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Introduction

Premises assumed without evidence, or in spite of it; and conclusions drawn from
them so logically, that they must necessarily be erroneous.
— Thomas Love Peacock, Crochet Castle

Ever since its eighteenth-century inception, the science of economics has
been methodologically controversial. Even during the first half of the nine-
teenth century, when economics enjoyed great prestige, there were skeptics
like Peacock. For economics is a peculiar science. Many of its premises
are platitudes such as “Individuals can rank alternatives” or “Individuals
choose what they most prefer.” Other premises are simplifications such as
“Commodities are infinitely divisible,” or “Individuals have perfect infor-
mation.” On such platitudes and simplifications, such “premises assumed
without evidence, or in spite of it,” economists have erected a mathemat-
ically sophistical theoretical edifice, whose conclusions, although certainly
not “necessarily erroneous,” are nevertheless often off the mark. Yet busi-
nesses, unions, and governments employ thousands of economists and rely
on them to estimate the consequences of policies. Is economics a science or
isn’t it?

This is a complicated question. What does it mean to assert or deny
that economics is a science? To be called a science is, no doubt, an honor.
As the scientific credentials of economists rise, so do consulting fees. But
what question is one posing when one asks, “Is economics a science?” Is one
inquiring about the goals of economics, about the methods it employs, about
the conceptual structure of economic theory, or about whether economics
can be reduced to physics? If economics is a science, is it the same kind of
science as are the natural sciences?

During the last generation, interest in philosophical questions concern-
ing economics has increased enormously. Twenty-five years ago, when I
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2 Introduction

was working on the first edition of this anthology, this interest was already
growing, with philosophers, economists, other social scientists, and ordi-
nary citizens all showing more curiosity about what sort of an intellectual
discipline economics is and what sort of credence its claims merit. At the
time, many turned to the literature on methodology because of doubts about
the value of economics. After the economic successes of the generation fol-
lowing World War I, economic growth stalled in the 1970s, and many came
to doubt that anybody knew how to restore prosperity without rekindling
inflation.

A decade later, at the time of the second edition, things looked brighter for
economics, although there were still doubts about how to restore prosperity
without aggravating budget deficits, how to reinstitute markets in state-
controlled economies without precipitating economic collapse, and how to
alleviate widespread misery in the so-called developing countries. In that
atmosphere, it is not surprising that economists turned to methodological
reflection in the hope of finding some flaw in previous economic study or,
more positively, some new methodological directive to improve their work.
Nor is it surprising that ordinary citizens, whose opinions of economists are
more influenced by the state of the economy than by systematic evaluation
of economic theories, should wonder whether there might be something
awry with the discipline.

Today, in 2007, in contrast, economists are riding high. Although there
have been serious economic problems during past fifteen years, such as
the international financial crisis in 1997, continued high unemployment in
Europe, and a prolonged and severe recession in Japan, nevertheless, there
has been significant economic growth in developed economies, which have
generally prospered. Serious problems remain in the formerly socialist coun-
tries, but conditions have stabilized and for the most part improved. And
rapid economic growth in the two most populous countries on earth, India
and especially China, has transformed the economic landscape. Although it
is overly optimistic to claim that the central economic problems have been
solved (especially in the light of the disastrous performance of the economies
of many of the poorest countries in the world), such a claim today, unlike a
generation ago, would not strike most people as absurd.

While the doubts about the value of economics that helped fuel the inter-
est in economic methodology that began in the 1970s have receded, the
theoretical reasons to be interested in economic methodology have only
grown stronger. In previous editions, I identified three theoretical reasons.
First, not only economists but also anthropologists, political scientists, social
psychologists, and sociologists influenced by economists have argued that
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the “economic approach” is the only sensible theoretical approach to the
study of human behavior. This provocative claim — that economics is the
model that all social sciences must follow — obviously makes method-
ological questions concerning economics more important to other social
scientists.

