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ABSTRACT 

Welfare economics is a crucial tool for evaluating state welfare projects, providing valuable insights into welfare 

policy initiatives by assessing their efficiency and equity benefits to society. This article examines how welfare 

economics can inform public policy in addressing market failures through cost-benefit analysis and by considering 

the distributional aspects of impacts. By drawing on both traditional theories and modern approaches, it evaluates 

instruments such as the Kaldor-Hicks criterion and social welfare functions to assess the effects of policies.  

The analysis explores the challenges of evaluating non-market values, the diversity of preferences, and the process 

of aggregation, providing examples of their application in environmental, agricultural, and social policies. By 

synthesizing the insights of leading scholars, the article enhances our understanding of the role of welfare economics 

in crafting policies that aim to maximize social welfare while addressing contemporary challenges, such as 

sustainability and inequality. 
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INTRODUCTION 

Welfare economics serves as a framework for evaluating public policy projects, offering a structured approach to 

assess their direct impact on societal well-being. This field equips policymakers to navigate the intricate interplay of 

efficiency, equity, and market forces, aiming to enhance social welfare through resource allocation. Public policy 

responsibilities extend far beyond constructing highways, encompassing environmental regulations, social welfare 

programs, and similar initiatives. These efforts collectively finance what society requires but the market alone cannot 

optimally provide. According to Pigou (2017), welfare economics aims to address market failures, such as 

externalities and public goods, to enhance overall societal welfare. This understanding is crucial for ensuring that 

government interventions are directed towards improving society's status, whether through operational efficiency or 

equitable resource utilization. 

Welfare economics traces its roots back to the early history of economic thought, with notable contributions from 

Pigou's classic work, The Economics of Welfare (2017). For example, measures such as taxes on pollution or 

subsidies for educational services are designed to internalize external effects, ensuring that markets reflect the true 

societal costs and benefits (Pigou, 2017). Building on this idea, Bergson (1938) introduced the concept of the social 

welfare function, a theoretical tool to sum up total utilities and provide a general measure of well-being, offering a 

framework to evaluate how policies impact different populations. However, Arrow (1950) pointed out the limitations 

of this approach through his impossibility theorem, which shows the difficulty of creating a social welfare function 

that consistently meets standards of fairness and efficiency. This challenge highlights the complexity of designing 

public policies that effectively balance individual preferences with socially desirable goals. 
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The Kaldor-Hicks criterion, developed by Kaldor (2007) and Hicks (1939), is a widely used standard in practical 

welfare economics, especially in projects related to government policy making. According to this criterion, a policy 

is considered efficient if the gains it creates could, in theory, compensate for the losses, even if no actual compensation 

takes place. This concept supports cost-benefit analysis (CBA), a widely used method to evaluate the overall effects 

of public projects on social welfare (Just et al., 2005). For example, CBA can assess infrastructure projects like 

highways by weighing economic benefits, such as less travel time, against costs like construction expenses and 

environmental impact (Atkinson & Mourato, 2015). Samuelson's (1954) theory of public goods further broadens this 

framework, indicating that the government has an important role in providing non-excludable and non-rivalrous 

goods, like parks or national defense, which markets tend to underprovide because of the free-rider problem. 

Contemporary welfare economics faces modern challenges such as sustainability and inequality. Corlet Walker et al. 

(2021) argue that environmental and social sustainability should be a key focus for government policies in the long 

term to ensure welfare remains stable in economies with moderate growth. Similarly, Hendren and Sprung-Keyser 

(2020) advocate for integrated welfare analysis, emphasizing the importance of considering distributional impacts to 

ensure that policies support marginalized groups without compromising efficiency. These developments illustrate the 

evolving nature of welfare economics, aligning with other areas such as global warming, information asymmetries 

(Akerlof, 1970), and multifunctional principles in sectors like agriculture (Hediger & Knickel, 2009). 

This paper explores the welfare economic approach to public policy projects by combining classic theories with 

modern foundations to provide a thorough review. It addresses market failures and utilizes analytical tools such as 

cost-benefit analysis (CBA), while also considering equity through the lens of welfare economics. The paper 

emphasizes the importance of this approach in developing effective and fair public policies. The discussion relies 

entirely on existing literature within the research field, as referenced in the provided sources. 

 

LITERATURE REVIEW 

Understanding the Welfare Economics Landscape 

The theory and analysis of welfare economics have created a strong framework for examining public policy 

initiatives, consistently aiming to improve societal well-being by efficiently allocating resources and distributing 

outcomes fairly. Based on the idea of fixing market failures to balance efficiency and fairness, this field offers useful 

insights for policymakers developing projects that address societal needs, such as infrastructure development, 

environmental protection, and social welfare programs (Just et al., 2005). The welfare economics perspective is 

especially valuable when assessing how policies impact different TEs, resolving inefficiencies, and evaluating long-

term sustainability. The literature review combines key contributions from past and current scholars to provide a 

comprehensive understanding of how welfare economics guides the evaluation of public policy projects, covering its 

theoretical assumptions, analytical methods, market failures, fairness concerns, and modern applications.  

Aim and Objectives of the Article 

This article aims to critically examine the welfare economics approach to public policy projects, utilizing it to 

elucidate how it can inform the design and evaluation of policies that maximize social welfare. Additionally, it will 

address current challenges to social welfare, such as sustainability and inequality. The specific objectives are as 

follows:  

1. An examination of the theoretical foundations of welfare economics and its application to the assessment of 

public policy initiatives.  

2. To assess the significance of cost-benefit analysis and other analytical tools in comprehending the 

ramifications of policies.  
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3. To explore how welfare economics has addressed market failures, including externalities, public goods, and 

information asymmetries.  

4. To tackle the challenge of incorporating equity and distribution concerns into policy evaluation.  

5. To explore the current applications and challenges of welfare economics in policymaking through the 

perspectives of sustainability and social equity.  

