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‘Introduction: Broadband Versus Narrowband
Economics

EbwARD FULLBROOK

UNiversiTY oF THE WEST oF Enclanp, UK

Theories, scientific and otherwise, do not represent the world as it is but, rather,
highlight certain aspects of it while leaving others in the dark. It may be the
case that two theories highlight the same aspects of some corner of reality but
offer different conclusions. In the last century, this type of situation preoccupied
the philosophy of science. The book you are reading, however, addresses a
different kind of situation: one where one theory, that illuminates a few facets
of its domain rather well, wants to suppress other theories that would illuminate
some of the many facets that it leaves in the dark. This theory is neoclassical
economics. Because it has been so successful at sidelining other approaches, it
also is called ‘mainstream economics’.

From the 1960s onward, neoclassical economists have increasingly managed
to block the employment of non-neoclassical economists in university
economics departments and to deny them opportunities to publish in
professional journals. They also have narrowed the economics curriculum that
universities offer students. At the same time they have increasingly formalized
their theory, making it progressively irrelevant to understanding economic
reality. And now they are even banishing economic history and the history of
economic thought from the curriculum, these being places where the student
might be exposed to non-neoclassical ideas. Why has this tragedy happened?

Many factors have contributed; I will mention only three. First, neoclassical
economists have as a group deluded themselves into believing that all you
need for an exact science is mathematics, and never mind about whether the
symbols used refer quantitatively to the real world. What began as an indulgence
became an addiction, leading to a collective fantasy of scientific achievement
where in most cases none exists. To preserve their illusions, neoclassical
economists have found it increasingly necessary to isolate themselves from
non-believers.
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Second, as Joseph Stiglitz has observed, economics has suffered ‘a triumph
of ideology over science’.! Instead of regarding their theory as a tool in the
pursuit of knowledge, neoclassical economists have made it the required
viewpoint from which, at all times and in all places, to look at all economic
phenomena. This is the position of neo-liberalism.

Third, today’s economies, including the societies in which they are
embedded, are very different from those of the nineteenth century for which
neoclassical economics was invented to describe. These differences become’
more pronounced every decade as new aspects of economic reality emerge,/féjr
example: consumer societies, corporate globalization, economically induced
environmental disasters and impending ecological ones, the accelerating gap
between the rich and poor, and the movement for equal-opportunity economies,
Consequently neoclassical economics sheds light on an ever-smaller proportion
of economic reality, leaving more and more of it in the dark for students
permitted only the neoclassical viewpoint. This makes the neoclassical
monopoly more outrageous and costly every year, requiring of it ever more

desperate measures of defense, like eliminating economic history and history
of economics from the curriculum. ~
- But eventually reality overtakes time-warp worlds like mainstream
economics and the Soviet Union. The moment and place of the tipping point,
however, nearly always takes people by surprise. In June 2000, a few economics
students in Paris circulated a petition calling for the reform of their economics
curriculum. One doubts that any of those students in their wildest dreams

Most of us have chosen to study economics so as to

understanding of the economic phenomena with whic

today are confronted. But the teaching that is offered,

the most part neoclassical theory or approaches derived from it, does
not generally answer this expectation. Indeed, even when the theory
legitimately detaches itself from contingencies in the first instance, it
rarely carries out the necessary return to the facts. The empirical side
(historical facts, functioning of institutions, study of the behaviors and
strategies of agents...) is almost non-existent. Furthermore, this gap in
the teaching, this disregard for concrete realities, poses an enormous

problem for those who would like to render themselves useful to economic
and'social actors.

The students asked instead for a broad spectrum of analytical viewpoints.

~

INTRODUCTION

Too often the lectures leave no place for r.eﬂection. QOut n(if all thie:S
approaches to economic questions that exist, generalgﬁg };y or;c:lns
presented to us. This approach is supposed to explain every ng ytrlr: s
of a purely axiomatic process, as if this were THE econorm}i trud . e
do not accept this dogmatism. We want a pluralism ?f approac e(si,.a ap \
to the complexity of the objects and to the uncertm.nty surroun 1}111g rrllos
of the big questions in economics (unemployment, mequahuesic,r thep Zce
of financial markets, the advantages and (gisadvantages of free trade,
globalization, economic development, etc.)

The Parisian students’ complaint about the narrowness of‘their e;c;;anuhci
education and their desire for a broader approach to economics .tee;c : gh tt ;e
would enable them to connect constructively and cor_nprehens}tve y W:l b
complex economic realities of their time hit a cl}ord with Frenc d::v:‘s:UdentS;
Major newspapers and magazines gave exteflswe coveraff:re to o meens
struggle against the ‘autistic science’. Econon}lcs students from a hov ance
rushed to sign the petition. Meanwhile a growing number of ’Frenc. .econ? mists
dared to speak out in support and even launcbed a para}lél pemtfl(?Er:l 0 belr
own. Finally the French government stepped in. The Mu’uster cl) . tuca
set up a high level commission to investigate the ‘students con:ip ain 11s y

News of these events in France spread quickly via the Web an, ernz;1 arou ld
the world. The distinction drawn by the French students betwesn w at;1 th})lu :
be called ‘narrowband’ and ‘broadband’ approaches to economics, an . etlr
plea for the latter, found support from large numbers of economics stu efn $
and economists in many countries. In June 2001, almost exactly adYsar a tei
the French students had released their petitifm, 27 P.hD c‘an i ?tes [;1_
Cambridge University in the UK launched their ow’n, titled Oienu;gb g
Economics’. Besides reiterating the French students’ call er ah roac arilts
approach to economics teaching, the Cambridge students also champion
application to economic research:

This debate is important because in our view the status quo is harmful ﬁn
at least four respects. Firstly, it is harmful to studenFs who are taugh.t t Tc
‘tools’ of mainstream economics without Iea}rmng‘ t.he1r ciloma'm ;

applicability. The source and evolution of these ideas is ignored, as s the
existence and status of competing theories. Secondly, it d.lsadvantagues a
society- that ought to be benefiting from what faconomlsts can te usi
about the world. Economics is a social scignce with enormous' potentia

for making a difference through its impact on policy deba.tf.:s. Inits g.)rE:SSent:
form its effectiveness in this arena is limited by the uncritical apphcact;on
of mainstream methods. Thirdly, progress towards a defeper understaE ng
of mény important aspects of economic life is being held back. By
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restricti ) .

slt:nctltng dresezlarch done in economics to that based on one approach
only, the development of ¢ i

ompeting research pr i i
o programs is serious]
. tlrlnp'erecl or prevented altogether. Fourth and finally, in the currenz
situation an economist who d ’
oes not do economics in th i

situation om e prescribed

ay finds it very difficult to get recognition for her research.,

In A i
ugust of the same year economics students from 17 countries who had

gathered in the USA in Kansas City, released their International Open Letter.

toalle i ing o
roall cono}rlnics dgpartments calling on them to reform economics educatign
search by adopting the broadh t
: and appro i i 1
oo o oo pproach. Their letter includes the
1. A i
eco:;:'xder conception of human behavior. The definition of
Ic man as an autonomous rati imi i
) ional optimizer is too n
arrow
Eng-d?es not allow for the roles of other determinants such as instinct
abit formation and gender, c| i : :
 class and other social factors i i
: sin sha
the economic psychology of social agents. P

7. .
Rhecogmtlon of culture. Economic activities, like all socia]
511 cle(riféner;a, arei necl:essarily embedded in culture which includes

s ot social, political and moral value , instituti
Thess popocta ‘ -systems and institutions.
y shape and guide human behavi i i
obligations, enablin isabli i e g mposing
, g and disabling particular choj i
' : dis ces, and creat;
social or communal identities, all of which may impact on econorﬁf

behavior.

.
g

on process rather than simply on ends. Sy
RN

4. Anew i 2
Anes hthe;rg_c{f k;llclmgedge. The positive vs. normitive dichotomy
as traditionally been used in the social sc; i
social sciences bl i
The fact-value distincti e recopmitin
Istinction can be transcend
: ed by the r iti
that the investigator’ i ) el
s values are inescapably i in sci
that . y involved in scientifi
m u » . . f C.‘
quiry and in making scientific statements, whether consciously or

not. This acknowledgeme
nt enables a more sophisti
of knowledg o phisticated assessment

5. Empiri i
o c;)):;icall gll'qundmtfgl. More effort must be made to substantiate
cal claims with empirical evide
nce. The tenden ivi
theoretical tenets in th i ot e
e teaching of economics wi
ic without refe
t . : rence
0 empm.cal observation cultivates doubt about the realism of
explanations. orouch
6. E
! ax:;andgl meth(?ds. Procedures such as participant observation
stu fuas and discourse analysis should be recognized as Iegitimate;
mea iri i
1s of acquiring and analyzing data alongside econometrics and

INTRODUCTION

formal modelling. Observation of phenomena from different vantage
points using various data-gathering techniques may offer new insights
into phenomena and enhance our understanding of them.

. Interdisciplinary dialogue. Economists should be aware of diverse
schools of thought within economics, and should be aware of
developments in other disciplines, particularly the social sciences.

In March 2003 economics students at Harvard launched their own petition,
demanding from its economics department an introductory course that would
have ‘better balance and coverage of a broader spectrum of views' and that
would ‘not only teach students the accepted modes of thinking, but also
challenge students to think critically and deeply about conventional truths.’

Students have not been alone in mounting increasing pressure on the status

quo. Thousands of economists from scores of countries have also in various
forms taken up the cause for broadband economics under the banner ‘Post-
Autistic Economics’ and the slogan ‘sanity, humanity and science’
(www.paecon.net).” The PAE movement, or, if you prefer, the Broadband
Economics movement, is not about trying to replace neoclassical economics
with another partial truth, but rather about reopening economics for free
scientific inquiry, making it a pursuit where empiricism outranks a priorism
and where critical thinking rules instead of ideology.?

Against this background of accelerating momentum for radical change, 27
economists and two mathematicians, many of them internationally renowned,
representing eight countries and five continents, have come together to create
this book. It aims to provide you, the student, with three things.

First, it offers you some protection against the indoctrination process to
which you are likely to be subjected as an economics student. There are many
things that your teachers should tell you about the brand of economics they
are teaching you, but, in most cases, will not. This book will make you aware
of some of the many worldly and logical gaps in neoclassical economics, and
also its hidden ideological agendas, its disregard for the environment and

inability to consider economic issues in an ecological context, its habitual misuse
of mathematics and statistics, its inability to address the major issues of
economic globalization, its ethical cynicism concerning poverty, racism and
sexism, and its misrepresentation of economic history.

Second, if you are brave you may want to bring up some of the points raised
in this book in your classes. It is sure to make them more interesting. It may
even provoke lively discussion and, for a while at least, convert the
indoctrination process into an educational one. If it does you will be doing a
good thing: we live in a time when bad economics probably kills more people
and causes more suffering than armaments.

Third, this book is intended to appeal to your imagination and humanity by
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showing you how interest
when it is pursued, not as
of belief, but as a no

ing and relevant, even exciting, economics can be

the defense of an antiquated and blinkered system
-holds-barred inquiry looking for real-world truths.

PART |

Basic PROBLEMS




1

' The Quarrelsome Boundaries of Economics

HucH STrRETTON

UNIVERSITY OF ADELAIDE, AUSTRALA

Nothing'’s necessarily wrong with economics. But there isn’t a one-and-only
right way to learn it. It can’t help being a controversial subject. Let us begin by
looking at some of the reasons for that.

COMPLEXITY, INVENTION, CONFLICT AND COOPERATION

When a new drug saves an unemployed worker’s child from a dangerous disease,
is that because the doctor knows how to prescribe it, or the chemist shop
stocks it, or the pharmaceutical company manufactures it, or clinical researchers
have tried and proved it, or because biomedical researchers have invented i,
because their scientific education equipped them to do that, or because the
government financed their university education and research, or indeed because
our history has given us a culture and values which prompt us to vote for
politicians who will tax us to finance medical and hospital services to our
citizens? Since every one of those contributing causes has its own causal
conditions and history, how many of those other histories do we also need to
know in order to understand why the poor kid got help his parents could not
pay for? . /

The question is ridiculous. Some knowledge is its own reward: you hunt
histories, biographies, fiction, poetry and other arts for whatever grabs you.
But if you want ‘useful’ knowledge — to serve other purposes rather than to
enjoy for its own sake — what you look for depends on what you want to do
with it. Like many other human activities, economic activity is so complicated
that any study of it has to be selective. Investigators’ values have to combine
with their skills in deciding what's important, what questions to ask, what sort
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of answers to look for, which causal conditions and processes to explore. For
example, researchers who want to reduce inequality and researchers who want
to increase efficiency may ask some different questions, and focus on different
causes of some effects that interest them both. They may also disagree about
the best way to measure the inequality or the efficiency of an economic system.
Those differences reflect their values and social concerns, which are allowed
to differ in a free country — and in its universities,

. . . . Ve
Economic behavior is also changeable, and can be inventive. So experts

disagree about how best to understand it. Can a general theory explain most of
what people do in getting an income and deciding how to spend it? Most of
what public and private firms do in order to produce goods and services for
you? Most of what governments can and can’t do about their national economic
systems? Some neoclassical and some Marxist economists believe that their
theories distil important regularities to be found in all or most economic activity.
Learn the theory at college, and it should equip you to deal professionally with
whatever economic activity concerns you in your working life: understand it,
measure it, explain its causes, assess its efficieney, and so on.

Or does economic activity vary so much with time and place that to know
how any particular industry or market or national economy is working, what
you chiefly need is an open mind, local knowledge, and the skills of a tough
investigator? Institutional economists and economic historians tend to work
like that, using theory to prompt some of their questions but not to dictate the
answers to them.

Besides being complex and changeable, economic life also has elements of
both conflict and cooperation. Conflicts can be driven by material self-interest.
They can also reflect religious beliefs, and unselfish di“s‘:ggreements about
freedom, justice, social duty, quality of life. Cooperation can'also be for selfish
or friendly or high-principled purposes, or for mixtures of all three. Must
economists therefore study all the individual and cooperative, selfish and
unselfish purposes at work if they are to understand why economic systems
work as they do? Or can they safely confine themselves to so-called strictly
‘economic’ purposes? Assume that material self-interests prevail? That's not a
safe assumption about how people choose to earn, or to vote about economic

policies. The most famous economist of all, Adam Smith, believed that humans
feel and act with considerable sympathy for each others’ pains and pleasures.
A lot of modern economic theory avoids the problem by assuming that people
seek ‘utility’, meaning whatever turns them on. But to know your business as
an economist, and to understand or predict particular economic activities, or
the different capacities of the four productive sectors, or the development of
public opinion and economic policy, you may often need to look outside the
boundary of economics for some of the forces that drive the behavior inside it.

THE QUARRELSOME BOUNDARIES OF ECONOMICS

MEASUREMENT

There are also boundaries within economics. Some of them rfxak;:l it hard t‘o
measure economic performance. The most-used measures of naugn eic?onorr:ec
activity — gross domestic product, gross national.product, net rfxauona mc';zhe ,
economic growth — only count goods and services that sell for monejzir.l bozr
don’t count household output: the work peoPle do at home as L}llnpauf aale,
the goods and services they produce for their own use rathe; t :;n or f{m .
Valued at market prices (how much a restauranF would charge for the coo i %
you do, a house-cleaner charge for the cleaning you doZ and so on) vl&; ail
households make and do for themselves averages a third or more of a
ion in rich countries. , ,
prol(gur?(i?r}llouseholds pay servants to do their cooking :'md housework c:lmd
child care and gardening and book-keeping, those services are counti fas
economic output. Why not when household members do the (\;.forthqr
themselves and one another? If Australian mothers stopped l?rtzast'fee 1n§ eir
babies, economists would increase national inc.ome by $2.2 billion .forvpro uc;rcli
the equivalent artificial milk and another billion or so for doc‘tonng n;ores s ‘
infants. Extra costs and worse health would count as economic growth. (So o
course do efforts to cope with other unhealthy habits.)

EQUALITY

Besides affecting measures of output, the boundary between paid and u?lpixid
work also affects measures of economic inequality. Rich and poor househo s1
don’t only differ in their money income. They usually also have ugeq}la
- household capital. Poor households may not have the means of pro u<:1.nfg1
much for themselves. Middle-income families can afford bigger hm;lses w1td
well-equipped kitchens, laundries, storage spaces, gardens and work(si 10ps an :
sheds if they want them, games, books and magazines, computers an hmteme
access. They can equip themselves to do much more for themselves than Izgor
households can. If measures of inequality included household OL{tlelt, 1 ey
might show greater material inequality between the poor and the middle tcfl ass,f
but less within the middle class. Once households have a standard ou to
home space and equipment, the difference between cheap and expenls(we carz
furniture, plumbing, kitchen equipment (and so on) may not ma ehmuc
difference to what they can make and do for themselves. Thrm}gh‘ the top
two-thirds or so of incomes, similar home output of goods and sérvices may
terial inequality.
Oft?fr(; iilzjscjr:l;lequality(irou also have to make some other choices. Should
you measure quantum differences between incomes (Brown earns $90,000 mprc;
than Smith does) or percentage differences (Smith earns only 10 per cent o




and which if you didn’t want to.
The choice of measures is 3 te

? leaning student says
,000 more than Smith got. Now he gets $160,000 more
thinking student says Smith’s
han 11 per cent, so inequality
Il marks for being quite right
please look for some other occupation
doctor for a Left of Right politician,

Fhan Smith gets, so inequality has increased. Right-
i f Brown’s, now it's more t
is declining. (If you would give either student fu
and the other zero for being quite wrong,
than teaching. A speech-writing spin-
perhaps?)

EFFICIENCY

Measures of efficiency also depend — though in different ways —
choose to count. Is the cheapest Wway to produce a given
of quality) necessarily the most efficient?

the most desirable,
There may be votes
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were impartially efficient for its workers, customers and shareholders. But many
economists will find the five firms equally efficient because they produce the
same product at the same cost and sell it at the same price. Smarter economists
may find them equally inefficient, because each of them is neglecting four out
of the five available economies.

- Economists who accept the orthodox meaning of efficiency aren’t necessarily

_ blind or indifferent to the social effects of ruthless cost-cutting. They may well

distinguish between good and bad social effects of efficient performance. It
can still be useful to have a measure of efficiency that can be applied to the
pursuit of any purpose, regardless of its morality. (There are more and less

efficient ways of cheating, stealing, exploiting workers, two-timing your partner,

or plagiarizing first-year Economics assignments.) But beware of combining
(a) a ruthless definition of market efficiency with (b) a boundary that makes
material self-interest the only motivation of economic behavior. That makes it
éasy for careless thinkers to assume that self-interest always prevails over other
concerns in everyone’s economic behavior, and is the main cause of market

efficiency, which is the main cause of economic growth, which is good for

everyone. Care for others, in such a view, from the world’s poor to the homeless
in your own neighborhood, will only encourage the government to waste your
krnkoney on welfare and entice layabouts to live on it.

 Worst of all, though, would be to mistake that nasty moral choice for a
scientific fact you learned at university.

EXTERNALS

How much notice should economists take of the many strands of social life
that can affect people’s economic aims and behavior, but are conventionally
the business of lawyers, political scientists, psychologists, sociologists, social
philosophers rather than economists? What of those areas of life outside the
boundary of economics, which can nevertheless often affect or be affected by
the life inside the boundary?

_ The economists’ concept of ‘externality’ assumes both a boundary around
economics and a boundary within it. Suppose that an economic activity has
some effects that are not bought, sold or exchanged. Smoke from a factory
harms its neighbors’ health. It also inspires a local artist to paint landscapes
under unusual sunny/smoky skies. The factory doesn’t pay the sick people’s
doctors’ bills. The painter doesn’t pay the factory for colouring the sky. So
economists define both effects as external to the factory’s economic business:
an external economy for the painter, an external diseconomy for the neighbors.
The effects themselves may or may not be economic; it doesn’t matter whether
or not the neighbors’ ill-health harms their work and earning, or the artist’s
new inspiration affects the price she gets for her paintings, because the
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unintended effects are seen to lie beyond the boundary that economists draw
around their subject.

In either case humane €conomists may well be concerned for the neighbors’

alth and the painter’s inspiration. The boundary of the discipline, they would
argue, doesn’t limit citizeng’ moral responsibility for their €conomic actions,
Should that boundary be allowed, then, to limit economists’ concern for the
social effects of their research and teaching which, whether they like it or not,
have to be shaped by their values as well as their professional skills?

MARKET AND GOVERNMENT

Of all the economic boundaries, the most talked-about these days — and often
the most misleading nd ‘government'. Economists

m to choose your Occupation, choose your employer, or work
independently as an artist or surgeon or shop-keeper or soccer pro. Choosing
a trade that suits your tastes and talents and purposes in life can make the
difference between freedom and slavery, buzz and boredom, for about g third
of your waking hours through your earning years. Deciding freely how to save
and spend the income, and shopping around for the best goods at the best
prices and enjoying the use of them, can do wonders for the rest of your day.

But many of those blessings depend on the markef exchanges being free
and fair. Free, because the parties have roughly equaf?"’{bargainmg power, so
rve the other into a one-sided deal. Fair,

suppliers and make sure you get

Asin life, so in business. All the legal powers that private firms use have to

be created for them by government. Company law gives the firm its corporate
identity, to exist, do business 3

THE QUARRELSOME BOUNDARIES OF ECONOMICS 15

that they spend to buy their shares. If the ﬁrm goes bankrupt, its creditors
can’t get their money back from its share—hold.mg owners.. )
Those three powers are open to plenty of 'dzshonest or mcom‘i)etept a u;le,
so governments that create them have tc,) police them. Eut the?yh 0's0 not OatZ
in order to protect the public; above all it's t9 serve the firm. Wlt. Ogtl(':olzﬁ?r ©
identity the firm couldn’t exist. Without joint stoc.k and 11rn1te_f 1;1 niy
could not expect to raise capital from snangers. \X/Ltho?t alotofo Ier aw,
honest firms would have too little protecnon‘ from chshonestf emp oyeelzz,
suppliers and competitors. There is currently mde'zspread anie.r, ﬁ(;rn exanlpké
at the rising scale of plunder that the law allows directors of ig firms to ta
férggevti;lﬁlsthe complaints that govemmer%t .‘intervention’ in bus‘iness is
raising its costs, wasting its time, reducing its efﬁmencs{? In rn.any cases it seems
fair to say that business people take for granted tbe public services Fhat empowc;r
and protect the firm, but resent those that police the use of their powefr;s an
protect the rights of their owners and workers and customers and su ?nﬁg
‘neighbors. That sort of spin is human, and we all do‘some o-f it. Some o | S
firms’ workers and customers certainly do, taking their own rights for grante

and accusing business of greedy, oppressive or deceptive misbehavior (and the

analogy can, of course, be extended to government itself!) All involved 21 or
affected by business need government, but government can be a.nywhere om
good to terrible. It often enough needs criticism, reform.and improvement.
But it's no help to pretend that business or its workers or its customers could
do better without it or (usually) with less of it.

MODES OF PRODUCTION

Meet a different set of boundaries, and some examples of their uses (good a‘nd
bad) in practice. For example, we can distinguish four kinds of productive
enterprise: . o

® Private enterprises earning profits for their private owners.

® Independent enterprises (a collective term for church and other

* charities, non-profit trusts with charitable or other useful purposes,
and cooperative or mutual enterprises whose profits go to thelr
‘workers or customers, or both).

Public enterprises, working with varying degrees of independence
from the governments that create them.

“Households cooking, washing up, laundering, ironing, bed—mak%ng,
house-cleaning, mending clothes and repairing breakages, shoppmg,
= providing their own transport if they have a car and l?ikes, and. (most
7 ‘demanding, time-consuming and productive) bringing up children.




. e ‘productive

their shares of work and output,

elements of unpaid labor and unm,
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, , ,
sectors’. There are varioug ways of estimating
usually by estimating market prices for the

govern them in the
about them:

® They a}H need and get bervasive government ap
do their work without it
@ The government can
and households can,

without some or all of the others,

P bl- . £ N
ublic and independent non-profit enterprises buy a Iot of their material

m .
able goods and services from the private sector, which has

and independent ai(ziolcllj eaI}foljeVdoping fs oun prOdUCtiVity' But the public
usehold sect. i -
the humar, capital - (f ot contribute most to the production of
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oppressive, well or badly administered and enforced, and so on. Citizens,
lawyers, politicians, business people, workers’ and consumers’ representatives
can all contribute valuably to the debates.about its quality.

As practical examples of ‘market and government’, from worst through
average to best, two true stories — one about blood and one about oil — can
end this paper. They compare different relations between the four sectors, and
between each sector and government. They include a good deal of Australian
material because that’s what I know best.

BLOOD

A generation ago in a classic of social science and market theory Richard
Titmuss explained why donated blood is safer as well as cheaper than marketed
blood. People who sell their blood include some, desperate for cash, who don’t
mind selling infected blood.

Until 1993 Australian donors (household producers) gave their blood free
to the Red Cross (an independent non-profit charity) who passed it to the
Commonwealth Serum Laboratories (CSL, a public enterprise), who processed
it and supplied it to doctors and hospitals (a mix of public and private
enterprises). The government paid the Red Cross to collect it and CSL to
process it. The supply was unusually economical: blood for medical use cost
about half as much as other Western countries were paying for it. CSL also did
other work, producing various kinds of serum and vaccine and selling some of
them in a market way without public subsidy.

Through the 1980s the Australian government, like a lot of others, was
persuaded to believe that private enterprise is always more efficient than public,
and government should get out of its way. So in 1994 the government sold
CSL. To get what they innocently thought was a good price for it they gave it
a ten-year monopoly of Australia’s blood supply at twice the price the
government was currently paying for it. Its purity was to be protected by strict
new regulation. (Privatization thus increased government ‘intervention’ in the
business.)

Shares in the new company were offered to the public and fetched $2.30.
Six years later they were fluctuating between $26 and $30. What the

- government had described as a profitable deal for the taxpayers had brought
them just under $300 million, soon spent on buying back their freely-given
blood at twice the old price. The private buyers got a capital gift of nearly $3
billion. CSL began to process a lot of foreign blood. When they repeatedly
broke the safety rules in their contract, the government repeatedly forgave
them. The new chief executive who had negotiated the privatization was soon
a multimillionaire and moved to the United States to expand CSLs business
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there. Was the firm’s growth a trium

Private monopoly-
taxpayers’ expense?

ro ph of competitive private enterprise,
pricing caused by bad government at the Austr
It depends whose spin you read. Better judge for yo

or of
alian
urse'lf.

_ investment are for current Norwegian use. When in due course the oil is all
mined and sold, its financial benefits can continue forever in the specially
valuable form of foreign income.

Think about that. The British politicians were competing for public favor

OIL ' by spending the oil revenue on what could only be temporary tax cuts. The

Oil was discovered off the coa end of the oil must bring both less income and higher taxes or poorer public

Boundari services, or both. Are British people, or just their politicians, greedier and
stupider than Norwegians? It's hard to know about the people, because their
politicians never offered them the Norwegian option. Instead they spent what

“could have been a great capital resource. ‘

Keep thinking. Could the Norwegians have done even better? It’s all very
well to be prudent with the oil money. Why not with the oil itself? Extract only
what Norway needs each year, and the supply could continue much longer.
Norway could still be oil-fired, and could be running the world’s last airline,

) after the rest of the world is back to coal-fired industry and rail and sea transport.

ivate, but there were Or Norway could be selling the last of its oil at fantastic prices. Why not? Keep

~ thinking. It’s only by local international agreement that Norway owns that oil.

. V ~ Would you trust the rest of the world when the rest of its oil was gone? When

importing oil and began to export it. . its navies, refitted with coal-fired boilers, are capable of clearing the North

The British created the British National Oil Co . Sea of Norwegians in a week? Perhaps in the course of a third world war for

enterprise, to monopolize the mining and marketh:p (:)rfa'ttlolr\l] (BNOC), 2 public the last of the black gold? Norway may have been prudent to turn its oil into

most of its work done by hiring and coordinati g ofits North Sea oil. It got ‘ money after all. Iran and Saudi Arabia too, perhaps, before long.

perienced at keeping

old i
malee the rules. It specified the sizes — theg e i order o mment

surface areas — for which it would

enterprises paid government for 1
or rights to particular areas i
and mine
marketed what they found there. The profits were pr ’ ind

KEEP AT IT

Thinking about the capacities of the different productive sectors, their trade
with each other and their relations with government, the toughest lesson seems
to me to be this: The four sectors do have different capacities. It can be
important to have each do what it can do better than the others can. But their
type of ownership is not a sure guarantee of their performance. Each of them —
governments, public enterprises, private enterprises, independent non-profits,
households — can vary from best to worst, and for a variety of reasons. One of
the reasons is the quality and competence of their people, which can also vary,
~ over time and between countries. In the oil business Norway seems to have
" had both the policy-making and the engineering and commercial work in good
hands. Britain also had an efficient public corporation, but improvident
politicians.

Some free traders think the world would be richer without national economic
boundaries. For once, this chapter defends the boundaries. Of the many reasons
for them, two will do. With no sign yet of effective world democracy, national
democracy is the only democracy we have, and its electors are entitled to

-sole shareholder, who used it to cut som
that was also costing the taxpayers mone
gain for British people,

from the tax cuts) than for the poor. But
privatized the national corporation an,

e tax and to reduce the public debt
y.- That could have been a continuing
t the rich (because they gained more
in the 1980s the Thatcher government
d spent the proceeds, also to reduce
capital was spent, along with similar




i:)rc;tegtmg t'he efarly develop ies. Britain, France, Germany,
tra Y, Scandinavia, the United States, Canada, Australia, Japan all did it, anq
- . ’
still do a good deal of it. To force free trade and unhindered foreign ownership
and poh;:y—makmg on the remaining poor countries must keep many of them
poor, and powerless over vital elements of thej ial [i i
eir social life and e

poor nvironmenta]
Economic activity depends, in varying degrees, on its surroundings: of

natural resources, law, culture, experience, know-how, mutual trust or disgriust
p Y

]
earlier in this chapter. Don’t let the bound
Er of any oth.er soc'ial science — o that interdependence. To know
Ow any particular industry or market or national economy is working, or how
- . ’
to Improve it, you may often need ‘an open mind, local knowledge, and the

skills of a tough investigator’, besides, and sometimes instead of, whatever
theory you learned in college.
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Modern Economics:
the Problem and a Solution!

ToNY LAWSON

CamerIDGE University, UK

Modern economics is not very successful as an explanatory endeavour. This
much is accepted by most serious commentators on the discipline, including
many of its most prominent exponents (See, for example, Rubinstein 1995:
12; Lipsey 2001: 173; Friedman 1999: 137; Coase 1999: 2; Leontief 1982:
104). In the words of Mark Blaug, ‘modern economics is sick’ (Blaug 1997: 3).
Certainly it seems desirable that we do better. :

In order to determine whether we can do better, however, we need first to
be clear how modern economics goes wrong and then to explain why it does.
Once this is achieved, once we have identified the nature and cause (s) of the
problem, we will be better placed to determine whether the failings of the
discipline are in fact remediable. I briefly consider each of these three issues
here.

THE PROBLEM

So how does modern economics go wrong? It does s0, I contend, simply through
its practitioners seeking to utilise methods of analysis that are largely

- inappropriate for addressing material of the sort that lies within the social

domain.

A fundamental insight here is that, for any method to be able to illuminate
a domain of reality, the nature of the phenomena of that domain must be ofa
sort to render this feasible. There is a sense in which method must fit with the
nature of its object. We can easily see, for example, that the nature of glass in
the window is such as to allow a cotton cloth, but not a pneumatic drill, to
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S€IVe as an appropriate tool for cleaning it. In similar fashion, for a social
research method to be relevant in a specific context the material to be studied
must be of a sort that makes feasible the method’s application. The problem of
modern economics, as I am interpreting it, stems from a neglect of this insight.
Rather than starting with a question about an aspect of social reality and
determining an appropriate method, modern economists usually start with a
particular type of method and presume, mistakenly, that it must be appropriate
to all social contexts. The resulr is that modern economists end up distort/in’é
social phenomena just to render them open to treatment by their chésen
approach.

What is this type of methodology that is not entirely suitable, but which is
effectively universally recommended even prior to determining the research
question to be addressed? If we open almost any modern economics textbook
we quickly find references to procedures of formalistic economic modelling,
central to which is the reliance upon functional relations. To the extent that
economists concern themselves with phenomena such as consumption,
production, investment or human well-being, standard economic analyses
involve the formulation of consumption, production, investment and utility
functions respectively. It is this emphasis upon functional relations that I sha]l
argue is inappropriate to the analysis of most social phenomena.

It does not take too much reflection to see that if an approach to economics
that utilises mathematical functions is to be everywhere appropriate then social
events must relate to each other in very specific (stable) ways. A function is
formally defined as follows: if Xis a set of numbers x and Y is a set of numbers

¥, and if rules are given by which, to each x in X, a corresponding yin Yis
assigned, these rules determine a function defined for %.in X. Typically the
value y that a function f takes for a particular x in X is written f(x), so that
y=f(x). The point, clearly, is that if a reliance on functions is to be an appropriate
way to proceed in economics, event-regularities or event correlations, i.e.,
regularities of the form ‘whenever event x (or state of affairs) then event (or
state of affairs) y’, must be a commonplace in the social realm.

FUNCTIONAL FELATIONS AND SOCIAL PHENOMENA

What are the reasons for supposing the emphasis on functional relations to be
misplaced in economics?

