jjudgments and formulate their welfare
propositions in a more or lees ethically neutral from,» Professor

? Pigou expresses the opinion that the main motive of economlic study
is to help social improvement,

Pigou distinguishes between two kinds of studles, light-bearing

,HEEQMEE?§E:?§931353ﬁFE?ﬂ?Pject of one 1is knowledge for lts own sake,

. i
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and the object of the other is knowledge for the sake of good things
to which it leads. At one end of the scale, he says, is the most
general sclence of all, metaphysice, the science of reality, which is
principally light-bearing., On the other hand, the fruit-bearing
aspect 1g more prominent in the sclence of biology, human physiology
and specially the social sciences which deal with groups of men.
Pigou emphasizes the practical msefulness of the study of economies,
"When we elect to watch the pley of imman motives that

are ordinary--that are sometimes mean and dismal and jignoble--

our impulse is not the philosopher's impulse, knowledge for

the seke of knowledge, but rather the physiologist's, knowledge

for the helping that knowledge may help to bring."
From thie, howeeer, we should not jump to the conclusion that Pigou ¥
considers economics to be an art. to enunciate precepts of
government, He is clear about the scientific content of economics
when he says, "It is a positive sclience of what is and tends to be,
not a normative science of what ought to ve."% Mhe pragmatic
importance of economic science, agéin, does not congist in confining
its enquiry within the bounds of immediately relevant practical pro-
blems, Such a narrow approaech 1s likely to hamper investigstions
that might ultimately bear fruit. What is meant is that economists
should not put on the mantle of pure mathematicians whose function
is to explore implications. On the other side are sciences, such
as physics, chemistry, and blology which are concerned with actualities;

Choice of essential form of economic science should be guided by the

realistic type of experimental sciences. "We shall endeavour to

l., ©Pigou, A, C., ECONOMICS OF WELFARE, 4th ed,, Macmillan & co, Ltd,
2, 7 IBID, p 5. London, 1932 p. 3. i
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elucidate, not any generaliged system of possible worlds but the
actual world of men and women as they are found in experience to

ba.“3

(11)

Before undertaking the analysls of the problem invelved in
the measurement of welfare, Pigou distinguishes between welfare in
general and economic welfare, He lays down two propositions: First,
Pthat the elements of welfare are states of consciocusness, and perhaps
their relations; asecondly, that welfare can be brought under the
category of greater and 1533."4 The field of economics, he says,
is restricted to "that part of social welfare which can be brought
directly or indirectly into relation with the measuring rod ofmoney."5 .
This is designated as economlic welfare, The question may be reised
about the relationship between economic welfare end welfare as a
whole., Plgou observes ﬁhat economic welfare will not serve for a
barometer or index of total welfare, On the other hand, other
components of welfare remaining the same, an increase or desrease
in economic welfare will correspondingly raise or lower welfare as a
whole., This is, however, based on the #ssqution that there is no
correlation between economie and non-economie components of welfare,
which might not be true. Thus Pigou considers the development of
character and emotionelly balanced individuals én the oasm:hand and

of gkilled personnel on the other. The first is welfare of a

3. IBID.
LI’. IBID.' po 10.
5.

IBID., p. 11.
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strictly non-economic sort while the latter is economic to the extent
that it leads to an increased production of goods and services, DPigou
obgerves that concentration of efforts upon economic welfare embodied
in the second may result in an unconsclous sacrifice of non-economic
welfare embodied in the first. He states two principal casés in which
economic causes may react on non-economic welfare. First, mode of
earning income will leave 1its 1mpact upon non-economic welfare, Thus
it is an interesting intellectual exerclse to anayse the comparative
effects of the cottage system and the factory system ushered by |
industrial revolution on economic and non-egpnomic welfare. Secondly,
the manner in which income is spent will affect non-economic welfare.
Some acts of consumption have a debaslng and some other an elevating
effect, though they may yield‘equal satisfaction, Distinction may

be drawn between the satisfaction produced by literature, art, public
museuns, otc., and that produced by alcoholie drinks., The first is
definitely superior from the point of view of total welfare,

Thus there can be no rigid inference from economic to tetal
welfare, On broad considerations, Pigou formlates a propositien
which may be considered as hig first approximation to welfare, The
effect of an economic cause on total welfare is probably eguivalent
in direction though not in magnitude s to the effect on economie
welfare, unless there is any specific evidence to the contrary, If
the proposition is valid, economic science is likely to furnish a
powbrful guide to practice, Since the effecta of economic causes are

likely to be, to some extent, dependent on non-economic circumstances, ﬁ

an additional assumption is made, W"Caussl proposition im economics cani

it

]
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only be laid down subject to the condition that things outside the
pconomic sphere either remain constant or, at least, do net vary beyond,

certain defined limits."6
(111)

To explain the nature of economic welfare, Pigou discusses
desires and satisfactions. Economic welfare is defined broadly to
consist "in that group of satisfactions and dissatisfactions which

can be brought into relation with a money measure."?

But money pay-
ments are not directly assoclated with satisfaction, but indirectly
through the medium of de¢sires and aversions. Pigou argues that there
1s not necessarily a positive correlation between intensity of desire
(which is measured by price) or utility and satisfaction. For the
moat part, however, this clircumstance is thought to he of mincr
importance, A second proposition &bout welfare can, then, be
formlated in terms of desires and satisfactions.
"Phe ratio between the intensities of desire that an

individual feels for & pair of goods is approximately equal

to the ratio between the amounfs of satisfaction which their

possession will yield to him."
Pigou considers this true of a large segment of economic behavior
and he cites only one important exception. ™"People distribute their

regources between the present, the neasr future and the remote future

on the basis of a wholly irrational preference.“9 Present pleasures

or satisfactions of given magnitude are preferred to future

6. IBID, p. 21.
' 1BIDs p. 23.
8, IBID.
p. 2h. : g




gsatisfactions of equal magnitude, leading to & distortion in the
distribution of resources, Pigou suggests that some differentiation
in favor of saving leading to the creation of capital, would increase

welfare,
(1v)

Pigou's attempt to find out some category which can serve as a
quantitative measure of welfere leads him to the discussion of national
dividend, The two concepts of national dividend and economic welfare
he regards as co-ordinate, The causal nexus is roughly as follows:

(1) increase in national dividend involves the fulfillment of an
increase in aggregate desire, (2) an increase in satisfaction “rom
ecoromic causes results in an enhancement of economic welfare, (3) an
increase in fulfilled desire leads to increased satisfaction, (4)
inceeased ecoromic welfare will serve as an approximate index of
increase in welfare as a whole, We have dealt with the last three
stages inthe preceding sections and the meaning of the first step as
expressed here may now be slaborated.

Pigou defines national dividend as ®"that part of the objective
income of the community including, of course, income derived from
abroad, which can be measured in money.“lo He says that sgome arbitrar-
ness is introduced in defining the concept with respect to the money

measure, Sdrictly logically speaking, mational dividend should

include the whole annual flow of goods and services. But difficulties |

10, 1IBID. p. 31,




are insuperable in measuring such a national dividend. Pigou. therefore.
takes a position of compromise: first, national dividend ineludes all
goods and services which come under exchange and also the services thatf
& man obtains from a house owned and inhabited by himself, and secondlys
the standard definition stated above should not be rigidly interpreted;.
it is modifiable to take account of osher factors when conditﬁons demand
it, |

There are certain implications in the above definition of national
dividend, TFirst, value of both finel goods and intermediate produets
should not be included under national dividend., That would involve
double counting, becmuse value of final goods tekes account of the
value of intermediate products, Gifts against which no service is
rendered must be excluded. Incomes in the form of o0ld age pensions
and special war pensions, interest on war loans, income obtained by
forece or frand, Pigou observes, should not come under national
dividend. Treasury receipts of income tax and death duties are not
to be counted, as they areleékoned &8s such in private hands, On the
other hand, if incomes are counted only after some taxes arepaid,
depending upon the fiscal system of the country, those taxes should
be included under national dividend. The egsential prineciple is that
double counting must be avolded., Finally, Pigou observes, customs and
excise duties ought to be counted becamuse of théir effect on prices.
They ralse prices and unless aggregate money income is also inflated
proportionately, aggregate money income divided by prices would not
give a true picture of the real income of the country. é

The _qgﬁwgontroversigl element in the measurement of national

SN 1§

N
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E dividend is net capital formation. Since national dividend 1s the sum

% total of goods and services produced in a particular period. we have

% to deduct the loss undergone during the process of production by the

; capital equipment inherited from past periods. This loss inherent in

| the productive process includes wear and tear due to use, weathefing

% by lapse of time, and other insuperable risks and excludes destruckion

i by "act of Goed or the king's enemies®. Pigou concludes that "the

; maintenance of capital intact requires that all ordinary physical

deteriorations in the capital stock should be made good."11 The

second important point is that replacemént may not necessarily be of

the particular type of capital which has been used up. The loss in-

ﬁ curred is measureable in terms of money =znd maintenance implies the

replacement of value losses--not of all value losses-~but replacement

of such value losses as are caused by physical losses described above,
After national dividend has been defined, a discussion of the

é relation between national dividend and economic welfare seems to be

i in order. Pigou adopts the Marshallian definltlion of national dividend

as the aggrégate of goods and services produced during a period minus

fthe decay and demolition that the stock of capital undergoes."

} Frofessor Irving Fisher, on the other hand, ldentifies national

dividend with those gzoods and services, and those only that come into

f the hands of ultimate consumers, Fishers! definiﬁion. says Pigon, is

wseful only when we are intsrested in the comparative amounts of economic

welfare of a comeunity obtaining over a long series of years., But the

11. 1IBID, p. 46,
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question he considers germane to his enquiry is the effect on economlic
welfare as a whole produced by economic caused acting on economic
circumstances. As newly produced capital equipment embodies total
consumption and total satisfaction, though they may be spread over a
number of yearsg, it should be counted as a part of the current national
dividend.

The next problem taken up by Pigou is the measurement of changes
in the size of national dividend as an index of changes in economic
welfere., TFirst of all, it is postulated that the size of the group
whose welfare is under study is constznt., Measurement of national
dividend by means of a physical reference is impossible when the pro-
duction of some goods is increasing and of some decreasing, We must
have recourse to money which serves as a common denominator, Provided
tastes of end distribution of purchasing power among consumers do not
change, dividend in period II 1s greater that in pericd I if the
monetary demand for items added to the dividend of the second period
exceeds the same for items subtr#cted from the dividend of the first
period, When tastes and distribution of purchasing power change, a
situation which is cleser to reality, the welfere prOposifibna atzted

above is valid only in & relative context: it can be formulated in
terms ef elther period I or period II taste and distribuﬁion of pur-
chasing power, Pigou‘; third approximation to economic wglfare may
then, be stated as follows:

"From the point of view of period I, an increase in
the slze of the dividend is a change in its content such
that if tastes in period II were the same as those pre-
vailing in period I and if the distribution of purchasing

_... JDower were also the seme as prevailed in period I, the
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group would be willing to give more money t0 conserve

the items added in period II than they would be willing

to give to conserve the items that are tsken awsy in

period Il.......From the point of view of period II an

increase in the dividend is defined In exactly analogous

wayse From an absolute point of view an increase in the
size of the dividend is a change which constitutez an
increase from both the above two pointe of view., When,

of two dividends, one is larger from point of view,of one

period and the other from that of the other, the fwo are,

from an absolute point of view, incommensurable.”

Reality does not allow ¥hat theory demands. Aggregate money
demand for the things contained in the dividend of any period is an
unworkable conception, It imvolves the addition of consumers'
surpluses derived from each commodity. But only quantities and
prices of various sorts of commodities are available in practice.
Again, those quantities and prices correspond to the tastes and
distribution of purchasing power of the different periods under
consideration and we have no means of knowing what price stracture
would have been obtained if tastes and distribution were constant,

Hence, the utmost we can hope for is a measure which will be independent

of the actual taste and distribution of purchasing power during the
periods under review, but which will be valid provided they are
constant,

Let 0y and C, represent the national dividend (in physical sense
and net in monetary sense) and I, and I, money income in period I and
period II respectively. Let Xi and xf stand for amounts and ji and

fp% for prices. the subseript i (1+1,2,3,.....n) denoting n commodities

and subscripts 1 and 2 referring to period I and period II respectively,

.12, IBID, p. 54, =~ e i
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Generally 111 # If and pi %pf. Then, if purchases were arranged in both

the periods in the form C; represented by Cll and 012. where the second

subscript refer to periods, we have,

N
c 1, 5yl
12 2 S1h

-
-

a2
‘n L ‘S’I} By
and if purchases were arranged in both periods in the form C, denoted

by 021 and 022. we get

i

i T2 1 i
| Caz I, 2. Py

|

n 2 2

Ca L, )X
The following conclusions may be drawn:
(1) If both 01_2 /"‘;'Gll ? 1 and 022 / 021 7 1, an increase in nationel
dividend and hence economlic welfare is indicated,
(2) If bvoth 0y, / Cj3 < 1 and C,, / Gy & 1. & decrease in nationsl
dqvidend and economic welfare is indicated.
(3) If Gy5 / €1y 7 1 and Coo / Gy & 1y or vice-versa, increase or
i decrease in national dividend is true only in 2 relative sense, and
} no conclusion can be made in absolute terms,
i

i
In the two algebraic expressions written above, Ils}:xﬁ Py and

i 2 2
' 12=z]{i py S0 thiit they can as well be written in the form

-
- C1p / Oy = I/ YA o _
1 ]
Cpz [ Cp = Xé Py [ Ip.
In actusl practice, quantities and prices of all eommoditiss produced
during different periods are not available and hence the messurement }

of changes in national dividend as suggested by the second form is

_impossible., The expression lej p]{ / Z!t]i piamizg p]'! / E_ﬁ pi as

Mmoo _
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obtained from the first form can, on the one hand, be approzimated
through the construction of index number based upon a representative

sample of quantities and prices.
(V)

We may review, at this stage, some of the important ideas involwed
in Pigou's concept of welfare. His maih generalizations, as st forth
above, can conveniently be summarized as follows:

(1) Economics is a science of welfare; in other words, the main motive
of economic study is to help soclal improvement,

(2) Change in economic welfare will probably indicate change in the
game direction of welfare as a whole,

(3) Price ratios which measure the ratio between intensities of desire
can be regarded as a rough approximation to the ratio between satisfac-
tions yielded by different commodities.

(4) Chenge in national dividend. as defined, serves the purpose of an
index of change in economic welfare,

It seems there are two trends of thought in Pigou's definition of
economics as a .sciende of welfare. In one sense, it is concerned with
generalizations about and as such an explanation of economic behavior
that we experience, This 1g precisely what Pigou means when he compareg
economics to the other experimental sciences, He discusses the limita-.
tions in generalising about economic behavior. TFirst, "the relations
nl3

which have to be determined are extremely numerous. Whereas in

13 IBID» p. 8.
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physics or chemlstry a few laws cover a significant range of their
respective fielda, the number of laws is too meny in economies, Secondly,
experimental method is not feasible in economies, simply because its
subject matier is living and free men. Thirdly, time is an important
factor in economic behavior in so far as the constants undergo change
through time, On the other hand, the laws of physics or chemistry are
not influenced by time, The whole trend of this discussiOn suggests

that economics is supposed to perform, though imperfectly (in so far

as its laws cannot be put in strictly preciéﬁ quantitative form) the

task which experimental sciences perform.

The other sense which is more relevant to his welfare ideas is
evident when Pigou considers the study of economics as leading to social
improvements, To serve thls purpose, more than an explanation of pre-
vaillng economic behavior seems to be necessary, Unaccepiance of some
of the human motivations from the standpoint of welfare and substitu~
tion of some meaningful goals in their place and thelr impaest on other
variables of the economic system become the subject matter of study.
Pigou's emphasis on the importance of ends is clear when he sayss

. %1% is not wonder, but rather the social enthusiasm which
revolts from the sordidness of mean streets and joylessnees of
withered leaves, that is the beginning of economic science.®

The economist here emerges in the role of =z reformer,

In what sense, if amy, can economies be regarded as a science

of welfare? "Economics," according to Lionel Robbing, " 1s concerned

with that aspect of behaviour which arises from the scarcity of means




to given ends; that in so far as the achievement of any end is dependent
on scarce means, it 1s germane to the preoccupations of the economist.“¥5
As regards the question whether economists should pronounce upon the
valldity of ends. Robbins observes.
"It does not seem logically possible to associate the two

studies in any form but mere Juxtaposition. ZEconomics deals

with ascertainable facts, ethics with valuations and obligations

The two fields of enquiry erewpbinthe same plame of discourse.old

Robbing is perfectly valid in distinguishing between positive
economics and welfare economics on the ground that *There is no lbgicali
connection between the two types of generalizations,® ’ Pigou seems |
to have inherited from his predecessors the notion of economics as a
sclence of welfare, 1In so far as we restrict under the term welfare
perticolar value judgments about which no generalizations can be made
in the sclentific senses we necessarily narrow the field of economies.
Evidently, different systems.can be bullt up on the basis of different
value judgments and both comes under the purview of economics. Again
many of the ends and human motivations may not have any usually
accepted welfare connotations, tut that does not preclude them from
their being considsfed in an sconomic¢ study so long as the essential
criterion of scarce means 1g satisfied,

Economice, then, is not a sclence of welfare unless the term

welfare covers the whole universe of ends. This, however, does not

15. Robbins, L., AN ESSA¥ OF THE NATURE AND SIGNICANCE OF ECONOMIC
SCIENCE, p. 124,

16. IBID., p. 148. i

17, IBID. ?

3L,




imply that welfare economics is unetlientific; it is normative and is,

therefore, a branch of ethics. This idea is based on an extremely
narrow view of the nature of science,

it 1s a legitimate exercise of economic analysis to
examine the conseguences of verious value judgments, whether
or not they are shared by the theorist, just as the study
of comparativeethice is itself like any other branch of
anthropologyess..1t is only fair to point out. however, that
the theorem enunciated under the heading of welfare economics
are not meaningful propositions or hypothesis in the technical
—_ sense. For they represent the deductive implications of
assumptions whifh are not themgelves meaningful hypotheses
about reality.t 8

Welfare was intimately associated with posltive economics in the

ninds of classicists, Mach of modern welfare economics "merely makes

explicit the criteria which were implicit in the works of classical
economista,.....

in msking these criteria explicit., mahy vulgar and
dogmatic prejudéces, masquerading as the truths of economies
have been exposed; and the consequent re-analysis have
placed the findings of the science on a much sounder basis,
01d dogmas of economic policy, presumably true fop all times
and places, have been shown tobe valid only under certain
cércumstances, "19

Pigou'ts discussion of the relationship between total welfsre

and economic welfare leaves a considerable room for doubt and contro-

versyl Evideatly no scientific gemsralization claiming universal
acceptance can be made and the universe of discourse here is not

strictlyspeaking economics, but largely ethics, Pigou admits the

18, Samuelson, P, A,, FOUNDATIONS OF ECONOMIC ANALYSIS, Cambridge,
p. 221,

19, Reder, M., STUDIES IN WELFARE ECONOMICS, New York, Columbia
University Press, p. 13.




33.

i
i

it

dogmatic nature of his fundamental propositions about welfare and they
cen be regarded as Ro more than convenient working hypothesis, the .
valldity of which cannot be tested by sclentific methods. Similar comménts
are applicable to Pigou's anslysis of desires and satisfactions. The
field of discussion allows a good deal of difference ofqpinion; The
concepts of desires and satisfactions are somewhat vague, not amenable
to quantitative study and the use of trose terms as categories having

a scientific connotation is highly dubious, Of course, an economist

is perfectly free to express his own views on welfare and subjective
satisfaction, Any sclentific enquirer., however, should take account of .
the fact that when he proceeds from certain assumptions which cannot

be proved to be true, he must make allowance for other assumptions and f
his system cannot be claimed to have an absolube validity. Pigou
observes that there might be cases of divergence between desires and
satisfactions bu£ on the whole there is a good deal of correspondence, é
But this is only a compromise proceeding from an individualistic bias.
One inclined towards socialism and using the same categories of desiresf
and satisfactions may hold just the opposite view, namely, that in a
large sector of free econom&. desires and satisfactions are antitheticsal
and state should intervene to bring about a correspondence between the
two, Thus when Plgou generallses zbout the relation between desires

and satisfactions, he does not really supply any meaningful proposition
which can be tested for its validity . Where subjective valuation
creeps in, it creates fleld for disagreement of a kind which does not

hold for a scientifiec proposition.

77?}599'3 view about maldistribution of resources as az result of




our defective telescopic faculty is not based on sound reasoning., We
can compare present satisfaction only with the present estimate of
future satisfaction., To say that satisfaction derived from a
particular good is the same in the future as in the present is to
assert that satisfaction is something which pertains to the thing
itself. A priori, this seems to be an illogical approach, zs
gatisfection can be defined only when the subject is considered together
with the object.

In spite of his attempt at a subjective interpretation of welfare
economics, Pigouts blas in favor of a physical level of analysis is

evident. While he has been careful snough in stating the relation

between gensral welfare and economic welfare, desires and satisfactions,

his subsequent analysis reveals a lack of awareness about the subjec-
tive import of national dividend. Several reasons may be adduced in
support of this view:

First, in his conception of national dividend, "all contractions in the.
money value of any parts of the capital stock that remain physieally
unaltered are irrelevant," and "their occurrence is perfectly compatiblé
with the malntenance of capital intact."20 When we deal with welfare
in the subjective sense (rather than regarding it as proportional to

the quantity of physicel goods) the value of the capital should be ;
derived from the expected value of income it will yield; the concept

of capital intact merely by making good the physical wear and tear of

capital goods becomes quite inadequate.