6. To extend academic knowledge by highlighting the applied and theoretical significance of welfare 

economics in shaping effective societal policies. 

Theoretical Beginnings of Welfare Economics 

The welfare economics approach to public policy projects is based on fundamental theories that outline the principles 

of societal well-being. Pigou's influential work, "The Economics of Welfare" (2017), introduced the idea of 

externalities, where third parties are impacted by costs and benefits not reflected in market transactions. According 

to Pigou (2017), government intervention is necessary to align individual interests with social welfare, which involves 

imposing taxes on negative externalities like pollution or providing subsidies for positive externalities such as 

education. This framework continues to guide the development of public policies aimed at correcting market failures 

and improving societal outcomes. 

Bergson (1938) further advanced this school of thought by introducing the concept of the social welfare function, a 

theoretical tool that combines individual utility to measure social well-being. This tool enables policymakers to assess 

how projects impact different individuals; however, its use is complicated by varying tastes and values (Bergson, 

1938). The idea of such aggregation faced criticism from Arrow's impossibility theorem (1950), which shows that no 

social welfare function can simultaneously satisfy the basic criteria of fairness, efficiency, and non-dictatorship. This 

insight highlights the difficulty of creating policies that reflect societal consensus while also maximizing wel fare 

(Arrow, 1950). 

The Kaldor-Hicks criterion, a practical rule for policy assessment developed by Kaldor (2007) and Hicks (1939), 

considers a policy efficient if the benefits to the winners could theoretically compensate the losses to others, even if 

no actual compensation occurs. This criterion supports cost-benefit analysis and is a fundamental concept in welfare 

economics for evaluating public projects (Just et al., 2005). Samuelson (1954) also contributed to the theory by 

formally defining the idea of a public good—an inexcludable and non-exhaustible resource like clean air or municipal 

infrastructure, which the market often underprovides due to the free-rider problem. Samuelson's work advocates for 

government intervention in producing such goods, which becomes a key factor in shaping public policy. 

Analytical Tools for Effective Policy Evaluation 

Welfare economics uses cost-benefit analysis (CBA) as an essential tool for evaluating public policy projects by 

assigning monetary values to both costs and benefits to assess the overall effect on social welfare (Just et al., 2005). 

As Atkinson and Mourato (2015) point out, CBA is a flexible tool suitable for many projects, such as transportation 

infrastructure or environmental regulations, where it weighs the benefits (such as reduced travel time or better air 

quality) against the costs (like construction expenses or environmental damage). For non-market goods, ecosystem 

services are included, and methods like contingent valuation are used to estimate society's willingness to pay, making 

sure that no part of welfare measurement is missed (Atkinson & Mourato, 2015). 

In conventional CBA, there is often a tendency to overlook distributional effects by prioritizing efficiency over equity. 

This limitation is addressed by Hendren and Sprung-Keyser (2020), whose unified welfare analysis incorporates 

distributional consequences by considering the marginal value of public dollars. This approach allows for estimating 

policy impacts on income distribution, thereby improving the relevance of CBA for social interventions like 

healthcare or education subsidies (Hendren & Sprung-Keyser, 2020). Just et al. (2005) highlight that assumptions 

such as discount rates must be carefully considered to make accurate judgments, especially for long-term projects 

like climate change mitigation in CBA. 
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Policy Interventions in Addressing Market Failures 

One goal of public policy projects is to fix market failures where the market doesn't efficiently allocate resources. As 

Samuelson (1954) pointed out, a major market failure involves public goods, which are non-excludable and non-

rivalrous, leading to their undersupply by private markets. Projects like national defense, public parks, or flood control 

systems help address this failure by providing access to these services, thereby improving societal welfare (Just et al., 

2005). 

Another major market failure is externalities, as discussed by Pigou (2017). Policies like carbon taxes and renewable 

energy subsidies aim to internalize the costs or benefits of externalities, ensuring market outcomes are socially 

optimal. Hediger and Knickel (2009) apply this idea to agriculture, showing how policies that promote sustainable 

farming practices address negative externalities like soil erosion and water contamination while supporting rural 

economies. They highlight the flexibility of agricultural policies by integrating economic, environmental, and social 

goals to maximize welfare (Hediger & Knickel, 2009). Policy actions are also needed to tackle information 

asymmetries, as highlighted by Akerlof (1970) in his model of a market with lemons. In markets where buyers don’t 

know product quality, market failure and inefficiency happen. Public policies such as mandatory quality certification 

or consumer protection can reduce uncertainty and improve welfare (Akerlof, 1970). For example, agricultural 

certification helps ensure product quality, benefiting both consumers and producers (Hediger & Knickel, 2009). 

Designing Policies with Equity and Distributional Impact in Mind 

In welfare economics, equity becomes a central concern, as policies need to balance efficiency and fairness in 

distributing costs and benefits. While the Kaldor-Hicks criterion is efficient, it assumes that parties can be financially 

compensated, which can overlook distributional effects (Hicks, 1939; Kaldor, 2007). Bergson (1938) also includes 

social welfare in his clear definition, helping policymakers consider disadvantaged groups when designing projects, 

such as through targeted subsidies or social programs. 

Recent research has increasingly emphasized incorporating equity into policy evaluation. Hendren and Sprung-

Keyser (2020) suggest that policies should be judged based on their distributional effects, highlighting that benefits 

should reach marginalized groups. They applied their framework to programs like Medicaid expansion, illustrating 

how welfare economics can help ensure equal access to resources (Hendren & Sprung-Keyser, 2020). Corlet Walker 

et al. (2021) build on this by supporting welfare systems tailored for low-growth economies, with a stronger emphasis 

on social and environmental justice. For example, policies that provide renewable energy access to underserved 

communities aim to balance efficiency with fairness, aligning with the objectives of modern welfare (Corlet Walker 

et al., 2021). 