One is simply empirical. Attempts so far to identify non-trivial, stable
correlations between economic variables have mostly not succeeded. This is
50 despite the high-powered techniques of econometrics available to modern
economists. Typically, no sooner is an event-regularity reported for the social
realm than it is found to break down (see Lawson 1997, chapter 7). Actually,
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t-regularities are rather rare in the natural sciences to.o. To be‘ prgc.:lse,
eve[;“ stabgle correlations that hold in the natural realm are restncteii to situations
g;c;sxperimental control. For example,'a table—tenx}is ball vls{ﬂl fa(l)l C;Vltt ; \C,Z:Z?;f
rate of acceleration w}:ien 1cllropped.m ax;aelztgteir;enta y pr
s so outside the experimen -up.
bu,trwaﬁiliys Ctlz(;xies? It is simply because outside the expe@ental ?Eor:t;c;;y :Icl)');
object that is ‘dropped’ tends, in its movement, to bfz mﬂuem;e yh elsegm’aY
al faéto:s. The wind, thermal forces, table—t;enm§ bats an mucl me
Z?fzzt the movement of the ball. The point of an experimental sfet—up is preycills.e Z
isolate a stable causal mechanism from the inﬂuence of counterva in
fzelcsl?;iisms in order to better ic}entify }ilts Pmpeﬁf;{g&;ﬁ;iﬁfﬁ:g
k tes a triggering of a mechanism wi ' .
E;if:éciziz:;?t‘zfl:vere notgagstable force an experimental event-regularity would
ay.
nOt:Si‘:cckluZizmeiations suggest a second, more fundar'nenta}l), rezsolzci?ir
expecting the emphasis on functional relations in economics lto be TZ; é)s e tc;
For consideration of the experimentally produced e\'/er‘lt:ir?fgu antzfre s o
recognise that at least three conditions must be satl.sﬁe eve}rjl ugarameec1
of the sort presupposed by the use of functional relanon;;rlf ;o \ e Ogccur neeed
(as opposed to emerging fortuitously). And these seem unlikely to
i s we shall see. ,
SOC\I);?/lhraeta Lnrt 2::he three conditions for an eventfregul.arity to be gu};alrir:;ecili
Simply put, the relevant domain of reality must .cor1.51st of fzf:t'ors 1:f ;Olétion.
intrinsically stable, 2) isolatable and 3) actually acting in a condition o pation.
Notice the last requirement is not superfluous to 2). _W; may be able
Vexperimentally to isolate gravitational for;es, aerodynar;ufc orc:easl,1 iy
forces, and so on. However outsidi the 121borat{)ryfaglztllccingoirtcsez1 i
thers simultaneously act on the autumn ea : :
znpredictable. Ifan event—reglilarity is to :tiae \?((/:hle:gﬁ tt};c;.(r; i(())l;tznd(:::i:;
just i ility) at some level is required. We m not: .
]tl}llsatt,lirolltz:i}:lzglgf)ant philosophy-of-science literature, a situation mhwhlfce};rggrtlg
and changing causal mechanisms detemme the course ofl eve;ts 15;1 rzem edto
as open, whereas one in which a single mechanism is isolated, an,
regularity produced, is qsually described as closed. . p
We are now in a position to see rather easily why economics, wi hits dp o
on functional relations, and so a presumptiog of e\./entvregullanmzs‘, lc;:ble
poorly. First of all, even if economic forces were 1r1.tr1n51.ca11y stable and iso auable
there could be no presumption that they act in 1s.olat1on..As‘ I say, ev;n‘ y
natural realm, experimental intervention is requue'd to achieve con ﬁlonsial
isolation. Thus in seeking to apply their modelhng‘n.nethods Fo ;f socch
situations economists are overlooking the special conditions required for su
regularities even within natural science.
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// restricted to laboratory experiments. Yet this has not prevented the results of
Seem to be, or isolatable. Consider, first, the quest . _ patural science, including experimental ones, being used successfully outside
N‘_)V::’ more\xc;r }11555 by definition, socia phenomena the kexperim;ntal laboratory, in such activities as building bridges and sending
existence. Without us there . ) rockets to the moon. :
social phenomenga like tables, chairs, Lo ’  The reason this is possible is simply that even where experimental event-
‘syst.ems, and so forth. Let s consider the s‘;?“;irfltles, fanguage regularities are produced these are not actually the real or primary objects of
1S gIven to us at any moment and facilitates our speech—y- B age system science. For the preceding discussion of experimental activity suggests that
the primary objects of science are the underlying mechanisms that govern the
directly perceivable events and states of affairs of the world. The experimentally
produced event-regularities merely enable us to identify the underlying
mechanisms experimentally isolated. And a point of significance here is that,
unlike the experimentally restricted event-regularities, the mechanisms
responsible may operate inside and outside the experimental set-up alike. Thus
the gravitational mechanism operates on autumn leaves (and table tennis balls)
even as they fly over roofs and chimneys.
~ The working of a mechanism that so has its effects and makes its impact
whatever the actual outcome (co-determined by countervailing factors) can
be referred to as a tendency. It is clearly a knowledge of the gravitational
mechanism or tendency, and not of events and their patterns per se, that helps
us build bridges and send rockets to the moon.

So if the primary goal of science is not after all the sorts of event-regularities
produced in conditions of experimental control, (but, to repeat, the uncovering
of causal mechanisms, like gravity, that govern the phenomena we can, or
may be able to, experience directly, such as movements in table tennis balls
and autumn leaves) the failure to turn up many event-regularities in the social
realm clearly ought not to be viewed as an automatic bar to economics being
a serious discipline or even scientific, in the sense of natural science. This
failure does, though, render the insistence of modern economic modellers on
analysing the economy in terms of functional relations somewhat questionable.

If event-regularities are mostly restricted to experimental situations we shall
see below that non-experimental ways of identifying causal factors are perfectly
feasible and common. Their uncovering is something that economics can
succeed in as well as any other area of research.

metimes significant regions of time and
» 82, 1O gravitational forces on the surface

of the earth are unlikely to prevail,
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EXPLAINING THE PROBLEM

The question that arises at this stage is why we are in the situation in which
we find ourselves. If the activity of economic modelling using functional
relations is so unsuccessful, and on reflection understandably so, why do
economists persist in their modelling activities? The answer is quite simple.
Economists very much want to be viewed as scientific. But for reasons that I
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explore elsewhere (see Lawson 2003, chapter 10) economists take the view
that research can only qualify as scientific if it is formulated mathematically.
And a deductive mathematics based on functional relations is the sort of
mathematical system that economists have found easiest to handle.

Thus whilst other disciplines tend to be defined in terms of the nature of
the materials or principles that are studied (for example chemistry is concerned
with understanding the chemical aspect of the physical world including living
organisms), economists mistakenly conceive of their discipline in terms of their

chosen methodological approach. 4

’

Of course, we can now see that the belief that maths is essential to scierée
is mistaken. As the discussion of experimental achievements above has
suggested, if there is any practice that is essential to science it is that of seeking
to identify causes of phenomena of interest. This clearly depends on creativity,
imagination, analogy and metaphor and so forth. The use of mathematics
cannot take us from falling leaves to gravity, from an increase in human bodily
temperature to the virus responsible, from a phenomenon of one type to its
cause of a different type. Mathematics, certainly of the sort used by economists,
is incidental to this causal-explanatory endeavour, being mostly restricted to
analysing cases of stable correlations. As we have also already seen such stable
correlations are rare in the natural realm and even more so in the social.

It is likely that the fact that various phenomena regarded as economic are
measurable encourages the misapprehension that a mathematical discipline
of relevance is possible. But beyond appreciating this fact of the situation, I
suspect that most economists never for a moment question whether their
preferred (mathematical) methods are appropriate to the material they address.
They take it for granted that their methods and social reality ‘fit’ and that they
themselves can be scientists in line with their own (nﬁsta%gen) image of it, and
thereafter they focus mostly on the potentialities of their chosen methods and

such like. This indeed, is similar to an assessment made by Alfred Marshall
rather a long time ago:

[The mathematician’s] concern is to show the potentialities of V
mathematical methods on the supposition that material appropriate to
their use had been supplied by economic study. He takes no technical
responsibility for the material, and is often unaware how inadequate the

material is to bear the strains of his powerful machinery. (Marshall 1920: 644)

DOING BETTER

The final question to address is whether, or better, how, it is actually possible
to do better. One conceivable justification for the insistence on mathematical
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~modelling in economics that I want to dispose of quickly is that there justis no

7 other way of proceeding.

Some commentators have reasoned that if each social phenomenon is really
governed by many causal factors, where we cannot experimentally isolate the
effects of any one of them, the only option available is to pretend that.t any
social phenomenon of interest can be treated as if generated under conc.ht:lons
of the controlled experiment. But there is a sense in which we often can isolate
the effects of a single causal mechanism in such an open system. The controlled
experiment is but a special case of a method I want to describe here, a meth(')d
that, in its most abstract formulation, is appropriate to natural and SOClz.ll
contexts alike. This is the method of contrast explanation. All we need for. th‘1s
method to work is a situation in which i) two outcomes are different h). in
conditions where it was expected that they would have been the same, resting
on an assessment that they shared the same, or a sufficiently similar3 causal
history. Alternatively put, in contrast explanation we seek not to e?cplam some
X, but to explain why some™X rather than Y’ occurred in a situation where Y
was expected (given our understanding of the causal history of the relevant
phenomenon). In such a situation we do not seek all the causes of X but the
one that made it different from the Y that was anticipated.

Consider the onset of ‘mad cow disease’. In the late 1980s in the UK, a
group of cows surprised everyone and confounded expectations in flisplaymg
unusual symptoms of illness (such as wobbling their heads and falling oizer).
Cows are complex animals, and many factors influence their behaviour.
However, by comparing the conditions of the affected cows with others that
revealed no symptoms, it was possible to standardise for the causes common
to both groups, creating a situation in which it was possible in effect to isolate
and identify the cause of the difference, i.e., of the phenomenon of interest.

In the social realm specifically, surprises triggering explanatory endeavour
often occur when we move to contexts (regions, countries, institutions,
cultures) other than those with which we are very familiar. On doing sq we
may discover practices, ceremonies, meanings, and orientations, which am=j at
variance with those with which we are acquainted. Of course, we usually find
very many commonalities too, suggesting similar causal conditions to those
operating in our more familiar context. By standardising for the latter when
focusing on a specific contrastive experience, we can often figure out the causes
(different rule systems, institutions, or social relations) for the unexpected
outcomes. Thus, for example, if we travel, we may find that the inhabitants of
some countries drive on a different side of the road to ourselves, treat as equal
those who in our own locality are discriminated against (or vice versa), eat
differently, etc., all of which allow us to infer something of the operative local
rules and social relations.
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Note too, that we can also seek to identify more than one of the various
causes of any phenomenon. We can do this by comparing a given phenomenon
with an array of different contrasts or “foils’, where feasible, considered one at
a time. Elsewhere, for example, I have focussed on the immediate post-Second
World War productivity growth in the UK and contrasted this with different
foils. When the foil utilised was the pre-war productivity experience of the
UK then the post-war experience was found to be strikingly higher. This contrast

can be explained by the post-war specific expansion in world demand. When,

however, the chosen foil was the rate of post-war productivity growth in oth,er/
comparable industrial countries, such as that of the old West Germany, the
UK comparative experience was found to be strikingly poorer. This contrast
now highlighted can be explained by the localised nature of collective
bargaining in the UK compared to the centralised systems in West Germany
and elsewhere (see Lawson 1997, chapter 18 for detail).

EXPERIMENTAL WORK AS A SPECIAL CASE OF CONTRASTIVE EXPLANATION

We can now see that controlled experiments constitute a special case of contrast
explanation. For example, in outdoor research, such as in plant breeding
experiments, a field may be divided into numerous plots with, say, some
chemical compound applied to some plots only. If the average yield is higher
in the plots where the compound is allocated we can conclude thatitactsas a
fertilizer, that it explains not the level of yield but the yield differential (our
contrast). In such an outdoor experiment, the conditions in the field can vary
throughout the growing season. The method works just because at any point
in time the effects are the same throughout the field, except for the chemical
compound whose properties are under investigation. :

The indoor laboratory experiment is different only in that the background
conditions are held constant throughout the period of the experiment, allowing
a meaningful contrast between what happens prior to, and what occurs with,
a mechanism being triggered. ;

But these experimental scenarios, though useful in science, are not necessary
for success using the contrast explanatory approach. Often all we need is an
informed perspective giving us reason to expect two outcomes to be the same
in a situation where the latter are found to be different. In that situation there
is prima facie reason to suppose a single causal factor is responsible, and reason
to expect that it can be identified (for a longer more detailed discussion, see
Lawson, 2003, chapter 4).

I have run through the method of contrast explanation first and foremost
to indicate that causal analysis can proceed in the absence of closed systems.
However, I should emphasise that explanatory analysis required to render any
chosen contrast phenomenon of interest intelligible can take many forms. It
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s may involve the identification of a hitherto non-existent local mechanism or

set of conditions, or a reworking of previous understandings, including seeing
connections or relations previously unnoticed, or even the elaboration of a
highly abstract account of the workings of a system in its entirety. It all depends
on context.

If, for example, the chosen contrast is highly context-specific, say two local
traders are selling the same product at different prices, the causal explanation
is likely also to be a relatively localised factor. If instead, the contrast is of a
sort that interested Marx, namely that after a point in history goods were
mostly being produced for exchange in the marketplace (i.e., as commodities)
rather than, as previously, for immediate use, the explanation (in Marx’s case
his theory of the emergence and nature of the capitalist mode of production),
will be rather more extensive in its scope or reach of relevance.

APPLIED ECONOMICS

Now economics is not restricted to the identification of causal tendencies, of
course, whether these involve reference to simple mechanisms or economic
totalities or systems. Economists may also be interested in specific outcomes.

Can we say much about concrete events? After an event has occurred it
may be possible to work out how the different known mechanisms combined
to produce it (much as English weather can be explained after it has happened).
How about before the event? Can anything be said? The answer depends on

* context. If the situation is one in which two or three mechanisms or tendencies

are thought to dominate a phenomenon of interest, perhaps a range of likely
outcomes can be safely speculated.

~ More typically, though, it will be possible, in a given context, to identify
little more than the workings of a specific tendency of import and perhaps
speculate as to some of the likely countervailing tendencies. At the level of
outcomes there is no option but to wait and see (notice that even this may be
enough for policy purposes. Even if we do not know the workings of all
mechanisms we may be able to identify those that work to produce greater
unemployment, poverty, discrimination and other undesirable features, and
so work on undermining their supporting conditions).

It is the deeper, more abstract structures which, though never fixed, seem
to be the more enduring. The price mechanism is more enduring than a set of
prices; typically the university outlives any specific courses given. In serious
economic research it is often the case that deeper structures will be taken as
momentarily given and perhaps used to frame more detailed studies, although
the insights of the latter will often facilitate a better or revised understanding
of the former.
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THE BROADER ANALYSIS

What does all this entail for economists who wish to give a broader picture? It
means they will need to move between different levels of abstraction, at some
moments descending to speculations of concrete outcomes where it is believed
the major forces of determination are fairly stable and mostly known; at other
moments identifying the operation of significant tendencies in play and perhaps
also noting offsetting counter-tendencies; and at further moments retreating

to yet higher levels of abstraction, specifically where the context makes 50,

much difference both to precise outcomes and to the causal factors in play
that little can be said short of empirically examining the details in context
(and perhaps alerting the reader to this fact).

The above overview, though not comprehensive, indicates the sorts of
analytical procedures that the best of economists have mostly tended to draw
upon, most specifically those now associated with the modern heterodox
traditions. Let me finish by giving some brief illustrations.

PRECURSORS

When Thorstein Veblen, the figurehead of the (old) institutionalist school of
economics (a heterodox tradition opposed to the modern mainstream), argued
a century ago that social life was in large part a process, and specifically
constituted by evolutionary processes of cumulative causation, he never tried
to generalise the concrete details of social processes. Clearly to suggest that
social life is largely processual is to generalise at a relatively high level of
abstraction. However, Veblen was clear that if his general claim was correct,
and that an evolutionary economics was inevitable, a turn to'-.:t:he latter actually
meant abandoning the search for highly general self-contained systems of
substantive economic theory (such as modern day economists mostly do pursue
with their reliance on functional relations). Indeed, Veblen concluded that an
evolutionary economics would need to be highly empirical in nature, concerned
with determining how actual social phenomena grow and change (he also
erroneously thought that ‘the body of economists’ appreciated this and were
already carrying it through):

Self-contained systems of economic theory, balanced and compendious,
are no longer at the focal centre of attention; nor is there a felt need of
such.... Meantime, detailed monographic and itemised inquiry,
description, analysis, and appraisal of particular processes going forward
in industry and business, are engaging the best attention of €conomists;
instead of that meticulous reconstruction and canvassing of schematic
theories that once was of great moment and that brought comfort and
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assurance to its adepts and their disciples. There is little prospect that
the current generation of economists will work out a compendious system
of economic theory at large ...

...The question now before the body of economists is not how things
stabilise themselves in a ‘static state,’ but how they endlessly grow and
change. (Veblen 1954 [1925]: 8)

When John Maynard Keynes, the figurehead of the post-Keynesian school
of economics (a further heterodox tradition opposed to the modern
mainstream), argued that social life was characterised by uncertainty, and
specifically that, as a result, investment decisions were especially sensitive to
the current state of markets and investor confidence, he never tried to generalise
these factors at the concrete level (to make the state of investor confidence
the dependent variable in a functional relation or whatever). Rather, Keynes
recommended an empirical assessment of markets and actual business
psychology in any relevant context. In doing so, Keynes was aware that
successful analysis necessarily moved between different levels of abstraction,
according to the nature of the subject-matter being considered:

There is, however, not much that can be said about the state of confidence
a priori. Our conclusions must mainly depend on actual observations of
markets and business psychology. This is the reason why the ensuing
digression is on a different level of abstraction from most of the book.
(Keynes 1973: 149)

And when Karl Marx theorised, and systematised as a ‘general law’, a
mechanism working to cause profits to fall, he fully recognised that, if his theory
was correct, this mechanism would typically be crossed if not annulled by
countervailing forces. For this reason Marx described his law as expressing a
tendency rather than an empirical actuality. Marx even stressed that in periods
when profits actually fell there were likely countervailing forces preventing it
falling faster. Indeed, he inquired into their nature:

There must be some counteracting influences at work, which cross and
annul the effect of the general law, and which give it merely the
characteristic of a tendency, for which reason we have referred to the
fall of the general rate of profit as a tendency to fall.

The following are the most general counterbalancing forces: ... (Marx
(1973): chapter xiv)
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SUMMARY

The argument of this chapter can be put simply. It is widely recognised that
economics performs badly as an explanatory endeavour. The reason for this is
that modern economists al] too often seek to generalise in the wrong place,
and specifically, given their desire to formulate functional relations, at the
level of actual outcomes and their presumed correlations, The reason for this,

in turn, is a widespread insistence on using the methods of mathematical- )
deductive modelling. And this latter phenomenon, in its turn, is motivated by

adesire on the part of economists to be ‘scientific’, coupled with the (erroneotis)
belief that mathematics is essential to all science. Once the eIToneous nature
of the latter belief is recognised and the straightjacket of the insistence on
mathematical-deductive modelling thrown off, methods can be taken up that
seem capable of allowing economics to be both explanatorily successful and
even scientific in the sense of natural science.
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The Pitfalls of Mainstream Economic
Reasoning
(and Teaching)

MicHaeL A. BernsTEIN

UNIVERSITY OF CALIFORNIA, SAN Dieco, USA

Most disciplines challenge an instructor to utilize decidedly unrealistic
arguments as they introduce their students to its foundational ideas. In an
introductory physics class, for example, students are acquainted with the simple

, like that of outer
space, such abstractions have direct applicability and can thus be verified by
aétual observation. Even 50, students and instructors alike know well enough
to avoid the conclusion that, in actual space and time on (say) planet Earth, a
rock and a feather, when dropped from a two-story building, will hit the ground
at the same time. The clearly unreal conclusions of classical reasoning are not
translated directly to ‘real life’ and this precisely because the student (not to
mention the mentor) knows from actual experience to avoid doing so.

In economics, however, just the opposite is the case. The everyday
;ippearance of social life provides little in the way of verification for the student
of basic economic jdeas. The tesult is an analytical confusion that captivates
the student more or less forever — indeed, the application of abstract ideas is
no longer a means to refinement of those obviously crude first approximations.

It becomes instead a continued series of reaffirmations of initial ideas that are
_ 3s misleading as they are illogical.

 Two features of contemporary economic reasoning powerfully constrain the
Ways in which students learn to think about the social world: the notions of

‘perfect competition’ and of ‘equilibrium.’ Misunderstanding what these
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* concepts actually mean, and how their unalloyed application affects the ways
in which we engage in economic analysis, constitutes the essential pitfall of
mainstream reasoning in the discipline as a whole. Yet instructors rarely convey
this profound warning to their introductory students. On the contrary, they
invest the vast proportion of their time in deploying these concepts in uncritical
and unexamined ways — actively encouraging their students to reproduce the
very same lack of theoretical awareness that inflects (and infects) the use of
these concepts in the first place. ' e ’

For the vast majority of contemporary, mainstream economists, competition
(whether of the ‘perfect’ or ‘imperfect’ variety) is a state rather than a process.
They teach their students that in amarket in which a large number of producers

compete to produce a given good or service, a flexible price system will generate

an optimal outcome in which consumer satisfaction and producer efficiency
are both maximized. This characterization of a ‘perfectly competitive’ market
rests upon the assumption that the large number of competitors within it are
identical - their cost structures, techniques of production, knowledge of key
market variables, and access to information are all the same. In point of fact,
the ‘sameness’ of the competitors in this market, and the allocative situation
achieved when prices competitively gravitate to an equivalence with the
marginal costs of production, fully characterizes a state of affairs that will not
change, barring exogenous shocks to the system as a whole.

As an initial analysis of market structure and function, the perfect
competition model seems a benign starting point for investigation. Presumably
students, having mastered the intricacies of the simple model, will ultimately
be equipped to complicate their analysis with the empirical refinemens of the
‘real’ world. Much like a physicist taking into account the, realities of friction,
temperature, ambient pressure, and so forth, the apprenticed economist will
over time learn to reconstitute the simple findings of the perfect competition

1 for an understanding of the social world as it
actually exists. But the promise of this positivistic approach to learning is rarely
realized; the reasoning that lies behind the construction of the model makes
such iterative learning and growing sophistication virtually impossible. Here
lies the common failure of contemporary economic reasoning and the
fundamental inadequacy of its transmission to succeeding generations of
students. A

Ironically, the perfect competition model suffers not from being an
abstraction from reality — indeed all models in all disciplines share that
epistemological quality. Rather, the pitfall of utilizing the perfect competition
framework as a starting point for economic reasoning is that it makes a logically
coherent understanding of what competition is impossible. Competition, in
any given market, is a process by which firms continually seek to re-establish
the conditions of their own profitability. In other words, to compete in a market
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is to seek to exploit differences, among firms, in cost structures of Production,
in technology, in knowledge about production and distribution, in access to
information, and in awareness of trends in consumption habits and volu.m.es.
These differences are the essential dimensions along which competitive
decisions are made. ' ‘

Firms invest in new production techniques, in new product lines, in new
distributional frameworks and marketing schemes, precisely because they
perceive a difference between their awareness of and access to these
opportunities and those of their competitors. If in fact ‘they saw no difference
in these attributes, they would avoid strategic initiatives altogether.for the
simple reason that they would have no competitive advantage,‘ o.ver‘thelr peers,
in pursuing them. The fundamental goal in capitalist competition is to be one
step ahead of the ‘herd,’ to be the first to invest in a new technology, the first

to liquidate a non-productive commitment, the first to present a novel product

to the public. Failure to be first is usually the signal symptom. of failure to
compete. Stock and other financial markets provide the generahzed corollary
to this argument. In them, every investor seeks to be first — the first to buy a
new stock that will then appreciate as others ‘herd in’ to benefit from the same
opportunity and push the price higher, the first to sell equity at its peak price
before others try to cash in and thus drive the price downward. .
In characterizing competition as a state rather than as a process of economic
change, mainstream reasoning does not erect a first approximation of reality,
it rather frames a way of thinking about competitive behavior that forever ar}d
completely prevents a full understanding of the phenomenon itself.' What in
most disciplines are simple models to begin a kind of analysis that Wl’u lea.d to
increasingly accurate characterizations of real-world, real-time situations

- becomes instead in economics an actual barrier to further elaboration of core

analytical ideas. By uncritically accepting the notions of perfect competition
with which they are introduced to the discipline, our students more of.ten
than not are prevented from ever developing a set of tools and theoretical
protocols with which to grasp fully the workings of the competitive marketplaFe.

An equally unfortunate form of reasoning in economics is encounterefd with
respect to discussions of equilibrium. Students in the introductory sett}ng are
quickly introduced to the notion of market stasis where any forces movmg the
market out of an equilibrium state, in which supply equals demand, are quickly
counteracted such that equilibrium is once again achieved. Increases in supp.ly
will depress prices such that no excess quantities of production are left in
inventory. Conversely, increases in demand will move prices upward such that
unfulfilled orders or shortages are eliminated. These simple fables about
equilibration in competitive markets provide the foundation of most economic
reasoning with which introductory students are acquainted in their first courses
of study in the discipline.
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Yet far from being an approximation of reality that may subsequently be
complicated by ‘real life’ frictions, distortions, and contingencies, the idea of
equilibrium with which mainstream economists first train their students lays
the foundation for an enduring and vastly confusing methodological practice—
that of comparative statics. This is to say that, much like the confusions
introduced in the discussion of perfect competition, mainstream economic
reasoning encourages the student to mistake the presence of an equilibrium

for the means by which equilibrium is achieved. For example, a model of a

petfectly competitive labor market shows that at a low wage more labor js’ '
employed. This market-in-stasis paradigm is then compared with an alternative
state, one in which the wage is high and the amount of labor employed s less.
A comparison of these two static equilibrium positions affords the student an
appreciation of the market-clearing function of a price (in this case, the ‘wage’)
in a competitive environment. While such a teaching strategy may be
unobjectionable on its face, it is the source of grave misunderstanding when
improperly used-as it most often is in introductory courses.

As the late Joan Robinson (a celebrated Cambridge University economist
who died in 1983) once pointed out, the comparison of two equilibrium
positions is not the same as explaining the process by which one moves from
one equilibrium position to another. Contrasting a low—wage/high—employment
equilibrium, in the case of the example above, with a high-wage/low-
employment state does not allow one to conclude that rising (or falling) wages
will lead to lower (or higher) employment. Yet it is just this sort of reasoning
with which most introductory economics students are endowed by the time
they conclude their studies. Their approach to understanding dynamic market
processes are thus forever constrained by the confusion their initial training
instills in their minds.

A critique of the wage/employment model derived from céinparative static
methodology is rather straightforward; indeed, it is the core of the devastating
critique of mainstream economic reasoning advanced by John Maynard Keynes
in the middle of the twentieth century. Let us assume that, in a given labor
market, the prevailing wage is high and equilibrium employment is low. A
simple comparative statics analysis would suggest that a remedy to the low
employment problem thus encountered would be to provoke a fall in the wage.
Such a reduction could be the result of competition by unemployed workers
willing to labor for lower pay. It could, perhaps, be the consequence of limiting
the power of labor unions to militate for and sustain higher wage-rates, or it
could be the result of reducing or eliminating minimum-wage floors in public
policy legislation itself. But if we then closely examine the brocess by which the
wage change affects the market under analysis, we discover that the employment
result may be just the opposite of what a comparative statics perspective would
suggest.
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Let us examine the effects of a falling wage in the market imagined above.
Alower wage will reduce the incomes of those employed. Lower wage earnings
will translate into. falling demand as income constraints make themselves
increasingly felt in households. Falling demand in the marketplace will yield
lower sales revenues for competing firms in that market. Firms will react to
falling sales revenues by reducing the level of their operations. Their demand
for labor inputs will consequently fall. Rising unemployment will be the
necessary result. By closely and logically examining the ways in which markets
work, and in which market actors respond to changing variables, we have
discovered that a falling wage might very well lead to a decrease in employment.
In other words, comparative statics, if improperly applied to the analysis of market
processes, will actually lead us to a finding diametrically opposed to what logic
and formal consistency in our reasoning would suggest. Yet this lesson is more
often than not ignored in a mainstream introductory course in economics.

Another example in this vein concerns price controls. Introductory students
are vigorously taught that any attempt to control prices will yield perverse
results. The classic example mobilized in the introductory economics
curriculum pertains to rent control. If legislation limits the cost of rental housing
below its ‘equilibrium’ level, so the argument goes, the lower revenues earned
by housing contractors will discourage them from building more housing stock.
The result will be a greater shortage of housing, a scarcity that will ultimately
increase the price of housing over time. Hence rent controls should be avoided
by policy-makers. ‘

Consider, however, an alternative view of how the housing market works.
Lower rents will allow rental dwellers higher levels of discretionary income as
their housing costs are reduced. These higher residual incomes will generate
more purchasing of other goods and services, as well as allow most consumers
the opportunity to save more as the margin between essential and discretionary
expenditures is widened. Greater purchases of goods and services will improve
overall economic growth, employment, and spending; greater savings byalarger

proportion of the population will vield a larger supply of loanable funds in

banks and credit unions. "Terms of borrowing will improve as interest rates fall
in response to the increased supply of savings. Building contractors, impressed
by improving macroeconomic conditions generally (due to the increased
purchases of goods and services obtaining in most markets), and stimulated by
the reduced costs of borrowing, will increase their investment in the production
of new housing. Construction housing starts will thus increase. Once again, a
more thorough examination and application of plausible economic principles
vields altogether different conclusions from those typically conveyed in the
mainstream introductory classroom.

To these criticisms of mainstream economic reasoning, and of their
transmission to new generations of students, the instinctive and obvious retort
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of many will be that science must proceed first on the basis of abstractions
that are, by their nature, unreal. Only through the successive and iterative
approximation of reality can models of particular processes, in this case social

ones, be made more realistic, concrete, and accurate. This is the essential
claim of any positivistic approach to the accumulation of knowledge and it is,
indeed, the foundation of a remarkable defense of mainstream economics
mobilized five decades ago by Milton Friedman in his Essays in Positive
Economics.! But a concern with the pitfalls of mainstream economic reasoning

goes far beyond a naive anxiety about realism in scientific analysis. It instead/

condemns forms of analysis and techniques of persuasion that serve to enfeeble
our students’ capacity to engage in a coherent examination of society itself.

The lessons of classical mechanics in an introductory physics course, far
from disabling the student’s ability to refine and elaborate their learning, actually
serve to warn them that foundational models of motion are only a first step in
winning a full understanding of the physical world. Indeed, precisely because
the student knows from actual experience that a rock and a feather will not hijr
the ground at the same time, when dropped from an equal height, Newton’s
equations showing the existence of a gravitational constant term may be
understood as only the beginning in the study of mass and motion. Yet the
innate knowledge of the social world that the student brings to the introductory
economics classroom is not only less useful than this, it is also actually quite
misleading.

The disjunction between appearance and reality lies at the center of all
processes of knowledge creation and accumulation. What seems to be true
must be, in any disciplinary context, constantly questioned, examined, and
challenged. In physics, we thus ultimately learn, through the important
analytical lessons of classical mechanics, that while the rock will hit the ground
before the feather in a simple experiment in actual experience, the rate of
acceleration toward the center of mass, for these (and all) objects, is the same
when friction, wind velocity, and ambient pressure are taken out of account.
No such correction of misunderstanding in the social sciences is so readily
available. Our students suffer as a result of the fact that what appears to be
true, when uncritically examined in everyday life, is unthinkingly assumed to
be true in its essence. The simple models that introduce students to the subject-
matter of economics then become not the initial starting point of an
investigation soon to be complicated, refined, and reorganized by subsequent
analysis, but rather the conclusion of the overall analysis as a whole.

An insightful critic of mainstream economics once said that in the discipline
there is nothing more complicated than the simplest of ideas, and nothing
simpler than the most complicated representation of those ideas in
mathematical models.? Perhaps it is this paradox that, above all, best exemplifies
what is wrong with mainstream economic reasoning (and teaching) today.

o
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Simple models that delimit the ways in which we introduce our students to
our discipline actually destroy their capacity to complicate in meaningful ways
their understanding of economic processes overall. In fact, what we teach our
students about competition and equilibrium serves to make it impossible for
most of them to imagine what real competition and dynamic processes in an
actual economy are like. No amount of additional ‘complicating variables,’
introduced into a model initially premised on false notions, can remedy this
problem. Far from empowering our students in their efforts to understand the
social world in which they live, we unintentionally cripple them with simple
propositions that actually mislead rather than inform.

Historians and philosophers of science have long taught us that it is the
articulation of a ‘starting point’ that encapsulates the core methodologies,
questions, and practices of any discipline. For the classical economic theorists
of the eighteenth and nineteenth centuries, the beginnings of their science
rested in a determination to understand the ‘nature and causes of the wealth
of nations’ as the result of the social organization of human beings to provision
their needs and desires. By the twentieth century that starting point of analysis
had been abandoned by mainstream theorists, replaced by a preoccupation
with understanding the goal-oriented behavior of individuals in the
marketplace. There was much to commend that change in emphasis — the
focus on exchange behavior could vield formalized models, ones that could
apparently be tested with empirical evidence, algorithms that could actually
yield operational results for particular activities such as budgetary and strategic
choice. But the change also had an immense cost inasmuch as it obscured
from view not simply an older and meaningful tradition of analysis in the
discipline, but also encouraged economists in the deployment of behavioral
models that precluded further substantive examination of the mechanisms of
economic change themselves. :

The pitfalls of mainstream economic reasoning subsist within the flawed
ways in which and by which we motivate our subject for our introductory
students. We appeal to their innermost prejudices about their everyday
experience of markets — that what they most desire, and what is in shortest
supply, is most expensive; that what they least value, and what is amply
available, has the lowest price. These appeals to their uncritically examined
assumptions about the appearance of the world in which they live falsely
encourage them in'the idea that those assumptions, and the appearances on
which they are based, are all accurate and logically robust. Qur simple
comparative static models of supply and demand then conform with what is,
for the introductory student, a simple (and simple-minded) apprehension of
reality. The quick and entirely misguided jump from the comparison of
equilibrium positions to the perception of how economic processes actually
work is the necessary and unfortunate result.
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Neoclassical Economic Theory:
a Special and Not a General Case

PauL OrRMEROD

Vourerra Consutting, UK

INTRODUCTION

All theories are approximations to reality. Even the most rigorously tested
theories in physics are not absolutely and completely true. Sooner or later,
someone will develop a theory which explains reality just that little bit better.

The key question for the value of a theory is whether it is a good enough
approximation to reality for it to be useful in practice. Neoclassical economics
has its strengths. But the assumptions which it makes place limits on its
usefulness. . ,

The single most restrictive assumption of conventional economics is that
the tastes and preferences of individual agents — whether people or firms — are
fixed. The theory can only be a satisfactory description of reality where this
assumption is reasonable. In practice, we are surrounded by situations in which
the assumption is not valid. Financial markets, new technologies, films,
fashionable consumer goods, crime — all these are examples of circumstances
in which the behaviour of an agent can be and is directly altered by the
behaviour of other agents.! ' .

Models in which agents can influence directly the behaviour of others are
able to subsume conventional neoclassical theory as a special case. In the latter,
any potential direct influence is assumed to take the value zero. In other words,
the theory presumes it does not exist. So models in which it can either be zero
or greater than zero can offer a more general description of behaviour.
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STRENGTHS: OF ECONOMICS

Economics as an academic discipline has two valuable strengths. First, it trains
people to think analytically. Second, it provides a number of important insights
into how the economic and social world actually operates. But despite these
advantages, students at all levels have turned away from economics in large
numbers.

By far the most important idea in economics is that agents respond tcz//

incentives to prices. This is an extraordinarily powerful concept, which
distinguishes economics from all other social sciences. It is here that economics
comes close to positing a universal law of behaviour. In practice, of course,
quantifying these effects may be very difficult, not least because the strength
of the response to a given set of incentives is emphatically not universal. It
varies with the social and institutional setting and with the historical context.