In the 1970s and 1980s, it was ironic that some economists were mak-
ing grandiose claims for the universal validity of the economic approach to
human behavior at the same time that others had serious qualms about their
own discipline. As those qualms have faded, so has this irony. There is, how-
ever, a second ironical twist, which constitutes the second theoretical reason
why interest in the methodology of economics has increased. During the
same period that grand claims have been made for the economic approach to
human behavior, cognitive psychologists and economists impressed by the
work of cognitive psychologists have shown that many of the fundamental
claims of modern mainstream economics are refuted by economic experi-
mentation. The rapid expansion of experimentation, which is discussed in
Vernon Smith’s essay (Chapter 18) and of behavioral and neuroeconomics,
which is discussed in Colin F. Camerer’s essay (Chapter 19), raise intriguing
methodological questions.

Finally, there are special reasons why philosophers have become more
interested in the methodology of economics. Contemporary philosophers
of science have become convinced that a great deal can be learned about
how science ought to be done from studying how science actually is done.
Although most philosophers who are interested in the sciences study the
natural sciences, economics is of particular philosophical interest. Not
only does it possess the methodological peculiarities sketched above, but
moral philosophers, whether attracted or repelled by the tools provided by
economists and game theorists, need to come to terms with welfare eco-
nomics (which is discussed in Part III of this anthology).

For these reasons, it is not surprising that there is so much interest in the
methodology of economics. At the same time that triumphant economists
are claiming to have found the one true path for all the social sciences,
psychologists, behavioral economists, and neuroeconomists are challenging
the basic generalizations of economics and arguing for a different way of
doing economics. Philosophers of science are at the same time turning their
attention to the peculiarities of particular disciplines, such as economics. The
renewed interest in economic methodology over the last generation comes
after decades during which the subject was largely ignored by philosophers,
while the philosophical efforts of economists — in many cases prominent
ones — were sporadic and often polemical.



4 Introduction

This volume aims to assist those interested in the methodology of eco-
nomics by providing a comprehensive and up-to-date introduction to the
subject. My hope is that this book will be useful both as a research resource
and as a teaching tool. It provides an introduction to a wide range of method-
ological issues and and to a wide range of positions which have been taken
with respect to these issues.

Unlike a textbook, this anthology also provides some historical perspec-
tive. Methodological questions concerning economics — questions about
the goals of economics, the ways in which economic claims are established,
the concepts of economics and their relation to concepts in the natural sci-
ences and so forth — are all philosophical questions, and in philosophy it
is generally a mistake to ignore the works of the past. Past wisdom can-
not be encapsulated in a textbook, and original works cannot be consigned
to intellectual historians. Much of what a philosophical text has to teach
lies in its relationship to its intellectual context and in the nuances of its
argumentative turns. There is, I believe, a great deal to be learned about
economic methodology from studying directly how intellectual giants like
John Stuart Mill or Karl Marx dealt with the problems. Those who wish
to think seriously about the methodology of economics should know its
history, too.

Some introductory material may help the reader to understand the essays
reprinted here. At the beginning of each part, I offer a few comments about
its contents. The remainder of this general introduction provides general
background to make the various essays more accessible. Capsule introduc-
tions to the philosophy of science, to economic theory, and to the history
and contemporary directions of work on economic methodology follow.

An Introduction to Philosophy of Science

As science is one sort of human cognitive enterprise, so philosophy of science
is a part of epistemology (the theory of knowledge), although philosophers
of science also face questions concerning logic, metaphysics and even ethics
and aesthetics. One can find discussions of issues in the philosophy of sci-
ence in the works of pre-Socratic philosophers, but philosophy of science
as a recognizable subspecialty only emerged during the nineteenth century.
Important names in the early development of modern philosophy of sci-
ence are David Hume and Immanuel Kant in the eighteenth century, and
John Stuart Mill and William Whewell in the nineteenth century. At the
end of the nineteenth century, philosophy of science emerges as a subdis-
cipline with monographs mainly by scientists or historians of science such
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as Ernst Mach, Pierre Duhem and Henri Poincaré. In the first half of the
twentieth century, the so-called logical positivists (many of whom also had
backgrounds in science) dominated thinking about the philosophy of sci-
ence, although Karl Popper’s views also were influential. Contemporary
philosophy of science is a lively area of research and controversy. Although
there is considerable agreement about fundamentals, the details concerning
matters such as explanation or confirmation are hotly contested. There is
no standard doctrine or detailed orthodoxy.