20, Pigou, OP.CIT., p. 45,
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g Secondly, physical bias is introduced in using the classical net

ﬁ product definition of national dividend as an index of economic
N j welfare.?l It seems that Professbr Fisher's definition of national
dividend which includes only curvent consumption has more relevance
as a measure of economic welfare. %It is only consumption which
it contributes directly to current welfare--the contribution made by
saving is at least of doubtful comparahility."22 Hicks has ghown that
the national dividend as a measure of productivity is a different
thing from the national dividend as a measure of the subjective
econonic welfare, except under perfect competition where prices are
equal to marginal costs. In the evaluation of economic welfare, prices.
are used as the indices of marginal utilities, while in the calculation
of productivity, they are used as the indices of marginal costs. So
far as the measurement of productivity is concerned, consumption and
investment goods are all on a par, Tius, Plgou's national dividend
is an approxlmation of national productivity rather than economic
welfare. Another important point may be noted in this connection.
i Pigou includes customs and excise duties in the caleculation of
national dividendc but he does not seem to have recognised that this
! procedure has a particular significance in the context of welfare.
National income at market prices which is anindex of economic welfare

{(to be precise, investment will have to be excluded) includes indirect

(H\ y 21, 1t should be noted, however, in all fairness to Pigou that practical
. considerations are heavily welighted in favor of his decision to

} include capital goods under national dividend. Most of the

1 economists agree on this point on strong grounds connected with the
i problem of statistical meamurement of national dividend,. ;
[ 22, Hicks, J.R., THE VALUATION OF SOCIAL INCOME. Economica, 9%
|
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taxes and excludes subsidies, Reverse is the case with national income.
at factor cost which is a measure of productivity and,.therefore, |
includes those factors which enter into marginal cost,

Finally, ProfBssor Pigou's remarke about individual's irrational
premium on present satisfactions and discount of future satisfactions
are, as we have noted above, indefensible except against the baékground
of a physical level of analysis,

While there is a substratum of classical physical level of analysls
in Pigou's treatment of economic welfare, this should not be
exaggerated, DPlgou is impelled by the very nature of the subject to
lay strees on the practical bearing of his coneclusions rather than on
their logical foundations, The objective measurement of subjective
welfare is impossible in the first place, and the question is really
one of approximation anyway. Pigou makes this explicit in course of
hls digcussion on national dividend, According to his line of
reasoning, the maximinstion of economic welfare in & given period involve%
definite relationships not only between consumption good but also i
between consumption goods on the one hand and investment goods on the
other, produced in that period. On the basis of such an appreoach,
income can be defined to include present values of future goods and
serviced (incomes) just as these "intermedizte" goods can be excluded

on other grounds,

36.
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CHAPTER III
PIGOUIS WELFARE PROPOSITIONS

(1)

In this chapter Pigou's welfare propositions will be presented
and in the next chspter some of the important problems ralsed by
Pigou's analykis of ideal output will be elaborated and examined,

Pigou offers two basic propositisne on the maximisation of
economic welfare, First, value of the marginal soclal net products
of resources must be equal in all uses, Secondly, income must be
equally distritmted among the membere of the commnity whose welfare
is under consideration. These propositions are not, however, without
1imitations, There are*practical consideraﬁions which act as
constraints on the general propositions.,

The discusslon of welfare propositions 1s based on the
assumption of full employment of resources. The concepts Pigou uses
for his formmlation of principles of welfare are basically two, the
value of marginal private snd $he value of marginal social net
product, When he deals with industries specifically, he defines
three additional categories~-equilibrium firm, supply price from the
standpoint of the community and supply price from the standpoint of

the industry. To begin with, 1t 1s convenient to explain the meaning

fof these bacic concepts.

/(1) Marginal private and marginal social net products: Marginal

private net product is defined as the addition t6 marginal increment

of resources in any given use or place, accruing to the person res-
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ponsible for the investment of resources, Marginal social net product,
on the cther hand, is the asgeregate net product from a marginal

ﬁ inecrement of resources, "no matter to whom any part of this prodact

may accrue."1

1t is important to note in this connection what Pigou precisely
means by the marginal increment of resources, It does not refer to the
difference between the products of two adjacent quantities of resourcesé

"The margingl net product of any flow of resources
employed in any use or place is equal to the difference
between the aggregate flow of product for which that flow
of resources, when appropriestely organised is responsible
and the aggregate flow of product for which a flow of
§ resources differing from that flow by a small inerement,
ﬁ when appropriately organised would be responeible,®
i

-The marginal unit, again, is not any particular unit; it is any (sma11)3
i anit out of the aggregate of unitss; all exactly alike conceived as 3
placed at the margin,

{2) Supply price from the standpoint of the industry and supply price
from the standpoint of the community: Supply price from the standpoint:
of the industry or supply price simpliciter, as Pigou calls 1t, is & |
function of technology and price of the factors used in production,
Supply price from the standpoint of the community, on the other hand,

i is a function of technology only. Supply price from the standpoint

of the community should reveal only the technical obstacles confronted °
during production; change in factor prices is excluded on the ground
that it constitutes only a transfer of income, Thus i§ there is an
increase in factor prices. supply price from the standpoint of the

induatry will rise whereas supply price from the standpoint of the
1., Pigou., A, C., ECONOMICS OF WELFARE, 4th Ed., London, 1932, p. 134,
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community will remain constant becamse "froﬁ the ﬁoint of view of

% commnity as a whole, no extra expense per unit of oﬁtput is 1ncurred.“3
ﬁ (3) Equilivrium firm: The definition of equilibrium firm is based on .
‘ the biological notien of natural expansion, contraction, bdirth and decay
i of firmg, Pigou accepts Marshall's conception that firms are like

i trees in a forest, When demand and supply conditions are constant,
industry will be in equilidrium in the sense that output produced by _
the industry as a whole will remain constant, But that does not imply -
that the firme themselves will be in equilibrium. Some of the firms ‘
may be expanding, some contracting but these tendencles to expand

f and to contract cancel one another so that output of the industry as a
whola does.not undergo any change. How to analyse the equilibrium of
the industry in terms of the equilibrium of the individual firm when

i the.latter may be under the impeet of dynamic changes? Pigou finds a

f

way out of this tangle by means of his =znalytical concept of eguilibrium

firm, He observes that when the output of an industry as a whole is
adjusted to the state of demand, expension and contraction of firms

are offsetting and under these circumstances, the notien of equilibrium 
: firm is justifiable.

i "1t implies that there can exlst some one firm,

i which, whenever the industry as a whole is in equilibrium,
in the senss that it is produeing a regular output y in

; regponse to a normal supply price p, will itself also

! individually be in equilibrium with a regular output.

i The conditions of the industry are compatible with the
(.\ E existence of such a firm; and the implicatidns about these
‘ conditions, which, whether it in fact existg or not, would
hold good, if it did exist, mast be valid,?

3. lBIDl p. 218.
' 4, IBID, p, 790 ££.




(11)

How that the necessary concepts have been defined, we can proceed
to an anslyslis of Pigou's basic welfare propositions. National
difidend and hence, economic welfere is maximised when the value of
marginal social net product of rescurces is equal in all uses, pro-
vided there are no costs of movement., The validity of this proposition?
rests on the assumption of the prineiple of diminishing returns, When
there is a divergence in the values of marginal soclal net product of
any factor unit in any two uses, national dividend will rise if there
is a transference of the factor from the use where its margianal product
is lower %0 one where it is higher. Determinate equilibrium wiil ensueg
as a result éf increased application ofany factor to those uses where |
its marginal product is high and its withdrewal from those uses where
its marginal product is low, This will tend to narrow the gap between
marginal product of the factor in different uses and in equilibrium
the value of marginel social net products will be equalised throughout
the economys leaving no scope for further improvement.

That equalisation of marginal social net product of resources in
all uses will maximise walfare is an ellocational proposition, relative.
to a particular distribution of purchasing power or income. Pigou |
deals with the bearing of income distribution on economic welfare and

comes to the conclusion that so long as the nations) dividend does not
dscrease, any incresse within wide limits inthe real income of the
poorer classes at the expense of an equal decrease in that enjoyed by 5

the richer classes is practically certaln to involve an addition to

U |
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__ ralsed concerns how far the activities of industries in a competitive,

economic welfars., This proposition rigidly interpreted would imply
the assumption that the marginal utility of money to different
individuals is the same. Though Pigou does not explicltly state this
assumption, he arrives at the same implicitly, reasoning on the Gasis
of practical considerations, It is evldent, he says, thatany transfer
of income from a relatively rich man to a relatively poor man of similarE
temperament will enable more intense wants to be satisfied at the ;
expense of less intense wants and mjst inerease the aggregate sum of g
satisfaction, It might be saild that a rich man, from the nature of

bhis upbringing and training is capable of cbtalning considerable more
satisfaction from a given income than s poor man would be., Pigou

observes that in the long run, differances of temperament and taste

between rich and poor are overcome by the vary fact of transference of

_income. He also considers the bearing of interdependence of marginal

utility of income on his distributionél proposition, A large pr0portion;
of the satisfaction ylelded by the incomes of the rich people comes %
from thelr relative father than from their absclute amount, If the

1ncomes‘of all rich people are diminished together, the part of satis-
faction which depends on others income will not suffer any appreciable h

diminution to offget increased satisfaction of the peerer sroup.
(41I)

Pims, according to Pigou there are two fundamental welfare

maximising propositions--one relating to allocation of resources and

i
the other relating to dietribvution of income, The next problem that is |
|
|
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economy conform to the principles of maximisation of welfare. This can E
be analysed in three parts: %
{1) Simple conpetition and welfare;
(2) Simple monopoly and welfare; and
(3) Discriminating monopoly and welfare,
We shall deal in this section with simple competition and welfare,
'The allocational proposition, we have seen, can be broken up inte
two distinet issues, first, the equalisation of marginal private net
prodnc#s of resources in different uées and second, the equalisation ;
of mcrginal.private net product and marginal social net product of
resources in each of their uses, In a competitive economy, self 1nteresf
ig a sufficlent motive to bring about the equality in the values of
marginal private net products. There is no necessity, however, in the
nature of a competitive economy that marginsl private net product end
marginal soclal net product will be equal, whenever there is =
divergence between these two sorts of marginal products, welfare is not {
at its maximgy,

That marginal private net products are equallised as a result of
competitive forces, 1s subject to qualifications, There are many
hindrances standing in the way of supposed equality, which Pigou ceals
wlth at length. A potebt obstacle to free movement of resources and
hence to equality of marginal private net products comprises costs of
movement and imperfection of knowledge, lLn so far as these factors are§
controllable, welfare can be inecreased by ensuring approximation to |

equality between marginal net products, lImperfect knowledge results ﬁ

partly from the character of business accounts and partly from the
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general organisation of business finance. Rates of return obtainable
on capital invested are not often made public by business firms, Again.i
since the rates of return are in many cases spread over =z considerable
period, Yeven correct knowledge of the immediate past gives btut
imperfect guidance.”5 Seconély, the tendency toward equality between
marginal private net products is inhibited by imperfect divieibility
of the units in terms of which transactions are conducted. In modern
times the size of the unit in which transactions in respect of capltal *
take place has been diminished in atwofold manner, partly with the help
of stock exchange end wartly by arrangements which the great grouwth of
securities adapted to serve as collateral has facllitated. The device
of dividing shares into several grades and the holding of them in thelr
riskliest early age by financiers, who afferwards pass them on, work in |
the same direction, Pigou coneludes that in genersl, in present
conditions, imperfect divisibility in the units of transactions has
but little effect. Finally, it may be noted that hindrances to equality
of returns also ensue as a result of relative variatlons in the demand ;
for productive resources in differsnt occupations and places. h
Let us now pass on to the more important part of the deviation j
from optimum, the divergence between mzrginal private and marginal
soclal net products, The source of this divergence lies in the fact

i
that in some occupations under conditions of simple competitiodn, "a :

part of the product of a unit of resources consists of something, which,

instead of coming in the first instance to the person who invests the




unit, comes instead in the first instance (i.e. prior to sale, if sale
takes place) as a positive or negative item, to other people.“6 Pigon
clagsifies these other people in three principsl groupsf

(1) the owner of durable instruments of productions

(2) persons who are not producers of the commodity in wnich the
investor is invensting: and

{3) persons who are producers of this commodity.

The separation between tenancy and ownership of certain durable
instruments of production often leads to, depending on the terms of
contract between lessor and lessee, to divergences between marginal
private and marginal soclal net products. Thus private net product
of an assigned unlt of investment will fall short of its socizl net

product, 1f the tenant of durable goods hed to return it to its owner

2t the end of the period of lease without reaping the full benefit of
improvements made by him in the instrument, Similar case of divergance
occurs when the plant of & concessionaire company passes uwltimstely
without compensation into the hands of the town chartering it,

The essence of the second type of divergence 1s that transactions
between a pair of perasons affect third parties in the form of 1ncidentaﬁ=
services and disservices which are not generally neutralized by any |
scheme of compensation. Numerous exampleg may be cited, The benefits
of a well-placed 1light house enjoyed by ships on which no toll can be
levied, resources invested in private parks in citles, resources

devoted to afforestation, to the prevemtion of smbke from factory

6. IBID,, pa 7M. § - e



chimneys, to the fundamental problems of sclentific research done are
some of the cases where marginal social net product of resources invemted
is higher than their marginsl private net vroduct., On the other hand, ‘
building of a factory in a residential quarter destroying a great part '
of the amenities of the neilghboring sites, resources devoted to the
proﬁnction snd sale of intoxicants, work done by women in factories,
particularly during the pericds preceding end succeding conflnement

are a few illustrations of merginal, sociel net product falling short.

of marginal private net product.

The third case of divergence concerns persons producing the

same commodity and is closely assoclated with the nature of supply

curves of the industries under consiéeration, As an expositional device;
Pigou introduces the concept of an arch#typal industry *“in which the ‘

values of the marginal private and marginal social net products of

investment are both equal to one another and also stand at a sort of ?

contral level representative of industries in general., As a2 result L

of the competitive process value of the marginal net product of
resources in all industries will tend to conform to the central value.
Therefore, there will be a deviation from maximum welfare when there ﬁ
is a divergence between the value of the marginal social net product

and that of the marginal private net product of investment in any
industry. 1In the archetypal industry, both marginal private net :
product and marginal social net product are equal and since marginal
private net product of resources in all industries equals marginal
private net product in the archetypal industry, maximisation of

welfare involves the equality of marginal private net product and

45,
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marginal social net product in each individual industry.

welfare implications of equilibrium of industries under simple
competition require a twofold analysis——the relation between the two |
types of supply curves {supply price simplicliter and supply price é
from the standpoint of the community) on the one hand and that between
wupply price and marginal social net product on the other, What is’
important on welfare grounds is supply price from the standpoint of
the commnity.

' Pigou analyses three possible types of supply price of an industryﬁ
(a} constant supply price, (b) increasing supply price and (e) decpeasing
supply price. It can be shown that in general, the rate of change from&
the standpoint of the industry inthe supply price, as ocutput increased ;
igs greater than or equal to the rate oé change from the standpoint of @
the community in the supply price. Hence constant supply price |
simpliciter implies either = constant or falling supply price from
the standpoint of the community. Decreasing supply price simpliciter
aleo reflects decreaslng supply price from the standpoint of the
commnity. Put increasing supply price simpliciter does not imply
increasing supply price from the standpoint of the community. When ,‘
the scale of an industry increases leading to imprpovements in o
technique and organisation, both supply price simpliciter and supply
vrice from the standpoint of the commnity are lowered., Increasing
supply price from the stendpoint of the industry is generally the
result of a rise of a factor prices (Pigou considers external diseconoﬁies

to be highly unlikely) induced by an increase in the seale of output,

~ This does not involve any change in supply price from the standpoint of u .

|
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the commmunity. "In genersal," Pigou observes, "an industry whose pur-
chages embrace only factors of produetion, cannot conform to the law of
increasing supply price from the standpoint of the community.”? An
exception to this general case 1s provided by the increase in prices
of imported articles used by home industries, Since there is no offset f
agalnst this price by way of transfer within the country. increasing
supply price from the standpoint of the industry also brings about an _
increase in the supply price from the standpoint of the community. %
Pigou translates supply price of the industry into marginal private;
and marginal social net products on the assumption that smsll changes '
in output of a givén industry do not involve variations in the prices
of any factor of production so that change in supply price is the invers?
of change in marginal net product. It has been obgerved before that
Pigou analyses the equilibrium of industry in terms of the concept of
equilibrium firm. The supply price of an Industry is equal to both
marginel and average costs of the equilibrium firm, The marginzl privat%
net product. of the equilibrium firm is equal {0 its average net product i
per unit cost and is tims the reciprocal of the supply price for the
product, The marginal social product, on the other hand, is the
reciprocal of the marginal supply price of the produet to the industry.
From this we come to the important proposition that the differance
between the marginal private and marginal soclal net product of invest- :
ment in any industry veries inversely as the difference between supply

price and marginal supply price to the industry.

?Q IBID.' P.VZZOQ
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_{1) At the point of equilibrium of a decreasing cost industry, marginal

Now that we have stated the relatlionship between supply price
simpliciter and supply price from the standpoint of the commnity and
that between supply price and marginal net prodqcts, we can proceed
to a discussion of the welfare implications of equilibrium of an .
industry. The equilibrium of an industry is given by the equation of ié;
supply price with the demand price for its product., When supply |
price simpliclter is identical with supply price from the standpoint
of the community (i.e.s When there are no variationsin factor prices)
the value of marginasl private net product of any unit of investment
is greater than, equal to or less than the value of marginal social neti
product, according as the industry conforms to conditions of increasing%
constant, or decreasing supply price from the siandpoint of the .
industry. When there are changes in factor price, what can we say
ebout the divergence between marginal private and maerginal social net
products simply by looking at the supply price simpliciter? We have
already outlined the framewoerk for such an approach. Since in general.}
increase in the scale of output of a commodity is not likely to lead
to a fall in factor price, decreasing supply price simpliciter will
reflect in all probability 1mprov§d technology and organisation =znd
will thus indicate decreasing supply price from the standpoint of the
comminity. On the other hand, when supply price of an industry is
rising, this is probably due to a rise in factor prices and therefore i
supply price from the standpoint of the commnity need not be

inc¢reasing,

Several important conclugions may now be drawn: :
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supply price will be lower than supply price and marginal soclal net
product of resources invested there will, then, ﬁe greater than their
marginal private net product.

{2) At the point of equilibvrium of an increasing cost industry, marginal

supply price will be higher than the supply price from the standpoint

of the industry, but not necessarily from the standpoint of the community.