But the idea that agents respond to incentives has many applications. The
Mayor of London — Ken Livingstone, a man of impeccable Left wing credentials —
is using it to try to help solve London’s traffic problems. A congestion charge
has been levied on the movement of cars into Central London in the hope
that this will cause a sufficient number of drivers to abandon their cars and
switch to public transport. We do not have to buy into the complete package
of free market ideology to recognise that incentives matter. '

Yet another area where incentives are important is crime. Again, we do not
have to believe wholeheartedly in rational, utility-maximising agents to
recognise this. The proposition that poverty causes crimé is often dismissed
scornfully as a figment of the imagination of bleeding heart liberals. Look at
the 1930s, it is said. People were poorer then but crime wéf“much lower. But
hard-hearted economics tells us that the relative set of incentives faced by
agents is important. Most crime is committed by young men with low levels of
skill. The widening of inequality from the 1970s onwards altered the relative
set of prices which they faced and, not surprisingly, crime became a more
attractive option. As the UK economy has moved back towards full employment
in the 1990s and a minimum wage has been introduced, the appeal of ordinary
jobs has increased, and crime has fallen.? Agents have responded to the price
mechanism. Of course, this is by no means the whole story, but it is simply not
possible to give an account of how crime changes over time without considering
the role of incentives.?

Why, then, has the number of students choosing economics dropped sharply,
and how might they be persuaded to move back? Economics can be extremely
interesting, but agents in the market-students-are telling us that it is not. The
set of incentives they face either discourages them from taking up economics
in the first place, or leads them to abandon it as soon as possible.

NEOCLASSICAL ECONOMIC THEORY

DOGMATISM

I think that an important reason for this is that the teaching of economics has
become too dogmatic, and too much is claimed for the achievements of the
discipline. Economics should be taught instead as more of a way of thinking
about the world which can be of help in understanding a wide range of business,

-economic and social issues. An engineer teaching students the mathematics

of, say, bridge-building, can afford to be dogmatic. An enormous number of
bridges has been constructed on these principles and, most of the time, most
of them stay up. Economics is far from being in this position, yet it is often
presented as though it is. Textbooks have come to resemble those of engineering,
as if many problems have been solved and students simply need to absorb a
settled body of knowledge. ‘

A key example of this is the widespread assumption in economic theory
that agents are rational maximisers. John Sutton of the London School of
Economics, and now President of the Royal Economic Society, has recently
reflected on this question:

The student who comes to economics for the first time is apt to raise two
rather obvious questions. The first relates to the economist’s habit of
assuming that agents can be treated as rational maximisers... By the time
that students have advanced a couple of years, this question is forgotten.
Those students that remain troubled by [it] have quit the field; those
who remain are socialised and no longer ask about such things.”*

Some of the most interesting work in economics in the past twenty years
has been on the topic not of rational maximisation, but of bounded rationality,
on situations in which, for example, some or all the agents have access to
incomplete information. Professional economists have gained prestige and even
Nobel prizes for this work. George Akerlof and Joe Stiglitz, two of the 2001
prize winners, have pioneered this area, and have made extremely interesting
contributions.’ These models usually attempt to explain a particular question,
rather than purporting to be the general theory of how agents behave.

But most economics courses for most students remain fixated on the old-
fashioned theory based on rational maximisation which, as John Sutton notes,
many students simply disbelieve. Judging by the content of the top economics
journals in recent years, a lot of the big names in the profession in America do
not believe it either.

MAKING ECONOMICS MORE GENERAL

In some circumstances, such as when a shopper is in a supermarket and is
choosing between different brands of a product, the assumption of fixed
preferences is not a bad one to make. But in a wide range of circumstance,
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individual agents are influenced directly by the actions of others.

In conventional theory, agents respond to the decisions of others only in so
far as these affect the prices of the goods and services which the individual
buys and/or sells. They do not want a Teletubbie, say, or a hula hoop or, much
more seriously, a 30 year US government bond rather than a French one, simply
because other people do. But in the real world this sort of behaviour is pervasive.
From fashion markets to financial markets to the degree of optimism or

pessimism which firms feel about the future, the opinions and behaviour of”

others affects directly how individuals behave. This is the key theme of my
book Butterfly Economics.6 ; k

Bounded rationality, the concept which won the 2001 Nobel prize, is a
distinct step forward for economics. But under this, agents stll have the capacity
to maximise, to find the optimal decision.

The 2002 prize went to scholars who are helping to make the discipline
very much more general. Daniel Khaneman and Vernon Smith have integrated
insights from psychological research into economics. A key theme of their

is the ability of agents to make judgements under uncertainty,’ which is
typically much weaker than standard economic theory presumes. Rather than
assuming that ‘rational’ behaviour prevails, they have adopted the scientific
methodology of testing empirically the validity of theoretical hypotheses.

On occasions, the postulate of the rational maximiser with fixed tastes and
preferences is not rejected by the experimental evidence. In some
circumstances, the approximations made by the theory are not unreasonable.
Much more frequently, agents are found to operate according to simple rules
of thumb. These rules seem to give fairly good outcomes'and avoid obvious
loss. But they are quite different from the world of the rational maximiser,

In' circumstances in which agents can directly mﬂuence the tastes and
preferences of others, the ability to compute optimal solutions rapidly becomes

€ are many examples where this is true even if we do
make the assumption of fixed tastes and preferences. The classic one is of
course Roy Radner’s 1968 proof of the existence of general equilibrium under
uncertainty.® He formalized the conditions required to prove the existence of
such equillibrium when agents hold different views about the future. The key
point about the proofis that each agent is required to have access to an infinite
amount of computing power. Radner concluded that the model of general
equilibrium ‘breaks

timal strategies’.

for 35 years that general equilibrium, the central building block of conventional
neoclassical theory, requires assumptions which are obviously not true.

At aless elevated level, game theory has permeated economics in the past
twenty years or so. Yet consider the Prisoner’s Dilemma. The rules are very
simple and are time-invarian. Agents are assumed to have a great deal of
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information. In particular, in its simplest form, each agent is assumed to know

the payoff values of his or her opponent. This is a pretty strong assumption to
make when you think about it. Yet do we know the best strategy? Well, we do
when we make the very specific assumption that the game will end in a fixed
number of moves, and that both players know this. But we should note
immediately that this assumption removes a great deal of the uncertainty that
the future might hold. Most of the time, in practice, we simply do not know
when a game will end. So the assumption places strong limits on the dimension
of the problem from the point of view of processing information.

There is a vast literature on the Prisoner’s Dilemma when it ends at random.
But the optimal strategy remains unknown. The scientific community has
invested a great deal of effort in trying to discover the best strategy, but still we
do not know.

In models in which tastes and preference can vary according to the actions
of others, there is no point at all in looking for optimal rules of behaviour.
Instead, we are seeking plausible rules of thumb for agents to follow. Crucially,
the outcomes of these models are almost invariably compared to the real world
phenomena which they are trying to explain. From the outset, they are more
scientific than conventional economic theory.

An excellent early example of such models is Alan Kirman's theory of foreign
exchange markets.” Conventional theory finds the volatility of these markets
very difficult to explain, so much so that Kenneth Arrow has described the
degree of volatility as an ‘empirical refutation’™® of general equilibrium theory.
In Kirman’s model, the individual agents follow very simple yet plausible rules
of behaviour, but the interactions between them give rise to complex behaviour
of the market as a whole. Plausible rules for individual behaviour give rise to
exactly the kind of high levels of volatility at the aggregate level which we
observe in financial markets.

CONCLUSION

Contrary to the perceptions of many critics of economics, the discipline is in
the process of re-inventing itself. An increasing number of scholars are testing
empirically the postulates of conventional neoclassical theory, and finding them
wanting. More and more papers allow the preferences of agents to vary as a
result of the actions of others. There is a scientific imperative to relax the
assumption of fixed preferences, in order to be able to give a reasonable account
of important real world phenomena.

Of course, the mainstream remains powerful, with its emphasis on rational,
maximising agents with fixed tastes. But it is gradually being outflanked. Vernon
Smith’s Nobel lecture in the American Economic Review'! is a superb example
in this vein.
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The problem is that most academic economists are not sufficiently aware of
developments in their own subject. The teaching of economics in general lags
far behind the advances and developments which have taken place. A key
task for critics of neoclassical orthodoxy is to reinforce the already established
trend by producing more convincing models which explain reality better than
those of conventional fixed-taste, rational, maximising agents. It can be done.
It needs to be done.

5

Where Do Economies Come From?2 The
Missing Story

ANNE MAYHEW

UniversiTy oF TENNESSEE, USA

Where do economies come from? How are the rules by which we lead our
economic lives determined? If you try to answer these questions by reading
one of the standard introductory economic texts, you will come away with the
impression that economies take the form that they do by virtue of millions of
individual human actions. In the words of one widely used text:

Economics is the study of how society manages its scarce resources. In
- most societies, resources are allocated not by a single central planner
but through the combined actions of millions of households and firms...
There is no mystery to what an ‘economy’ is. Whether we are talking
about the economy of Los Angeles, of the United States, or of the whole
world, an economy is just a group of people interacting with one another

- as they go about their lives.!

“Fine, but interactions require accepted rules, practices, customs,
understandings. When is it appropriate to take a piece of food that is lying on
a shelf or table and eat it? If you are a guest in a house and you see a plate of

- cookies on a table, you may reasonably assume that it is appropriate to take

one. In many restaurants in the United States, a bowl of small candies will be
ata table or desk near the entrance. You may take one without disapproval. In
the U.S., grocery stores frequently have shelves of candies next to the cashier
at the entrance in an arrangement that looks not unlike that of the candies in
the restaurants. However, you may not take one of these pieces of candy without
risk of arrest. These are trivial examples of rules and practices that we all
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know; it would surely be a silly waste of time if economics textbooks tried to
list all such rules, much less if they tried to explain how all such rules arose.
However, not all rules and practices are trivial and the processes whereby
they develop and change are important. In the remainder of this paper, the
importance of rules and common practices for economic behavior and
organization will be illustrated. Recent events in Iraq will be used to illustrate
some of the possibilities and problems in changing such rules and practices. In

the next section, some of the common causes and processes whereby rules and -

practices are changed will be explored. Finally, an answer to the title questioﬁ/
will be proposed.

THE IMPORTANCE OF RULES AND COMMON PRACTICES

Let us do a thought experiment that will help explain the contention that
there are rules and common practices that are not trivial in organizing human
interaction. A thought experiment is a mental exercise in which we use
imagination to hold some things constant and let others change in order to
discover the isolated effect of the changes.

In the first thought experiment, we consider the behavior of an individual
whom we imagine to have landed in a space/time capsule in the United States
(or the United Kingdom, or France ; depending on your choice of country, you
may provide more appropriate detail). Our observed individual is a transplant
from a remote time and place. This time and place could be a much earlier
century on earth or in another galaxy. It does not make a lot of difference. We
will assume that our subject looks much like a modern ma%l, though his dress
may be odd, and we will assume (unrealistically) that he can speak the language
of the country in which he lands. He will also have all of the atttibutes attributed
to him in the typical economics textbook. Py

The attributes of humans assumed in economics textbooks are those that
are crucial to the kind of decision making that is the central theme of these
texts. For example, in describing economics as the study of individual
interaction, Mankiw lists four principles of individual decision-making: people
face tradeoffs; the cost of something is what you give up to get it; rational
people think at the margin; people respond to incentives.? We will assume
that our time/space traveler shares these attributes.

However, the first problem that our space/traveler (let’s call him Greg) faces
is also one that all humans (and other living creatures for that matter) face.
He has traveled through time and space and he is thirsty and hungry. He has
landed in a city unknown to him and he needs to find food and drink. Let us
say that he has landed (somehow without attracting attention) in a public
park in a major city. He observes that people walk up to devices and drink the
water that is produced when a button is pushed (or a handle turned). He does
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sthe same and his thirst is relieved. He also observes that there are people

sitting on benches and on the grass eating food laid out beside them.. He
quickly learns that it is not appropriate to do as he did with the water and help
himself to the food. ‘Go buy your own,’ he is told rather rudely. As he walks up
to a nearby food stand, it becomes obvious to him that he needs to have some
of the pieces of paper and metal that people are turning over in exchange for
food. When he asks a person in line at the stand for some of the pieces of
metal, he is told, in an equally rude voice: ‘Get a job and earn your own.’

Our time/space traveler has learned some rudimentary rules of urban living
in the West in the twenty-first century: drinkable water is freely and easily
available but you must purchase food, to purchase food you need money, and
to get money you need a job. These rules seem so basic to those of us who live
in the modern West, that we assume they are a natural part of human existence.
It is hard to imagine that allocation of food could be handled differently.
However, in some parts of the world today, and in most parts of the world not
SO many centuries ago, this was not the common pattern of food distribution.
Had our space/time traveler landed in rural England or Wales or Scotland
around 1500, he would have found that most food was both produced and
consumed within family units.> To sustain himself until he could reach an
urban area where food could have been purchased, he would have had to
figure out the rules of being a beggar or of being adopted as part of a family
unit. That would not have been an easy task. In much of the United States,
even until late in the nineteenth century, local distribution of food also took
place largely within the family unit which, in a world of family farms, was also
the producing unit. In the rest of our world, insofar as we can reconstruct it,
food distribution up until the last few centuries was primarily accomplished
through complex systems of kinship obligations o, in some cases, by a kind of
theocratic-state redistribution.*

Return now to Greg, still standing in an urban park, and in serious need of
a job. How does he get a job? Would he find an answer to this question in an
introductory economics text? No, for the rules and practices of job markets
are also among those assumed, but largely undiscussed practices that are
nevertheless crucially important. These rules and practices also change over
time. In some urban areas (in the cloth trade in Flanders, now Belgium and
the Netherlands, for example) casual wage employment was available as early
as 1,000 years ago, but throughout most of Western Europe, employment was
gained through apprenticeship or some form of agreed servitude. The carefully
devised strategies of English families to place adolescent children in
apprenticeships are well described by Keith Wrightson in a wonderful book
about the rules of early modern England call Earthly Necessities. ‘

Today, there are a wide variety of ways of finding employment through the
use of placement services, internet job searches, and direct application. Greg,
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in a twenty-first-century city, might be able to find quick, casual employment
by responding to a ‘Help Wanted’ sign in a small retail establishment. But
most employment requires that an application be submitted; to get a job you
have to know where to go and how to apply. Greg would also find that even
casual employment required a well-documented identity. Without a social
security number, driver’s license, or the various other documents that we use
to establish ourselves in modern economies, Greg would find it hard to get a
job. He would need to know a lot more about the rules and the practices of
the place where he had landed.
Of course, people do not travel by space/time capsules and situations such
as Greg’s are purely imaginative. It is not uncommon for international travelers
or migrants to find variation in rules and practices puzzling, but the
development of very similar practices in most western countries, and the
extension of those common practices to urban areas in the rest of the world (if
not always to rural areas) have dulled our sense of how diverse the rules by
which we interact have in fact been over human history. This has made it
easier for the authors of economics texts to assume that rules are known and
to go straight to analysis of a range of interactions that take place within the
context of those assumed rules,
However, events do occur that make us realize how important the rules of
the economy are. When the United States Armed Forces invaded Iraq, the
tration was faced with the task of administering a country in
which both war and the overthrow of civil authority had seriously disrupted
the production and distribution of goods and services. Those who planned
and carried out the invasion also brought with them plans for restructuring
the Iraqi economy. What this has meant is that the U.S. has imposed new
rules that reflect an idealized modern U.S. economy as“the basic model. In
practice, many of these rules have not worked as intended; and precisely
because of this, their introduction serves to illustrate the importance of rules
and norms.
Before turning to some illustrations, note that there was a conscious
recognition by the U.S. administration that the occupation and the
restructuring of Iraqi government and economy would require the writing of

new rules. The goals were explicit. In the words on the US. Agency for

International Development website: ‘Although the lifting of UN sanctions will
reduce black market activities in Iraq, much more must be done to make a
solid break with past practices and put the country on a solid economic and
commercial footing.’0 '
Although a person reading an introductory text might have the impression
that the rules governing interaction are simply those of self-interested
individuals who, as Mankiw tells us, evaluate decisions at the margin and

respond to incentives, there is obviously a lot more to the story than that, as

practices of the Iraqi people.
One recurring difficulty, according to Newspaper accounts, has been the
bnational, or tribal, identity and affiliation. The

ccount the unwillingness of
whom they had long-standing

Iragis to serve alongside other
hostile relationships.

this, he was following
The initial response w

- reports, a tribal sheik, having heard of the process submitted additional bids,

well after the deadline, and all were substantially higher than those submitted
earlier. Had the Ameri )
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year. According to a recent version of the law that governs the fairness of such
awards, twenty-three percent of prime Federal contracts are to go to small
businesses as defined by law; five percent to small disadvantaged businesses,
five percent of prime and sub-contracts to small businesses owned by women,
three percent to small businesses in HUB Zones (Historically Underutilized
Business Zones), and three percent of prime- and sub-contracts to small
businesses owned by service-disabled veterans.

These quotas are only one small part of the complex set of provisions tha,t’/

control bidding on federal contracts in the U.S, There are many, many mdre
provisions that provide technical assistance and finance to businesses owned
by Native Americans, African-Americans, women, Hispanics, and others
deemed to deserve special assistance in securing business with the very large
federal government. State governments in some instances have similar
programs. The sheik who negotiated with the diplomat in Iraq was using his
inherited political position to represent a group of followers in a negotiation
for patronage, money, and jobs. He was doing this according to well-established
Iragi customs and understanding. The small business owner who negotiates
with the Small Business Administration to secure favorable treatment is also
in negotiation for patronage, money, and jobs for a group deemed disadvantaged.
To the American reader this will likely seem fairer and more honorable than
what the sheik did, but that is not the point to be made here. Here we note
only that there were different rules in the two settings, but in both cases the
rules were non-trivial and important for economic interaction. ,

One more example of the diversity and importance of rules and practices
comes from the American efforts to reorganize Iraqi agriculture. According to
an article in the Washington Post on January 22, 2004, ‘Under Saddam Hussein,
Iraqis depended on subsidies and handouts as a way of life. The Coalition
Provision Authority [the occupying force] is determined to change that and
create a capitalist economy where the state provides little, if any, support,
except to the neediest.”® The story, in fact, is a lot more complicated. Prior to
the American invasion, the Iraqi state ‘provided seeds, fertilizer, pesticides,
sprinklers, tractors and other necessities to farmers at a low cost, often a third
or even a fourth of the market price.’ It leased the land to the farmers and
bought the main crops of wheat and barley at a guaranteed price. Flour, sugar,
tea, and some other ‘necessities’ were then distributed to each Iraqi family.
The plan that is being developed for a restructured Iraqi agriculture would
end state provision of seed and other agricultural inputs. Prices of wheat, barley,
and other agricultural produce would be de-controlled and the hope would be
that the market price would cover the costs of agricultural inputs and provide
an incentive for farmers to produce enough food. Of course, this would also
require that the incomes of consumers be sufficient to buy food at the going
prices.
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In the first year of Occupation, it has proven impossible to put the
restructuring plan into effect because of fears of civil unrest and the difficulty
of overhauling a system quickly. However, there are other problems as well,
problems that can be illustrated by the complexity of the U.S. system of
agricultural production. The story in the Washington Post makes it appear that
a capitalist agricultural system such as that of the U.S. is one in which the
‘state provides little, if any, support, except to the neediest.’ It might lead the
reader to think that the rules of agricultural production are simply the rules of
the market as described in economics texts. This is certainly not true.

Since the 1930s, the United States has had a complex system of subsidies to
farmers who produce selected commodities. The fundamental idea of the

ams. of the 1930s, an idea that has continued to be
implemented in modified form today, is that producers of basic commodities
(which currently include wheat, feed grains, cotton, rice, and soybeans) will
be eligible for government payments when market prices fall below an
established level. Because this System, in combination with changes in
technology (about which more will be said later) often resulted in output in
excess of national demand for these foodstuffs, farmers have also received
payments for not producing. However, the direct subsidies to farmers who
produce these basic commodities is only partof a complex system of government
support. This support includes a program of loan guarantees, support for rural
electrical projects, grants to develop new products, extension services, and
many other services. Indeed, the agricultural industry has probably been the
most heavily subsidized industry in the American economy over the past half
century and more. :

But the story does not stop there. Large, private firms often contract with
farmers and supply the basic inputs as part of an arrangement whereby they
also contract to buy the product of the farm. An Iraqi farmer has been quoted
as saying, “We are afraid of the free economy. We don’t understand it. If we
grow crops, who will help us and who will buy it?” Had that farmer known the
complexity of support from public and private sources available to American
farmers, he might well have added that American farmers would be afraid of
the free economy as well, were they to be threatened with it.

Once again, however, the point here is not to argue whether or not the
phrase ‘free market’ accurately describes the American economy, or whether
or not the American plans for restructuring Iraqi agriculture are sound. The
point is that if the goal is to create an agricultural sector that resembles that of
the United States, this requires the importation of a complicated set of rules
and practices. American farmers do not simply interact with one another and
with their consumers in a rule-free environment. The same is true of farmers

everywhere.
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HOW RULES CHANGE

We began with the space/time traveler who found himself in a place where the
rules and practices were quite different than those he had known. The rules
and practices had changed since his time. One way in which rules and practices
change is by imposition of new rules by an occupying force. This is what is
happening in Iraq now where the outcome of the effort is as yet unknown.
There have been other instances of imposed rules in human history. Following
World War II, the Allies imposed new economic rules on both ]apan/énd
Germany. During the late nineteenth and early twentieth centuries, European
nations imposed new rules on African populations by levying taxes, thereby
forcing people to work for money wages in the mines and plantations that the
Europeans had created. ,

Although it would be possible to create a much longer list of imposed changes
in which a dominant, foreign power imposed new rules, by far the most common
process in human history has been one whereby rules change through changing
norms, conflict among interest groups, conflicts brought about by technological
change, by evolution in response to new norms, and by changes in the law.
The changes in American agriculture illustrate this point well. Much of the
continental United States was settled by families who gained ownership through
a complex of government-run auctions, purchase from their fellow farmers
who became speculators, from railroads and land companies, and through land
grants. In the period of initial settlement and for some time afterwards,
difficulties of transportation and the social norms made the family-sufficient
farm a model of existence. However, the coming of the railroads and steam
ships, which opened European and other markets to the highly productive

farms of the American midwest as well as the growth oftiﬁdustry and of cities,

changed American agriculture profoundly. The consequence was a landscape
of family farmers who did learn to fear the free market, and especially in the
1920s, when over-farming and -grazing led to serious problems of erosion and
the creation of the infamous dust bowl, and when prices of agricultural
commodities fell sharply. A program of price supports was introduced in the
1930s to alleviate farm poverty, with a program of limitations on production
to restore prices to the apparently more reasonable levels that had prevailed
before the disastrous 1920s.

In the decades that followed, the increasingly widespread use of chemical

fertilizers and other new technologies increased the output per acre, where
earlier technologies had simply increased the output per farmer (but not per
acre). It no longer solved the problem of agricultural overabundance to move
people off the farm, for now a very small agricultural labor force could produce
vastly more output even with a smaller amount of land in production.
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At that point group conflict and the politics of economic change became
increasingly important. A early as the late 1940s, policy makers in Washington,
remembering that the agricultural programs of the 19305 had been designed
to alleviate rural poverty, noted that farm subsidies were going increasingly to
farmers who were quite well off and who owned large amounts of land. They
could obtain payments from the government for withholding land, something
that farmers who owned small amounts of land found it hard to do. The owriers
of large-scale farms were also able to collect much larger federal cheques than
did small-scale farmers when the market price of basic commodities fell below
the guaranteed government price. The agricultural programs of the 1930s had
been transformed by
to-do farmers. Though this was widely recognized, the farmers who benefitted
were able, and remain able, o exercise power through Congress and lobbying
groups and the farm subsidy programs, though greatly modified in recent years,
remain available,

What this last part of our story illustrates is that rules and practices that
govern the human interaction that makes up economie

ministration’s programs for women and minority business owners
are among the many changes in rules of interaction that have resulted from
the Civil Rights movement and the various efforts of women who have sought
economic and social equality with men. In the 1960s there was a flurry of new
legislation and of court decisions that changed the rules of America so.that
employers could no longer refuse to hire qualified people because of race or
gender. Further, in 1963, the Equal Pay Act was passed which said that
employers could not pay women less than men doing the same job. Unil that
time, women were often paid less even when the employer recognized in writing
that the jobs were the same.

It is possible to explain at least some of the power of the Civil Rights
movement and of the campaigns for equal treatment and pay for women as a
consequence of prior technological changes such as the tractors and mechanical
cotton picker that helped feed movement of African-Americans into American
cities, and of the contraceptive pill and new household technologies that
allowed more women to have careers outside the homes. Nevertheless, the
shape of legislation and the relatively new set of expectations of employers as
they employ African-Americans and women were also the product of fierce
and dedicated group action. And that observation helps us approach our

concluding issue.

WHERE DO ECONOMIES COME FROM!

Mankiw, and the authors of other introductory texts, focus on individual human
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action. The ‘combined actions of millions of households and firms’ are the
actions of individual firms and households interacting through supply and
demand of economic goods and services. Because so little attention is given to
the rules and practices that govern those interactions, there is no recognized
need in the texts to deal with the processes whereby rules and practices are
created: that is, there is no need to deal with collective action. But such
collective action creates the all-important context in which our space/time
traveler Greg, or the Iraqgi farmer who fears the free market undertake the
actions that make up the economy. d

A major part of the story of economies has been left out of the texts. Not
only are the rules and common practices left largely unspecified, but the
processes whereby these rules and common practices change are left
unexamined. In this chapter I have concentrated on legal rules of economies
and on collective action to change the legal rules. To have the background to
understand these aspects of economies a student of economics would need to
study politics and political history before studying economics. In addition to
the kinds of legal norms discussed above, there are important non-legal social
norms that govern our action, and those social norms change in many of the
same ways that legal norms change. To understand these aspects of economies
a student of economics would need to study sociology and social history before
studying economics. To study economics alone is simply not enough. '

By focusing on individual action within an unspecified and presumably
unchanging context, economics texts not only leave much to other disciplines.

They also enforce either apathy or antipathy toward collective action to make -

economies better. If economies are simply the products of individual action,
then what can one individual do? It is easy to get the sense from our modern
texts that economies are as much a part of unbending néiture as are the seasons
of weather. There is not much that can be done. However, recognition that
economies are made by humans, who collectively decide the laws and the
norms of their land, frees the student of economics from this kind of fatalism.
Is there poverty in some regions and among some populations? Is income
distribution inconsistent with freedom of opportunity for all? Are some desirable
products (say medicine or education) too highly priced to be readily available

while other undesirable products that are inexpensive are overused for the

good of society? These things can be fixed. There may be undesirable
consequences of some fixes, but those consequences can be worked on as well.

Economies are made by human beings interacting with each other in a variety
of ways. If they are made by humans, they can be changed by humans. That is
the powerful message that is absent from the economics textbooks.

6

Can Economics Start From the Individual
Alone?

GEOFFREY M. Hobeson

UNIversiTy of HERTFORDSHIRE, UK

On. t%u.e first page of his Principles (1890) Alfred Marshall gave the following
definition: ‘Political Economy or Economics is the study of mankind in the
xamines that part of individual and social action

, the conception
nge dramatically. Inspired by nineteenth-century
predecessors such as Carl Menger, Lionel Robbins in his Essay on the Natyre
and Significance of Economic Science (193 2) redefined the subject as the science
of individual choice. Robbins’s redefinition of the subject became prevalent
when Paul Samuelson adopted it in his bestselling textbook Economics in 1948.
The ‘economic problem’ became one of allocation of scarce means between
alternative uses, as a universal matter of choic
of scarcity. Instead

< : v
The ‘economic approach’ to the analysis of phenomena was seen as 2 method

preferences. Outcomes would be ‘predicted’ upon the basis of given utility
’fUllCtIOI‘IS, }Vlth an individual facing specific scarcities and constrains,
In principle this approach ¢

organism faced a ‘choice’ in allocating scarce means, Accordingly, Nobel

of analysing phenomena as resultants of individual choices upon given

Laureate Gary Becker applied the ‘economic approach’ to ‘social’ phenomena
_ suchaslove and marriage, while others went even further to apply the approach

to religion, suicide and even the behaviour of non-human organisms. In view .

 of its apparent ability to ‘explain’ a wide range of phenomena, and with its
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relatively high degree of technical precision and formalism, the wide extension
of the ‘economic approach’ was hailed as a major achievement in social science.

The purpose of this chapter is to probe the limits of this approach and to
suggest that the isolated individual is not viable as an analytical starting point.
We proceed at first by examining claims that the emergence of institutions can
be analysed as the outcome of individual interactions. Even if we take
individuals as given, the rules of their interaction cannot be exclusively
explained in individual terms. The following section considers how individuals_
make sense of sensory stimuli and communicate with one another. Once again,
explanations founder in terms of individuals alone. The next section explores
the limitations of both methodological individualism and methodological
collectivism. The concluding section suggests that institutions as well as
individuals have to be foundational for economic analysis.

THE EVOLUTION OF INSTITUTIONS FROM INDIVIDUALS

In his classic theory of money, originally published in his Grundsitze der
Volkwirtschaftslehre of 1871, Carl Menger saw many institutions emanating in
an undesigned manner from the communications, rational decisions, and
interactions of individual agents. His thought experiment started from a
situation of barter, which is intrinsically inconvenient due to a general lack of
the ‘double coincidence of wants’: swaps immediately satisfactory to both parties
are not generally attainable. Consequently, for convenience, people look out
for an item that is exchanged regulatly, to use it as a medium of exchange.
This could be pieces of precious metal or even tokens of some kind. Once such
a convenient medium begins to emerge, a circular process of institutional self-
reinforcement takes place. The chosen medium becomies more popular and
assumes the characteristics of money. Money is chosen because it is convenient,
and it is convenient because it is chosen. ) '
Apart from the emergence of money, similar examples of institutional
emergence through individual interactions are found in the later literature on
institutions. Cases include driving on one side of the road, and traffic
conventions at road junctions. For example, once the convention of driving
on the left of the road is established, it is clearly rational for all drivers to
follow the same rule. Most of the cases in this genre can be analysed technically
as coordination games, where not only does each player lack any incentive to
change strategy, but also each player wishes that other players keep to their
strategy as well. :
The value of this work should not be denied. Substantial heuristic insights
about the development of institutions and conventions have been gained on
the basis of the assumption of given, rational individuals. The main problem

addressed here is the inherent incompleteness of the research program in its
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Attempt to provide a general theory of the emergence and evolution of
institutions from individuals alone.

In a series of articles appearing from 1974 to 1984, the American economist
Alexander Field identified a fundamental criticism of this approach. He pointed
out that in attempting to explain the origin of social institutions, analysts always
have to presume individuals acting in a specific context. Along with the
assumption of given individuals, is the assumption of given rules of behaviour
governing their interaction. What is often forgotten is that in the original,
hypothetical, ‘state of nature’ from which institutions are seen to have emerged,
a number of weighty rules, institutions and cultural and social norms have
already been presumed. '

In game theory, for example, some norms and rules must inevitably be
presumed at the start. There can be no games without rules, and thus game
theory can never explain the elemental rules themselves. Game theory assumes
a limited set of possible strategies, defining the arena in which the players are
to compete or cooperate. The game of chess presumes the layout of the board
and rules that govern the legitimate moves of the pieces. The Prisoners’
Dilemma game confines its strategic options to ‘cooperate’ or ‘defect’ and
excludes the possibility of digging a tunnel or bribing the guards.

Even in a sequence of repeated games, or of games about other (nested)
games, at least one game or meta-game, with a structure and payoffs, must be
assumed at the outset. Any such attempt to deal with history in terms of
sequential or nested games is thus involved in a problem of infinite regress:
even with games about games about games to the n degree there is still one
preceding game left to be explained. .

Accordingly, all these explanations, including those from game theory, presume
aset of rules or constraints at the outset. If we attempt to explain these elemental
rules in terms of individuals alone, then we are always led into a hopeless and
infinite explanatory regress. The idea of explaining institutions by beginning
with individuals alone has never been successful because the starting point always

 involves more than individuals. In addition to individuals, some notion of rule

system or social structure is implicitly or explicitly assumed. The project to explain
mnstitutions in terms of individuals alone has to be abandoned.

COGNITION AND COMMUNICATION

There are even more fundamental reasons why economics cannot start from
the individual alone. Choosing requires a conceptual framework to make sense
of the world. The models of human interaction that attempt to explain the
emergence of institutions through the interactions of individuals all assume
that individuals receive informational signals and then act rationally or
_ appropriately. The evolution of money from barter assumes that we understand
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the concepts of property and contractual exchange. It also assumes that
individuals perceive the medium of exchange that is used more frequently
than others. The evolution of traffic conventions assumes that we understand
and interpret the behaviour of other drivers, and regard them as making
decisions with a concern for their own safety, rather than acting randomly or
dangerously.

Acting in the world, we receive a huge amount of sense data. From this
chaotic mass we have to select the more important signals and make set}se - of
them. Individual existence and action depends on a continuous process of
data selection and cognitive interpretation. A sophisticated mental apparatus
of cognition is necessary for us to perceive, make sense and act in the world
around us. How do we obtain such a cognitive apparatus? Some elements may
be inherited, as instinctive proclivities to respond to specific stimuli. But there
is no doubt that much is also learned by individuals, through their socialisation
from birth, and through their interactions with parents and others in a
structured social setting. We learn to categorise and to classify, typically
according to prevailing cultural norms. We learn the social conventions and
rules emanating from the specific institutions with which we interact.
Consequently our apparatus of cognition, choice and decision-making itself
bears the stamp of the specific, historically given, social world around us.
Individual choice depends unavoidably on institutional and social props.

More specifically, our interaction with others requires the use of language.
Language itself is a rule system, and thus an institution. We cannot understand
the world without concepts and we cannot communicate without some form
of language. Without the prior institutionalisation of individuals, we can neither
interpret the behaviour of others nor interact meaningfully with them. The
transmission of information from institution to individual is impossible without
a coextensive process of enculturation, in which the individual learns the
meaning and value of the sense data that are communicated. Human
interaction always and necessarily involves such a process of enculturation.
Without our previous immersion in a social culture we are unable to
communicate and to interact with others.

Institutions are durable systems of established and embedded social rules
that structure social interactions. Institutions are social structures that constrain
and influence individuals. Accordingly, if there are institutional influences on
individuals and their goals, then these are worthy of explanation. In turn, the
explanation of those may be in terms of other purposeful individuals. In turn,
these individuals would be explained in part by their institutional and cultural
background.

But where should the analysis stop? If we expect to explain everything in
terms of individuals (or institutions) alone, then we are led once again into an
infinite regress. The purposes of an individual could be partly explained by
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relevant institutions, culture and so on. These, in their turn, would be partly
explained in terms of other individuals. But these individual purposes and
actions could then be partly explained by cultural and institutional factors,
and so on, indefinitely. We are involved in something similar to the puzzle
‘which came first, the chicken or the egg?’ Such an analysis never reaches an
end point. It is simply arbitrary to stop at one particular stage in the explanation
and say ‘it is all reducible to individuals’ just as much as to say ‘it is all social
and institutional.” The key point is that in this infinite regress, neither individual
nor institutional factors have legitimate explanatory primacy. The idea that
all explanations have ultimately to be in terms of individuals (or institutions)
is thus unfounded.