The issues with which the philosophy of science has been concerned that
are most relevant to economics can be divided into five groups:

1. Goals What are the goals of science and of scientific theorizing? Is
science primarily a practical activity that aims to discover useful gen-
eralizations, or should science seek explanations and truth?

2. Explanation What is a scientific explanation?

3. Theories What are theories, models, and laws? How are they related to
one another? How are they discovered or constructed?

4. Testing, induction and demarcation How does one test and confirm or
disconfirm scientific theories, models and laws? What are the differ-
ences between the attitudes and practices of scientists and those of
members of other disciplines?

5. Are the answers to these four questions the same for all sciences at all
times? Can human actions and institutions be studied in the same way
that one studies nature?

This grouping of the questions with which philosophers of science have been
concerned is intended only to help organize the discussion that follows. I
have omitted issues concerning the unobservable postulates of scientific
theories, which were of great importance to the logical positivists and their
immediate successors, because they are less important to economics.

Contemporary philosophy of science is best understood against the back-
ground of positivist and Popperian philosophy of science, which are still
influential among economists. So in discussing the questions listed here, I
shall spend some time talking about the positivist and Popperian ancestors
of contemporary views.

The Goals of Science

There are two main schools of thought. Scientific realistshold that in addition
to helping people to make accurate predictions, science should also discover
new truths about the world and explain phenomena. The goal is truth, and
enough evidence justifies claims to have found the truth, although realists
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recognize that the findings of science are subject to revision and correction
with the growth and improvement of science. Antirealists may be instrumen-
talists, who regard the goals of science as exclusively practical, or antirealists
may instead disagree with realists mainly about whether the unobservables
postulated by scientific theories exist, whether claims about them are true
or false, and whether observable evidence can establish claims about unob-
servables. Notice that instrumentalists do not repudiate theorizing. They
agree with realists that theories are important. But they locate their impor-
tance exclusively in their role in helping people to anticipate and control
phenomena. In his influential essay, “The Methodology of Positive Eco-
nomics” reprinted in this anthology, Milton Friedman espouses a narrowly
instrumentalist view of science.

Who is right, realists or antirealists? There is no settled opinion among
philosophers, and the fortunes of realism and instrumentalism have oscil-
lated over the past few decades.' Scientists themselves are divided. Realism
has a firm foothold in many areas (how many people doubt that DNA exists
or that it carries a genetic code?), but the problems and peculiarities of
quantum mechanics have led many physicists to a modest view of the goals
of science and to an antirealist view of claims about quantum phenomena.
For a discussion of the relevance of realism versus antirealism to economics,
see Uskali Miki’s and Tony Lawson’s essays in Part V.

Someone who hopes that science can discover new truths about the world
through its theorizing need not find theories valueless unless they are true.
Ptolemy’s astronomy, which places the earth in the center of the solar system,
was used for navigational purposes for centuries after it was refuted. There is
no reason why a realist cannot use Ptolemy’s theory to navigate. The realist
wants more from science than such merely useful theories, but that is no
reason to throw away something that works.

Scientific Explanation
Explanations answer “Why?” questions. They remove puzzlement and pro-
vide understanding. Often people think of explanations as a way of making
unfamiliar phenomena familiar, but in fact explanations often talk of things
that are much less familiar than what they seek to explain. What could be
more familiar than that water is a liquid at room temperature? Certainly not
the explanation physicists give for its liquidity.

