Profit Maximisation: An Outdated Hypothesis?

Alan O’Keane
Introduction

Profit Maximisation must be one of the most elusive, ill-defined concepts
in modern economics. It has, as a result, been both totally accepted and
utterly rejected as the single goal of the firm by economists working at
the gsame time and studying the same type of companies. In this article I
vill attempt to formulate a more realistic, relevent idea of profit
maximisation. I will also discuss briefly the alternative enterprise
objectives as postulated by Baumol, Marris et sl and explain why I sgee
these ‘"alternative" objectives as mere vehicles for vhat must essentially
be the long-term goal of the majority of entrepreneurs/administrators; that
goal of the higheat possible profite given the multitude of constraints
vithin which all firms find themselves. I will discuss the reasons wvhy
this is 8o, and the implications of such aims and I will conclude with
reference to some empirical work in this field.

The Neo-Classical Theory

The HNeo-Classical theory of the firm has as its basic assumptions the
follovwing:

1) The entrepreneur is also the owner of the firm.
2) The firm hag a single goal; that of profit maximigation.

3) This goal is attained by the application of the warginalist
principle.

4) The vorld is one of certainty,
S) Entry assumptionsg vary according to the particular model.

6) The firm acts vithin a certain time horizon which depends on
various factors such as the rate of technological progress, the
capital intensity of the methods of production etc.

¥hen considered against the background ot the complex world of modern
business wmany of these assumptions appear simplistic and antiquated. in
particular, the assumption of the world as one of certainty and that of the
attainment of profit maximisation through the conscious application ot the
marginalist principle contradict most people’s knovledge and perception of
the modern busineas world. The goal of profit maximisation, according to
the theory is attained by maximising profits in each period of the time
horizon of the firm, because the time periods are independent in the sense
that decisions taken 1n any one period do not affect the behaviour of the
firm in other periods. (#1)

The notion that businesamen consciously apply the marginalist principle
(equating marginal cost with marginal revenue in price and cutput
decisiong) is vhere the theory first falls foul of empirical work done an
this field. In 1939 Hall and Hitch, in the results of a study of 38 firms,

*1 A good discussion of this feature of the neo-classical theory is to be
found in Koutsoyiannis, ’‘Modern Microeconomics’.



came to the conclusion that firms did not use the marginalist rule. (#})

Instead, they argued, firms set their price on the Average Cost Principle
(Price = AVC + AFC + profit margin). The reaeons vhy this is so, according
to Hall and Hitch, are firstly that firme knov neither their Demand Curve
nor their Marginal cost schedules, hence the application.of the marginalist
rule 18 impossible due to the lack of relevant information. Secondly,
firms believe that the ’full-cost price’-is the ’‘right’ price since it
allovs a fair profit and covers the costs of production when the plant is
normally utilised. :

On asking businessmen about their goals, profit maximisation was rarely
stated to be their goal. Most firms reported that they aimed at a fair
level of profit, and that they also had other goals, such as the building
up of goodwill, being fair to competitors, etc. If this assessment is true
it dispele any notion of profit maximisation as the main‘goal. MNachlup has
argued, hovever, that just because firms do ‘not consciously and
mathematically calculate MC/MR, it does not mean that they do not
intuitively vork out the right price based on subjective assessments of
MC/MR which may be every bit as good as those explicitly calculated.(#*2)
Gordon vould attack such subjectivity and argue that it reduces MC/MR to a
tautology: any price could be said to be based on somebody’s subjective
asgessment. (#3) Machlup found, in contrast to Hall and Hitch, that average
cost pricing vas not incompatible with marginalism (1.e. P = AC can lead to
the same solution as MC = MR).

To equate ignorance of marginal concepts with inability to maximise protits
is not unlike suggesting that because one cannot read or write music -that
one could not knaw hov to play at. It eeems highly likely that a street
vige entrepreneur with his ear to the market and considering hara to
quantify factors such as customers’ preterence for stable prices, the
importance of goodwill, good competitor relations etc. might be just as
capable of maximiging profits as an overcautious bean-counter who looks
only at MC/MR and short-run profitability.

Considerable confusion exists in the terminology ol protfit maximisation.
It is particularly unfortunate that the terms ‘goal’ or ’‘objective’ ana
‘attain’ are used interchangeably. It is obviously a lot easier to come up
with an alternative, more plausible behavioural hypothesis 1t you are
seeking to disprove the theory that firms attain profit maxaimisation than
to disprove that the long term goal of the firm is to maximise protits.
The only way that a firm might attain profit maximisation in the snort term
is if it were content and permitted to stay stationary with the same marxet
share, seme sales etc. each year. Modern business 18 haovever characterised

by dynamic markets. Firms themselves are dynamic. Few entrepreneurs are
content with the status quo. Most constantly - seek to 1nnovate, to
diversify, to tacklie some nev challenge. The one way to facilitate these

ambitions to earn a higher and higher rate of return is to make as much
proiit 8s possible in all espects of the business taking into account ali

1 R. L. Hali end C. I. Hitch, ’Price Theory and Business Behaviour’.
Oxiord Economic Papers, 1939.

*2 F. Machlup, ‘Marginal Analysig and Empirical Research’ - American
Economic Review, 1946.

*3 R. A. Gordon, ’‘Short Period Price Determination in Theory ana
Practice’ - American Economic Reviev, 1947.




the constraints on sghort-term profite (fixed factors) and also recognising
the importance of good labour relations, goodwill and so on if long-term
profit wmaximisation is to be achieved. Confusion exists as to wvhat
constitutes profit maximising behaviour on the part of firme and their
administrators. In theory of course, there is no limit to hov high profits
can soar. It .+ might be argued that a true profit maximisation strategy
vould involve the sabotaging of competitors reputations or factories; the
stealing of inputs; corporate espionage; insider trading etc. Gbhviously
these actions. are not included in the normal perception of profit
maximieing behaviour. When ve epeak of profit maximisation we mean  that
businessmen seek to maximise profitas within the <framework of all the
constraints under which they operate vhile seeking all the time to
eliminate or mitigate the effects of these constrasinte in their quest for
greater profite.

The limite of capacity,. market share, and sales, all constitute constrainte
on the company and its ability to maximise profits in the short term.
These are things ivhich the entrepreneur/administrator witl be constantly
trying to change. - The .need to be constantly innovative, to maintain good-
vill, good labour relations, good competitor relations are also constraints
on short-term profitability which ensure greater long-run profits. Even
ignorance of marginal concepts cen be a constraint, particularly on small
buginesses, and may affect the magnitude of profits, If this is the case,
the buginessman will learn to use these concepts to his advantage, if - the
opportunity arises.

To pick some arbitrary factor like the fact that no businessman vorks 24
hours a day, 7 days a week and to.suggest, as it has been, that ‘this
constitutes a valid reason vhy profit maximigation cannot be the main aim
of the modern business corporation is absurd. Similiarly, the argurent
that because businessmen-are seen to be primerily motivated by the four Pe
(prestige, power, pay, perka) that therefore they cannot be protit

maximisers is unrealistic. These benefits are recognised internationally
ag the sine qua non of motivation and positive reinforcement. Bueinessmen
are well knovn for what T. Boone Pickens callas their “ballroom size
egos®. (#1) Their need for the superfluous trappings of success is part of

the framevork in vhich you must operate - part of your constraints. In any
event, many such embellishments often exist to impress customers, equity
investors, creditors, etc. and as such they are the price a firm pays for a
dependable, prosperousg, stable appearance.

Whatever way you view perks, status symbole and so on, they are a necessary

part of your constraints. Within these constraints you aim for maximum
efficiency, maximum . profitability. You change what you can by
diversifying, by marketing, by trimming bits off costs, by increases in
productivity etc., 8ll aimed at increasing profits. What ‘you cannot

change, you make the best of.

This then, 1is the nev idea of profit maximisation as the objective of the
firm and it wight be termed ’‘realistic profit maximigation’ or ‘profit
maximigsation s8ubject to constraints.’ It appears to follov the ideas of
Machlup. (#2) Machlup sav that the firm had a single goal; the maximisation

*l T. Boone Pickena, ’‘Boone: An Autobiography’, Hodder and Stoughton,
1987.

2 F. Machlup, ’Marginal Analysis and Empirical Research’ - American
Economic Review, 1946.



of long-run profit. = Of course, the fundamental veakness vith this wvhole
approach ieg that it reduces. profit maximlsation to a tautology. "On the
basis of this approach” practically any activity on the part of "the firm
might be said to result from a desire to maximise long run profite. At
voret, 1t ig not less teatable or workable than most of the other alter-
native hypotheses put forward.

Alternative Motivation Hypotheses

Most of the alternative movitation theories in existance sre based on the
strict Neo-classical definition of profit maximisation.- It is not
surprising then, to find that vriters can easily point to flaws in  the
hypothesis and its (the strict definitions) irre;ebance to  the modern
business world.’ i ! ’ '

The best known alternative motivation hypothesis is hfobably Baumol’s Sales
Maximisation Hypothesis.(+*1) The classic exposition of this hypothesis 1s
that firms maximise sales revenue ‘subject to a minimum profit constraint.
It sacrifices profits by not producing the optimum level of cutput. While
this may happen in the short-term it can be argued that it is the result of
a desire .to maximise leng-run profit.” Like all these hypotheses, Baumol’s
i difficult to test empirically. Marshall Hall used the mean protit rates
for the firm’s’ 1ndustry and the mean profit for the entire sample of firms
(Fortune’s 500 1960 - 1962) as & proxy for the minimum acceptable level of
profit (the minimum profit constraint). Hig findings 'lend no support to
the sales revenur maximisation hypothesis ..."(+2)

Ancther plausible objective had been put forward by writers like ‘Robin
Marris. (#3) _ The growth maximigsation hypothesis sees firms as constantly
wvishing to ‘grovw by diversifying into nev products/techniques. The fact
that firms vant to grow bigger is undoubtedly true. Hovever, as Koch says

"... firms are vitally interested in maximising growth but - for the
same reasons as they might be interested in maximising sales. To
finance grovth the firm must generate considerable profits 1internally
or borrov in outside captlal markets. Debt servicing 18 a drain on a
businesg so0 a firm aims to finance growth internally as much as
possible. Héhce a vish to maximige growth will ordinarily constrain
the - firm to behave in a manner not dissimilar from that” of profat
maximisatlon."(’A) B

Elsevhere,
*. ..athough the short-run decisions of the growth or sales maximising

firm may differ considerably from those of the profit maximising firm,
the long-run interests and decisions and interests of growth, sales

1 William J. Baumol, "Business Behaviour, Value and Growth", rev. ed.,
Harcourt Brace Jovanovich, 1967. )

.2 Marshall Hall, "Sales Revenue Maximisation: An Empirical Investi-
gation”, Journal of Industrial Economics, 15 (April 1967), 143°- 06,

*3 Robin Marris, "A Model of the ’‘Managerial’ Enterprise”, GWuarteriy
Journal of Economics, 77 (May 1963), 185 - 209. B

.4 James V. Koch, “"Industrial Organisation and Prices", Prentice Hall,
1980. '



and profit maximisers alike are virtually identical. Policies that
maximise the long-run growth of a variable such as sales or assets
vill necessitate approximate profit maximising policies.”

Other hypotheses like maximising the present value of the firm are
extremely difficult to test empirically and are in any case inexorably
linked to long run profit maximisation.

Managerial theories and alternative hypotheses suggest that because so many
firme are not ovner-managed, the managers are free to, and do, pursue cther
obhjectives than profit maximisation. Berle and Means argue that vwhile
owner-gtockholders are permanently interested in high dividend payments and
typically favour profit-maximising actions, managers are subject to their
own needs, motives and desires. Managers may be more interested in perks,
in being the head of a bigger if less profitable organisation. (1) I
discussed this subject earlier, but it is worth streseing here that very
fev people are driven solely by a desire for pover and perks make it to the
top of organisations without displaying an ability to deliver the goods in
termsz of profits. Kamerschen, in a study of the largest non-financial
corporationg during the period 1959 - 1964 found not only that the extent
of the management control does not affect profit rates in a noticeable
fashion, but also that a change in control from owvner-controlled to
manager-controlled status for a given firm was agsociated with increased
profit rates. (#2)

So even managers have profit to the forefront of their objectives.
Prosperity finances grovth and pays for the perks that managers enjoy.
Profitability is the vay to keep jobe secure, to finance perks, and to take
advantage of nev challenges to grow and diversify. Increasingly management
renumeration is linked to profitability. "We pay very little money for
coming to vork" maid Tony O‘Reilly recently. About twvo-thirds of the pay
of each of the top 300 managers takes the form of performance incentives
based on everything from brand profitability to corporate return on
ghareholders’ equity. (+3)

Levellen and Masson have demonstrated that very large portions of executive
compensation takes the form of stock options, grants and profit sharing.
(#4, #5) Masson, for example, found that over five sixths of the total
financial compensation received by the executives in his sample vas non-
galary in nature. During the U. 3. Government loan guarantee period at New
Chryeler Corporation, chairman Lee Iacocca drev a salary of only $1 a year.
Yet his stock options were vorth 4 - 5 million dollars(#*6). It i easy to

+1 A. A. Berle and G. C. MNeans, The Modern Corporation and__Private
Property, Commerce Clearing House, 1932.

*2 David R. Kamerschen, "The Influence of Ownership and Control on Profit
Rates”, American Economic Review, 58 (June 1968), 432 - 47.

+3 Fortune, "Heinz Pushes to be the Lowest Cost Producer", June 24, 1985,

*4 Wilbur G Lewellen, *Executive Compensation in Large Industrial
Corporationa®, National Bureau of Economic Research, 1968.

*5 Robert T. Masson, "Executive Motivationse, Earnings and Consequent
Equity Performance”, Journal of Political Economics, 79, (November
1971), 1278 - 92.

*6 Time, "I Gotta Tell Ya”", April 1, 1985,




see hov important profit is to management. Another reason vwhy profit
maximisation as the objective of the firm is Bo essential is to guard
againat hostile take-over bids. If management are seen to be aiming for
gomething other than profit or not utilising the company to its full
potential, they run the risk of a hostile take-over bid from a healthy
company or a corporate raider wishing to take advantage of the undervalued
stocks. ¥hen this happens the management vho presided over the under-
utilization or resources quickly become ’‘guests of the nation’.

It 1is clear then that for both the firm and for management profit is the
key to survival. There are any examples of companies vhich have failed
vhile having a large sales turnover or that failed because they tried to
expand beyond their means (eg PNMPA). Few companies fail because they are
making too much profit.

In 1958 Lanzilotti carried out a study on pricing objectives in large
corporations(+l) He interviewed the senior management of 20 such
companies. while, as Lipsey saus, "one only needs a nodding acquaintance
vith elementary psychology to realise that ve are not likely to discover
vhat motivates a person by asking them®, vhen you consider that business
men vwould be naturally shy of admitting, if they wvere conscicus of the
fact, that they vere golely motivated by profit considerations, it 1is
interesting to note that the 4 principle objectives cited (target Return-
On-Investment, s8tabilisation of prices, target market share, matching
competition) are all closely related to, as Avwh puts it, "a concern for

profit in the present as vwell as in the future”. Avh gees three main
advantages to the profit maximisation hypothesis. (#2) Firstly, it is the
moet pervasive force that governs the behaviour of business firms - all

other behaviour may be approximated by it. Secondly, it is a simple
hypothesis. Thirdly, it is the single best assumption available.

Conclusion

From the outset of this essay I identified vwhat 1 sawv as the problems with
a strict Neo-classical perception of the profit maximisation hypothesis and
hov easy it was for those with alternative theories to find fault with it.
.While the strict definition might not be very practical the idea that the
main goal of a firm is to maximige profits seems to be the best predictor
of buginess behaviour, provided ve acknowledge the multitude of constraints
under which firms must operate if they vish to ensure long term survival
and profite. No other alternative maximisation strategy can ensure long
term survival, profitability and growth to the same degree. Nobody
realiges this better than rational entrepreneurs.

*1 F. Lanzilotti, ‘Pricing Objectives in Large Companies’, American
Economic Review (1988) p. 921 - 41.

»2 Y. Avh, ’Microeconomics”.



Ireland’s Employment Problem

Finbar McDonnell

Thim article tries to give the broad background to ‘the employment problem’
in Ireland. Any attempt to do this must necessarily describe the
demographic trends in recent decades, and' provide some information on
likely trends in the near future. Since our interest is in the ‘“labour
force, apart from the population, I shall look at the age distribution, and
the participation rate of the popuiation. In the latter section ‘of the
article, I shall look at the extent of unemployment in Ireland in 1987, in
absolute and sectoral terms. In conclusion, I shall try to “place the
policies of the next decade in some sort.of perspective, by combining the
trends in demography and employment.

Looking first at demography, Ireland has a’ very “strange demographic
history. Our population figure was unchanged between 1331 and ° 1971, at
Just under 3 million. This disguised a large fall in the 19508 period
folloved by a compensating increase in the 1960a. - “In the 1970s, the
population experienced rapid growth, and in the early 1980s was over &.5m
for the first time in almost a century. These trends are made up of twvo
elements - the Natural Increase and the HNet Migration. The natural
increase has in fact been fairly steady for the last 100 years, at in or
around 10 or 11%. This has been a combination of falling ages of marriage,
combined with decreasing fertility rates and a slightly 'declining death
rate. This means a high correlation exists betwveen' net migration ana
changes in population, and the statistics bear out this hypothesis.” In the
19508 the-decrease in population coincided with hlgh net emigration, the
19608 =av a fall in the emigration vhich allowved some ‘population increase;
the 19708 saw-net immigration and the population boomed, and in 1985,

emigration ‘'was again high, and the population actually declined. "

Natural Increase Net Migration Total
19508 0.99 b (1. 4) (0.41)
19608 1.04 (0.6) 0. 44
1970s 1.17 0.30 1.47
1985 0.79 (0.87) (0. 08)

. (all % of total population)

Regarding the near future, the NESC forecast a 25,600 natural increase
(p.a.) for the next five years. However, they combine this with a forecast
that net migration will average - 25,000 p.a., and that the total
population is back to the situation it found itself in betwen 1931 and 1971
taken as a whole - natural increase cancelled out by net migration, givang
ne change.

The second demographic point of interest 1is the proportion ot the
population between the ages of 15 anu 64; the active population. The rapia
population grovth of the 19708 gives Ireland an unfavourabie age
distribution - with 30.3% of the population under the age ot 13 in 1981
€29.2% in 1986). This is the highest percentage i1n the EEC, ana combinea
vith a lover percentage of over 65s due to emigration in earlier vyears,
giveg Ireland a pyramid-type population structure.

Hovever, the recent decline in the birth rate shouid bring our popuiation
atructure closer to the EEC average, and the NESC forecast a tall in the
percentage between O and 14 to 27.5% by 1990, and a further decline
thereafter.
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The final, point of interest.as regards demographic trends.is the labour
force participation rate, i.e. ‘the amount of people between 15 and 64 vho
actually ‘participate’, by seeking ‘gainful employment’. Traditionally,

the Irish male participation rate has been normal, but the temale rate has
been below the international average. In recent years, .the 15 - 64, male
rate has dropped from 78.4% (1975) to 74.1% (1985). This change ais
probably due to the increasingly skevness tovards the lowver ages, . with a
higher percentage in education. . The percentage of married females working
has continued to rise, .from 14.5% (1975) to 20.4% (13885)., .- However, the
gingle . and. vidoved females figure has fallen,. again probably due to . the

education factor. . In general, ,.the male. rate is fairly steady,  and the
female rate is rising slovly,,although it 1s still way behind. 1nternat10nal
rates, and . . indeed the male rate. . . The overall participation <figure vae

52.1% in 1965.,, In the next few years NESC forecast the emlgration to be
the biggest shapE} of participation, downwards due to its concéntration in
the 13 - 64 age group,  and upvards due to its veakening of the so callea
‘discouraged vorker’ phenomenon. . . . o : . '
Turning to employment levels ‘there have been large  fluctuationg in the
levels of sectoral employment in Ireland over the last 2% years, and it 1is
necessary to look at these to appreciate the extent of the employment
challenge in Ireland. ’ - .

Persons Employed 1961 1971 1981 1985 1990 ’000s
Agriculture 360 258 201 169 142
Industry | ) - 253 - 318 . 360 .. 305 305
Services . . 405 454 990 . .600 627

Total Employment 1018 1030 1154 1074 1074

Shares'= ‘; ¥ ) : s T w. N . . . . ) “ j ‘ - y
Agriculture 34.95 25.0 7 17 5 15.7 15.2
Industry 24.9 30.9 31. 3 28.4 28.4
Services 39.9 44.1 51, 390y 58, 4

Agrlculture has been 1n constant decllne since 19b1, ;nd this has caused a
major . problem with job creatlon, eg between 19&1. ana 1985, 42 000 nev jobs
would have been needed just to soak up the people leavxng agriculture.
This trend is expected to contlnue, ‘and by .1990 another 27,000 are forecast
to have left, bringlng the agrlcultural snare of employment down to 135.2%,
Industrial ‘employment rose rapidly in the 1960s but siowed in the 1370s and
the recession, combined with large productlvxty ‘growth, has caused a large
deciine bin' the 19808. The product1v1ty increases are expected to get
smaller in the next few years, and forecast increases 1in specific areas
should leave the 1ndustrlal employment at about the same level.