There is thus an unbreakable circle of determination. This does not mean,
however, that institutions and individuals have equivalent ontological and
explanatory status. Clearly, they have different characteristics. Individuals are
purposeful, whereas institutions are not, at least in the same sense. Institutions
have different lifespans from individuals, sometimes enduring the passing of
the individuals they contain. Their mechanisms of reproduction and
procreation are very different. .

All theories must first build from elements which are taken as given.
However, the problems identified here undermine any claim that the
explanation of the emergence of institutions can start from some kind of
institution-free ensemble of (rational) individuals in which there is supposedly
no rule or institution to be explained. At the very minimum, explanations of
the development of institutions depend upon interpersonal interpretation and
communication of information. And the communication of information itself
requires shared conventions, rules, routines and norms. These, in turn, have
to be explained. Consequently, the project to explain the emergence of
institutions on the basis of given individuals runs into difficulties, particularly
with regard to the conceptualisation of the initial state from which institutions
are supposed to emerge.

BEYOND METHODOLOGICAL INDIVIDUALISM AND METHODOLOGICAL
. COLLECTIVISM

The term ‘methodological individualism’ is widely used but less often defined.
Even among its advocates, there is no consensus on the meaning of the term.
Much of the confusion in the debate over methodological individualism stems
from whether methodological individualism means explanations (a) in terms
of individuals alone, or (b) in terms of individuals plus individual interactions
or social structures.

If we follow option (a) then, in this strong and meaningful sense,
methodological individualism means the doctrine that all social and economic
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phenomena should be explained in terms of individuals alone. But several
reasons have been given above why this option is not generally available. In
contrast, if we interpret methodological individualism in terms of option (b),
then it is difficult to find fault with it. However, such an inclusive notion
would not warrant the title of methodological individualism any more than
the description ‘methodological structuralism’. If social structures or

interactions between individuals are also an essential part of the doctrine, -

then it is misleading to give the individual exclusive representation in the
label. 7

Overall, while methodological individualism is a popular mantra, in strong
and meaningful terms it is never actually achieved. Explanations are never
reduced to individuals alone. The advocates of this approach fail to carry out
their own prescriptions. ’

A polar opposite approach could be described as ‘methodological
collectivism’ or ‘methodological holism’. By reversing the aforementioned and
stronger definition of methodological individualism, methodological
collectivism can be defined symmetrically as the notion that all individual
intentions or behaviour should be explained entirely in terms of social, structural,
cultural or institutional phenomena. Methodological collectivism connotes
doctrines described variously as ‘structural determinism’, ‘cultural determinism’,
‘economic determinism’ and ‘technological determinism’. They see individual
thought or behaviour as being determined largely by structural, cultural or
technological factors. In turn, to make the theory work, ‘structure’, ‘culture’,
‘economy’ or ‘technology’ are often seen as having a powerful logic and dynamic
of their own. Social, cultural or technological systems are seen to dominate
any individual motives or behaviours. Such systems are",:gpheld to have their
own teleology, or direction. They are typically assumed to evolve in some
insufficiently described way. They act somehow upon individual actors, who
are dragged in their wake. '

Examples or hints of methodological collectivism are found in some versions
of Marxism, in the sociology of Emile Durkheim, in structuralist or functionalist
sociology or anthropology, and even in some versiors of postmodernism. What

is common in these cases is the lack of any developed micro-theory of how

social structures affect, and are affected by, individual purposes or dispositions.
In some passages Marx seemed to make psychology redundant, by declaring
that the human essence was nothing more than the ‘ensemble of the social

relations’. More explicitly, Durkheim banned psychology from social science
with his famous declaration in his Rules of Scientific Method of 1901 that ‘every
time a social phenomenon is directly explained by a psychological phenomenon,

we may rest assured that the explanation is false.” The consequences of such
neglects or prohibitions are highly damaging for social and economic theory.
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In the absence of a theory of how society may lead to the reconstitution of
individual preferences or burposes, a temptation is to explain individual action
primarily by reference to the constraints imposed by the evolving social organism
-upon the individual. In such aconception, institutional constraints have effects,
but without necessarily changing individual inclinations. For example, the
greedy behaviour of people under capitalism is explained in terms of the options
and structural constraints of capitalism itself; allegedly the ruthlessly
competitive will win out, and the philanthropists are less likely to prosper. The
explanation here of individua] behaviour devolves entirely upon the assumed
character of structures and systemic constraints. Variations in individuality,
and individual psychology itself, play little or no part in the explanation. ’

Many social theorists have criticized methodological collectivism for making

of social forces. In addition. i

processes and mechanisms by which the individual is fundamentally altered.
It also ignores crucial variations between individuals. One consequence of
conflating the individual into the social structure is to lose sight, not simply of
the individual, but also of the mechanisms of social power and influence that
may help to reconstitute individual purposes or preferences. Because the
explanation is in terms of structures and constraints alone, the ways in which
institutions may actually affect individuals are ignored. It may appear
paradoxical, but only by rescuing the individual from its conflation into the
social, can the social determination of individuality be fully appreciated.

€conomics was to be all about the rational choice of appropriate means, Because
individual preferences were taken as given, psychology no longer had a
significant role in this reconstruction of the subject.

After their common rejection of psychological and related underpinnings,

s, and a Durkheim-like and norm-
there appeared the ‘self-contained’,
"individual; in the other the individual

Seemed sometimes to be the ‘over-socialized’ puppet of ‘social forces’.

However, despite the century-long battle between methodological
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individualists and methodological collectivists, they have much more in
common than is typically admitted. Methodological individualism conflates
the social into the individual, thus losing sight of key mechanisms of social

influence, and is consequently impelled to rake the purposes and preferences
of the individual as given. Methodological collectivism conflates the individual
into society and thereby lacks an explanation or adequate recognition of how
individual purposes or preferences may be changed. The explanatory moves
are in opposite directions but the results are similar in some vital respects:
there is no adequate explanation of how social institutions may reconstitute
individual purposes and preferences. Typically, both approaches disregard the
value and role of psychology in the explanation of social phenomena. Both
methodologies end up with a diminished concept of social power, and an
analytical over-emphasis on overt coercion and constraint, rather than more
subtle mechanisms of social influence. Arguably, to understand the way in
which power is exercised over individuals we have to appreciate the subtle
mechanisms of enculturation and persuasion, as well as the more overt sanctions
and penalties that are sometimes involved.

Accordingly, as long as the debates within social and economic theory simply
flips back and forth between these two opposed methodological positions, then
it will be incapacitated by a failure to examine, and escape from, their common
presuppositions. They are two mutually implicated poles of a misconceived
and unsustainable dualism; they have both demonstrably failed to bring social
theory out of its twentieth-century impasse.

CONCLUSION: A WAY FORWARD

The above argument has established the importance of avoiding th‘é"ﬁmo polar
extremes of methodological individualism and methodological holism.
However, this does not mean that we should search for some kind of midway
point between the two. A reason why such a solution would be unsatisfactory
is that individual actor and social structure are not ontologically symmetrical.
A sequence of prominent writers, including Auguste Comte, Karl Marx, George
Henry Lewes, Emile Durkheim, Thorstein Veblen and Margaret Archer have
rightly insisted that we are born into a social context that is not of our making.
From birth, we are obliged to engage with particular social structures and
institutions that were bequeathed by history. Of course, without individuals,
social structures and institutions would not exist. But social structures and
institutions precede any one individual. Hence there is a temporal asymmetry:
although structures always depend for their existence on a group of individuals,
in regard to each single individual, several structures precede the emergence
of that agent.
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Conséquently, any adequate alternative to both methodological
individualism and methodological holism must avoid any conflation of
individual and social structure, and must acknowledge their temporal
asymmetry. Instead of trying to explain all institutions in terms of individuals
alone, or trying to explain all individuals in terms of institutions or structures
alone, we have to understand social reality as process, in which at any given

- point, there are always individuals and social structures or institutions. The

individual must be acknowledged as such, but always placed in his or her
historical, social and institutional context.

We can take our cue here from two Nobel Laureates in economics. In an
article on ‘Economic History and Economics’ in the May 1985 edition of the
American Economic Review, Robert Solow declared that ‘all narrowly economic
activity is embedded in a web of social institutions, customs, beliefs, and
attitudes’. He proceeded to draw a vital conclusion from this proposition:
‘different social contexts may call for different background assumptions and
therefore for different models.’ He continued:

If the proper choice of a model depends on the institutional context —
and it should — then economic history performs the nice function of
widening the range of observation available to the theorist... One will
have to recognize that the validity of an economic model may depend
on the social context. !

In his Nobel lecture ‘Econometrics and the Welfare State’ of 1989 — which
was eventually published in the American Economic Review in December 1997 —
"Trygve Haavelmo proclaimed that ‘existing economic theories are not good
enough’ because they ‘start by studying the behavior of the individual under
various conditions of choice’ and ‘then try to construct a model of the economic
society in its totality by a so-called process of aggregation’. Haavelmo went
on:

I'now think this is actually beginning at the wrong end... Starting with
some existing society, we could conceive of it as a structure of rules and
regulations within which the members of society have to operate. Their
responses to these rules as individuals obeying them, produce economic
results that would characterize the society.?

Both Nobel Laureates reached the same conclusion, concerning the
inadequacy of the existing mainstream approach and the need to place the
individual in a historical given context of structures and institutions. Both the
options available to individuals, and the means by which they calculate their
specific advantages and disadvantages, depend upon this particular social
context. Individuals cannot be regarded as free-standing entities, separable
from the social world, but part of it and its institutions.
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Some experimental economists have developed allied thoughts. Results of
many experiments suggest that the way choices and rules are framed and
conceptualised affect the behaviour of human subjects. Furthermore, the very
notion of what is a ‘rational’ calculation seems often to depend on the specific
context of the experiment itself. Accordingly, it has been concluded that the
results cannot be explained in terms of given individuals with fixed preference
functions, but instead have to be seen in terms of individuals adopting rules of
thumb specific to the structure of the decision-task in hand. Consequently,
the procedures and evaluations involved are themselves context-dependent;,
and in part constituted by the social environment.

In sum, mainstream economics itself has pointed to the need to conceptualise
individuals acting within an institutional framework, where not only institutions
depend upon and are affected by individuals, but also individuals can be
profoundly reconstituted by their institutional context. This general idea of
individuals being affected by their institutional circumstances or social context
was prominent in much of pre-Robbins economics, and is even found in the
Principles of Marshall. It is being revived today.

The importance of institutions in understanding economic performance is
now widely acknowledged. For instance, Nobel Laureates Douglass North and
Ronald Coase, and influential bodies such as the World Bank, have emphasized
the role that institutions play in economic development. Institutions are

increasingly being acknowledged as the stuff of social and economic life. _

Consequently, the old idea that economic development was predominantly a
matter of pecuniary investment in capital goods is being eclipsed by a notion
that economic performance also depends on the system of institutions in which
individuals are obliged to act, and the related incentives and values that
crucially affect their motivation. ,i :

However, while bringing institutions fully back into the picture, it is
important to avoid the trap of seeing individuals as puppets of social
circumstances. Methodological collectivism is no improvement on
methodological individualism. What is a required is a detailed causal account
of how institutional or other circumstances affect individual beliefs, preferences
and intentions. It is impossible to elaborate such details here, but any attempt
to do so must rely in part on insights from psychology — the science that was
divorced from economics as a result of the Robbinsian transformation of the
discipline. ,

One option is to adopt some insights from the original institutional
economics as developed by Veblen from the 1890s to the 1920s. Veblen relied
heavily on the psychology of William James, in which both instinct and
habituation are emphasised. Through our interactions with others in a specific
social context we acquire habitual dispositions of thought and behaviour. In
this manner, institutions can affect our preferences and purposes. The crucial
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miechanism that is involved in this development of our personalities is the
building up of habits. These in turn are the result of repeated thoughts or
behaviours motivated or constrained by the institutional context. Through
the operation of institutional constraints and norms, we acquire notions of
what is proper and true. But not only may the individual change through time,
but also there is scope for substantial variation between individuals.

If this option and approach were viable, then it would involve a rehabilitation
of Veblenian institutionalist ideas that have been long neglected and
disregarded in the social sciences. It would also open up a fruitful dialogue
between the old and the new institutional economics.

This approach is elaborated in Hodgson (2004). Hodgson (2003) is a wide-
ranging collection of articles by different authors, touching on several of the
names and themes that have been mentioned in this brief essay. Lukes (1973)
remains a classic introductory account of different notions of individualism in
the social sciences. It is a good starting point to begin reading on the topic,
and could usefully be followed by an excursion into some of the essays in
Hodgson (2003). Archer (1995) contains a very useful survey of developments
in social theory that bear upon the debates concerning methodological
individualism and methodological collectivism, as well as the pioneering
contribution of Archer herself. Davis (2003) is the most recent and advanced
text on the theory of the individual in economics, written with the benefit of a
detailed expert knowledge of modern philosophy and economic theory.
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7
Are You Rational?

EbwarD FuLLBROOK

(UNVERSITY OF THE WEST OF ENGLAND, UK)

It is unlikely that you are ‘rational’ in the traditional economics meaning of
the word. And for your sake I hope that you are not. You may think that I am
mad, but by time that you have finished reading this chapter I am confident
that you will see that the madness lies elsewhere.

MAKE-BELIEVE WORLDS REQUIRE MAKE-BELIEVE PEOPLE

Neoclassical economics — that's the kind you are almost certain to be taught
as gospel truth — has strange origins. Although invented in the 1870s, it
modelled itself on seventeenth-century Newtonian mechanics instead of one
of the developing sciences of its day, like electro-magnetic physics. This meant
that it conceived of economic systems, be they individual markets or whole
economies, as self-regulating determinate mechanisms composed of atomistic
elements and tending toward equilibrium. Kenneth Arrow, a celebrated
neoclassical economist of the second half of the last century, identifies two

aspects of the notion of general equilibrium as it has been used in
. economics: (1) the simple notion of determinateness...and (2) the more
specific notion that each relation represents a balance of
. forces...[meaning] that a violation of any one relation sets in motion
forces tending to restore the balance...

(Arrow 1983b: 107)

As Arrow’s words show, equilibrium in neoclassical economics serves as
much more than just a concept. It also is a sweeping ontological
_ bronouncement, expressed in strongly metaphorical language, on the nature
of economiic reality and therefore offering no possibility of direct conformation
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or refutation. We need to look at what this entails, especially at what kind of
behaviour it demands from you if, by its lights, you are going to be judged
rational.

Let’s call neoclassical economics’ assertion that markets and economies are

determinate systems ruled by a principle of equilibrium its Equilibrium

Hypothesis. (As stated by Arrow and others it does not qualify as a hypothesis
but we in part are going to turn it into one.) It has two primary characteristics.
One, it is presented as an a priori article of faith rather than the outcome ofa
process of scientific research. Two, as Arrow’s description shows, it is a holistic
metaphysic, not an individualistic one. It is first and foremost an assertion
about economic systems rather than about economic agents. But for the
assertion to be true, the elements comprising market systems, especially the
human agents, can’t be of just any kind. It might even be the case that the
hypothesis is logically impossible — for example, that there exists no possible
pattern of agent behaviour that would make the hypothesis true (see chapter
in Section III by Gun; also Ackerman 2002).

But of course neoclassical believers try to show that their belief is logically
possible, and this activity commands centre stage in microeconomics courses:

It usually takes the form of mathematical models, which, although having no
correspondences to empirical quantities, require a long list of stipulations

regarding the microelements, including pure competition, constant coefficients
of production, identical products and methods of production within an industry,
perfect markets or instantaneous omniscience and perfect divisibility of goods.
Some combination of these and other micro conditions must be true before
the Equilibrium Hypothesis can even conceivably be ttue. F

But even all this is not nearly enough. The Equilibrium Hypothesis requires
amajor subsidiary hypothesis postulating some driving forge behind the putative
order and this is where you come in. It asserts that the dé'termining force is the

independently ‘chosen’ behaviour of individual economic agents, like you, your 1
family and your friends. Let’s call this the Individual Behaviour Hypothesis.
For neoclassical economists, it is agents acting individually which results in

determinate equilibrium values for markets. But, as noted above, this outcom

is logically possible only if the behaviour of individual agents is circumscribed

by various formal properties. Therefore, ‘deriving’ these properties, with
emphasis on the behaviour of imaginary consumers, has always stood at the
centre of the neoclassical project. And it is precisely these properties and the
class of behaviour that they define that the neoclassical tradition tendentiously
calls ‘rationality’ and ‘rational economic behaviour’, Likewise, behaviour
inconsistent with its system of belief, it dubs ‘irrational’.

Equilibrium Hypothesis conceivably true and then having limited the deﬁnitio
of ‘rational behaviour’ to it, one further basic manoeuvre remains for the
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neoclassical project: it declares —no empirical research, please — that ‘rationality’
generally characterizes the actual behaviour of real economic agents like you,
and furthermore that this pattern of human behaviour is context-independent.
The superstructure of the neoclassical paradigm, including the logical order

of its development, is summarized as follows:

1. Equilibrium Hypothesis.
2. Individual Behaviour Hypothesis.

3. Justification of the Equilibrium and Individual Behaviour Hypotheses
by: :
a. Deriving properties of individual behaviour consistent with the
Equilibrium Hypothesis,
b. The rhetorical manoeuvre of naming this set of properties
‘rationality’, and
c. Assertion that ‘rationality’ describes real economic agents.

In the classroom, neoclassical economics usually reads its models backwards.
This gives the illusion that they show the behaviour of individual economic
units determining sets of equilibrium values for markets and for whole
economies. It hides from you the fact that these models have been constructed
not by investigating the behaviour of individual agents, but rather by analysing
the logical requirements of achieving a certain aggregate or global state, that
is, a market or general equilibrium. It is the behaviour found to be consistent with
these hypothetical aggregate states that is prescribed for the individual agents, rather

__than the other way around. Sometimes textbook authors inadvertently call

attention to how the ‘individualist’ rabbit really gets into the neoclassical hat.
For example, consider the following passage about consumer choice from a
widely used introduction to microeconomics:

For the purpose of our theory, we want the preference ranking to have

certain properties, which give it a particular, useful structure. We build

these properties up by making a number of assumptions, first about the

preference-indifference relation itself, and then about some aspects of

the preference ranking to which it gives rise. (Gravell and Rees 1981:
- 56, emphasis added) '

In other words, it is not the behaviour of the individual agents that
determines the model’s overall structure, nor even the structure of the

_ preference ranking. Instead it is the global requirement for a particular structure

which dictates the behaviour attributed to the individual agents. I want to consider
three of these axiomatic assumptions in the light of some extremely common,
everyday, real-life consumer-choice situations. First it is necessary to spell out
these assumptions.
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THREE NEOCLASSICAL AXIOMS OF CONSUMER CHOICE

‘Two of these axioms are usually clearly stated in elementary textbooks, whereas
the third, by tradition, is rarely mentioned. The reason for secrecy regarding
the third will soon become obvious.

Transitivity Axiom

If a consumer regards good X as preferred or indifferent to Y, and Y as preferrqd"'/

or indifferent to Z, then the consumer regards X as preferred or indifferent to'Z.

Completeness Axiom

“This assumption says in effect that the consumer is able to express a preference
or indifference between any pair of consumption bundles (out of the set of all
possible bundles given his/her income) however alike or unalike they may be.
This ensures that there are not ‘holes’ in the preference ordering, points or
areas to which it does not apply.’ (Gravelle and Rees 1981: 56). But we will
make it easier for the neoclassical case and relax this manifestly unrealistic
assumption (see chapter by Keen, below) by saying that the consumer only
compares the possible bundles up to the limit of his or her cognitive powers.

Independence Axiom

Almost for sure your textbooks leave unstated a third axiom for ‘rationality’.
Indeed, this axiom remains so well concealed that it even lacks an established
name. The hidden axiom concerns the relation between the one and the many.
In the words of John Hicks, another neoclassical luminary ffom the last century,
‘economics is not, in the end, much interested in the behaviour of single
individuals. Its concern is with the behaviour of groups. A study of individual
demand is only a means to the study of market demand.’ (Hicks 1946: 34)
Instead of taking the market demand function as a primitive concept,
traditionalist economics derives market demand explicitly from what its axioms
assume to be individual demand behaviour. The derivation consists of a
summation of the individual demand schedules (for the same product). But

these summations are logically possible only if the demand functions of the

various individuals are independent of each other. Half a century ago, Oskar
Morgenstern, the co-inventor of game theory, diagnosed the problem as follows:

Collective demand is generally understood as a summation of individual
demand schedules (for the same commodity)... It [this additivity] is only
valid if the demand functions of the various individuals are independent
of each other. This is clearly not true universally. Current theory possesses
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no methods that allow the construction of aggregate demand curves when
the various constituent individual demand curves are not independent
of each other. The problem does not even seem to have been put. If
there is interdependence among individual demand functions, it is
doubtful that aggregate or collective demand functions of the
conventional type exist... (Morgenstern 1948: 175) .

Therefore, traditional neoclassical market demand functions implicitly
assume absence of interdependence between the behaviours of individual
agents. Let’s call this logical requirement of the neoclassical model the
Independence Axiom. It bears no relation to the narrower notion of the
‘independence axiom’ of expected utility theory. '

However, considerations of agents’ interdependence do appeér in
‘mainstream’ literature, and some have broader relevance than just game-
theoretic situations. For example, models exist which show an individual agent's
preferences influenced by the behaviour of other agents. Regard for the regard
of others may be treated as an argument in an agent’s utility function. But
without extending these exercises to market populations, which means providing
aggregate summation functions, these endeavours remain at the level of
statements about the behaviour of single individuals reacting to others rather
than about the behaviour of groups. Therefore, these exercises stand off on
their own, disconnected from neoclassical economics’ main theoretical
framework and pursuit. Indeed the primary effect, if not the intention, of these
exercises may be merely to further conceal the Independence Axiom and the
impasse exposed by Morgenstern.” -

REAL PEOPLE IN THE REAL WORLD: REAL-WORLD RATIONALITY

Now comes the fun part. We are going to apply neoclassical rationality to
eight common types of consumer situations and see whether it is really fair to
call it ‘rationality’ or whether it might be more accurate to call it ‘neoclassical
irrationality’. The first situation that we are going to consider is conceptually
the most difficult but perhaps the most interesting.

L. Double-Bind Situations

In the real world, rationality concepts, including rational action decision
theories, are applied in socio-economic contexts, and this gives them an

inherently two-sided nature. Here they function as both normative and

fiesc':riptive theories. Moreover, this double role invariably extends to the word
rational’ itself, whose mere sight or sound evokes meanings at both the
Normative and descriptive levels. The word ‘rational’ infers the existence of
the irrational and of people so characterized. The word ‘rational’ and its




76 A GUIDE TO WHAT'S WRONG WITH ECONOMICS

antonym form part of the common and emotive currency of social politics.
Basic categories of citizenship and personhood have always been framed,
sometimes-explicitly, with reference to notions of rationality. One notorious
application led the authors of the Constitution of the United State of America

to define a slave imported from Africa as three-fifths of a person. A standard -

justification for the subjugation of women has always been that they, whether
due to the will of God or the whim of Nature, are not fully ‘rational’ beings.

These inequities, however, represent only one side of the politics of -

rationality. There is also the problem of maintaining the social order that those
politics define. Individuals assigned to categories of sub-, partial or inferior
personhood must be discouraged from subversive behaviour, that is, from
manifesting more than that degree of ‘rationality’ commensurate with that
ascribed to their social group. Through the ages, guardians of societies have
devised and deployed diverse methods of discouraging the development and
display of ‘rationality’ in selected populations. For example, the slave codes in
the American South made it a crime for African-Americans to read.

The fate of these same people in the Jim Crow era (1890s to 1960s) provides
another example. They were expected to show themselves inferior before whites,
with failure to do so punishable by eviction, assault, torture and, on over 3000
occasions, by lynching. Similarly, the traditional choices available to women
have been framed within the politics of rationality. Patriarchies everywhere
established subtle, complex, and pervasive systems which reward girls and
women for deferring to the ‘rationality’ of their male contemporaries and punish
them for not doing so. These dialectics of otherness, which function to identify
some social groups as more or less rational than others, have been described
and analysed by innumerable women and minority writers.

I now want to bring into the foreground the paradox 'é‘;ound which these
dialectics turn. However defined, ‘rational’ and ‘irrational’ economic behaviour
refer to observable patterns of behaviour, that is, to empirical phenomena. But
this comes at a cost for the theoretician. It means that such behaviour by an
individual stands potentially open to scrutiny, not just by possibly neutral social
scientists, but also and more significantly by the immediate society in which
that person lives, works and consumes. Consider any concept of rationality
defined as some pattern of observable behaviour R and such that behaviour

which is not R is irrational behaviour I. Assume that a person B belongs toa

social category (a B-group) whose members are punished by another social

category (the A-group) for R and rewarded for . Assume that B prefers the
consequences of [ to those of R, and therefore chooses to behave irrationally.
Assume that the concept of rationality includes the stipulation that a person
chooses that behaviour whose consequences he or she prefers. Then under
the concept of rationality it follows that it is irrational for B to behave rationally

and vice versa.
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# This paradox arises because for person B the phenomenological facts
surrounding choice are intermeshed with ‘rationality’ as a socially operative
normative concept. But this concept dependence is not limited to B-group
people. An A-group person’s choice behaviour may also be influenced by the
normative dimension of the concept of rationality because they wish to be
perceived by others as ‘rational’.

The paradox considered above springs from an extreme case of double-
bind rationality. But, given that human groups and individuals define
themselves in imitation of and in contradistinction to others, double-bind
rationality necessarily shades everyone’s socio-economic reality. If a society is
not perfectly homogeneous, then in so far as notions of rationality become
common conventions or institutions in the broad sense, they become part of
decision-making situations as well as of decision procedures. This recursiveness
of ‘rationality’, leading to double-bind situations of choice, falls outside the logical
range of ethnocentric neoclassicalism. Rationality may in each case have a
specific subjective character that depends on the individual’s socio-economic
situation and that commits him or her to interdependent, intransitive and/or
incomplete decision behaviour. Without identifying the situational character
of an individual’s experience and understanding it from his or her point of
view, we cannot know what, by any standard, is rational behaviour for them.

2. Social Being

‘The most pervasive of the classes of reasonable behaviour excluded from
neoclassical analysis are consumer choices made with regard to one’s social
being. To be a social being means to have regard, sometimes positive, sometimes
negative, for the behaviour, opinion and companionship of others. In a
consumer society this regard inevitably extends to and mediates one’s economic
choices. And who wishes to deny that it is patently absurd to think that to be
a social being in a consumer society is irrational? Yet that is precisely what
neoclassical rationality infers when it insists that, given rational choice, the
demands of individuals are independent of each other. It also infers this through
its transitivity condition, because regard for social being means that changes
in the norms of one’s reference groups lead to intransitive choices.

The mere fact that consumers are social beings-that they care about each
other-gives them many eminently sensible reasons for basing their choices, in

part, on considerations of other peoples’ choices. This is especially true in
affluent societies where consumer demand is based increasingly on a desire to

exchange in order to acquire a social identity, to be recognized by others. Desire

’fork social identity translates into consumer desires because commodities have
non-matertial as well as material properties. Goods carry meanings, bundles of
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often conflicting socio-cultural significances which change with the season
and the social context and which arise from the market exchange process
itself. These meanings affect consumers. Rational choice, therefore, requires
choosers to give weight to the intersubjective, context-specific, market-based
kaleidoscopes of meanings.

To be fashionably dressed, for example, means buying one’s clothes with an
eye to what other people are buying and to be ready and willing to take part in
counter-trends. Likewise to dress so as to make one’s self appear hireable,
promotable, respectable, outrageous, youthful, etc. requires giving weighf,to
current and ever-changing consumer patterns. Everyday sociability also entails
regard for the consumption decisions of others. To be a good conversationalist —
surely not an irrational desire — often depends on buying and consuming the
books, films, entertainments, newspapers and the like that the people one knows
buy and consume. For most people, to enjoy a night out means patronizing
businesses where other people are enjoying a night out. Rare is the person who
does not find it expedient to look to the choices of other consumers as guides
to what they might buy. All these and other forms of imitation and
interdependence enter into the decision processes of modern and post-modern
consumers, from the youngest to the oldest, from the poorest to the richest,
and from the rock star to the accountant, so that if these behaviours are not
rational, then there exist no rational consumers, not even any who begin to or
would want to approximate the neoclassical ideal. -

3. Reciprocal Imitation ‘

Long ago John Maynard Keynes noted that stock markets are dominated by ‘a
: . by )

society of individuals each of whom is endeavouring to, copy the others’. In

such situations reasonableness requires the imitation of other agents who in

turn are imitating other agents. If you care about the future market value of
your investment, rational decision must be based on the anticipated decisions

of other investors. So here rationality requires behaviour contrary to the
neoclassical axiom of independence. Fashion phenomena, which becomes

pervasive as societies become more affluent depend on the same intersubjective

behavioural pattern.

4. Self-Referential Goods

Paper money is intrinsically worthless. Our willingness to accept it in exchange

for things of intrinsic value is based entirely our belief that other people also

will accept (demand) it in exchange for goods. This process of dematerializatidgl
has its parallel in the development of some contemporary consumer prodqf;yﬁ-
Consider the cola industry. Beginning in the 1960s, Pepsi-Cola abandoned
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-attempts to create demand for its product on the basis of tangible properties.
* It turned instead, with great success, to marketing Pepsi as a symbol of

membership in its own population of users, that is, ‘the Pepsi People’, ‘the
Pepsi Generation'’. The company’s advertisements and the demand that they
generated could be understood only in terms of symbol.

The efficacy of such symbols as the basis of their oun market demand, designer
labels being an everyday example, is founded on people believing that other
people believe that the product represents certain values or qualities. Here
the communicative property of goods, whose meanings lead to the creation of
market value, arises directly through the market exchange process. In such
cases, the individualist point of view intersects with a holistic or collective
one, giving rise to agreed social fact. Rather than being mere curiosities, as
neoclassical economists claim, these and other interdependencies are central
to modern consumer choice. )

The chicaneries of soft drink peddling and designer fashions might be
dismissed as unwholesomelymanipulative, but everyone concurs with the need
to maintain confidence in modern dematerialised monetary systems. When
money takes the form of inconvertible paper currency and bank deposits, it
exists as pure symbol, devoid of intrinsic value, a pure case of a self-referential
good. But with any self-referential good, individual demands for it are
fundamentally interdependent.

5. Spontaneity

- Neoclassical rationality is the progeny not only of a holistic vision, but also of

the more austere times in which it emerged. If the margin between survival
and death is precarious, the material means of life permitting only the narrowest
existence, then unbending application of neoclassical rationality may be your
best strategy for making the most of your prospects. But things become radically
different when affluence is gained. Then new possibilities for living emerge
and the conflict between the application of neoclassical axiomatic rationality
and the pursuit of leisured pleasures becomes both obvious and acute. The
sybarite merely occupies the common perceptual ground in realizing that
maintenance of preference consistency (transitivity) and estimation of
outcomes up to the limits of one’s cognitive powers (completeness) are not
always consonant with ‘the good life’. Indeed, allegiance to neoclassical
rationality precludes several major classes of consumer pleasures in today’s
‘experience economy’. These include choices motivated by spontaneity, by
the spirit of adventure and by the wish for change. ‘
Firstly, consider spontaneity. Some hedonistic activities depend on it. This
means there exists a logical impasse for any notion of rationality that requires

 agents always to work to a plan. Jon Elster explains it nicely.
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Take the plan to behave spontaneously. There is nothing incoherent in the
end state which defines that plan, since people often do behave

spontaneously. Yet trying to be spontaneous is a self-defeating plan, since
the very act of trying will interfere with the goal. There is a possible world in
which I behave spontaneously, but none in which I plan to do so and succeed.

(Elster 1985: 11)

Neoclassical rationality requires choices to be made according to a -~

preference ordering, a plan which, even when simplified to ‘procedural
rationality’, is extremely complex. Therefore, by the lights of the neoclassical
paradigm, spontaneous consumption decisions and those people who make
them are irrational. The joys of carnival, the pleasures of impulse buying, and
the elation of lubricated but unpremeditated conviviality are examples of

categories of consumer choice founded on spontaneity or ‘holes in the

preference ordering’ and, therefore, fall foul of the neoclassical regime of good
consumership. Existence of cultural differences between ‘races’ regarding the
value placed on spontaneity, means that the neoclassical concept of rationality/
irrationality is not a racially neutral construct. This is a simple but important
fact that you may wish to raise in your classes, especially if your university is
committed to ‘equal opportunities’ and against the promotion of racism.

6. Adventure.

Neoclassical rationality assumes that the consumer’s transitive and complete
preference orderings are made on the basis of perfect knowledge of future
outcomes or at least some attempted approximation to it. Adventure, however,

turns on ignorance. Without some absence of knowledge about what lies ahead,
adventure is impossible. Its essence dwells in the unknownness of coming

experience and of its outcome. Taste for this uncertainty is not confined to

" heroes and heroines. Shadows of Marco Polo and Amelia Earhart live in usall,

making the pleasures of the unknown and the indeterminate universal. Even

the elderly and the infirm enjoy reading a whodunit or cliffhanger. And even

the tamest package holiday attracts with its promise of unknown experiences
The travel brochure’s proverbial ‘400 cheeses to choose from', for example,

aims at a consumer preference for the unknown, for the ‘hole in the preference
ordering’. Many everyday consumption decisions also take place under the
influence of the desire for the unknown. Spectator sports, which form one of
the world’s largest industries, owe their massive appeal to the indeterminacy

of their outcomes.
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7 .:‘I;:ree Choice

As a logical system, neoclassical rationality works by eliminating free choice
from its conceptual space. It does so by proceeding on the basis of a temporal
separation of the moments of preference ordering and of what it calls ‘choice’.
It defines rationality as people ‘choosing’ what they have previously decided or
determined they prefer. Rationality requires, says Kenneth Arrow, that the
agent’s ‘choices be in conformity with an ordering or a scale of preferences’.
(Arrow 1983a: 49) ‘[T]he individual is assumed to choose among the
alternatives available that one which is highest on his ranking.’ (Arrow 1984b:
56) ‘[R]ational behaviour simply means behaviour in accordance with some
ordering of alternatives in terms of relative desirability...” (Arrow 1984a: 7)
This approach has no predictive power at all unless it is assumed that the
preferences (i.e., prior choices) do not change over time. The theory merely
freezes an agent’s dispositions to choose at some time in the past. Only by
separating the two acts — a prior ranking of goods (or ordering of priorities)
and a subsequent buying of goods in the market place — do ‘irrationality’ and
‘rationality’ become distinguishable. Without the temporal gap, irrational
behaviour is impossible under the neoclassical definition. Similarly, under the
revealed preferences approach, ‘rationality’ assumes that no change in
prefer’ences takes place for the period in which preferences are revealed.