Therefore, conditions of increasing supply price do not imply that
marginal private net product of investment in the industry exceeds
marginal socizl net producty on the contrary, we may have the reverse
case,

(3) At the point of equilibrium of a constant cost industry marginal

- supply price and supply price are equal and provided supply price

simpliciter and supply price from the standpoint of the commnity are
the same, marginal social and marginal privete net products wlll be

equal,

How propositions concerning simple competition and welfare can be

stated, Maximum welfare involves the preduction by all industries of

& gquantity of output at which marginsl private and marginel social net
product of investment are equal. These welfare meximising ocutput and
investment are termed ideal ocutput =nd %2deal Iinvestment respectively

by Pigou. Under conditions of decreasing supply price, actusl output

is short of 1ldeal output and maximisatlon of welfare implies an output
exceeding that which is warranted by the free competitivé process,

Under conditlons of increasing supply price, actual output may be more F

than, equal to, or less than ideal output with corresponding welfeare ;

connotatlone. uUnder condltions of comstant supply price._agtuql,qgtpg;ﬂ__
il
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will probably be equal to ideal output and welfare will be at a

maximm,
(1IV)

welfere implications of monepoly and discriminating monopoly
are analysed by way of comparing them with simple competition. Pigou
does not discuss the formal properties of monopoly itself and how they
stand with respect to hls baselc welfare propodition. His monopoly is
an exception to a system of simple competition, The deviation of
monopoly output from ideal output is deduced by tracing the deviation
of monopoly output from competitive output. For an effective comparison
betwaeen monopoly and simple competition, the assumption is made that |
the economies and technique of production are the same under both,

Pigou does not express explicitly the condition of monopoly
equilibrium. "When simple monopoly prevalls," he says, "it ig %to the
interest of the monopolist so to regulete his output as to make the
excess of his aggregate receipts over his aggregate costs (including
earnings of management and so forth) as large as possible.“8 It
follows from the properties of competitive equilibrium and monopoly
squilidrium that monopoly ocutput will always be less than competitive
output. Hence, (1) in decreasing Qupply price industries, monopoly
cutput will be less than competitive output which is less than ideal
output. Thus the gap between ideal output and actual output is enhancei
when monopoly tekes the place of simple competition. {2) In induatriesi

with constant supply price, monopoly output will be less than competi-

8. . IBID; ¥ P-o 2?00



tive output and thus less than ideal output. (3) In industries with
increasing supply price from the standpeint of the community competitivef
output is more then ideal putput. Monopoly output in this case, since
it falls short of competitive ountput, might be closer to ideal output,

Let us consider now the effect of discriminating monopoly on
welfare. Non-transferablility of commodity or demand leads to successfulg
diserimination, Pigou distingulshes between three kinds of discriminating
power which a monopolist may conceivably wield, |
(&) First degree or perfect discrimination is defined by the exaction
of the full demand price for each unit by the monopolist, so that no
consumer's surplus 1s left to the buyer.
(t) The second degree discrimination is characterised by the fixation
of n separate prices of a commodity so that all units with a demand
price greater than x were sold at a price x,» all with a demand price lesg
than x and greater than y at a price y and so on. \ f
{¢) The third degree discrimination would mean the elagsification of
éustomers into different groups demsrcated by some practicalbe mark I
and setting up separate monopoly prices for the members of each group.
Il1lustrations are provided by doctors charging different fees for their A
rich and poor clients, impositioh of different freight rates dépending‘?
on the nature of article for transport etc., This is the most realistic
of the three kinds of discrimination. |

Under perfect discrimination, it is always profitable for the
monopolist to produce the ideal output (emsuming that supply price

simpliciter and supply price from the standpoint of the commnity are



equal). At the point of intersectlon of demand curve and marginal
supply curve, moncpolist!s profits will be maximised., Finsally, perfect i
diserimination "may bring about & considerable amount of socially |
desirable investment in an industry in which under a regime of simple
competition, it would not have been to anybody's interest to make any.
investment =t all.“9 :
When supply price simpliciter and supply price from the stan&pointé
of the community are not identical, ocutput under perfect discrimination ;
will be less than ideal output. ﬁnder conditions of decreasing supnly q
price, output under discrimination will be nearer to ideal ocutput than
output under simple competition., In industries with increasing supoly
price, output under diserimination is 1955 than competitive output. The

divergence between ideal omiput on the one hand and output under perfecﬂ

discrimination and simple competition on the other will depend on the

location and shape of the supply curve from the siandpoint of the

community. E
Digscriminating monopoly of the second deg;ee approéches perfect

discrimination as the number of different prices inereases. Output in

i
h

this case 1s less than that under perfect discrimination, and thereforef

falls short of ideal output. i
i

‘In ease of discriminating monopoly of the third degree, there is
a significant difference in the structure of markets in so far as the

total demand at a certain price is not satisfied., Here "ideal output

ceases to be a single output of the whole industry and becomes a number:
il

of separate outputs sold in separate markets.“lo Pigou distinguishes

% IBID.s p. 283
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between three principal cases of this type of discrimination and
attempts their evaluation by comparing them first, with conditions
of simple monopoly and later with competitive conditions., First, if
under simple monopoly the commodity unider consideration would be consumed
in, say, markets A and B, there 1ls no reason to infer that ocutput under -
discrimination wili differ in the upward or downward direction from
that under monopoly, If demand and supply curves are straight lines,
output will be the same under simple monopoly and discriminating monopol%.
Secondly, supposing that under simple monopoly, some of the commodity
would have been consumed in A, but none in B, it 1s impossible that
diserimination should lead to dimimition of output: on the contrary,
output will be higher depending on the strength of demand in B,
Finally, if under monopoly there would be no consumption of the commodit&
in either A or B, discrimlnation would obviously be an improvement. !

How does disceriminatilng monopoly of the third degree stand with
regpect to simple competition? Under esonditions of constant and
increaéing supply price, ocutmat under discrimination will be less than
competitive output. If decressing supply price prevails, Pigou observeé,
monopoely plus disérimination of the third degree may raise output abovel
the competitive amount andis more likely to‘do this the more numeroung |
are the markets between which discrimination can be made.

The following eonclusions may be drawn regarding the extent to
which output under discriminating monopoly of the third degree approxim%&es
ideal output. Generally speaking, the divergence between ideal output |
and output under this type of diserimination is likely to be less than §

‘that between ideal output and monopely output; but as compared to |



competitive outputs output under discrimination is not likely to be
nearer to ideal output. When the conditions are such that there is

an ideal output (other than = zero output), simple competition yields

no output and discriminating monopoly of the third degree yields some
output, this output mist be nearer to ideal output than no output under'
simple conpetition. Pigou mekes en additional observation, Even when
cutput under discriminating monopoly conforms more nearly to 1deal
outpmt, it does not follow that it will involve greater equality between;

the values of marginal socizl net products over indusiry aes a whole.

()

The nature of the dlvergences between marginal private net
products due to vearious hindrances and between private and social net
produects has been considered above, In this section, Pigou's
recommendations about economic poliey to enhance.welfare will be taken
up. This can be analysed in twe parts; first measures geared to
mitigate the effect of hindrances %0 squelity of marginal private net
producte and secondly, measures prescribed to narrow the gsp between
marginal private and marginal socilsl net products,

Before proceeding with the discussion of policlies designed to
increase economic welfare, a few words in explanation of the theorbticai
issue involved, will be found.helpful. 'The allocational proposition
implies the equalisation of marginal soclsel net products of resources

in different uses; it does not, in any way, directly relate to private |

net products. Optimm sllocation does not require the identity of .

i
-private.and soclal net products, If the magnitude ofTiivergengemhegvggﬁ
i
I



the two types of net produests in alternative uses of resources is the
same, the optimum allocation exists aﬁd no interference is called for,.
Pigou's policy recommendations, however, sre baged on the tacit
sssumption that in the maln body of 1ndustries.lthe values of marginal
private and marginal soclal net proaucts are equzl and therefore the
equalisation of marginal private and marginal social net products serves
as criterion of polbcy, for the equality of secial net products follows
sntomatiecally. |

The impertant factors hinderipg equality of marginal private net
products are costs of movement, imperfect knowledge, and imperfect
dividivility of units. It may be expected that reduction of costs of
movement will garrowjthe gap between marginal returns and thms énhance
economic welfare. But this statement is subject o gqualifications.
So long as knowledge is imperfect, shifting of resources in response
to reduction of costs of movement is not necessarily a movement toward |
the optimum, On theother hand, reduction inthe obstacles set up by
iznorance affected without expense will always increase the nationsal
dévidend, though it will not always do it by promoting equelity among
the values of marginal net products, It should be noted in this
connection that reduction of obstacles to the movement of resources mayi
sometimes modify the quantity of resources used and consequantly
nationél dlvidend. Pigoull conslders it to be highly unlikely that a
reductionin obstacles to movement will lead to a decrease in national

dividend, Regarding the elimination of obstacles presented by imperfecﬁ
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knowl edge, Pigoulz advocates improvement in the matter of btusiness

publiecity in which there is a lot of scope. He also believes that
growing specialisation in the field of investment, demarcation of the
field hetween moneyed people ﬁmong the public on the one hand and
professional financiers, company promoters, businessmen, éic. on the
other, has been & step in the right direction so far as improvement of .
knowledge is concerned, Pigau13 suggests that banks can help directing
resources into productive channels, by acting not only as promoting
agents but also as an investigating body as the Raiffelsen banks in
Germany., No specific suggestion l1s offered about mitigating hindrancesf
due to imperfect of divisidility of units, Pigou.l4 does not consider
it as important under p&esent conditions end facilities offered by the
deﬁelopment of stock exchange.

For the equalisation of marginal private and merginal socisl net
products a judicicus employment of taxes and bounties is recommended.
Divergences due to imperfect tenancy laws can be mitigated by a
modjfication of the contractual relation between the parties involved,
Divergences arising es a result of third pmrty services or disservices
may be sought to be remedied by a system of taxes and bounties. Some
illustrations are provided by the beneficial effects to be expected
from taxes on the sale of alcoholic drinks, levy of petrol duty on
motor car licence tax upon the users of motor-cars, the proceeds of
which are devoted to the services of the roads ete, Pigou believes

that apart from fiscal measures, direct govemnmental action may

12. IBID., p. 15O
13. .LBID.’ P 155-




sometimes be desirable, It is necessary
“that an authority of wider reach should tackle the
collective problems of beauty, of air and of light, =as

those other collective problems of gas and water have

been tackled,"L5 -

A system of taxes and bounties 1s also recommedned to mitigate
divergences due to varying slopes of supply curves, The excess or
defect of marginal social product over marginal private product calle
for bounty or tax to produce the optimum effect., From what has been
said above, it follows that there is s presumption in favoer of state
bounties to industries with decreasing supply price. Imposition of
taxes on industries with increasing supply price from the standpoint
of the community but not necessarily on industries with increasing
suoply price (simpliciter) follows directly from the theoretical
considerations set forth above,

Pigou discusses in this conneétion the pearing of state ragulation;
of prices on welfare. We have seen that welfare is related through :
satisfactions and desires to demand prices which are conceptually
different from any prices fixed by law, "The value of marginsl net
products of resources, which it 1a to the interest of the national
dividend to make equal everywhere, consist in the marginal physical net;
products ﬁultiplied by the demand prices.'16 Artificial reduction of ;
prices in any sector of the economy does not lower the true value of thé

marginal net product and thersfore, conditions existing before the ime

position of any restriction remains unaltered, Any external limitationg.»

15. iBID.s p. 195
..16e  IBID.» P. 239 '
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~17. IBID., Park II, Chapter XIX
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Pigoup observes, impeoedd on the price of any article produced under
competitive conditione must injure the n:tional dividend. In
circumstznces of war, h;wever. there are reasons which justify price
regulation. The state taokes over the task of allocating resources
in many departments of industiry during war and since a major portion
of resourees has to be devoted to the production of war materisals,
price control becomes inevitable. BRegulations within limits, during
war, Pigoy coneludes, is not injurious to national dividend.

Disﬁortion of resources is mmch more under monopoly than under
gimple conpetition, Pigou}? congiders Ln this cﬁnnection the efficacy
of purchaser's aesocliations and public control of monopoly. The
esgence of a purchaser's agsociation consists in directing its policiesj
to miximise agecregare purchasers! benefit minus ageregate costs, This |
will malte, if others except the purchasers of the commodity are no:
affected by its production, the value of the mesrginal social net
product of resources devoted to 1t equal to the value of the marginal
soecial ﬁet product of rescurces in genersl. But no inference can be
hazarded as to the effect on natimnal dividend or economic welfare, untii
the comparative advantages in respect of productive efficiency of
purchasers'! associations and ordinary commercial businesses have been
ascertained. So far as managment is concerned, purchasers! association§
are likely to be in%eriorto private business; initiative for quick
action and stlamlus of personsl possession will be lacking. On the

other hand, purchasers! acsociations have admantages in production so




18, IBID.a Part II, Chapter XXI_

far as they save costs in competitive advertisement, They are

exceptionally well-fitted to spread knowledge of the best methods of
production among thelr members, and have eiceptionally small need of
bargaining and safeguard against fraud. Also loyalty of the members
to co-operative concerns enable them to function steadily without the

fluctuation to which ordinary business is subject; this advantage is

likely to hold for purchasers' assoclations, In spite of these
advantages, there are variocus reasons which restrict, to a great
extant, the role of purchasers' associations.

Government intervention has been practicable under modern conditioﬁs
and the pros and cons of public control of monopoly are discussed by !
Pigou.l8 Under modern conditions of monopolys he observes, fiscal
devices cease to be effective and more direct intervention of the state:
becomes necegsary. In the first place, the government may aim at |
preventing monopoly power from srising or if existent, 2§ destroying -
it, where some monopolistic power comes through the development of
combinations. There are, however. serious objections to this ganeral
policy of trust prohibition and trust breaking, First, the poliey
is extremely difficult to enforee and comhi#ations may emerge under
different forme. Secondly, among many industrisl combinations dissolu- |
tion will probably lead to a monopolistic than to simple ecompetition,
Thirdly, combinations are not unmixed evils; they yileld incidental
benefits in the form of certain economies of production, On the othe:

hand, the introduction of collective responsibility and efficiency by
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combinations may lead to relaxed energy and enterprise. Combination is
likelys on the wholes Pigou concludes, to diminish output of the commo-
dity affected by 1%t =nd to ralse its price, unless the aszsociated
econpmies are so large that, had they been introduced without
monopolisation they would have ralsed output to about double its
former amount, A second line of policy for the state would be to
prevent the exercise of monopoly power by trusts or cartels by
conserving potential rather them actual competition., This is worked
by penalising the clubhing devices of cut-throat competition, or of
destructive dumping or of boycott. Legisiation to prevent clubbing
devices, even if successful in 1ts immedlate ébject wodld not serve
completely to mainbdalin potential competitien. More direct methods

are called for. The policy of encouraging the formsztion of rival
conbinations against existing truats or cartels is not likely to be
effoctive., The public authority is in a position to restrict the
anti-social practices of powerful corporatlions by sufficient

Pablicity.

As many of the remedies dealt with above may prove inadequate,
direct interference with the terms of sale may be necessary, Fixation
of competitive price in an increasing cost industry is an imperfect
measure; for if the price 1s to be fimed by the state at the level

roper to competitive conditions, it will pay the monopolist to produce
less than this output; output will be reduced to the level whére
monopoly gain is a maximum, Under conditions of canstant or decreasing.
supply price, the monopolist will not find it profitable to reduce

output below the competitive levael} and therefore control or¥er price



will serve its purpose. Control may be either negative--forbidding
unreasonable prices or posifive-establishing maximam prices., Whatevar ;
method of regulation is followed, some sort of sanction to meke the

law effective must be provided. Pigou19 examines at length the
difficult problem of settling the basis in accordance with which the
reasonableness of prices shall be determined, and methods designed to
prevent or limit errors Bn the par% of the price regulating aunthority,
which we need not elaborate here., It is evident that Pigou 1s in favoré
of control of monopoly, though he is fully conscious that control is |
necessarily cumbersome and eéXpensive,

Pigou does not advocate public operation of industries, apart from%
few speéial exceptions ineluding monopoly. The public operation of
industries may assume a number of different forms and from the view
of technical efficlency it need not be inferior to private operation—-
narticularly controlled private operation., But there are certain
dangers in public operation. First, the state may resort to.unfair
extra commercial methods at the coat of rival enterprise capable of
satisfying the same wants more cheﬁply. Secondly, under public
operation, initiative for assuning risk and venture for experimentationE
are likely to suffer, Thirdly, the establishment of uneconomic units
of mansgement may jeopardise efficlency. Apart from these general
considerations, however, there are some special fields of industries
in which the state can profitably operate, and promote the cause of
welfare; for instance, industries closely associated with the public

health, There is a case for pjblic operation of industites with large

19, IBID.. . 365 ff. ,ﬁ i
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producing units tending towards monopoly,
"Phe dase for it, as against the case for public contrdl, '

is strongest in industrles which have bYeen reduced more or

less to routine and in whichzahere is comparatively little

scope for daring adventure.”
Pigon observes that even when s heavy price has to be pald to vested
interests, it may still bé for the general geod that public amthority
should buy up a private monopoly, in order to stop artificial restrictiﬁ,’n
of outpui. l

Regarding the distributional proposition., Pigou21 advocates
gradualness in the tranaference of income from the rich to the poor.
There are two reasons. In the first place, an once-for-all transferencé
in income may not lead to & sufficlent increase in the satisfaction of
the poorer group to dfset a corresponding decrease in the satisfaction
of the richer group. vecondly, distribdution of income 1s related to i
productive efficiency. A sudden large transference is likely to hamper .
business enterprise and thus decrease the national dividend, Plgou |
prefers indirect measures in the form of subsidies to wages, lowering
of the prices of goods and servides consumed by the poor to direct
redistribution of income. It is supposed that an indirect distributioné
of income will be much less harmful in affecting entreprencurial effi- ﬂ

ciency,
(VI)

Several important conclusions can be derived from the above dis- i

cussion of Plgou's welfare propositions., In the first place, instead

|
20, IBID., p. 405.
21, IBID., Part II, Chapter VIII, end Part IV, Chspter VIII. |




Ricardo and Malthus considered the darker aspects in the light of

of Marshallts surplus analysis Pigou uses the marginal apperatus to
analyse problems of welfare, Both the allocational and distributional
propositions: are considered in:the light of margihal enalyses. Thus
economic efficiency in the allocative sense requires thekequalisation

of the value of marginal social products of resources in different uses]
Distributive optimum involves the equality of marginal utility of income
derived by members of a community, Secondly. Pigou derives the conditions
of optimum for the economic system as a whole, instead of for

particular sectors of the economy, The surplus snalyses is pRrticularly
suited to partial equilibrium approach, and it can better be used for
partial welfare analysis rather than general welfare analyslis. Pigou
set out to derive general conditions of optimum which ean best be
tackled by the concept of the margin, Classicists and neo-classiclsts
before Pigou considered welfare only partially and did not formmlate

any welfare proposition systematically. Pigou was the first neo-
eclassicist to apply the powerful tool of marginslism to deduce condi-

tions of maximum welfare, Thirdly, Plgou departs from the classlceista!?

oractice of treating free competition as a means to increasing productivity

and dynemic economic progress. He preceeds from the assumption of =a
fexed quantity of resources and examines the role of free competition

as a means t0 the alloecation of resources., This is essentislly a static
problem whieh was also considered by Pareto. and Barone. Fsinally,

Pigou firat seriously considers the possible scurces of disharmony
between private gzood and soclal good in a laissez faire economy. Adam

Smith was optimistie about the potentialities of free competition.

Cde



longrun dynamic considerations, According to Pigou. a competitive

. economy, even in a statie framework. does not necessarily lead to the

best allocation of resources., He points out the important type of
divergence which is cansed by third party servicee or dlsserviees due t§
the application of resources in any particular use or place, Under
modern indéustrial conditiona, many of the soclial prodlems are the
outcome of economic causes snd the pricing mechanism does not take
account of meny soclal costs., This resulis in a dlivergence between
private and soelal zeood and state Intervention is necessary for the
correctlion of these melsadjustments,

Apart from these differences, however, Pigou's approach and views
are in mapy respects neo~classicel in nature. In the first place,
Pigou uses the utility calculus, In regarding the size of marginal
social product aé the measure of the increase in subjective economile
welfare, Pigou i1s obliged to assume two things: first, the marginal
utility of money is the same for different individuals in the commimity.
and secondlys prices of different commodities measures the absclute
quantity of satisfaction obtained by their consumers so that value of
marginal social product is also a measure of economic welfare. Pigon
has been attacked by later economists for msking inte¥personal comperi- .
son of utility which is believed to be impossible. New welfare economi@s
which is a development of the Paretlan system has tried to avoid the |

stigma by abstracting from any congideration of the distributions of

- income, It will be shown in course of our discussion that Pigmu's

assumption on inteepersonzl ubtility is one among a number of value

Judgments which are necessary for welfare economiss. The critics,. whiddy
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decision, This practical interest in agein reveasled in his recommenda-

avoiding intropersonal comparison, have implicitly made other velue
Judgments which cannot be scientifically proved for their validity.
Seecondly, Pigou's discuskion of welfare propositions, speclally of his
policy reéommendations-is inpased with a practical iisight which is
characteristic of Marshall and other classicists and neo-classisists.
His concept of free competition is not derived from the logic of analyhgs
as in the case of Pareto and Barone. 1% 1s the same as what classicists
and neo-classicists believed to exist in practice. Lt has been noted
sbove that even in cases of divergence between merginal private and
gocial net products, Pigou's advocacy of state intervention is not
unqualified. He considers the possible deterioration in efficiency
which will injure the nationzl dividend., He is in favor of the control
of monopoly (in Pigou's treatment of the problem, monopolies are |
rather exceptions), though hebeélieves that contiol is necessarily
cumbarsome snd expensive., Apart from some special fields which are
generally known as pnbl;c utility industries, Pigou is against public
operation of industries! All these considerations result from Pigbu's
belief in the essential soundness of free enterprises which is & part

of his classical heritage. The cogpatit&ve system which Pigon consider;
is not africtionless system;iit coexists with various types of hindrances
like costs of movement, imperfect knowledge, imperfect divisibility of
factors and also a certain degree of monopoly. It seems evident that
Pigou is not satisfied with the mere formulation of abstract proposi-
tions, He considers the inmimerable coustrainﬁs which are faced in

practice and after a discussion of their pros and cons. he gives his

i
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tions, about redistribution of income, Theoretically., hs is in favor
of an equdlitarian distribution of income. But the nature of
transference of income from.the rich to the poor is to him extiremely
important. As a believer In the efflicacy of free enterprise, he

pleads such transferences as will not harm productive efficisency.
Finally, Pigou follows Marshall in assuming the equilibrium of
industries, though the indlvidusal firms may not be in equilibriunm. The
concepts of equlibrium firm and archetypal industry are rather confusing
in Pigou's treatment of ideal output, His distinction between supply
price simpliciter and supply price from the standpoint of the community
also cannot be upheld on a subjective level of analysis., We shall

proceed to an examination of Pigou's ideal output in the next chapter,



SEAPTIR IV,
PI00Y'S IDEN, QUTFUT

(1)

In this chapter, the assumptions on which Figou's thesis of ideal
output is bamed ¥i1l be examined, It will be seen that the problem of
ideal output in increasing cost industries was repeatedly revised by
Pigou and he did not arrive at a satisfactory conclusion, That is due
to an unsatisfactory treatment of the supply curve of industries, Under
modern approach,y the supply curve of an industry is derived from the
cost curves of individual firme under competitive conditions, Thias has
dbrought to 1light the generalised theory of rent, which extends beyond
the Ricardiasn conception., Pigou's prodlem can be more satisfactorily
solved when the concept of rent ie taken into consideration, The aobject
of this chapter 1a mainly to review Pigou's conclusions on ideal output
under perfect competition =znd monopoly in the light of this theory of
rent,

Pigouts welfare proposition on sllocation of resocurces can be

summed up in one gimple sentence: nationsl dividend and hence economic.

