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Introduction

Fred Argy’s paper deals with a large number of policy issues concerning equity and efficiency.  The paper makes a useful contribution in raising many important issues but it lacks a conceptual framework for defining and measuring  equity and efficiency.  The main focus of the present discussion will be on the conceptual problems involved in the resolution of equity and efficiency conflicts.

Conceptual issues

Economic growth is generally measured in terms of logarithmic changes in per capita incomes of the people.  This is, obviously, a narrowly focused measure of country’s economic performance.  Its major drawback is that it is completely insensitive to changes in the distribution of income.  Any economic reform that is undertaken will affect both the average income and income inequality.  A high level of economic growth accompanied by worsening inequality may lead to an absolute reduction in incomes of some people in the society.  If these people happen to be already poor, then economic growth leads to a greater misery for some people and hence lower welfare.  A social welfare may be defined as a function of average income and income inequality in the society.  Economic growth must be measured in terms of changes in the social welfare rather than in terms of its one component which is the average income.

The Pareto optimality criterion is widely used in welfare economics.  A change is a Pareto improvement if it makes no one worse off and someone better off.  A situation will be Pareto optimal if there exists no change that is a Pareto improvement.  It means that an economy can be optimal in this sense, even when there is a considerable disparity between the rich and the poor, as long as nobody can be made better off without making anybody else worse off.  Obviously, any income distribution with fixed total income is Pareto optimal, because any redistribution of income that makes someone better off is going to make someone worse off.  Thus, the Pareto optimum situation is consistent with a high degree of inequality.  Fred Argy correctly rejects Pareto optimising school of making any policy reform.

To make any distributional judgement of a policy, it is necessary to have ideas about the relative gains and losses of different persons and also of their relative levels of welfare.  This means that interpersonal comparisons of welfare are unavoidable.  Sen (1973) argues that despite the widespread allergy to interpersonal comparisons among professional economists, such comparisons can be given a precisely defined meaning.

The alternative policy reforms give rise to different income distributions.  The question is:  how should we rank these different distributions?  A usual method is to specify a Bergson–Samuelson type social welfare function:
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which is an increasing and quasi-concave function of incomes 
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 of the n individuals in the society.  If it is further assumed that social welfare is homothetic, W can be written as 
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where 
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 is the mean income of the society and I is an inequality measure.

The social welfare function as defined in (1) provides a trade off between the average income and income inequality.  The social welfare can be increased either by increasing the average income (through efficiency) or by reducing inequality (through equity).  Accordingly there are two schools of thought.  The pure efficiency school places a greater emphasis on efficiency which means improving the mean income with little consideration given to inequality.  And similarly, the pure equity school emphasises mostly the redistribution reforms.

Fred Argy’s paper rejects both these extreme schools of thought.  It suggests a compromise between efficiency and equity on the following line.

1.
‘Where only a small amount of redistributive equity to be sacrificed to achieve substantially efficiency benefits or where only a small amount of efficiency gain needs to be foregone to achieve important redistributive goals’.

2.
‘Where most people gain from the package’.

3.
‘Where the redistributive effects are clearly regressive’.

These criteria are somewhat vague.  it is not clear how much is substantial efficiency benefits or how important is the redistributive goal.  To make these ideas more specific,  (1) can be written as
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which shows that a change in social welfare is the sum of the two components;  the first component being the contribution of efficiency to welfare and another the contribution of equity to welfare.

This equation provides a method of deciding whether we should or should not proceed with a reform.  The equation shows that even if the redistributive effects are clearly regressive, the reform may result in an improvement in welfare when the positive contribution of efficiency is larger than the negative contribution of equity.

To implement the welfare enhancing reforms, we need to know the social welfare function.  It is indeed a difficult task to specify a social welfare function.  The different social welfare functions may give rise to different policy prescriptions.  One way to solve this problem is to depend on a partial ranking approach.

Let L(p) be the Lorenz function which is the fraction of total income received by the lowest pth fraction of individuals.  Kakwani (1984) has proved that income distribution X is welfare superior t income distribution Y if and only if
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and L(p) are the mean income and Lorenz curve of distribution X, respectively.  This result holds for all social welfare functions which are increasing, quasi-concave and symmetric.  This is a remarkable result in the sense that one can judge between the distributions (or reforms) without knowing the form of the social welfare function.