~ So the basic condition of neoclassical rationality is that individuals must

forego choice in favour of some past reckoning, thereafter acting as automata.

This conceptual elimination of freedom of choice, in both its everyday and
philosophical meanings, gives neoclassical theory the hypothetical determinacy
that its Newtonian inspired metaphysics require. No indeterminacy; no choice.
No determinacy; no neoclassical model.

This postulation of a form of closed-mindedness, of being ‘set in one’s ways’
as the ultimate meaning of rational choice is a model that you may not fmd’
appealing. Except perhaps among the very old and the clinically neurotic,
dqgged consistency of choice has never, outside economic theory, cut much
ice as a behavioural ideal. It is at odds with the contingency and indeterminacy
of human existence, with the developmental character of a healthy personality,
with the humanist tradition, and, most especially, with the temper of post—’
traditional societies. .

Choice takes place at particular points of time in the individual’s life, so
Fhat what is ‘rational’ is relative to those points. A person’s phenomenal wc;rld
changes continuously from birth to death. If human life is a developmental
process, then by definition one cannot know what one’s points of view will be
toward future choice situations. To imply otherwise, as the neoclassical
paradigm does, is to indulge and encourage others in fantasy.

.If self-identity is an ongoing, intentional, reflexive project of change — and,
by implication, so too are preference orderings and meta-preferences and meta- -




82 A GUIDE TO WHAT'S WRONG WITH ECONOMICS

meta-preferences and so on — then there exists no ground for putting forward,
on any timescale, consistency of choice as a maximizing principle. A further
logical twist occurs when, as seems increasingly the case, people’s consumption
choices become ‘lifestyle’ choices that are about choices of self-identity. When
this becomes the case, market choices determine preferences, rather than the
other way around. :

8. Taste for Change

But the convolutions of self-identity are not alone in turning consumer
preference and choice into a reflexive process and, thereby, beyond the scope
of neoclassical rationality. A century ago, Caroline Foley identified ‘the taste
for change’ as widespread in motivating consumer choice, and, where materia]
circumstances permit, a human universal (Foley 1893; see also Fullbrook
1998a). Foley’s thesis that consumers frequently prefer something because
hitherto they did not prefer it strikes, with the precision of a Cruise missile,

the superstructure of the neoclassical theory. If a consumer has a taste for -
change, then some intransitivity of choice is a necessary condition for its

gratification. As Foley emphasized, with the improvement of material
circumstance, this taste comes increasingly into play as a criterion of consumer
choice. In our time, vast industries — tourist, film, television, pop music and
publishing — have prospered by catering directly to what Foley also called ‘the
law of variety in wants’ (Foley 1893: 461).

We have considered eight broad categories of consumer decisions accepted

as rational by contemporary society but which, analysis shows, violate one or
more of the axioms of neoclassical rationality. These results are summarized in
the following table.

7

Axioms Violated

Categories of

= . Transitivi Completeness Independence
Decision Behaviour 24 P P

Double-Bind Situations X X
Social Being X
" Reciprocal Imitation
Self-Referential Goods
Spontaneity
Adventure
Free Choice
Taste for Change
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CONCLUSION

Projects to understand the logic of economic choice that do not engage with

real-world situations of the same are doomed to epistemological failure and
axiomatic delusions for the same reasons as are also attempts to theorize about
the natural world without observing it. Economics’ interest in choice behaviour
has in the main been and continues to be far removed from the spirit of
empirical, let alone scientific, inquiry. Each of the aspects of consumer behaviour
considered above is widespread today, more or less understood by marketing
professions, and influential in market outcomes and probably also in your
personal life. Yet neoclassical economics, on the grounds of a logic dictated by
the a priori foundations of its system of belief insists upon branding you and
your consumer choices as irrational.

This chapter has identified eight categories of decision-making behaviour
which neoclassical rationality counts as irrational, but which any person of
good sense and good will would see as reasonable. What is so eminently notable
about these categories is that taken together they include a very large, growing
and arguably already dominant share of the decisions that consumers,
particularly young ones, make in advanced economies. Rather than being
obscure or far-fetched exceptions to the general rule, they characterise
mainstream economic practice. Yet most economics textbooks and economics
teachers remain conceptually embarrassed by their existence. This is madness.
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Five Pieces of Advice for Students Studying .~

Microeconomics

EMMANUELLE BENICOURT

Ecote pes HAUTES ETUDES EN SCIENCES SOCIALES, FRANCE

Today most economists regard microeconomics as the core of economic theory.
They nearly always present it as a theory that intends to describe and explain
what happens in the real world, even if only in an approximate way. For
instance, in his Intermediate Microeconomics Hal Varian uses a geographic
metaphor:

Economics proceeds by developing models of social phenomena. Think
about how useless a map on a one-to-one scale would be. The same is
true of an economic model that attempts to describe: every aspect of
reality. A model’s power stems from the elimination of irrelevant details,
which allows the economist to focus on essential features of the economic
reality he or she is attempting to understand (Varian, 1990, 1-2).

In Microeconomic analysis, he uses the “friction” metaphor: “This competitive
story represents a limiting case of market behaviour that is very useful for
economic analysis just as the study of a frictionless system is useful for a

physicist.” (Varian, 1984, p. 82).

Gregory Mankiw, another popular textbook author, uses the same metaphor.

Just as a physicist begins the analysis of a falling marble by assuming
away the existence of friction, economists assume away many of the details

of the economy that are irrelevant for studying the question at hand. -
(Mankiw, 2001, p. 23) E
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He adds:

Economists...approach the study of economy as a physicist approaches
the study of matter and a biologist that of life: they derise theories, collect
data and then analyse these data in an attempt to verify or refute the in
theories. (Mankiw, 2001, p. 20)

- Joseph Stiglitz uses a different metaphor for the same idea: ‘Just as engineers
construct models to study the characteristics of a car, economists construct,
using words or equations, models describing the charactensncs ofan econorny
(Stiglitz, 1993, p. 20).

The beginning student may then think to himself: ‘Cool! I am finally going
to understand what is happening in the wotld that surrounds me, just as the
physicist or the biologist, and even more, with the rigour of mathematics!’
The student then expects to go from a certain number of concrete examples
(falling bodies, planet movements, electric power, or the description of the
organism of this or that animal, etc.) to the theory which explains — even
approximately — the observed phenomena.

Unfortunately, he soon discovers that this is not the case. Although some
of the words used in his microeconomics class, like ‘goods’, ‘commodities’,

“*household’, “firm’, ‘market’, ‘price’ and ‘supply and demand’ sound familiar,

he rapidly learns that the economics teacher is using them to designate objects
that have practically nothing to do with what we usually mean by these words.
Instead they refer to fictitious entities, and not approximations of something
that really exists. This is why microeconomic textbooks almost never include
data drawn from reality, from observations. They talk about a ‘housing market’
(Varian, 1990, p. 2) on a small campus, about an ‘ice-cream seller’ (Mankiw,
2001, pp. 76-87) in a ‘small city’, or about ‘chocolate bars’ (Stiglitz, 1993, pp.
87-95), but each time the data (numbers and curves) are invented by the
authors. They do this not for educational reasons, but because the world about
which they are reasoning is not the one we know.

FICTITIOUS AGENTS: HOUSEHOLDS AND FIRMS

Microeconomic courses all start by studying two types of agents: consumers
(or households) and producers (or firms). The first are represented by a
preference ordering (or a utility function) and an endowment (of goods and
property rights), the latter by a production function. The student then expects
that, as it occurs in physics and in biology, he will be given examples drawn
from observations — of existing households or firms — even if they only focus
on certain aspects.
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But no example is ever given of someone’s preference relation — not even
those of leading neoclassical economists, whom one might think resemble the
perfect consumers described by their theory. The student has to content himself
with an ordering or a utility function that has a certain number of formal

proprieties (monotonicity, convexity, continuity) that sometimes have an

economic meaning, but which are never shown to characterize real individuals.
Instead these proprieties have merely been invented so as to make possible
the mathematical treatment that becomes the professor’s main preoccupation:
indifference maps, marginal rates of substitution, budget constraints, choice
of an optimal bundle of goods, substitution and income effects, etc., and all
deduced from fictitious preference relations. In the end, the student puts all
his energy into trying to understand these formulas and figures. And what
does all this lead to? Well, as real consumers’ preferences (tastes) generally do
not have these properties,! as households don’t calculate like the economist
supposes they do, as numerous motivations — which aren’t included in the
theory — intervene when one makes a choice, all this leads to nothing except
new formulas.

It is rather striking to note that persons interested in consumers’ effective
choices —such as managers and marketing specialists — appeal to scholars who
really observe them (psychologists, sociologists, and even, sometimes,
psychoanalysts and ethnologists) and not to microeconomists, who deal with
fictitious agents.

My first piece of advice to somebody obliged to study microeconomics: ask the
teacher to give a real example of somebody'’s preference map (the teacher’s
perhaps) and then ask him or her to give one precise and general *result’ (which
is not blatantly obvious anyway) of consumer theory.

THE CASE OF THE FIRM

The microeconomics fiction becomes pure fantasy when it turns its attention
to the firm and pretends to describe it with a mathematical function linking
inputs to outputs. Students may be enticed with the story of Robinson Crusoe
or with a story about a one-person firm (farmer, fisherman, ice-cream seller,
etc.), where inputs are either confined to two or three ‘factors of production’
or disappeared into a cost function with one variable. Students’ attention is

then directed towards the calculus-marginal productivity, rate of substitution,

cost, and so on — without a word about the relevance of this approach. No
examples of actual firms are given, no case made that this in anyway corresponds
to and describes a known reality.

Some books — like Varian’s (1984, 1990) — jump straight to a function

f (xp, s x,), or f(K,L), and start calculating. But often microeconomics
textbooks ‘invent firms, and become ridiculous, especially when they want to
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give examples of ‘substitutability’ of inputs (or of factors of production), which
are supposed to adapt ‘smoothly’ and instantaneously when prices change.
For example, Hirshleifer and Glazer (1992, pp. 284—6) feature a ‘textile’
example. Between equations they talk about the production of ‘shirts’ from
labour and ‘cloth’. One is expected to imagine how the same shirt can be
produced with little cloth and a lot of labour, or with a lot of cloth and little
labour. Another frequently used example concerns substitutability between
land and labour (see, for instance, the 14™ edition of Samuelson’s and
Nordhaus’ Economics (1992, pp. 82-3)). Here again there are numerical
examples, but like events in a novel, they are inventions of the authors, rather
than the result of observing and interviewing farmers.” Begg, Dornbush and
Fisher’s Economics provides another example of this fantasy approach. Fisher
was the chief economist of the International Monetary Fund for years and
Dornbusch an important member of its staff. So if real-life examples of
production with substitutes exist, these men would surely know about some.
But they have failed to come up with a single concrete example. Instead they
ask the student to imagine a fictitious product, ‘snarks’, which can be produced
with different proportions of machines and workers (Begg, Dombusch, Fisches,
1984, pp. 119-20).

In the real world there are practically no examples of firms whose inputs
are substitutable at each moment. And for a simple reason: one cannot
substitute a man (or half of a man) by, say, a tenth of a machine (or one hour
of labour by two pounds of clay) and obtain the same product, say, a pot. It is
why, in all textbooks, examples (if there are any) of firms are pure inventions
when seeking justification of the book’s assumption of factor substitutability.

Of course substitutability does exist in the real world, but it is of the
intertemporal kind: as time passes, and as knowledge and techniques improve,
(relatively) fewer men and more machines are used to produce the same
quantity (or more) of goods. Price movements may have some influence on
this substitution, but surely not in a ‘smooth’ way: first, men are substituted by
machines, but the replacement practically never goes the other way around.
Second, machines cannot be replaced ‘at the margin’, as they incorporate new
technologies and generally suppose a different form of organising work.

Microeconomics textbooks don’t say a word about these important facts
that everyone can see in everyday life and by observing infant industries and
bankruptcies. The textbooks sometimes allude to fixed costs, in a

‘marshallian’ way, but the sole purpose is to explain that ‘in the long turn’,

profits disappear if there is ‘competition’ (or ‘free entry’). Thus, although
irreversible sunk costs are one of the main problems of real firms’ (and one of
the main reasons of their existence), microeconomists ignore them, and prefer
to focus on fictitious firms, where everything can be ‘substituted’, at every
moment — and where calculus can be ‘applied’.
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My second piece of advice to students studyi.ng microe.cc?nomics: ask the Feacthler
to give just one example of a production function describing, even approxima el ;;,
a real life firm. You could also request a concrete example of (mstant?ne(‘n;ls y
substitutable inputs. If the teacher cannot offer any examples, ask him: ‘then,
what is the use of all the mathematics?’

ABOUT MARKETS

Neoclassical economists know that factors (and outptfts) are not realllcylr
substitutes. They also know that there is not one person in the whole ,woru

who knows (or tries to know) his or her indifference m‘ap. But they say: "Well,
theories are abstractions, so we are obliged to. simplify. They capdture some
aspects of reality, even if they are not the most 1mporta.nt.ones, and we try to
deduce from them results or theorems.’ In general, Fh1s is trge. It supposes,
however, that assumptions (or abstractions) are not in fact directly contrary

to reality, as is the case with the factor substitutability assumption and, even
)

i ¢ kets'. ;
more, with that of ‘perfect mar ' . |
Nothing is more central to neoclassical microeconomics that the concept

. ) . . 3 ;
of a market. Yet textbooks leave its meaning up in the air. Why? Bec.ause t}l;eg
analysis requires a notion of a market that assumes magical properties, whic

any attempt to explain would cause deep embarrassment. Texthooks typically

begin by assuming that prices are ‘given’ by the market, meaning thar all agents,
iﬁcluding producers, are ‘price takers’. But if prices are given for everyor.lg,
who sets them? It also is claimed that markets add up all the individual supplies

I B
and demands and then find the equilibrium price. But who exactly performs ’

these feats? These are essential questions. But they are forbidder_i bec?usle tl.ley
reveal a fundamental logical inconsistency at the centre of neotlassical price

theory.

Occasionally in advanced textbooks, and usually toward tbe er.1d, author; ;
may whisper a few words about this puzzle. For example, Varian, in his Advan;e ,

Microeconomics, after 397 pages concedes that:

The biggest problem is one that is the most fundamen.ta‘ll, namely L:he
paradoxical relationship between the idea of 'compet.ltlon agd pr.1§e
adjustment: if all economic agents take market prices as given an 7out51 e
their control, how can prices move? Who is left to adjust prices!

And what is Varian's answer to the most fundamental of questions? ‘Thhe
puzzle has led to the erection of an elaborate mythologyf, wl.uch postulates th¢
existence of a “Walrasian auctioneer” whose sole functlon. is to s,e'fxrch for the
market clearing prices’(Varian, 1984, p- 244). This ‘al.lct‘loneer is of_ C?’lfr
pure fantasy. It is not only a myth but also one that is very unrealistic
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Variar}ff:oncedes, admitting that another theory, one without an auctioneer, is
needed. But, then, why study all this stuff with price-taking agents, ‘excess
market demand’ and 5o on! And.why do micro

- tas a norm. Why? Because
itis ‘efficient’ in the sense of being Pareto-optimal 4 Why? Because the ‘visible
hand’ of the auctioneer does the entire job and without costs, This idea is far
removed from Adam Smith's ‘invisible hand’—microeconomics textbooks’
inescapable (and false) me taphor-and very near to the Soviet Union’s planners’
dream! Even neoclassical economists admit (not in Inicroeconomics textbooks,
but in macroeconomics ones, especially when they treat growth) thar
competitive equilibrium and central planner’s choice give the same result —
which is obvious, as perfect competition assumes that there is an auctioneer,
who acts as a central planner. However, these economists almost neyer say a
word about this assumption; instead competitive prices ‘emerge’ from nowhere.

Do microeconomists really have as their idea] asystem where people cannot
bropose prices and cannot trade directly-where they can only exchange goods
at prices set by the auctioneer (or the central planner)? Do the IMF and the
World Bank really want such a system when they say that ‘efficiency’ and

- ‘competition’ have to be implemented? The answer is obvious: no.

So this is all a big mess: ‘perfect markets’ are not at a] proxies for real

markets, excluding ‘irrelevant details’. Indeed, they suppose an institutional

osed to the idea of 5 market, whatever it may be. Often, it is said that

perfect competition describes a ‘decentralised economy’, but this is the exact

‘opposite of the truth: it describes centralised system, where agents are only
allowed to make transactions at centrally given prices. ,

One can perhaps accept that preference orderings and endowments are a

~ (more or Jess) good abstraction of consumers and that production sets give an
_ idea of firms’ technology. However, it is impossible to accept that ‘perfect

competition’ has anything to do with competition and markets, whether abstract
Or concrete,

RIGOUR OR CONFUSION?

 Suppose that somebody teaching microeconomics started by saying: ‘We are
8oing to study a world where there is a benevolent person — called the

x‘auctioneer’, ‘market player’ o ‘fictitious agent’ — who sets prices, finds out
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the exact demands and supplies of all the price-taking households and firms;
etc...". What would then happen? Students would stop him or her and s,ay:
“Why? Please tell us why do we have to learn about this strange world?’ A

‘rigorous’ teacher can only answer: ‘For fun’ or ‘Because I think socialism will
soon win and society is going to need planners’ or ‘Because it is good for you to

. . L 1] b
learn to reason in an “axiomatic” way'. . -
But microeconomics teachers are not as rigorous as they claim, even if they

do know some mathematics. To elude such a question, they never present the V

notion of perfect competition straightforwardly. Instead, .Ii'ke poets, t'hey‘ use
metaphors and appeal to intuition. In the case of competition, they hn.k' it tf),
the usual and ‘obvious’ opinion that the market of a good is compemnv? if
there are many agents supplying and demanding this good, eth of them bc?mg
very little and atomistic. Thus, as no one can influence prices-or only in a
trivial manner — all agents can be assumed to be price takers. The,n perf.ect
competition can be considered as synonymous with ‘many agents’, making
and reality appear to agree.
thelgz in fact thgr dﬁi’t. A rigorous person will reply: ‘even if there are millions
of agents, if all of them are supposed to be price takers, then who sets pnce;s? And
who changes them when global supply is different from global deman,d? At th;s
point the neoclassical economist resorts to poetics: ‘prices emerge thanks to
“market forces’ or to ‘the invisible hand’, etc. So much for clarity and mtellectflal
rigour. But that is the dark power of ideology at work. Neoclassical econorfusts
are wedded to the idea that ‘perfect competition’ or ‘frictionless markets are
‘efficient’ in the sense of being Pareto-optimal. They dp not want to adr.mtf
that this efficiency is only possible with a costless, benevolent auctioneer doing
a whole lot of things. . '
My third and most important piece of advice to students studyzng‘mzcroeconomzcg
Each time someone speaks to you of perfect competition say: ‘So, you assume
that there is an auctioneer. Consequently, you are not trying to approz?ch or
abstract from the real world. You propose instead to study another kmd of
world. Please then stop trying to seduce us students into confusion an’d error
by falsely comparing your ‘perfect competition’ with the cartographe.r s maps
or with the physicist’s frictionless models. Please propose something elsgi
preferably something that, like mapmaking and physics, relates to the rég

world.

ABOUT ‘IMPERFECTIONS’

e s ¢ o e
Microeconomics textbooks usually present perfect competition as unre?hstlc
But not because it assumes a central system with an authoritarian aucuor}lleet-
Instead textbooks say it is unrealistic in the sense that in the real world there
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cani be ‘a few’ agents, acting in a ‘strategic’ way. These are ‘frictions’ (Varian
and Mankiw) or ‘imperfections’ impeding efficient allocations. The textbook
suddenly switches to a normative mode and says that they should be eliminated.
But the very fact of speaking of imperfections means that there is a ‘perfect
world’ that can be attained, or, at least, approximated. This ‘perfect world’ is
of course the perfect competition model.

In this model, equilibriums are ‘efficient’ or ‘Pareto-optimal’ and so play
the role of norms. The message is that not only can these equilibrium be attained
or approximated, but they should be. This is why in microeconomics texthooks:
(and now, unfortunately, even in those of macroeconomics), all models with
‘imperfections’ are compared with the ‘perfectly competitive’ ones. This happens
with models of monopoly, duopoly (or oligopoly), monopolistic competition,
public goods (where efficiency can be ‘restored’ by ‘creating markets’ in relation
to externalities), etc. This normative twist generates an ideological argument
that has come to be very widely applied. Suppress market imperfections
(frictions) wherever possible, and everything will be all right. This has become
the ‘economist’s message’, implicit in the analysis and recommendations of
the IME the World Bank, the OECD, the central banks, etc.. And it is so
simple: suppress ‘rigidities’, especially in labour markets, (re-)establish
“flexibility’, and then an (‘efficient’) equilibrium will, ‘smoothly’, be attained.
Perhaps, but we ask again: do these people really want to implement a
centralised system of the ‘perfect competition’ kind-the only one where
‘efficiency’ can be obtained? A

My fourth piece of advice to students studying microeconomics: when a teacher
proposes to study more ‘realistic’ models, of the ‘imperfect competition’ kind,
tell him: ‘All right, but models without an auctioneer and, thus, with at least
some price-making agents’. Then, wait and see’.

ABOUT ‘MARKET FAILURES'

Often microeconomics textbooks have one or two chapters about ‘market
failures’. What they mean is that there are goods (or ‘evils’) that are consumed
(voluntarily or not) without being exchanged through a price system.
Externalities (like pollution) and public goods (goods that can be consumed
at the same time by many persons, such as street lighting) are classic examples

of ‘market failures’.

Microeconomists then propose to ‘create markets’ with the purpose of
implementing ‘efficiency’ (Pareto-optimality). In other words, their approach

_ isclearly normative. How do they propose to do this? Some, like Ronald Coase

(1960), consider it enough to attribute property rights to agents and to let
them bargain, as (competitive) prices ‘emerge’. It is suggested that ‘markets’
ill do the job-efficiently, of course. How? Well, because efficiency requires
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price-taking agents, it is (implicitly) supposed that there is somebody setting
them, and so on, i.e., that all the institutional arrangements of ‘perfect
competition’ are implemented. But when neoclassical economists speak of

‘markets’ and ‘efficiency’, they almost always are unconsciously referring to a
centralised system. They want to show that ‘markets’ can solve problems
without government intervention, but what they propose is a system where a
government, or some other power-collects supply and demand statistics and
-finds and sets equilibrium prices.

Often, textbooks give the ‘example’ of a polluter and a polluted, and propose
the ‘perfect competitive’ (and thus, efficient) solution, in total contradiction
with what they have said in preceding chapters, where perfect competition
was identified with many and atomistic agents on each side.” In fact, nowhere
has this kind of ‘solution’ ever been really implemented. It is true that some
countries, or American States, have organised ‘tradable pollution permit
markets’ (for example, sulphur oxide emissions by electric power plants). But
this requires lots of controls and, because there is no auctioneer, ‘efficient’ or
‘equilibrium’ prices don't ‘emerge’ spontaneously. This is not surprising: how
can traders discover the ‘good’ price, even if there is lots of (costly) bilateral
bargaining? Indeed, some people will trade, others not, and prices of goods
will depend on the way people meet, on their aptitude (or desire) for bargaining,
etc. Generally, the same good will have a different price in different places and
at different times. .

In fact, the problem posed by this kind of ‘market’ is the same as for other

markets: how are prices formed when there is no auctioneer?
A

THE MAIN PROBLEM: BARGAINING IS INDETERMINATE

Suppose that there is no auctioneer. Then at least some agents must set prices.

If this happens for the seller and the buyer of the same good, there is no reason
that they both propose the same price. They will then bargain, the buyer trying
to get a price as low as possible and the seller the opposite. In our societies,
however, most people are price takers: they buy in shops at given prices. But -

shopkeepers’ prices depend on the prices of the wholesalers and/or produce
At some moment, there will be a bargain: between dealers and wholesalers (or
producers), or between wholesalers and producers. In fact, there is always a
bargain (often between groups as lobbies, syndicates, trade unions, etc) in price
formation.

But when one bargains and trades, it is because one wants to get
advantage (more satisfaction, or profit, after trade, than before). How will t
total ‘surplus’ from trade be distributed? There is no simple answer to this
question because traders’ payoffs depend on their bargaining power, on their

mechanism’ or of ‘competition’.

_ Beginning in the 1990s,
_ fashionable among microe
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information about others’ situations (especially on their reservation price)
norms imposed by society (or ‘internalised’ by traders), etc P on
Take as an example a bargaining process orke
Suppose that both are interested in makin,
~ for the boss), the gain from trade being
value’. The boss will try to keep the wor
worker will try the opposite. The result o
of factors such as the level of unemploym
and the laws, conventions,
Most of these factors cannot
bargaining is indeterminare.

between a worker and an employer.
g adeal (ajob for the worker, profit
given by what Marx called ‘surplus
ker’s wage as low as possible and the
f this process will depend on a variety
ent, the existence and power of unions,
customs, etc. to which the parties are subject.5
be reduced to variables in equations; the result of

3
il to produce ‘results’ suffici
. ults’ sufficientl l
e more : ot w y general to
gh level’ publications or to recommendations of economic policy.

) . .
) ‘Today’s mainstream microeconomists don’t do this kind of work Instead
; .
t etha'nt ’to prove ‘theorems’ (especially, the ‘superiority’ of the ‘market
m
echanism’) and they want to tell us what todo (essentially: suppress ‘frictions’
b

wherever possible). It is why they ‘solve’
) : y ‘solve’ the problem of bargainin :
that ‘prices are giver, etc. P of barg g by supposing

My fifth piece of advice to students study
‘Do you agree that behind any price, there
Then, please tell me how the neoclassic
issue? Oh, and please don’t avoi

ing microeconomics: Ask the teacher
is, somewhere, some kind of bargain?
al theory determines the bargaining
d the question by speaking of ‘the market

BARGAINING AND ASYMMETRIC INFORMATION

the concept of asymmetric information became

conomists. It b
Selten and Stiglits in 2001 €came even more so after Ackerlof,
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Think of the cases of insurance (housing, car, health, etc.), of loans by banks,
of used cars (or other durable goods), of labour relations, etc. Insurance
companies, banks and employers know that when signing a contract with a

customer or an employee they do not know everything they might like to know
about her or him. But they have tried to find out as much as they can so as to
limit unwanted consequences , resulting from what they call ‘moral hazard,
‘adverse selection’,’ and so on. Governments act in the same way. For instance
when they pass laws to protect consumers. Customs and traditions often act in
the same way, even if they are different from one place to another. ;
What then is the contribution of today’s microeconomists, especially that
of the prize-winners? Well, they have ‘proved’ (that is, mathematically) that
asymmetry of information is generally a source of ‘imafficiencvies’,8 and that in
some cases it prevents the existence in principle of equilibrium. And so what?
One doesn’t need mathematics to prove or to understand this. As Stiglitz has
correctly insisted, taking asymmetric information into account changes the
general theoretical analysis and, of course, the policy recommendations. But
this can be done using words: one doesn’t need to read Stiglitz’s academic
papers, full of mathematics, to understand what he says and to approve or

disapprove.

WHAT STUDENTS MUST DEMAND

As perfect competition is devoid of interest,” students must keep demanding:

we don't want to hear anything about it, except in history of economic thought

courses (or perhaps eventually in courses about planning).

We want to start at the beginning, as in real life, by studying bilateral
relations, by distinguishing between price takers and price'makers, by finding
at which level the bargaining process takes place, and by trying to determine,

if possible, its issue.

We want to study theory, but with real-life examples, and not ‘stories’ with
households and firms described by ‘easy to use’ mathematical functions and

with prices ‘emerging’ from nowhere. V

We know that what we demand is not as reassuring and comforting a
exhibiting ‘clear’ proofs and results — in a mathematical sense. But we want t
learn about societies, as they are (or as they have been), and not about clea

but uninteresting and non-existent worlds.

_ utility or diminishing marginal ra

& that it is of a ‘one size fit all’ variety,

%

How Mainstream Economists Model Choice,
versus How We Behave, and Why It Matters

PETER E. EARL

UNIVERSITY OF QUEENSLAND, AUSTRALIA

INTRODUCTION

If you compare the theory of consumer behay
‘economics course with what is tau
of marketing,

" iour taught in a standard
gnt as consumer behaviour in a de

vith wl ‘ partment
ke you will ﬁr}d very little overlap. The economists’ story is an elegant
Wh,pt, or mathematical analysis that is presented as an approximation of
vt'he?r goes or; W(I;len consumers economise in the sense of trying to avoid wasting
: scarce budgets on bundles of goods and services th

them than oy pon bundle tvices that are of less benefit to

| at they could afford. The wh is i
: . ole analysis

remarkably self-contained and, even though it is supposedly focused 03,1 h .
k’consu.mers can be thought of as maximizing their well-being ot
, fmythmg that psychologists have saj :
is a kind of psychology in the theo

: no use is made of
d about what makes people happy. There
1y — the notion of diminishing marginal
tes of substitution — but it is all of the
Iso striking about the economists’ analysis
in that there is no suggestion that
different ways in different contexts:

o -, . .
onomists’ own making. What is a

consumers might make their choices in
. . .
b;lzfn cdl;;)fleiee :t all is lse:f?_n ;sl capable of being approximated in theoretical terms
e analysis. Mainstream economists have [
a ists have little to say about habits
(1; ;}gﬁnple, even thoug.h large-scale empirical work by Houthakker and Tayior’
710) long ago slr%owed just how important habits were in determining demand

in co i i
ntrast to the economists’ typical focus on
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The approach to consumer behaviour w.ithin marketilng, by ;ontcriisit;, is

strikingly multi-disciplinary and draw}s1 heavﬂy.o;lczsy(rtc}llleo Scfly;l ;lr(l) . Z(;gns ai;(ri
e specialized areas such as semio

:;rrt;iis;,scrgr?;nugication, and cultural studies. Ma.rke.ting schola.rs al(ssc; i(&filz
their eyes open for useful developments fr‘om w1th1nheconorr;1cs foe for
example, Ratchford 1975), comparing marketing approaches FO re Zrm Hations
of mainstream economic analysis in terms of consumers havm%1 ah errz1 !
product characteristics rather than goods per se ~ an approacl t atd ecciaf es
later is still not a central part of the economic ma.mstréafn but is ;ftan A ;a.rte
within marketing). The marketing approach is strikingly di ;:,rent in l1 ]s(
pluralistic outlook, even in its most prestigious jourgals such as the ]%uma 0
Consumer Research: at one extreme, consumer behav'mur research czmh e eviry
bit as formal and quantitative as work by economists whe'reas, att e o e(11'
extreme, it can involve much more qualitative approaches, mtrospec;:tlon‘ an
a hermeneutic approach (the careful analysis.of text, such ES 2 veII‘ctlsu}g
material). Pluralism extends to the way that choices are seen asl elr;g?r tE.l e:llislﬁ
different ways according to context: for example, mark.etm'g scholars ls;tmg
between situations that are emotionally charged (high m.volvement ;Jersu;
those that do not have great personal significance .(low involvement), an
between habitual behaviour and discretionary beha.mour. b diffeced

What is particularly strange about the coexistence of such differen

approaches to consumer behaviour is that there exists a literature within

economics that stands somewhere between them bL.lt is rarely taught C;mthu;
core economic principles courses. Though econormst are prorfle ;:)1 1sr}r11ils,
marketing as a ‘Mickey Mouse subject’, it is clear thaF in terms of scho az:eérp;
the marketing writers are better read and more opfen—r.mn‘f:led.. While mallzls. -
economists’ work on consumer behaviour remains impervious to wEr in ;

area in marketing, marketing writers have drawn extensively on a heterodox

. s f
approach to economics that draws upon research in psychology and studies o

how people actually behave. This approach, known variously as behaviou.rgl
economics, psychological economics or economic psycholo%y, has major
differences with the mainstream approach. The present chapter focuses on

four major areas of difference by way of giving students a taste of what they

could be missing when they study the microeconomics of choice.

1 Trade-Offs and the Shopping Trolley

Mainstream economics: ‘As an approximation to reality, let us assume (;halt:
consumers consider the pros and cons of having a bit more of one pro l}if :
versus a bit less of any other product and that they do this ff)r all possi< 3
combinations of products that are available. Having dom‘e this and wor et

out which bundles of goods they can afford, and which they cannot,

 have to simplify things and make limited comparisons,

_ toothpaste versus cheese versus olives,

~ would walk around the entire store to

_ Companies that supply grocery pr.

also find it worth sp
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they then choose the bundle

from their feasible set that gives them the
highest uility.”

ay’s mainstream approach to

worked out. The century-old perspective might not seem too implausible for
poor consumers in a developing country, who face a narrow range of choice in
alocal market, but it looks much more questionable for supermarket shopping
where the consumer faces a choice between over 10,000 distinct product lines.
This implies a vast number of potential combinations of ways of spending the
weekly shopping budget, plus many more ways of filling shopping trolleys whose
cost would exceed the weekly budget. The fact that consumers can actually
zip round a supermarket and get their shopping done in an hour or less, rather
than spending ages trying to figure out what to do, might be taken by

mainstream economists as implying that their approach is a reasonable

approximation to what goes on. However, to the behavioural economist, it

implies that shopping is being done in a way that does not involve anything
like a comprehensive consideration of possible trade-offs.

Behavioural economics: ‘People have limited computational powers and
can handle only about 10 bits of information per second and they typically
can only keep in mind 7 + /=2 things at a time. ..’

In the face of such empirically established cognitive limitations, shoppers

for example between
hpaste, but perhaps not between spending money on

etc. Supermarkets are designed to
facilitate this, grouping particular categories of products in particular aisles to

1s to make sequential comparisons of like with like and fill their
y do so — if consumers shopped as pictured in mainstream theory,
then products could be placed absolutely anywhere in a store and consumers

size up what was available before

rival brands of toot

commencing to make their selections.

Even the comparison of brands may be limited if there are many rivals in
the same category,.so choice may be affected by advertising and the ability of a
brand to grab attention (e-g by being displayed on a shelf at eye-level or at the
end of an aisle, and by having a conspicuous, distinctive type of packaging).
oducts therefore compete to get the best
attention by paying inducements to supermarkets; they
ending a considerable amount on imprinting their brand

Positions for grabbing
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symbols on consumers’ minds via advertising.
With so many items in stock, and with different shop layouts, supermarkets
find it difficult to demonstrate to consumers that they offer a better deal than

their rivals. This is why some chains experiment with ‘weekly specials’ to try to
€ncourage consumers to experiment with shopping in their stores instead of
staying at rivals’ stores. Other supermarket chains advertise themselves as
offering ‘everyday low pricing’ in order to deter consumers from engaging in
the inconvenience of checking the deals offered by their rivals. The different

strategies will appeal differently to consumers depending on which decision”

rules they use to simplify their shopping. The implication is that it may be
unwise to assume, as mainstream economists do, that all consumers are pretty
much the same ‘representative agents’ and that it may be worth studying the
different kinds of shopping strategies that are commonly used.

2 Choice Between Competing Products

Mainstream economics: ‘People choose by weighing up a product’s good
points against its bad points to get an overall view of what it is worth to
them, to compare it with other products’.