Philosophers disagree about what is central to a scientific explanation.
Logical positivists and their logical empiricist successors took scientific
explanations to show that the event or regularity to be explained follows
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from a deeper regularity. A scientific explanation shows us that what is to
be explained could have been expected to happen. This notion of explana-
tion goes back to the Greeks, but it receives its best systematic development
in the twentieth century in essays by Carl Hempel.” Hempel develops two
main models of scientific explanation, the deductive-nomological and the
inductive-statistical models. The latter, as its name suggests, is concerned
with probabilistic explanations and attempts to extend the basic intuition
of the deductive-nomological (D-N) model.

In a deductive-nomological explanation, a statement of what is to be
explained is deduced from a set of true statements which includes essentially
at least one law. Schematically, one has:

True statements of initial conditions
Laws
Statement of what is to be explained

The line represents a deductive inference. One deduces a description of an
event or regularity from laws and other true statements. It is essential that
there be at least one law. To deduce that this apple is red from the true
generalization that all apples in Bill’s basket are red and the true statement
that this apple is in Bill’s basket does not explain why the apple is red.
“Accidental generalizations,” unlike laws, are not explanatory.

The D-N model is an account of deterministic, or nonstatistical expla-
nations. If one has only a statistical regularity, then one will not be able to
deduce what is to be explained, but one may be able to show that it is highly
probable, which is what Hempel’s inductive-statistical model requires.

Even when limited to nonstatistical explanations, the D-N model faces
counterexamples. An argument may satisfy all the conditions of the D-N
model without being an explanation. For example, the fact that someone
takes birth control pills regularly does not explain why they do not get
pregnant, if the person never has intercourse or is a male. But not getting
pregnant is all the same an implication of the “law” that those who take birth
control pills as directed do not get pregnant.” One can deduce the height of
a flagpole from the length of its shadow, the angle of elevation of the sun,
and the law that light travels in straight lines, but doing so does not explain
the height of the flagpole. A similar deduction does, however, explain the
length of the shadow.*

What has gone wrong? The intuitive answer is that taking birth control
pills has no causal influence on whether a woman who never has inter-
course gets pregnant, and men cannot get pregnant whether or not they
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take birth control pills. Similarly, sunlight and shadow have no significant
causal influence on the height of flagpoles. It seems that explanations of
events and states of affairs typically cite their causes.” There are, however,
two problems with “explanations cite causes” as a theory of explanation.
First, although most explanations of events and states of affairs are causal
explanations, not all are. Second, saying that explanations cite causes is not
by itself very informative. Without a theory of causation, a causal theory of
explanation is empty, and even with a theory of causation, it only scratches
the surface to maintain that to explain is to cite a cause. The existence of the
sun is causally relevant to the wheat harvest, but it does nothing to explain
the price of wheat.

The explanation of human behavior introduces special difficulties. Most
explanations of human action take a simple form. One explains why an
agent purchased some stocks or changed jobs by citing relevant beliefs and
desires of the agent. When economists explain behavior in terms of utility
functions, they offer explanations of just this kind.

This familiar kind of explanation is philosophically problematic. If one
attempts to construe such explanations as elliptical or sketchy deductive-
nomological explanations, one finds that it is hard to find any substantial
and plausible laws implicit in them. What apparently do the explaining are
platitudes such as “People do what they most prefer.” Some philosophers
have argued that generalizations like these are not empirical generaliza-
tions at all. They are instead implicit in the very concepts of action and
preference.® According to these philosophers, explanations of human behav-
ior differ decisively from explanations in the natural sciences. In explaining
why someone did what he or she did, one does not subsume their action
under some general regularity. Instead, one gives the agent’s reasons.