Flnally,' the servibes sector has geen continuous grovth, although'th1s has

sloved dramaticlaly. Much of the 1970s services grovwth was 1in publzc
services, but this has nov been haited, and any forecasted growth 1s
expected to occur in the private sector. Thig gives an overall picture ot
rapid exmployment grovth in the 19708 and a sizeable loss in employment 1in
the 1980s, The forecast for 1990 of no change from 1985, 18 based on the
NESC report which outlines an optimistic and a pessimistic scenario,
forecasting an increase and decrease in employment respectively. The no-

change forecast is simply a rough approximation.

The combination of the labour force trends and the employment figures can
now be examined.
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1961 1971 1981 1985 Dec 1986 (000’s)

3

Labour force 1072 1087 1272 1299 1296
Employment ° 1018 1030 1151 1074 1046 =
Unemployment 54 57 121 225 250 ¢ ’
Unemployment” Rates 9% 5.3% 9.9% 17.3% 19. 3%

For most of the 1970§Vthe groiing labour force was  matched by groving
employment. However from about 1980, the employment figure "has been’
falling, and combined with the rapidly 1ncreasing labour force, has ‘caused
large scale unemployment. *'Indeed, the labour force has actually failen

since 1985 due to emigration, and the unemployment Bituation would be even
vorse nov, vere those 60 000 (approximately) to have remalned here.'f

The final point ‘I want to consider is the link between output and
employment. It is obvious that the levels of employment in an ‘economy will
be determined by the output required and the product1v1ty rates. A change
in GDP 13 a combinat1on of the change in total employment and the change in
GDP per vorker.

GDP GDP/Worker Total Employment
1975 - 1980 4 6% 3.1% 1.5%
1980 - 1985 1.8% 3.3% -1.5%

In the next five years, the rate of grovth of GDP is dependant on many ~

variables, but estimates vary between 1.9% (NESC’s ’‘peassimistic scenario’),
2.5% (the new government’s plan) and 3.2% (the NESC's optimlstic
scenario’). The productivity changes are expected to decline somevhat to
(say) 2.74. In other wvords, a 2.7% increase in GDP 1is necessary to
maintain present employment figures to 13990, This ie certainly on the
optimistic side, but is possible.

However, this would have major consequences 1or unemployment. The active
populatlon is forecast to increase by 149, 000 ‘1n ‘the next b years and 1t
the part1c1pat10n rate stayed the same at '52.1% then the labour force wouia
increase by 78,000  people. Were there to be no: net migration, then
unemployment would be_326 000 by 1990, provided the optimistic 2.7% p.a.

growth 1s achleved " To 'solve’ the unemployment problem, 1.e. to achleve

full employment, vould necessltate commensurate growth. NESU reckon that a

. further 2% would be necessary to expand employment by 100, 000. This being

the case, a grovth rate of 9. 8% p.a. would be necessary to acnieve furl
employment in 8 years without net mlgratlon. Allov1ng for a natural rate’
of 3% unemployment, GDP would need to grow by Y% per year for 5 years, or
by a cumulative 54%. This is the extent ot Ireland 8 empioyment propiem.

- o -

+ -
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Road Pricing - a practical option? . . - e n

Lee (Eoin{_Costellov

Introduction - - : < oo R N

If economice. is that branch of study vhich concerns itself wvith the
allocation of scarce rescurces among competing needs, . road pricing is that
area of transport economice concerned vith the allocation of road space, an
increassingly ascarce  commodity. Road congésiionr particularly in wurban
areas, . 18 rapidly becoming a severe social problem. . The number of private
cars registered in the Dublin area has increased sixfold since 1951, car
ovnership in the Dublin area could be in excess of 300,000 by 1991, (#1)
Traffic speeds in the city centre can be as lov as 2.2 m.p.h.
. S
Prasent chargea an - przvate vehicle holders include fuel, vehicle and

e

‘expenditure : tax. - - These comprise ¢ potential two part road charge, the

fixed charge '(car tax) is a payment for admission to the road system, vhile
the ~variable charge (fuel tax) is a payment for the use of ~ that systen.
Currently the rates of tax are not set with any pricing principle in mind,
and it is agreed that these taxes do not provide an instrument to restrict
the uese of the roads in the right places at the right times. (#2)

Before I proceed to discuss the nature of the congestion problem a vord of
caution . is necessary with regard to the title of-thie article. The wvords
road pricing may - lead .to.the misconception that . the imposition of a
congestion tax is in a wvay an attempt to use a normal price system in

. eelling .road apace. .. A price for road space arrived at . by the normal

process of the  market: would not include the major constituent of a
congestion .tax, the charge for externalities. . - :

Congestion Lo . ey

The  .aim. of - a congestion tax is to obtain a more efficient use of road
space. In 8o far as this is a question of estimating the optimal use of
the existing capacity the economist is explicitly concerned with
conventional marginal analysis, Imposing a . congestion tax involves

marginal ‘gsocial .cost pricing but in a special and limited sense. The only
social cost considered is that imposed on.other road users. ’

Looking at figure.i,.. wve see the demand
for and the user cost of a link in a
road sgystem(=*3).. it assumes vehicles
are homogenous and that an ideal pricing
system. iz -available. Up to the point A
uger costs remain constant,. indicating
that until this  level of usage i=s
.reached, users do not impede each other.
Hovever beyond A not only does every
additional wmotorist raise the cost to
himgeif, but by raising the A.C. he also
cauges each . of the motorists already

’.

Frgure | (Pc.u-¢ per hour)

*1 The Traneport doﬁﬁultatlve Commission Report on Dublin Bus Lanes.
"2 Smeed Report, 1964, H.M.S.O.

*3 Harrison, A. J., Tﬂe Ecoﬁomics of Transport Appraisal.
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. have to be guided by the M.C. curve. wEe <

using the road to bear this additional cost. It is°this effect on other
motorists’ costs that creates the externality. . -

,.
[

Once the A.C. curve begins to rige the M.C. curve algo rises but more
ateeply. Beyond the flow 002 the value of the trip to the consumer_(shown
by the height of the demand curve) is less than the marginal cost.

- - * . ) - . P
In the absence of any restriction the volume of traffic vill. settle at 0Ql.
At ~ this volume of traffic each motorist finds the marginal value. of this
trip. to be equal to the cost of -his trip. Once:the cost of his trip is
reviged to-include’'the additional cost the motorist 1mpoaes on othara . we

w L1 3 . - o

Employing the marginal cost' priciple of choosing as cptimum the volume ' at

‘which N.C. is equal to marginal value (price) volume 0Q2 is chosen. This

optimal flov of traffic can be brought about by ’extraordinary.® restraint

. (taxes) which remove the divergence between private and social.: costs’. (+1)
. The optimal - tax,~ t,~ on - each vehicle using the road ‘is calculated by

. s
t-o= (1 + l/E)A C.7- A C. “ort= (I/E)A C. B

multiplying the A. C. of the journey :by the inverse of: the point elasticity,

Thia tax could then be 1mposed using methods discussed belov.

T wr < = a

. However the above analysis is subject to a flaw, that identified by: ‘the
., second best theorem. Whereever the usual optimum:conditions are not' met in
. the}fest of “the ‘economy,. -one cannot in. general Jjustify. employing the . M.C.
. pricing rule to determine ideal outputs in a particular sector. «:.In order

to identify & ‘constrained maximum under more complex > conditiong ° (as
identified in the second best theorem) it is necessary to forsake the
optimum conditione that are strictly relevant only to the gimple case of a
gingle and familiar constraing on the social welfare function. However,
according to Mishan (#2) ve may be able to discover circumstances which
enable us to'derive guidance from the usual optimum rules even though those -
rules are not univergally met. - S - B -

i -

I ‘assume (for the purposes of this article) that the above is the case and
I, 'will nov move on to a discussion of the alternative methods for. levying

.the tax discussed above, and alternatives:to it. o

Instruments for achieving optimal amount and allocation of traftic

3

Traffic Resttaint Approach -

LS <

Uses adminimtrative (parking facilities, traffic management controls)
devices to force a particular division of traffic by route, mode or time of

day. Thie approach is usually used in conjunction with area licensing and’
road pricing. ¢ Looking at‘parking policy in the Dublin area, in the Dublin
area ‘there are six radiasl routes which carry the most traffic. Thege are

the roads to Malahide, Swords, Lucan, Naas, Stillorgan and Blackrock.

& -

It * has been empirically demonstrated (Neutze +1) that four lane roads have

-e8lover flove than tvo lane roads due to traffic management”policies which .

. &
- RE [ i

o A ST - - TN

»1 Pigou, A.C. The Economics of Welfare.

*2 Mishan, E. J. 'Second Thoughts on Second Best’. Oxford Economic
Papers, 1962. " i
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Normar
allov road aside parking and thus Flow
the capacity of roadside:lanes:’ias
severely restricted. ‘- Despite this *-
evidence the Dublin Corporation end
Dublin County Council = allow’ —_— -
extensive parking along two'of: the :
most congested radial routes . LoNGESTED
(Ballsbridge inte Stephens Green FlLow
and in Donnybrook Village), the’ : .
Blackrock end Stillorgan roads.

The Road Pricing Approach ) ;lo\u C U(’;kvcll;/how\)

'5lgu.r¢ 2

Here ve raise the cost of using congested facilities. The case  for a:->

pricing device which relates the charge for the use of congested road
facilities to their marginal social’ cost wvas set out- by the Smeed Committee
in 1963. It discusaed the two maln —=thods of direct charging. -

- Toat

1. 0ff vehicle recording ayatems

methods. C bl e Lo -
2. Vehicle metering systems: analogoug to taxi meter methods of

charging. . T EE : . M

In viev of the ‘impeccable scademic pedigree’ of road pricing and the vide

range of apparently feasible technical methods available for operating 1it,
vhy are road priclng schemes not videly used? I.digcuss some of the
reasons below, - : C

.~

The Public Transport Subsidy Approach

.In this case the cost of using uncongested facilities is lovered..:- Buses
could be subsidised on the grounde that bus passengers contribute less than -
car passengere to traffic congestion. (#2) - It can be better to price .mass..

transit below its marg1nal social cost: simply because car :transit is prlcen
belov its marginal social cost. .

There are numerous reasons quoted for the nonintroduction of a system,, oX

road pricing (#3) vhich include the- 1ollov1ng. B

1. The difficulty of devising a practical method of . collection of charges
vhose level must change as congestion varies.

2. Road pricing and any other system of user charges vould be strictly
optimal only if all other goods in the economy are algo priced at the

marginal cost to society.

3. Border and infrastructure problems: there may be increased congestion

1 Button, K. Transport Economics

.2 Sherman, R. ’‘Subsidies to Relieve Urban Traffic Congestion’. Journal
of Transport Economice and Policy, 1972.

*3 Barrett, S. and Walsh, B. The User Pays Principle.

*4 Zettel, R. M. and Carll, R. R. ‘The Basic Theory of Efficienéy ol
Tolls’. Highwvay Research Record 19.

vanalogous to telephone charging



in areas bordering the reastricted area. The ring road for through
traffic must be adequate othervige road pricing will not wvork as
people will continue to use the congested roads. (#4)

4. There ig the possibility of undesirable distributxon‘ repercugsions,

with road pricing the 'use of the roade depends upon the capability of

the potential users to pay the charges. (#1l). . Ty s

Ly Lo

5. There is controversy err the disposing of”thé reVéﬁuesvrQised.

6. There are doubts about the response of road uéeré to vérying prices
. for road use. s

Conclusion [ Gaee Tt . o - .

v

In Ireland vehicle investment is falling and the percentaée 6f,6:N.P.,spent,

on . roads ie rising steadily. (#2) Increasing investment in . roads causes
higher 1levels of noise, atmospheric . pollution, vibrations, visual
-intrueion, planning blight and community severance. . Indeed,. the.proposed
road scheme leading to the Chriet Church area requires the compulsory
acquisition of thirteen licensed premises in the path of the development.
N N I o fad

Road pricing ies one example of economic science furnishing a powerful guide
to practice. If one looks at the results obtained in a limtied schmee of
«this type(+3): the advantages become obvious. - In the Singapore area licence
.8cheme :the -volume of traffic entering the restricted zone - fell by 44X%,.
there wvas a:22% improvement in speeds.vithin the zone, - the bus share rose

from 33% to 46% and car pool shares increased from 14% to 41% of all car.

trips.: The carbon monoxide level during the restricted hours (vhich had
formerly been at a peak) was reduced belov that in the middle of the day..
 Irish "authorities are actively pursuing a. policy of investment in expansion
. of roads rather -than proper management of the existing capacity.. It must
 be recognised by -these - badiez that urban .road  problems require more
management and <. less engineering investment, and more recognition or the
beneficial role of ’'efficient’ public transport.-.: . - :
In  conclusion, .despite the theory of second. best,  few would quarrel with
the argument that the introduction of .direct road pricing.would improve the

efficiency of resource allocation. Therefore 1 believe road pricing 18 a
first best solution in a second best world. PN
-0 -

*1 Richardson, H. W. 'A note on the distributional effects ot road
pricing’. Journal of Transport Ec. and Policy, 1974.

*2 Building on Reality Report.

«3 0.E.C.D. Conference ’'Better towne vwith less traffic’, 1979.
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The Closed Shop

Maurice Doyle B : = © « o
"The average vorker is’'a jolly:decent chap.who, if‘ kept avay irom nasty -
ghop - stevards and:made to understand the economic:facts of life -will:-
quickly become a docile, conscientious, obedient company. supporter.who®
will never have any problems with his ‘pay -or.iconditiens. “or.:-
supervision. Most of these chaps would:not.be:in unions.at-all,-if it. .
vasn’‘t for.the closed shop. "(#1) u . - . P
There are fev,' if  any, institutions vhich can provoke -as much heated
digcuaesion as :cloged shopsa. It 1is often claimed. that they trample =
mercilesaly .- acroes ..the -freedom of individuale 'in--.a manner quite
unacceptable . in an open . liberal-democratic state- and :that they .give

the unions unparalleled powver vhich can be:end iz used to the detriment of -

industry, the economy and the common good (in:general). It ie the task of
thig essay to see if these asmertions are varranted..
s = e e s 2 i

While closed shope (or union membership agreements - U.M.A.8. - to use the
terminology of the Trades Union and Labor Relatiocns Act 1974 and the 'sub-
sequent Amendment in 1976) are by no means homogeneoug and vary not only
through time but <from place to place,» it is ;beneficial to .produce a
definition at this early stage. W. E. J. HcCarthy states that a closed
shop occure where: . “ s Y

*employees come to realise that a particular job is only to be obtained
and retained if they become and remain members of one of a specified

number of trade unions."(+2). oo .
Tvo points must be stated here. Firatly, vhat follows ie not a:discussion
on the relative merits of strong versus veak trade unions, but rather a
comparison of compulsory and voluntary unionism. (*#3) Secondly, a

distinction has to be made betveen a pre-entry closed shop.vhere wvorkers
have to be a members of a particular union(s) before they can apply for
employment and a post-entry shop, vwhere they must join after they get the
job. This distinction is critically important as both have disparate
effects on the balance of pover, and on the rights and freedom of
individuals. It is the latter topic to which I.nov turn. .

Crouch’s theory of the Logic of Collective Action suggeste that an
apparently free choice to join a trade union in fact contains.an in-buiit
bias against membership. So organised labour mugst. strive.to increase the
benefite of wmembership relative to those of: non-membership. One way of
doing this is to ensure that to acquire or retain a job, vorkers must

L3 Paul Roots: -‘Mytha that Blind British Business’, page 37.
Rootg, - Director of Industrial Relations at Ford, - vas not expressing
his ovn opinion, - but parodying the views commonly held by management.
2 W. E. J. McCarthy, as quoted in Ferdinand von Prondzynski’e ’Freedom
of Association and Industrial Relations’, page 117.

*3 Dunn, S. and Gennard, J., ‘The Closed Shop in British Industry’.
As Stephen Dunn and John Gennard point out, voluntary unions can be
poverful. As an example of this, they cite the case of the FPost
Office’s Engineering Union in Britein, which, although not operating a
closed shop, achieved almost 100% membership in the:late 1970s.
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possess ~ a union: card. The: question is, therefore, does this element -of
compulsion amount to coercion? RE : o o : .o

In relation to the post-entry shop, -1 believe that*it does not, for ‘the
necessity to® join a union ig just' one of the many conditions of employment
vorkere < choose to accept.. Those vho criticise the U.M.A. ' in this regard
poasegs’ a- limited ‘rationality for they overloock the similar " degree of
compulsion to join a sports club, 'a pension fund or.even to work ~nights,
all of vhich may also be found in the job contract. It wmust also be said
that allovances are invariably made if employees have serious conscientious
or religious ‘objections to entering into a closed ehop arrangement (#1), -
The pre-entry shop,: hovever, is more probleuatic. It ig difficult not to
see the potential here for the restriction of individual rights. ' Actors,
for example, are forced to be members of Equity before they can even loock
for a’ job. ¢ Yet simplistic suggestions of 'freeing the market’ are not
particularly helpful either. Thus we are left vith a paradox' ’ -

"'Hov* far can the right of combined action be curtailed vithout

" depriving individual- liberty of half its value,” hov can it be left

“unrestricted * vithout'® degtroying either the liberty of individual
citizens or the pover of the Government?'(OZ) B

The stark facts, however, are that vorkers must»unite to enhance their own

individual: pover, - and that any orgsnisation,’®not just unions, that ignores

ite ovn gecurity cannot survive. - Putting the tvo together, a strong case
can be made for:asserting that pre-entry closed shops increase, rather than
diminish, the liberty of the individual vorker. R . ~

Many ' academics and politicians varn that closed shops give union officiale
the pover - to make completely arbitrary or malicious decisions  vhich cen
effectively impinge upon employees’: ‘right to vork’. . Undeniably,:there is
some -justification for this argument. ° All power can be abusged. ' But once
again, this bounded rationality comees through. For what iz not‘in question
is the fact that unfair decisions can be made against vorkers, but that
they can - nov bhe- made by union officialsl e

I am not' suggesting that the exercise of monopoly povers by unions - should
not go unmonitored. Clearly, such a ’watch-dog’ provision *would be -
desirable. Hovever, we must keep the matter in perspective. Compulsion,
like < it or not, 1is prevalent in our society and to 'attack just - one
manifestation of"it (albeit' an especially visible form) will not measurably
enhance liberty.

‘"In short, those vwho see the closed shop simply in terms of coercion
~'might: be maid to hold a viewv of individual freedom of s purity vhich
vould be quite startling if applied to other,; comparable situations.
In any case, it seems clear that the compulsion of the closed shop
does not usually coerce the unwilling but motivates the apathetic. (*3)

L 23 fine  euch vay in which allowancee are wmade is through an. agency shop
vhere workere are not compelled to become members but .must instead
agree to pay a sum to the trade union or to a wmutually acceptable
charity. - : -

*2. A, V. Dicey, as quoted in Charles Hanson, - Sheila Jackson and Douglas
Miller: ’‘The Closed Shop: A Comparative Survey’, page 11.

#3. Ferdinand von Prondzynski: ‘Freedom of Association and - Industrial
Relations’ page 129.




Turning' nov to the question of the balance of. power,. it ie instructive.to - .-

briefly reflect upon the recent history of the U.M.A.. _ The  closed .shops
NcCarthy described tended to be of an informal nature, and vere only
achieved after a long and bitter struggle. So, it tended to be those areas
vhich had a stronger.union organisation to begin with, . that gained these

B

monopoly - rights (thus attenuating the dualistic nature -of - the..British: |

labour movement).. . Pre-entry shope ¢vere highly prevalent in - this era.
Characteristic of this form of U.M.A. is that it generally. , . s

I o

'comprisesl vorkers. vho possess skills for, vhich there is normally no . -

subatitute in the short-run, that its members are usually admitted on
the basis of a selection process operating through controle on entry
to the facilities needed to acquire the approved.skills and through _
entry charges.'(*l) . - . s

k3

Nov it 19 my contention that pre- entry shops do in, fact help organisge

labour to mitigate the imbalance of power... For it is only_in this kind of .