Although the formal teaching of mainstream consumer theory still normally
focuses on choice between rival combinations of goods rather on what these
goods have to offer, the mainstream economist’s focus on substitution leads to
a simple piece of policy advice for firms: ‘If you can’t sell good goods, sell cheap
goods’. This line of thinking has important implications for how a country
should deal with a balance of payments problem. To increase exports and reduce
imports, the crucial thing is not to change what is being made but to change
relative prices. Hence allowing the exchange rate to depreciate is the way to
reduce imports and increase exports, since this will change domestic production

costs relative to those overseas. In practice, devaluations do not have a brilliant

record as means of turning around balance of payments deficits. A mainstream
interpretation of this would be that exchange-rate changes tend not to go far
enough, whereas from the behavioural perspective the reason might simply be
that consumers are choosing on essentially non-price grounds in ways that are
at odds with the principle of substitution.

Behavioural economics: ‘Consumers may sometimes trade off good points
against bad points and form overall evaluations of rival products, but
often they may be intolerant, choose on the basis of a priority ranking, or
reject all brands that don’t offer all the features on their preferred checklist.’

There are several plausible reasons why consumers fail to work out overall
evaluations of products in the trade-off manner:

HOW MAINSTREAM ECONOMISTS MODEL CHOICE 99

Some kinds of products may get ‘ruled our because consumers see
them at odds with how they see their identities (as in ‘I know it’s
cheap, functional, or whatever, but it isn’t reallyme; I need something
that says something about my place in the world, my ability to discern
quality, etc. and in the latter terms it simply isn’t good enough.’).

They may build their lives around particular morg] principles (for
example, Vvegetarianism, avoidance of debt, patriotism).

A product may have t0 many features to keep in mind at once
whereas choice is simplified if one uses g checklist of desireci
performance standards and does not try to compute an overall value
(as with ‘I want a DVD player under £100 that is able to play MP3
recordings and JPEG picture CDs, and, ideally, is not made in China’).
Experience will enable consumers to judge whether their demands
are too restrictive (so nothing is deemed acceptable) or too easy
(such that many products get over the set of hurdles and a tie-break
rule is needed), and hence what they can reasonably expect to

demand. Social inputs may also helpin shaping a consumer’s mould
of tolerance in a particular area.

If price frequently is not a decisive factor, then national policy makers may

find l?alance of payments problems require much more subtle policies than
allowing the exchange rate to depreciate,

quotas would be a definite ‘no-no’,
The behavioural berspective is also relevant for business

o A car with a very poor rust resistance or reliability record, despite
being stylish and sporty (cf. the fate of Lancia in the UK a couple of
decades ago, and the difficulties in re-establishing Alfa Romeo as 4
premium brand)

Anairline with a poor safety record (would you travel with Aeroflot?)
A restaurant menu with no vegetarian option (a single vegetarian
In a group could rule out the restaurant for the entire group)
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e A jobapplicant who cannot meet all the ‘required selection f:ﬁtc?ﬁa’
(it is ironic that heterodox economists have a hard time getting jobs
in prestigious universities in the UK under the current Research
Asssessment Exercise (RAE) system, since they tend not to be able

to get articles published in the top ranking journals that the RAE
favours when assessing academic departments for research standing
and hence funding).

The behavioural perspective may help explain why many highly successful
products (and people?) are actually rather bland: the firms that win a big/
proportion of a market may be those that offer products that offer adequate’
performances in all respects commonly required even though they are not
outstanding in any respect.

3 How Well do People Choose?

Mainstream economics: “We presume people take decisions consistent with
. : : k]
the application of principles from economics and statistics.

Behavioural economics: ‘Research shows that behaviour of actual decision
makers is commonly at odds with what economic theory expects but not
in an unsystematic manner; in other words, it is subject to a number of .~
commonly observed biases.’

The difference between the perspectives here is rather in terms of normative
versus positive economics. For example, a behavioural economist will accept
that mainstream advice about what one should do in respect of sunk costs is
‘appropriate; however, it is evident that many people actually find it difficult to
avoid ‘pouring good money after bad’, falling into the tg{?ptation to try to
recover money they have already spent on something, rathéer than focusing on
the returns of spending additional money on the same thing versus on
something else. (Classic examples include Concorde, the UK’s Millennium
Dome, playing poker, running an old car, or continuing to go for a workout as
a means of ‘getting value from gym membership’ despite hating the process.)
Other kinds of observed behaviour at odds with mainstream theory include

cases where:

e People do not treat the value of their time or money consistently
and instead ‘frame’ things mentally in different ways. (For example:
taking a quarter of an hour extra to shop for a £10 saving on a car
radio, but not haggling for an extra quarter of an hour to save an
extra £10 on a car; likewise, advertising £10 off a car will not attract
attention in the way that advertising £10 off a much cheaper item

will.)
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The value a person places on something is affected by whether or
not they already have it (for example, experiments have shown that
people who agree to buy something for a particular sum tend to
require more to part with the item if it is given to them and the
experimenter then offers to buy it back).

People who mow their own lawns to save paying a lawn-mowing
firm £10 to do the job tend not to be prepared to mow their
neighbour’s lawns to earn £10.

People tend to be more concerned with changes in the value of their
wealth than with its absolute value.

People are prone to addiction and weakness of will, and at the same
time to be aware of their personal limitations. If consumers were not
aware of their fallibility we would not see them pre-committing
themselves to avoid succumbing to temptation, as with Christmas
club savings accounts (that are hard to withdraw and tend to offer
poor rates of interest), voluntary superannuation schemes (that may
perform no better than unit trusts to which the saver has free access),
going to health farms, or making their plans public so that a failure
to deliver would be humiliating

People allow their judgment to be affected by vivid pieces of
information that they ought to dismiss as statistical outliers or make
judgments on the basic of simplistic rules, rather than basing their
judgments on large samples of data and easily obtainable expert
knowledge. An example of the former is where a consumer allows
the tale of a single maverick example of a product to put them off
buying it, despite having read consumer magazines that report it is
very reliable. As an example of the latter, you might reflect on how
you would judge the safety of different types of cars: would you do so
in terms of cues such as the size of the car, claims made by
manufacturers in advertisements and the manufacturers’ reputations,
or would you bother to use the internet to check laboratory research
findings (for example, those of the European New Car Assessment
Programme at http://www.euroncap.com/) or assessments based on
actual crash statistics (for example the Swedish Folksam study
reported at: http://www.folksam.se/forskning/uaﬁk/sakra_bilar/z003/
bilListaEngelsk.htm), and do you find it hard to believe the finding
from the latter that the small ‘Toyota Yaris is as safe as a large Volvo
and safer than a BMW 5-series?

People seem to divide their thinking about money into different
‘mental accounts’, which they treat differently, so they end up
scrimping and saving in parts of their lives but spending lavishly any
time they come into money by chance.
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These kinds of behaviour certainly can cause groblem; for sornseufllnr:;sctigrzz
to market their products, but note that firms seeking to s apeecrc;r;r "
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policies (see the excellent articles by Ha . eI’npirical D).
However, the area that has attracted the ‘most concer D b
date has been the area where most money is at st;ke, n;:nzebserhavmur oo
departures from ‘rational’ behav?our affect stoc m.au:t Z e
rise to circumstances in which investors can consistently i avermee
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4 What Determines Querall Happiness?

.

you will feel.’

Behavioural Economics: ‘Many people do not find more is bette}’, and S?E:’
with good reason, don’t try to get as many goods and services as they

could.
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théy opt for safe ways of spending their time and money (comfort) rather than
enjoying the psychological benefits of taking on challenging activities and
getting to grips with them (pleasure). He contrasts their bland entertainment
choices, foods, vacations, and so on (nowadays we might think here of
McDonald’s, Disney and Hollywood as symbols of this) with those of less
affluent but culturally more adventurous Europeans. Also evident in this
perspective is a recognition that consumers need to experiment and work at
developing skills in particular areas in order to appreciate the finer things in
life: the stereotypical affluent American, by contrast, is prone to outsource
such activities to an army of experts (interior design consultants, personal
trainers, psychiatrists, and so on).

"Two other key themes in the behavioural critique of the ‘more is better’
viewpoint of mainstream economics are that (a) People tend to judge their
well-being not by how much they have in isolation, but by their positions
relative to other people whom they use as reference points; and that (b) People
do not realize that they will soon become habituated to better (or worse)
standards of living. A long-dreamed-of expensive new car thus may be merely
a temporary source of joy unless the manufacturers have managed to build in
a lot of design features that will continue to ‘surprise and delight’ the owner:
we soon get used to that standard of motoring and cease marvelling at it, and
before long friends and neighbours acquire similar vehicles soit loses its ability
to serve as a status symbol. '

Given these tendencies, consumers might be far happier if they were less
obsessed with trying to get ahead in material terms, with all this entails in
terms of work-related stresses, and instead opted for a simpler, free-and-easy
lifestyle based on relaxing socially rather than on social competition. In short,
striving for economic growth so as to emulate US lifestyles may not result in
greater happiness — it might be better to aim for lower stress with less
materialistic spending but better education and a vibrant culture.

CONCLUDING COMMENTS

 The coverage of differences between mainstream and behavioural approaches

to choice presented in this chapter is by no means complete. Even so, the
monopolistic domination of the mainstream or neoclassical approach to

_consumer behaviour may seem rather distressing in the light of the issues that
 have been raised here, for much time is being taken up teaching and studying
this analytical framework at the cost of excluding the empirically far richer

ve. If you wish to receive training in non-neoclassical

Tesearch on consumer behaviour but are presently studying with a thoroughly

ainstream department of economics, then your best hope is to take enough
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marketing classes to enable you to take part in a consumer-behaviour course
delivered within a department of marketing. It is sad to have to offer such
advice right now, but the good news is that the behavioural approach. is

becoming something that mainstream economists will have trouble i 1gnormg,

for much longer.

While economists typically paid rather little attention to the award of the
1978 Nobel Prize in Economics to pioneering behavioural economist Herbert
A. Simon (who never held an academic post as an economist and at the time
of the award was a professor of computing science and psychology), the sharing
of the 2002 Nobel Prize by psychologist Daniel Kahneman and experimental
economist Vernon Smith received widespread media attention and came hot
on the heels of articles in major newspapers (for example, Uchitelle 2001),
Lowenstein 2001) about the behavioural approach. Textbook coverage of it
can be found in a few cases if you know where to look (Earl 1995, chapters 2
and 4, Frank 2002, chapter 8) and your university library might also subscribe
not merely to relevant journals from marketing, such as the Journal of Consumer
Research, but also to journals that specialize in publishing work in this area;
such as the Journal of Socio-Economics and the Journal of Economic Psychology.
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Managerial Economics: Economics of
Management or Economics for Managers?

SASHI SIVRAMKRISHNA

FOUNDATION TO AID INDUSTRIAL RECOVERY, INDIA

This essay is more about ‘what’s wrong with managerial economics’ than about
‘what'’s wrong with economics’. I must make it clear that I do not intend to

critique neoclassical economics; I am sure that many others will undertake to
do so in the present volume. My aim instead is to make clear to students some
of the shortcomings of managerial economics, a course that finds a place in
almost every management education course. I have articulated my thoughts
in relation to the questions raised and concerns expressed by my students, and
I hope that the arguments put forth will make the learning experience of other

students more meaningful. I also hope that the essay will spark off a debate on

what the objectives of a managerial economics course should be. This debate
must involve not only teachers but also students and ex-student practicing
managers. | sincerely feel that a subject like managerial economics is extremely
important and useful to professional managers, but in its present form, valuable
time and energy is being wasted. ,
As students of management, a course in managerial economics could in
fact be your first introduction to economics. I found my students coming from
diverse backgrounds, from literature to mathematics. Whatever their
backgrounds, there is always great enthusiasm to learn economics. Students
want to comprehend the radical changes that are transforming our societies.
And everyone knows that economics is driving a lot of this. This is even more
important in countries like India where there are so many apprehensions about
as well as expectations from economic liberalization, privatization and
globalization. Managers and entrepreneurs are keen to put all the economic

news that bombards them day-after-day into perspective and also develop an
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informed opinion on various issues. Let me give you a simple example: a few
years ago in India one question that grabbed the headlines was whether we
should allow the import of used cars. I asked my students for their judgment —
most of them were reactionary, but after introducing them to what are the
possible gains and losses from free trade, they were able to see that there is
never a simple yes-no answer to such questions; economics, like many other
subjects, is a struggle of beliefs, the outcome of each step becoming the basis
for the next.

Rather than inducing debate and discussion on economic issues, the typical
approach of managerial economics is professional, like law or engineering. This
is reflected in the objective of a managerial economics course, which is now
fairly standardized and exemplified in most textbooks — to provide students
with a set of tools that will help them solve decision-making problems that
they will face as managers. Consider, for instance, the text by Keat & Young,
entitled Managerial Economics: Economic Tools for Today’s Decision-Makers. The
text propagates ‘managerial economics as the use of economic analysis to make
business decisions involving the best use of an organization’s scarce resources’.
You are then led to believe that once these tools are acquired, you will be in a
position to ‘apply’ them to, and solve, your business problems.

What follows as the contents of the course, the economics tool kit, is
microeconomic optimization theory. Students live under the hope that if they
are able to define the market structure within which their businesses function,
estimate the demand and cost curves, then voild, they will know in no uncertain
terms what quantity of output their firm must produce (Q*) and at what price
(p*) so as to maximize profit 7*). This approach, where students are made to
believe that their managerial economics course will provide them a tool kit,
leaves students frustrated because sooner or later they come to realize that
these tools cannot be ‘used’ like engineering formulae. And this realization
comes at a significant price; after all, the course demands a lot of effort. Even
worse, there is a feeling of emptiness — their economics course never touches
upon the economic issues that they would have considered relevant.

" As ateacher, this left me dissatisfied and led me to think about why standard

microeconomics cannot be ‘applied’ to business decision-making problems. I
soon realized that if managerial economics were to serve as a tool kit, it must
begin with an economics of management, articulating problems confronting
the manager from a manager’s perspective, taking into account the constraints
they actually face, which must then be related to their decision-making

problems. But economics was never developed from the manager’s viewpoint

or context. As Diamantopoulos & Mathews point out,

Conventional price theory was never intended to serve as a conceptual
framework for the study of pricing of the individual firm.. .price theory
has been primarily developed for use in the analysis of broad economic
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changes and the evaluation of social controls... Therefore, it would be
unfruitful (and erroneous) to use conventional price theory as a unified
framework to guide the theoretical and empirical study of price
determination within real-world firms.

(Diamantopoulos and Mathews 1995, p. 11.) -

Managerial economics is not based on an economics of management-the

latter, I think, is a precondition for it to become useful as a tool kit to managers. -

What is done instead is to take a standard microeconomics text, replace all
mathematical subscripts (1, ..., n) with ‘real’ names, put a few case studies in
boxes as ‘applications’, and make students feel and reinforce the hope that
these economics tools can be ‘used’ by them. However, when encountered
with a real problem their tools turn out to be inappropriate because these
microeconomic models were developed to analyze broad economic and social
systems, not a manager’s marketing and sales problems — you cannot hammer
a nail into the wall with a screwdriver.

So why not adapt our usual microeconomic models to a manager’s context?
Herein lies the problem. When advocating economics as a bag of tools to
managers, the economist must realize that managerial economics suffers from
a case of asymmetric information — what the economist works with and what
a manager actually has to work with. The result: economics fails to give any
answers to, even articulate, the problems of managers. ,

What is this information that an economist assumes but that a manager
does not have? Recall Part I of your managerial economics course: the actual
demand curve. If you browse through an economics or'managerial economics
text, you will notice that the demand curve derived from consumer choice
models is taken as the actual demand curve with a known slope and location ~
giving information on what consumers are willing to buy at what price. If the
ceteris paribus assumption is relaxed, the economist also knows by how much
the demand curve will shift. The economist then freely uses this demand curve
when she studies firm behavior; whatever the market structure might be.

The conventional managerial economics text ‘cheats’ the student by
introducing a chapter on demand curve estimation: a brief, nothing kind of
chapter, on how to estimate demand curves. Even if you are told not to attempt
this exercise yourself, given the dangers of estimating a wrong demand curve,
the student feels that ‘it can be done nonetheless’. Students can then go about
the rest of the course feeling assured about the usefulness of the course.
Interestingly, this chapter on demand estimation is missing in many (pure)
econormics texts. ' i

As a manager or entrepreneur, are you in the economist’s privileged position?
Do you have the actual or estimated demand curve for your product on your
table or computer screen? Obviously not. We need only consider all those
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cases that Jack Trout discusses in his book, Big Brands, Big Trouble: the failure

of New Coke, A.1. Poultry Sauce, Xerox computers, Firestone tires. If these
companies, with access to the best resources, could have estimated the demand
curves for their products, would they not have done so, and so avoided such
failures?

The manager does not know and can never know with certainty where the
actual demand curve lies. In fact, if she knows the actual demand curve for the
firm's product, there really isn’t much of a management problem. With the
actual demand curve, all one has to do is to apply the profit-maximizing rule
(MR=MC) or any other rule meeting the firm’s objective and the firm’s balance
sheet could be prepared, not just for the current year, but maybe even for the
next year. A manager may still have to motivate employees or obtain raw
materials from the cheapest source, but those are not usually the problems
with which a manager goes to the economist.

It is useful for the economist to delve into the world of managers and
entrepreneurs. Al Ries and Jack Trout can provide some useful tips for the
economist trying to understand the Economics of Management:

You can't predict the future. So don't plan on it.

The fatal flaw in many marketing plans is a strategy based on
‘predicting the future’.

Seldom are the predictions obvious. Usually, they are so buried in
assumptions that you need a degree in rhetoric to ferret them out.

Remember Peter’s Law: ‘The unexpected always happens’.

(Ries and Tron 1998, pp. 44-5.)

There is something more that an economist needs to learn about
management before theorizing about it and that is, management is not about
‘predicting’ the future, but about ‘creating’ the future (Ries and Trout 1998).
Itis not enough that top management ‘sees’ the demand curve for their product
but also create it as they desire it to be. In other words, they must not only
know what people want but also make them want it — through advertising,
building brands, tactics or whatever. Management decision-making is not only
about setting p* and Q* given the demand curve but also shifting the demand
curve to meet the company’s objectives. In his book on entrepreneurship, ‘In
the Company of Heroes’, Hall comments that ‘entrepreneurs do not find high
profit opportunities, they create them’. (Hall 1999, p. 38.)

We must, however, be fair to the economist. The idea of the actual demand
curve being unknown to a manager is not a novel one in Economics.

Diamantopoulos and Mathews quote several economists on this point:

‘The most challenging problems occur in attempting to estimate the firm'’s
demand schedule, for typically the pricing executive only knows one
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point in its demand curve — the number of units being sold for the existing
price’ (Alpert).

‘From the standpoint of decision-making, the relevant demand curve is
the one on which management basis its pricing and production decisions.
This need not be the actual demand curve. From the decision-making
standpoint, it suffices that management behaves as if it were the demand

curve’ (Horowitz).

“The demand curve whose image spurts entrepreneurial action will be
referred to indiscriminately as the subjective, or imagined, or anticipated
demand curve. It may even be called the ex ante demand curve’ ‘

(Weintraub). ,
(Diamantoloulos and Mathews 1995, p. 19.)
McKenzie and Lee also point out the problem in knowing the actual demand
curve:
Saying that the firm must choose the ‘right’ price is easier than actually

choosing it... Managers can never be completely sure what the demand
for their company’s product is’. (Chapter 12, p. 290.)

The average-cost pricing model in Economics also recognizes the
impossibility of a determinate demand curve: '

Tastes in the market change continuously and the reaction of the
competitors is impossible to predict. Thus firms cannot estimate their
future demand. Past experience does not help rquch in reducing
uncertainty, because extrapolation of past conditions in the future is
haphazardous given the dynamic changes in the economic structure.
Given this uncertainty average-cost pricing theorists reject the demand
schedule as a tool of analysis, thus abandoning half the apparatus of the
traditional theory of the firm. (Koutsoyiannis 1994, p. 272.)

But outright rejection of the demand curve really ‘reduces’ the manager to
an accountant. All she must do is to compute average cost and add requirekdk
mark-up, leaving it to the market to determine sales. As managers, do you
then sit back and do nothing? Dor’t you have to engage with the market? Try
to influence demand for your products? :

Chamberlin (1969) also talks about an actual demand curve and an expected
demand cﬁrve, the latter being more elastic (quantity demanded will reagt
more strongly to a given price change) than the former. This expected demand‘
curve assumes a manager to be a naive individual, always repeating thg: same
mistake of not considering the actions of rivals. Once again this approach may
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-

be acceptable if Managerial Economics is about telling. managers what

- economists think of them. But the real world is not this way; or most companies

would have economists as their CEQOs.

So, if managerial economics cannot be a bag of tools, given that we do not
have an Economics of Management, then we must take a different approach:
the path that I have chosen to take is economics for managers. And here we
need to be honest and give students plain and simple ‘economics’, not promising
them any bag of tools to be ‘applied’ to their business problems. If managerial
economics means econormics for managers then this course can be considered
supportive in nature, providing awareness, insights and a general understanding
of the market system — important ingredients for managerial decision-making
— but, let me repeat, not a tool kit to solve managerial decision-making problems
per se. More specifically, the course is not intended to make students believe
that MC=MR type rules can be ‘applied’ to solve business decision-making
problems.

With this approach, it is also not necessary to limit the course to neoclassical
microeconomics —economic history, political economy, institutional economics
and even Marxist theory could all provide invaluable insights of the working
of a capitalist economy to managers. I usually begin my managerial economics
course with a reading of Heilbroner’s ‘Worldly Philosophers’. Students must
understand that economists, not just the neoclassical ones, try to unravel the

-mystery of the market system, how it works, when and why it fails, where

government intervention may be useful and what are the effects of intervention
on societal welfare. Managerial economics must be seen in this light — putting
the market system in perspective — the efficiency of the market system in a
perfectly competitive structure, the deadweight loss from tariffs and quotas,
the inefficiency of monopolies, the need for regulation of natural monopolies,
excess capacity in monopolistically competitive markets, price and output of
firms in oligopolistic markets, market failure under information asymmetry or
externalities like pollution, the importance and role of international institutions
like the World Trade Organization. There are also several macroeconomic
issues that students are keen to familiarize themselves with: fiscal and monetary
policy, financial markets, inflation, and so on. Asa manager, don't you have to
be aware of what led to the South East Asian crisis? Why budget deficits are a
concern of many developing country governments? What the implications of
capital account convertibility are?

Though students have come to appreciate this approach to managerial
economics, I face a problem of methodology: with just one or two courses of 3
to 4 credits each, it becomes difficult to provide students with both rigorous

_ methods of analyses and an introduction to a wide range of issues. Too much
_ method means that students lose interest, and too little of it means that the

discussions become intuitive and shallow. This is a question of balance and is

 aserious challenge that I have been trying to resolve.
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To conclude, teaching managerial economics needs to take a clear stance:
is it an economics tool kit for managers based on an economics of management?

Since I think this is not the case, because there really is no economics of
management, we need a more honest approach, economics for managers ~and
here, we need not restrict course contents to neoclassical theory. We should
include a wider understanding of economics and economies (managerial
economics will have to be, at least to some degree, country-specific). The
problem, however, is to balance the discussion of methods and issues.

This conclusion, however, is not the end, only the beginning of my endeavour
to chart out a set of objectives and contents for managerial economics. I would
appreciate to receive ideas and suggestions on making this subject more
interesting and relevant to students and managers, the world over.
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Why Do We Have Separate

Courses in ‘Micro’ and ‘Macro’ Economics?
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A student in economics would be perfectly warranted in asking his teacher
(and himself): “Why do we have separate courses in microeconomics and
macroeconomics? Why not just courses in simple, or elementary, ‘economic
theory’, and then courses in advanced ‘economic theory’?”

Textbooks often try to answer these questions — as their authors know that
they are inescapable. They generally argue that there exists a kind of * division
of labour ‘: micro treats of ‘relative prices’ and ‘resource allocation’, and macro
is interested in ‘levels’ of production (GNP), of consumption, of investment,
general price level, etc. But if this ‘division of labour’ really holds, why are
employment, intertemporal choice (savings and investment) and growth theory
studied in macro textbooks? And why are these books nowadays full of
maximising households and firms, with given prices, just like micro textbooks
are! If everything — including the level of investment — can be reduced to
agents’ choices, then there is no reason for having a separate course in
macroeconomics; there should be no difference between micro and macro.

In fact, the synthesis of micro and macroeconomics is not possible: there is
‘no bridge’ between them — and there will never be, for (obvious)
methodological reasons. Although it is true that certain theoreticians pretend
to give ‘microfoundations’ to macro, they do so by assuming that the economy is
reduced to an unique single agent — misleadingly called ‘representative agent’ —
an assumption in contradiction with the very essence of microeconomics:
diversity of agents, without which there can be no exchange.

All these points are developed in this chapter.
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WHY A SEPARATE COURSE IN MACROECONOMICS?

There is a very simple answer to this question: because microeconomics isof
no practical use; as it supposes fictitious agents living in fictitious institutions,

it has essentially no relation with the real world around us, present or past (see

chapter by Benicourt above). It is purely speculative.

But governments and firms have to take decisions on important economic
questions: taxes, public spending, interest rates, production, investment, etc.

To do this, they need to be informed about the economic situation in the

country — that is why statistics are collected by all sorts of institutions (public

and private).They also need theories, and/or models, from which they can
deduce, or predict, the consequences of their decisions (policies). These
theories, or models, generally start with a few simple relations, valid in the
average, obtained from observation of present and past facts. Such is, for
example, the case of the ‘quantitative theory of money’, Keynes's ‘consumption
function’ or the ‘investment accelerator’ model. '

One fundamental point about these relations is that they concern aggregates
national income, consumption, investment, saving, employment, money supply,
price level, etc., and not specific goods or agents (it is why they can be true

only ‘on average’). Another point is that they are observed (not deduced): they
are founded on more or less evident ‘psychological’ facts (as observed

behaviours) or ‘technical’ relations (as capital output ratio); they are generally
not deduced from a maximising program (even if behaviours are supposed to
be rational, in an elementary way). The parameters (or coefficients) of these

macro relations can be estimated by statistical methods (econometrics) applied

to (aggregate) data — the theoretician’s work consists in selecting which

variables are pertinent, and in deciding whether they are endogenous or
*.'t.'% ¢ o

exogenous. R

Traditional macroeconomics was conceived in this global (or ‘holistic’, as

some prefer to say) way. The IS-LM model is typical of such an approach: it

supposes two (aggregate) behavioural relations (consumption function and
the demand for money, money supply being exogenous), and an accounting

identity (income is the sum of consumption and saving, or investment).

Governments can use the IS-LM model to make predictions (of greater or
lesser quality) and to determine (with more or less precision) specific policy
consequences. The main point here is that macroeconomics was, from the

very beginning, conceived to be ‘operational’ — it tried to explain, using
statistical data, what happens in the real world, and was intended to propose
policies (or regulations) to transform this real world. Macroeconomics w S
thus developed in opposition to microeconomics and its fictitious worlds.
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MICRO AND MACRO: AGGREGATING GOODS

Macroeconomics became increasingly important with the Great Depression
that set in after 1929. The consensus according to which all problems would
go away if markets were only more ‘flexible’ (as we say today) and that policies
should aim at ‘suppressing everything that prevents markets from adjusting —
especially labour markets’ had broken down. Government intervention was
becoming more and more massive in all capitalist countries. ,

The ideas of theorists like Keynes — who didn’t believe in the efficiency of
‘market mechanisms’ and of laissez-faire — became widespread, and even,
dominant; their proponents aimed (and still aim) at justifying government
intervention. Activist government policies being, in fact, widely accepted,
economists got accustomed to macro arguments justifying them and became
used to the coexistence (separate existence) of macroeconomics alongside
microeconomics. But, at the same time, it was obvious that micro and macro
approaches were (and are) fundamentally different, as the former starts from
individuals’ choices deduced from certain axioms or postulates, whereas the
latter takes as its starting point observed relations between aggregates, valid
only ‘on average'.

Indeed, there seems to exist an easy (or logical) way to bridge the gap between
these two approaches: as society is formed of individuals, it should be possible
to obtain its (global) production, consumption, investment, growth, cycles,

_etc. by simply adding up individual choices (concerning production,

consumption, etc.). If this were to be possible, the distinction between macro
and micro would be superfluous: a unified theory would thus be achieved, and
methodological individualism (the neoclassical principle according to which
all explanation should proceed from individual choices) would be respected.
Macroeconomists have not, however, chosen this (apparently obvious) solution
because, in any society, there are many goods and many individuals, and they
are interested in a global approach. That is why they construct aggregates like
GNP (gross national product), consumption, investment, capital, and so on.

- The main problem with aggregates resides in the fact that they can only be
concocted by combining prices and quantities. And prices, for instance, depend —
if they are not completely arbitrary — on agents’ tastes, on technology, resources,
customs, laws, bargaining, etc. Aggregates synthesise a lot of information
(including social relations). It is then nonsense to treat relations between
aggregates as if they were micro relations (i.e. assuming that these aggregates
behave ‘as if’ they were simply quantities of goods). Which is what is regularly
done in the case of the (unhappily) famous aggregate production function
F(K, L): prices (here, the interest rate and the wage level) are supposed to be
deduced from the amount or quantity of capital (through the ‘marginal’ relation
F'¢(K,L) =rand F '} (K, L) = w) ; but the amount or quantity of capital can
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only be measured by using a system of prices (as capital is, by definition, the
value of a stock of goods: machines, inputs, etc.). This circular way of reasoning —

prices depend on aggregates which themselves depend on prices — has been,

criticised for a long time (in the famous ‘two Cambridge’ controversy).

Contemporary textbooks generally ignore the problem involved in

aggregating goods. Sometimes, they say that they proceed as if there were only
one good (‘corn’ for example); but this doesn’t stop them from speaking, later
on, of ‘markets for goods’ (in the plural). Sometimes, they make up some stupid
imaginary examples, as in Barro and Sala-i-Martin’s textbook on Economic
Growth: ‘One way to think about the one-sector technology is to draw an
analogy with farm animals, which can be eaten or used as inputs to produce
more farm animals. The literature on economic growth has used more inventive
examples — with such terms as shmoos, putty, or ectoplasm — to reflect the easy

transmutation [sic!] of capital goods into consumables, and vice versa’ (Barro

and Sala-i-Martin, 1995, p. 18). No comment...

MICRO AND MACRO: AGGREGATING CHOICES

"To deduce macro relations from micro ones, it is thus supposed that there is
only one (physical) good — i.e. macro is simply micro in a one-good world.
Actual national income, consumption, investment, etc — even if they are
evaluated through a system of prices — are considered ‘as if' they were amounts
of ‘corn’. What do households choose, then? They have two decisions to make

o first, they must decide which part of the product (in ‘corn’) is
consumed — the remaining part is invested (allowing future -
consumption); 4
second, households must choose between work and leisure.

Firms produce corn from corn not consumed (‘invested’) by households,

and from their work. It is then possible to think about ‘markets’, of ‘present’
and ‘“future’ corn, and labour. But, as markets presuppose prices, one has to
deal with the main (and, in fact, unsolved) problem in microeconomics: price

formation.

Just as microeconomists do, macroeconomists also give a prominent place .

to the so-called ‘perfect competition model’ — prices in this model are supposed

to be ‘given’, and agents are supposed to act as ‘price takers’ (see chapter by |
Benicourt above) Their supplies and demands are then aggregated in a ‘macro’

perspective to obtain ‘global’ production, consumption, investment, employ
ment, etc. But for a long time economists have known that it is not possible

generally, to obtain a consistent ‘global’ choice starting from consistent
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findividual’ choices — for instance, it is possible that transitive individual
/preferences are, after aggregation, no longer transitive. ,

Moreover, it was proved — by Hugo Sonnenschein (1972) — that excess
aggregate (competitive) demands can have any form whatever, so that when
prices and quantities start adjusting ‘anything can happern, as it is recognized
by Mas-Colell, Whinston and Green (1995) in their advanced textbook
Microeconomic Theory. One consequence of Sonnenschein’s ‘theorem’ is that
itis not possible to ‘give microfoundations’ to usual macro relations (especially
those supposed to describe aggregate behaviour). For instance, aggregated
excess demand for a given good need not be a decreasing function of the price
of this good. One understands why macro textbooks never allude to
Sonnenschein’s demonstration which destroys intuitive belief about the relation
between aggregate supply and demand. '

Obviously, it is always possible to assume global behavioural relations between
aggregates — as is done in Keynes’ consumption function — but one doesn’t
need microeconomics for that (the relations are deduced from direct
observation; econometrics can be of some use here). It is quite difficult for
neoclassical economists to accept that there is no ‘bridge’ between micro and
macro — and that microeconomics is generally not needed and not useful for
studying concrete problems. Indeed, as macroeconomics progressively became
a patchwork of some neoclassical ideas combined with some of Keynes’ ideas,
inconsistencies emerged. As is so usual with neoclassical economists, the ‘as
if’ argument is then invoked to get out of this uncomfortable situation: proceed
‘as if’ there is only one agent in the economy, call him the ‘representative
agent’, and compare his choices with real economy aggregates, in a ‘macro’
perspective. And thus, unfortunately, ‘New macroeconomics’ was born.

NEW MACROECONOMICS: ROBINSON CRUSOE HAS RETURNED

Such a counterintuitive result as Sonnenschein’s theorem is possible only if
agents are — in some way — heterogeneous (different from each other) so that
there are reasons for exchange to take place between them. The easiest way to
get rid of Sonnenschein result s, then, to get rid of heterogeneity, by assuming
that there is only one agent — or that there are many identical agents. This is
the solution retained, at the beginning of the 1970s, by the so-called ‘new
macroeconomics’ — or ‘rational expectations revolution’. So, it is said,

_ Macroeconomics now has ‘microfoundations’, and theory is, finally, unified —

indeed, macro is absorbed by micro. This so-called ‘revolution’ is, in fact, a
Iegression, a return, with a lot of ‘new’ maths, to the old Robinson Crusoe

_ fable. :

New-fashion macroeconomists are so amazingly naive that they don’t even
try to hide this! For example, Part 1 of Robert Barro’s popular textbook
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Macroeconomics — about ‘microfoundations and the basic market—clearin’g

model’ (Barro, 1984, p. 25) — starts with a chapter the title of which is: “The
economy of Robinson Crusoe’. Another famous textbook, Barro and Sala.i.

Martins’ Growth Theory, studies a ‘consumer/producer in the Robinson Crusoe ’
style’ economy (Barro and Sala-i-Marin, 1995, p. 18). Typically, papers o

textbooks of the ‘new macroeconomics’ kind start with sentences like the

following: ‘The model economy we consider is populated by a single infinite

life individual (or a constant number of identical individuals) with given initial
resources, production possibilities, and tastes. The individual (‘Robins, n
Crusoe’) chooses a preferred consumption-production plan...” (Long and
Plosser, 1983, p. 43). Or the following: ‘There is a large number of identical
firms... There is also a large number of identical households... [The firms] are

owned by the households’ (Romer, 1996, p. 44).