welfare will be maximum when the marginal socizl net products of resocurdges

in different uses are equal., On the assumption thet in a large sector
of the economvs marginal private net product and marginal socisl net

product are equal due to the prevalence of free competition, the basie
valfare proposition can be steted as follows., Kconomie welfare will bhe
maximum when marginal secial net product and marginal orivate net pro-

ducts in different uses are equal, A critical study of this proposition,
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- as applied to industries with different types of supply curves pre-

supposes an examination of the validity of three principal concepts,
namely, supply price simpliciter and supply price from the standpoint of
the community. equilidrium firm and marginal private and marginal social
net produect,

It will be generally agreed that an unquelified dietinction hetween
supply price from the standpoint of the industry and supply price from
the standpoint of the community is not valid on a subjective level of
analysis, Supply price is z function of twe varisbles, technology end
factor price, If physical productivity of factors ia ocur object of
study, we are reguired t6 eliminate the offact of change in factor
prices from supply function and thus reveal the cperation of techniesl
obstacles confronted during production, But change in factor prices
scquires significance in a study of welfere; it expresses foregone
utilities or opportunity cost., This will be anslysed in more detall
below, ‘

Pigouts concept of aquilibrium firm corresponda to Marshall's notien
of representative firm, It envisages the equilibtrium of an industry
even when the constituent firme are not in equilibdrium, Some firms are
growing, some arec decaying, leaving the total output of the industry
unchanged, This concept has been the subject of attack from a group
of economistss particalarly L. Robbinsd Though meny of these critislsmg
are unwerranted, fellowing from a wrong understanding of the concept, |
it har not baen accepted ss =n useful tool of apalyais. BvYen ameng
Cambridge economists, According to atatic analysis, the equilibrium of

an industry is the result of the equilibrium of 1ts 1nd1vidual firns,

Y. Hobbine, L., REFRESENTATIVE FIRM, Economic Journal, 1928, Sept .



There sannot be any equilibrium of the industiry unlees the Tirme are in
equiliberium, Ve are mainly eoncerned in a statlie snalysis with the
properties of egquilidrium of individusl firme {so fer as the theory

of value is concerned), On the other hand, a study of the dynamics of
industry will 1nvolve'a study of the processes resulting in a conver-
gence t6 or divergence from squilidrium, The concept of equlibrium or
regroéentative firm does not loglically belong to any of these two

types of anclysis, static or dynamic, It presupposes the equilibrium
of the industry, though the firms are in a state of constant change,
Botk atatic ancd dynamic elements are incorporated in the concept, though
1t does not seem to belong to either of those spheraa.l Mar=sball has
called this diologiesl approzech which he believes to be true not only
for living beinges dut salse economic unite, Whatever may be sazid in
defence of this approach, it has not been properly developed, even in
Marghall's and Plgouts writingse,

Non-meceptance of the concepts of equilibrium firm amd archetypal
industry ia not damaging te Plgou's welfare propositions, Under the
mathematical static approach, equilibrium of the industry presupposes
the equilibrium of individunl firms, The properties which Pigou
develops for hie equilidrium firm should be applicadle to xll firmg
asccording to modern analysis, Thus Pigou observes that when the industryy
is in equilibrium, the average and marginal eost of theequilibrium
firm will be the same as the smupply price for the industry, This
property ies extended to all individual firms when the concept of
equilidrium or representative firm is abandoned. Archetypal industry

i1z a 2imilar concept which Pigou employs to analyse deviations from



maximum welfare, He conceives the exlstence of some industry in which
marginal privete and marginel social net pfoducts are aqual: the situa-

tion in all other industries is reviewed with refereonce to this cantral

industry. ¥Yow as Xahn points ount. Pigou's conclusiens are hurd to
interpret unless by archetypal industry. he meana the existence of a
large number of induatries where margingl private znd mzrginal soeial
net products sre equal,

The marginal social product is a perfectly Justifiable theorestical
concepts but 1te evaluation is likely to be extremely difficult in
practice, According to Plgon's definition, the value of the marginal

soclal product 1s obtained by maléiplying the main product and the

incidental services und dlsservices rendered by thelr respsctive market

prices, He does not incorporate any valuation made hy soclety as &
central organie unity in his concept. But Pigou does not answer the

real problem invelved in the evaluation of marginal soclial product,

Carried to its logical conclusion, merginal soceisl product flowing frem

the zpplication of resources in a particulsr use or place will involve
a large number of services or disservices which do not come under the

ordinary murket mechanism, This will be aspecislly true of those types
of garvices or disservices which are essentially of a psychie nature,

in order to choose from this wide range which can conceivadly de

included nnder marginal soclal product, some value judgmentes eeem to

be sbsolutely necesssry, It appears that Pigou would include only those

services and disservices which can de brought under the measuring rod

of money. But this expression 1s extremely elastic: specially when

there is no market for the inecidental benefits or los-es,
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For the determinateness of Pigovian optimum, it is necessary that
the marginal soecial product curves have n negative slopes In the

neighborhood of equilibrium, The law of non-proportional returns is

not apolicable here, When Pigou speaks of a marginsl unit of investment,

he is not thinking of s merginal unit of the variable factor, esssuning
the quantity of other fuactors to be constant,

#If the rth, increment of investment is to have =
precise meaning:® he obssrves, "it must be interpreted
as the rth, (chysical) inecrement of some one sort of
productive resources(e.g.+ labor of a given quality)plug
whatever additions to the quantities o6f the other soris

@ £0 witk that increment, These quantities are
perfectly definite, heing determined by the condition
that, in respect of any given quantity of output, the
varioue factors of production must be combined in such

wise as to make their aggregale money cost & nanimum.”z

The marginal social produet of resonrces, s definedy need not be falling.

Tius the felling merginal product carve in Pigou'a sense must be
derived ultimately from the prineciple of diminiehing marginal utility
of the product ltself, Pigou does not explain how according to his
definition marginagl products of #ifferent increments of resources cén
be made comparable. For the rth unit of a particular factor combined
properly with other factors will not usually be the same as the (r + h)
th, unit of the same factor (unless factor proportions are technically
fixed), The different factor units (marginal) under Pigeou's definition
can be made coaparable only if margimsl investment sre interpreted in

the monetary sense, Plgou 1s not at all clear on this point,
(11)

Pigou's discussion of deviation from ideal output in the case of
2, Pigou; BCONOMICS OF WELPARE, Stk Bd., p. 173,
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ineresasing and decreasing cost industries is confusing, thouogh his
conclusions are substantinclly correct. He advocates throughout the
discussion what has now become known zs marginal cost pricing, But he
arrives at these conclusions through a chain of reasoning which is
difficult to digest, There are four functions on the supply side,
supply price from the stendpoint of the industry and marginal supply
price from the atandpoint of the industry! supply price and marginal
supply price from the standpeint of the community, We have already
noted our objection sgainst the definition of supply price from the

standpoint of tke community, It does not sound reasonable to exclude

from total costs increment fn factor pricee due to increasing opportunity

cost. Mrs, Rebinson'53 1lluminating anelysis on reat has been = step
forwerd in the study of cost curvee and Pigou's discussion of incressing
and decreasing returns may be convenlently reviewed in the light of
that study.

Pigou's ideas about supply curves and merginal social product in
1ncreasiﬁg znc decreasing cost industries underweant consideradle
changes since he published his WEALTR AND WELFARE 4n 1912, Though we
have restricted our study toldslatest edition, it is interesting to note
the evolution in his ideas in this particular case, In WEALTHE AND WELe -
FARE, Pigauu drew tvo positively inelined supply curves 5 and S,
which he termed supply price and merginal supply price respectively

and concluded that the interasction of s1 with demand eurve Dnl gave

3. Robinson, J.s ECONOMICS OF IMPERPECT COMPETITION, MacMillian & Co,
Ltd, London 1934, Book III, Chapter 8,

he Plgouy A.C.s WEALTH AND WELFARE, MacMillian & Co, L$d, London,s1912¢
pp . 1?2‘?9 . : *
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the competitive price and ocutput, wheress ideal output was given hy the
intersection of 52 with the demand ocurve, In a review, Aliyn Youngs
aoclaimed Pigou'ts 82 curve as & new and a powerful tool of economie
analysis specially as applied to monopoly but denied that it proved a
divergence of competitive from ideal output. 1In the first edition of
ECONQUMICS OF WELPAEE, Pizou made some elteralions in hls argument
tnfluenced by foungls eriticism, He observeds in support of Young's
views that “"the excess of marginal enpply prlce in industries of
diminishing returns over the corragponding supnly price i3 merely a
nominal excess of money paids and not a real exXces: revressnted by
resources employeﬁ.“é He maintained that the competitive output, though
not a deviation from ideal output in case of rising transfer costy was _
80 in the case of diminishing returna,
"The reason ﬁhy diminishing returns in terms of monay

appear when they do sppesr 1s, ingeneral, not that the

money price of faetors employed o inereased; but that the

proportionate combination of differint factdrs, which &t

i1s most economicsl to employ vhen x units are being pro-

duced, and the extrs cost involved in the first ia real, not

merely nominal, For thege reasons, Youngt!s objJections, as

8 general reason fails," '
Pigon further revised his thesis in an article in the Zconomic gggggﬂl:B
admitting that his rsply to Young was not adeguate, In the second '
edition of RECONOMICS OF WELFARE a revised statement was given which was

retained in later editiocns, The reviesion consisted, as we have geen,

5. TYoung, A.,A., PIGOU'S WEALTH AND WELFARF, Quarterly Journal [ 4
Boono v August 1913,
6. Pigem, XCOKOMICS OF WELFARE, lst Ed,, Macmillian & co,, 1%d,
London, 1920! Pe 935,
?. IBIDQt P. 936'
8. Plgou, COMMEN?, Economic Journal, March 1924,



in the abhandonment of the general themis that under incrassing coat,
competitive output under consideration exceeds the ideal, and the
adoption of tha very limited proposition that divergence is lilkely to
occur when increase in factor cost accruss to foreigners as price for
imports,

In retrogspects a better 1lizht can he thrown on the discussion,

7 diatinction between four eost curves

keeping in mind HMra, Robinson's
which are merginal cost including rent (d), average cost including

rent (B), marginal cost excluding rent (¥). and average cost excluding

rent (B), Supply curve may be increasing in =n industry due to (1)

diminishing returns remuliting from the existence of scarce fzoetor or
factors whose supply is fixed for the industry, (2} rise in factor
prices following transference from other uses or {3) combination of

both (1) and {2).
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Competitive price under increasing cost is consistent with the
conditions of ideal output, for at the competitive price, price is
equal to marginal soelal cost, or the value of marginal soclal vroduct

Sunleuibimiiiiy

9. Robinson, Joan., OP.CIT.y Book IV, Chapter 10,
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{4n Pigouts terminclogy). Under conditions of perfect competition, supply
price of an industry is the same as marginal coet of the individual
firm excluding rent and average cost of the firm including rent. In
the above diagram, supply curve is given by P.I'and competitive price
and output at QF and ONF respectively, Marginal cost of the firm ex-
cluding rent (whether accruing to fixed faetors or factors drawn from
other nses) ie the same as marginal socia)l cost., Increase in cost
due to diminishing returns or rising transfer cost results in a higher
cost to soclety which is completely sxhausted hy a price covering the
increment to costs on marginal units, Rents accruing to intramarginal
units do not constitute soclal cost, S5 curve cannot be regarded as
merginal scelal cost curve, bacause rent 1is not an item in social cost,
5, curve is lster replaced by Pigou bty merginal supply price from the
standpoint of the community. In 80 far as this excludes any rise in
factor pricess it does not reflact marginal social cost. DIise in
transfer earnings should be included :nd rents exeluded from the mocial
coet function, Pigou does not distinguish between thess two types of
factor earnings and his treatment of cost ia, therefore, rather hazy.

in the final version, Pigou tontemplates a diversion of competitive
output from 1deal output when increase in cost i1s due to the rise in
price of imported articles used in the industry under censideration,
This approach implies & consideration of welfare limitad to the domestie
economy only.

"The qualifications required to allow of policies,*
H, Ellis and W, Fellner observe, "distinguishing detween
the interests of domestic subJects and forelgners :ire

mach more extensive than would be suggested by the limit-
atfons of Pigou's arguments to such increase in rents aa



are included in the value of commodity importe, One would

? e have to exelude from the aggregate to be maximised 211 con-

sumers! surpluses accruing to foreigners: and all producers!

surpluses accruing to forelgn afsakholdora or other foreigm

owners of domestic enterprise,”

Pigouta thegic that in industries with increseing returns, actual
output falls short of ideal ocutput has been upheld dy later economists,
Phere is no symmetry between external economies end external diseconomies
regarding their relation to marginal cost (social), The competitive
supply curve with a poslitive slqpe isy as we have seenly also the margine
al soeial cost, On the other hand, a falling mupply curve for an inw
dustry enjoylng externsl economies, whose intersection with demand
curve determines equilibrium price anc ecutput does not represent tre
curve of marginal soecial cost,

To of fer an explanation of this asymmetry, we shell driaefly anslyse
the nature of externsl economies. A lewering of cost curves of indivi.
dual firms in a particular indusiry following its expansion may be dne
te a cheapening of fectors or as Plerro Sraffa}%uggosts. a better
rendering of services, In the firstlcaae. oxternal esconowy in our
industry 1s to be traced ultimately to the existence of internel
economies in a subsidiary indusiry operating under imperfect competition.
If the subaidiary industry can explait ite internal economies fully
without Jeopardising perfect cdmpetition. cont curve will dbe rising
at the peint of oquilihriqm and no external economy will originate from

the expansion of the main industry. 1If the cutcome of internal economies

10. TFllis, H,S.» and FMllners W., EXTERNAL ECONOMIES AND DISECONOMIES,

American Review, Sept, 1943,
11. Sraffa, P,, LHE"OLI_ TIENS UNDER COMPETITIVE CONDITIONS, Bepnomie
Journal, Dec. 1926. '
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in the subsidiary industry is menopoly, cost will decline only if (1)
it 1o operating in the downward range of its marginal cost and the
slasticity of the new demand curve is not sufficlently smaller than

wae that of the old cne to offget the dewnward glope of the marginal
cost carve; or (2) if the new demand ourve 1ls more elastic than was

the old one and the upward slope of the marginal coet curve in the
relevant range is ineufficient to offget this circumstance, ¥Fall in
the prices of factors due to increcse in the scele of output iss according
to Pigous highly unlikely. Ke observes that increasing returns ensue
as & result of growing specizallsation with the expaznsien of the msrket,
The example of cotton industry in England 1s cited, where there is not
only the ppecialisation betwsen the processes of spinning and weaving,
but also the further specislisation betusen firms spinning fine counts
and those spinning course counts. #The increased specislisation of its
component firms maderpessible by an enlargement in an industry as a

whole often invoelves a large reduction in coata.'lz

Yo this may be
addeds as the source of external ecanémiea. better rendering of services,
viz,s the development of skilled labor force, the migration of a
suitable labor, the appearsnce and progress of profesaional and trade
associationss research institutions and the like leading to better
dissemination of knowledgze ste,

These varioua factors which give rise to externsl economies elss
account for social economy or a lowering of marginsl «octal cost below

the competitive supply curve, For a falling supply curve, z decline

in the cost of intramarginal units of output is slso a decresse in
el

.%Rg: Pigous ECONOMICS OF WELFARE; 4th Ed., p, 219.



social cost which 18 not reflected in the average curva,
Y]

4

) R K
| rig. 2.

I# fig. 2, the curve of marginal supply price (or marginal secial cost
SSt?) 45 lower than the competitive supply curve (Ssi)land actual oute
put (OQ) 18 less than jdeal output (OR), Netional dividend will in-
crease 1T the state grants bounty te an industry with inereasing re-
turns to cover costs of producing mere than the most profitable output.

The above tresfment is based on the gasumption that external
economies are reversible, that SS*' curve is valld for both increases
and decresses in the scale of output, But, 28 Ellis and Fellner'>
have shown, external economies may also he irreversible in the aense
that ecoaomies'which result from en expsnsion of output pereist if
ocutput subsequently contracts, In this case, the contrast of average
and narginal costs cannot be uiad to indicate the competitive from

soeial cost in as much as the economies 5imply ceuse a downward shift

of average costs as a horizontal function up to each realised ocutput,

The case of irreversible economics can be diagrammatically presented

13. Hlis and Fellners OP,CIT,
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as follows, Y/
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Fig. 3.

In £ig. 3+ SS5' fe the locus of succeasive cost curves which are
horizontal to the X-axis at ditfofeut scales of output, Thus once
output reaches A, the aversge and marginal supply curve is given by
AA': once output reaches P by PP' ete, Let T by the minimum point on
the S5 sigznifying the disappearance of sxternal economics at an ocut-
put (I, If output expands te OU, the new mupply curve will be given
by TT' which will peraist even if the output declines subsequently,

In that case the optimum output will be given by the point of inter-
section of TT' and DD'$ SS'! here has no pperstional significance, The
true optimum OD is less than the apparent optimum OR which is determined
at the point of intersection of ID! with SSt't, If the government has

& properknowledge of the aources of external economies 1t can directly
develop those sources and help industry reach the optimum output 6D,
This is speclially true, if resources are relatively immebile and
transference involves a large amount of cost,

If axternsl economies are also accompanied by & rise in fachr



prices, reant on intramerginsl units should be excluded from the
marginal soclal cost for the determination of the optimum,

Ve have implicitly assumed in cur sbove discussion that there is
perfect correlation between external economies snjoyed by an industry
and an éxpansion in the scale of ite output, This zssumption is
subject %o modifieation in two ways, Inlthe first place, external
economies originating in a particular induetry need not be confined
to that industry alone, tut is likely to sbread to other smectors of the.
economy, Secondly, there geems to be much truth in Sraffa'alh
observation that external economies are often the resultant of the
deYelopment of the economic system as a whole, ZXeonomies which are
internal to the industry tmt external to the firms composing it are a
rare phenomenon., Thie explains why scme economliats have pleaded that
external economies are essentinlly dynumie and they cannot be usefully
treated within the framework of = statie analysis,

All these conslderations ebomt external economies wesken Pigtuta
case for subeldiaing an industry with a falling supply curve, The
a¢onomles muy lergely mccrue to other industries rather than to the
industry nnder‘reviav. It is only that part of externsl ecenomies
which are enjoyed by one particular industry that is reflected in ite
supply_curve; Yhat is relevant for the aocecial optimum is the sum total
of economieg which ia obscured in Pigou's treetment of the protlem,
though his definiticnof marginal social product makes allowesnce for 1it,
We shall see in the next chapter that R, F, Kalnl® attempted o fuller

14, sSraffa, 0P,CIT,
15, Xabn, BR.¥F.+ NOTES ON IDEAL OUTPUT, Egonomic Journal March, 1935,



treatment of externsl economies by slightly altering Pigou's definition
of marginal sooial product, Secondlys economies in 2 parilcular
industry may be less in magnitude than those which prevall on the

average in industry as s whole, 80 that the industry under review is
producing mors asnd not less than {ts ideal output, But this cese ig
excluded by Plgou's aéaumptions. In his system, ideal ocutput 1s attsined
by 2 large sector of tﬁe economy, barring a few exceptional cuses,
Thirdly, existence of economies may fall to be fully revealed in a
falling supply curve Awlng to the existence of scarce factors,

Therefore, if external écnnomies spread from other industries, the

supply curve of the first industry may not indicate it due to. external
disecononies, Finally, Fligou's case forhounﬁy on decressing cost
industries finenced by taxes on other industries holds good, if economigs
are the excsption and not the rule, If economies are prevalent over |
a large sector of the sconomy, all of them need not necessarily he
subsidised, The imposition of tax on other industries may induce
decreasing cost industries to expandi and {f this expansion would

carry the industry's ocutput beyomd the ideal points & tax and not

bounty ia called for,

(111)

Plgouts comparison of output under monepoly and discriminating
monopoly with competitive output is enlightening and the dlseuasion
has heen carried one gstep further hy Mrs, Robinson.ls Pigou's state~

AT ity

16, Robizsen, OP.CIT, Bock IV, Cha. XI, XII, snd XIII,



ment that under simple monopolys ocutput will alwayss other things being
equals be lese than it would have besn under simple competition, may
be reviewed und elaborated in the form of a diagrammatic analysis,
Comparison of monopely cutput with competitive output is made on the
assunption that demand and cost curves which prevail under perfect

compatition are not changed due to introduction of monopoly., Several

_erpes can, then, be distinguished.

(1) There are no escarce factors and no economies of large scale s
that the cost curvefor the indusiry dnder review is constent, It is
easy t0 see that in such & case, monopoly output will be half (fig.l4).
less than half (fig.5)s and more than hslf (fig.6), the competitive
outrut according as the demand curve is & strailght iine, convex and

conecave {with respect to the origin) respectively.
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8t. line demand curve:t Convex demand curvei Concave demand curvet
monopoly output 0A - 3 monopoly eutput OA'<{ 1 monopoly output QA¥ > 3
compatitive ocutput OB. competitive cutput 0BY. competitive output OBt
Under perfect competition, price and cutrut are determined at the
point of intersection of the supply curve SS' and demend curve DDV,

Under monepolys price and output are determined at the point of inter-



section of marginal revenue curve M¥! and marginael cost curve SOV,

(2) There are scarce factors and no economias of scale so that the
supply curve for the industry has a positive slope. In this case, a
new factor emerges, namelyrent. Monopeoly output will be different
depending on whether the monopolist paya rent (in full or in part) to
the searce factors or net,

{a) Let us assume that the monopolist pays full rent to the scarce
fectors, If the demand curve is a atraight line, monopoly vutput will -
be halfs less than half or more than half the competitive output,
according as the supply curve is straight line, concave or convex

respectivaly,
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Fig.7, | Fig.8, Fig.9.