U.M.A. that unions can exercise real control over the supply of labour.
The decision to grant,a union.card and access to employment resets . squarely
and soclely’' upon their shoulders. As a corollary to - this,..the adverse
economic - effects generally aseigned to closed, shopes in general, such as
inducing vwvage inflation and reducing the supply of skilled labour are more
correctly attributed to pre- entry U.H.A. 8. ’

In these situations, unions tend to veigh 1ncreased vages higher than extra:

employment, . in keeping with their job rationing ethos which is designed to ., ..

prevent labour surpluses emerging. It is this ability to manipulate_., the .-

labour supply curve that enhances their potential to enforce,- unilaterally, -
trade union rules and demands. This pover certainly is not absolute,
hovever,: for technology . and the tendency of employers to ’'run .awvay’ to
locations - outside the jurisdiction of pre-entry shops .(a la Wapping) limit
the extent to which uniong can get their own vay., Nonetheless, one could
plausibly . suggest that the.strength of unions increases as the proportion
of vorkers covered under pre-entry U.M.A.e. wvidens.

The trend since the 1960§ tells its own Btd}y.b,vAlthonén the . population
covered by closed shops in general increased from 3.75 m to 5.2 m by 1978,
the figures for pre-entry shops plummetted to .8m (#2).., Obviously, further

analysis is needed to account for these revealing statistics.

-,

The reason why poet-entry U.M.A.8 blossomed in the 1970e ie, quite simply,
that managerial attitudes towards the practice changed considerably.

"It ‘vas anticipated that it (post-entry shops) vould prevent protest
resignations - from union membership and therefore give stewvards the
cenfidence - to conclude unpopular agreements, .and discipline renegade
groups vho vould not. conform to such agreementas."(#3)

- B

M et @ . -

LY Charles Mulvey: ‘The Economic Analysis of Trade Unions’
pages 38 - 39. v oo L awT c

*2 These figureé, vhich come courteay of Stephen Dunn, obviously refer to
the U.K. Degpite the absence of any ‘hard’ data, it 18 a fair
assumption that the trends would be similar in Irelanda.

[ NI J8 o

*3 Stephen  Dunn: *The Law and t

>Decline of the Closed Shop 1n_ the
196808’, page 93. :. " - [T v B
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The decisive factor in the establishment of these closed. shops- vaa . not
generally. union pressure but managerial - facilitation and even
encouragement. . Indicative of: this was the-fact that U.M.A.s -spread to
areas ' such as banking vhere hitherto unions had exerted-little  influence.
¥hile these arrangements tend.to increase union wembership (this is its
main attraction for organised labour) and-possibly even .its short-term
security, it does little to address the imbalance of pover 1n industry.

o

v s « R A . ‘)
In these situations, - unions do not operate a veto aver yho gains access to
jobs. . They 'merely are ‘a passive participant in the' .employing: process,
issuing wunion cards at the whim of employers. - Neither.do they.have the
final say in vhether an employee is dismissed for activities unbecoming to
a union wmember, - for, . vhen all is:said and done,: it falle upon management to
decide whether .he/she should be =sacked. Since its control over the supply
of labour is: negligible,‘»only marginal economic effects can be attributed
to the practice. e Tl e i -
In short, -if it is employers vho in effect detarmine the existence and the
behaviour of post-entry U.M.A.s it is unrealistic to label them great pover
advances for trade unions.
| e gl .o . s ot N : i
"More - appropriately the practice (post-entry. shop) :should be seen
increasingly as a source: of order - and discipline in industrial
“relations, goals ... vhich explain vhy employers have-learnt to love
the closed shop. Thoge vho should perhaps be most vorried about the
manner of the recent spread of compulsory unicnism are paradoxically
trade unionists themselves. "(#1) .

Through this policy of maximising control by appearing:to shere 1t -.a la
Flanders - employers vere able to stave off any more radical demands which
might-have occurred, - such as pressure for. pre-entry:closed.shops. At the
turn ‘of the decade,: the.potential danger:foriemployers eased and .they
reappraised their - approach.» ~Many were content to-let their -agreements
remain until they encountered a situation vhere it was likely to act
against their interests. (#2) It must also be said that there was growing
managerial disillusionment with the practice as they discovered that
solving the problem of union control was rather more complex than merely

imposing compulsory membership.

Thege developments wust bhe seen in the light of the rapidly changing
industrial relations environment which prevailed since the advent of the
Congservative Government in Britain in 1979, A deliberate assault on the
unions was quickly initisted, largely through economic and legal forces.
For trade unions to have any real countervailing pover they require a fully
employed, highly organised economy subject to government demand management.
So under the pretext of controlling inflation, the Tories fostered
conditions directly opposite to those most conducive to unions and, by
extension, individual wvorkers.

] Moira Hart: ‘Why Bosses Love the Closed Sho;', page 354

=2 Proof of this came with the British Bakers Union (B.F.A.W.U.) dispute

"of'1978. The union voted to expel mome 2,000 strike-breakers. As an

% industry-wide Union Membership.Agreement operated, .it vas thought that

the employers, the Bakers Federation, would sack the non-strikers.

Hovever, not only did they refuse to dismiss these workers but they
actually tore up the agreement, saying it vas no longer in force!

S9.



The -Employment ‘Acts of 1980 and 1982 managed to attack both forms of U.M.A.
simultaneously. Firstly, “-they narroved the definition of a:trade dispute
to cover “only conflict.betveen vorkers:and their immediate employer . over
terms and conditione of employment. '“In a pre-entryshop, ~.of course,. the

e

common link ' i8° not the same boss but the same craft: or profession so -

collective action in support of such an U.M.A.  is not nov covered by:legal’
immunities. In relation to the poet-entry closed shop, it was. declared
that a shop vhich had not been ratified by 80% of those entitled to vote or
85% o0f’ those actually voting in a recent:ballot' within the previcus: five:
years, vould not fall vithin the suitable legal definition of:an.U.M.A. and
employees would have the right to opt out of union membership at will.

. 2

So the future of closed shops in the form ve presently know them (#1)- is in

some doubt. : Given:the dramatic changes which have:'evolved over the last -
tventy years, "however,  one is vary'of making any definitive. predictions.
Much vill depend on the future magnitude and nature of industrial conflict.
It is possible that strike activity may galvaniase workers to the closed
shop” principle - and:-thus they will fight bitterly for:' :its. survival ‘and:

extension. ; - e el e v

In summary, closed shops currently constitute a threat to no-one - vorkers,
governments - and- especially employers. Claims that post-entry U.M.A.s . -

vhich  ‘account for 85% of the total:closed: shop - population - seriously
threaten the balance of pover ‘in industry or the:rights and: liberties - of
employers, 'can be empirically refuted. :Pre-entry shops canvhelp mitigate
the capital.labour imbalance for individual-workers.by gainingra:modicum of
control gver them. Any libertarian vould prefer:a society vhere:people are
not compelled to do anything but the alternative, .a supposedly free market,

is considerably more unpaletable. For, as:Burkitt- points outs; '3 O

'vhen the economic circumstances of the parties to. a: bargain Laréh»
unequal, legal freedom of contract enablez the stronger,,to. dictate

terms. Workers are legally free but effectively powverless.”(#2)

*] Stephen Dunn and John Gennard (among others) suggest that a semi-
closed shop vhere vorkers are.not compelled to join a union, but are
merely strongly encouraged to do so, may evolve. - Whether this type of
arrangement . actually conastitutes a closed shop . is,- -hovever, _highly
doubtful.- : - : e -

*2, Brian Burkitt- 'Excesgive Trade Union Power’,. hagé 66
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Big Bang - ; - . =

John Duff
Introduction - ‘

The Big Bang exploded in the City of London on 27th October 1986, . blowing
up the restrictive practices vhich had- ex;sted there for centuries.

In this article, -I explain the main: eifects of Big Band . both direct and
indirect. Having explained hov the pre-Big Bang Exchange operated, I give
a * description of the main changes that will occur: on October -27th.. The
more far-reaching effects are then discussed, and this section dravs
heavily on the American experience of Big Bang on May ist 1975. Finally, 1
end by briefly discussing the likely effects these. changes will have on the
Dublin Stock Exchange. : P .
)

Hov the Stock Exchange Works'

The Stock Exchange, like any other market, is the coming together of  -the .

forces " of supply and demand to determine price. The ’'Goods’ on offer in
this wmarket are basically of three typee: equities, -gilts and - options.
Equities are simply shares in a company which may or. may not guarantee the
holder a dividend at-the end of the year, * vhile gilts or government. bonds
are loans to the government which do guarantee to pay the holder a fixed
sum of money for a set periad. Options are speculative instruments, which
given an individual the right, for a given period, to buy shares in a
certain company,’ at the present market.price, at some period in the future.
Obviously, if one feelg that today’s value of.certain shares is below their
true market price,r it .will be advantageous to purchase the option-to buy
those shares at that price and exercise the option 1f the share price riges
within the specified period. =~ While opticns clearly illustrate the
speculative element of the Stock Exchange, it is equities and gilts which
are the most important traded items.

The prxnciple investors in the« Stock Exchange are:- . Lite Assurance

Companies,  Fund Managers and Unit Trusts. Together they presently. hold

British equity valued.at £210:billion. - When one of these investors vishes

to buy or sell shares, they approach their stockbroker who is a member of

the Stock Exchange. The brokers’ main functions are to.buy and sell shares
on behalf of clients and to offer advice to them, for which they are.paid-a
commission. In order for a broker to deal in shares, he must approach a
Stock Jobber, vho is also a member of the Stock Exchange. - The jobber is
like " a vholesaler, who is allowed to deal with the brokers, but not the
public. The jobbers’ income.is derived from the.appreciation in the value
of shares on his:book and also from ’jobbers.turn’, the difference between
his buying and-selling price.. ,This division of roles hetween jobbers and
brokers is unique to the London Stock Exchange. In Nev York, faor example,
a broker vishing to sell sharez on behalf of hig.client, searches .  around
for a wvilling buyer-  among other. brokers and market makers. If the. market
is  depressed, he may not be able to find a buyer and so is forced to hold
shares vhich are depreciating in value. -~

On the London Stock Exchange, the jobber will always agree to purchase
shares from the broker. Hovever, 1f the market is under pressure, the
price he will be prepared to pay will be fairly low. It can be seen
clearly then, that the business of jobbing is extremely risky. It involves

a very careful study of the market and scrutinising of trends. On the
other hand, the income the stockbroker receives i not variable, as all
brokers charge the same fixed commission. An example of some commissions

charged 1in 1986 are as follows:
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Minimum Commission Rates (1984)(xl) : I

Gilt Edged: . -

For transgactions under £200 at diecretion I c
For transactions under £640 £4
For trangactions aver £640 L ’

in short-dated stocks . at discretionul
in stocks with more
than 5 years to redemption 5/8% of the value.

Debentures and Loan Stocks:

For transactions under £200 at discretion.
For transactions under £934 . £7
For transactions over £934 3/7/4% of the value

{with lover rates if
above £5,000)

Ordinary and Preference Shares:

For transactiong under £200 e at discretion
For transactions under £467 - £7 o o
For transactions over £467 . I .1.5% of the value

.{with -+ .lover rates if
above. £7, 000)

v .
The above then, ie a brief description of how the London Stock  Exchange
operated for many years until October 1986. <« With this background, we cen
nov judge the effects that Big Bang vwill have on the operation-.of the
market. . g -

The Transition from Cartel to Open Market

Before Octobher 1986, the City wazs a cartel. Commercial banks handled the
small bankloan wmarket, merchant ~banks dominated corporate finances,
stockbrokers acted as agents for their investors and jobbers had a:monopoly
on market making in securities. ~ Everyone had thear: place .and nobody
poached another’s territory. This, : along with the fact that all broking
commigsiong were fixed, resulted in brokers Lharglng roughly tv1ce that ot
their New York counterparts. B

Obviously, such a situation could not be allowd to continue indetinitely,
and 1t wae only due to the ability of the City to cover 1its practices vith a
veil ot decency which allowed them to operate tor so long. In " February
1979, the Director General of Fair Trading intormed the bStock Exchange that
he was going to take action under the Restrictive Practices Act,” 1356.
This statement took the Stock Exchange — entirely by surpraise.: HMany
Committees had scrutinised the work of the City and 5tock Market, but even
the Wilson Committee, which wag very critical ol some ot the practices o1
the financial sector, stopped short of such drastic action. raced with' tne
progpect of having to defend itself 1n front:ot the Restrictive Practices
Court, the Stock Exchange set about. preparing a detailed delence. Tne
replacement of the Labour Government by the Conservatives in 19/7 was
follovwed by intensive lobbying of the new Trade and Induatxy :ecxetaxy, put
he refused to reverse the decision. : -

*1 Hov the Stock Exchange Works - Norman Whetnall.
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However, in -July 1983, the case was abandoned. The Secretary of State
indicated to  the Chairman of the Council of the Stock Exchange, that if
certain changes vere wade to the Exchange rules, most notably those
governing fixed commigsions and membership, then he would be willing to
drop the action. ' The Chairman quickly-agreed and,thus paved the vay for
Big Bang in October 1986. : e .

The Big Bang itself - Description of exactly what changes it will bring

The Big Eang of October 27th blew away the restrictive practices of the
City. It eimed "to abolish what the Government vieved as being the wost
serious obstacles to competition, namely:-

1) Fixed commissions

2} Separation of the functions of brokers and jobbers

3) The absence of competition in the gilt market.. ”
Prior to the Big Bang, all stockbrokers éharged the same commissions on the
sale and'purchase of shares:for their clients.::0Obviously, this fixed prace
system alloved inflated “rates to be charged..-and -,permitted inefticient
broking: firma to survive... In s-New. York, : commissions., for the big
institutional investors, wvhich account for most.ot the trading, have fallen
to betvween five and ten cents a share (averaging between 0.15% and ©O,3%)
gince 19735. 1In London, institutions have to buy £600,000 vorth of a share
before reaching the lowest.rate of 0,3%. Hovever, . after.October 27th all
this will: change. . Investors vill be able to ’shop around’ and find the
broker offering the ' best services at. the- lovest .prace. Even further,
institutions vill pruchase shares from three sources:-

1) ~Market makers that quote.a net-net price (i.e. offer shares at a

fixed price with no commission).

2) Harket makers that quote a net price-.(i.e. containg an eiement o1
commission).

3) Broker agencies vwhich act as middlemen with the market makers ana
vill negotiate a commission.

Fre Big Bang equity commission rates had many hidden extras built 1n. ror
example, most -of the -major- - stockbroking firms carry out - large scaile
research on domestic and foreign companies, and also into market trends ana
movementz. The major financial institutions were sent these papers whether
they requested them or not, and of course vere obliged tc pay tor them
through the:fixed commission. However, from now on, the institutions wili
pay only for .the research vwhich they expressly request. The impact of thas
is going to be that many broking firms, which.relied heavily on research

fees, may go.out of business or become the object of take-over bias. The
main City investors are looking forward to major declines in the price ot
their equity 'dealings : which stood at over-£100 million in 1985, For

example, Standard Life, 'a life agsurance, company, expects its equity bill
to fall by 30%, the Electricity Supply pension fund expect a drop of 235%,
pension funds of British Gas by $0%, and those of the Post Office by as
much as 6U%. . .

Tneretore, it can clearly be seen that the mighty financial institutions
certainly had reason to cheer the Big Bang. Hovever, vhat about the amall
private investor? What has he, 1f anything, -to gain from Big Bang?
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Many brokers, forced - to reduce prices to the major investors, will be

turning to the . amall scale investor to try and offset their - lossee in-
revenue. RS . . : . S

As the chart shows, small investors have really returned to the Stock

Market in the past five years or so:- i

Value of shares held by. individuals and institutione
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In 1966 2.5 mllllon people:ln Britain held shares directly. -.:Nov . over 4.5
million do. Obviously the much-publicised share sales of British Telecom,.
7.5.B. and British Gas have helped this trend. Also, more and more firms
have started giving employees shares as part of their remuneration as a
policy of promoting 1nduatrial harmony. ; n Ce wen

All pre Big Bang’ deals of up to-£7, 000 carried a commission of. 1.65%,-
subject to a minimum rate of £12. - This meant that the ill-informed
inveator, who took up many hours of his brokers’ time having the wvhole
Stock Market process explained to him, was charged exactly.the same price
as the experienced amateur, who knev what he vanted and simply intormed his
broker what to buy and sell on his behalt. After. Octaober . 27th, Dbrokers
will cater for three types of investor:-

1 Knovwledgeable punters, who want a ‘'no frills’ service, commigsion
likely to be around 1%. -

2) Discretionary : clients - those who will permit . the broker to
invest on their behalf. - e

3) Advisory clients - those who want to be consulted betore a broker
deals for “them. They will have'to pay more tor this detailed
gervice,. either- in the form of higher commission or.an annual

management charge. LY B ; . - B <
As mentioned above, -the unique system of having brokers and jobbers ‘trading
with each other on the fioor of the Exchange, 18 going to be abolishea on
October 27th.’ Single capacity will go, and from that date dual .capacaty
vill be permitted. '~ This has led to some major broking fairms taking over
jobbing firmg, and  some inveatment banks have taken over-. both. ror
example, Barclays de Zoete Webb vas formed by the amalgamation ot Barclays
merchange bank with the’stockbroking firm de Zoete Bevan and:the .ieading
jobber Webb Durlacher." i B “oe Loy .
R N L g
The final explicit aim of Big Bang is to introduce competition into the
Gilts market. . Under the old system, MNullens acted as the government
broker, 1ssuing government securities. The two jobbers, » Webb vuriacher
Mordaunt and Ackroyd Smithers dominated: market making. . Now, :any broking
firm can apply to the Bank of -Englandifor a licence to become an o1ticlal
primary gilt dealer. Licences have already been grantea to 29 I1arms

S2.
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permitting them to. deal from October 27th. However, it seems very unlikely
that a market,: vhich hitherto only had to support one firm,” is going to
prove profitable for all 29, It seems inevitable that some firms will be
forced to drop out (two already have) and those that remain may merge or be
taken over by their larger competitors.

New York’se equivalent of Big Bang took place on May-ist 1975. As already
explained, the New York Stock Exchsnge has alvays had dual capacity, so tha
main changes that occurred wvere:- . .

1) The abolition of iixed commigsion on share transactions.

2) The approval of public ownership of ‘the New York Stock Exchange
member ‘firme, . - R : s

Prier to. 1975, stockbroking firme competed vlth each other on the quality
and level of services offered. - When price competition was introduced, many
money managers of pension funds decideu they would prefer lower commissions
instead of highly expensive services. .They sought.out the big retail
brokerage houses and investment. banke which were efficient enough to
provide good research facilities at lovw prices. Many of the smaller firms,
knovn for their quality, but expensive, research services have disappeared
(e.g. Baker Weeks and.Clark Dodge). PR
As vell as leading to a much greater ranée of prices and services, Big Bang
in Nev York resulted in a massive increase in .the level ot business on Wall
Street. The net profit of NYSE member firms totalled $2.1 billion in 1985,
compared with $415 million in 1975. Also since May.1st 1975, the number of
people employed in.the securities industry in the U S has increased irom
171, 300 to 366, 900. Hovever, as with any policy.issue, Big Bang was not
Pareto efficient, there wvere both losers and gainers.,as a result of 1it,

Among the losers are the indiv1dual 1nvestors vho,_‘requxrzng detailed and
frequent investment advice from their brokers,  must nov pay considerably
more for this service that previously. The has resulted in a sizeable
reduction in the number of individual investors on Wall Street. Some have
left because they can no-longer afford the neceesary services, while others
have switched to.collective ovnership by getting involved. in mutual funds

or retirement .schemes, rather than holding their own portfolios. This
ehift. has meant that the.market.has become even more dominated by tinancial
institutionsa. For esome stock market commentators, this . is seen ag a

positive step, while others view it with regret.

Also counted among .the losers are the middle .to Bmall',sized brokerage
houses. The: larger. and more efficient brokers have managed to squeeze them
out by offering a much . more attractive K package of a_ vider range of
financial services at a lower price.

The obvious gainers, as in the case of London, from the new regulations,
have been the major financial institutions. They are nov able to use their
8ize to negotiate.better rates with the broking firms. It is estimatea
that 1n. the U.S. their trading costs have fallen by 70% as a result of
price de-regulation. As a result of the lover rates, these major investors
nov trade more actively than previously, More than 60% of the stock in the
portfolios managed by financial institutione is turned over every year.