It is true that in explaining an action one gives the agent’s reasons for
performing it. But do explanations in terms of reasons differ fundamentally
from explanations in the natural sciences? Can they be seen as (roughly)
deductive-nomological or as causal? Can they be assessed in the same way
that explanations in the natural science are assessed? Philosophers disagree
on these questions. Most writers on economics have attempted to assimi-
late explanations in economics to explanations in the natural sciences. Why
cannot explanations in terms of reasons also be scientific explanations in
terms of causes?’ But there is a considerable minority, which includes dis-
tinguished economists such as Frank Knight (Chapter 4), who have argued
that explanations of actions in terms of the reasons for the actions differ in
some fundamental way from ordinary scientific explanations.
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Scientific Theories and Laws

Most philosophers have argued that science proceeds by the discovery of
theories and of laws, but economists are more comfortable talking about
modelsthan about laws and theories. Over the last two decades, philosophers
have begun to catch up,® and there is a new philosophical literature that
permits a more satisfactory characterization of theorizing in economics.

Economists do sometimes talk in terms of laws. They speak of the law of
demand, Say’s Law, the law of one price, and so forth. So let us begin with
some words concerning laws and the role they play in science. The laws of
sciences are not, of course, prescriptive laws dictating how things ought to
be. (It is not as if the Moon would like to leave its orbit around the earth,
but is forbidden to do so by a gravitational edict.) Scientific laws are instead
(speaking roughly) regularities in nature. But they are not just regularities.
Consider the generalization, “No gold nugget weighs more than 1,000 tons.”
Even ifitis true everywhere and for all time, this generalization appears to be
merely “accidental” and of no explanatory value. What then is the difference
between an accidental regularity and a genuine law?

Rather than canvas the unsatisfactory answers philosophers have con-
sidered, let us step back and ask whether, however the analysis comes out,
economics has any genuine laws. Consider, for example, the law of demand.
It says, roughly, that when the price of something goes down, people seek to
buy more of it, and when the price goes up, people want to buy less. Unlike
physical laws such as Boyle’s law, which states that the pressure and volume
of a gas are inversely proportional, the “law” of demand is asymmetrical: it
links causes (price changes) to effects (changes in demand). If an increase
in demand comes first, the price will go up rather than down. Second, the
“law” of demand is (at least when stated this way) not a universal truth. For
example, if there is a change in tastes at the same time that the price drops,
demand might not increase. So perhaps the concept of a law is not a useful
one for those interested in economic methodology.

The issues here are complicated, because of the possibility of subtle refor-
mulations of claims such as the “law” of demand. One might, for example,
argue that such laws carry ceteris paribus qualifications: other things being
equal, price increases lessen demand and price decreases increase demand.
In my own work, I have defended this idea, which goes back to John Stuart
Mill (the first selection in this volume). So I do not think that this project is
misconceived. According to the deductive-nomological model of explana-
tion, economists can use generalizations such as the law of demand to explain
economic phenomena only if those generalizations are genuinely laws.
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Nevertheless, there is a good deal to be said for adopting an explicitly
causal view of explanation such as James Woodward’s, which does not
depend on citing any laws. Whether or not the law of demand is truly a law,
there are specific domains in which the generalization is nearly always true
and in which one can rely on it to pick out the causes of price changes.

The other intellectual constructs emphasized by the logical empiricists,
scientific theories, also do not fit economics very well. One of the features
the positivists took to be crucial to theorizing — the postulation of unobserv-
able entities and properties to explain observable phenomena — is unusual
in economics. (Even though beliefs and preferences are apparently unob-
servable, they are obviously not new postulations of economists.) More
importantly, when economists talk about theories, they usually talk about
branches of economics (such as game theory, or the theory of the firm, or
the theory of monopolistic competition) rather than anything analogous
to Newton’s theory of gravitation or Maxwell’s theory of electromagnetic
radiation.

Theories in the natural sciences appear to be collections of lawlike state-
ments that “work together” to help describe, predict, and explain phenom-
ena in some domain. The logical positivists made the notion of “working
together” precise, by arguing that theories form deductive systems. Accord-
ing to the positivists, theories are primarily “syntactic” objects, whose terms
and claims are interpreted by means of “correspondence” rules.” Let me
explain.