P is the average cost ineluding rent or merginal cost exeluding
rent, Competitive output ie given by the intersection of D' and 3.
S8ince the monopollat psys full rent to the factoras, the relevant
morginal cost curve for him is & {marginal cost including rent)., The
intersection of & and marginal revemue curve MM' gives monopoly price

and output, In Flg. 7» supp;g_gp;ve_is straight line and monepoly



output OA:% competitive output OB, In fiz. B, monovoly ocutput 0A' 5 1
competitive output OB', supply curve being convex, In fig. & monopoly.
output OA'* 1 competitive output OB'', the supply curvs being conciave,
In a similar ways it can be shown that when the supply curve is =
straight line, monopoly output will be less than half the competitive
output for a convex demand curve and greater than half for a conclave
demand curve, Convexity of demand eurve and concavity of supply curve
lead to a smaller proportion of monopoly ountput to campetitive output
and conversely, In sny actual case, output will depend on the curvature
of both demand and supply curves, DBut monopoly outputs on the zhove
agsumptions, can never exceed competitive output, AL most, ~onopoely
output ean be equal Lo competitive cutput in only few exceptionzl

cames requirding psrticulsr chapes of demand or cost curves,

(b} The monopolist may not pay full rent to the scarce factors, If

he hires land, the rent paid is likely to be somewhere in between full
rent and transfer earnings, As regards labor, 1t will not be easy for
the monopolist to avold paying rent in so far as he cannot msake

separate bargains with individual workers, Rent of entrepreneurship
will not be regarded as part of expanae§ of production, but g part

of monopoly profit,

If the monopollst pays part of the renl to any factor btut not the
whole of 1t or 4if there are come scarce fectors for which he pays full
rent and others for which he pays none, his marginzl eost will be
scmevhat greater thaun average cost to the competitive industry, i.e.,,
1t will lie between d (marginal cost ineluding rent) and . (marginal

cost excluding rent or average cost including rent) curves, If the



monopolist does not pay any remt to the ncarce factors. his marginal
cost curve will be given by B and the intersection of B asnd marginal
revenue curve MMt will determine monopoly outmut, If the monopolist
does not pay or paye only part of the rent to scorce factors his output
will exceed the amount he will produce if he has to pay full rent, But
in neither of the cases will monepoly ocutput exceed competitive output,
(3) There nre economies of scale resulting in a decreasing cosi curve,
It ¢an be shown that the conclusions which hold for increasing cost
industries, the monopolist paying full rent to the scarce factors, are
also valid in this case, The relation betwsen competitive output and
monopoly output will he given L7y the game formilas noted adove, So
long as the monepolist psyz rent to the secarce factorse his outmut
will be less than competitive output even if there are economies of
scale, Becauseidr any cutput gZreater than competitive output,
monopolist!s revenmie will be negative,

There ie one case, however, where Pigou's genersl proposition has -
to be modified, If the faet of nenpayment of rent tu searce factors
is accompanied by economies of large sesle industry, monovoly output
mzy exceed, though not mecessarily, competitive output. This result is

shown in the fig. 10.

‘1/
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The relevant cost curve for the monopolist is given by ¥ (marginal
cost exoluding rent), It lies bdelow dboth P (averasge coct including
rent) and & (marginsl cost including rent)., The intersection of Y with

marginal revenue MM' determines monopoly output OB, If the demand

curve is sufficiently elaatic at the competitive output, menopoly oute

put (OB) 1s likely to exceed competitive ocutput {OA),

Pigou'a appraisal of monopoly on welfare grounds is based on the
tacit assumption of the prevalence of free compedition over a large
sector of the economy, The sense in which Plgou anelyses deviation
from optimum is changed if wve withdraw thls restrictive zssuwwption,
This will be discuseed 1n detzll in the next chavter in connection
with the welfare economics of R, H. Kehn znd Mrs, Joan Robinsoﬁ.

We shall end up the discussion of monopoly with a few comments
on Pigou's observatlions on price control, If the competitive prié;
1s fixed under increaszing cost conditionss the monopolist will produce
less than the competitive output, This 1s {llustrated in the fiz, 11.
The coapetitive price and output are denoted dy PA -nd OA respectively.
will he completely elastic up to the auzpnﬁ OA and then will decline
along PD', Marginal revenue curve will not be given hy MM‘, but 4y
DPCM', The intersection of DPCM!' and marginal cost & (it 13 zssumed
that the monopolists pays full rent %o the scarce facters) will

determine monopoly output 0B. which 1z less than competitive outrut,

86,
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Fig. 1l1.

On examination, 1t is seer that monopely outyut under price
control will he higher theon unregulated monopoly outvut only if the
marginal cost eurve (@) cuts the old merginal revenue curve MA! to
the righ£ §f E (the point of intersection of ' and DP)s it will depend
on the curvature of both DD' and P. The imposed price which will
evoke the zreatest sutyut (OR) from the monopelist under rising eost .
ennditions is given by that which squalises the demand price znd
marginal cost. {QR),

Plgod observen that when constant or decreasing supply prevalls,

it will not pay = monopolist, wham price is fixed at the competitive

level to reduce eutput below‘cnmpetitiva output, for he would not secure

geny dimimation in cost by doing this. The velidity of Pigou' obger-

vations fan be explained with the help of di-grams,
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7.

Pig. 12.
In £f4z, 12, the monopollstte marginal and average cost curve ls
given by S5', If the coupeiitive price PA 1g fixed, the monopolist
will not gain by oroducing less then the ecompetitive output bnd his

equilibrium output will be given by OA (same as competitive outnut).

Pig. 12,
in fig, 13+ OA is the competitive output =nd AP the competitive

price. OB i1s the uncontrolled monopoly output and BY the monopoly

price. 1If price is fixed ot AP, monopolist's marginal cost curve



will ecut the new marginsl revenue curve CPDM! between P snd Dy tims

the monopolist will realize his maximum net revenue st the competitive
output. Trus under conditione of falling costs the competitive cutput .
can ﬁe evoked from the monepolist by fixing the competitive price ae

a maximam,
(1v)

We can draw the following conclusions from the sbove analysie.
In the first place, Pigouts use of the coneept of equilibtrium firm and :
archetypal industry does not invelve any sharp break from the moderan
analysis so far as the conclusions are crncerned, Xvidently the
attributes which Pigou's equilibrium firm possesnces :re to be extended .
te 21l individual firms 4n eguilihrium to bring the Pigovian system
in line with the more recent approach., I% will be seen the next chaptdr
that R, F. Kahn17 and Joan Robinson*® developed some of the arguments
of Pigou withen$ deviating from him in fundementzle, They used the
modern concept of theequilibrium of industry and individual firms,
Secondly, Pigou's treatment of ideal output is vitiated by the
confusing distiretion between wupply price from the standpoint of the
commnity. He falls to take into account that part of rise in cost
which 13 due to the foregolng of utilities and as such enters into
marg nal socisl coat, Thirdly. Pigou's nractical insight ie seen in
his treatment of the evaluation of marginal social products of resources
in connection with the determination of 1dea)l omtput, Most of the
economiats belonging to the group of New Welfare Eeonomics simnned the

ciemugeion of the 1m§ortant,txyg‘pf divergence between marginal private
17. Xahn, OP,CIT. 18, Robinsen, OP.CIT.



and marginel social producte which relafe to what Pigou calls third
party services ordissarvicesa‘ The aveluation of marginal soclal pro-
duct, we have noted above, 1s undoudbtedly extremely difficult, But
Pigou makes a oractical compromlse, Many, though not all. of the soclal
¢ogts which are not taken inte aecaugt of by the priecing mechanism in

a competitive economy can be evaluated and brought under the mecsuring
rod.qﬁﬂﬁbney. Thers 1s no reason for axcluding them on the ground
thét.other éocial coste which shamlid theoretically be taken inte
consideration cannot be evaluated. Fourshly, Pigou's recommendations
about decreasing cost industries zre bzeed on the sssumption thot ex-
ternsl economies are confined within the particular industry under re-~
view, We have sesn thst decreasing supply curve in any industry is an
imperfect guide tq fiscal interferemce when externzl economies are
defined in z btroader sense, The results also substantially 41ffer when
extearnal aconomies are not reversible, ¥ifthly, Pigou's treetment of
ideal ocutput under monopoly is based on the sssumption of the
prevalence of simple competition in a large sector of the econony.

His policy recormendations aceorﬁingly apply to the particular
institutionsl situation which he considers, ZXahnl? generalises
Plgou's system by extending it to the case of monopolistic competition,
Finallys the uss of modern firm analysis for the comparison of monopoly
amd competitive output reinforces most of the views hald by Pigon.
Sevaral distinct cuses cre obtalned under the hypotheses of varying
cost and demand curves, which sre aot considered by Pigou. It is also
seen that rent plays an important part in determining monopoly output

R

19.  Kahn: QP.CIT. —_
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CHAPTER V.

POST-PIGOVIAN WELFARE EZCONOMICS: I

R, F, EAHN and JOAN ROBINSON

(1)

In this and the next chepter, we shall attempt a brief presentation
of Post-Pigovian welfare economics., A detailed examination of thesse
later developments is beyohd the scope of this study and the writer
does not propose to take up that formidable task. It is worth while,
nhowever, to throw light on the basic postulates and conclusions of
welfare economists who followed Pigou ané see how they stand with respect
to the Pigovian system., In this chapier. welfare propositions of R, F,
Kahn and Joan Robinson are discussed in some detall on the ground that
they are derived from a direct extension of Pigou's system with some
conceptual refinements, In Chapter VI, new welfare economics to wnich
J. R, Hicks, Abba P, Lerner, Oscar Lange, Harold Hotelling, HNicholas
Kaldor, Abram Bergson, Tibor Scltovsky, Paul Samuelson, Melville Reder,
and a few others have contributed in some way or other will be
presented.

R, F. Kahn'sleconomics of welfare ig Pigovian in fundamentals.

Hig excallence lles in conceptual refinements and extension of Pigou's
system to the case of monopolistic competition. Kahn mskes the follow-
ing three assumptions which are also made by Pigou:

(1) Factors of production are always kept fully employed;

T 13



. on the efficlency of any given combination of factors outside firm x,

{2) Money can be employed as a measure of utility. It is based on the '
impliecit assumption of an equalitarian distribution of income;

(3) A given quantity of productive resources is bdeing employed . Once
these aspumptions are made, an increase in the size of national
dividend will represent an increase in economic welfare.

Kahn uses the concepts of marginal private and marginal social
product as Pigou does. But his definition of these concepts galns in
precisgion and validity. Pigou's definition of marginal social net
product is quite general: it refers to the aggregate of goods and
services acceruing from a marginel increment of a factor, no matter
to whom they asccrue. But when he eluclidates the problem presented
by increasing and decreasing supply price, he restricts the connotatiorii
of the term, ZEconomies leading to decreasing suvply price are
supposed to result from an expansion of the industry under review, and .
thus a unique correspondence between the supply curve and the presence
of economies or diseconomies in a particular industry ies established,
The faect that supply curve of an industry may be influenced by the
existence of economles in & different industry is not taken into
account, Once it is admitted that the effects of economies arising
in any group of individual firms are not necessarily confined within
any particular industry. 1t follows that there is no unique correlation
between an industry's supply function and economies originating in it.

in view of these considerations, Kahn defines marginal private
product and marginal socisl product expressedly with respsct to

individual firm. If en increase in the output of firm x has no effect

b s
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the marginal social product is identical with the marginal private
product. if the Inerease In output has a2 favorable effect on efficiency
elsewhere, production is attended by external economies; marginal social
product exceeds marginal private product, 1n the éonverse case, when
production is attended by externazl digeconomies, marginal social pre-
duct falls short of marginsel private product. PThe nzture of the
allocation of the external economies (or diseconomies) is not germane
to our engquiry--their aggregate amount is all that matters.“2 Tne
terms external economies and disecenomies should not be interpreted
as.accruing to other firms in the same lndustry.
Pigou phrases his welfare propositions in terms of the distinction
between supply price simpliciter and suvply price from the standpoint
of the community. Secondly, he uses the conceptual tool of an archetypal
industry in wrieh tre values of marginal private and marginal social
products are equal, There is an underlying assumption of the
prevalence of a competitive economy in which monopoly is an exception.
Kehn rejects the perplexing distinction between supply price
simpliciter and supply price from the standpoint of the commnity, and
expresses welfare propositions in terms of external economieg and
diseconomies. .No assumption as to the equality of marginsl private
and marginal social products in the generality of industries is made,
On the basis of these changes, Kabn defines the ideal output of an
industry as "that which causes the values of marginal social products
of the msrginal units of each factor to have the same ratios to the

values of their marginal private products as they would in the industries

2. Ka‘hn’ IBID-‘} Po 5.
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from which they would have to be dra,wn.“3
In defining the criterion of policy under a system of perfect
competition, Xaln follows Shove.
iThe national dividend would obviously be increased by
transferring resources from industries where.....net external
economies are small oi negative to those where.....net external
sconomies are large."
It is not the nature of industries in any absolute semnse, but thelr
relative deviations form the average which provide a case for
interference,
External economies, Kahn obgerves, must usually take their
ultimate origin in the internal economies of some subsidiary industry.

This implies imperfect competition in the subsidiary industry.

Accepting the hypothesis that external economies originate in

subsidiary firms producing under conditions offalling cost, Xahn
explores the practicability of his welfare solution., Instead of
assessing the extent of external economies preseant in every industry,
it is eagy to recognise indivisible units being worked below optimum
capacity. In such cases, viz,. railways, public utilities, ete¢.,
subgidy or bounty is recommended. Further, the proposition that in
case of identical industries, no divemasion of rescurces is called for
has to be modified, If economies take their origin in sudsidiary
industries, the case for expanding these subsidiary industries holds
good: diversion of resources vertically from lower to higher stages
of production will increase nationsal dlvidend. A similar point 1s

illustrated by the case of smoke. If 21l indugtriew are equally

3. IBID, -

~—ly  Shove, ,F., VARYING COSTS AND MARGINAL NET PRODUCTS., Bcomomic —- i~ —

Journal, June 1928,



smoky, no horizontal diversion of rescurces is necessary. 3But legal
restrictions on the emission of smoke and the encouragement of methods
of preventing smoke would sftill have an important pari to play.
"Maximization of welfare involves both ideal guantity

of output and ideal method of production. The national

dividend is maximized only when the value of marginal

social product of each seperate marginal unit of a factor

is egual in all uses, both potential and actual,™

It is seen that the existence of different degzrees of external

economies in the economy can be traced to the divargancé between price

and marginal cost to society. In all cases, Kahn observes, fallure of

laissez TalFfe to achieve the best of all possible worlds may be fairly :

laid at the door of the imperfection of the pricing system.

(11)

Kahn6 and Mrs. Robinson7 extended Pigou's welfare proposlition to

the case of imperfect competition. Under conditions of imperfect

competition, optimum allocation of resources is not attained due to

the divergence between marginal cost and price (apart from the question

of external economies,) With a less than perfectly elastic demand
curve for the individual firm, margingl revenue is less than oprice.

The motive for profit maximization leads to the equation of marginal

cost and marginal revenue. Thus, under imperfect competition, marginal

cost is mlso less than price,
Three cases may be distinguished:

(1) There is = perfect market for factors and an imperfect market for

5. ‘OP.OIT.' p. 15.
60 l-BID.I Po 19 ff.

7<) Robingon, Joan, OP,CIT. Books IX and X.
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. because, |

products, ]
(2) There is an imperfect market for factors and & perfect market for !
products., I
(3) Both the factor and product markets are imperfect, I
Case (1). Since factor market is perfect, marginal cost to the

individual firm is squal to the price pald to the marginal factor,

1

Marginal cost and marginal revenue being equal, the margin of transfer “

consists of units for which marglnsl physical product .

multiplied by marginal revenue is the same in different uses. Dué to i
the divergence of marginal cost and merginal revenue from price, there !
is no necessity that marginal physical product times price will be J

equalized in alternative uses of a factor. Ideal output is not atta&ne%
|

marginal revemue (1) / marginal revenue (2) ete.
Price (1) Price (2

where, 1.:2,,....dencte different firms or commodities, It is seen that f
the equation of the valuation of marginal product oﬁ a factor in |
different uses involves that the above rétios marginal revemme/price
mist be equal; it does not require the condition of equation of marginsll
revenue and price.

We can analyse a step further, The ratio marginal revenue/price
is equal to 1-(1/e), where ¢ 1s the elasticity of demand for the
product of the firm, It follows that the divergence between marginal
revenue and price varies inversely as the elasticity of demand for the

individual firm, "The elasticity of demand for the individual firm

can be employed as an inverse ordinal measure of imperfection of
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10. Robingon, OP.CIT. Book IX, Chepter 25,

competition.“a

From the preceding analysis, the criterion of policy is derived.
1t is smocially desirable, Kahn observes, to expand those industries
in which competltion 1s more imperfect than the industries with which ﬂ
they compete for thelr factors of production and to contract those in
which the opposite condition prevails. "It is not the absolute degree

of imperfection but the deviation from the norm which determines the

direction snd the megnitude of the diviation from: ideal outpnt.“9 It a

may be noted that the central proposition of optimum allocation is the
same for both perfect and imperfect competition: the degree of imper-
fection of competition takes the place of the amount of external
economies.

Case (2). it ig assumed that the factor market is imperfect and the
product market ls perfect, Kahn did not discuse this problem, the
analysis that follows is due to Mrs. Robinson.lo Different degrees of
imperfection in the factor market hamper optimum allocation of resources

Due to perfection of the product market, marginal physical product of

a factor mltiplied by marginal revenue is also egual to marginal

physical product times price of the product., But marginal physieal i

product miltiplied by marginal revenue is not, in this case, the margin

of transfer. Imperfection in the factor market leads to a divergence

‘ !
between remuneration pald to factors and their corresponding marginsl l
cost, If the ratio marginal factor cost/ factor price is not the same

in different uses. there is no tendency toward equaslization of the

b. Kalm, 0P|CIT.! p- 200
9.  IBID,, p. 21 ff,
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value of marginal physical products aznd optimum allocation is not
attained, The ratio marginsl factor cost/ factor price is equal to
1 L(LFE) ﬁhere € denote elasticity of supply of factor to the firm, !
Hence the difference between maiginal factor cost and factor price
varies inversely as the elasticity of supply of the factor under
consideration.

Case (3). Now we can combine the assumptions of imperfection of
both product and factor markets =zmd see how they affect alloecation.

It is seen that there is misallocation of resources if the appliceation

of anyg factor to its different uses leads to different values of the

ratio offactor price to the value of its marginal physical product.

Now,

Value of marginal physical produet = Value of marginal ph., product X
R Factor price Marginal revemue product . ’

Marginal revenue product = Yalue of marginal ph, »roduct. X
Faetor price Marginal revenue product .

Marginal factor cost - 8 o €+ 1
Factor price T e-l € ’

wvhere e and € dencte the elasticity of demand for product and elasticit

i__

of gsupply of factor respective;y. By marginal revenue product we
mean marginal physical product times marginal revenus., The substitutiol
of marginal factor cost for marginel revenue product is Jjustified on
the ground that they are equal at the point of equilibrium.

If the ratio (ef(e-1)) ((€ + 1)/€) is the same in different uses
of a factor, values of mrginal physical products are equalised and

there is no case for transference of resourceg, National dividend
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!

will increase through reallocation when the ratios {ef(e-1)) - ((® + 1)/#
|

are not equal, It may be seen that the divergence from optimum allocatﬂpn

will vary inversely as the elasticity of demand for product and

elasticity of supply of factor to the individual firm, - ﬂ
(111)

We have considered above the criteria, which, under different

asgsumptions regarding imperfection, will improve the allocation of
1 .

resources smong individual firms, EKahn 1 congiders the marginal product

of mansgement and extends the ganeral welfere proposition to indicste

whether movement of entrepreneurship from one industry to another
or change in the number of firms will increase national dividend, A

distinction is made between the hiring factor, the entrepreneur, and

)

the hired factors of production, The marginal physical product of an |
: !

entrepreneur is defined ag the increment of output which society obtain#
as a result of the application of an additionsal entrepreneur to a ‘
particular type oflproduction, the nstural units of all other factors

employed by 1ndustfy as a whole remaining the same as before. In order

to relate marginal oroduct of entrepreneurship to the maximum welfare

. proposition, two thinge are consideredi first, the relation between the

value of the marginal physical product of an entrepreneur and his wage
and secondly. the relation between the velue of his marginal physiesl
product and his msrginel soclal productivity.

Under conditions of perfect competition, the entrepreneur of =
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firm which does not give rise to any external economies receives a
revard equal to the value of his marginal product. The remuneration
of an entreprenecur 1is given by the total value of the cutput he

preduces minus the cutlay on hired factors. Lf a firm is closed down

and the factors it was employing ere redistributed, outpnt will be
changed by an amonnt which is egqual to the expenditure on the firm's

output minus the value of the marglnal product of hiredfactors when |

employed in other firms. This change in output measures the value

of marginal product of the entrepreneur, Since under perfect competition,

the remindration pald to the hired factors by other firms will be equal
to the value of their msrginal physiecal product, it follows that the
entrepreneur receives a rewaerd which is equal to the value of his margiﬂal
product, 1f external economies originate in a firm, the entrepreneur's
earnings will fall short of nis marginal product (which is also equal
to the value of his marginal social product in this case) by the amount
of economies to which he gives rise., Tius there is perfect symmetry
under condition of perfect competition between entrepreneur and hired
factors regarding the relationship of their earnings to their marginal
products.