Challenges in Applying Welfare Economics to Real-World Policies 

Applying welfare economics to public policy presents both theoretical and practical challenges. One such challenge 

is the impossibility theorem. These issues complicate the process of balancing diverse individual preferences to form 

a coherent social welfare function, a concept in economic decision-making known as the impossibility theorem 

(Arrow, 1950). This dilemma becomes especially clear in projects where societal values, such as economic growth 

and environmental safety or sustainability, conflict (Arrow, 1950). 

Ricketts (2016) critiques the conventional wisdom of welfare economics for its reliance on utilitarian premises, which 

fail to reflect the value choices of society as a whole, particularly those related to cultural or arts initiatives. Ricketts 

(2016) suggests incorporating behavioral economics and non-market valuation practices to make welfare analysis 

more applicable across various policy settings. Additionally, there is a practical issue with CBA, as assumptions about 

the discount rate or future benefits can skew outcomes, particularly in long-term projects such as climate change 

mitigation (Just et al., 2005). Atkinson and Mourato (2015) note that non-market benefits, such as biodiversity 

preservation, are challenging to quantify, and only a robust analytical procedure, like sensitivity analysis, can yield 

reliable conclusions. 

Modern Uses and Future of Applications 
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Welfare economics plays a vital role in many modern public policy efforts, addressing challenges like sustainability 

and inequality. In agriculture, multifunctionality includes economic, environmental, and social aspects, improving 

welfare through multifunctionality policies (Hediger and Knickel, 2009). For example, subsidizing organic farming 

reduces environmental externalities while supporting rural communities, aligning with sustainable development goals 

(Hediger & Knickel, 2009). 

Atkinson and Mourato (2015) examine the use of CBA in environmental policy, showing how this tool can help 

develop policies aimed at fighting climate change, such as carbon pricing, by weighing long-term benefits against 

short-term costs. Their work emphasizes the importance of including ecosystem preservation and related non-market 

benefits to make policy evaluations more thorough (Atkinson & Mourato, 2015). Hendren and Sprung-Keyser (2020) 

analyze their integrated welfare approach to social programs, including the Medicaid extension, assessing both 

financial and distributional impacts to promote fair healthcare coverage for everyone. 

Corlet Walker et al. (2021) support policies that separate welfare from economic growth, focusing on sustainability 

in a resource-constrained environment. Initiatives like universal basic income or green infrastructure align with this 

approach, fostering resilience and fairness (Corlet Walker et al., 2021). These examples show how welfare economics 

can adapt to different policy challenges while emphasizing societal well-being. 

Contribution to the Knowledge and Synthesis 

The literature on welfare economics provides a comprehensive framework for assessing public policy initiatives, 

emphasizing both the theoretical and practical aspects of the field. Seminal works by Pigou (2017), Bergson (1938), 

and Arrow (1950) highlight the complexities involved in maximizing social welfare. Additionally, tools like CBA 

and unified welfare analysis offer analytical insights and suggest practical steps for policymakers (Just  et al., 2005; 

Hendren & Sprung-Keyser, 2020). The focus on market failures, equity, and sustainability ensures that welfare 

economics stays relevant to current issues such as climate change, inequality, and resource scarcity (Atkinson & 

Mourato, 2015; Corlet Walker et al., 2021). 

The current review advances the scholarly discussion by synthesizing these studies to emphasize the complex role of 

welfare economics in public policy. It advocates for a more nuanced approach that not only guarantees effectiveness 

but also promotes fairness, considers non-market values, and addresses emerging challenges like sustainability. By 

anchoring the analysis in existing sources, this review provides a thorough and authoritative overview of the welfare 

economics approach, making it a valuable resource for both policymakers and academics. 

 

METHODOLOGY 

Research Approach 

The approach is qualitative and literature-based, emphasizing its theoretical and practical aspects across all published 

works examining the welfare economics perspective of the public policy project. This method depends on a 

systematic review of available sources to ensure a comprehensive examination of the theoretical background, 

methodological tools, and current practices. The selected approach is suitable because it supports discussing the 

complex task of welfare economics in policy evaluation by thoroughly synthesizing existing knowledge without the 

need for primary data collection (Just et al., 2005; Atkinson & Mourato, 2015). 

The qualitative method aims to connect theoretical frameworks, like the social welfare function and the Kaldor-Hicks 

criterion, with practical approaches such as cost-benefit analysis (CBA) and unified welfare analysis (Bergson, 1938; 

Kaldor, 2007; Hicks, 1939; Hendren & Sprung-Keyser, 2020). By combining these components, the research seeks 

to provide a comprehensive understanding of how welfare economics helps gather information for public policy 

project evaluation, market failures, equality, and sustainability (Pigou, 2017; Corlet Walker et al., 2021). 
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Data Sources 

The analysis relies solely on the 13 references provided, which include both seminal texts and current studies in 

welfare economics and public policy. These sources feature foundational theories (e.g., Pigou, 2017; Bergson, 1938; 

Arrow, 1950), analytical methodologies (e.g., Just et al., 2005; Atkinson & Mourato, 2015), and applied policy 

contexts (e.g., Hediger & Knickel, 2009; Hendren & Sprung-Keyser, 2020). The table offers a summary of these key 

references and their contributions to the study. 

Table 1: Summary of Key References and Contributions 

Author(s) (Year) Title Contribution 

Pigou (2017) The Economics of Welfare Introduced externalities, emphasizing government 

intervention to correct market failures. 

Bergson (1938) A Reformulation of Certain 

Aspects of Welfare Economics 

Proposed the social welfare function to aggregate 

individual utilities for policy evaluation. 

Arrow (1950) A Difficulty in the Concept of 

Social Welfare 

Highlighted challenges in aggregating preferences 

via the impossibility theorem. 