Influenced as they were by the dramatic breakthroughs in formal logic at
the end of the nineteenth and the beginning of the twentieth century, the
logical positivists conceived of deducibility as a formal relationship between
sentences, which is independent of the meaning of the sentences. For exam-

«

ple, one can infer the sentence “r” from the sentence “s and r” without
knowing anything about what the sentences “s” or “r” assert. Logicians
explored the possibility of constructing formal languages in which the ambi-
guities of ordinarylanguages would be eliminated. In these formal languages,
there would be a sharp separation between questions concerning syntax and
semantic questions concerning meaning and truth.

The logical positivists hoped to be able to express scientific theories in
formal languages. From the axioms of the theory, all theorems would follow
purely formally (just as “r” follows from “sand r”). For the theory to have
meaning and to tell us about the world, it would still need an interpretation.
“Correspondence rules” were supposed to provide that interpretation and to
permit theories to be tested. Originally, correspondence rules were conceived

of as explicit definitions for each of the theoretical terms, but the positivists
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soon realized that the relationship between theory and observation is more
intricate.

Scientific theories cannot usually be formalized in the way in which the
logical positivists hoped, and the positivist view of theories does not do
justice to the way in which theories are constructed or used. Furthermore,
the problems of relating theory to observation, in the form in which the
positivists posed them, are intractable, and problems about characterizing
lawlike statements remain. Many philosophers of science now settle for a
looser informal construal of theories as collections of interpreted lawlike
statements rather than uninterpreted, purely syntactic sentences, which are
systematically related to one another.

The really pressing philosophical task for those interested in economics
is to come up with an understanding of scientific models, because economic
theorizing relies mainly on models. Models in the sciences, unlike theories,
may be material (like the scale models of airplanes tested in wind tunnels)
as well as linguistic; however, like laws and theories, they are representa-
tional. Unlike laws and some theories, models are manipulated, explored,
and modified. Although it is sometimes appropriate to ask whether parts of
models are true or false, economists more often assess models in terms of
their fruitfulness or usefulness.

One view of models, which I have defended (and which is criticized in
the essay by Sugden, reprinted as Chapter 26), takes them to be of the same
logical type as are predicates such as “has two legs,” or definitions of such
predicates.'’ According to this view, a model of consumer choice among
two commodities does not make assertions about the world. It is instead a
predicate such as “is a two-commodity consumption system” or a definition
of such a predicate. Of course, economists do make claims about the world.
They do so by using models, by asserting that the predicates that models
constitute or define are true or false of systems of things in the world.

Drastically oversimplifying this view, it maintains that instead of offering
“theories” like “All bodies attract one another with a gravitational force,”
scientists offer “models” like “Something is Newtonian system if and only if
all bodies in it attract one another with a gravitational force and. ..,” and
that scientists then use such ‘models’ to make empirical claims such as “The
universe is a Newtonian system.” Given this parody, one might wonder why
serious philosophers defend the predicate view of models.

There are two reasons. First, if one hopes to be able to reconstruct the
claims of science formally, the predicate view has significant technical advan-
tages. Second, the predicate view offers a useful way to schematize the two
kinds of achievements involved in constructing a scientific theory. Although
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what ultimately count are the claims that models permit scientists to make
about the world, science does not proceed by spotting correlations among
already known properties of things. An absolutely crucial part of the scien-
tific endeavor is the construction of new concepts, of new ways of classifying
phenomena. And much of science is devoted to thinking about these con-
cepts, relating them to other concepts and exploring their implications.
This kind of endeavor is prominent in economics, where economists often
explore the implications of perfect rationality, perfect information and per-
fect competition, without immediate concerns about empirical application
or testing.

Assessment and Demarcation

Most people are empiricists about theory assessment: they believe that the
evidence that ultimately leads scientists to accept or to reject claims about
the world should be perceptual or observational evidence. According to
empiricists, economists should believe that individuals generally prefer more
commodities to fewer, if and only if this claim is borne out by experience.