[t is easy to find dozens of quotations of the same type. Often, however,

they don’t use the Crusoe metaphor: they prefer to refer to a ‘representati

agent’ —although it is exactly the same thing, it looks a bit more plausible. But

it is misleading. Because, for a normal person, a ‘representative’ agent must
‘represent’ a lot of different people — as does a member of Parliament or a

elected person. As people are different, their ‘representative’ is a kind f
aggregate, trying to conciliate their interests or projects. However, the

. . . . 1. R
‘representative agent’ of new macroeconomists is not ‘representative’ in thi

way: He is identical with the people that he ‘represents’ — because only identical

agents are considered. Why are only identical agents considered? Becau
aggregation of non-identical agents creates problems. But, if people a
‘identical’, they have no reason for trading (exchange results from differenc
in tastes, endowments, technologies): the situation is exactly the same if ther

s : %
is one or ‘many identical’ persons. ‘Representative agentis, thus, another name

v . . .
for Robinson Crusoe: new macroeconomics is ‘Crusoe microeconomics’ and

therefore, devoid of usefulness—it is even a regression in comparison with the

‘old’ (IS-LM) macroeconomics. Moreover, it is nonsense. New macroeconomists
probably feel this, as they practically never try to justify the representative
agent assumption. In the alphabetical index, at the end of their books or text:
books, they often ‘forget’ to mention him (as also happensﬁ}with the ‘auctioneer’
in the index of microeconomics textbooks). 5
Actually, some neoclassical economists — among the most prestigious one
are Robert Solow and Frank Hahn — have distanced themselves from this
assumption. Twelve years ago, Alan Kirman — a first-level mathematica
economist — published a paper in one of the profession’s most popular revi
The Journal of Economic Perspectives, (see Kirman, 1992) in which he explail
from a strictly neoclassical point of view, that a representative agent doesn't
‘represent’ anything and that macroeconomics is going in a bad directionﬁwith
this kind of assumption. More than ten years after, we are still waiting for,’af‘l
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f’;nswer to Kirman from (at least) one among the hundreds of those who publish

papers with a ‘representative agent'.

‘REPRESENTATIVE AGENT’ MODELS: NONSENSE

All economics textbooks start by explaining that the first thing to do, in social
science, is to distinguish positive from normative propositions. This is an
elementary methodological rule. All macro textbooks also explain that
representative agent models are derived from Ramsey (1928) and Cass (1965)

- models, both of which are normative (they are interested in a society’s best path —

Cass refers explicitly to the path that an all-seeing central planner would
‘choose). But, at the same time, they present representative agent models as
positive models, and try to fit the model with existing data (through ‘calibration’
and other techniques): observed GNP employment, consumption, investment
ofa country during, say, 10 years, are thus compared with what a ‘representative
agent’s’ intertemporal choice would be — taking into account observed ‘shocks’.
This is total nonsense: How can any reasonable person admit that, for example,

‘the evolution of US aggregates’ results from decisions made by a single

individual who owns all factories and who decides how much to produce, how
much labour to use, how production will be distributed between consumption

‘'and investment, and so on? It is quite incredible that the majority of a profession
(which pretends to be ‘scientific’) readily indulges in this kind of absurdity,
teaches it, and does a lot of ‘research’ on it — with maths, statistics, and

computers — attempting to specify the representative agent’s ‘parameters’ (that
is, coefficients in his utility and production functions) which allow good fits
with observed aggregate data.

 Indeed, some scholars — especially, (neoclassical) macroeconomists of the

_ old generation — try to protest against this state of things, as Frank Hahn and
_ Robert Solow who complain that in the ‘new macroeconomics':

“the actual economy can be read as if it is acting out or approximating
the infinite-life discounted utility maximising program of a single,
immortal ‘representative agent’. The only admissible constraints come
from initial resources, a supply of labour, and a well-behaved technology

~for turning produced means of production and labour into consumer
goods and produced means of production. That means that the economy
accurately carries out the wishes of the representative agent... It has
become good to treat just such a model as a descriptive macro model
that needs only be estimated or calibrated and then directly applied to
 this economy or that... What Ramsey took to be a normative model,
useful for working out what an idealised omniscient planner should do,
has been transformed into a model for interpreting last year’s and next
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IS

year’s national accounts. (A critical essay on modern macroeconomics, Hahn m cf;cer Thatis. in ¢ L
and Solow, 1995, b2 ; - Ihatis, in ‘perfect competition’, a relation aSF'w(K:’ L) = w,, is read

‘from right to lefy’ (i.e. given w, , demand of lahour L*is determined); in the

; ‘ gent’ parable it is read ‘from left to right’; Robin
| | : ' : son computes
PERFECT COMPETITION WITH. ..ONLY ONE AGENT | first the best Intertemporal sequence (K* L*

t eiN > and then deduces wages

Representative agent models are, in their structure, very simple: they study » @ssociated with this sequence.

Robinson Crusoe’s (intertemporal) choice — that is, they determine the
‘consumption-leisure’ sequence (c 5 1L*),an which maximises Robinson ;
Crusoe’s intertemporal utility fu U(-) subject to technological - . rthermore, because all your life but especially as
constraints (the product share that is not consumed, at each period, is invested an ;C? rlomics stude’nt, you have heard that ‘competition’ is almost synonymous
for the next period’s production). This is a typical dynamic programming With ‘many agents’, there are only two alternatives open to you:
problem — it is formally similar to the program that an engineer has to solve / 1. you can decide that e
when he wants to determine the ‘best path’ (minimum use of fuel) for a rocket, understand (‘because
given its target. It is a problem for an engineer, not for an economist. And, it '
can be very complicated to solve (as always with non-linear programs). Indeed,
generally, it is not possible to find the exact optimal path, but only successive
approximations of it (using computers and so on). So, the door is open to a lot
of ‘work’, and ‘papers’, about maths and econometric techniques that try to
get an ‘as good as possible’ approximation for the optimal path, with different
kinds of utility and production functions, and ‘shocks’. As unknowns (paths)
are sequences or functions (and not numbers, as in common micro problems),
Hamiltonians replace Lagrangians, and first order conditions take the form of
differential equations; as there is an unlimited horizon, ‘transve.
rsality’ conditions exclude infinite solutions, and so on. These are very
complicated problems; but they are Robinson Crusoe’s problems — not ours!
As economists, we are interested in exchanges, prices, distribution, money,
and so on. But, as Robinson Crusoe lives all alone, there are ﬁq exchanges, no .
prices, no money in his world — only quantities of goods, of Iei‘s:i;re (or labour).
Now, ‘new macroeconomics’ papers and books are full of ‘prices’, ‘markets’,
‘competition’, ‘money’. How can this nonsense be possible? Well, as Hal Varian
naively explains in his (‘intermediary’ or ‘advanced’) microeconomics
textbooks, Robinson Crusoe is in fact ‘schizophrenic’: he is at the same time a '
firm and a household — so that he employs himself and sells (and buys) to » Wi of ‘price taking’,
himself. At what prices ? Well, as everybody is so accustomed with the ‘perfect , hl. there is perfect
competition’ equations :F "WKFLH) = w, and F "k(KHXLF) = 1, , it seems
. ‘natural’ to say: Robinson pays himself (and earns) a wage equal to the marginal
productivity of labour (the unique good serving as numéraire), and pays (to
himself) an interest equal to the marginal productivity of capital. Why not,
since all this is just an imaginary ‘story’? .
The problem is that it is a misleading and inconsistent story: in Af
~ ter many

microeconomics courses, students are taught that the main characteristic o schizophrenic 3 . )
N . . . ; ent, a i 1 . ,
perfect competition is that agents are price takers, but here Robinson is a price textbook autk, g »atgiven PHCe:S, and then finding the ‘equilibrium’ solution,
OOk authors arrive at the optimal path (C:*’ l:*):elN (or, equivalently, (K: #

conomics is really too difficult a matter to
of maths’) or

2. you can accept the quite evident fact that all these models with 3
Tepresentative agent’ (called Robinson Crusoe or not) are nonsense.

3}
Itis, once again, the
three persons,
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L), en)! That is, a result that could have been obtained directly-without
p;ic:ei, without supplies and demands, and without ‘markets’ — simply by

maximising the ‘representative agent’ utility function under technological
constraints. Obviously, this is not surprising for anybody who knows that Fhe
model is of the (one agent) Robinson Crusoe type. Indeed, after }}av1?g
determined the ‘competitive equilibrium’, textbook authors ofter} admit thlf,
when they write, for example: ‘In short, the solution to the social planner’s

problem is for the initial value of ¢ to be given by the value on the saddle path;

and for c and k to then move along the saddle path. That is, the competitive

. ]
equilibrium maximises the welfare of the representative household’ (Romer, ;

1996, p. 126) or: “We could also consider that the econormy is 'governed‘ bY a
benevolent planner who decides choices over time and \.JVhO }fxtends to maximise
the representative agent’s utility. If the planner has 1dentu.:al preferences as
those assumed before, the solution will then be identical to that of a
decentralised economy’ (Barro and Sala-i-Martins, 1995, p. 80). .

Since this so-called ‘decentralised economy’ is, in fact, a cemfrahsed oqe
(with an auctioneer and price taker agents — see chapter by Bémcourt), thg
situation is the same in both cases — and so also the result. But it ta‘kes.a very
clever student to see that the ‘representatiye agent’ model, the s‘oc1al‘(o;
benevolent) planner’ model and the ‘competitive’ model with ‘many identical
agents’ are, formally and basically, exactly the same mod‘el. Ol:l thfa ot‘her hz?n(%
a student must be quite foolish to believe that this model ‘describes’ or explamrs’

what happens — or has happened — in the societies in whicli we live.

ROBINSON MASOCHIST

FHE ]

Representative agent models try to fit real data with those given by the model

To do this, different kinds of ‘calibrations’ are used — utility and production

Care
functional forms, types of ‘shocks’, etc. But, often, such degrees of freedom ' ar

not enough, especially if ‘a good fit' concerns many aggregates (production?
employment, investment, etc.). Then, to improve the fit and to make the

model ‘more realistic’ (as the expression goes), ‘imperfections’ are added: in
‘real life’, there are ‘rigidities’ such as taxes, government regulations, money
controls, and so on. The clever student would ask: ‘this is crazy: why would
Robinson Crusoe, or identical agents, need all this?” He would be absolqtely
correct, but this is not enough to change his teacher’s mind.
How are these ‘imperfections’ added to the assumptions? Welll? with
imagination everything is possible. Robinson can impose a rule on himself, a
rule which limits his working day (say, no more than 8 working hours per d,ay)t
He can decide that he pays taxes to a ‘government’ (to himself), who usei
them in a definite way (that is, independently of Robinson’s intertempora
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cho{ce). He can invent a ‘Central Bank’ (himself again), who supplies him

with money, and imposes a ‘liquidity’ constraint on his maximising program.
And 50 on. As Robinson’s choices will then depend on a greater number of
parameters (length of the working day, money supply, tax level, etc.), there is
the possibility of getting better fits with real data — by a parameter’s ‘calibration’.
Obviously, even if the fit is very good, all this is still total nonsense.

CONCLUSION

Students need to study macroeconomics — that is,

relations between aggregates
such as GNB, consumption and inves tmen

t, price level, unemployment, money
supply and so on. Why? Because macroeconomics is concerned with real-life
problems and serves as a guide for policy. That means collecting statistics,
constructing aggregates, finding relations between them-with the help, at least,
of some (simple) theory. But there is no need to give ‘microfoundations’ to
macroeconomics. Indeed, it is impossible if there are many goods and agents.
And it is ridiculous and nonsensical to proceed ‘as if’ the whole economy acts
as a unique agent—even if he is called ‘representative’.
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The ‘Natural’ Rate of Unemployment
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This chapter aims to help us understand the ‘natural’ rate of unemployment
(NRU) and its limitations. This concept is a central part of the neo-liberal or
laissez-faire view of macroeconomics. This chapter looks at the issue in reference
to United States, both theoretically and empirically. The U.S. is probably the
best place to understand the issues, since it is the closest to being a closed
capitalist economy. There, the NRU theory should apply in the purest form,
with a smaller role for exchange-rate fluctuations and theilike to confuse
inflationary dynamics. ‘

We will start with the history and implications of the N{&U Then, this

concept will be described in greater detail, leading up to criticism. Finally, this

chapter sketches some conclusions.

FROM FULL EMPLOYMENT TO THE NATURAL RATE

Due to the extreme unemployment encountered during the 1930s, full
employment (low unemployment) became a major policy goal. But concerns
with creeping inflation colored such commitments during the 1950s. Thl’
crystallized in the famous Phillips curve, named after economist A.W. Phillips:
this was a trade-off between unemployment and inflation. No single ‘qull’
employment’ unemployment rate exists. Rather, we can ‘buy’ higher
employment only by suffering greater inflation. Or we could obtain lowe
inflation by enduring higher unemployment. '
During the 1970s, the dread disease of ‘stagflation’ struck Phillips-Curve

thinking: for example, unemployment rose from 3.5 to 5 per cent from 1969 to
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1970, but inflation stayed high. This combination of high unemployment and

. inflation rates contradicted the idea of 3 simple trade-off, making many

economists willing to accept the NRU theory, previously developed by laissez-
faire economists Milton Friedman and Edmund Phelps.

In the NRU view, inflation accelerates (gets worse) when the actual

1sists below the NRU. Something like this happened

to 1969, with unemployment rates below 4 per cent:

consumer-price inflation tripled from 1.9 per cent in 1965 to 6.2 per cent in

1969. Going the other way, inflation slows when unemployment stays above

the NRU. This disinflation was encouraged by unemployment of almost 10 per

cent during 1982 and 1983, resulting from the Federal Reserve’s high interest

rate policy. Inflation rates fell from over 12 per cent in 1980 to about 4 per

cent in 1983.

the idea of a unique full-employment unemployment rate. Unlike
for earlier thinkers, however, it is not something that’s desired. It's something
we're stuck with. Thus, economists rarely use the phrase “full employment’
these days. '

The NRU corresponds to problems in lahor markets that prevent instant

of demand-management policy (fiscal policy),
government deficits simply compete with the private sector for scarce resources
and so should be dvoided, In theory, such deficits could be used to finance

neo-liberal package, which sees the government as essentially useless beyond
its military and police roles, NRU theory also rules out wage and price controls
(incomes policies), since they lead to shortages of products, illegal markets,
and the like. The bureaucratic costs of such programs correspond to few if any
benefits.

Despite its name, the NRU is not fixed. For example, it rises or falls as
Populations that are more prone to unemployment (such as untrained youth)
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become more or less represented in the labor force. More crucially, it can (in

theory) be reduced by policies that ‘reform’ labor markets. There is nothingin

NRU theory that says that this cannot involve (for example) training of workers
for available jobs or even efforts to stop disruptions arising from capital mobility
that cause structural unemployment. But these are discouraged by other parts
of the neo-liberal package. So the emphasis is on attacking unemployment
seen as arising from welfare-state programs, minimum wages, and labor unions.
For example, the NRU can be lowered if unemployment insurance benefits
are more miserly, undermining the assumed incentive to be unemployed.

UNDERSTANDING THE NRU

The word ‘natural’ is a rhetorical trick, since there’s nothing natural about
the NRU. Even its advocates see it as a result of non-natural institutions in
labor markets. Other names have been adopted, for example, the inflation.
threshold unemployment rate or the long-run equilibrium unemployment rate.

For many, it’s called the NAIRU, the Non-Accelerating Inflation Rate of’

Unemployment. ’

As noted in the references to the late 1960s and early 1980s above, there is
some real-world basis for some of the ideas behind the NRU. The key variable
is expectations of future inflation, which rise (or fall) based on experience
with inflation. They also tend to persist, to have inertia.

Inflation accelerates as the economy persists below the NRU because high
inflation becomes a self-fulfilling prophecy. Demand pressure encourages faster
inflation than is currently expected. That encourages inflationary expectations
to rise as people adapt to perceived reality. Worse, this feeds back to raise the
actual inflation rate as people act on their expectations.|With persistently
high rates of unemployment, on the other hand, inflation’ moderates. Low
demand encourages prices to grow more slowly than expected. So inflationary
expectations fall, feeding back to reduce actual inflation. Finally, at some

medium rate of unemployment, actual inflation equals the expected inﬂationV’
rate, so that both stay constant; no acceleration or deceleration of inflation

rates occurs.
The subjective nature of inflationary expectations suggests that disinflation
is relatively painless. People simply have to change their minds. This perspective

opens the way to the rational expectations theory, in which high unemployment
is seen as an extremely short-lived phenomenon because inflationary
expectations have no inertia. People adjust expectations following their
understanding of the workings of the economic system (rather than

extrapolating past inflation into the future). For example, people might think

that money-supply growth is the only source of inflation. So if the Central

THE "NATURAL' RATE OF UNEMPLOYMENT 129

Bank slows that growth, this theory says that people will instantly cut their
inﬂation_ary expectations, reducing actual inflation.

CRITIQUE OF THE NRU THEORY

As the NRU became a fixture in textbooks and policy, critiques arose. Instead
of a full survey of this literature, consider only several major points.

Inflationary Persistence: many have emphasized the objective side of inertial
inflation. For inflationary expectations to persist, people and institutions must
have the power to act on their expectations. Thus, inflation is more likely to
persist to the extent that corporations are shielded from product-market
competition and workers belong to labor unions. Further, the objective
inflationary process can take on a life of its own, as in the famous price/wage
spiral, which works with, and is reinforced by, inflationary expectations. First,
tising prices encourage workers to push for higher money (nominal) wages to
avoid or reverse falling real living standards (this may be written into contracts
as cost-of-living escalators.) Then employers protect their profit margins by
passing on wage increases as higher prices. That, in turn, encourages higher
money wages, so the process might continue indefinitely. This process has been
described as ‘conflict inflation,’ since the fight between employers and
employees over the creation and distribution of the product can cause inertial
inflation. It may be reinforced by ‘wage-wage’ inflation, in which workers push
for nominal wage increases in step with those received by others.

This inertia is not immune to high or low unemployment. But it does tend
to persist longer than inflation based solely on subjective expectations. Further,
it works asymmetrically. Whereas workers are relatively happy with nominal
raises even if they fall behind price inflation, they resent money wage cuts.
They thus resist those cuts, discouraging disinflation. This does not rule out
disinflation. Rather, it means that efforts to fight severe inflation using only
demand restraint can be extremely painful. In the U.S., the 1980s disinflation
meant persistent high unemployment, union-busting, and destruction of much
of the Northeastern industrial belt. Further, monetary tightness triggered a
Latin American debt crisis. In this perspective, incomes policies can reinforce
demand-based anti-inflation campaigns, making them more efficient.

Inertial inflation also suggests a larger role for supply shocks (such as the
oil-price hikes of the 1970s) than that which is usually allowed in the NRU
literature. A rapid increase in oil prices depresses both real wages and profit
margins in oil-dependent sectors, intensifying the price/wage spiral. Since the
distributional conflict cannot be easily solved with demand-side policies,
persistent stagflation results.

The Wide NRU: to Friedman, the NRU corresponds to the level of
employment ‘which would be ground out by the Walrasian system of general
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equilibrium...including market imperfections ...the cost of gathe?-i‘ng
information about job vacancies and labor availabilities, the costs of mobility,
and so on' (1968, p. 8 ). This refers to one of economists’ tall tales, that of
Léon Walras about an imaginary world where perfect markets are guided by
an all-knowing Auctioneer. But then it tries to bring a large number of snakes
into this Garden of Eden. Unfortunately, no one has ever combined multiple
‘imperfections’ with a Walrasian model. Crucially, there is no reason why the
NRU should be unique. .
Long before Friedman and Phelps, Abba Lerner (1951) developed a version.
of the NRU. theory. Unlike the current orthodoxy, he saw a range of full-
employment unemployment rates. ‘High full employment’ (low unemployment)

could be attained using incomes policies, but only ‘low full employment’ (high

unemployment) without. If we accept the neo-liberal taboo against incomes
policies, we miss much of the economy’s potential, while condemning many
workers to unneeded misery. '

The idea that the NRU is not a unique number has been seen in recent

empirical research. Staiger, Stock, and Watson (1997) found that the range of |

possible values of the NRU (from 4.3 to 7.3 per cent unemploment) was too
large to be useful to macroeconomic policy-makers. Robert Eisner (1997)
suggested that for 1956-95 there was a zone from about 5 per cent to about 10

per cent unemployment between the low-unemployment realm of accelerating

inflation and the high-unemployment realm of disinflation. In between, he
found that inflation falls with falling unemployment. :

The changing NRU: as noted, there is nothing in NRU theory that says that
this threshold is constant. But few if any NRU-oriented economists were ready

for the late 1990s, when unemployment persisted at ab‘gut 5 per cent but
inflation rates fell. In response, some pointed to beneficial supply shocks (such

as low oil prices or the inflation-suppressing effects of a high dollar exchange

rate). Robert ]. Gordon (1997) and others tried to save NRU theory by making

it vary over time. But this simply repeats one of the major flaws of empirkicalk ~
studies of inflation: because NRU estimates are not based on independent
study of labor markets but instead on studies of unemployment/inflation

dynamics alone, such estimates tend to follow the actual unemployment rate.
If the estimated NRU is based on the path of actual unemployment, that
undermines the policy usefulness of the NRU theory. ,

Further, it makes the hysteresis hypothesis more plausible: contrary to
Friedman, for who causation goes only one way, the actual unemployment

rate can affect the NRU. As Shaun Hargreaves-Heap (1980) pointed (,)Ut;
persistently high unemployment does not simply undermine inertial inﬂaﬂop
It also encourages a rise in structural unemployment (as, perhaps, in '.I'hatch :
era England), by destroying the value of workers’ skills, demoralizing th;em
and by creating pockets of poverty. The pain created by anti-inflation campaigns

THE "NATURAL RATE OF UNEMPLOYMENT 131

can be permanent! Similarly, persistently high demand can erode structural
unemployment, lowering the NRU or its range (as perhaps in the U.S. during the
1990s). As he suggests, this re-establishes an inflation/unemployment trade-off.
Recent mainstream research has suggested another reason why the estimated
NRU can change. Workers may have ‘aspirations’ of attaining a specific level
of real wages that is above that which is possible currently (given labor
productivity). They will thus keep on pushing up nominal wages to attain that
desired level, encouraging inertial inflation. Higher unemployment is needed
to keep these aspirations from causing accelerating inflation. Ironically, this
turn toward the conflict theory of inflation fits well with the Marxian theory,
i.e., that some unemployment is needed to undermine the bargaining power of
workers and to preserve profitability. This ‘reserve army of the unemployed’ is
an addition to the usual trio of frictional, structural, and classical
unemployment. Unlike the last two, this type of unemployment is beneficial
to those with the most political and economic power in the system (the
capitalists). This theory suggests that, all else constant, estimates of the NRU
would be higher when profit rates are low (as in the 1970s), since a larger
reserve army would be needed to restore profitability.

CONCLUSION

The history of the 1970s to the 1990s contradicts the NRU theory, suggesting
that a new theory will arise. But there is currently no new consensus, so that
the NRU theory continues to dominate textbooks. The current theory of the
inflation/unemployment connection can be summarized as involving three main
elements that can be added up to give the total inflation rate:

. demand inflation, due to currently low unemployment.

. supply inflation, due to sudden, large, and persistent increases in
the cost of raw materials and/or imported goods.

. inertial inflation, which can rise due to persistent and extreme low
unemployment or due to supply shocks.

All three of these can work in the other direction. Note that the Phillips
Curve survives as element #1. Unlike the early version, this curve can shift
due to the other two factors.

As for the NRU, the criticisms discussed above suggest that anti-inflation
campaigns are far from painless, that this crucial unemployment rate is unknown
and could be a range of unemployment rates, changes over time in an uncertain
way, and reflects ‘sociological factors’ such as the balance of class power. This
opens the way for the use of incomes policies and the use of government deficits
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to steer the economy, while making the Central Bank’s monetary policy more
unfixed and intuitive. s
Thus, the avoidance of low unemployment rates by the Central Bank might
reflect Michal Kalecki’s political theory: low unemployment threatens to
undermine worker discipline in the workplace and to offend financiers by
causing inflation (Kalecki 1971). If so, that might explain why the NRU theory
has been so popular, i.e., that it takes a political issue and tries to end the
debate by invoking a ‘natural’ explanation. '
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INTRODUCTION: JOE STIGLITZ AND...THE SRAFFIANS

Let us start ona light note. Assume not a set of preferences but a Woody Allen
type situ”ation in which there is a character resembling very much an economist
like Joe Stiglitz. What would such a person say, qua economist. to the
gsychOanalyst? We surmise that the confession would go along the fc’)llowing
lmes: ‘T am really obsessed by an upward sloping supply curve crossing a
downward sloping demand curve, yielding a unique and stable point of
equili.brium. That is my dream world which, however, does nor materialize in
practice, not even approximately. Yet the world of the sweet dream is necessary
for me to transfer the real world into another dream, this time a nightmare

where those two curves, for all sort of reasons, start zigzagging all over the’
place, generating unpalatable outcomes. This is my economics of an imperfect
world, but I cannot have that nightmare unless [ first go through the sweet

dream’. This is, in a nutshell, the essence of today’s mainstream economics.

There is nothing remotely factual, observational, or cognitive in it. And if a

- clze‘;Stlghtz.denounces the major world financial institution as an instrument
of impoverishment this should g0 mostly to his moral credit rather than to his
 background as an economist.
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What economists say in terms of cognition can be said by the lay person as
well. Economists do not verify ‘laws’ or ‘relations’. Edmond Malinvaud, a most

distinguished Neoclassical believer, thought, by co.ntrast, that they did just
that, arguing his case very strongly, also in emotional Ferms,‘ at a famous
international conference on economic methodology held in Paris towa.rds the
end of 1992.! Yet, perhaps because of the criticisms aired there, Malinvaud
later wrote an article where he tried to explain why economists do not make

discoveries, precisely by introducing many doubts about the reliability of

" verification procedures. These shortcomings were seen as deeph.f rooted rather
than contingent upon the immaturity of the state of the art (Malinvaud, 19?6).
What the economist can do is only to think up an imaginary—not theoret}cal
or abstract-world and then transfer onto it the perceptions he or she I‘ECEIVe.S
from the actual environment. In other words, matter never shapes space, as it
were. The movement is always one way from the environment to the model

leaving the basic theory intact. This is why our Joe Stiglitz’s double must tell

the psychoanalyst that he believes in the basic supply and demanc% stm:y asa
soothing sweet dream before moving to the nightmare where everything zigzags.
To be fair to the neoclassicists, the case of the actual world either having to

adjust to a predetermined imaginary set of postulates or being tot.aHy shutout,
applies also to some heterodox streams, particularly‘those Whlck.l refuse to
integrate their research program with historical analysis. Thus, fgr msta.nce, a
well known contributor to the Sraffian research program, Sergio Pa’mnello, ;
voiced recently the following critical remarks when discussing Sraffa’s legacy 'ﬁ

as continued by the Sraffians themselves:

sl

It seems as if they were engaged in a sort of division of laf?‘é)ur‘ and as 1f .
they say: we have done our critical work and we are still‘ doing it; others, .
perhaps more expert in the fields of historical studies ar.xd of non-
economic social sciences, should do the rest of the work in order. to
explain the level and the structure of economic activity and the evolution .
of these phenomena relative to historically determined factors. But why
does such a second field of enquiry not emerge in a complementary way
with the Sraffian theory of prices and the assumed methodology of Sraffef?
This is a legitimate question 40 years after the publication of Sraffg s
book. (Parrinello 2002: 259).

At this juncture two questions spring up in our minds. '[jhe first relates
the reasons why most schools in economics are so impervious to becorr};h
relevant for the analysis of the object of their study, namely th'e economy Whllc
indeed, may not really exist as a set of phenomena, with their imputed vangb €s

in isolation from the rest of the society.
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The second question concerns the issue of pluralism behind which lurks
the whole ideological and political dimension of economics as a ‘theological’
discipline. In the next section we shall try to broach some answers to the first
question by arguing that the notion of systemic laws and definite tendencies

assical economics and by Marx, as well as the immanent principles
of maximizing behavior held by the neoclassicists, depend-on such special (and
similar) conditions that the purported cognitive value of the respective theories
vanishes in a more complex world. Hence both streams should be looked at as
philosophical and political formulations regarding how to ‘imagine’ rather than
to analyze the economy. It will be suggested that perhaps John Maynard Keynes,
in his own far from linear way, attempted to express the most that could be said
in economic terms by confining himself to the short period and by constructing
a point of view not based on hard tendencies. To quote him from memory, in
econoinics it is always the unexpected never the inevitable that happens.

The rest of this chapter will deal with the second question, which we believe
is more significant than the first. Economics will continue to exist regardless
of its cognitive capacities, since, in today’s monetary based world, it performs
a central ideological role in shaping power relations. In this way, economics
has eliminated the multiple array of moral values in our perceptions of what
humanity is and of how to address humankind’s existence.

FROM SYSTEMIC TENDENCIES OR IMMANENT BEHAVIOR TO AN
UNKNOWN FUTURE

The nineteenth century witnessed the crystallization of two theoretical
orientations aiming at discovering fundamental long-term tendencies in the
economy. The first is the classical strand whose importance, we believe, is due
to the fact that it culminates in Marx, while the second is what today is called
neoclassical mainstream economics. Let us take a brief look at both and we
shall immediately see that they collapse when they move from a simple to a
complex world. '

Marx’s coherence lies in that he made every variable of his system interact
with capital accumulation. He took the Ricardian theory whereby the value
of commodities is determined by the amount of labor time bestowed in
producing them. Such a value is independent of distribution which, instead, is
determined by variations in the rate of surplus value, that is by changes in the
proportions in which total labor time is divided between the amount needed
for the workers to buy their means of subsistence and the amount fetched by
the capitalist firm as profit. Variations in the rate of surplus value are caused
by the relative size of the ‘reserve army of labor’, i.e. by unemployment, and by
technological change, with the latter depending upon the former. Look now

_ at the brilliancy of Marx’s dynamics.
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Initially the capitalist core is small but its productive forces acrl«? dynagucally
stronger than those of the surrounding system of petty commo 1tydpr;) u‘fersi
The weight of capitalistic interests, therefore, brings about the end of natura
rights over land. Its privatization thus throws throngs of landless peasants I\c/;{nto
the labor market whose impact is to lower the gene.:ral rfaal wage rate. d?rx
believed very strongly in the Classical, especialls.r Ricardian, tene‘t acc(:ior hmg
to which a lower wage rate is accompanied by a higher rate of pro?t and, t us;
by a higher rate of capital accumulation. Conseql.lently the trans ormat;on of
hitherto subsistence peasants into proletarians will enable the. stfongir orces
of production of the capitalist core to forge ahead thereb}r clalmmght de siace‘
held by urban petty commodity producers. Yet a stage will be reac1 eb where

the hinterland will no longer have enough people to supply c}.lea.p al c:ir. o
At this point wages will rise and accumulation will su.b.s1de bnngu{g a decline .
in the rate of profits. Operating under competitive conditions, capitalists nclannot
increase prices in the wake of a general rise in wages. They ha\}? c;l y one
route left open for salvation: labour-saving t‘echmcal char'lge 1w ic .caus}flzs
technological unemployment. Not all firms will succeed in imp Emez?g t ei
change, so that their bankruptcies will throw onto the labor mar det ?b r1lt]:r)nat
throngs, not of peasants but, this time, of redur}d?nt workers an owﬂela dup ,
proprietors. The restoration of the ‘reserve army via unemp%oyment re ;c:.l
the general wage rate and accumulation will pick up again on anbexpz.m ;
technical basis. The rates of profits and of accumul:.:\non recoyer ;t, int ile1 ,
long run, from cycle to cycle, the process of labor saving tgf:hmcal c danﬁe wi
increase the capitalist intensity of production gen.eratmg 4 secular decline in
the rate of profit from which, now, there is no cychc:?l'escaps. T}.xe ehconqmy is
relentlessly prodded by the iron-clad rule of competition whichist V e primary.
motive for capitalists to invest as much as they can: ,

[T]he development of capitalist production ma}ces it c'onst:%ntly }'xzcessa.ry{ ’
to keep increasing the amount of the capital laid out in a given in ustll'la :
undertaking, and competition makes the immanent laws of caplta}sp
production to be felt by each individual capitalist, as ext.ema.l coe;lrcwe
laws. It compels him to keep constantly extending his capital, in or er to
preserve it, but extend it he cannot, except by means of progres§}ye ,
accumulation (Marx 1967 [1868]: 555).

One cannot but admire the terse logic in which the entire e:voluctllont
. o o d e
capitalism, from its inception to its demise, is encapsulated in a limite ks
variables interacting with each other. . o -
Yet is it convincing? Unless one believes in the automatic mvestm‘zrllk',t
the entire surplus, Marx’s story need not hold at all. It is indeed p0551f e
. . ) o
believe in such an automatic mechanism only if the economy is madé of cor
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Why should the capitalist farmers pile up (save) corn in their silos without
plowing it back into the field? Except for a normal precautionary quantity
there is no reason for them to refrain from investing all the corn left over and
above consumption. But when the economy is slightly more complicated, firms
may simply not be able to invest their surplus. It is enough to introduce a
separation between consumption goods and machinery, thereby transforming
the economy into a monetary one, in order for savings not to imply investment
and accumulation. Thus if the appearance of cheap labor does reduce the
average wage rate, the rate of profit may actually fall because of the formation
of unused capacity in the consumption goods sector following the reduction
in the demand for consumption goods induced by that very decline in the
wage rate. Unused capacity in the consumption goods sector will generate
excess capacity in the machine sector as well. Indeed orders for capital goods
coming from the consumption goods sector will decline, with negative effects
on the level of production in the machine sector. ; r

If this phenomenon can occur in a very simple model, imagine how much
greater this probability would be in a real economy with millions of mostly
heterogeneous products. At this point the economy is simply mired in the
short period because it has no long term path to hang on to, unless one is
forcibly superimposed upon it. Of course it is always possible to build all sorts
of adjustment models depending upon the imagination of the individual author.
These are just thought experiments. The moment there are no long term paths,
thé economist must become a historian versed in the politics, institutions,
culture and in the social classes and groups of a particular country and/or of a
particular period. A priori modeling will not do except for sketching out very
tentatively some basic accounting framework. k

It is interesting to see that similar, almost identical, conclusions can be
arrived at by taking a different road to the study of the path to the future: the

 route of immanent individualistic maximizing behavior. In opposition to Marx
~who sought objective laws rooted in historical processes, the neoclassicists

attempted to derive outcomes from postulates which they believed were
immanent in the behavior of every individual. As noted by John Hicks (1969),
who was among the founders of modern General Equilibrium Theory,
neoclassical theory does not lend itself to historical contextualization, but this
does not mean that neoclassical economists do not believe in the concrete
validity of the assumptions, otherwise they could not even begin to zigzag their
curves.