This symmetry does not held when conditions of imperfect.competi-

tion operate. The hired factors receive less then the value of their
marginal products by an amount which also measures the excess of E
entrepreneur's earnings over the value of his marginal product. This |
follows from the line of reasoning developed above. But here the

distinction between marginal private product of the entrepreneur and

hig marginal social product is Importact,
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Kahn takes account of two parameters to ¢lassify possible cases,
One parameter depends on the extent to which the entrepreneur competes
for his facgors with similar entreprenenrs, working under the same
degree of imperfection as he is himself and on the extent, on the other
hand. to which he competes for his factors with industry in general,
The parameter invelves the question whether and to what extent
imperfection of competition is due to rational and irrational buyer's
preference, Thls distinction 1s significent for welfare,
- " Phe ihperfection of the market is purely lrrational if it
takes its origin in preferences which obtain no justification,
vwhen they are satisfied, in actual enjoyment and the thwarting
of which causes no loss of satisfaction.”
Irrétianal buyers preference is to a large extent due to ignorance,
habit, tradition or inertia, Imperfection is purely rational if it
takes its basis in preferences which correspond to real satisfaction,
Imperfection as & result of cost of transport, natural conditions
giving rise to monopoly are of the rational type.

when imperfection of the narket is purely irrational, marginal

private and marginal socclal net products ef entrepreneurship are equsal.

When the imperfection is rational, marginal social preduct of the

entrepreneur exceeds the value of his marginal physlical product. This |

can be further elaborated. In case of irrational buyers’ preference,
the entrepreneur 1ls one among meny producing virtually ldentical
commodities. His output represents only a small vart of the total

outmut of the commodity and the price for his output can be taken to

meagure the total value to sockty of his output, When buyers! preferbn&e

?Q IBID.. po 25.

i
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is rational, we are presented with the case of a single firm producing

the whole output of a single commodity. Consumers would be willing to
pay a larger amount than théy do for the whole cutput of a commedity j
rather than go without it altogether. The entrepreneur’s marginal
social product will be measured by his firm's physical output multiplied
by its average utility (not marginal utility as in the other case) minug

the value of the marginal vroduct of hired factors. The excess of

marginal social product over marginal physical product is given by the

excess of the averege over marginal utility of output, mzltiplied by th

=

amount of output, ;
Lf each entrepreneur competed for factors with other entrepreneurs|
in the same industry and irrational buyers' preference exists, reward
of the entrepreneur willexceed the value of his marginal soclal
product (here value of marginal physical and marginal soclal preduct
are equal) by an emount varying with the degree of imperfection of
competition in thean industry. To be more precise, marginal social l
product of an entrepreneur

= his earnings - facter cost/(e-1), where e 1s in some sense the averagﬂ

elasticlty of demand for the individual firm in the particular industry,

The divergence between an entrepreneur's marginal socizl product and
his remuneration tlms depends on the imperfection of competition gziven
by @ and slso on the magnitude of the firm's outlay on factors, or size
of the firm, Apart from the nature of demand curve and imperfaction

of the market, size of the firm is also influenced by technieal
conditions of production expressed by the cost curve., From the above

analysls, it 1s evident that national dividend ecan be increased by




104

diverting entrepreneurs away from any industry in which imperfection
of competition exceeds the average and by attracting them into any
industry in which imperfection falls short of the average. The type
of diversion which is called for where firms are naturally large is
the game in direction ae that which is called for where the
imperfection of competition is great.

Turning to the case, where imperfection is irrationsl and each

entrepreneur competes for his factors of production with industry in

generel, we se¢e that the above equation of marginal socizal productiviﬁy,

of the entrepreneur is still wvalid, when e implies the avérage
elasticity of demsnd for the individusl firms taken over industry as
a whole, Since ¢ is now the same in all uses. differences in

marginal soclal productivity will result from size of the firm., Once

again, diversion of entrepreneurship from uses where firms are large
to those where firms are small is calculated to inerease national
dividend.

‘it should not be supposed that entrepreneurs slways mske =

positive contribution to society. There may be cases of redundancy

of firms when a reduction in the number of entrepreneurs will be condue-

-ive to an increase in economic welfars., This will happen when margingl

social product of an entrepreneur is negative, although his earnings

are positive, If there are strong forcea of internal economies in J
the generality of firms in any industry making for a falling average |
cost of hired factors, marginal social product of an entreprensur in

the industry is likely to be negative and optimum allecation requires

a reduction in the number of firms i{n the industry.
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Let us now take up the case of rational imperfection. Here
marginal socisl productivity equation is different and as Kahnsputs

it,

marginal sccisl product of an entrepreneur

- his earnings - factor cost/(e-1) + addition to revemue

caused by perfect discrimination, when e is the elasticity of demand
for the individual firms with which he competes for his factors of |
production, When e =0, 1,8., the entrepreneur dperates in a world
of perfeet competition, his marginal social product is the same as
his total profit obtained by perfect discrimination, (because the
second term on the right hand side of the above equation reduces to
zero), It is very unlikely, Kahn9 observes, that a firm eapning a
positive profit will have negative marginal social product in case
of rational imperfection,

when each entrepreneur competes for his factors of production
with similar entrepreneurs, it is possible that the excess of his

marginal social productivity over his earnlings will he greatest when

competition is most imperfect, It is therefore socially desirable
to divert entrepreneurs from subnormally imperfect industries to |
abnormally imperfect ones., In the cass, whepe each entrepreneur
competes for his factors with industry in genersl, the same conclusioh
holds good as indicated by different values of the third term on the

right hsnd side of seoial productivity equation (e being constant),

8, IBID.» p. 33.
8, IBID.» p. 4.
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(Iv)

The followlng significant conclusions.are derived from the above
analysis of R. F., Kahn's and Joan Robinson's welfare economlcs, In
the first place, the above writers make a slgnificant contribution
to welfare economics by extending Pigeu's general welfare proposition
to the case of imperfect competition., In deing so, they start from
- the same assumptions, including the meagsurability of utility and
interpersonal comperison of utility, which Pigou makes. In Pigou's
gystem of simple competition with an admixture of ménopoly. the

ganeral welfare proposition that marginal social product of resscurces

mist be equalised in sll uses is reduced to the particular pr0poaitioq-

that marginal private andmarginal socisl products mmst be equalisged

in every use. Guided by the practicml interest which Pigou has,

Robinson and Hahn consider that Pigou's model does not fit with reality

imperfect competition conforms more to actual practice, Perfect
competition implies the equality of marginal cost and price; imperfec!
competition in the product market, on the other hand, leads to a
divergence between marginal cost and price. When the divergence
between marginal cost and price is general due to imperfect competitig
an attempt at thelr equalisation is not good economic policy andisg
also not a necessary condition for the maximizaliom of welfare. The
equalisation of marginal social products can be brought about by
making the ratios between marginal prévate and marginal social

products equal. In other words, what 1s celled for in a system of

imperfect competition is not the equalisation of facber price and

11 4
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value of marginal physical product of resources tmt of their ratiom
in different uses (apart from external economies), When there are
external economles or diseconomies, values of marginal private pro-
ducts and marginal social products will not be the same and the
relevant ratio which required egqualisation is then. . given by that
between factor price and value of marginal social product. We have
seen that the divergence between factor price and value of marginal
private product can ascime from two sources, imperfect competition
in the product market and imperfect competition in the facotr market
and the existence of any of these two types of imverfection in
unequal degrees in the economy results in a deviation from the
optimum, One important point mey be mentioned in this connection.
Apart from the issue of dealing with imperfect competition, Kahn
and Robinson give a more general interpretation of Pigou's welfare
proposition than what Pigou himself does, The equality of factor
costs and value of marginal private products under perfect competitio
can be regarded as a speclal case of the equality of the ratios
between factor costs and values of their marginal social products.
To take account of imperfect competition. Kahn and Robinson do not
restrict the value of slasticity of demand for product ¢r for factor
to infinity and tms their system gains in generality.

Secondly, it is =een that Pigou's welfare proposition can be
interpreted to yield meny interesting results which Pigou does not
discuss, Thus Kahn considers the marginsal soccizl product of
entrepreneurship and develops the criterien of detefmining the

optimm emmber of firms in any particnlar induatry in a system of

|
i




round the distinction between rationsl and irrational consumers!?

|
|
imperfect competition, Of course, the whole discussion revolves i
|
|
preferenee. i

Thirdly, Kahn considers the possibility that economiesg originati#g

i
in one industry may spread to other industries, By broadening the |
definition of external economies and mzrginal soclal product, he

include8 the cases which are excluded from the Pigouvian system,

importance, Marginal social product indludes the total outout due to
the application of eesources by any firm, no matter whether the out- |
put accrues to the industry of which the firm is a member or not.

we have noticed that Pigou conslders tha case of increasing and
decreasing cost industries and suggestis inter-industry transference
of resources for increasing the national dividend. Eahninemphasizingl
of resources. even when there is no justification for transference

of resources between industries, Thus when economies originate in

a subsidiary industry, transference of factors verticaliy from the

lower to higher stages of production in calculafed to increase

called for.

Finally, while dealing with the realistic case of imperfect

|
|
|
|
|
|
|
|
|
|

national income, even though nohorizontsl diversion of resources is
!
l

competition, Kehn does not offer any easy solution so far as practica%
policy is concerned. He elso advocates the fiscel devices of taxes !

and bounties. But fiscal control gezred to bring about the optimum

i
!
alloecation of resources when the degrees of monopoly power _1@&1&9&'

|
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by different Industries vary within wide limits, is exceedingly
difficult tooperate. The estimation of the divergence between factor
cost and value of marginal soeclal product and fixation &f an optimum
rate of tax or bounty are in faet baffling problems, Desling with
perfect competition, on the other hand, Kahn suggests an easler
solution, He discovers that most of the externsl economies take
blace in subsidiary firms being worked below optimum capacity.

In Pigou's analysiss the nature and amount of tax or bounty depend

on a comprehensive examination of the supply curve of industries from

the standpoint of the commnrity. This is rather vague and confusing

for the reasons discussed above, Kahn'makes & gore specific and

clear-cut recormerdation. He advocates bounties to lumpy investments

being worked below optimm capacity, like railways, public utilities,
eta,

To sum up,» Kahn and Robinson improve upon Pigou's thesis without
meking any assumption conflicting with Pigou's, We shall now

examine the eontribution made by new welfare economics.,




(1)

Much of the controversy after the publication of Pigou's olassic
treatiss oentered round the quostion of the measurability of utility
and interpersonal comparison of utility. We have seen that Pigou |
made both these aseumptions, From the postulate that marginal utility
of income to different individuals living in a commmnity is the same,
he derived his proposition of equal dlstribution of income as a meaa-;
ary cordifiion of the maximisation of welfare, The acceptance of

_ utdlity caloulus enabled him to regard the size of the marginal social

product as the measure of increass in subjective economic welfare,
The attempt that was being made to free the analysis of value
from the assumption of the measurability of utllity had its impaot on

welfare economics. Robbins'® warning that economists should keep away
from presoriptions because interpersonal comparison of utility is not

possible appears to have had some effact on his gontemporaries. R. F.
Harrod, however, had s dissentient wvoice end in an address published
in the Economis Journal, he observed, |

uif the incomparability of utility to different indivie
duals 18 strioctly pressed, not only are prescripticns of the
welfare school ruled out, but all presoriptions whatever,
The econamist as an adviser is completely stultified and , .
he had better be suppressed completely. No ~ scae sort of

m,l., *Interpersonal Comparison of Utility", Economie Journal,
Dec, 1938 *
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postulate of equality has to be assumed., But -it should be
carefully framed and used with great osutien,

Shortly afterwards, N. Ealdor® devised a method to cireumvent the
difficulty preseanted by the problem of iuterpersonal compariscn of
utility, This ingenious device was readily taken up by Hicks., The
literature on welfare sconomics which was developed on the basis of
this refinement has been called Mew Welfare Hconomica. Economists
belonging to t!dis group, apart frow minor differences, have atteapted,
with 2 methedological rigor charactorigtic of Pareto; to present a
scientifically acceptable welfare economics, free from the blemish of
interpersonal scomparison of utility, They have defined the optimum
and derived its properties, Bargson and Saxmelson have focuawsed
attention on the number and nature of assumptions involved in welfare
sconomics, specially assumption about ends, At the same time they
have provided the framework of a mopre generaliged welfare economicse.
0ld welfare economics had been exposed to a dual attack, on the
validity of interpersonal comparison of utility sud of the definition
of utility as a2 cardinal number, HNew welfare economics has tried to

avoid both these pitfalls, It is seen that a theory of welfare oco-
nomics oan be constructed without any assumption as to the measurabilie

ty of utility, This implies sbstracticn fram considerstions of income |

distribution, Practically speaking, any change in allocational effi-
efensy will inwvolve change in income distribution, New welfare eco-

B EHarrod, R.F., "Scope and Method of Econcmics® s
Py » Be Ty » Egoncade Journal,

3. Kaldor, N., "Welfare Propositions in Economics and Interpersonal
Couparison of Utility", fosmomig jowrmpl, September 1939,

L1,



nomics has shown that these two facets of welfare can be segregated _
and an econcmist ig in a position to prescribe about efficisncy of the
econcmy, without entering into distributive considerations.

In the new system, utility as an ordinal magnitude replages |
utility as a cardinal measure, 7This is not newj it has been seen that -
Parsto employed the same device, The definition of utility as a cardi-
nal muber requires the spegification of utility units, The ordinal
definition implies that we ahcrum be able to say, first that a given
individual either prefers one combination of commodities, x, to anot@
coubination, y, or prefers y to x or t-hu.t he is indifferent between the
two; scoond, that preferences are transitive, l.e,, if combination x
is preferred to combination y and y is preferred to g, then x is pre-
forred to 5; and third, that the scale of preference is definite, ie., :

£

no two mrfermce ourves have & cozmen point,

The impertance of new welfare economics lies in a definiticn of
optimm organization of the economic gystem which does not require
interpersanal comparison of utility, Pollowing Kaldor, Hicks defines
an opm orgenization "as one in which every individual is as well
off as he can be made, subjest to the condition that no reorganisation :
permitted shall make any individual worse off".,* This can be further '
.elnbontod. According to the above definition, welfare increases when
one or more individuals become better off and none worse off, But most,
¢f the economic policies are likely to better the conditions of aome E_
individuals, while causing injury to others, Hicks introduces in this

he Higks J +Rss "The Poundaticns of Welfare Economice®, Eoonamic
m D:embcr 1939. ’
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connection the concept of compsnsation, A tax or bounty levied upon
or paid to an individual is coupensating when it leaves him in the
event of an economic reorganization on the same indifference surface,
he would have been on had the reorganization not occurred, With the
aid of this device of compensation, a more precise definition of the
optimum ecsn be gliven,

. #yelfare will be increased, decreasx! or left unchanged

by a given eccnomic reorganization depending upon whether

the algebraic sum of all coEganaating taxes and bounties is

positive, negative or gero,

Therefore, an optimum organization is ane in which the intreduction
of sny change in economle policy cennot make the sum of compensating
taxes net of bounties positive.

This definition of optimws, as Hicks and others point out, is not
unembiguous, *fhere will be an indefinite nuzber of different possible
optima, distinguished from one another by differences in the distribu-
tion of social wealth,"6 But this handicap is not decisive, The condls
tions of optimm can be derived from its definition, If any particulaw
situztion is not in optimm, thers 18 a definite eense in which its
efficlency can be increascd; some individuals can be made better off,
without caueing any injury to others.

Hicke makes the important distingtion betwsen three seta of opti-
mm conditions, namwely, (1) marginal conditions, (2) stability condi-
tions, and (3) total conditiocus. The last two scts of conditions are
as 1a@o§tant as the first one. Thess canditions have been stated by

Em%;i Stwdzer g_e% WPW Econgmigs, New York,

6. Hicks, Qp.Gi%.
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Hicks and restated, both literally and mathematically, by a group of
egoncmists mentioned above, We shall briefly state here these three
sstas of mditiﬁna. )

(1)
(a) The marginal rate of substitution between sny two cammodities

mist be the same for every individual who consumes both,

Allocation of sommedities among consumers will not be optimal o
long as any individual can improve his position by exchange with others
without making them worse off. This can be wverified geometrisally by ‘
taking the cage of two individuals A and B and a palr of commodities
X and Y. The preference maps of A and B are denoted by an increasing
sequence of indifference curves J,II1,JII ete, and I',IX',I11t,etc,
respsciively. Ilet us assume that A and B each possess soms of both
commodities X and Y. A convenient way of representing this situation
in a diagram to find out what the optimum would be to place the
indifference map of A on that of B with thelr co-ordinates reversed,

8o that the points of intersection ér the oo-ordinate sxes of the two

indifference systems are given by the total amount of X and Y ;:mmunﬂifE

by A and B, This is shown in Figure 14.
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OM and QN are total quantities of X and Y posseseed by A snd B.
The locus 00' of the points of tangency of the two indifference systems
is kmown as the contract curve. It is easily seen that any combinstion,
of commodities which is not on the contract curve is not consistent
with optimum and at least one of the individusls can improve his posde
tion without entailing saorifics oo the other by moving %o & point on
the contract curve through a progsess of exshange, Let Q represent the -
initial situation; it meana that A possesses OF of X and OR of Y and B.‘;
P of X and RN of Y. Q lies on a point of intersestion of two indiffers
ence curves of A and B, which are lower than IV and V' respectively. j
Both individuals will be better off by moving to the point Q! on the
contract curve which lies on higher indifferencs curves for both of E‘i
them. %o arrive at the new situation, A will have tc exchange RS of ¥
for FT of X. On analysis, it will be found that for any combinatioen -
of commoditiss en the contract curve 001, there are combinations of
comodities on the contract curve which are optimm in the sense definsl
above, Thus if we consider the gembination of commoditiss given by G
in the above diagram, A and B will reach the optimm by shifting
through exchange to any of the eombinations of commodities represented gﬁ
by the segment DE on the sontract curve, At the same time, it is ovi~
dent that so long as we abstract from distributive considerations, there
i# no oriterion roi- somparison of the different optima given by 00!, |
Each polnt on Q0! is optismua in a rolative mn;wehuonognide‘ _
according o new welfare ecouomics of finding out the absolute maximum,

The tangenoy of the indifference systems of A and B implies the |
equation of their marginal rate of substitution between X and Y at the
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point of equilibrivm and our first marginal condition i1s verified,
{b) fThe second marginal condition of maximmm welfars we can call the
gondition of optimm allecation of products among firms @r Sptimum
domo of mpecialimation, It states that the marginal rate of trans-
formation between any two products mast be the same for any palr of
firms which produce both, |

To prove this analytically and diagrammatically, we assume the
existence ef any two firms A' und B', both producing commodities X
and Y, wm the amount of the factors each firm uses and of the other !
products it produces are gonstant, Ths possible cocbination of eemdi.-
ties that a firm can produce under these conditions will be given by a II
transformation curve which, unlike the preference curves of the oone- |
smers will be concave to the origin, This ls due to the familiar
principle of diminishing returns., As more of one product is produced,
the amount of the other product sscrificed increases. Here, again, to
find cut optimum, transformation system of preducer B! is compounded
on that of producer A! with co~ordinated reverssd so that points of
intersestion of co~ordinate axes are given by the total amount of X

'and Y produced b{ two firms.
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In Figure 15, the two transformation curves AB and CD have been

s0. superimposed that the total amount of X and Y produced is denoted
by OM (GR by A! £ RN by B') and O (OF by A? £ TH by BY) respeotively,
It can be shown that there is no optisum when the tranaformation curves
intersect, Lot us move the transformation curve of B' to the right 'tﬁ.l.
it 1is tangent to the transformation curve of A', In the new situstion .
which is represented by the dotted lines, the producticn of both
commodities X and Y increases by an amount MM' and NN! respectively.
P is, howevar, only one of the many peints where CD can be made tangent
to AB. If we locate the origin of the dotted axes O'' at any point in |
the area K0''L, any comuon point of CD and AB will involve a greater
total output of both X and ¥, then if the origin were at 0!y, The
maximum locus KOVfL will evideatly depend upon what combination of
commodities the firms were initially producing. The optimum combingw
tion of outputs cannot be uniquely determined from this diagram alone;
4t merely indicates a necessary condition of the optimm, 7This condie
tion is that outputa must be produced in such combinaticus that the
slopes of the transformation curves of any two firms are equal, ]
(¢} A third merginal condition of maximmum welfare relates to optimm
allocation of factors, The sescnd marginal condition shows whether -
the redistribution of factors within firms will iocrease welfare, The
third marginal condition concerns the possibility of increasing the
output of any particular commodity, the quantity of other products
remsining constant, through a redistridution batween firms, The condi
tion of optimun allocation of factors is that the marginal technical

rate of mbstitution between any palr of factors must be the ssme for
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: any two firms using both to producs the same product.
’ A dlagramatic presentation may be given by taking the cage of '
;ft two firms A* and B! using two factors X snd Y to produce a particular . FQ
| commodity, It is assumed that factors other than X and Y and the total
: quentity of X and Y avallable to the two firms are constant, On these 1

asgunptions we can draw a system of isoproduct curves for the two

firms which will be convex to the origin, The femiliar progedure of .
i sltting one indifference system on another with co-ordinates reversed |
%’_ is alsc used here, The points of intersection of coordinate axes \
dencte the total quantity of factars X and Y availabls to the two firme,

)] NN L 7 > X
! Figare 16 Y’

In Pigare 16, I,II,III,... are isoproduct curves for firw A' and '
IVIXV,IXXY,... for fim B', Isoproduct curves of higher orders mean
a larger quantity of produet., Though these curves look like conmerﬂ!
indifference curves, their import is totally different. The slope of
indifference curves meamues the subjestive marginal rate of substitu-
E_ tion betwesn two commodities, while the aslope of isoprodust curves
f relates to the marginal technical rate of substitution as determined
E by the technique of production, It is sasily seen that the optimm




proportion of factors between the two firms is given by the locus of
the points of tangency of isoproduct curves. Corresponding to any
allocation of factors given by a point lylng outside the locus, there
will be a range of values on the locus which will in¢rease the output
of both firme or one of the firms without deereasing the ocutput of the
other firm, Since the points of tangensy dsnote the equalisation of
the marginal technical rate of substitution betwsen firms, the third
gondition of maximup welfare is verified,
{d) The fourth marginal condition may be termed the optimm factor
product relationship, It states that the marginal rate of transforma~ i
tion between any factor and any product must be the sexe ﬂn'uuryur';
of firus using the factor and producing the product.
Let us take the case of two firms A' and B' and a variable facter -
X and a variable product Y, It is assumed that the total amount of :
products other than Y produced by sach {irm and factors other than X

- used in each firm are constant, Also the total quantity of factor X is

glven, YL
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In Figure 17, the tranaformation ourve of firm B' is superimposed
on that of firm A' with co-ordinates reversed. The opbimm will be
given by reading the largest quantity of output on the Ywaxis, subject
to the constraint of the quantity of factor limited to OP, Ubviously
at the point of tangency of the two tmsfmtién curves, the largest
quantity of X will be produced under the given conditions. Thus the
fourth marginal condition of welfare is established.

