Chapter Twenty:  Welfare Economics 
(pg 397 - 425)

Background
	All early economists thought they were “welfare” economists
Of course they were concerned by societies wealth
Political economy was a branch of Philosophy; i.e. morality
By 1900, the split between Positive and Normative Econ was real
Recap – positive science vs. normative “science”
	Starting about 1900, the science of economics began looking at norms
		How should society/individuals allocate goods….

Vilfredo Pareto
	Italian (1848 – 1923), born in Paris, school in Turin, prof. in Switzerland
	Had made his name by refining and improving Edgeworth’s indif. Curves
		(make joke about how I didn’t quite get to this part)
	More importantly, Pareto Optimality
		When is trade/exchange welfare improving?
		Wanted to get away from Walras’s “general equilibrium”
			To much focus on production, not trade
			No utils
		Pareto optimal:  no unexploited opportunities to trade

		Optimal distribution of goods:  when MRS for two individuals is the same.  If it isn’t, then by moving a good from to the other, utility can be increased
		Optimal technical allocation of resources:  when the Marginal rate of technical substation for two factors of production are equal.  Otherwise, we could be producing more with the same value of resources, by rearranging our input units.  Eventually, you can’t get any more production (diminishing returns to scale for each)
		Assuming the above two conditions, society has maximized its happiness when the MRS = MRT (marginal rate of transformation).

	Criticisms: 
Does not deal with income distribution
Many things that increase output also change distribution
Based on a static view of efficiency.  Long run may be more important
Does not address the morality of the transactions (baby sales)

Arthur Cecil Pigou
(1877 – 1959)

Ludwig von Mises
Austrian, (1881-1973)
Leading Austrian Economist, left Europe in 1940 for the U.S.
	Very smart, but also very political and abrasive, somewhat marginalized
The socialism calculation debate
	As long as consumer goods were private – markets for them would exist	
	But what about Capital goods?  These could be centrally planned
		But with what criteria?  
	“where there is no free market, there is no pricing mechanism; without a pricing mechanism, there is no economic calculation.”
	Change is the central issue that an economic system must deal with
		And prices convey information about the changes going on
		Thus economic calculations are about dynamics, not statics
	Capitalistic societies are entrepenuerial, not managerial
		Entrepenuers see changes (through prices) and rearrange resources
			To maximize profits (and thus production)
	A socialist central planner can’t do this
		
It is not a case of information overload…..
	Because the central planner necessarily destroys the very information he needs to efficiently make plans

Oscar Lange
Polish (1904-1965), a dedicated socialist, argued that socialism could work
	“On the economic theory of Socialism”, 1937, explained how “shadow prices” could work
	The Planner would control (own) capital, and could set shadow prices, i.e. ratios of values between different types of capital.  Once set, through trial and error, the planner could adjust those prices to eliminate shortages and surpluses.  Firms would follow two rules
	Assuming that all prices are fixed, you should
		Combine resources so that the aver cost of production for any given output is minimized.  This is done by making sure the MRTS is equal for all factors of production.
		Output to be fixed where MC = P

	The above ensures that we are producing efficiently.  Any shortages or surpluses can then be addressed by the central planner, who will change prices of capital to eliminate them.

Problems
	For a while, many thought that Lange had won the argument
	But two big problems emerged

	The information needed to do this was immense.  As a practical matter, it seemed impossible to gather it and use it.
	The incentives were not there.   Regardless of the theory, what did people actually do?

The empirical evidence…….

James M Buchanan
	American, Tennessee (1919 - )
	Public Choice and Constitutional Economics
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