The other main gainers have been the investment banks offering specialist
advice in the field of mergers ,and acquisitions, undervriting initial
public offerings etc. These banks, vhich can command sizeable fees for
their specialist services, have enjoyed a wajor increase in business as a
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result of the increased activity on the Stock Market. The. rewvards for
hendling the sale of a client company’s shares, and the distribution of
those shares, can be a commission S - 7%. v wsiln e

Therefore, 1if New York’'s experience of de-regulation over:the past 111teen

yearg is anything to go by, at the end of the century, London vill have

fever, stronger brokers-cum-merchant investment banke - offerang . cheaper.”
services to 'a market dominated by institutional money handled 'by hyper- -:

active money managers. Individual investors will pay more to receive
less. "

The Indirect Effects of the Big Bang
In this section I want to look at the more far-reaching effects of Big
Bang. I have already discussed the main changes vhich occurred on Uctober
27th. Hovever, these changes are going to have a:far greater effect on .the
vay the City conducts its businese than may appear at first:sight.:

e

I have expleined the reasong for the whole-hearted velcome. the Iinancial

institutions have given the Big Bang. It is expected that they will-~ no. ..-

longer spread ‘their buying‘and selling orders across’as vide-a range. of
firms as they have to date. In future, it vill be to their: advantage  to
deal only with 6 or 7 of the larger brokers, uging.the smaller specialists
only occasionally. | Obviously, by doing this, the institutions’can hope to

[

negotiate much better commigssion reductiona, they will be lopoking for the.-

cheapest and most efficient dealers, particularly vhen choosing:a broker
agency. This means they will favour firms with a strong *efficient back.
room. This will leave the small to middle eize stockbroking firms in ‘a
fairly difficult position.’ They vill be unlikely to be able:to compete on
cost terms. - Those that have well-developed research departments may be the
subject of take-over bids from the larger'firms-or the: investment banks.
It should be emphasised that these large, successful broking firms may not
be British ‘and are very likely to*have a reasonable number of toreigners
among them. * Thus Big Bang is going to accelerate the process of removing
the City from British ovnershlp £

If the American experience’is anything to go by, and there 1s no reason -to
believe things will be any'different in London,” Big Bang.should lead to a
considerable increase in the volume of® trading’ Merrill- Lynch:anticapates
the increase could be as much as threefold. lncreased market activity will
resuit in much greater tluctuations in share prices.* To-try and counteract
this, firms are going to have to be far more open’wvith their investors than
before. They will need to give them detailed intormation on all present
projects in an attempt to prevent shareholders panicking and-selling when
these fluctuations occur.’ For ‘many ot the larger ‘British firms, who
already spend a great deal on informing their investors,-“the above resuit
vwill not require the taking of any immediate action.® -However, tor otners,
1t will require spending considerable sums on the development, or in some
caseg, the establlsnment, ox research departments B - .

One of the more concrete effects of 'Big Bang is the emergence of a new type
of company for investors to deal with - .the market®maker.’ Market maKers
vill be part of 'large broking firme which are 1in-turn, likely to be owned

by one of the&leadlng investment banks.
N - - 4

"They will dlsplay their prices on a nation-vide screen linked to tne
Stock Exchange ‘Automated Quotations System (SEAW). ihey «c¢an take
large positions in a share, becoming in effect, short term 1nvestors
Campanies will have to build" dlrect linkg 'with'them, they couio cavue
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huge svings in share prices. " (1)

I have already mentioned that the small stocxkbroking firms may ' nave
something to fear ez a result of Big Bang. Hovever, they wilil not be
alone. Many other institutionz, such as‘some of the British Mercnant Banks
and even the clearing. Banks ere:going to find.it difficult to compete with
the foreign competitors, wmost .of vhom have alvays operated /in a dual
capacity merket. . The'American-and other foreign giants also have a much
greater capital base than maet of the Britien hanke (except of course, ' tne
four clearing banks). This allovs them to take greater risKks i and to
veather short term losses more easily. These two characteristics, aiong
with the fact that most foreign. banks;- who unlike their- Britisn counter-
parte have long experience in government'bond trading, - vill give ~them 'a
definite advantage in the ‘giit-market. Five banks altogether, C(itacorp,:
Chase Manhattan, Security:Pacific,.” Bankers Trust and Morgan Guaranty are
all setting up primary gilt dealers in‘London.:-The British banks nave liess
to fear from the foreigners, at least:for the present, . 1n -~ the. equity
markets. Few foreign banks have:acquirea stockbrokers, : and those tnat
have, have no previous experience of the equity market (eg C(Citicorp).
Hovever, the above situation 18 unlikely to.remain indefinitely for 1tvo -
reasons:- T SrC R R
1) Last year British Corporations raised £5 biilion in nev equity.
With the level of fees charged by ' Investment Banks, * 1t. 1s
doubtful that the foreign banks are going to remain spectators
for long.

2) As the full advantage  of. having access to bEAW, itnrough
membership of the Stock Excnange) the screen system wnere blocks
of shares are advertised simultaneousiy on the screens or ail
members, are fully realised.’: The system will greatly facilitate:
exchanges by reducing information-v costs - consiaerapiy. + Those
outside the sytem could tind themselves paying premium commission
rates to members in order to participate.

Cne long term effect:of Big Bang 1s certain, 1t 1s going to totaiiy change
many long standing City relationships. Up to now, 1t a company wishea to
go public or wmake a rights 1ssue, 1t would go to a Merchnant odank' to
undervrite the nev share 1issue and to a stockbroker to price ana place ' the
shares, Hovever, aue to Biy Bang, some stockbrockers have alreaay been
taken over by Inveatment Banks, and as expiained above, the number 1s
likely to increase if anything. Thus, this once clear dividing line
between the two trades has been plurred. 50 large companies, such as
I.C. 1., might be encouraged to dispense vith long standing relationsnhips
and start experimenting with those 1oreigners who offer ’'package deals’ ana
are also likely to be considerably cheaper.

Finally, Big Bang has alloved the physical side ot the City to expand.
Since firms no longer need a broker on the floor of:the £xchange 1n orger
tc deal, many major. banks Buch as. BZW are moving: to new - neadquarters
outside the traditional square mile. This trend could eventuaily lead to
the disappearance of the City as we knov it today!

.l “Une Evancmist’, september 13th, 1986, B "
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Fiscal policy in fixed price regimes

Kevin Carey

This essay is a brief introduction to an area of economic analysiz that was
rather :popular.during: the late 1960z when Keynesianism wasg at its < height,

Fix-price --analysie :wvas' an attempt toc estsblish - molid microeconomic
foundations for Keynesian' macro-theory.- Unfortunately,” howvever,” these’
microfoundations proved to be fertile ground for the resurgence of

claseical economic conclusions, ~as the "rational expectations' revolution*®
demonstrates. In the essay, -1 will follow the particular variant of fix-
price .theory outlined by Malinvaud (*1), whose book contains a particular
emphasgis on-the.policy conclusions that can be dravn. : i

LETy o

As its name suggests, fix-price theory: :mvolves the assumptlon that neither
price nor.wages move to clear:markets. ‘Depending on the price and nominal
vage levels-that the economy finds itself with, 4it.cen end up in" one of
three states.(strictly speaking there are four, but the fourth is of little *
interest). ... What I propose to do-is outline the characteristice of each of
these cases, which then makes analysis of the effects of “fiscal policy
relatively simple. We concern ourselves with a representative firm and a
representative consumer and analyse the effects of "disequilibrium®--prices
and vages. I use the vord *digequilibrium® tentatively, because the
analysis is equilibrium analysis in go far as a consistency exists between
decisions - as Malinvaud .eays, this is equilibrium analysis with a specific
concept of equilibrium. That this is so 1s illustrated by the nature of
the diagrams vhich are "simultaneous diagrams®” - the analysis of the labour
market depends on vhat ig happening in the goode market -and vice versa.
Two things should be noted at this stage. Firatly, given certain
aggunmptions about the form of rationing that will take place at
nonequilibrium prices, the short side of the market dominates. Secondly,
the vage referred to is the nominal wage, thus the curves are drawn for a
given commodity price.

Given our 2 markets there are 4 possible disequilibrium ocutcomes, which can
be neatly summarised in the table below:

Goods Market
Excess Uemana i

Classical Unemployment |
Repressed Intlation i

| _Excess Supply |
|Keynesian Unemployment |
t - {

Labour | Excess Supply
Market | Excess Demand

The reason for tne labelling will become clear.

In the Keynesian case,
are buyer’s markets.
"high", so there is e
in the goods market.
thus rationed in the
they can only sell Qs,
tmpliee a level of em
(thrvough the production

both markets
P = P+r 1is
xcess supply
Firme are
senge that
Q¢ in turn
ployment L«
function).

L+ is an "etfective" demand for
labour since the firm cannot sell
all it wants (as opposed to a

notional demand/supply

vhere the

W 4

»1 E. Malinvaud,
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agent is unconetralned ‘on other markets). WQrkerB are unconstralned on the

goods market and thus ‘offer a.notional supply of labour, and because Wr is

"high", L#* is less than the notional’ supply. The crucial .point 15 that
even 1f the wage vas to fall employment would not increase,: because firms

are constrained in the goods market. This is vhy the démand for labour is

vertical at L#. _ At wage levels higher_ than W+ the ‘notional’ demand for
labour is operational.' The problem with the syatem ie that given P», We ig
too high and vice versa. Or put differently, the economy is sutfering from
deficient demand. . '

In classical unemployment the labour market is a buyers’ market but the
goods market is a mellera’ market - firms are unconstrained in both markets
and consumers are constrained in W R, S»
both. ~Pe» is "low®” 80 there is
raticning in the goods market,
cauging consumers to ' substitute
consumption for leisure. We is [ ol

"high" 8o that the firms’ notional | 0. ' D
demand for labour is less than the L - X
effective supply of labour. The problem now is that given Ws, P# 18 too
low, and given P», W» is too high, i.e. the real vage is too high

w

Finally in repressed inflation P+ is "low" so there is an excess demand for
goods, again causing wvorkers to oifer an effective supply of labour. W+ is
"lov" so this effective supply is "less than the notional demand for labour.

This results in firms being constrained on the labour market. It 18 this
vhich lies behind the shortage of goods in the flrst place. The reason for
describing this equilibrium is ‘clear - there are excess demands but they
are not effective.

Having set out the characteristice of each case, policy analysige 1is
relatively simple. By the very deacription of the problem in the Keynesian
case as "deficient demand” it should be obvious that fiscal policy will
have beneficial effects., Fiscal policy relaxes the constraint in the goods
market by increasing Qs, L* in turn increases i.e. the firm employs more
labour. This in turn relaxes the constraint on vorkers in the goods market
- there is a multiplier effect on output as demands are made etffective.
Not surprisingl}, classical unemployment is not amenable to such a
solution.  To deal with this case, I will assume that the government 1s not

rationed.” There is already an excess demand for goods, so fiscal expansion

makes things wvorse. By assumption, 1t will displace private sector
expenditure by the amount of the fiscal expansion. Workers will thus be
even more constrained in the goods market and will reduce their etftective
supply of labour, thus reducing unemployment. The correct approach in this
case is to get the real 'vage down. So far, I have discussed fiscal policy

in terme of an increase 'in government expenditure. But in the repressed
inflation' regime a reduction in government expenditure is called for since
there is already an excess demand for goods. This raises the amount ot

goocds available to consumers,_’vho therefore raise their labour supply,
alloving employment to increase, and in turn the supply of goods.

Finally, some general commente. Firstly, note the similarity between
conclusions here and those of the I1S/LM unemployment policy debate. In the
Keynesian case, the solution 18 increased government spending, and in the
other cases it will not help. ' But the Keynesian analogy shoula not be
carried too far because in conventional anslysis, increased government
spending solves the unemployment problem by reducing the real wage. In fix
price theory, this, by definition, cannot happen. This analysis was used
in some form from the late 508 to the early 708 by economists such as
Clover, Patinkin, Barro and Grossman. It is interesting that Barro nas
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gince become a key figure in the rational expectations gachool, vhich wvas
born out of the gquest for microfoundations. The major problem the theory
always had vas expla.lning vhy prices owuld be so rigid, despite Bupportxve
evidence. It is unfortunate that fix-price theory did not focug attention,
on the wider arguments of Clower and' Leijonhufvud, vho were’ baslcally
arguing that the absence of tatonnement in the real vorld could ‘exhléin
price r}gidities, and that th1s was the meegage of the General Theory.

.
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Hajority Voting and Single Peakedness

John Fingleton e - T
Majority - Rule is a method of decision making which is widely usédl and
almost universally accepted ss being "good”, useful or fair. It is impor-
tant, therefore, - that . we examine the. underlying rationale for the
acceptance ‘of Majority Voting as a legitimate method of social choice and
that ve investigate the circumstances in vhich ite use can be justified.
In this latter context ve shall largely be concerned vith the issue of
Single Peakedness. - My approach will be .to discuse, firstly, voting
gystems and the desirable properties they should have as collective choice
mechaniams, and, secondly, the issue of Single Peakedness ag it pertains to
the succesaful formulation of social preferences.

A Social .Welfare Function is a rule or process Jhich, . for each smet of
individual ‘orderings of a group of-alternative gocial _states, selects a
corresponding -social ordering of the same social states. The first issue
raigsed by this definition is whether or not it is rational to speak of
gociety having preferences. . . ’

In the event that every person in a society prefers gonial “gtate’ % to
gocial state'y it ise generally accepted that society,. as a unit, prefers x
to y also. However in a case vhere a majority (i.e. over half) prefer x to
y 1t is not at sll so clear that gociety should prefer x to y.‘ In parti-
cular, if the choice of x results in disutility to those who prefer y (the
minority). greater  than the majority’s utility. (in x) " then the counter-
argument  that society prefers y to x becauge aggregate utility is higher
might be valid. (#1) Anather problem with accepting that the preié}ences of
a majority should determine those of society, is that paradoxical cycles in
gociety preference structures are obtainable. Clearly these two 1issues
must be considered further in the development of a satisfactory Social
Welfare Rule.

A number of different voting systems have been proposed which wight be
ugeful as Decision Rules. 1 intend to briefly ocutline some ot these and
thén discuss their desirability as Social Orders.

A. Borda Count System:
This method involves the individual assigning values from O to n-1 to
the n social states under review. For 3 alternative gocial states, an
individual would assign the integers 0, 1 and 2 to the states. it
therefore implicitly assumes that utility is cardinal because a score
of 2, with twice the weighting of a score of 1, implies the ‘individual

prefers the former twice as much as the latter. However, despite
thig limitation, this system, and others with different weightings, do
take account of intensity of preferences to a certain extent. it s

not, in any case, a method of majority voting. (#2)

*1 I do not wish to suggest that utility may be aggregated or analysed in
this manner. My purpose ig to show that a majority outcome 1 not
unambiguously ’‘best’ for society.

2 The following preference structure wilil illustrate this:

Individual 1 x, Yo z, V. x gets b6 polnts
Individual 2 X, Y, v, Z. y gets 7 points
Individual 3 Y, z, v, X. z gets 3 points

(3) 2y (1) ;) w gets 2 points

y wine despite the fact that a majority favours x. y might be thouant
of as the least-worst alternative. ’
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B. First- Past The- Post
This system is not Btr1ctly a Social Welfare Ordering because it does
not give an ordering of preferences for Society. It deces hovever
select that state with the higheast number of votes and is in common
use (eg the UK elections to Parliament). The sayatem 1is8 very
susceptible to strategic voting. (#1) ’

C.  Knock-Out System ™ i
This involves the elimination of ‘the leawt preferred alternative and
then proceeding to a nev round of voting wuntil there 1s one
alternative left. -~ Under certdin ' circumstances this system ie
identical to the Proport1onal Representatxon method (used, for
example, in the Republic of Ireland) (,2) )
D. The Committee System '~  ° N B
The method here is to compare pairs of alternatives. in particular,
the alternative preferred by the majority from the first pairing 2is
then run against another alternative and o on until a vinner emerges.
At small group level (eg up to 20 people) this method ie often used.
It is important because most political and economic decisions taken on
a day-by- day basis are the result of this" method.

We should note at this stage that B, C and D are all majority voting
systems in the sense that if'a majority of people prefer x to y then each
of these systems will select x as preferable to y. A 1is not, howvever, a
majority voting system in this sense (as mentioned in fcotnotes above).

The <following properties are often considered to be desirable in a voting
system or method of decision making.

1. If state x is pareto superior to etate y then x should be chosen over
y. Clearly A, B, C and D mll esatisfy this condition because there are
no losers to vote against x and at least one gainer vho votes for 1it.

2. Everybody’s preferences are accorded equal weight or importance. This
precludes dictatorship vhich many consider undesirable anywvay. It 1s
controversial because 1intensity of preterence 18 1gnored, (#3) For

*1 To gee how strategic voting ie favoured take the followving exampie:

i=1... 53 X, Y, Z.
i=6... 9: 2, X, Y.
i =10, 11: Y, Z, X,
The incentive to the last two individuals, 1t they knov y 1s not to be
chosen anyway, is to vote for z so that, a) their preferencesg will

count in the selecticn, and, b} z will be chosen insteada ot x.

*2 The systems are the same except for the fact that 1individuals using
the Knock-out system may behave differently than their preferences
suggest they should, because all of their preference structure 1s not
revealed simultaneously as it is in the PR system.

*3 The issue of intenslity ot preterences is important because 1f we coula
incorporate them we wvould have "natural"” winners vhich are so by
virtue of being best for society in the pareto aense. It shouid also
be noted that two types of intensity exist, one wvithin 1individual
preference structures betveen the alternatives and the other across

individuals for a particular alternative. The former might be taken
account of in the Borda System vwhere it may be seen that despite a
majority acceptance an alternative may be rejected. Condition 2 18 a

trade-oti with the latter.
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example, “at the extreme it denies the right to a veto .of a =amall
(minority) group or even an individual. It is, nonetheless,'generally
considered acceptable .by default, i.e. simply because . usually no
better suggestion as to weightings of votes can be made.('l)

All logxcally poseible preference structures of 1nd1viduals should be
admigsable by the procedure i.e. the ‘domain of the decision rule
should be unrestricted. Thus any preferences, hovever unlikely and/or
inconsistent they may appear, must be respected as legitimate.

Ali of our voting éystems égree with condflions 2 and 3.

Irrelevant alternatives Bhould not 1nfluence the outcome betveen any
tvo states. For example, a system choosing between states x and y
should rank them similarly regardless of the inclusion or othervise of
any third alternative z which is irrelevant (in the eense of not being
a substitute or a complement for either x or y)... Each of the systems
B, .C and D. fail . to _eatisfy thie condition' i1f the domain is
unrestricted. (#2) .
A complete ordering of all alternatives for Bociety should be the
outcome and this ordering should be transitive so as to be meaningtul
and useful.

(3%

»2

‘'so y wins.

For example,' intensity 1s taken account of by the” EEC™ Council of
Ministers ‘in . allowing a veto on affairs of vital nathnal‘ interest.
This is to change.

An example ig as follovs:

- -

i=1, 2 : X, Y. Z. X Py
1= 3 : z, X, Y. x Py
i 4, 5 . Yo Z) X y P x
In a contest between x and y (z excldded) X wins. Including z yleias
the result 1n the committee system that 2 beats % ana y beats z S0 Y
is chosen. Solutions to this problem find support 1in strong chairmen’

i or strict agenda rules to prevent this type of voting cycle.

Under the first-past-the-post system with the toliowing prexefences,

1 =41, 2 H z, X, Y. % Fy
1-= 3, 4 %, Y, 2. Xry
1 =5, 6 : Y. %X, Z. y P x
1 =7 : Y, Z, % y b %

In-a simple contest between x and y, x ving 4 to 4.

Including z ve get ‘

- X 2
y 3
z 2

This . might explain . vhy there is dxséontenp among tne Dbub/liberal
Alliance - in the UK with the first-past-the-post system.



0f the four systems menticned above, no two will alvays produce the same
result for all possible domains so at best only one of them can be a useful
decision rule. This is clear because the acceptance of two decision rules
vhich wmight produce different outcomes would defeat the purpose of social
choice.
In fact, it is not just the four systems vhich I mention here which fail to
satisfy the conditions but,. as Arrov’s Theorem proves, no voting system
exists which satisfies them. Thus.one of the conditions must be foregone
in order for society to arrive at a decision betwveen alternatives.

If the emergence of a complete, transitive ordering of social states 1s the
object of this exercise then condition 5 must remaain. Yarious relaxations
of the other conditions have been suggested. For example, a aictator might
be allowed, or an end-state assigned by computer, or varicus other, means
would produce a social ordering. Hovever the loss in consumer sovereignty
would be great. :

A different approach wvould be to see which, it any, ot the conditions 18 a
lesser constraint on the process than any of the others. The result ot
this line of investigation reveals that condition 3 of.unrestr1cted aomain
only matters some of the time so we proceed further.

We can illustrate Arrow’s theorem using the committee systém of voting ana
an example of a preference ordering as follovs: :

i=1 X >y >z
1 =2 y >z > x
1= 3 zZ>xX >y
(">" = "ig preferred to")

i refers to an individual.
In a contest
X V8. y => X vins
X vs. 2 => z wins
Z.VS. Yy => y vans
S50 x "Fsoc” y "Psoc" z "Psoc" x etc.
("Psoc” = "is preferrea by society to")
Thig particular preterence contiguratlon produces a meaningless result tox
society. I intend to show that 1f we prohibit 1inclusion ot such a
structure of preferences (known as Latin bSquare Desilgn) ve get a transitive

soclal orderang.