In the diagram, the area OCB is the maximum social welfare (equal to 
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, the mean income).  Some of the welfare is lost because of inequality in the society.  The actual welfare of the society is given by the area ODBC.  The area ODB is the cost of inequality or the welfare loss due to inequality.  If a reform shifts the curve ODB upwards, then that reform enhances social welfare.  Note that this criterion for judging alternative policies can be applied only if the curves given by equation 
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Needs and welfare

The paper does not address the issue of individual needs.  The concept of relative needs is, of course, closely connected with the patterns of individual welfare functions.  A person with income x and less needs has a higher welfare than a person with the same income and more needs.  A social welfare function that takes account of needs can be written as
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where xi is the income of the ith person whose needs are measured by Ni.  We will have complete equality if xi is proportional to Ni.  If on the other hand, we want to have maximum efficiency, then xi should be proportional to the marginal productive contribution of the ith person.  The marginal productive contribution of a person may not be closely related to the person’s needs thus resulting in a conflict between efficiency and equity.  Fred Argy has provided some examples of such conflicts.  For instance, a progressive personal income tax results in a greater equality of disposable income but at the same time, it has dead-weight, compliance and incentive costs.  One should not reject a progressive personal income tax because of its adverse effects on efficiency.  One should empirically evaluate the efficiency and equity contributions of alternative income tax schedules.  Similarly, one should evaluate empirically the impact of various welfare programs on social welfare.  The well targeted welfare transfers can significantly enhance social welfare despite their adverse effects on work, saving, investment and innovation.

Fred Argy argues that there may not always exist a conflict between equity and efficiency.  Many efficiency-enhancing reforms increase the cake available for distribution without having adverse distributional effects.  He gives an example of deregulation of the banking industry.  It is not clear whether this example provides a complementarity between equity and efficiency.  The banks have increased their fees substantially particularly on small accounts which may have had an adverse effect on equity.

The relationship between equity and efficiency is very complex.  To understand this relationship, we need to know people’s productive contributions and needs.  The problem of assessing relative needs is indeed a very serious one, and these can be hard problems of decidability.  The policy reforms mentioned in the paper are at most conjectural.  There needs to be a lot of empirical work in order to be able to arrive at the welfare enhancing reforms.

Benchmarks for economic reform

Fred Argy gives six benchmarks for economic reform.  These benchmarks are not independent of each other.  The first benchmark relating to increasing per capita real income needs no further comment.  The second benchmark is concerning the degree of instability of incomes.  This issue can be tackled by some kind of insurance against falling incomes.  The government welfare programs are supposed to provide this insurance when people are unable to earn income from the market operations.  The government role in providing this insurance has implications for both equity and efficiency which are not spelt out.

The third benchmark is long-term unemployment.  Again the elimination of long term unemployment has implications for both equity and efficiency.  One way to reduce long term unemployment is to let the minimum wages fall which may result in higher inequality and poverty (working poor).  These implications should have been spelt out.

Fred Argy suggests that inequality should be measured by the gap in disposable household income between the lowest income quintile and the median income.  This is a bad measure of inequality.  It is completely insensitive to transfers of income among the bottom 20 per cent and top 80 per cent households.  Further, the inequality is measured on the basis of households and not individuals.  Our main concern should be with inequality among individuals.  Finally, one can not define quintiles without introducing the concept of need.

Fred Argy does not include poverty as a main benchmark for reform.  He views that inequality is bad even if it is not associated with any increase in poverty.  It is possible that increasing inequality may be associated with a reduction in poverty.  Will it still be regarded as bad?