Kaldor (2007); 

Hicks (1939) 

Welfare Propositions: The 

Foundations of Welfare 

Economics 

Developed the Kaldor-Hicks criterion, 

underpinning cost-benefit analysis. 

Samuelson (1954) The Pure Theory of Public 

Expenditure 

Formalised public goods theory, justifying 

government provision of non-excludable goods. 

Akerlof (1970) The Market for “Lemons” Analysed information asymmetries, supporting 

policies to reduce market inefficiencies. 

Just et al. (2005) The Welfare Economics of Public 

Policy 

Provided a practical framework for policy 

evaluation using cost-benefit analysis. 

Ricketts (2016) Welfare Economics and Public 

Policy: A Re-examination 

Critiqued utilitarian assumptions, advocating for 

behavioural economics in policy analysis. 

Atkinson & 

Mourato (2015) 

Cost-Benefit Analysis and the 

Environment 

Detailed CBA applications, including non-market 

valuation for environmental policies. 

Hediger & Knickel 

(2009) 

Multifunctionality and 

Sustainability of Agriculture 

Applied welfare economics to agricultural 

policies, addressing externalities and 

sustainability. 

Hendren & Sprung-

Keyser (2020) 

A Unified Welfare Analysis of 

Government Policies 

Introduced unified welfare analysis, integrating 

distributional impacts in policy evaluation. 
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Corlet Walker et al. 

(2021) 

Welfare Systems Without 

Economic Growth 

Advocated for sustainable welfare systems in 

low-growth economies. 

 

Table 1: Overview of the given references, about the positive contributions made to the approach of welfare 

economics to welfare in matters of public policy projects. 

Data Analysis 

The evaluation is based on a thematic synthesis of the literature and is structured around five key themes: theoretical 

background, analysis tools, correction of market failures, effects on equity and distribution, and modern applications. 

These themes align with the article's objectives and emphasize the main elements of welfare economics as applied to 

assessing governmental policy (Just et al., 2005; Hendren & Sprung-Keyser, 2020). 

1. Theory Basis: Synthesized foundational concepts are on externality (Pigou, 2017), social welfare functions 

(Bergson, 1938), impossibility theorem (Arrow, 1950), the Kaldor-hicks criterion (Kaldor, 2007; Hicks, 1939), and 

public goods (Samuelson, 1954). These theories also provide the conceptual framework for how welfare economics 

evaluates the effects of a policy. 

2. Analytical Tools: The review discusses cost-benefit analysis (Just et al., 2005; Atkinson & Mourato, 2015) 

and unified welfare analysis (Hendren & Sprung-Keyser, 2020) as the primary methods for measuring the impact of 

a policy. Methods such as contingent valuation of non-market goods are also studied (Atkinson & Mourato, 2015). 

3. Market Failure Corrections: The paper explores solutions to externalities through welfare economics 

(Pigou, 2017; Hediger & Knickel, 2009), the challenges of public goods (Samuelson, 1954), and the issue of 

information asymmetry (Akerlof, 1970) via specific policy measures. measures. 

4. Equity and Distributional Impacts: The paper explores the importance of equity in welfare economics, as 

discussed in social welfare theory (Bergson, 1938), and critiques the limitations of the Kaldor-Hicks criterion (Hicks, 

1939; Kaldor, 2007) related to distributional issues, along with modern distributional theories (Hendren & Sprung-

Keyser, 2020; Corlet Walker et al., 2021). 5. Modern Usages: The review highlights the positive studies on the 

contemporary application of welfare economics in various domains, including environmental policies (Atkinson & 

Mourato, 2015), agricultural policies (Hediger & Knickel, 2009), social programs (Hendren & Sprung-Keyser, 2020), 

and sustainable development (Corlet Walker et al., 2021). 

Thematic synthesis involves discerning the core argument, approach, and findings of each source, and then integrating 

them to form a cohesive narrative. This process allows for the construction of a detailed depiction of the welfare 

economics perspective, grounded in the existing scholarship. 

Analytical Framework 

The research will employ a conceptual framework to aid the analysis, as illustrated in Figure 1. This model integrates 

theoretical foundations, analytical methods, market correction errors, fairness considerations, and contemporary 

applications, providing a well-structured approach to examining the merits of welfare economics in the context of 

public policy evaluation. 
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Figure 1: Analytical Framework for Welfare Economics in Public Policy 

Figure 1: An analytical framework for assessing public policy projects based on welfare economics, combining 

theoretical premises, analysis tools, and policy solutions. 

Validity and Robustness 

To guarantee the credibility of the analysis, the work sticks to a systematic review procedure, which consists of:  

• Source Selection: Referring to the available ones of a total of 13 sources to make sure they adhere to the 

scholarship of interest (Just et al., 2005; Pigou, 2017; Hendren & Sprung-Keyser, 2020).  

• Thematic Coding: Grouping the findings in the five identified themes to have focus and coherence.  

Cross-Referencing: Ensuring that insights from various references align and offer complementary perspectives 

involves comparing them, such as examining Pigou (2017) alongside Hediger and Knickel (2009) on the topic of 

externalities. 

• Critical Appraisal: Analysing the advantages and the drawbacks of any source, including the potential 

usefulness of CBA (Just et al., 2005) compared to the theoretical questions, e.g. the impossibility theorem suggested 

by Arrow (1950). 

The aforementioned rigour of the process will ensure the consistency of analysis, its legitimacy, and adherence to the 

academic standards of literature-based research. 
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Table 2: Methodological Steps and Corresponding Objectives 

 

Table 2: Methodological steps that correspond to the objectives of the article were considered and established a 

structured and system-based order of analysis. 