1t we shov this preference structure in utiliity space 1t looks like this:

W - Uz U,

[ o i) uy2)

uity) u,G) Uy

u.2) IRy aty)




(No figureé'or'ﬁelhea may be placed on the utilities above and the vertical
axes in each diagfemiare not necessarily connected). - b o

If the alternative gocial states under discussion are all locatea slong a
single dimension in space then there is s property of the orderings, called
single peakedness, vhich, if it holds, makes majority voting (a 1a
committee system) transitive at best and acyclic at worset.. 1In.terms of the
utility diagraméi above ve may define single peakedness as requiring the
existence of an ordering of end-states guch that (for that ordering): each
individual’s utility function for the alternative end-states is unimodal
(i.e. single peaked). It is important to emphasise that it is a property
of the orderings not of the utility functions. ‘Single peakedness precludes.
the Latin Squaré Design so some alternative " is never vorst, and, by
ordering"thé alternatives such that this alternative ie in the middle, = we
vill get unimodal utility functions. LT R .

In terms of actual alternatives this is tantamount to saying "If 1 prefere
x to y, then i prefers any point between x and y to y itself”. For
example, 1f x 'is £10, 000 ‘expenditure on roads and y is '£20,000, ° then
EIS,OOOQVQr"Ela,OQO are preferable to £20, 000, - Single peakedness of
preferences vould;'therefore, seem to be a reasonable agsumption to make in
economics. The ‘assumption simply states that those preference structures
vhere the committee system is indecisive are so rare and unlikely that they
may be “ignored. Under Single Peakedness, therefore, majority voting
constitutes a Social Welfare Ordering. N T

Often, hovever, a group must decide on tvo types of issue gimultaneously
and the alternatives may be located in two-dimension space. >

™

€

v —é,

Point x in this diagram represgents levels of el and eZ. 1t x 18 1individual
i’s most preferred alternative then vwe may discuss the two-dimension
analogue of single peakedness vith respect to point x here. Point x, 1t
preferences'are singie peaked should be enclosed by iso-utility lines vhich
should be convex, continuous, and thin (i.e. each point on the line touches

two and only two other points). Even with this assumption in the two-
dimensional case, transitivity of preferences for gociety can only be
guaranteed by other highly limiting assumptions. As an example oif this

congider a three-dimensional case of three individuale allocating society’s
vealth betveen them.

Digtributions of vealth may be represented by vectors and imagine that the
following alternatives are proposed:

A: (0, 1, 2}

B: (1, 2, O)

c: (2, 0, 1)
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A vs. B => B vins because two people better off
B vs. C => C vins because twvo people better off
C va. A => A vins because two people better off
Thus two people can form e.blocking:coalition:for any distribution.>- This
scenario is quite Trealistic and illustrates that .tnhe multidimensional
analogue of Single Peakedness is an. untenable assumption. T n

Ty

toatha - v N ,, : . o .
In conclusion,  therefore, it is clear that there:is a:serious. problem in.
Social Choice ; Theory, namely that no satisfactory decision® rule exists
vhich possesses . a -given,set-of basic desirable ,properties.. .We have
mentioned one example of a possible, solution to:.this proplem (i.e. singie
peakedness), vhereby the committee system of majority voting may constitute
a Social Welfare. Ordering.. Single Peakedness is.a special case hovever,
alternatives are required to be unidimensionel and:this is not always .a
reasonable assumption. . Clearly, the biggest problem,: that of intensity ot
preferences being ignored by., voting -systems, has not .been* .properiy
addressed here nor indeed:in the theory and practice of decision making., |
feel - it is lateral. thinking.in this and other directions in Social Cnoice
Theory vhich.-should be highlightedq, especially =1in viev of: Arrow’s
nihilistic findings. =s Ca el -
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0n the Assumptions and Methodology of Economic Theory

Trutz Haase

Introduction
"The assumptions  made '15 microeconomic theory are Bot‘aneal as to
render . the theory useless for analysing real _economic problems."”

- discuss .

Economics is often des&rlbed as the most ’mature’ of the social sciences,

or the ’hardest’ amongst the ’'soft’ sciences. To discuss the justness of
this claim, .I will look in this essay at the most elementary concepts of
economic theory.  Whilst, the complexity of mathematical formulae ig wvholly

vithout content it is the most elementary _concepts vhich contain the
systems of economic relations ln its entirety, i.e. the relatlons of value,
exchange and. capital. .
The object of thisg. essay ig to clarify the nature of economic’ knovledge and
its related capacity to predict real economic problems.v

Value 16 Claésical‘Theorx .

In draving out the connection between labour and value Adam Smith succeeded
in "Wealth of Nations" to set the starting paint of ‘economic theory. But
the ideas, as expressed in the word ’‘value’, have gince remained rather
metaphysical.

*The word ’value’, it is to be observed, has tvo different meanings,
and sometimes the pover of purchasing other goods vhich the possession
of that object conveys. The one may be claled ‘value in use’; the

other ‘value in exchange’.” (#1)

But according to Marx,
LS ithis one of the chief failings of classical economy that it has
never succeeded, by means of its analysis of commodities, and, in
particular, of their value, in discovering that form under which value

becomes exchange value.® (#2)

Classical theory equates value and exchange-value denying thereby any

analytical ground for exchange-value and its monetary forms. Gne reason
for the failure of classical economics to investigate the commodity form
lies in the fetishiem that surrounds commodities themselves. This means

that a definite social reation between men assumes, in their eyés, the
fantastic form of relations between things, 1i.e. their ovn social action
takee the form of actions of cbjects, which rule the producers instead of
being ruled by them. (»*3)

This critique by Marx is itself typically classical inasmuch as Smith
himgelf had often criticised the popular conception of economic 1life for
not draving a conceptual distinction between appearance and reality. And

*1 A. Smith, "Wealth of Nations”®, Vol. 1, p. 24.
*2 K. Marx, "Capital", Vol. i, p. 80.

*3 K. Marx, "Capital®, Vol. 1, p. 72, p. 75.
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the project:of classical theory to demonstrate that the social relations of
capitalist production exist.only as forms of the real relations of man to
nature is equally shared by ite Marxist critique.

Utility in Neo-Classical Theory
el A i, & o sy

¥Whilst classical economics grounded value in nature, neo-classical theo}y
eliminates this essential distinction- betvween value and exchange-value and
distances itself from the conception of value as-a relation which requires
a social grounding intrineic to the commodity. The whole emphasis in the
development - of - neo-clagsical. theory was not.upon the: structure of the
gystem but upen its internal working. The theory of relative prices became
the almost exclusive.subject of discussion.

Yet utility is a concept of impregnable circularity:

*... utility is the quality in commodities that makes individuals vant

to - buy them, and:-the fact that individuals want to buy commodities
shove that they. have utility." (+1)
In contrast to ‘desire’ or ’‘satisfaction’ which can neither be measured
directly, wutility is purportedly a quantity which consequently can be
spoken of in. total,. average, and marginal- terms. But despite this
mathematicization and all further refinements the concept. remains
esgentially metaphysical. Neither does the concept of revealed preterences
provide any scientific ground for the theory. The standard examples of
paternalism (like drug abuse etc.) show that the preference 1in the
consumption of commodities ie. .primarily socially and not naturally
determined. Similarly the claim that market behaviour reveals preferences
can easily be questioned ‘as it leaves aside the crucial question of what
influences preferences (e.g. information, habit, advertising etc.).

In the end of the day one might even claim that the dilemma of neo-
classical economic theory ig a preoccupation with raising the
respectability of profite to the same level as wages. Everyone 18 simply
maximising something, the household utility and the firm profits. (=2}

The Myth of Objectivity
"The single most important discovery of social science in these last
decades is that social science does not yield the kind of knowledge o1t
society: - and the kind of powver over society - that the natural
science posgesses, vis-a-vig the natural vorld.” (#b)
B
An important advance in the development of the methodology of science vas
arrived at through the vorks of T. &S. Kuhn. Kuhn suggests that scientitic
knowiedge  does not develop in & linear fashion, but in uneven movements.
According. to this theory, most of the time scientists are not concerned
with the testing of the underlying assumptions of their theorems, but are
involved in the applications of these paradigms in an even greater context.
This process he called ‘normal science’. Though Kuhn did not relate his
theory to economics in particular, the Marshallian cross diagram of inter-

«1 J. Robingon, "Economic Philosophy”, p. 48.
2, 1ibad., pp. 57 - 58.

«3. Irving Kristol, "The Observer”, 4. October 1964.
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secting supply and demand curves provides a perfect example.: Only at
particular ‘times,: when existing theories are evidently unable to :explain
prevalent circumstances, scientists are vwilling to look . for theoretical
explanations beyond the preveiling paradigms and nevw hypotheses are
generated. It is only this period of ‘extra-normal science’ . which i=s
comparable with the orthodox view of what happens all the time. The
contrast of this - view of economic science with the positivist - viev is

striking and lets many introductory chapters of economic textboocks on' .the -

scientific character of positive: economics look rather thin. (#1) =-.

¥hilet - Kuhn provides some explanations for the history of economic thought
and reinforces that science is the activity of making testable statements,-
the most important point that one can take from Kuhn is possibly that

"... economic scientists do not spend their time testing directly or

indirectly the asaumptione on vhich the theory ig baged." (#2)
The empirical vork in vhich they engage is by and large related to matters
of detail. And in the case of findings that conflict the underlying thesis
thege tend to be explained as imperfections to the unquestioned theory in
general.

_ - . X s < . + B v
Accepting Kuhn’s theory of paradigms and the historical - relativity of
fundamental theorems one question arises: Are there any objective criteria
vhich can be uged for ultimately showing vhich of tvo competing theories is
the superior one’ s R . te
Pt €l K

Some important considerations on these questions are expressed in the worke
of Karl Popper,‘ vwho generally held a sceptical viev towards the social
sciences. e : R R co

"There is very little in the social sciences that resembles the
obJective and ideal quest for truth which ve meet in physics. (*9) -

Yet at the same moment' he was over- optimistic in his views upon economics,
believing ' that mathematical' economics had qualitatively changed .-its
character. But .the mathematical ‘revolution’ in economice has been one
almost entirely of form and, following Kuhn, has been only _marginally
involved in the empirical testing of its fundamental assumptions.

Though Popper -develope hig view. in contrast to 'the Vienna School
(positivists), ~one "can argue that Popper himself proposes an essentially
positivistic viev. Firstly,* in that he takes 1t for granted = that . the
attempt to develop economics along naturalistic lines .is desirable.
Secondly, ' “in .that he presupposes .the existence of objective - truth
conditions ~ within the social sciences and therefore reduces.the problem of
the social sciences to the question of their teatability. - For finding the
‘right’ "theory he then suggests the competition of ideas amongst various
scientists in the adequate journals, conferences, etc.® :

The flav in'this comparison’ between economics and the natural sciences and

*l Lipsey’s "Poeitive Ecaonomicg" provides a particular dogmatic example
of this. ' E

2 F. Green, P. Nore (eds.), "Economice - An Anti-Text", p. 10.

+3 K. Popper, "The Poverty of Historicism", p. 16. Lo “
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the methods, tactics and criteria appropriate to them is that it neglects
the vital differences in the nature of the basic materials with vhich they
are engaged. - The difference lies in the fact, firstly, that, the subject of
the natural -sciences .precedes man,, .vhilst the . subject of the social
sciences, «including economics,. is manmade and therefore in its particular
form dependent upon.the particular historical social relations. Secondly,
ag  in:the social sciences,. .the ecientist is not untouched by the subject
matter, every. statement will inevitably be influenced by his ovwn interests
and ideology. W e e N w1 o~

B A T

- o .
Popper’s ideas have been substantially criticised by wembers of the

Frankfurt School, in particular by Theodor Adorno and Jurgen Habermas. In
the dispute on. positiviem (#1) Adorno holds tha tit is not enough to
question vhether the method sof the natural science are appropriate to the
social science, but that it is necessary to question vhether science itself
is an adequate form by vhich social relations can be understood. Science
has no .theory of knovledge by which it can position its own existence.
Science. :is an example of knovledge as such alloving scientism to be the
only possible .form, thereby creating an inbuilt circularity by vhich
knovledge :becomes validated only internally. .,

Tom Bottomore identifies three major criticfems of positivism as a theory

og knovledge or philosophy of science, which can be especially related .to

economics: L )

(a) that it -treats active human beings as mere facts and objects within a
scheme of mechanical determinism;

(h) that -1t conceives the world only as immediately given in experience,

and wmakes no distinction betveen essence and appearance. But
appearances are nothing more than arbitrarily chosen factas of social
reality;

(c) in being concerned only vith appearances, positiviem is essentially
congervative and can be best understood as constituting a new form of
domiation (technocratic domination or. domination by instrumental
rationality). (#2)

In contrast to positiviem, .dialectic and Critical Theory try to develop a
aystem of: practices in vhich science is not. the only possible system of
knowledge, and which tries to relate knovledge back to its individual
purposes. In contrast to scientism and positivism it integrated knowledge
vith interests and is aimed at an emancipatory role in the development of
human society.

Some Questions that arise:

Based on the previous.theoretical considerations I will nov raise some
quesitons about fundamental assumptions in microeconomic theory.

is positive economics as valuefree as it claims to be?

First of all I would agree with Popper vho already pointed out that the

1 T. W. Adorno, "The Positivist Dispute in German Sociology”, 1969;
(English 1976).

*2 T. Bottomore, "The Frankfurt School”, p. 16.
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call for valuefreedom is paradoxical inasmuch as scientific objectivity and
valuefreedom are values themselves. Secondly, -I vould disagree vith Popper
vho sees the objectivity of science in the objectivity of the method of
trial and error. Az the subject matter (i.e. economics) is socially
determined and therefore does not precede its investigation, a method that -
is only concerned with appearances is inevitably conservative, as it only"” -
tries to interpret the status quo but does not investigate the status quo
in terme of its sdequacy in shaping "human society coherent - to its
potentials. Social sciences cannot and should not be valuefree .and the
common distinction betwveen positive and normative economics is a false
dichotomy. ; e E o Co -

B S

Is it adequate to take the individual as basic unit of analysis? g

Since the 1960s orthodox theory.had come under attack -from Cambridge,
England, vhich tried to contradict neo-classical theory in its own:terms.
The point that P. Sraffa and others veremaking vas such that the rate of
profit is not solely determined by technology but thast the distribution of

income has equallyto be taken-inte accouat. : (This they - rather narrowvly.
defined as class struggle vithout vhich’ they held neo-classical - theory
being incomplete). But this was partial-equilibrium theory, which they had

criticised. General-equilibrium' theory is internally congistent. "' .Where
Cambridge, England, © claimed that 'a theory of class struggle vwas needed,
Cambridge, Massachusetts, explained the determination fo factor  prices
(within a general-equilibrium framevork) by individual preferences for
Jeigure rather than  for labour and comsumption nov crather than later.
Thus, precisely by returning to the consistency of ite individualistic
basig, orthodox theory wvas defended; at least against a .critique -of
internal inconsistency.’ ' But it left unansvered the question of vhere these
preferencesg and endovments came from. People do-vhat.they most prefer. to
do. W¥hst people most prefer ‘to do is vhat' they do; - There is no way out of
this circularity without a theory wvhich is able - to determine :people’s
tastes and explain how these change over time.

There are two more fundamental criticisms on orthodox theory. Firstly, "it

cannot explain the process of change in:society. -.The capitalist mocde .ot
production is not unique. It has neither been alvays followed, 'nor:is it
one that is followed in all part of the world at the present tame. But

orthodox theory 1s incapable of explaining why there are difterent: social
relations of production and vhat determines the change from one system-into’
another. Secondly, like any-other‘social theory that:grounds itself on the.:
individual as basic unit, orthodox economics’is neither able to - explain
social institutions, nor is it able to account for.pover relationg within
society. The former becomes particularly clear at a time when the :state
plays an ever greater role in economic lite. (=1) The latter is related to
the appearance that the vorker disposes of his labour-pover according to
his own free will. But thig is a mere appearance, an 1illusion, wvhose
reality is that the wvorker'is forced to sell hisg labour-power as: he: is- -
disowned of the means of’ production. g : - -

Conclusion

Are the assumptions made in microeconomic theory so unreal as to render the.
theory useless for analysing real economic problems?

*1 This subject rather involves a critique on the assumptaons ot wmacro-
economic theory and is dealt vith in my essay in social theory on tne
role of the stage as ’‘collective capitalist’., ': * i B
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From the preceeding parts it should have become clear that there are limite
as to vhat extent orthodox theory is able to explain the very existence of
the form of contemporary social relations and the prevailing <features of
economic life. The relation between methodological injunction and object
of study is not one of externality, as iz the case with an abetract rule
applicable to any content ‘whatsoever. It is rather a relation of adequacy
betveen 'object and method, the character of the latter being detmined by
the satructur eof the former. In other words, * orthodox economic theory,
presupposing the capitalist ‘mode of production (i.e. the separation of the
vorker from ‘the means of production and ‘the existence of a generalised
commodity production) cannot be used to make any serious statement about
the adéqﬁacy of the capitalist mode of production in regard to the
potentiale ‘'of human society. ’ -

On the other hand the last decade shovs a rising demand for economists
indicating at least the predibtive expectations towards this profession.
But, coherent to Kuhn’s argument, thie market demand exists by and large
for economiets and econometricians vho are predominantly involved in the
fabrication of quantitative predictions. And it ig this 1increasing
quantification vhich has methodologically led to an attempt to follow much
more closely and explicity the natural sciences.

In my opinion orthodox economic theory is able to quantify and predict
economic incidents, =as long as the major prevailing parameters remain
unchanged. But by ite very nature it'ib unable to predict major changes in
the organisation of economic life as these are exogenous to thescope of the
applied method. And it is not surprising that every major change during
the passt 150 years has so far brought about a nev approach in the history
of economic thought.

-
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Controversy Revisited

Introduction . . - -

Thig eésay,deals-iithxthe vwritings of J. M. Keynes and their gubsequent
interpretation by economists. These writings have.been shrouded in contro-
‘versy since,_ their.publication over half a ‘century ago.r Following the
publication of his General Theory this controversy took the shape of vhat
Hicks termed ‘the Mr Keynes and the.Classics debate. Three decades ago, it
appeared that the  terms.of the truce . enunciated by the Neoclassical
Synthesis had resolved the major issues of controversy. A new development
in this dispute was ignited by the works of Clover and Leijonhufvud. wWhat
became knovn as the re-interpretation of Keynes opened many old var wounds
and resulted in an avalanche of research and writings on the exact nature
of Keynes contribution to econemics. -, . - - . N

Thie cnntinuing .controvergy .is the subject matter of the present paper.
Throughqut,»its.long‘history‘this controversy has reigned on many frontes -
cosmological, émpirical, methodological, -theoretical etc., and from many
different vievpoints.- historians, theorists, econametricians. As the
following .excerpt, from Blaug-highlights, : the dispute has had, in many
instances, an air of chaos resulting in many becoming despondent regarding
the value of such discord: ’ .