Summing up

To sum up, the paper suggests several macro policies for the Australian economy but the effects of these policies on equity and efficiency have not been spelt out clearly.  We have argued that the relationship between equity and efficiency is complex and a lot of empirical work needs to be done before we can arrive at appropriate welfare enhancing policies.  The policy suggestions given in the paper are at most conjectural.
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General discussion

At the start of the discussion it was pointed out that the topic of distributional consequences of economic decisions has a long history.  From the original welfare economics of Pareto through the various theories based on his work economists have attempted to take into account the distributional consequences of policy decisions, however at no point was there ever conclusive agreement on how this was to be done. The discussion thus focused on three main issues relating to policy advice:

SYMBOL 183 \f "Symbol" \s 8 \h
the role of economists;

SYMBOL 183 \f "Symbol" \s 8 \h
the interaction between efficiency and equity; and

SYMBOL 183 \f "Symbol" \s 8 \h
the functioning of Fred Argy’s performance benchmarks.

The role of economists in economic policy making

A range of different opinions on the role of economists in giving policy advice was given.  Some participants argued that the best course for economists when giving policy advice is to provide information on the distributional consequences of policy action, but not to try to apply distributional weights to the consequences, nor to advise whether the particular distributional consequences are a good or a bad outcome.

The Australian tax system provides a vehicle for redistribution of wealth, so that the worst distributional consequences of a policy change can be remedied through this system.  It is up to politicians to make value judgments on distribution and choose the appropriate policy response.  However this view was qualified for governments other than the Commonwealth Government, for while the Commonwealth Government has a broad tax base, particularly income tax, and a wide ranging transfer payments system, both State and Local governments do not have the taxation and expenditure instruments to allow for significant redistribution programs.

It was argued that economic reform may not even be discretionary.  To a large extent Australia is an open economy working in an international market, thus many reform issues must be undertaken in response to pressures form abroad. At most these reforms may be delayed, but not abandoned.  Even then the delay of some reforms may create greater distributional problems.  Delaying many small reforms for distributional reasons may mean that a larger set of reforms must be undertaken at a later date, for which it is hard to address the distributional consequences.

Some participants suggested that policy advice can explicitly deal with distributional issues.  Rather than merely stating that there are distributional consequences, more research should be done into these distributional consequences. This way the decision makers can be presented with information on the consequences, who are affected and possibly policies to remedy these distributional consequences.

One participant pointed out that there are a number of different views on distribution, for example ‘maximise the position of the least well off’ or ‘flatten the income distribution’. However research into the basis of governments’ distributional decisions has shown that generally governments choose tax and revenue patterns simply to maximise the position of the median voter.  Should advise to government reflect this priority, or present a wide set of alternatives?

It was also argued that there are limits to the use of the tax/transfer system to counter the distributional consequences of reforms.  Increasing redistribution generally leads to higher marginal tax rates, which can have adverse economic consequences. Therefore it may be more useful to modify the reform proposal to deal with distributional consequences directly, rather than relying on the tax/transfer system.

Interaction of equity and efficiency

The complementarity of equity and efficiency was raised.  It is mostly assumed that there is a tradeoff between equity and efficiency, but there do exist areas where equity and efficiency can both be enhanced through policy reforms.  It was suggested that not enough effort is put into searching out these areas and exploiting them.

One participant reminded the participants that many problems caused by market failure reduce both equity and efficiency. Thus by solving many of these market failure situations both efficiency and equity can be improved.

It was suggested that the complementarity of equity and efficiency is generally a non-issue.  The conflict between equity and efficiency is an issue that consumes large amounts of public policy resources.  Pointing out that equity and efficiency are sometimes complements does not reduce conflict between equity and efficiency as an important  and complex issue.

Performance benchmarks

Regarding the performance benchmarks, some discussion occurred around the instability of income test presented by Fred Argy.  It was argued that most income instability is caused by macroeconomic forces.  Microeconomic structural reform does affect income, but only a once-off upwards or downwards shift in income, depending whether the individual is in the group of winners or losers. It does not make income more unstable.  Regarding long-term unemployment, it was viewed that this is a partially a consequence of economic reforms, but also of macroeconomic policy failure, and also due to a lack of microeconomic reform.  

When examining the distributional consequences of policy decisions, it is important to measure not only the direction of the consequences, but also their magnitude.  It was suggested that economics is good at measuring the direction of the impacts, but not at measuring the magnitude. Yet it is the magnitude that is most important it determining whether to proceed with the policy.  For example, it is widely accepted that increasing the minimum wage level increases unemployment.  However if it is only by a small amount then it may be worthwhile, if it is by a large amount then it is probably not.
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