Limitations 

The methodology has several limitations. First, relying on a fixed list of sources may exclude other important works, 

which could limit the diversity of perspectives (Ricketts, 2016). Second, the qualitative approach does not include 

gathering primary data, which could offer empirical insights into specific policy projects. Finally, thematic synthesis 

might oversimplify the complex relationships among efficiency, equity, and sustainability, requiring careful 

interpretation to prevent biases (Corlet Walker et al., 2021). Despite these limitations, the approach provides a clear 

and authoritative study based on high-quality, peer-reviewed sources. 

Ethical Considerations 

In a literature-based study, ethical considerations are not particularly significant, except for ensuring that the authors' 

work is accurately represented and that the conclusions are not misinterpreted. All references are drawn from the 

existing literature, and academic integrity is maintained by properly citing the sources (Pigou, 2017; Atkinson & 

Mourato, 2015). 

 

RESULTS 

The systematic review of available literature reveals that welfare economics' perspective on public policy projects is 

grounded in its theoretical principles, analytical tools, approach to market failures, equity considerations, and 

contemporary applications. The results are organized according to the five main themes in the methodology, giving 

a clear summary of how welfare economics is used in policy evaluation. The findings highlight the field's importance 

in addressing efficiency, fairness, and sustainability issues in public policy projects, as well as in identifying key 

challenges and practical implications. 

 

Step Description Objective Addressed 

Literature 

Selection 

Selection of 13 provided references covering 

foundational and contemporary welfare economics. 

Objective 1: Review foundational 

theories; Objective 5: Analyse 

contemporary applications. 

Thematic 

Synthesis 

Categorisation of literature into five themes: 

theoretical foundations, analytical tools, market 

failures, equity, and applications. 

Objective 2: Evaluate analytical 

tools; Objective 3: Examine market 

failures; Objective 4: Explore equity. 

Framework 

Development 

Creation of a conceptual framework integrating 

theories, tools, and applications (Figure 1). 

Objective 6: Synthesise insights for 

policy significance. 

Critical Analysis Evaluation of strengths, limitations, and 

complementarities across sources. 

Objective 5: Analyse challenges; 

Objective 6: Highlight practical 

significance. 

Validation Cross-referencing and thematic coding to ensure 

reliability and coherence. 

Objective 6: Provide an authoritative 

synthesis. 

http://www.jetir.org/


© 2025 JETIR June 2025, Volume 12, Issue 6                                                                    www.jetir.org (ISSN-2349-5162) 

JETIR2506877 Journal of Emerging Technologies and Innovative Research (JETIR) www.jetir.org i617 
 

The Welfare Economics: Theoretical Foundations of Welfare 

They also assert that welfare economics provides a robust theoretical foundation for evaluating public policy 

initiatives by developing concepts that focus on societal well-being. The idea of externalities, introduced by Pigou 

(2017), indicates that the government should address market failures like pollution or underinvestment in education, 

as these distortions misrepresent the link between private and societal costs (Pigou, 2017). This approach is reflected 

in policies such as carbon taxes, which incorporate environmental costs, and subsidies for public health programs, 

which encourage positive externalities. 

The social welfare utility introduced by Bergson (1938) offers a method for aggregating individual utilities, enabling 

policymakers to assess whether projects can collectively affect the population (Bergson, 1938). However, Arrow's 

work (1950) highlights a major challenge: there is no guarantee that a social welfare function will consistently align 

with various principles of equity and efficiency, complicating policy development in diverse societies (Arrow, 1950). 

This insight indicates that implementing public policy projects requires balancing individual preferences with 

collective interests, especially in contentious areas like resource distribution. 

Kaldor-Hicks is a more practical criterion developed by Kaldor (2007) and Hicks (1939), where efficiency is defined 

as the possibility for gainers to compensate losers without requiring specific compensation (Bruno, 2015). This 

concept serves as the foundation for cost-benefit analysis, a common tool in policy analysis (Just et al., 2005). 

Samuelson's (1954) theory of public goods further supports the role of government in providing non-excludable goods 

that the market fails to supply efficiently (Samuelson, 1954). The combination of these theoretical frameworks offers 

an organizational perspective on assessing the social impact of public policy projects. 

Table 3: Key Theoretical Contributions to Welfare Economics 

Author(s) (Year) Concept Implications for Public Policy 

Pigou (2017) Externalities Policies like taxes or subsidies correct market failures by 

aligning private and social costs. 

Bergson (1938) Social Welfare 

Function 

Aggregates individual utilities to assess collective welfare, 

guiding equitable policy design. 

Arrow (1950) Impossibility 

Theorem 

Highlights challenges in achieving consensus on social 

welfare, necessitating trade-offs. 

Kaldor (2007); Hicks 

(1939) 

Kaldor-Hicks 

Criterion 

Defines efficiency for cost-benefit analysis, enabling 

evaluation of policy impacts. 

Samuelson (1954) Public Goods Justifies government provision of non-excludable goods to 

enhance societal welfare. 

 

Table 3: Overview of the basic theory of welfare economics and its effect on the evaluation of the public policy 

project. 

Policy Evaluation Analytical Tools 

The findings indicate that cost-benefit analysis (CBA) is a vital tool in welfare economics, enabling a systematic and 

organized assessment of policy impacts (Just et al., 2005). CBA takes into account both benefits and costs to 

determine a project's worth, based on monetary gains such as improved environmental quality, and monetary expenses 

like costs related to project implementation (Atkinson & Mourato, 2015). For instance, CBA can analyze 

transportation projects by balancing the benefits of reduced travel time against construction costs or evaluate 
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environmental policies by estimating the advantages of ecosystem services through methods like contingent valuation 

(Atkinson & Mourato, 2015). 

Hendren and Sprung-Keyser (2020) expand on the CBA by incorporating distributional effects into what they call a 

unified welfare analysis (Hendren & Sprung-Keyser, 2020). This method also demonstrates that welfare-improving 

policies, such as Medicaid expansion, do not harm equity and can actually improve the welfare of impoverished 

populations. However, Just et al. (2005) warn that due to assumptions in CBA, like discounting rates, these 

approaches can yield inaccurate results, especially for long-term projects such as climate change mitigation that 

require thorough sensitivity testing (Just et al., 2005). Categorization of analytical tools in welfare economics.  