"In retrospect, the Keynesian Honetarist debate of the last two decades
must rank as one of the most frustrating and.irritating controversies
in. the entire history of economic thought, frequently resembling
medieval dxaputatlons at their worst ... Much of the debate consists
of talking at cross purposes and at times it is difficult to remember
vhat it i= that is actually in dispute, a difficulty that is even felt
by the main proﬁagoniéta themselves. Running right through the debate
is =a continuing quarrel about vwhat Keynes actually meant, as if it
vere impossible to settle substantive issues of economic policy
vithout first deciding hov Keynes differed trom ’the classics’ ...
Reading the debate, one sometimes gets the feeling that
macroeconomists are more concerned with.exegesis of the General Theory
than with advancing knowledge of how .the economy actually vorks."(+1)

The conclusion to be drawvn from the above is that the controversy
surrounding'the interpretation of Keynes’ writings is futile and tfruitless
and it diverts attention from the ‘real’ igsues ot current macroeconomic
policy-making. This view of the controversy results, 1 believe, from a
certain conception of the relatlonshlp betveen history. and current economic
research and analysis. The polarisation of substantive issues and the
historical exegetical question 1s clear in the above passage. I believe
that the implicit .hierarchy is of dubious validity i.e.. the task ot
ascertaining ‘what Keynes §eally gaid’ is relegated to the. task of the
economic historian vhile the more substantive issues are.reserved for the
labours of the economic theorlst/pollcy maker. The dichotomization of
theory and history reflects, 1in turn, a certain understanding of economics
as a science, the nature of knovledge within that science and the manner in
vhich knovledge accumulates and is communicated vithin the discipline ot
economics. In an essay vhich attempte to discuss the relevance ot past
controversies in economics, an. examination of the above question 1s
evidently essential. N

[} Blaug, M. (1980) Methodology of Economics, pp 221 - 222.
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The attitude to the debate in the above quotation is one which views 1t ‘as
a destructive and diversgionary activity. This ig not an attitude I share
and hovever understandable it may be, it failas to capture and explore a’
vital element of the debate. The fact that this irritating and frustrating

debste has, in many instances, remembled a medieval digputation does not; g

to my mind, constitute‘'a sufficient reason for ignoring or neglecting the
controversay. What is needed'is.a fresh perspective on these old facts, a*

shift in the focus of attention. ‘- This essay will not concentrate on' the
historical-doctrinal question of-Keynes, ‘the focus’ is-rather on the vay in "%
vhich the controversy surrounding-hig “writings -wvas conducted and ™ - i
structured. By examining the ““form rather than the "aubstance” - '6f> the
controversy, by tracing its evolution over time,” I hope to show-that ~‘the * = =~
Keynesisn controversy ‘is no “mere sterile debate but one which® raises~
questions of iundamental 1mportance to economics ag 8 science. SeoomtEEL S

PN N P
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The suggestion in this essay is, “therefore, "that the Keynesian'controversy ’
is not simply an irrelevant chapter of bickering but one vhich, “whén viewea ™ "~
in the perspective outlined above, offers the possibility of revealing and
illuminating wmany fundamental questions in ° economics. One’s ' attitude  °
tovards this controversy reflects more one’s view of economcis as a scéience -
and thereby goes beyondithe confines of- the’' immediate question.” 'An®>
examination of the underlying assumptions of, and paramaters within which, *
the debates took place offers’the’ poesibility of ‘a self-critical ‘and ‘gelf-‘"
reflective analysim af the past. " The eemay ia'etructured in accordance
vith these beliefs. Section 2 examines the relationship between " hiétofy )
and theory in economics, asking vhether the substance of past controversies
is irrelevant for current economics.> 'The remainder of the essay vill deal
vith the ‘format’ vhich the Keynesian revolution has taken. Section 3 will®
examine the characterisation of ‘Keynes in terms of ‘a ‘revolution. "™ It7 ig
suggested that this is an incomplete and-ultimately unhelpful‘way'in which
to interpret the controversy.- Section 4 thentdeals”vwith an altéfnative‘
representation of the'controversy, sketching possiblf fruitful lines of’
analysis. Section 5 concludes the essay, summarising the main conclusions
of each section. : - -

« - B n

Section_2: History and Theory

Blaug’s diametrical treatment of history and theory quoted earlier obscures °
the nature of the relationship between the two:and®thereby ~acts as’ an -
impediment to exploring that relationehip. History igs vieved as the realm

of dead men's (erroneous) riders vwhile the task ‘of " the contemporary “
theorist is with developing models applicable to the' real - world! \The >
belief that there i8 no analytical justification for further exegesia of
Keynes’ work and that the only reason for such exegesls is 8 concern ‘that

the relative merits of analytical discovery be properly apportioned between
economigsts, is not peculiar to Blaug. Hutchison conclndee his paper vith:

"Our wain and primary concern in this paper has'been with the’ history
of economic thought, that is,"with contributing to the formation of a”
less inaccurate record, “vhich"is an important task from the ‘point of’
view of intellectual standards, ’ and ' also one not’ devoid of practical”
and political significance.” (s1) T )

CAS o a3

This simply confirms, as Ce=arano notes, that:
. . a '

"It is a wvidely held opinion among economista that the history of tne

(3 T. W. Hutchinson (1977) Keynes v the' ‘Keynesian’ p. 46.
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subject is of little relevance to the present day scholar. Thie
opinion is reflected in the sharp decline in interest in the history
of ‘economics. " (#1)

The cosmological ‘foundation of this neglect of history is open to question.
The status of’ economice as a science is what is in question - is it a
‘hard’ ‘6r a ’soft’ acience?’ The neglect “of history is clearly related to a
movement ‘ta view economice as a hard Bcience, on a par vith the phyeical

sciences. The quantification revolution (for vant of a more appropriate
title!) in economics is, no doubt, partly responsible for such a viewpoint;
ite s8scendency wmay be corrolated with the demise of history. An

increasingly sophisticated methodological apparatus gives a false
impression of a broadening gap between past and present vorks in economics.

The most important aspect bf‘such‘a viev of écience,_ in the context of the
present argument, iz the understanding of knovledge relevant to the science
and the manner in which it accumulates: ’

'... Implicit 1in the use of theme mothods is the positivistic and/or
naturalistic viev that since no logical distinction exists betveen the
methodologies of the physical and social sciences, economics 18 a
cumulatively progressive science in the same vay, as, say, physics.
By "~ way of analogy then, an economist need not devote his time to
outvorn theories of the past any more than his counterpart in the
phyesical sciences."(#2)

The belief that progress in economic theory is cumulative has been embraced
rather naively and overenthusiastically by some economists. Such a belief
forms the basis of a theory/history dichotomy. As Cesarano points out, the
vhole concept of cumulativity is ambiguous and its existence within
economics dubious: a

"Hence, the awkvard question of the existence of convergence tovards a
‘true’ theory can be neglected, since what is at stake 18 the shape of
the Path of Scientific Development (#3) and not the presence of a link
betveen convergence (i.e. increase in knowledge) and increase in
‘truth content’. A sufficient condition for the usefulness of the
history of a subject 1s the failure to comply with the requirements of
a non-decreasing monotonic development path."(+4)

The 1ssue of the importance of history therefore relates directly to the
existence and 'shape of a PSD in economics. The shape of a PSD will
evidently vary according to the field, or specialized sub-fiela, of study.
Cnly in a situation wvhere the discipline displays a non-decreasing
monotonic PSD does the past bear no relevance for the present. Whether or
not this ie so in economics is a controversial and empirical quesiton vhich
I am not in a position to address in the present context. Three things may

#1 Cesarano F. HOPE 1S:1, 1983 ’On the role of the history of economic
analysis”.

2 Tarascio, quoted by Cesarno, loc. cit., p 64).
*3 PSD:
Path of scientific development. He says that this may be thought of

as a time function of the variable ’‘stock of accumulated knovledge’.

*4 Cesarano, p. 68.
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be noted, hovever.'- Firs{, ‘a cursory glance at the history of monetary
economics - reveals the oscillatory nature of econcmic doctrines ) which
suggests that old ideas die a slow death in economics. Second, since the
hypothesiz of a non decreasing monotonic PSD for economice .appears to be a
rather extreme and stringent one, the burden of proof may be said to Test
vith those who hold it. . Finally, “in section 4 these ideas will be aealt
wvith sgein, once more suggesting ‘that the’ history of economics, given the
particular - characteristics of the - disc1pline, is not’ irrfelevant to
contemporary economics. -

Coadan Tl g

Section 3: A Keynesian Revolution

The previous section has established a 'E"rims facie case for the relevance
of history within economics. This section develops this argument along the
linea that not only is the substance of past theories oi importance, the
form of those theories are also relevant.” Furthermore, it ise argued that

an examination of - the manner in wvhich theories are encapsulated “in a

particular form presented, communicated and interpreted is both instructive
and necegsary if economics ‘ia to be a self critical discipline. «~;~ o
Perhaps the most familiar characterisation‘of Keynes vork is in terms of a
revolution. * Since the publication of his General - Theory, ‘economic
literature has. been - replete with e){amples ‘of revolutions, counter-

revolutions, resurgences, revivals. There have been as many revolutions as
there have been authore so that the exact nature of the revolution has
become obscured, as 1is ite timing - was it notionally with the General

Theory but effectively with the works of Clover-_Leijonhuf‘iud, perhaps?

Even before the publication of Kuhn’e work The Structure of Scientific
Revolution, Keynes s ‘wark had been labelled a revolution (see Klein's ,vorg,

among others). * Since the publication of Kuhn’s work the notion  of .a
Keynegian revolution or a revolutionary paradigm hasg become comrhonplace in
economic literature. Blaug rightly points out that economists’ adaptation
of Kubn must be vieved 1n a similar fashion to their earlier’ adaptation of
Popper and their subsequent embracing of Lakatos. (#*1) '

Many academic vorks made oblique reference to Kuhn’s wvork, or employed ‘nis.
terminology, without the full conceptual impact ot his work being realiged,

" There developed a’'crude textbook- like version of the heynes_ian revolution
ag a nev paradigm in economics. The conclusions to be drawn™ irom thas
gection are twofold, First, that Kuhn'’s schema i1s of dubious valioity to
the history of economics. ~ 'Second, this being g0, the, vholesale usage ot
Kuhnian terminology, though superficially attractive, 15 ultimately
unhelpful, - since important aspects of the-debate are either missed or
underestimated.’v ¢ ) N

The basic stages 1n Kuhn's history oI sciences are as follows: pr epaxéoxgm
stage; normal science; crisis; extraordinary science; normal science again
once the : crisis 1is resolved. The normal science from which Keynes
supposedly - deviated waas Marshallian neoclassical “economics;® ihe 'basic ”
anomaly one :may : discern 1in this heritage as-: the postulation ot tutd

employsent based-upon Say’s Law and the quantity theory. Given complete’
wage-price flexibility, full employment was automatically assured. 8y

introduciny aggregate demand not income-spending as the cirucial linvage  in

N

w] Blaug, »H.' HOPE,'Vol. .7, No. 4, (1975) 'Kuhn versus Lakatos’
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the economy’s prosperity, Keynes is attributed with totally changing the
world view. The basic puzzle of the discipline nowv shifts. It is no
longer a 'question of determining the distributive shares of optimum
resource allocation given full employment,  but -rather the level of
employment of resources, the role of aggregate demand in determining thas
level and the role of the government in relation to aggregate demand. The
crisis was undoubtedly accelerated, and the paradigm battle shortened, by
the Great Depression. <

As already noted, this .account has all the appearance of & Kuhnian
scientific revolution. The crisis period witnessed a groving number
devoted to working in the anomaly area. The rules of normal science vere
blurred with ‘ attendant ingecurity regarding definitions of approach ana
terminolegy. Keynesianism emerged as one competing paradigm which
eventually became the dominant paradigm, offering its resolution to the
conflict. The old paradigm lingered until a nev one emerged.:- Keynes maae
a substantive contribution to the tools of economic analysis adaing nev
fundamental behavioural functions, i.e. consumption, liquidity preference,
multiplicity and new applications of the discipline in-areas such as policy
and econometrics. ° In the paradigm battle ‘conversion’ happened more as a
matter of faith than proof. It vas a question of persuasion, 0f adapting
vhat appeared as the most analytically useful set‘ of assumptions anc
axiomatic position. Two decades -ago it vas, perhaps unvisely, proclaimea
that "we are all Keynesians now". S

I find the above account both unconvincing and a potential diversion trom

many of its own "anomaly" areas. The first set of craticisms concern
internal criticisme of-Kuhn’s theory. These relate to.the. terminological
imprecisions and <flaws in Kuhn’s exposition. Much of the:difficulty an

this respect stems from the successive versions of.Kuhn’'s theory, whereby
later editions have sought to elucidate what was unclear and redetine what
vas imprecise, often resulting in apparent internal contradictions. Thus,
the wvord paradigm ‘is replaced by disciplinary matrix ana controversy.
continues to rage over whether old paradigms disappear or contipue to co-

exigt with the new paradigm. This type of critacism 1s not unique to
Kuhn’s work, - it’ is a natural consequence of.any attempt to develop ana
articulate a:nev set of ideas. In the present context the criticism i1s ot
gignificance, - If Kuhn’s theary is to°be of use to economists then internal
consistency and clarity’ of exposition are essential. It wili be somethiny
of a blunt instrument if the major features of its own construction are 1in
digpute. ’ - 4

A second line of attack relates to a repudiation ot Kuhn’s central thesis
of revolutionary change. Thig 1s a fundamental disagreement over the nature
of change in science. Kuhn's paradigm-based science and the catastrophic
facets of his histariographical <framework is anathema to the
incrementaliets or informatarians who believe that scient:itlc advance 18
gradual and continuous. These opposing views do not necessarily constitute
an either/or choice. it does show, however, that Kuhn has no monopoly 1n
the theory of change and points to the:.possible existence of other types ot
change which this theory cannot accommodate.

A third set of criticisms refer to a distinction between the physical anag
social sciences. Howvever applicable his theory may be for the physical
gciences, a’ direct transplantation of Kuhn’s ideas to the discipiine ot
economicg 1s premature and undesirable, Bronfenbrenner gtates: .

"It may alsc be that Kuhn has generalised too rapidly from too small a
sample ot revolutions within the natural sciences vhich ne
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treats, "{«l)

A consideration of why it is that Kuhn’s thecries are not applicable to the
social sciences, economics in particular, leade to the fipal and. most
trenchant criticism of Kuhn. While,- in many respects, Kuhn’'s theory
provides a broad general framework within which change and the accumulation
of knovledge ~may'be. viewed, 1t fails to provide a mechanism whereby = the
structure of that change may be explained. It does not deal with the
factors vwhich result in change, nor the relationship between these factars.
This is precisely vhat is needed for a reflection on the structure of past
controversies in economics. The folloving section ocutlines how this . task
might be undertaken. While it does not purport to be a full specification
of a nev approach, it .does attempt to sketch an. alternative: to the
revomtion‘story. -

Section 43 Controversy Revis1ted - . "
*Qur theorles, regarded as tools 01 analysis, = are blinkere in this
senge. Or it may be politer to say that they are rays of light, vhich
illuminate a part of the target, leaving the rest in the dark.- As ve
uge them, we avert our.eyes from.things that may be relevant, in -order
that ve may see more clearly vhat we do see. It-is entirely proper
that we should do this, since otherwise ve should.see very. little.
But it ims obvious that a theory which is to perform this function
satisfactorily must be well chosen; othervwise it will illumine the
vrong things. "(#2) . :

The above succinctly summarises my objection to the application of  Kuhn's
theory to the vorks and interpretation of Keynes. 1t 18 not that I deny
that Kuhn . lights up part of the target, it is rather that I believe_  the
darkened - perimeter also contains many important insights. A .rigid -andg
consistent . application- of Kuhn to Keynes will systematically fail: to
explore the perimeter, thereby neglecting many essential features of the
igsue. - PRI o :

Folloving Leijonhufvud (#3) I would make a distinction betwveen theory anc
model. By theory is meant a patterned set of substained beliers about how
an economic system vorks. In Lakatosean terms this refers to what remains
of a research programme if the positive heurastic 1s included. A model is
a formal representation of a.theory, or -a subset or aspect ot 1it. . it 1s:
quite probable that no model will succeed in giving an exhaustive account
of a theory; it may in fact neglect or misrepresent gquite essential
characteristics of a theory. This distinction is, 1 believe, crucial and
one vhich “18 of great use in analysing the continuation ot controversy

s

+1 Bronfenbrenner, M. HOPE, Spraing 1971, p 136,

+2 Hicke,© J. R. in Latsis, Method and Appraisal in Ecgnomics, LUF, 1576,
p. 208, . . .

*»3 Lleijonhufvud ‘Schools,- ‘Revolutions’ and Regearch. Programmes’ 1in
Latsis, - op. cit. p.70. e
Having-already. castigated' intellectual eclectlclsm in the case ot huhn
and uge of his language and concepta, 1 am avare . that . mucn ol
Leijonhufvud’s paper is based on the vork of Lakatos. Any mention o1
Lakatos - in this essay is simply to highlight that these .1deas may be
‘transglated’ into Lakatos’ system, wvhile the arguments advancea are
independent of validity.



surrounding Keynes.

Economic models are at & second remove from econonmic reality. The first
gtratum of simpliflcatinn or reductionism occurs between economic ‘reality
and an economic theory. The economlc universe is multi-faceted and, in

Schumpeter’s terms, :e ‘vigion’ or theory is a particular understandlng of
the myriad relationehip vithin thie universe. ' Thie vision is subsequently
distilled in a model, the substance is. given a partlcular tform. Economic
models are :as‘ such surrogate models which are ‘partial in the sense of
highlighting certain _aspects of ‘the same real vorid. =

In economics the substance and form of a theory is less tightly linked than

in  the natural seciences. Thus the prevalent usé of temporal equillbrium
constructions and the comparat1ve static method for the analysis of real-
time dynamic processes This imperfect congruence between substantive

theories and formal models means that the latter require 1interpretation.
Two economic models may thus be iormally identical or 1nd18t1ngu1shable yet
subject to Qubstantlvely different 1nterpretat1ons. *F6r this reason,
theories may easily co-exist since decisive falsliicat .on or coavincingly
accumulating confirmation of theories may pose a difficulty (see section
2).

In eddltion to this theory/model distinction there 1s’another element which
will be of use in interpreting the vorks of Keynes. This is the fact that
the universe econamiste gtudy is 8 non constant hzstorxcally conditionea
one. As Hicks states:

*Further, since 1t ie a changing vorld that we are studying, a theory
which illumines the right things now may 1llumine the wrong things

/ another time. This may happen because of changes in the worid (the
things neglected may have grown relat1ve to the thinge considered) or
because of changes in our sources oi “intormation (the sorts of tacte
that are readlly accessible to us may have’ changed) or becuase of
changes_ in ourselves (the things in which we are interestea may have
changed). There 18, there can be, no economlc theory which willi do
for us everything we vant all the time."(+l)

The folloving héy be noted in relation to the works ot Keynes. Not oniy 1s
the substance/form distinction applicable to Keynes, and the subsequent
1nterpretatxon of his work, 1t 18 algo relevant to Keyneg’ view oOf
classical economics. Pre-Keynesian theory must be distinguished trom the
picture of it constructed and propagated by Keynes and his tollovers.
Neoclassical economics ot the 19308 was not a homogenegus doctrane.
Keynes’ revolt against the classics was directed at the Marshallian
variant. This must be clearly distinguished from the neo-Walrasian theory
vhich became predominant in the post-wvar period.

What ot the 1nterplay of exogenous and endogenous function which
contributed to Keynee’' new coamologxcal view? No doupt there wvere changes
‘in  the ‘real world (unemployment and depression which gquestionea the
automaticity of the system towards full employment); ain the perception anda
vigion  of that world (one wvhich allowed for the possibilaty ot
‘disequilibrium’)., The form in which these vievs vere cast obscured rather
than highlighted these nev developments. Leijonhufvud claims that the
technical limitations of inherited models of formal economic analyses ieft
Keynes with little choice but to adapt a static equilibrium framework

.1 Hicks, J. K. op. cit. p206.
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(Leijonhufvud, op. cit. p. 94).

This brihgs mne to an analysls of that remarkable creature ~known as the
Neoclasgical Synthesia. The Keynes versus the ClaBBics debate tock place
in a forum that vas alien to them both. btarting vith the work of Hicks
and continuing  with the vorks of Lange and “K;eih,, to Patinkin, there
emergéa a graving ’‘consgensus’ ‘a8 to the microstructure'vhich underlies all
macrodiscourse. This iz of course the neo-Walra@ian model in a certainty-
based general equilibrium framework. _ The primary task of this debate
degenerated into analytically isolating the atypical assumptions/magnitudes
of Keynes’ theory . vhich vere responsible for the peculiar unemployment
equilibrium policy implications. '

One wmight,, again, question what were the factors that were relevant to
sustaining such a synthesis. "Leijonhufvud suggests the following:

*The ‘*neoclassical  aynthesis’ propoéed’ ‘élr reconciliation of

: 'Keynesianism’ and ‘orthodoxy’ on a purely  tformalistic plane ...
behind the formal screen they stood poles apart ...  yet, surprise at
the extent that this modelling formula gained videspread acceptance,
despite the incompatibility on a basic theoretical level is possibly
misplaced. It may be that it ‘worked’ in its time, rather, because it
alloved - the postponement of a confrontation that could not have been
decided,  but  that had tremendous latent potential for diverting
energies avay fram the pursuit of ‘’normal science’ vithin each
’paradigm’. " (#1)

! e - o - s B o

¥hether or not Leijonhufvud is correct in hig rather  nuanced view of
Keynes’ economics is of_secoﬂdary importance. . what ‘ig relevant .im that the
debate was carried on at the level of models, ét,a_formal;lével which, in
time, . became obsolescent. The reasone for this obsolescence ig of great
intereet, but not one that méy be easily ansvered. _ How .is one to under-
stand . the re-interpretation of Keynes by Clover and Lexgonhufvud7 Was it
motivated by an effort to go beneath the received formal view to re- present
Keynes’ essential vision? Or wvas 1t motivated by erroneous and/or
political factors such as the theoretical impotence within the synthesis
and the tottering empirical value in the face of increasing anomalies?

How, .indeed, is one to assess their re-interpretation? The attempts to
pfcve a gecure Keynesian microtfoundation for macroeconomice have providea
to be sulcidal, opening the wvay for the micro-founded rational expectations
approach. . Hov . indeed has the substance of Leljonhuzvud 8 vision been
encapsulated in his own model?(#2) As Coddington points out,‘ of the time
options open to him Leijonhufvud only discusses one, thereby marking heynes
something of a reconstituted reductionist.

The above sketch does little justice, perhaps, to the complexaty ot the
debate. . It is, nevertheless, - a more promising perspectlve wvithin which
these events might be vieved. The controversy hae been a controversy ot
modeis, not theories; the ‘contentions have been about the appropriate
specifications of possibly unsuitable models; shifts in" the ~choice ot
models and new specifications of these models motivated by an interaction
of exogenous and endogenous factors. ‘

L3 Leijonhufvud, .op. cit. p. 98.