{e) The optimum distribution of productiont The first marginal condie
tion iuplics that whatever is produced is distributed among cousmers
in the best possible ways The sevond, third and fourth marginal condie
tions specify that whatever is produced must be produced in the most "r
sffioient way, The fifth marginal condition is & synthesis of sub-
Jective and technical optima.

Suppoaing that all factors of production are allocated in some _
definite way which also determine the quantities of varicus commodities
produced, we may construct a community tranaformation curve between any:
pair of products X and Y3 this ocurve gives for any quantity of Y, the
paximm amount of X that ¢an be prodused, given the amount of other
products and the supplies of ether factors. The condition of optimum
direstion of produstion is that the marginal rate of substitution
betwuen any pair of products for any person mmﬂngbethmnbetba;
same as the mavginal rate of transformation for the commmity bstween |
tham,

In Figure 18, AB 1s the commmity transformstion curve,. Bupposing
that PQ of Y and 0Q of X are baing prodused, the marginal rete of transe
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Figure 18

formaticn is given by the alope of the tangent EF. If a consumer
allocates his resources so that his marginal rate of substitution of
X for Y is given by the slope of CD, he can improve his peai.tion',
vithout making others worss off, by substituting X for Y at a rate
given by the slope of EF. Wwhen the marginal rate of substitution ﬁt

any consumsr is equal to marginal rate of teghnical tranaformation for

the ocoommnity, thers is no further scope for improvement, |
(£) The optimm allocation of a factoreunit's time: This #erorl to

the allocation of time to work and lelsure, For welfare to be a maxi '

mum, the marginal rate of substitution between the amount of any
product recsived for ailding in its production and the hours spent in

rendering this aid mmat bo the same for each factor unit owner as the

marginal rate of transformation between the time of his factor unit
spent in aiding production and the product. In other words, the
reward (in terms of numersire) that is paid to the owner of a factor

unit must be equal to the value (in terms of numeraire) of the marginal

physical preduct of the factor unit,



time can be regarded as different produsts and factors and their allocal
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Hours oF werk > %
Figure 19

In Figure 19 the curves ¢onvex to0 the x«axis represent an 1nd11'ra1-
ence map, each curve expressing the eombinatlon of hours spent by the :3
factor unit in siding production and the amount of reward recelved |
among which factor unit's owner is indifferent. I,1I, etc: are a
rising sequence of this type of indifference curves, OA is the trans~ '
formation curve between hours spent by the factor unit in the produce
tiom of Y and the quantity of Y produced, Optimum is indicated by the
point of tangency of the transfoymation curve and the indifference
curve of the owner of the factor wnit Q). At R, the factor unit mu"
will find it profitable to put in a few more hours of work aud move to .
a higher indifference curve, for the reward it receivee per unit of |
time is more than the reward it would require to compensate for an
additional hour of work, Similarly, the owner of the fastor unit, if
initially confronting a situation given by 8, can improve its position
by working less hours and moving to the optimm point Q. :
(g) Reder adds a sixth condition which relates to allocstian at |
diffarent points of time, Products snd factors at different points of .
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tion follows the same principles as described above, So far ae

resource control (a fund of numeraire) which can be used to purchase
goods and services) is concerned, the eondition for optimum can be ;
gstated as follows, The marginal rate of gsubstitution between resource
control at any pair of moments (tiandtj)isthe same for everypair‘: .
of individual or firms (incluiing pairs, one meuber of which 1s a fimm:
and the other an individual)e In other words, if individual A is
willing to lend $1.0 at time to for § 2.0 at time tp, and B is willing
to borrow § 1.0 at ¢ for more than § 2,0 at time i3, both lender and :‘
borrower will benefit by carrying the transactions to the peint where
the marginal rate of substitution between the amount of money lent at

to and received at t3 for the lender is the same as the marginal rate

of substitution between the amount of money borrowed at %o and paid

back at t; for the borrower.

(2)
necessary conditions of optimm, but not sufficient conditions, They
can as well constitute conditions for minimisation of welfare unlesa

we prescribe some second order oonditions which relate to ths surva-

ture of different indifference ourves, FPesitions where marginal
conditions are satisfled will indigate maximum welfare in that neigh-
borhood, if and only 1f the consumer indifference curves, iso-produst
curves and factor unit's indifference curve are convex to the oxrigin,
while the transformation curves and marginal produstivity curve are
coneave to it, A less stringent condition will bs that all Mﬂemaén
curves (including isoproduct curves) in the area be less concave to thq

. -:ll:w:m than the trapaformation curves. -The sonwexity of conmmeras! ;f R
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indifference curves denote diminiahing marginsl rate of mbstitution

between ccmmodities. The concavity of transformation curves is due

to the assumption that there is & diminishing marginal rate of trans-

formation between any produ¢t and any factor - or any palr G%mducts |
. T

given the quantities of all other factors used anc products produced

by the given firm, -

(3) ZTotallty conditiongs The functien of the total coaditions is to

insure, Hicke observesz, that no lmprovement can be brought about by

the complete abandonment of production or censumption of some one

commodity, edther in one produeing or sensuming unit or generally;

and that ne improvement gan be segured by the introduction of new |

commodities whieh would have been produced or consuwed either partially

or generally in the initial situation, Similar gonditions must hold -

for faotora. The whole set of maxiwum conditions may be stated in

terme of total conditions.

*If welfare is to be a maximem, it must be impossible to
increase it by warying the cutput of any produet by any fiwm
{(including variations from mero)) by varying the aucunt of any
product consumed by any conmmer (including variations from
Ber0); or by varying the amount of any factor unit used te
yield direct service to any individual (including variations
from zero).M7 ,

- An optimum organization of the economy will, therefore, involve
the satisfaction of all three sets of conditions, It can be shown by

a couple of illustrations that these sonditions may not hold simltane-—
ouslye

m;ﬁ. %& Ps38,




Figure 20

\§fornation curves of two firae,

.....

In Figure 20, AB ancd COD are ¢ 7
At the point P, the marginal condm;n' 15 satisfied, But it 1snot a
stable poaiti@ (the tranaformation surve CD being convex to the ori- “‘
gin) as can be seen by any movement of {D to the right which increases :
the cutput of both the cammodities X and ¥, P does not also fulfill
total conditions as evident from the dotted lines, The quantities of
X and Y produced will incresse from what they ave st P, if the firm

A' concentratex on the production of Y and B! on X,
h 4 / ”
4 G- 10

In Pigure 21, at the point Q, both marginal and stability condie
tions are satisfied, but not the total conditions. From the dotted |
curve 0'D? it 18 clear that output of both X and Y will increase if -
the firm A' produces only X and the firm B' cnly Y.

125,
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The conditions of optimm have been stated without any reference

to the price system. We shall attempt here a bruéf treastment of the
bearing of the price system on the conditione of maximm welfare, It
i¢ found convenisnt to discuss this within the framework of Lemner!s®

schama, though essentially similar ideas have been pressnted by other

econouists of new welfars school. Lerner presents an array of five
equations which can be written in the form,
RAb w VID » BPF w BpC = Wl = meC ,

where, msb a marginal social benefit, i.,e,, benafit to society from a .

particular increment of output of product conaideredj
wap = value of the marginal produsts

®pr = marginal private revenus, i.s., the increase in revenue received

by the producer as a result of producing and selling an increment of

output s
mpe & marginel private cost, l.e,; increase in cost incurred by the

producer as a result of increasing the quantity of factor he purchaspes |

to enabls him to produse an inerement of cutput;

vaf € value of the marginal facter, This is the phyaical increment
of the factor of production multiplied by the price per unit paid for
it and received by the owner of the factor; and

nac = w@n&l ancd.nl cost, 1,0., t.hu sacrifice to socisty from having '
the marginal factor used up in the partioum uge under consideraticn,

8, mor, A.P,, Beonos

194k, Oh, 6.
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80 that it le not avallable for use elsewhere, Marginal social cost
of a factor In a particular use is, in other words, marginal social
benefit accruing from it in other uses and can be thus regarded as
social opportunity cost. )

It will be seen that under certain assumptions, the above five
equations are satlefled and they are perfectly consistent with the
conditions of maximum welfare, Lerner also uses the equatliona to
revesl criteria of policy under different institutional cma*_derationl.%.
Tiue in a completely centralized collectivist economy, the Ministry of
Economic Planning will directly equate msb and msc by shifting resourcem
from points where they are less useful to others where they are more Cf
useful, In a decentralized collectivist economy characterized by a
free market for consumption goods, the managers of production will de
required to obey the rule vap = vaf and this will maximise welfare |
provided consumption goods are dlstributed optimally. In a perfectly
competitive economy msb will be equalized to msc through market |
mechanism, JIn thls cass, the whole array of five equations becoue
meaningful, If thsre ls a perfect market in buying goods and the
purchaser of & good is the only individual affected by the purchass,
nsd x mae, The consupers will take the prices of commodities as .
parameters and maximize their stiefaction by equalising the marginal
rate of substitution between any two produsts to their relative prices.
Since the mices of commodities are the ssme for all individuals, thzi.z*
marginal substitutability between any twe products will be equal in ‘
equilibrium, The second equation vmp e mpr 1s satisfied if there i3 !

pirtcct aoﬁpot.ition in selling produst. The average rovenus curve for
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the individual seller will in this case be infinitely elastic and

marginal, revenue will, therefora, be equal to price., mpr z mpe, if |
entrepreneurs maximize profits, as is assumed for a free enterprise i
econamy. The fourth eguation mpe x vaf will follow from perfect

competition in buying factors, When all thess four equations are sat-ia—
fied in all alternative uses of a fastor, meb is equated to msc, Thus |
under the abstract conditions presumed to hold for perfsct competition,
market mechanism will lead to a maximizztion of welfare, |

It 1s easy to see without further elaboration that when the prices
of the p:_mducts and factors are taken as paramsters by all buyers and
sellers engaged in transactions, the marginal conditions of welfare
are satisfisd through the operatlon of the pricing system,

One further point may be noted, It may be supposed that the :
proportionality of marginal cost and price (or wmf and vmp) rather than
their equality is a sufficient condition for maximum welfare. Lemer? -
argues that so long as conditions of perfect competitdon exist in any |
sector of the economy, the equality condition is necec:ary folr the
optimm, Thus, according to him, labor units are free to choose
between work and lelsure and they will so allot thelr time that the
vaf of an hour devoted to work will be equal to its vamp. (This is |
satisfied in the sixth condition of welfars.) This implies that othey |
vapts and vaf'e should be equal for optimum allocation of resources. |

We shall conclude this discussion with a short note on the appli- .
cability of pricing mechanimm to a socialist economy. A group of
economists including F. Hayek, Von Mise®s® argued that rational allocae

10, Collectivist Economic Plamming™ €AV Hayek  £4.
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tion of resources is not feasidble in a sccialist economy., because of
the abaence of a market for ¢apital goods. |
Lange u has shown that thie view depends on an extremely narrow }
notion of value. The wvalune of a commodity does not dspend nn a money |
aconony with the attendant facliities nf exchange;: it can be expressed
in terms of the slternatives sacrificed sc long as the commodity is
scarce. Scarcity is essential for a commodity to possess some wvalue, no&
the existence of the fact of actual exchange. Lange further shows that
in a socialist economy, the parametric function of price can be retained|

and right quantity of goods can be producsd by the method of trial and

arror,

(111)

12 13
Bergson and Samuelson have probed desper inte the basic

assumptions of welfare economics. In dealing with the question of
welfars in its totality, Bergson introduces a soccial walfare function,
the valus of which ias understecod to depend on all the variables that
night be considered as affecting welfare! The amount of each and
every kind of good consumed by and service performed by each and every
household, the amount of esach and every kind of capital investment E
undertaken and also tha various ‘nstitutional factors. This is an
extremely gensral propositicn which together with the transformation

funotien, i,e., the technologlcal relation betwesn input and output,

11. Lange, O, "“On the Xconomic Theory of Socialism", in On the l
Economic ’rheo? of Socialism, B. Lippincott, ed., Minneapnlis, 1938

12. Bergson, A., "A Reformulation of Certain Aspects of Welfare Economips"®

gggrterlz Journal of Economics, Feb. 1938. See also Bergson,

ocialist Bconomics,” in A Survey of Contemporary Economics, H. S,

Ellls, 2d4., The Blakiston Company, Fhilsdelphia, 10GH.

13. Samuelson, P.A., Foundations of Economic Analy#is, Barvard university =
Presns, Cambridge, 1548. Part I, Ch, VIII,
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yields several welfare maximising propositions. Additional propoaitions!

are deducible on the basis of additional sets of assumptions., Without
going into the detalls of welfare at the extremely abstract level, we
shall analyss the nature of the decleions on ends which are inherent in
any study of welfare econcomics.

One of the deoisions on ends turns on whether and to what extent

conguperg' preferences will be respected, -

"If one understands welfare to mean that consumers are sovereign,
of course, the question 1is already decided when it i3 decided to
maximise welfare: but obviously nothing 4= gained by this type
of implicit theorising in which many economista seem to engage.
Whather by do{tnition or otherwise, a decislion on ends must be
introduced."®

Alternatives to consumers' soversignty are likaly to be overlocked

in a denmocratic form of government, except in perineds of criate, but
they are too obvious in an authoritarian set up. Thus a socialiat
system with a Central Planning Board mav choose to ignore consumers'
praferencas and work on the basis of its own evaluation of what is good
for the society. Stsunch advocates of individualism again would not
saricusly propose that individual preferances are only to count without
any limitations whatscever, The importance of consumars' sovereignty
18 held in doubt when we consider how shaky individual preferences are,
Individual tastes and wantis are, to & large extent, socially conditionai
by advertising and custom so that they can herdly be sald to belong te
him in any nltimate sense. Variants of consumers' sovereignty as
important considerations in a soclalist system have besn the subject

of asrious discussion by a group of econcmiats.

5. Bergson, A.; i%o0cinlist Bonomics®, in A Survey of Contemporary
Economics, P. L17.
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It may be mentioned in this connsction that once a decision has
hesn made in favor of consumers' sovereignty, a further assumption has
te be made with respect to the structure of tastes of different persons
or households. The welfare snalysis, ns 1t is usnally formulated,
asoumes that individua)l preferences are independsnt of one another:
or in other words. an individual's preference depends upon what he con=-
suvmes and not upon what others consume. 3But consumption i3 motivated
to a great extent by conspicuous expenditurs, “"keeping up with the
Joneses”, snob appeal, maintenance of face, ete,

The second of the complex decision on ends raquired in any welfare
study relates to the problem of distridution of income. A raticnal
formulation of the principle depends upon the feasibility of inter-
peraonal comparison of utility. That utilities are incommensursbls is
no more than an acknowledgement of the fact "that here too a decisien
on ends 1s involved. . ., Fnds are essentially principles for the svalum-
tion of alternatives that otherwiss are 1ncommensurnbla.}5 Once some
principle of income distribution 4s hit upon, alternative means of
allecating rescurces are evaluated in the light of that principle.

A more controveraial value judgment characteristic of much
modern thought, Snnuelson“ points out 1s that "the welfare function
is éomplotaly (or very nearly) symmetrical with respect to the con-
sumption of all 1ndiv1duala."16 In other words, the comparative
marginal welfare per unit of money for different persona or households
would not be altered by any change in the composition of their budgets

16, Samuelson , Op. Cit., p. 22
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|

for which their own total untilities are unchanged. It may Yo seen }
’ |

that striking differences in the preference patterns of individuals |
|

will inwvalidate this ssammption,

From the standpoint of this approach to wel’are aconomics, the
new welfare economics is not a substitute for the old. "It is an !
attempt to derive necesssry conditions whose validity is independent
of valua judgments azs between individuals or more accurately whose i
validity depends only upon less reatrictive and less wsll defined {
value jJudgments than had previously been assumed. I¢ involves the

implications that more goods are 'better! than less gocdsi {(2) indt- ,

vidual tastes are to crunt in the sense that it is better if mll

1 F
individuals are 'better off!.* 7 ‘

(1v) |

The abovs discussion of new welfare sconomics enablas us to make
a fov important obserwvations. It is seen, in the first place, that f
both Pigou and new welfare economiste provide s general welfare analysis
as distinguished from Marshall's partial welfare analyeis, based on the
conecept of maximum welfare for the economic system mna & whole., Sscondly)
both use the marginal apparatus to derive the conditions of general

optimun,

Apart from these similarities, there is 4ifference in aprrosch.

The naw welfare economics 1s methodologically more stringent and logicall

more satisfying than Pigou's welfare economics, The rigid definition !

|

17, Samuelason, "Purther Comnentary on Welfare XEconomics," American N
Economic Review, Sept, 1043, ‘




of the optimum, distinction bstween necessary, sufficleant and total I

\
conditions of welfare undoubtedly indicate a loglical rigor which is }i
absent in Pigou's analysis., Pigou's welfare propositions, it hags bean ;
noted abova, are explicitly two, one relating to allocatlion of reaourcal”
and the other to distribution of income. That consumers reach thelr
optimun by equating the marginal utilities of goods to their prices is
implicit and never explicitly stated. Similerly the conditions of J
optimum efficiency in production which the new welfare economists dig-
ocuss in great detall do not receive much of the attention of Pigou. I
Those are implied in the assumption of fres competition. According to
Pigou, the frea play of sel? interest equates the value of the marginal
private product of resources in different uges. This 18 dus to the
equation of factor price snd the value of its marginnl product as a [
result of competition which alao ensures the fulfilliment of the efflcionﬂy
conditions of production. |
The analysis of welfare conditions, apart from the price systes 1s |
an important contribution of new welfare econemice, There are two stagoﬂ
in the treatment of the problem., PFirst, on the assumption that prefbron;e
system of individuals, technological relation between input and output,

i
distribution and income and quantity of ultimate famctors of production

are given, the conditions of maximum welfare are derived. Those comdi- |

|

|
[
1
|
i
i
|
|
I

tions determine the optiamum proportion of different gooda to be produced

the optimum proportion of factors to be wsed and the optimum distridution
of final gneds among consumers, Secondly, the price system is introduced

) |
and 4t is sean that when certain assumption subsumed under the head of H

parfect competition are made, the marginal conditions of welfare are j
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price system, ZXahn 2nd Robinson, while extending Pigouts proposition
to imperfect coﬁpetition. use the geme concepts. Wew Welfare economics |
provide a set of perfectly genernl propositions which are not affected

by the instituticnal considerations which underlie the Alscussion of

Pigou and his followers. The significance of this contribution fe

realised when it is seen that conditions of maximam welfare 4o not depené

1
i‘
1

for their validity on the existence of a competitive system with the
attendant facilitias of axchange. 1In a sccialist esconomy, whers the 5
state may have control over ultimnts factors of proluction, optimem |
conditions ars ohtnined on the impnsition of a set of rules to be fol- ;
lowed by managers of production as guides,

While the new welfars sconomists are logically rigorous, Figou s
more interested in the practical bearing of his conclusions. He builds i
up a framework with a lesser degres of abstraction and which is auppouedi
to apply tc the conditions of the real world. Thus the connotation of ;
perfect competition 1s not the same with Pigou and the noew welfare E
economiste. Pigou's 1dea of simple competition ta classical in esssnce,
He admits the existence of varimas types of hindrances and frietional
eloments and some degree of monopoly in his competitive system. He is
also an advocnte of free competition in the classical mense of free |
enterprise. Initiative, assuaption of risk, venture for sxperimentation
which flew from private enterprise are valusd by Pigou, We have seen in

connection with his policy recommendations that he 13 relwotant o sup- !

pert any measure which comuld jeopardise those valuss of free conpetitioq:
|

B

Perfeact conpetition of the new welfare economiss, on the other hand, is

a logical construct, apart from its existence in practice. It should,
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howasver, be noted in this connection thet free enterprise of Pigmu's “

conception does not also conform to reality.
is lprger than he imarined due to imperfect competition. as shown by
R. P. Kabn. |

In the ideal conditions of perfect competition of Paretian and new
welfare economics with perfect mobility of resources, perfect knowledge
end the sbaence of an& sxternal aconomies, maximum welfars ls attalned. l
In Pigou's system, on the other hand, various types of hindrances,
external economies and diseconomles, third party sefvices or dlsservices|
lead to deviation from optimum even in a system of simple competition,

Finally, an important difference betwsen Pigou and new welfare

economiats concerns the interpersonal comparison of utility. The latter|
|

group does not offer any proposition relating to distridution of income i
L

on the ground theat no valid comperison between interparacnal utillty ”

can be made. Pigou's reply to the critics expressed in a recent articla|

h

|
"I we take up rendom groups of people of the same race and ;
brought up in the same country, we find that in mary features I
that are comparable by ohjective teats, they are sn the average F
pretty much alike and indeed for fundamentsl characters, we need |
not 1imit ourselves to people of the same race and comntry. n |
this basis, we are entitled, I submit, to infer by analogy that T
thay are probably pratty much alike in other respects alse, In J
all practical affalirs, we act on that supposition. We camnot ’
prove that it 1a true. Nobedy can prove that anybody besides
himself exisis, but, nevertheless everybody is quite sure o it, |
Ye do not, in short, start from a tabula rasa, building ouraelvq. i
to hold every opinion which the natural man entertains to de )
guilty until 4t s proved innocent. The burden is the nther way. |
To deny this is to wretk, not merely welfare economics dut ths
whole apparstus of practienl theught, On the basls of analegy, ;
obsarvation and intercounrse, interperscnal comparison can, I 1
think properly be mnde: and moreover, unless we have a special !
reason to believe the contrary, & given amount of stuff may be t
presumed ic yield a similar amount of satisfaction, not indeed r
as beween any one man and any other, but as between representativ

is instructive in this respact. FHe observest:
|
\




maembers of groups of individnale,....This is all that wfsnead
to allow this branch of welfare economicas to funection.”