Table 4: Analytical Tools in Welfare Economics 

Tool Description Application 

Cost-Benefit 

Analysis 

Quantifies costs and benefits in monetary terms to 

assess net welfare impact. 

Infrastructure, environmental 

policies. 

Unified Welfare 

Analysis 

Integrates distributional effects, measuring the 

marginal value of public funds. 

Social programs like 

healthcare subsidies. 

Non-Market 

Valuation 

Estimates willingness to pay for non-market goods 

(e.g., ecosystem services). 

Environmental and cultural 

policies. 

Table 4: Scope of the analytical tools to evaluate the public policy in welfare economics by example and source. 

Market Failure Fixes 

The findings emphasize the importance of studying welfare economics in addressing market failures through carefully 

chosen policy actions. To address this issue, Samuelson's (1954) public goods theory highlights that beneficial goods, 

which are non-excludable, such as public parks or flood protection infrastructure, are often underprovided in the 

market because of free rider problems (Samuelson, 1954). For example, government-led infrastructure projects 

improve societal welfare by providing the population with access to essential amenities (Just et al., 2005). 

The concept of externalities, as introduced by Pigou (2017), is addressed through policies like carbon taxes or 

renewable energy subsidies, which internalize these external costs or benefits (Pigou, 2017). Hediger and Knickel 

(2009) apply this idea to agriculture, demonstrating that policies promoting sustainable practices, such as organic 

farming, can mitigate environmental externalities like land degradation, thereby enhancing rural economies (Hediger 

& Knickel, 2009). Akerlof's (1970) theory of information asymmetries further justifies policies like quality 

certifications in food markets, which enhance consumer confidence and market efficiency (Akerlof, 1970). 
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Figure 2: Market Failures and Policy Interventions 

 

Figure 2: Example of market failures discussed by welfare economics and policy responses to them, along with 

references. 

Equitable and Distributional Effects 

The analysis shows that equity is a key focus in welfare economics, where policies are judged based on their 

distributional effects. While the Kaldor-Hicks criterion is efficient, its assumption that potential compensation can 

occur is often not met, which can worsen inequality (Hicks, 1939; Kaldor, 2007). His social welfare function tackles 

this issue by emphasizing equity, helping policymakers create projects that support disadvantaged communities 

(Bergson, 1938). 

Hendren and Sprung-Keyser (2020) emphasize that welfare improvements are crucial for low-income groups 

concerning Medicaid spending, illustrating a significant marginal value of government funds and supporting equal 

access to healthcare (Hendren & Sprung-Keyser, 2020). Corlet Walker et al. (2021) call for sustainable welfare 

systems in low-growth economies, highlighting policies such as providing renewable energy to impoverished  

Concept Description Policy Example Source 

Social Welfare 

Function 

Aggregates utilities to prioritise 

equitable outcomes. 

Targeted subsidies for low-

income groups. 

Bergson (1938) 

Kaldor-Hicks 

Limitations 

Assumes potential compensation, 

may overlook equity. 

Infrastructure projects with 

uneven impacts. 

Hicks (1939); 

Kaldor (2007) 

Unified Welfare 

Analysis 

Measures the distributional 

impacts of policies. 

Medicaid expansion for 

equitable healthcare access. 

Hendren & 

Sprung-Keyser 

(2020) 
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communities to balance efficiency and equity (Corlet Walker et al., 2021). Welfare economics research shows that 

this approach helps incorporate distributional concerns into policy evaluations. 

Table 5: Equity Considerations in Welfare Economics 

Table 5: Welfare economic considerations of equity contain policy examples and reinforcing sources. 

Contemporary Applications 

Welfare economics, as demonstrated, includes various community policy efforts aimed at tackling modern issues like 

sustainability and inequality. For example, providing subsidies for organic farming (Hediger and Knickel, 2009) 

serves as an illustration of a multifunctional agricultural policy intended to improve welfare by balancing economic, 

environmental, and social goals (Hediger and Knickel, 2009). These policies reduce externalities by encouraging 

sustainable rural development. 

In the realm of environmental policy, Atkinson and Mourato (2015) demonstrate that CBA plays a crucial role in 

climate change mitigation, such as carbon pricing, by quantifying the long-term benefits of climate mitigation 

strategies against the costs of immediate expenditures (Atkinson & Mourato, 2015). Hendren and Sprung-Keyser 

(2020), using their unified welfare framework, reveal high returns on welfare by applying it to social programs. They 

show that policies promoting welfare, like subsidizing education for the disadvantaged, yield exceptionally high 

benefits (Hendren & Sprung-Keyser, 2020). Corlet Walker et al. (2021) advocate for policies such as green 

infrastructure that are decoupled from welfare and economic growth, recommending a focus on sustainability and 

equity in resource-constrained environments (Corlet Walker et al., 2021). 

Application Difficulties 

In the analysis, it is noted that applying welfare economics to public policy presents certain challenges. According to 

Arrow (1950), the presence of incompatible values in a society where individuals have diverse preferences 

complicates the aggregation of these preferences. Given that various societal issues hold different values, reaching a 

consensus on policy priorities becomes difficult (Arrow, 1950). Ricketts (2016) critiques the utilitarian assumptions 

of traditional welfare economics, suggesting that behavioral economics and non-market valuation are better suited to 

capture more complex values, such as those involved in cultural policy projects (Ricketts, 2016). 