2 The further gquestion of hov Leijonhufvud’s vision of Keynes’ theory
actually corresponde to Keynes’ theory is a moot point. ’
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Section S5: Conclusion

The preceeding sketch has a number of significant elements. This lack of
perfect congruence between substantive theories and formal models lies at
the heart of much of the controvery. It highlights the limits which a
particular representation of a theory may impose on one’s understanding.
Progress in theory may impose on one’s understanding. Progress in the
economic analysis proceeds not by pure examination of “ideas but by a
complex interplay of ‘endogenoug and exogenous factors. The manner in vhich
economic models are presented, communicated, interpreted and reacted to by
the economic profession plays a crucial role in this process.

Academic lassitude of the continuing Keynegian controversy is, therefore,
misplaced. Not slone is the substance of past theories of interest, but
the form vhich they have taken is of felevgnce. ‘Controversy 18 a perennial
feature of economic disgcussion. if economisSte are to’become involved an
controvergy in a vworthwhile and analytically fruitful way, then it 18
imperative that they be self-avare of the format and implications of

controversy. .. Unless economiste are clearly aware of the scientific basis
of economics and the nature, process of accumulation, communication and
interpretation of knovledge within the discipline,” future economic

controversies are likely to be uncritical, aimless, futile and destructive.
An examination of Keynesian controversy along the lines sketchea above
offers the possibility of avoiding this and of entering nev controversies
in a self-avare and self-critical manner that will be ot analytacal
benefit and not a useless distraction.

- o -
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Issues concerning The Market

Finbar McDonnell

The concept of the mquét'hds been central to economics eince the time of
Adam Smith,  and this essay deals with whgt advocates of the market claim
are its chief advantages, namely efficiency and freedom, and also asks how
(if at all) this theoretical debate is of relevance to an actual economy.

Economice is defined as a’ science which studies how the scarce resources:of
the vorld are distributed, and‘it ‘is perhaps the major claim of the market
that it facilitates the attainment of efficiency in this regard. - The case:
linking the market and efiiciency has evolved over the years and can be-
summarised as follovs: B
S T 5 .
The Italien ecoﬁomiat, Vilfredo Pareto’defined erficiency as a - situation
vhere to make anyone better’off, gomeone must be made worse off, i.e. no

person’s economic velfare can improve without a fall in somebody else’s. .-

Pareto also shoved that 'in a free market, which obeyed certain assumptions,
this type of efficiency would be achieved (optimality). This ‘perfectly
competitive’ market causes: = >

- Productive efficiency to be maximised, 1i.e. no vaste occurs, becuase
producerg must always produce at the lovest cost level.

- Consumption efficiency to be maximised, because it can be shown, using
indifference analysis, that consumption takes place vhere utility 1s
tangent to the production possibility frontier, i.e. where utility is
maximised.

The most important assumptions of Perfect Competition are that many buyers
and sellers exist, that firms have free entry to, and exit trom, the
industry, and that buyers and sellers have full information about both the

present and future -states of the market. .Pareto’s criteria were later
modified by Hicks and Kaldor wvho allowed " for * the possibility . of
compensation. This means that if weltare changes such that the people vho

gain can compensate those who lose, and still have some ‘left over’, then
this is an improvement. This gets rid of the absurd notion that a decrease
in wvelfare of one person, no matter how small and no matter how great the
corresponding gain for sbciety, is never an improvement. It -is intuitively
more desirable also, in that an improvement in national i1ncome wiil aiways
count as an improvement in National Weltare. Finally, compensation has the
technical advantage that 1t is.a far more decisive criterion: --given a
choice betveen tvo patterns of income it will always prefer one /over the
other, unless they add up to the mame total. "The Pareto criterion, on the
other hand, is indifferent to all those pairs in which there are losers as
vell as winners; so it has nothing to say in just those cases where policy-
makers need most guidance. " *

Besides Pareto efficiency there 18 another type of eftficiency which .is:also
maximiged by the market, 1.e. diachronic efficiency. Thig is etficiency
whien will ewist in the lang-run due to the proceee itselt, and can be sub-
divided under two headings:
- Production Efficiencies. Under a perfectly competitive asystem, factor
price equaligation will occur over time. In the short-run capital
(for example) may be fixed in quantity, but in the long-run all
factors are variable, so the praducer vwill move to the point vhere MFK
= MPL. This is aided by the incentives in competition to imprave
productivity, to invest in nev machinery etc. Of course, vwhen one firm
engages . in these processes, all firms must, due to the process of
‘tatonnement’, 1i.e. if one firm does not it vill be pushed out of the
market.
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- Exchange Efficiencies. Again, ‘'the idea is the.same; in the longer
term, transport costs fall, more branches are set up and distribution
costs minimised. Another vital efficiency is that of-information, the
costs of vhich are far less in the free(ish) markets of the vorid than

- in centralised - economica. It is argued that the ’‘informations
revolution’ “is a‘diachronic efficiency of the market system. Again,
tatonnement’ takes place and costs fall. Cows T

.- e . -
This is a basic outline of the ‘efficiency argument’ for wmarkets. The
gecond claimed~advantage of the market is the attainment-of economic tree-
dom. This, I feel, is an argument of far less strength than the efficiency
argument, since in effect it'depends on’one’s'definition of freeaom.

Economic freedom tends to be defined as:the general absence of economic
constraints. (+1) The absence of economic constraints leaas to the
folloving: :

- Consumer Sovereignty: This is the principle that whatever people want
will be reflected 'in the producticn pi‘ocess due to perfect
information, and’'a desire to maximise profits.” “ In other words, vhat
peaple wvant-matters, and is listened to. Some examples ol consumer
choice in action would be the rejections.of Guinness Light and the new
‘awveeter’ Coca Cola, or more:positively the shift to health foods 1in

the 1980s.
- Freedom of choice: It is also argued that the choice the market
system entails is a good thing in itself. This, as a philosophical

point, is unproveable.

There are solid arguments against the idea of the market entailing treedom.

On an overall level, the definition 1is hotly disputed, a recent
manifestation being Hattersley’s "Choose Freedom, the tuture tor
democratic socialism". Funnily enough, he uses the same concepts as Hicks

and Kaldor did, arguing that a government should restrict one group’s
freedom (apply restraints) 1f the sum of liberty in the population 1s
increased. Hovever, even acceptance of Friedman’s definition does not
mean that economic <freedom exists. It is argued, by ©Galoraith among
others, that manipulation of consumer wants is widespread, and tunat the
marketing industry exigts solely for this purpose. Un the other nand, 1t
can be argued that freedom ought to be, but is not, divorcea trom economic
considerations. Mr Thomas Jetfferson may have written noble woras about
liberty, vhich are universal 1n their appiication. But 1f one naa happeneda
to be a black working in Jefferson’s tields, one might welt have touna nm1s
sentiments of purely academic 1interest and his reiteration ot them
insensitive and irritating.

The final section of this article will look at vhether the 1type ot
theoretical 1issues outlined above have any practical applications to an
actual economy. The following points are equally valid tor a stuay ot tne
Irish economy.

The uses of this type of theoretical discussion are
- a value base underpins all economic systems, whether overtiy or
hidden. in Keynes’ much gqoted words, ‘Practical men, who prelieve
themselves to be gquite exempt from any intellectual aintluences, are
usually the slaves of some detunct econamist.’ The first argument tor
theary would be that it is much wiser to discuss these values openiy

LY According to Milton Friedman, ‘Liberty means the Liberty to shape
one’s own life.’
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than to drift along vwith no logical, wvorked out system in
operation. - - .

- while the Pareto system is theoretically sound, . it is unanimously
accepted that it has failinge in practice. These. consequently require
some gort of policy (even if it is no response).. To-.decide on policy,
a model of a theoretical nature is vital to reduce the economic system
to wvhere policy can be clearly decided for theoreticeal reasons, - and
not on the basiz of vhat is ’‘smooth and flowery’ in the short term.

There are, of course, arguments claiming that the theory of the.market is
of no relevance to real economies: ... ., . . W

- the theory of second best , -developed by Lipsey_and Lancaster, states .
that a distortion in cone market may mean it is not optimal to have
perfect competition in any other market. C e

- the assumptions involved are totally unreal, and render the model and
its findings useless.

- cyniciam, 4i.e. Pareto’s model has existed for 80 years now, and gross
inefficiencies abound. Theories, :schools, debates and personalities
have contributed to the theory of the warket, but decisions are still
made due to pressure groups, politics etc. In.other.words, economics
is meant to be a social science,  affecting peoples lives, but often
seems to be simply-another branch of mathematics.

» ’
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The ﬂethodology of Econometric Research

Kevin Carey .

In the 19708 many of’ the macroeconometric relationehips vhich economists
had prev1ouely taken for granted broke down. 'One consequence of this was
the backlash against "Keynesian” economics and the re-emergence of
previously - discredited economics : disguised ‘as nev theories of
*expectations”. '© But” in narrower circles there was a concern that it was
the econometrics rather than the economics that had been at fault. This
prompted a methodologicel debate-which ig still with us,’ The length of
this debaté is’ due to” the fact that' it has come to embrace some
fundementel issues 1in the methodology of economics as well as that of
econogetrics. There was (and i8) a groving disiilusionment at the inability
of * econometrics to perform “what should be its basic ~function - to
empiricelly corroborate or othervisge competing economic theories. It as
perhaps ironic that this same malaise is present in the methodological
dispute - the competing “views are partly incomparable because they are
stated in different terms. In economice this has meant that theories are
only tested on the basis of” internal logic, * and the only weapon an
economist has is to attempt to discover logical flaws in rival theories and
80 it vas that a central controversy in the world of economics in the 1950s
and 1960z vas the "Cambridge controverey a rather esoteric dispute about
the nature of capital. Realism, explanatory power etc. ~all go out the
vwindow " the” ,quest for an 1nternally cons;stent theory. This esssay
attempte to draw together the various opinions on what is the methodology
of econometrics. I vill discuss each approach on its own terms, and vhere
possible compare it with other approaches. Departing from the tradition 1in
economica, I vill come down firmly in favour of one particular approach.

An obvious question to ask at this stage "1s why bother aiscussing
methodology  at all? Econometrics will reach’certain conclusions pased on
enquiries conducted in accordance with a definite pOllCY for obtaining and
agsessing evidence. As Nagel says, the rationale for confidence in those
conclusions must be based on the merits of that‘policy; - He wsays that
understanding the logic by vhich conclusions are established 16 the task or
the philosophy of science. 1t could be argued_ that he has to say this 1t
Justify hig writing a rather long book on the topic. At times phiicsophers
of science such as Nagel tend to go to extraordinarv lengtns to estaplisn
vhat seems like an ingignificant point and at sucn times one tencs Lo agree
with Feyerabend’s comment that philosophy of sc1ence is

"one of those bastard subjects ... which have not a single giscovery to
their credit”,

However, given the fact that no one believes anyone elge’s econometrice any
more, I believe that methodolagy 1s vorth discussing. The pegt place to
start 1s vlth a series of objections, which were raised aimost 50 years ago
to conventional' econometrica, which is the current textbook approach to
the subject - Houtsoyiannis’s book ig a classic example., She outliines a
step by step approach to econometrics, which I believe is tundamentalily
flaved every atep of the vay. Theéevilavs vere amply aired by heynes in a
review of a book by Jan Tinbetgen:in 1939. A contrast of these two
approaches is particularly revealing.

stage I of the textbook approach to econometric research 18 specification

of the model. Thas involves deciding on your dependent and explanatory
variabies, the mathematical form of the model anad stating a prior:
expectations regarding the sign and size of the parameters. This stage

brings with 1t a corresponding assumption - that your model is correctiy
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specified. This assumption has major implications for the procedure
folloved from here or in the research. Keynes asks -

"Am :I right 1in thinking that the method of multiple correlation
analysie essentially depends on the eccnomist having furnished not
merely a list of the significant causes ... but a .complete list2®

If you d6 { ufact leave out an important variable you don’ t obtaln.
egtimates of vhat you think you are. estimating - as Keynes puts it ..

"The method is only applicable vhere the economist is ablie to, ﬁrovide
beforehand , a correct and 1ndub1tably complete analysls oi. the
gignificant factors."”

It is at the specification stage that most atfentibnqhaé iocﬁsedkénq<1 will
return to this topic later. Lt

However, the .. applied econometrician spends most of hls time estiﬁatlng
relatlonshipé, which 1in practice means evaluatlng computer printouts.
Here, Keynes identifies a host of problems which have increased  in
significance since Keynes’ time. He mentions ’ B

*the frightful* inadequacy of most of the statistics making, spurlous.':
correlations from proxy variables being unable to separate the
distinct effect of multicollinear varishbles, assuming linear forms,
confuging cause and correlation ... and confusing Btatistlcal vith
economic significance.” a

He then tbpé off this list of failings with a damning question:

*If the method cannot prove or disprove a qualitative theory and if it
cannot nge a quantitative guide to the Iuture, s 1t wortn while?”

All 1in all, hie article is a fairly comprehens1ve destruction wo}' the
"average economic regress1on" (AER) approach to econometrlcs, which he sees
as "statistical alchemy® and in this respect vorse than black magaic.
Having dealt rather tétsely with the AEK approach to’econometric reeearch i
wi1il now turn to the proposed alternatives. In particular 1 wall _anaiyse
the contributions ot Edward Leamer and bavid Hendry. :

As I mentioned earlier the crucial 1ggue 18 specilication Leamer contenas
that economic theory will never generate a completé speciilcation,' ana
therefore the actual variables used in your model wiil depeno on what  you
believed betorehand. The basic problem facing researchers 1s that you can
never be sure vhat variables you have left out, and what bias is emerging
in your‘ eatimates as a result - this 18 the problem ot specification
uncertainty. The oata will give you no information about the s1ze of the
bias, which wmeans you nmust decide independently ot the data how good ‘the
‘non experiment’ 1is. For Leamer, the crucial difference between éxﬁerl-,
ments and non experiments, between the natural and social sciences, is that
the specification bias is larger in the non experiment. The only way (in
principle) the problem can be overcome 18 to inciude all the relevant
variables in the regresgion - but as he shows, you can always find a set ot
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observations that:will make the inferences implied by a model vith one less
variable seem silly. . P

*There is no formal ‘vay to knov vhat inferential monsters lurk béyond»l

our immediate field.of ‘vigion." (McAleer, Pagan and Volker).
in (necessarily) “limiting your field of.vision, you will méke _what . are
essentially "whimsical" assumptions. It is.therefore no good -simply to
report the particular! regression that resuited trom -your = arbitrary
assumptions. Your: inference should be robust, :i.e.. it:should be able to

B

withstand changes in the assumptions. As.an:alternative to, reporting.. 8

single inference, * he suggests "Extreme: Bounds . Analysis" (EBA).. The
researcher explicitly states his prior beliefs in the specificaiton process
and then attempts to evaluate:the validity of these beliets in the iight of
his data. The role of econometrics is to determine the range of inferences
implied by a closely related range:of models. The goal is to have a narrov
range of inferences implied by a broad family of models. - The centre of
attention should not be the regression equation itself but the mapping trom
assumptions to inferences - *the mapping is the ma2ggage”. .- You must show
hov you arrived-at the inference and examine 1its gensitivity. - In short,

critical attention to the vords *"whimsy® and "fragilaty" would be .the..

salvation of econometrics.

This sounds fine in theory. - But :the acutal methodology. of EBA is guilty of
exactly the same flavs that Leamer criticises in conventional econometrics.
It involves you stating what you believe to. be your "important” . ana

"douptful® varaiables. You then manipulate the "doubtful” variables and
hope that this vill lead a reasonably stable value tor the co-etficient you

are interested in - the "focus variable®. Leamer points out that opinions
are vhimsical '~ - S

*sometimes I take the error term to be correlateaq, sometimes
uncorrelated, sometimes normal and sometimes non .normal ... does it
depend on what I had for breakfast?® : !

But we can just as well ask - does his choice of vwhat 1s an important
variable and what 1is a doubtful variable depend on wnat .he -nad for
breakfast? it has been pointed out that in a model witn 9 variables- there
are 181,440 conceivable partitions of important ang doubttul variabies!
Thus even if one vere to consider the ludicrous loea of a 1ragilaty
analysis of your tragility analysis, tnls task would 1n. practice:- be
impossibie. The same article has drawn attention to the fact that =coBA
assumes that the error terms are normally distributed, non-autocorrelated
and homoscedastic - precisely the conditions wnich do not arise 1in appliea
econometric researchs These are obviously major fiaws.in -his approach

However it has to be said that the property which he seeks o1 an inlerence
18 obviously desirable. On his own example where tne 1nterence 15 not
robust, practical applicaiton of a single reported inference could have
literally lethal consequences! This is why Kenneay correctly chooses 1t as
a desirable general principle for model evaluation. 1 do .not 6Delleve
hovever that you derive:a general philosophical approach to econcmetylcs
from just one principle. The Hendry approach has a rather more extensive
basis, 1t 18 to 1t vhat I will nov turn. -

Nagel points out that for a gocial science to be ’‘scientitic’ does not mean
that 1t must be able to carry out controlled experiments. What 1s requirea
1s “"controlled empirical enquiry”, a clearly detined method-ot analysing
non experimental data. The form of enquiry that 1g pursuea 1in economice 18
the "ex-post facto experiment”. What distinguishes this from a naturai
science experiment is that the relevant factors cannot be overtiy
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manipulated. Control ‘is achieved if gufficient information .about these
factors can be gecured, The crucial point is that the subjects manipulated
are the data of observation on relevant factors, and not the factors
themselves. This ie probably. the single most forgotton fact in;
econometrics - that in the strictest sense econcmetrics is just ’number
crunching’. The data ve actually collect were generated by a certain data
generating process (DGP) vwhich we can-never hope to know. The best ve can

do is design.a model which approximates as closely as.possible to the DGP, .

vhich "adequately characterises the data’. The simplified representatien
of the DGP cannot be strictly valid; the best it.can be is adequate - in

the jargon, ve look for a "tentatively adequate .conditional data

characterisation®. A model is never right or vrong, but useful or useless

for a‘particular purpose. This contrasts with the AER approach where the
model is treated as axiomatically corrct. As Gilbert. points ocut this has.
major implications for the procedure - folloving specification,- because it .

means that’ poor test: statistice imply: problems in consistently and .

efficiently estimating the parameters of. the model. It doee not.- imply -

problems: with the model itself. On this viewv, the econometrician must ..

vorry about ' the pathology of his eatimates .- Part II of Koutsoyianis is
called *Econometric Problems”,. -- and the chapters are entitled

"Autocorrelation”, "Multiple Collinearity” etc. Each chapter follows the

gsame format - the assumption, its plausibility, the consequences, the tests

and crucially the ’solution’. Thig ’golution’ usually invelves adding in

extra variables -and generally tampering with the form of.the model. - It ise

a movement from the simple to the general. It is vhat she herself des-

cribesg as the ‘experimental’ approach, but I find that a.label that has
been applied to Hendry’s approach is more accurate - ‘kitchen gink

econometrics’. . .

v

Az far as Hendry is concerned hovever, poor test statistics imply  model

migspecification. He startes with a very genersal hypothesis and then looks
for simplifications that are acceptable based on the data. This process-
has been described as ‘testimation’. This model must conform to  certain

previously laid down criteria - 1t must be data admissable (it must be
logically possible for the model to have generated the data), theory
consistent- etc. An example of the difference in-approach.is provided by
the autocorrelation problem - for Hendry this . implies a systematic

ofrecasting error, therefore your model must be respecified. . The AER view,

says you correct for autocerrelation by re-estimation. One. ot the  wmost
crucial requirements of the model 1im the encompaseing principle - that your
model ‘should be able to predict the results of alternative models, thear

successes and failures, The main argument against all this is that the’

general to simple approach eassentially involves ’‘data mining’. . It can lead.
to complex'looking empirical models containing a wide variety of variables
and lags without any theoretical basis for -their inclusion. Hendry’s reply
is that -theory: vill never provide a guide to all eituatinns. that. will
arige, and that the interaction between theory and data can be. two wvay.