This significantly expresses Pigou's approach te welfare sconomice, Ha?
states that there are many propositions which canpot be proved, |
Neverthelese, there are valid reasons for accepting them, The new
welfare sconomics is concerned wxclusively with allocation of resonrces;
It cannot compare the different optima represanting different income |
distributions,

io Pigous this position is untenable, with the practical interest |
he has in welfsre economios, He belleves that there ure grounds for
comparing the utilities of different individvals and for proncuncing
Judgment on the distribution of incoma,

Use of ility as a cérdinal number, however, iz not essential to
Pigovian system.lg What Pigou regards important 1s the comparison of
utility both intrapersonslly and interpersonally, Both these purpcses ?
are fulfilled 1f ubtility is regarded as a vector quantity -nd not as ”
& sealar quantity.

The claim that new welfare economics foes not involve value
Judgmonts'is not justifie#, Bergson and Samel son show, as we noted
above, that several decieions on ends are inherent in any study of
welfars economice, The samtity of consumers! preference ls cne among
& numbey of value Judgments which nev welfzre economics makes,

-On the other hand. 1t should be pointed cut that the use of

utility calculus does not really dispense with the necessity of value

18, Plgous A, C.s "Some Aspeots of Welfare Economios"s American i

‘ Economic Heview, June., 1951.
19, Pigon, 0P,.CIT,
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Judgnents, There i1s a tone of factual validity in Pigou's treatment
of welfare which nmay sometimes be misleading, We have seen in
’-7 f connection with analysing Pigouts concept of welfare that his careful
: analysis of the relationship hetween utility, deeires and s&tisfactionsl
imply value Judgments and not factual truths. The utility esleulus,
in a similar way: ohscure the underlying value Judgments,

AWhile the intreduction of utility calonlmns does not
dispense with théneed of value judgments, the manner in
which these value judgments are introducedd 1s a misleading
one, Statements as 3o the agzregate character of total
welfare, or as to the equallty of marginal utilities when
there 1s an unegual distribution of shares, previded
temperaments ere about the same, do have the ring of factuaml
propositlons and are likely to obscure the valuations
implied,®

20, Bergson. A.;”A Reformaxion of Certain Aspecta of Welfara Economien"
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CHAPTER VII

CONCLUSION |

(1}

Pigou's welfare economics signifies the culmination of the neo-
classical tradition and at the same time a departure from it. He set
out writing nis treatise as a time when the marginal analyslis was
pretty much estadblished, though not fully developed. Pigou evidently

eould not accept the hypothesis which was implicit in much of the

writings of English classical economists that utility or satisfaection
derived from a commodity was roughly proportional to the quantity
possessed by any individual. This basic pestulate, which though never
expressly stated explains the preoccupation of the classical economists
with the dynamic problem of econonic pregress rather than the statie
problenm of allocation., We have seen that free competition for the
dassicists was a means to widening of the economy, though in :11 fairness
~to them, it should be observed that some of them discussed free
competition as a means to a tightening of the economic process,
Neo-classicisgts inherited from the English classical tradition
this physical level of approach and never abandoned it =ltogether. The
continental economists like Pareto, Walras, Barone, and others were |
interested in the allocative function of free competition on the
assufiption of given wants, a fixed quantity of resources and a given
state of the arts. While they regarded those elements as exogenous
factors, the English classicists and neo-classicists delved into 2

discussion of institutional, technological and other eonsiderations
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which have a bearing on those elements and tried to find out.» though
not too successfully the determinants of supply of labor, capital, etc.
Tras in the neo-classicists is found a mixture of both the subjectij
level of analysls characteristic of continental economists and the
classical physical level of ansalysis., This was to some extent reflected
in Pigou's ideas on welfare economics. We have noted above that though
Pighu defined welfare in a strictly subjective sense, and analyzed the
effects of distribution of resourcds on-welfare on the assumption of
full employment of a fixed quantity of reswurces, there are instances
where he does not carry the subjective level of analysis to its
logical conclusion., Those instances may be restated here. In the first
places in dealing with the problem of maintenance of capital, Pigou
lays an undue stress onthe constancy of its physical content and does
not offer any satisfactory treatment of the factor of obsolescence which
is a very important phenomenon, Secondly, on strietly theoretical
considerations, sgsregate national dividend consisting of consumpption
goods and Investment goods cannot properly be regerded zs an lndex of
economic welfare in the framework of a subjective level of ana&ysis;
The relationship between consumption goods and economic welfare as
revealed in subjective satisfaction is direct, On the other hand,
investment goods affect economic welfare through the potentislity of

their turning out consumption goods which will eventually be vlaced in

the hands of ultimate consumers. An implicit acceptance of these two
sorts of relationships as icdentical by Pigou prevents him from
recognieing their difference which ls important for a proper formilation

of the problem. Thirdly, Pigou's proposltion that consumers derive the
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same amount of satlisfaction from a given quantity of goods in the fubure

as in the present and they do not distribute resources rationally ?

through time, is also characteristic of physical blas, Finally, Pigou

deviates from the subjective level of analysis by distinguishing supply

prices (supply price simpliciter and supply price from the standpoint
of the community) on the basis of an imperfeect criterion. B& omitting
any rise In factor prices from commnity supply price, Pigou overlooks |
the imporiance of rise &n transfer earnings which enter inte social
cost and affect economic welfare, Only rent which does not involve any

cost from the point of view of seciety should be excluded,

Apart from this physicael substratum in Pilgou's welfare snalysis,

some of his ideas are definitely Marshallian in character, 1In the

firgt place, he takes over from Marshall the convention of drawing n
2 boundary line between the economic and_gannral welfare by the measur- “
ing rod of money. While admitting this boundery line, both Marshall H
and Pigou have analysed the interdependence of general and economic w
welfiare, the bearing of institutional Ffactors on economic welfarse and
the effects of economic cemses on non-economic welfare., Secondly, the

definition of economics as a sclence of welfare 1s evidently an ocutcome

of the classical tradition., Attempt to establish economics on a sound

scientific basis by avoiding imvlicit theorising, making basig poatulate'
as explicit as possible and abstracting from factors, ethical, institu- i
tional ar otherwise about which no valid generalisation can be made is ‘
comparatively recent in the history of economic thought., Of course,

the seeds for this type of aporoach were sown by mathematical economists,

The clmssiclsts and neo-clagsicists, while scientifie in thelr gpproach.
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did not satisfy themselves with the formulation of logically rigomous
propositions. 'Many of thelr conelusions are speculative in character,

based on a priory reasoning and broad psychological and socialogical

considerations, Pigou had this practical appreach, as is to be expected

of one educated and brought up in the cddssical tradition. Thirdly. the
use of the concept of equilibrium firm and archetypal industry is

similar to Marshsll'e use of the concept of reoresentative firm, 3Both

are based on a biologiecal notion of the growth and decay of industries,

Finally, utility calculus which Pigou uses 1s 2 neo-classical device,
He, like Mzurshall, assumes that the marginal utility of money is the
same for different individuals,

we can now pass on to Pigo;'s departure from the nso-clagsical
tradition, In the first.place, instead of Marshallian surplus analyvsis
to analyse problems of welfare, Pigou used the marginal apparatus,
While surplus analysis takes account of the total utility enjoyed or
sacrificed by individuals due te the possession or non-possession of a
finite quantity of goods, marginal analysis is concerned with balancing
the advantages and disadvantages of very small variations in cutput
in different indusiries. Plgou observes that for efaluation of welfare
from different combinations of goods, agegregation of consumers' surplus
ig necessary. But as this is not a practicable proposition, he had
recourse to the marginal analpels, 3By this means, Pigou deviates from
Marshall'e method of analysing the gain or loss of satisfaction due to
different types of fimcel policy by tracing the variation of the ares of]
consumers! surplus under a hypothetical demand curve. He argues that

our knowledge of the demand curve is limited to an extremely narrow
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range of output differing from the existing one by a very small variatio
on elther side., In this case, evidently marginal analysis which is
coneerned with small deviations from the existing price-gquantity
situation promises more frdit than the surplus analysis. Secondly,
Pigou derives conditions of optimum for the economic system as a whole
instead of for particular sectors of the economy., While Marshall dealt
with problems of welfare in the framework of a psrtial analysis, Pigou
built up a systematic general weifare analysis centered round the
concept of ldeal ontput or optimam which requires the equality of
marginal socizl product of resources in all uses throughout the economic
system, Dealing with specific industries, Pigou is concerned with a
few cases, where the amutomatic working of free competi%ion does not
operate tsward maximum welfare, This is very similar to Marshall'ls
partial analysis with respect to increasing and decreasing retnfns
industries, Pigou's generel approach is obscaured by the assumption of
the attainment of ideal output in a large body of industries due to the
operation of the competitive system. The need for state interference
is felt only in a few exceptional cases, The potentialities of Pigou's
approach are realised in the welfare economles of Kahn and Mrs, Robinson
Kahn's analysis does not have any vestige of partiszl analysisi his
welfare propositions are perfectly genersl, applicable tec conditiong of
both perfect and monopolistic competition, The marginal apparatus of
Pigou is fully developed in Mrs, Robinson's treatmest of individual
firms in differeht market sttuations. She studies in detail the
relation between the output under monopoly, verfect competition.

imperfect competition and diseriminating monopoly, which were outlined
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by Pigou. Marginal revenue and marginal cost are the key tools of that

analysis. Pigou's conclusions gain in precision in Mrs. Robinsgon's

analysis.
We shell end up the discussion of Pigou's vis-a-vis the classical
and the neo-classical system by ashort note on the conclusions derived

from theoretical analysis. Divergences between private and social i

interest were considered in neo-classical economics; it wag left to

Pigou to incorporate them as varticular csses in & general theory_of th
optimum, Thus Marshall dealt with the welfare implications of increasi

and decreasing cost industries. But it was Pigou who seriously consider
the divergence between privale ané social products arising from various

!
possible sources. He first lay emphasis on the impportant type of

divergence which is caused by third party services or disservices due

t¢o the application of resources in any particular use or vlace. The
pripkng mechanism under competlition does not malke allowance for these
types of benefits or losses accruing to third perties. Pigou shown

by ample illustrations that under modern industrial conditions, these
divergences can assume serious proportions and unless the state attempts
the correction of these maladjustments, maximum welfare, even under
conditions of perfect competition will never be attained., Thus Pigon
was probably the first econmmist to propound the sconomie justification

for a moderzate degree of soclalism in a competitive system,

(11)

We shall now discuss the relation between Pigou's welfare economicj
b

and the general theory of optimum developed by Pareto and the new welfar|

I
i
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school, The Paretian and Pigovian systems have two common features,
In the first place, both provide a general welfare analysis based on

the concept of maximum welfare for the economic system as a whole.

Secondly, both use the marginal apparatus to derive the conditions of

general optimum,

Apart from these similarities. there is difference in approach,
Pigou is more interested in the practical import of his welfare
propositions than on thelr logical foundations. Throughomit hisg
writings, he maintains a practical interest which leaves its impact
on his whole system, The Paretlian and new welfare economics, on the
other hand, is methoddlogically more stringent, while lacking in factual
details, Pigou says that "1t is the promise of fruit and not of light
that chiefly merits our regard.“l With Pareto, and new welfare sbhool,
the formal structure of the system is more important than the!promise
of fruit¥,

The new welfare economies, we have noted above., seeks to base
welfare economics on scientific foundations, free from ethical bias,
Thus 1t refects the utility calcenlus and interpersonal comparison of
utility and derives optimum conditions fron an apparently acceptable
hypothesis as to the meaning of optimum, The correspondence of perfect
competition to maximum welfare 1s estsblished on the basis of an unueual
degree of abstractlon regarding the meaning of perfeet competition,
Ideal conditions of pure competition am® assumed with verfect mobility
and divisibility of factors and perfect knowledge. It may be sald that

the characteristics of perfect competition, pertaining to the general

A ——— ———

1, Pigou, ECONOMICS OF WELFARE, 4th Ed, p. 4.




theory of optimum as develdped by Pareto, Hicks and others are in the ?
nature of deductions from the conditions of maximum welfare, rather than

from observable facts, -
This concept of competition is quite different from that of Pigou
and other English classiclsts, To the calssical economlsts, competibio&
meant freedom of private enterprise which would preveall in real life, |
if there were no state interference. Free competition in this smnse i
was meant to promote economlic activity by providing sufficient incentiv%
and initiative to produce and to experiment and by widening the area '
of the market by division éf labor, tius absorbing néw regsources and
technlcal possibllities inte the economie system, FPigou does nat deal
with free competition as a widenlng mechanism, in the manner of the
English clagsicists. He assumes the existence of a fixed quantity of |
resanrces and discusses thé static provlem of allocation, His idea of ﬁ
glmple competition, however., is classical in essence, He admits the
existence of various types of hindrances like costs of movement,
igperfect knowledge, imperfect divisibllity of factors and also a it
certain degree of monopoly in his competitive system, Pigou's world
of competition is not an idealsystem; it is belleved to exist in fact . |
Pigou is an advocate of free competition in the classlicsl sense of b
free enterprise. Even though he would plead for zn equalitarian i
distribution of income, he wants graduslnessin the transference of
income from the rich to the poor and rejects any drastic measure which

will prejudice private entcrprise, Again, he supports indirect forms |

of transference in the form of lower prices of goods consumed by the f

poor and similar measuress so that the distributionof income does not |
i



affect the spirit of free competition. While Pigou establishes the casé
for interference to mitigate divergences between marginal private end
sociel net products, he argues that any policy adopted by the state
should not hamper the smooth operation of the system of free
enterprise, For this reason, most of his poliey recommerdations are L
confined to fiscal control,

Doubt may be raised about the optimum cheracter of competition
as defined by Pigou. In a system of private enterprise, imperfect
competition has been recognised to he widely vrevalent and the theory

of value accordingly reoriented. In a world where imperfection

i

i

competition is a rule rather than an eXception, and cannot be eliminated{
merely by abolishing the institutional restrainks: on the free play of |
gelf-interest, Prﬁfessor Plgou's mocel is unreslistic. Pigouls welfare i
system, as we noted above, has been extended by Kahn and Mrs, Robinson M
to the case of monopolistic competition. While thisg is theoretically
satisfying, the remedies suggested for the cprrection of maladjustments;
in a world of monopolistic competition become more complicated, In
Pigou's system, external economies or diseconomies are in the nzture
of exceptions, and the same 1s zlso true of monopoly. Therefore,
correction of maladjustments is necessary only in a few exceptional
cases, When we take account of imperfect competition., on the other
hand, divergences between private and socisl net products occur in
the whole economic system and the scope for government interference
widens, It is not at all ezsy to find out the aversge degree of monopol#
t

and the average capacity of industries to create external economies and |
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of maladjustments in a system of monopolistic competition.

An important difference between Pigou and new welfare economists

congists in their treatment of interpersonal comparison of utility.

Pigou made the zssumption that the marginal utility of money is the
same to different individuals living in similer clrcumstances. This
assumption, in & sense, provides another instance of Pigou‘'s interest
in the vractical bearing of welfare economics, Economists are preventeé
from making a large number of prescriptions, if they sbstract from dis—i
tritutive donsiderations. Ts according to Pareto and new welfare
economlics, there are multiple positions of optimum and there ig no:
basis for comparing those different positions. Kaldor and Hicks aprly
the device of compensation to the notion of Paretian optimum, and
extends comparsbility through the mechanism of compensating losers and .
taxing gainers. Once the status quo in the distribution of real
income is at talned, net gain in texes will indicate =n Increase in
welfare, But this really does not provide a valid eriterion for 5
practical policy. No comperison is possible between any two points
6n the generalised contract locus on the basls of the criterion of
compensation, Pigou is orimarily interested in the nractical h
importance of his conclusions and not on their logical »igor, Inorder E
to compare different tncome gituations, he formulates the distributionai
proposition which together with the allocationsal proposition determine1
the conditions of maximum welfare,

1t has been sald in favor of Paretian and new welfare economlcs
that by rejecting inberpersonal comparisén of utility, it attains a !

scientific objectivity which is absend in the classical and inthe |
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Pigovian system, Closer examination will reveal that this claim is -
highly dubious. Bergson's and Samuelson's study have made it clear

that several decisions on ends are inheremnt in any study in welfare

economics. I1n accepting the preference patterns of individuals, the new

welfare economics implicitly accepts the value of consumers! sovereigntﬁ.

Apart from consumers! sovereignty, there are other value propositions

in new welfare economlics, though it abstracts from the principle of ;

income distribution.

Therefore, the criticlism that Pigou deviates from the disciplines

i

of science by introducing value judgment misses the mark. On the other%

hand, it is important to note that conditions of maxtimum welfare 4o

not require: for their derivation either utility calculus or interpe:soné@l

comperigon of utility., They only obscure the underlying value Judgmenté.
i

The new welfare economlics is undoubtedly methodologically more

stringent and logically mere satisfying than Pigou's system, While

many of Pigou's welfare ldeas are implicit and never explicitly stated.Q

the new welfare oconomics offers a set of general propositions which
are rigorously deduced from underlyling assumptions., In doing so, it
also provided a framework whose validity extends beyond price economy.
Apart from this important contribution, however, there is not any
substantial difference between the conelusions of Pigou and new welfare
economists, As Bergson: says, no shapp break is invelved in the
transition from Pigou's economics of welfare to new welfare economicsa;

both are parts of the same process of developamént,

2, See Bergson, A REFORMULATION OF CERTAIN ASPECTS OF WELFARE ECONOMIC
Querterly Journal of Economics, Fedb, 1938.

3. IRID.
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ABSTRACT

In Chapter I, the obJect of the study 1s cutlined, followed by
2 discussion of Pre~Pigovian welfare economics. The purpose of our
study consists in a critical analysis of Professor Pigou's welfare
concept and propositions in the light of ideas held by his predecessor
and successors, Pre-Pigovian welfare economics is dealt with under
three different groups among which a logical classification 1is
possible, Thege groups are English classicai economists (A. Smith,
J. B. Say, D. Ricardo, and others), continental classical economists
(V. Pareto, L. Walras, E. Barone) andneo~clas-sical economists (H.
Sidgwick, A. Marshall, and others). It is shown that the English
clasgical economists regerded free competition as a means to the
widening of the economy rather than to a rational allocation of
resources, The continental economlsts, Pareto and Barone formulated
the concept of subjective optimum anddealt with the prohlem of
allocation &n the static sense. The neo-classicel economists made
a compromise., While accepting the doctrine of marginal utility, they
were not preoccupied with the static problem of allocation, In the
manner of the English clasciclsts, they discussed the forces which
govern the supply of ultimate factors of production and kuman wants,
A typlcal feature of neo-classical economics is Marshall's partial
surplus analysis.

In Chapter II, Pigou's concept of welfare and the problem of
measurement of national dividend as an index of welfare are taken

up., It is seen that Pigou arrived at the concept of national dividnnq
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In Chapter VII. the conclusions of the thesis are presenteds The
gimilarities znd contrasts between Plgou's welfare economics on the
one hand and classical and neo-classical economics on the other are
discussed in the firet section. Polnts of agreement and difference
between Pizou and new welfare economists are dealt with in the
concluding section. It is seen that Pigou stands in between the

clasgicists and new welfare economists. He has a practical approach

characteristic of classical and neo-classical economists, On the otnerj

hand, his treatment of the concept of welfare ig different from his
predecessors. New welfare economics is more rigorous than Pigouts and
is also more abstract, No sharp break, however, is involved in the

transition from Pigovian welfare economics to new welfare economics,