The use of assumptions in calculating CBA, such as discount rates or the prospective calculation of benefits, can lead 

to an inaccurate evaluation of long-term projects, particularly (Just et al., 2005). As Atkinson and Mourato (2015) 

point out, measuring non-market benefits like biodiversity maintenance requires advanced methods to ensure 

reliability (Atkinson & Mourato, 2015). The practical challenges associated with these issues underscore the need for 

rigorous conceptual approaches and detailed interpretative elaborations in policy assessment. 

 

 

 

 

 

 

Sustainable 

Welfare 

Prioritises equity in low-growth 

economies. 

Renewable energy access in 

underserved areas. 

Corlet Walker et 

al. (2021) 
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Table 6: Challenges in Applying Welfare Economics 

Challenge Description Implication Source 

Preference 

Aggregation 

Difficulty in creating a 

consistent social welfare 

function. 

Complicates policy consensus in 

diverse societies. 

Arrow (1950) 

Utilitarian 

Assumptions 

Reliance on utilitarianism may 

overlook complex values. 

Limits applicability to cultural or 

non-market policies. 

Ricketts (2016) 

CBA 

Assumptions 

Discount rates and future 

benefit estimates may skew 

results. 

Requires sensitivity analysis for 

accuracy. 

Just et al. 

(2005) 

Non-Market 

Valuation 

Quantifying non-market 

benefits is complex. 

Necessitates advanced techniques 

like contingent valuation. 

Atkinson & 

Mourato 

(2015) 

Table 6: The major issues of using welfare economics in public policy, implications, and the sources that support it.  

Synthesis of Findings 

These findings confirm that welfare economics functions as a versatile framework for assessing government policy 

projects, which must fulfill the key criteria of efficiency, equity, and sustainability. Theoretical principles support 

government intervention to correct market failures, while analytical tools like CBA and integrated welfare analysis 

allow for a thorough evaluation of their effects (Pigou, 2017; Just et al., 2005; Hendren & Sprung-Keyser, 2020). 

Highlighting equity ensures that policies account for distributional impacts, especially for marginalized groups, and 

the field's modern applications demonstrate its flexibility in addressing current issues such as sustainability (Corlet 

Walker et al., 2021). 

The findings have practical implications for policymakers. For example, environmental policies benefit from CBA 

in valuing additional non-market goods, while social programs must be analyzed in terms of distribution to promote 

equity (Atkinson & Mourato, 2015; Hendren & Sprung-Keyser, 2020). However, challenges like preference 

aggregation and valuation uncertainties require a careful methodology to ensure a fair and accurate policy outcome 

(Arrow, 1950; Just et al., 2005). 

 

DISCUSSION 

The logical analysis of the welfare economics approach to evaluating public policy projects highlights its essential 

role in guiding policymaking and assessment to improve societal well-being. By combining core theories and 

analytical tools, addressing market failures, and balancing equity with modern practices, the findings provide a 

comprehensive view of how welfare economics influences policy choices. This discussion also interprets these 

findings, considers their contributions to policy and practice, recognizes limitations, and offers recommendations for 

future research, drawing insights from the cited references (Pigou, 2017; Just et al., 2005; Corlet Walker et al., 2021). 

Finding Interpretation 

One implication of the findings is that welfare economics can serve as an effective, efficient, and adaptable method 

for evaluating public policy projects, as it helps compare efficiency and equity. As Pigou (2017) explains, externalities 

justify government intervention, as seen in policies like carbon taxes, which internalize environmental costs, or 

subsidies that create positive externalities through education (Pigou, 2017). This aligns with Samuelson's (1954) 

theory of public goods, which supports government provision of non-exclusive goods such as public infrastructure, 
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ensuring the availability of essential services in society (Samuelson, 1954). This theoretical foundation highlights 

welfare economics' ability to address market failures, a key driver of policy action. 

Just et al. (2005) cite cost-benefit analysis (CBA) as a typical example of how welfare economics' practical 

applications use this calculation method to measure the effects of policies in monetary terms. In turn, Atkinson and 

Mourato (2015) demonstrate that CBA is effective in environmental policy, utilizing methods such as contingent 

valuation to determine the value of non-market goods, like preserving an ecosystem. The Kaldor-Hicks criterion on 

which CBA is based, however, assumes some form of compensation that may never occur, potentially disregarding 

distributional effects (Hicks, 1939; Kaldor, 2007). This issue is addressed by the unified welfare analysis presented 

by Hendren and Sprung-Keyser (2020), which considers the distributional effects of policies and shows that the 

Medicaid expansion provides significant welfare gains for low-income groups, thereby enhancing equity (Hendren 

& Sprung-Keyser, 2020). 

Equity is a key concern because societal welfare should focus on supporting disadvantaged groups (Bergson, 1938). 

Corlet Walker et al. (2021) expand this focus to include sustainability, promoting policies like green infrastructure 

that enhance equity in low-growth economies (Corlet Walker et al., 2021). These findings indicate that welfare 

economics is evolving to meet modern challenges by incorporating sustainability and distribution concepts into policy 

evaluation. 

The limitations of applying welfare economics are also clear. Arrow's (1950) impossibility theorem shows how hard 

it is to balance different preferences, making policy priorities difficult to decide. Ricketts (2016) claims that traditional 

welfare economics' utilitarian assumptions do not match the principles of behavioral economics, which could improve 

its usefulness for complex policies like cultural projects. Additionally, long-term analyses done by CBA can become 

biased because of assumptions such as discount rates, requiring a strong methodology for thorough evaluation (Just 

et al., 2005; Atkinson & Mourato, 2015). 

Policy and Practice implications 

The results are highly significant for policymakers. Welfare economics provides a structured way to address market 

failures, helping to develop policies aimed at fixing these issues and improving personal capabilities for societal 

progress. For example, Hediger and Knickel (2009) show that multifunctional agricultural policies, like subsidies for 

organic farming, support welfare by balancing economic and environmental goals (Hediger & Knickel, 2009). 