Apart: from coping better with the limitations imposed by ex _posi tacto

experiments, this methodology haz.a second major advantage, related to the

testing of economic theory. Economic theory is usually stated in terms of
"latent variables" i.e. unobservables such az expectations, equilibrium
etc. The choice of proxy variables for these 18 just as crucial as the

normal specification process. Hendry explicitly concerns himself with this
"mapping from uncbservables into cbservables" and has developed techniques
for . coping vith the problem wvhich I do not: propose to.outline (because I
have not a‘clue vhat is actually involved). I shall give him credit tor
trying! In:'general philogophical terwma, also hig approach is much closer
to economics - in particular Friedman’s. idea that all models are false and
that economics is a process of ‘as if’ theorising. It is alaso partacuiarly
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vell suited to the rational eéxpectations revolution which should be another
factor in its favour. '

Thieg arises because Hend¥y deals explicitly, as previously stated; ‘with
*latent variables", expectations being the most latent variable of all. A
final advantage: of the Hendry approach ig that it is reasonably wvelil
grounded in existing. techniques and so would. not - require a dramatic
revision of econometric methods for its implementgtioh), )

In conclusion, -therefore, I have argued that the conventional methodology
of econometric research as presented by, for example, Koutscyiannis is

flaved, and is genefellyrrecognised as such. Despite difficulties 1n
comparing proposed. alternatives directly, . it. waBufconcluden that the
approach offered by David Hendry vas the best way torward. indeed, . there

are signs that this viev is gaining vider acceptance vithin the profession.
A sure vay of judging this is by the content of more recent textbooks. For
example, Kennedy. takes a distinctly Hendry;iype viev of what econometrics
is about, and he incorporates the criterié put forward by both Hendry ana
Leamer in stating what constitutes a ’good!’ model./"lf the methodological
debate has prompted a general move in this direction then it“will not have
been a vaste of time. ’ : T o

4 .-
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The Dual Decision Hyppﬁheeis: * A Discussion LR .
John Fingleton : ’ - o
Introduction
Robert Clover formuleted‘thevdual decision hypothesis (d.d.h.) in 1965 as

an attempt to explain, ' as ‘he saw them, the principal innovations in
economic theory contained in Keynes’s bock "The General Theory of

Employment, Interest and Money" (G.T.). o o

Clover wishes to restate Keynes’s attack on orthodox micro-theory and its
attendant macro-spproach ' to economice, and in so doing uses an 'orthodox
framevork of analysis. In particular Clover aimed, in his reinterpretation
of Keynesianism, (#1) to establish a hypothesis of household behaviour which
vould, if accepted, - establish- the classical theory of full employment
general-equilibrium as ‘a *'special™ case of a more general theory (the
Keynesian Model). TR s > .

. - e

- " Ve

He says (Clover, 1965) - ° # v ) "

*I shall argue that the established theory of household behaviour ie,
indeed, incompatible " wvith Keynesian economics, ' that Keynea himself
made tacit use of a more general theory, that this more general theory

leads to wmarket excess demand functions vhich include guantities as”

vell as prices as independent variables'and, - except in conditions of
full employment, the exceass demand functiong so defined do not satisfy
Walras’ Lav.' °

Clover advances the d.d.h. as the "more general theory" of vhich Keynes
made tacit use in The General Theory.

Tvo other points should be noted in regard to Clover’s hypothesis.
Firstly, he states that he derives excess demand functions which do not
satiefy Walras’ Lav 80 we may assume he also dispenses with the Walrasian
auctioneer. Secondly, and relatedly, Clower’s article is one 6f ‘the first
in a series which deal vith the issue of digequilibrium at the macro level
and the associated micro behaviour in this state.

In evaluating the d.d.h. it is my intention to examine the hypothesis
ageingt a background of classical microeconomice and to evaluate the
implications of Clovwer’s work for Economic Theory vith particular reference
to the reinterpretation of Keynes’es economics. Furthermore I am interested
in discussing the limitations of the hypothesie reesulting from various
criticisms that have been raised in order to say something about the scope
of the d.d.h.

Claggical Microeconomicg(#*2)

I wish at this stage to outline a number of ideas pertaining to Classical

#1 With due respect to Leijonhufvud, Grossman etc. I shall distinguish
neither betveen "Keynesian" and "of Keynes" nor between "Keynesianism”
and "the economics of Keynes". Clower did not do so and I do not feel
it is important to this presentation.

.2 Classical microeconomics is used to describe the general corpus of

analytic techniques and their underlying assumptions which existed
pre-Keynes’ General Theory.
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Economics' vhich are important in this discussion.

1. Demand and Supply curves represent the outcomes' of decisions by
utility-maximising-households and profit-maximising-firms in
equilibrium.’- : T

= " i 2 EE

2. All agents "are price-takers and on the basis of this income iz a

choice variable (for households) in the classical model.

3. Information ie free, perfect, and is available‘-to all agents.
4, Prices are flexible and respond to excess demands.

On the basia of these and other ideas

B the concepts of Supply and Demand may be
geen” -as market constreinta so that for

any - particular’ ‘price level output or
quantity " in a market is constrained by
supply, demand or ‘both. These schedules

are ! therefore boundaries of a feasible

» :get-“within which the market must trade

. (gee figure 1). - ' The fact that agents
maximise implies that the market wall
actually operate at some point along the

3 Bty line: BAC (figure ‘1); ° t.e. on the
Figure 1 boundary of its feasible get.

Price adjustment ensures that point A in figure 2 will be the one where the

market is- in equilibrium and moreover that 1t will be attained by

society. = .

Thie picture is one of desired magnitudes and given the Walrasian system of
tatonnement these desired magnitudes vill be realised. In particular, az
the market is for total output in the economy (as I shall hencetorth assume
it to be¢) the equilibrium of (P1 Q1) at A implies that households earn
income F~. Q@1 in some other market (say the labour market). The Walrasian
system, making tacit use of Say’s lav of markets, 1inherently states that
the hyperbolic (+1) constraint imposed on the market intersects exactly at

[}
1 If current income is Y and households are on their budget constraints
(presuming that §}p1X1 = Pl Q1 after aggregation, FP1 ana X1 are
individual prices and the associated goods) then
Z.piXi = Yo= P Q.
LA 11 .
This gives a hyperbolic relationship descrabing the locus of feasible
price-quantity combinations.

S Because of Say’s Lav it would
- intersect at point A (i.e.
output Ql at price P1
generates income Y whach must
equal P x @ ).

1 1
Pé Clearly, at A it leaves the
feagible area unaffected.

Thie is the basis for
independence between markets.

|
|
t
)

Figure 2. &,
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A in figure 2 and therefore has no effect on the outcome in.the market for
current ocutput, This independence between markets is ensured in the model
by the tatonnement process. . . .

In this model any deviation from equilibrium will be offset by price
changes vhich respond to excess demande and which are instantaneous. Thege
self-correcting forces are crucial to the general equilibrium model.

It is clear that either wvage/price rigidity or the existence of an extra
constraint in the market for current output might jeopardise attainment of
equilibrium.

+ “ taot = ; ~

The Dual Decision Hypothegis

Clover presupposes that aggregate output has fallen in the model discussed
above and ghova.that the self-correcting. forces may not vork as predicted.
Keynes’s attempt to.do this, had previously been represented by the Neo-
classical synthesis as an assertion that vage/price rigidity was the factor
vhich prevents -the .market forcee (i.e.. price and wage movements) from

~ leading - to an equilibrium outcome. The Neoclassical synthesis, in thie

" light, regarded Keynes’s:theory as being a.special case of rigid pricez and
vages--and thus concluded that Keynes'’s contribution made no great advance
in Economic :Theory. oy -

Clové;‘ reinterprets Keynes’s theory as being an attack not on price/vage
flexibility but rather on the constraint structure of the  market for
current output as outlined above. His argument proceeds as followvs.

Cutput has fallen and so employers novw employ. less people than before (#})
and thus, in the aggregate, the income of households has alsc fallen so
that expenditure of Pl @1 (in figure 2) by households is no longer
feasible. The . reduction  in their income.nov means that the. hyperbolic
constraint of realised income is belov that. of planned income and no longer
intersects at A. . Thus realised income imposes an extra constraint on the
market. . - ) v .

We nov have tﬁo market pictures, a»notionél or ﬁlanned state o!”afiairs and

an actual or realiged one. The former satisfies Say’s lav but the latter
P ' does not. Thus Clover’s analysis
“ 5 also suggests an examination of the

differences betveen "9 monetary
versus a barterq‘ecdnbmy and an
particular questions the Walrasian
agsumption- that money is just like
any other good. .In:.the barter
economy, because goods trade for
goods, all excess demands
constitute effective market signals .
D because they are backed up by
e ability to pay (1.e. householders
get paid in the goods they produce
80 there 18 no uncertainty tacing

- Figure 3. . K the firm about sales).
AR - . N . T
*1 It . might be the.case that people just vork fewer nhours. This would
-7 result .from.-a leisure-income trade-off where employees face a lower

vage. - In reality, hovever, it is generally assumed that the number ot
pecple emulvr s < all. T s
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Thus a quantity variable, 1i.e. income, enters the model for the first time
as an independant variable. In terme of the constraintas in the wmarket
place ve note (figure 3) that the feasible set has been reduced. (#1) This
reduction is such’ that the full-employment-equilibrium position in the
commodity market ig no.longer attainable and so cutput and income are at a
lover 1level, along the line DF in figure 3, vhere there is a quasi-
equilibrium and -'price. is bounded but not uhiquely determined. It 1is
appropriate at this, junction to mention.the contribution of Patinkin vhich
partly inspired Clowver’s work and which is analytically similar to Clover.
Barro and Grossman (1971) note e .

"Patinkin’s model invﬁlves profit maximisation gubject to an output
constraint, vhereas Clowver’s model involves utility maximisation
subject to an ewployment constraint.”

Clover is concerned to explain the effeqtslin the output market of results
in the labour market vhereas Patinkin traces,the effect in the opposite
direction (Patinkin’s.model is different in.so far as full employment is
reached because, he contends, notional excess demands constitute market
eignale that are effective). A model incorporating both these inter-
connections betveen goods and labour markets would possibly pe subject to a
deviation amplifying effect whereby a shock in one market would create a
number of "reflections” making the total effect greater and countering any

self correcting forces that might be present. (»2)

This is a quasiieqﬁilibrium invelving effective demands. consistent with the
existance of unemployment.

Ingliqations

Clover’s model gives the same results (or many of them) that Keynes tried
to shov in writing General Theory without resort to the assumption of
downvardly rigid wvages etc. Within an orthodox framework he has amendea
its theory of household behaviour by wmaking it a dual theory and
consequently reconciled differing views on Keynes’s contribution to
Economics.

In particular the folloving points are of interest:

*l. . '3 The reduced area of the feasible
set ehould not be perceived as a
leftward shift in the hyperbole in
figure 2. Instead, the new
congtraint is a straight line locus
of hyperbole points because in the
region . DEF price variations do not
affect output or employment and
D therefore income is constant so the
hyperbola just shifte along the DEF

3Q  line.

Figure.4
-é. Clover also poatulafed a vealth effect vwhereby the decreased 1income,

if perceived to be permanent, would decrease aggregate demand further
because lifetime wealth (expected) has fallen.
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(a) Clower’s theory emphasises the restriction placed on the purchase  of
current’ output'by diposable or realised incowe. Whereas beforehand
the Keynesian consumption function was an "illegitimate® offspring of
general equilibrium - theoriging  (because a quantity entered as an
independent - variable) Clover’s modification 'wakes ‘it (at best)
legitimate or at vorst explicable depending on the extent with which
one agrees with him. He has explicated the consumption function in a
manner different from previous treatments, thus adding a nev insight
to the income constrained process, which, by being developed in a
theoretical wode, assumes a nev gravity in~ economic theory. This
hitherto theoretically bastard device now claims parenthood vhich must
be challenged or else the claime accepted. v 2

(b) The hypothesis does not depend on rigid vages and prices. ‘Indeed it
predicts that policies designed to raise output and employment via
vage and price deregulation/manipulation will be ineffective. - The
most effective type of policy would appear to be one. aimed at incomes
(i.e. fiscal policy) "thereby creating the ‘Keynesian ‘"multiplier"”
effect. T e o o " : oo

(c) The hypothesis is conseistent with a stable involuntary unemployment
equilibrium ag noted above.

Apart from this the hypothesis has the advantage of (a) being micro based

and (b) not depending on rigidities in the traditional wmodel. Thus the

classical picture of full employment is one of the twc sides of' Clover’s
coin vhere notional’demands and supplies are exactly realised and Walras’'s

Lav holds. The fact that he includes this poseibility makee Clover’e case

a more general one vhich includes the classical theory as a special case.

It is on the basis of thege findings that Clover can say

"Keynes either had a dual decision hypothes1s at the back of his m1nd,
or most of the General Theory is theoretical nonsense. "

Clover explains Keynes very well and fits his analysis in-with “traditional
methods in such a wvay as to make it less a controversial and & more
acceptable approach. Whether he interpreted Keynes correctly is not so
clear; especially as the dual decision hypothesis is not perfect.

Limitations and Problems and Extensions

In this discussion, -limitations of tvo . types are considered, those
concerned with the merits of the hypothesis itself or concerned with its
relevance to General Theory. Because they are so interlinked in places I
shall take them together although both aspects may not always be relevant
to the discusslon.

Firgtly, ‘the’ issue has been raised concerning the origin of the initial
shock vhich causes output to fall in the model. However, in the light of
vork by Alchian and indeed Keynes’s Chapter 12 in General Theary on the
state of expec;ations, it is possible to see the eame with vhich a shock
may cause a setback to output. ’

The sgecond criticiem is based on the abandonment of the Walrasian
equilibrium which Clower himgelf saye he vishes to do. This presents two
inconsistencies within Clower'’s model. : : '
Firstly, because the hypothesis implicitly rejects the traditional theories
on information and co-ordination within the economy, we are no longer
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dealing with .a purely flov model (like the Walrasian one). Because of
uncertainty and .information ., problems stocks must be a feature of the
economy represented.by Clover’s model yet they are not dealt with.(#l)
Secondly, because trading occure at non-equilibrium prices we get false
trading (a la Hicksa). False trading can have serious effects if
distributional .. factors are significant. Leijonhufvud (1967) notes that
Clover deals with trades vhich do not occur:as a result of false prices yet
it 1is significant that he omits discussion of those trades that . do take
place. Hovever despite the absence from Clover’s work of these issues,, I
do not believe that they affect the import of his hypothesis. Perhaps
Clover is to be congratulated for not becoming bogged dovwn in non-central
issues which might have distracted attention from, without diminishing the
substance of, hie main innovation. - «
The third criticism is related to the.framework vithin vhich the analysis
ig couched. The fact .that it is an attack on Walrasian theories vould seem
to make the latter unsuitable as a basis for Clower’s hypothesis. It might
be argued that Keynes did not have a dual decision hypothesis at the back
of his mind and that Clover’se article ias merely a Keynesian aided and
inspired insight into Classical or Neoclassical economics vhich serves to
make it more palatable to both Keynesians and Classicists. AB an example
ve might look at figure 3 once more. A quasi-equilibrium at point E, say,
shows that households are off their demand curves. Patinkin vould say that
BDEF is a nev demand curve and so describes the behaviour of households
better than the old one (BDA). .. Clover seema .to be obscure on this issue
but ' perhaps this is due to differences in. their approaches. , Hovever it
could be contended that Keynes’'s impression of point A would be that agents
are not on their demand curves, vhich are irrelevant anywvay because they
are based on unrealistic assumptions about individuals and their behaviour.
Keynes may  therefore have been attacking the basic postulates of
microeconomic theory.

This model by Clover i8 set in a framework which pregumes pefiect
competition, . which in turn:presumes perfect information, vhich itself is a
crucial part of Clower’s analysig by virtue of ;being absent. Perhaps
Keynes’s - contribution ought to be re-evaluated in a model characterised by
monopolistic competition'and imperfect information. Agents would be price-
makers and the theory would describe the actual practice of price .setting
very well. I mention this suggestion not as an aspiration I cherish deeply
but simply to make the point that Clover‘s .model,. while it explains Keynes
very well,  would appear:to be conceptually different. Keynes constantly
cites psychological and behavioural theories to support his argument, . thus
suggesting he vas making a more fundmental attack on tradittonal economics
than Clover supposes. (*2)

»1. As demand contracts the initial effect would be an accumulation of

stocks in inventory. Hovever, producers, egensing the permanency of

" the gales constraint would reduce output and an expansion in stocks

of human capital vould ensue, accompanied by an abatement of inventory

stocks. Clover reaches the final stages without dealing with the
adjustment or its possible effects.

.2 0f course, the Neo-classical or Walasian framewerk was only formulated
after General Theory starting vith Hicks (1939). However Keynes very
carefully and vith a certain amount of determination avoids using an
analytical framevork preferring to wuse vords rather than other
generalising gymbols. His theory is often considered "obscure" on
this account by those practiced in orthodox techniques.
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On one final point it i8 interesting to note that in General Theory Keynes

avaids uaing a priee index ar a weamure af income. In Chapter 4 of General
Theory Keynes notes three perplexities which most impeded his progress in

writing the boook. He lists them as

the

*firstly,

problems of the economic system as a whole;

choice of the units of quantity

secondly,

appropriate to the
the part played

and thirdly,

the definition of

by expectation in economic anslysis;
income. " (6.T. p 37)

Conclusions

In Chapter 1 of General Theory Keynes writes .

"I ehall argue that the postulates of the classical theory are
applicable to a special case only and not to the general  case, the
situation vhich it assuwmes being a 11miting point of the possible

positions of equilibrium.™’ B
In viev of this statement and the fact that Keynes regarded his consumption.
function as crucial, Clover vould appear, at first glance, to have done a
great service to Keynes’s ideas by making the latter’s ideas clear in a
standard framework.

it " might also be argued that this very framework which inveolved
'ie  vhat

Hovever,
maximisation.- by agents and generalisations about human' behaviour
Keynes sought to overthrow.

The fact that- Clower has made no fundamental challenges to the basic
framevork has ‘led to* his theory being more readily accepted by the
economice profeseion, most of vhose treining was conducted in this paradigm
of thought.

The dual decision hypothesis is also acceptable because it resolves, fairly
vell, a dispute in Economics, namely that of "Keynee versus the Classics"
by establishing a general, micro-economic based theory of how an. economy
works, vhich is - 'Keyhesian' on the one hand and *Neoclaseical® < on the
other. Howvever,"
reconciliation is not proposed here. Rather, it’is the case that Clover
hag wade a navel, innovative and enlightening contribution to economics,
vhich, albeit not Keynesian (I contend), is highly appealing and.acceptable
on its ovwn merits.

< w
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endorsement ‘of -his hypothesis on the basis of a "best-yet?” ==



Book Revievw

Caroline Bain

*DOES AID WORK" - Robert Cassen and Associates, OUP, September 1986.

Robert Cassen’s book "Hov does Aid Work" fills a certain void in the
literature of economics. A fresh look at the role of Aid was very much
needed asg little has been written on the subject since the first fiush of
enthusiasm in the 1960s. Since then both Aid flowe and research into the
associated issues have stagnated. Hovever, the 19808 have seen a
regtoration of Aid a8 a policy tool to help with the solution of tvo
critical global problems:

1) Disaster (famine etc.) in the Third World - specifically Africa
ii) Servicing the Third World debt of approximately 1,000 billion dollars.

Cassen’s study vwas commissioned by "The Tack Force on Concessional Flovs"”
egtablished by the development committees of the World Bank and the INMF.
Governments of both developing and developed nations contributed to its
costs and thus ensured a certain objectivity in approach. The book makes
no pretence at considering anything but the purely economic forms of Aid -
there is little mention of political or strategic concerns or of military
aid. While thie is understandable as these raise major issues in their own
right, large military or politically motivated financial transfers do
effect the recipient economy in that capital becomes available for
development-oriented projects.

Although this narrov definition of Aid is one limitation, Cassen’s approach
gtill lacks any revolutionary or innovative analysis. No new model of the
effectiveness of Aid or even reforms of adaptations of previous models are
suggested.

However, vhat he does i{s to provide a very comprehensive overview ot the
varicus different forms of aid that have been developed i1n the past. he
studies the success of the 2-gap, Harrod-Domar model of growth ana analyses
the effect of aid on poverty. He reflects the prevailang thought ot the
19808 which encompasses a return to the more traditional 1deas on
development - essentially characterised by the savings gap anda traade gap
vhich relate to the African famine crisis and the debt crisis respectively.
He also emphasises that pure economic return in the form of profits 1s no
longer the =scle aim of Economic Assistance - we are obliged to consider
income distribution, the effects on the environment and moves taowvards seli-
gufficiency as well. By relaxing the need tor obvious financial results
from Aid, Cassen 1s easily abie to prove the etfectiveness of Aid ana 1ts
vorthvhile nature.

As a handbook for possible donors Cassen’s evaluation of the dittering
forms of Axd - project, programme, technical help, bilateral v multilateral
1s very useful. He declares that any failings in the past experience o1
Aid have been due to a lack of information or poor administration on the
part of donors and recipients, not to an inherent veakness in the nature of
Ard.

Cassen’'s Gwbook 18 essentially positive. He does not dwell on the
institutional and cultural impediments to growth in LDCs, seeing a new
appreach  to  Axd based on policy co-ordination as a solution to these
probliems, He suggests that Aid does not fail on any larger scale than any
stner tvpe ot financial investment.
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*Does Aid Work?" is not a difficult analytical book to read - in fact it

could even be criticised for its lack of more theoretical economic ' @

analysis, It adheres very rigidly to the question of vwhether aid works and
provides a very thorough, if slightly idealistic, case for the continued -
practice of bilateral and multilateral assistance.
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