Cambridge mathematician Frank Ramsey made the most of the utility
maximizing assumption and built on it a formal theory which. macroeconomic
text-books still use to explain why savings happen at all. For Ramsey the model
economy is non-monetary, producing only one commodity, say corn. Under
these circumstances the problem for the self-sufficient farmers is how much
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corn to consume now and how much to save in order to till the land to obtain
the next harvest. Given the utility function, the family will decide how much
consumption should be forgone in order to have more of it in the future through
a larger harvest. The present sacrifice in terms of utility compared to the certain
gain in the future should be reflected in the ‘real’ rate of interest.

As soon as we move out of the corn-based self-sufficient farm, the theory
does not hold. In a monetary multi-product economy to save more means, on
one hand, to have more money, but, on the othes, it entails a reduction in

spending and therefore of demand for the other branches of activity. Thus if

order to make the whole economy behave as if it were a single self-sufficient

farmer, it is necessary to make the absurd assumption that an agent can indeed

be conceived as representing the whole society. In modern models, through
dynastic transmission, this agent becomes an infinitely long-lived ‘thing’; we
really dread calling it a human being. In any case there is no relation, let alone
identity, between individual and collective behavior, something which hasbeen
philosophically ascertained since ancient times but which economists must
still labor quite hard to accept (Kirman 1994).

The seemingly conflicting approaches discussed above, equally depend upon
the economy being collapsed into one homogeneous sector, thereby enabling
the smooth transformation of savings into investment. The smooth
transformation defines the path towards the future: via cyclical accumulation
in Marx and via intertemporal optimization in Ramsey-type macroeconomics.
It is at this point that Keynes’s theoretical intuition becomes important becaus¢
it questions any predetermined tendency. Take for instance the first sentences
of chapter 16 of the General Theory:

An act of individual saving means-so to speak-a decision not to have
dinner to-day. But it does not necessitate a decision to have dinner or to
buy a pair of boots a week hence or a year hence or to consume any
specified thing at any specified date. Thus it depresses the business of
preparing to-day’s dinner without stimulating the business of making
ready for some future act of consumption. It is not a substitution of futuire
consumption-demand for present consumption-demand, it is a net
diminution of such demand. (Keynes 1936: 210). i

Yet if:

saving consisted not merely in abstaining from present consumption but

in placing simultaneously a specific order for future consumption, thg .

effect might indeed be different. (ibid.)

However there is no reason to believe that to be a normal occurrence
hence: o
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/f an individual decision to save does not, in actual fact, involve the placing
of any specific forward order for consumption, but merely the cancellation
of a present order. (211)

[t follows therefore that the cancellation of a present order will contribute
to a fall in investment and in employment, exactly the opposite of what an
increase in savings was supposed to do. This is Keynes's critique of the

neoclassical view of savings. However, the general decline in real wages brought

about by the expansion of the ‘industrial reserve army’ in the Marxian
framework is equivalent to a general increase in the capacity to save. Will this
phenomenon expand accumulation thanks to the shift in the distribution of
income from wages to profits? No, because, if we are to follow Keynes'
arguments, such a decline in wages is also a cancellation of orders for a large
class of consumption goods.? Thus, just as there is no tendency towards a
neoclassical intertemporal equilibrium, there is no continuous movement on
the postulated cyclical path of Marx’s accumulation theory. Both systemic
processes are predicated upon investment being predetermined by savings.

The methodological implications concerning the very definition of economic
processes are quite drastic. Long-term investment cannot be determined in an
acceptably meaningful manner because the system is subjected neither to the
iron-clad rules of competition outlined by Marx in the passage quoted hitherto,
nor to the optimizing behavior of Ramsey's self-sufficient farmers. In Keynes
the impossibility of sketching an acceptable long- term theory of investment
related to (unknown) future tendencies in the rate of profits and of
accumulation, confines the economist to the short period.®> To analyze what
the next period may look like she would have to get her hands dirty and study
how conflicting interests, alliances, or other socio-cultural-political factors
that the researcher might find relevant, impact on the day to day evolution of
the society under scrutiny.

NO MORALITY, BUT ECONOMICS AS THOUGHT CONTROL

The limitations of the major constructions which aimed at formulating a global,
causality-driven theory of economic human behavior, or of growth and
accumulation, do not stem from the undeveloped state of macroeconomics as
a sub-branch of the discipline. Rather they arise from the failure of micro-
relations to come up with a consistent general framework. In other words, the
moment a macro-system is broken up into subsectors it no longer holds together,
but it cannot be built from the bottom up either. : :
Here again we find a stark convergence in the inadequacies of the two
main opposing bodies of economic thought. In the case of neoclassical General
Equilibrium Theory, changes in prices in relation to differences in supply and
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demand conditions do not necessarily happen according to the principle of
substitution since variations in prices change incomes, thereby affecting
demand and prices again (Guerrien 1989).* Similar problems beset mo.d?m
day classicists — like the Sraffians — in their search for a long-term position
whereby production prices are consistent with uniform rates of profits. The
gravitation process may require an immediate response of prices to imbalances

in supply and demand — that is, the response must occur at once for the process -
to unfold towards the long run. Gravitation may also entail wild oscillations’

between inflation and deflation requiring the adoption of a super-powerful
Central Bank, planning credit exactly to avoid those fluctuations (Kubin 1991;
Bellino 1999). '
All these complications happen in models which do not extend beyond two
commodities. How can any of these be taken seriously as devices to understand
the economy and its evolutionary transformations? The interesting aspect of
the vicissitudes bringing economists working along classical lines onto the same
plane as their neoclassical counterparts, is that the former were successful

during the construction of the critique but fell into the maze of special cases

and of ad hoc formulations when they wanted to prove that their approach —
gravitation towards production prices-was stronger than the neoclassical on
(Cartelier 1993). S
Caniit be said that there has been no progress in economic theorizing? There
has been but in a negative way, as well described in a clear-headed paper by
Carlo Benetti and Jean Cartelier (1998) whose observations, we believe, are
shared deep-down by many economists of different persuasions. The authf)rs
argue that to reach the objective of creating a science,“economic theorists
sought—since the seventeenth century—to represent society, by means of form.gl
theories, based on value and prices without politics and monetary relations in
them. Yet, they point out, most analytical developments of the twentieth
century did not confirm the conclusions of the founders of the discipline. Asa

consequence the central questions of economics have yet to receive a ’

satisfactory answer.

In a recent book we maintained that the failure of economics to get a handle

on the object of its study is not due to still insufficient research (Di Ruzza and

Halevi 2003). It results from the refusal to see what Karl Polanyi emphasized
long ago. We wrote that the ‘activities and gestures defined as economic ones

are ‘embedded’ (in Karl Polanyi’s sense), that is rooted, locked into, inserted,
contextualized, in a whole system of references...of an extra-economic nature
often dominating and determining those very economic activities. Thus

multidisciplinarity must be the very principle underlying their study’ (Di Ruzza

and Halevi 2003: 126, our translation from French). Our view implies that it
is virtually impossible to treat economic variables in isolation and in th;:
abstract. Those constructed variables are not like minerals that can be taken
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out of the rocks and cut, analyzed, and used industrially. They, instead, are

inseparable from the social ‘rocks’. But to build a theory of a particular
phenomenon, whether real or perceived, it is necessary to isolate a few basic
elements precisely in order to ensure the coherence of theory. The problem is
that the economy cannot be treated in isolation from politics and other societal
elements. The room to construct meaningful economic theories is therefore
very limited. No wonder the attempts to construct, rather than find, those
laws and behavioral rules have failed.

If we take a hard look at the three major approaches in economics, the
Marxian, the Walrasian and that of Keynes, we see that the first appears to be
connected to history but its results are fragile, the second is a brilliant
metaphysics but its logical outcomes are not robust. The third strand, John
Maynard Keynes's own writings, constitutes the most open statement to date
that we do not really know, that we must play it by ear, and that we ought not
to believe in automatic and symmetric responses. Hence, for Keynes, the whole
art of dealing with economic questions is a mixture of politics, journalism, and
some ‘back of the envelope’ quasi-calculations, being always wary of falling
into the trap of postulating a priori causal relations. But all this also means
that Keynes' results, in terms of economics, are very limited and definitely
bounded by the conditions of his time.

We can now move one more step away from economics as a structured
discipline and advance the proposition that we made, from the floor, in 1992
at the Paris conference on whether economics was becoming a hard science.
We stated that anyone can talk about the economy with the same authority as
trained economists. When it comes to talking to the public, the discourse of
economists is not more informed than that of the lay person who bothers to
read quality newspapers, say Le Monde or The Wall Street Journal. By contrast,
not anyone can be a driver of a TGV, or a veterinarian, and not even a lawyer
or a chartered accountant. The only element that can give the economist an
advantage is the possible role of a priest in the corridors of power, whether
private or governmental. The advantage comes from having insider’s
information. The person’s professional profile qua economist is irrelevant. Upon
becoming the conseiller du prince, or just by positioning himself/herself to be
co-opted in that role, our character will start talking in terms of the acceptable
jargon involving, in a loose manner, all the causalities belonging to theories
which are, to say the least, far from solid. It is unlikely that young, soon to be
co-opted, economists will climb the stairs of the Banque de France or of the
Bank of New Zealand by waving the major book of the Sorbonne mathematician
Bernard Guerrien in which he destroys the concept of flexibility. They will
rather enter those buildings thinking of representative agents, of bad rigidities
impeding competition, and of bad public sector deficits even when there isa
surplus.’
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More importantly, the role of economics as a thought control process shows

up at the crucial junction between what is being said in private-that is: in
learned journals, and academic debates-and what is being uttered to the public.
The link is represented by university appointments and careers. At the academic
level faculty members who are completely aware of the crucial failings of
mainstream theorizing, having published papers on the subject, act as gate
keepers against heterodoxy, preferring instead the constant reproduction of
textbooks’ vulgar doctrine. This behavior has had a negative impact on the
heterodoxy as well, which, in order to break out of the ghetto, attempted to
further professionalize itself by closing its eyes to the imperative of making
multidisciplinarity the very principle guiding the study of the economy in society.
Among the social sciences and the humanities, the lack of pluralism in
economics is unique, and so is the system of reproduction of the established
view. The message is simple: zigzag your curves as much as you like but do not
question the basic postulates, do not get involved in the social views of Marxism,
do not raise any queries about the ideological role of the discipline, look at
Keynes as just a set of rigidities, etc., and, especially, do not attempt to look at
economic processes as social constructions determined by specific historical
and political contexts. Thus, while the conceptual criticism of economics as a
failed cognitive discipline encompasses virtually all the theories-because of
their inability to connect with the historical context-the political and

‘democratic critique must be exclusively focused on the mainstream component.
4 :
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Teaching Economics as if Ethics Mattered

CHARLES K. WILBER

UniversiTy ofF Notre Dame, USA

I have spent the past thirty-five years as a professor of economics. Over the
course of my tenure at The American University, in Washington, D. C. (1965~
75) and the University of Notre Dame (1975—present), however, I became
ever more disenchanted with the capacity of traditional economic theory to
enable people to lead a good life. I found myself unable to accept the values
embedded in economic theory, particularly the elevation of self-interest, the
neglect of income distribution, and the attempts to export these values into
studies of the family, the role of the state and so on. As a result I started
researching and writing on the nature of economics and the role of ethics in
economic theory. V

This work has led me to three important conclusions. First is the conviction
that economic theory is not value-free as is so often claimed. Rather, it
presupposes a set of value judgments upon which economic analysis is erected.
Second is the realization that the economy itself requires that the self-interest
of economic actors be morally constrained. Third is the recognition that
economic institutions and policies impact people’s lives requiring that both
efficiency and equity be assessed. Teachers of economics need to make use of
these insights. B

ECONOMISTS, VALUE JUDGMENTS AND ECONOMIC THEORY

Many economists argue that while values might have a place in what is termed
normative economics, they should be kept out of the everyday scientific business
of the profession-the development and testing of falsifiable propositions —which
is often referred to as positive economics. This separation, however, is
problematic. Economists, as persons, necessarily work from a viewpoint that
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structures the questions asked, the methods, the evidence, the answers deemed
acceptable. Because there is no direct access to the ‘real’ world, an economist
is forced to see that world through the lenses of theory. Does that mean ‘facts’
are theory-laden? And if theory-laden, value-laden? What would this mean
for economic theory? Ultimately, the question becomes: how does one do
economics in a world where facts and values cannot be conveniently
disentangled? .

In looking for an answer to this question, economics students find to their
surprise that they have much to learn from Adam Smith. Smith’s economic
theory was closely related to his moral thought. For example, while Smith
often used the metaphor of the watch in describing how the self-interested
actions of individuals worked for the good of the whole, he saw the ‘machine’
itself as the product of a beneficent God, which moreover depended on the
virtues of individual actors to operate smoothly. Smith’s Theory of Moral
Sentiments,! written before the Wealth of Nations,? offers a rich moral vision of
society that contrasts with the thin gruel of ‘rational economic man.

Modern economics has selectively adapted Adam Smith'’s invisible hand
metaphor, focusing on the economically wondrous effects of the butcher and
baker trading out of their own respective interests and ignoring the prior’
* description of the same deistic hand propelling the creation of a virtuous society.
In Smith is a forgotten lesson that the foundation of success in creating a
constructive classical liberal society lies in the individuals’ adherence to a
common social ethics. According to Smith, virtue serves as ‘the fine polish to
the wheels of society’ while vice is ‘like the vile rust, which makgs them jar
and grate upon one another.’ Indeed, Smith sought to distance his thesis from
that of Mandeville and the implication that individual greed could be the
basis for social good. Smith’s deistic universe might not sit well with*those of
post-enlightenment sensibilities, but his understanding that virtue is a
prerequisite for a desirable market society remains an important lesson. For
Smith ethics is the hero-not self-interest or greed-for it is ethics that defend
social intercourse from the Hobbesian chaos.

Since the work of Thomas Kuhn and other historians of science, it has been
increasingly recognized that scientists cannot be neutral in matters of value.
In an article co-authored with Roland Hoksbergen,” survey what others have
had to say about value neutrality in economics, showing that there has been a
lively debate on the subject in the years since 1970. One group argues that
economists can successfully separate values from facts, which are ‘out there’
in the world, by adhering to a positivist methodology. According to this group,
a failure to maintain this distinction will lead to a disastrous slide into relativism.

Critics of value neutrality, on the other hand, marshal a wide variety of
arguments to make their case. It is argued, for example, that there is no access
to objective reality except through the lenses of a theory and, therefore, the
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values’shared by the community of economists color their judgment in
determining just what the relevant ‘facts’ are. For example, years of schooling
are important facts because they are proxies for human capital, and human
capital in turn is important because neoclassical theory says that it is what
explains a major portion of income differences. In another theory years of
schooling might be replaced by labor-market discrimination and family wealth
as more important facts.

I come down on this side of the issue, arguing that neoclassical economists
share a ‘world view’-a notion of the good, which shapes their analysis of the
economy. This world view includes three main elements:

1. People are rational and self-interested.
2. The purpose of life is to pursue happiness as people define it.

3. Theideal world is one in which people are free to compete to achieve
their ends and in which market forces lead to optimal equilibrium
outcomes.

This is certainly a set of value judgments, in need of justification like any
other. If these judgments indeed correctly characterize economics, they should
be openly debated, rather than tacitly assumed. :

Thus, economists bring certain values to their interpretation of the facts,
for example, by imposing a neoclassical template on the world they observe.
In an article by Robert Frank and others, they take the argument a step further.*
They experimentally demonstrate that economists’ values can affect the ‘real
world’ itself-and not just economists’ interpretations of it. This happens when
economists ‘export’ values into the classroom by teaching the economic theory
of rationality. The authors report several experiments, in one of which they
put students in a prisoner’s dilemma situation, with actual cash at stake. In a
regression model of the resulting data, with the decision to defect as the
dependent variable, an economics major variable was significantly positive;
those who had studied economics the most were more likely to take the most
self-interested action. If this kind of effect is common, then even clearly self-
interested behavior may not constitute an independent verification of the
theory of rational self-interest, but instead may be a product of that theory.

An introductory course in economics should provide students with several
different approaches to the relationship between facts and values in €conomics,
demonstrating that the role in economics of ideals such as objectivity are
unsettled. The debate is a longstanding one, and it continues.

Rationdlity, Ethics and the Behavior of Economic Agents

After teaching the fundamentals of microeconomics—scarcity, choice,
opportunity cost, supply and demand, it is important to discuss the limitations
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of the microeconomic way of thinking. Basically, economic theory posits that
wants are always greater than resources, therefore, scarcity is the economic
problem. Since by assumption everyone wants to get the most for the least the
logic of the model follows. The extensions are particularly troubling-couples
choose between a new car and a new baby; elected representatives act so as to
maximize the possibility of re-election. Even altruistic behavior is seen as self:
interested; people are seen to give money to charity because it makes them
feel good or it brings them social approval.

However, all evidence indicates that economic actors (consumers, workers,
firms) act out of more than calculated self-interest. Thus the assumption of
rationality used in economics may be insufficient in some cases and
inappropriate in others. In fact, people’s behavior is influenced by many things
including ethical norms. Economists have several reasons to be concerned.
First, to the extent that economics is based on a faulty theory of human behavior,
it will be unable to predict and control. For example, how should government
encourage people to behave in socially beneficial ways, say, to donate blood? If
people are rational maximizers, government can best achieve its ends by
providing a proper set of economic incentives for such behavior. But if
economics misconceives the way people are motivated, such incentives might

fail to work. In fact, there is evidence that blood donations decline when a -

system of cash payments is introduced. How can this be?

It is not clear how to account for the decline in contributions, but one
possible answer relates to a second, generative, role for economic theqry. By
this is meant its role in generating behavior as opposed to merely predicting or
controlling it. Economics can play this role in several possible ways. Fiist, as
mentioned earlier, economics can become a sort of philosophy of life for those
who study it, leading them to behave in economically rational ways. Second,
and more appropriate for the blood-donation case, economically rational ways
of behavior can be taught by exposure to social policies and practices that
presuppose economic rationality. Thus, even those who initially behave

according to social norms about giving blood may come to view blood donation ;

as just another economic transaction, once they see people being paid for
their donations. What they once saw as a ‘priceless’ gift, they now see as a $50
gift. Thus, their non-economic motives are undercut by an economic policy
based solely on self-interest.

Another reason to be skeptical regarding the assumption of economic
rationality has to do with its normative role. Earlier I noted that the practice
of neoclassical economics, despite claims of a positive-normative distinction,
commits one to certain moral beliefs. For example, when economics merely
identifies and describes certain behaviors as ‘rational,’ the label of rationality
carries a positive connotation that may lead some to see such behavior as
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desirable or even morally good. Another normative role for the theory of
economic rationality is as a benchmark of economic success. Economists
measure the success of the economic system by its satisfaction of individual
preferences, as opposed to some other measure such as reductions in infant
mortality or the elimination of demeaning working conditions. In this
‘benchmark’ role, the economic theory of rationality is normative because it
dictates how policies and behaviors are to be judged.

Thus, there are a number of reasons why one should be concerned about
whether the economic theory of rationality is a good one. How would one
begin to determine the answer to that question? Certainly it is relevant to ask
whether people actually behave according to the theory. One article does just
that, using experimental evidence. However, keeping in mind the generative
role’ that theory potentially plays, one must also ask what the consequences are
-of adopting the neoclassical theory of value. In an article I suggest among
other things that a society constructed on the basis of pure economic rationality
might face overwhelming problems of moral hazard, resulting in a kind of crisis
of the moral environment.® I examine the problems of organizing society, and,
in particular of organizing work, in conditions of imperfect information. In
those conditions, as economists have demonstrated, the problém of moral hazard
can arise. The problem arises when the payoff to one party of a contract depends
upon the performance of the other party, and the performance cannot be
monitored. For example, there may be a tendency to avoid work when the
boss is not looking. Such problems are surely pervasive in our complex society.
I argue that ethics can be part of the remedy, diminishing the tendency to
‘shitk’ in such situations. I argue further that alternative forms of work
organization, such as cooperatives, might be effective in eliciting moral behavior
under conditions of imperfect information.

Several themes emerge from a study of rationality, ethics, and the behavior
of economic agents. As has been seen, one of the crucial issues is the empirical
validity of the neoclassical theory. Another issue is the potential consequences
of adopting the theory as society’s operative theory of human nature. A third
issue is the question of exactly how people might deviate from the rational
model. If people are moral agents in addition to rational maximizers, how do
they care about the world? For example, do they simply care about the utility
of other agents, or do they obey certain moral strictures — like those against
lying — regardless of their effect on others’ happiness?

What studies make clear is that there is no one form of behavior, whether
self-interested or moral, that is dictated by human nature. There is abundant
evidence for this. The question then becomes how the various aspects of human
nature-economically rational and otherwise-can be elicited so as to create an
efficient and just society.
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ETHICAL THEORIES

We have examined how the relationship between ethics and economics i

important both for the construction of theory and for understanding the
behavior of economic agents. We now begin the examination of the third
question-how to assess the differential impact of economic institutions and
policies. That is, to answer the question of whether outcomes are desirable,
ethical evaluations must be applied in addition to economic evaluations. This
requires some understanding of available moral theories. A moral theory is
needed to provide a framework for responding to the ethical questions tha’t
arise in the course of economic activity. For example, if one decides that value.-
free economics is impossible, which moral values should inform the discipline?
If people do not behave simply as rational maximizers, what moral theories
might guide their actions? What moral theory should be used to answer applied
policy questions? And finally, if individual preference sovereignty is rejected
as the overriding goal of the economic system, what moral benchmarks or
objectives should take its place? All of these issues cannot be even understood,
much less resolved, without some sort of a moral theory as a guide.

There are three main types of moral theory: consequentialist, deontological,

and virtue ethics. Consequentialism holds that the right action is the one that :

results in the best outcomes. One type of consequentialism, utilitarianism, is
dominant in economic theory and asserts that the outcomes that matter are
utility or preference satisfaction. : o

Implementing utilitarianism presents certain problems. How does one
measure welfare or preference satisfaction, particularly when different
individuals must be compared? Do consequences count if they are not expected
in advance? Does the welfare of future generations matter? What of animals?
How does one compare two different states of affairs in which population levels
differ? How does an individual make ethical decisions when quantifying utility
is difficult if not impossible? Despite these difficulties, it is argued by many
that utility is the only intrinsically good thing. Others argue that utilitarianism
is justified on the basis of equal respect among persons. There has been a
recent resurgence in the popularity of consequentialism and many economists
find it appealing because of its apparent compatibility with neoclassical
economic theory. , : t S

In deontological ethics by contrast, moral duties or rights sometimes take
precedence over outcomes, because those duties or rights are morally valuable
in themselves. The deontological position is intuitively appealing as can be
seen by means of an example: assume a situation in which you must choose
between killing one innocent person yourself and allowing two others to be
murdered by another person. The consequences, in terms of the number of
lives lost, are not as bad if you commit the murder. But to do so violates thf;
moral obligation not to kill.
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Virtue theory traces its roots to Aristotle. Happiness plays a central role in
virtue theory, just as in utilitarianism, but virtue theorists mean something
different when they refer to happiness. Aristotle used the term to refer to activity
in accordance with virtue. Virtues, in turn, are the personal qualities that
enable us to do the things that good people do. Of course, the qualities of a
good person are complicated and require some kind of agreement on the proper

~ ends of humankind. Unfortunately, an important feature of modern societies

is their inability to reach agreement on such matters. But most people will
agree that the human virtues include truthfulness, courage, and so on.

Virtue theory might have much to teach modern business people. Businesses
might perform better if they concentrated on developing virtues or excellences
like quality, rather than focusing exclusively on the bottom line.

Deontological considerations might be used to augment neoclassical
economics. The essence of the deontological approach is that while the
utilitarian views the person as a unified bundle of preferences, the former sees
the self as bifurcated. Each person has a set of desires as well as a separate
aspect of the self that judges those preferences in light of moral considerations,
The ultimate choices of the individual are the product of both aspects of the
self. This notion is consistent with the work of those economists who have
introduced ‘meta-preferences,’ a secondary set of preferences over the domain
of all possible preferences. For example, [ like grapes but my moral commitment
to the United Farm Workers strike kept me from buying them in the 1960s, In
addition to the fact that preferences have this dual nature, they respond to
experience, and thus are endogenous in an important way. That is, our
preferences are not inborn but are learned. ' :

Morality interpenetrates all of economic life; its implications are sweeping
and do not apply only to certain areas. For example, in considering work life,
the moral value of work, and not just preferences must be taken into account.
Moreover, moral behavior undergirds all of the economy, which would quickly
disintegrate if large numbers of people attempted to cheat one another or failed
to honor their contracts. Thus, moral considerations demand a radical
rethinking of all of economics.

Virginia Held’ addresses another approach to ethics: Is there such a thing
as a feminist ethics? Carol Gilligan was one of the first to study this issue. Her
work was framed as a criticism of Lawrence Kohlberg, who apparently had
found that moral development among girls was less advanced than among
boys. Gilligan tried to document that what appears to be a lack of moral
development is rather a distinctively ‘female’ form of moral thought, which is
shared by many girls and women, as well as some young boys. Men tend to
have what Held calls a ‘justice perspective’ on morality. This form of morality
emphasizes rules and individual conscience. In contrast, women have a ‘care
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perspective,” which centers on meeting others’ needs and maintaining
relationships, rather than rigid adherence to moral rules.

Following the general lines of Gilligan's approach,‘ Held argues that \»L(imen
tend to share certain ways of thinking, acting and feeling ?bout moral pro erns.f
These distinctive forms of female moral experience are in part tbe prcdu?tl?
the activities that women have historically been involved in, especially
mothering. To the extent that moral theory is based upon moral eylcgin;nce,
Held argues women’s distinctive experiences shc')uld be mcludec?. Hf: e 1evz§
that this is especially the case because the experience of mothe@g flfs s0 cer;:r !
and important to human life, compared with the realm of p'ublilc affairs, whic
provides the inspiration for many ‘male’ forms ,of mora.l thmkmg . g

Held enumerates several aspects of women’s morality. First, it is attentwle
to the needs of ‘particular others,’ in contrast to all other people in gcinera :
That is, it emphasizes the special obligations we have tq those who sre.c osc]e3 to
us, as opposed to all others. Second, a feminist.morahty c.le'emp asizes, 1_ul:
does not discard, moral rules and principles. Third, there is more tcl)'mora ltg
than just knowledge; equally important are the assoc1atf3d fee ings ;n
motivations. Fourth, one of the most important .fe'male. experiences p;cl:))w ing
inspiration for feminist morality is the process of giving birth; the pa;ln 0 :fa@g
a child inspires the commitment of the mother, who does no.t want her suf e1i1mgf
to have been in vain. Fifth, a feminist morality emphasizes the survival hi(l)
children and relations of care and concern. Finally, .Held argues that while
much of what feminists say about morality has been said before, as some cnt;gs
have alleged, the important thing is that many problems and experiences spec c

to women have been largely ignored.

ECONOMIC INSTITUTIONS AND ETHICS

i i ! e and
Institutions, such as markets and property rights, impact people’s welfar

those impacts need to be evaluated both in economic and ethical Fem;;. $ome
economists may believe that the market is to be judged only on its e C}teml:y
in meeting wants, but Elizabeth Anderson® shows that moral concerns shou

play a part in our evaluations of the market. It is often proposed that martlilets ‘
should be used to allocate goods and services wherever possible because ey

are more efficient than the alternatives.

How can one evaluate such proposals? Anderson, in “The Ethical Limitations

llocate a good or
of the Market,” suggests an answer. She argues that when we a good 0

. . £ it in
service through a certain institution such as the market, we treat it in

. o . t
accordance with the norms of that institution. Those norms may allow us t

realize some values, but fail to realize — or even undermine — othefs. g'ilusilz
good is properly traded on the market if its value is successfully realized by t
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norms of the market. Also, an institution like the market, together with its
associated norms, embodies certain interpretations of ideals, while possibly
denying or ignoring other ideals. To determine whether a good is appropriately
distributed by the market, one can examine the rival ideals at stake. The way
people value things when they are allocated through the market is what

Anderson calls use. When we use something, we treat it in accordance with
certain norms of the market:

First, market relations are impersonal ones. Second, the market is
understood to be a sphere in which one is free, within the bounds of the
law, to pursue one’s personal advantage unrestrained by any consideration
of the advantage of others. Third, the goods traded on the market are
exclusive and rivals in consumption. Fourth, the market is purely want-
regarding: from its standpoint all matters of value are simply matters of
personal taste. Finally, dissatisfaction with a commodity or market relation
is expressed primarily by ‘exit,’ not ‘voice.” (p. 182)

o determine whether a good should be traded on the market one should
consult this list of market norms to see if they are compatible with the full
realization of its values.

To illustrate the application of this theory, consider the good of personal
relationships. The practice of modern relationships is informed by the ideals
of intimacy and commitment, as opposed to the ideal of market freedom
embodied in the market. This means that the goods of personal relationships
are, to a significant extent, shared ones. So, each partner enjoys those goods
and knows that the other also enjoys them. And the goods at stake must be
provided in the spirit of a gift, rather than out of narrow self-interest, meaning
that they must express a cognizance of and appreciation for the personal

characteristics of the recipient.

All of this conflicts with the market norm of impersonality, which requires
that goods be provided without regard to any characteristics of the buyer other
than his or her willingness to pay. Also, the goods of personal relationships
cannot be attained if they are given for base motives, like economic gain. Thus,
Anderson argues, we can see that sexuality is not appropriately traded on the
market. For a prostitute is motivated by monetary gain and, in providing her
sexual ‘services,” does not respond to the personal qualities of his or her
customer. Furthermore, the goods of personal relationships can be seen as
‘higher’ than those of the market. By implicitly equating the personal goods of

the prostitute with the money of the client, a lower good, prostitution, degrades
the prostitute. For these and other reasons cited by Anderson, prostitution

does not realize the goods of love; thus, sex should not be distributed on the
market.




A GUIDE TO WHAT'S WRONG WITH ECONOMICS

ECONOMIC POLICIES AND ETHICS

Rational actor theory is more than an empirical theory of behavior. This is
perhaps most clearly evident when economists assess the relative efficiency of
alternative economic arrangements, and, therefore, the desirability of policies.
Since the definition of welfare used is preference satisfaction, the utility function
becomes a normative benchmark. In practice economists use the more crude
standard — cost-benefit analysis (CBA). In this practice, the merit of projects
or policies is determined by adding up their costs and benefits. The benefits
are usually measured in terms of the willingness of the affected parties to pay
for them; with willingness-to-pay the normatively relevant piece of data because
it reflects preferences. Thus, both in theory and in practice, economists rely
on the notion that welfare amounts to the satisfaction of observed individual
preferences.

Tyler Cowen” is critical of the use of preference-satisfaction as a yardstick
for policy choice, arguing not that it necessarily always gives the wrong policy
recommendations, but that in some cases it fails to issue in any coherent
recommendations at all. Cowen’s argument is based on the paradox that
preferences shift in response to policy. Thus, there is a source of circularity in
the use of preferences to guide policy. An example will serve to illustrate the
point. Suppose that liberal education instills in students liberal values and a
tendency to favor government support for liberal education; while at the same
time, those educated in a more authoritarian system tend to support
authoritarian educational policies. In this situation, the preference: sovereignty
standard fails to provide any consistent advice to the policy maker. Which
policy satisfies preferences best depends upon which policy is unplemented in
the first place. Thus, ‘preference sovereignty’ as a criterion for policy selectlon
is not only incorrect, it is incoherent. ;

These problems are compounded when considering the problem of how to
count the welfare of future generations. The shape (and existence!) of future
individuals’ preferences are determined in part by the policies adopted today,
s0 again one is faced with the question of which preferences to count.

A related problem arises when dealing with the problem of imperfectly
informed preferences. It has been empirically documented that in the real
world, preferences are affected by all kinds of irrational influences. How, then
can one justify relying on those preferences to guide policy? For example, A
person reveals a preference to smoke when buying a pack of cigarettes. At the
same time that person wants to quit smoking.

9

CONCLUSION

In this chapter I have focused on the interaction between ethics and economics,
both in economic theory and economic policy. I have examined the three ways
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in which ethiics are important in economics: 1. Economists have ethical values
that help shape the way they do economics. 2. Economic actors have ethical
values that help shape their behavior. 3. Economic institutions and policies
impact people differentially and thus ethical evaluations must supplement
economic evaluations. Economics would be greatly enriched if it recognized
that there is no alternative to working from a world view. Making explicit the
ethical values embodied in that world view would help keep economics more
honest and useful.
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Economics as Ideology and the Need for
| Pluralism
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Mainstream neoclassical economics — and no other economics — is taught at
university departments of economics and at business schools in all parts of the
world. The ideal is to build on one paradigm (theoretical perspective) and to

extend this perspective in different directions to cover international economics,

environmental economics, health economics and so on. The hope of
neoclassical economists is furthermore to offer a useful paradigm that is as
close as possible to the philosophy behind physics, chemistry and otheSr natural
sciences. Positivism in the sense of objectivity, value neutrality, testing of
hypotheses and, whenever possible, mathematical presentation are.some of
the features of the neoclassical approach. A large number of scholats have

vested interests in the monopoly position of the neoclassical paradigm, and

since the 1970s, there has even been a Bank of Sweden Prize in Economic
Sciences in Memory of Alfred Nobel for extraordinary achievements.
Gunnar Myrdal is one of those who have received the mentioned Nobel
Prize. Not unexpectedly, the Nobel committee emphasized his achievements
within neoclassical economics, but contrary to other neoclassical economists
he — at a certain stage in his career — openly declared his sympathies for

institutional economics. He argued that the study of problems related to 7
poverty, health and environment in developing countries and elsewhere has ‘
to be based on an interdisciplinary perspective. Myrdal also took an interest in
theory of science issues and argued that it is an illusion that economics can bek ,
value-free and neutral. “Values are always with us’ in social science research
(Myrdal 1978). We have interests in choosing one problem area for our studies

rather than another and values are involved when making a choice among
possible theories, methods and ways of presenting results. Scientific criteria

ECONOMICS AS IDEOLOGY . 159

”

play a role fn making all these choices, but so also do other values that make
up the total ideological orientation of the scholar. :

The ‘fact’ that ideology is unavoidably present means that the ‘one-paradigm
position’ at departments of economics becomes untenable. Limiting economics
to one paradigm means that one ideological orientation is emphasized at the
expense of all others. This position is not compatible with normal ideas of
democracy. Departments of economics should avoid the role of being political
propaganda centres. With more than one paradigm as part of a pluralistic
strategy, the ideological diversity in a democratic society will be better reflected.
Furthermore, one specific paradigm, such as the neoclassical one, may perform
well in relation to some fields of study while being more of a problem in relation
to other fields.

In defence of the neoclassical monopoly position at departments of
economics, it could perhaps be argued that there are other social sciences
such as economic history, political science, business economics and sociology
that are based on paradigms other than the neoclassical one. While this is
true, my point here is that the monopoly of the neoclassical para