Policymakers can use these insights to create interventions that reduce externalities and promote sustainable 

development. 

Second, incorporating equity into policy evaluation, as highlighted by Hendren and Sprung-Keyser (2020), can 

positively affect marginalized groups (Hendren & Sprung-Keyser, 2020). This is especially important in social 

programs like healthcare or education subsidies, where how benefits are distributed matters. Policymakers should 

focus on a framework, such as a unified welfare approach, to evaluate how policies impact different income groups 

and promote fair outcomes. 

Third, emphasizing sustainability in addressing these issues highlights the need for policies that separate welfare 

improvements from economic growth (Corlet Walker et al., 2021). Initiatives like green infrastructure and universal 

basic income can boost resilience in resource-limited environments, supporting international sustainability goals. 

Policymakers should incorporate these principles into project planning, especially in sectors such as energy 

production and urban development. 

Finally, the identified challenges, namely preference aggregation and uncertainties in valuations, indicate that 

policymakers should adopt robust methodologies. The techniques behind non-market valuation, as explained by 

Atkinson and Mourato (2015), along with sensitivity analysis, will improve the accuracy of CBA results, especially 

for long-term projects (Atkinson & Mourato, 2015). Additionally, policies can be strengthened by including 

behavioral economics, as suggested by Ricketts (2016), in situations where traditional assumptions are inadequate 

(Ricketts, 2016). 
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Study limitations 

The study's reliance on a fixed set of 13 sources limits the variety of perspectives, potentially overlooking some recent 

contributions to welfare economics (Ricketts, 2016). While the methodology is thorough and grounded in existing 

literature, it does not include primary data that could provide empirical insights into specific policy initiatives (Just 

et al., 2005). Additionally, thematic synthesis might oversimplify the complex interactions among efficiency, equity, 

and sustainability, requiring careful interpretation to prevent bias (Corlet Walker et al., 2021). Nevertheless, the 

analysis is notable for its comprehensive synthesis and professional approach, drawing on high-quality sources. 

Comparison and the Existing Literature 

The results are consistent with existing literature on welfare economics, emphasizing the importance of market 

failures and equity concerns in policy evaluation (Pigou, 2017; Samuelson, 1954). The focus on cost-benefit analysis 

(CBA) and unified welfare evaluation, as discussed by Just et al. (2005) and Hendren and Sprung-Keyser (2020), 

confirms their relevance across various policy contexts. However, the study's emphasis on sustainability, highlighted 

by Corlet Walker et al. (2021), introduces a modern perspective, contrasting with earlier work where efficiency was 

prioritized over long-term resilience. The critique of working assumptions by Ricketts (2016) also aligns with recent 

advances in behavioral economics, suggesting that methodologies should be expanded to include different 

approaches. 

Research Directions Future 

The issues highlighted in the results section suggest several research directions worth exploring. First, the 

impossibility theorem (Arrow, 1950) has implications for Arrow's (1950) work on preference aggregation, especially 

regarding methods that do not depend on deliberative democracy to reach consensus in multiethnic societies. Second, 

incorporating behavioral economics into welfare analysis, as proposed by Ricketts (2016), could improve the 

assessment of non-market values in cultural or social policies. Third, the scalability and efficiency of the unified 

welfare analysis framework could be tested through empirical studies that examine its assumptions across different 

policy contexts (Hendren & Sprung-Keyser, 2020). Lastly, developing sustainable welfare systems is another 

research direction to pursue, building on the findings of Corlet Walker et al. (2021). The potential for innovative 

policies to balance equity and environmental goals within low-growth economies also warrants further investigation. 

Practical Recommendations 

To make the findings operational, policymakers ought to:  

1.  Implement powerful analytical techniques: it involves CBA and sensitivity analysis, tools that adjust CBA 

to ensure evaluations are accurate, especially for environmental and long-term projects (Atkinson & Mourato, 

2015).  

2. Prioritize Equity: Use comprehensive welfare assessment to evaluate distributional impacts, and policies 

should promote the interests of marginalized groups (Hendren & Sprung-Keyser, 2020).  

3.  Investing in Sustainability: Policy-making actions, such as green infrastructure, should focus on promoting 

resilience and fairness in design strategies related to sustainable development goals (Corlet Walker et al., 2021).  

4.  Control Methodological Factors: Relying on sophisticated methodologies, including behavioral economics, 

will help capture hard-to-assess societal values to improve policy relevance (Ricketts, 2016). 

The welfare economics approach provides a versatile and complex tool for assessing public policy projects, 

considering efficiency, equity, and sustainability. By addressing market failures, applying rigorous analytical 

methods, and focusing on distributional issues, welfare economics ensures policies improve societal well-being rather 

than harm it (Pigou, 2017; Just et al., 2005; Hendren & Sprung-Keyser, 2020). Despite difficulties in combining 

preferences and uncertainties in valuation, the field's flexibility makes it essential for tackling current policy 

challenges like climate change and inequality (Arrow, 1950; Corlet Walker et al., 2021). Future research and policy 
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should aim to incorporate new methods and sustainability principles to enhance the usefulness of welfare economics 

in public decision-making. 

 

CONCLUSION 

Welfare economics offers a strong framework for assessing public policy projects, balancing efficiency and fairness 

with societal growth. Foundational principles set by Pigou (2017), Bergson (1938), and Arrow (1950) explore the 

complexities of maximizing social welfare, while practical tools like cost-benefit analysis support thorough policy 

evaluations (Just et al., 2005). Despite difficulties such as measuring non-market value and tackling distributional 

concerns (Hendren & Sprung-Keyser, 2020; Corlet Walker et al., 2021), welfare economics remains vital for 

developing policies that fix market failures and promote sustainable results. Its main strength lies in combining 

theoretical insights with real-world application, ensuring public policies aim to enhance societal well-being in a world 

of increasing complexity. 
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