Empiricism is not completely uncontroversial. Kant argued in his Critique
of Pure Reason that there are some “synthetic” truths about the world such
as the axioms of Euclidean geometry that can be known “a priori” — that is,
without specific sensory confirmation. He maintains that these propositions
are implied by the very possibility of having any conscious experience of the
world. No specific observations or experiences could ever lead us to believe
that such propositions were false.

Modern physics has not dealt kindly with Kant’s view that the axioms
of Euclidean geometry are a priori truths, but the Kantian view that there
are synthetic a priori truths still has supporters among so-called Austrian
economists, especially Ludwig von Mises and his followers. They argue that
the fundamental postulates of economics are synthetic a priori truths.'! 1
shall not discuss the Austrians’ epistemological views, but the reader should
be aware that some methodologists question empiricist views on assessment.

Despite their “obviousness,” empiricist views of the assessment of claims
about the world encounter serious problems. First, it seems implausible to
claim that definitional truths such as “Triangles have three angles” require
testing or that our confidence in such claims rests on the results of obser-
vations. Nor do we need experiments to know that a claim such as “This
squareis circular” is false. The logical positivists responded by distinguishing
synthetic claims — claims about the world — from analytic or contradictory
claims whose truth or falsity depend solely on logic and on the meanings of
the terms in such claims.'”
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Even confining oneself to synthetic claims, serious problems remain. As
Hume argued in the eighteenth century, observation only establishes the
truth of singular statements about particular events or about properties of
things at particular times and places. On what, then, is our confidence in
generalizations or in singular statements about instances not yet observed
based? As Hume put it:

If a body of like color and consistency with that bread which we have formerly eaten
be presented to us, we make no scruple of repeating the experiment and foresee with
certainty like nourishment and support. Now this is a process of mind or thought
of which I would willingly know the foundation."’

In other words, Hume is issuing a challenge: Show me a good argument
whose conclusion is some generalization or some claim about something not
observed and whose premises include only reports of sensory experiences.
Such an argument cannot be a deductive argument, because such inferences
are fallible: the next slice of bread might be fatal. Nor will an “inductive”
argument do, as we have only inductive and thus question-begging grounds
to believe that such arguments are good ones.

This is Hume’s problem of induction. It is primarily a problem concerning
how singular claims about unobserved things or generalizations are to be
supported or justified. It is not mainly a problem about the discovery of
generalizations. In my opinion, Hume’s problem of induction is, as stated,
insoluble.

If this problem of induction cannot be solved, there are two options. One
is to deny that there are ever good reasons to believe generalizations about the
world, no matter how much purported evidence one has. This is the skeptical
conclusion Hume drew — although he confessed that when he left his study
he could not act on it. Alternatively, one can criticize Hume’s description of
the problem. I prefer the latter course. What is wrong with Hume’s problem
of induction is Hume’s view of what justification demands. Hume wants
a separate argument for every generalization with only reports of sensory
experiences as premises. If instead one relaxes the demands on justification
and one permits the premises in justificatory arguments to include all of
our purported scientific knowledge about the world, then one faces the
difficult but not impossible problems of inductive inference that scientists
actually grapple with. Observations and experiments play a crucial role
in the expansion and correction of empirical knowledge, but people need
not trace their knowledge claims back to an experiential foundation.'* To
borrow a metaphor, learning about the world is like rebuilding a ship while
staying afloat in it. In learning more about the world, people rely both on
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observation and on the vast body of knowledge that they think they already
have.

The ship metaphor is due to Otto Neurath, who was a member of the
Vienna Circle, the main wellspring of logical positivism. Yet the logical pos-
itivists did not for the most part endorse such a holistic view of scientific
knowledge. Instead considerable efforts were made by Rudolf Carnap and
others to develop an inductive logic, a canon of thought whereby conclu-
sions could be established with a certain probability from premises that
included only basic logic and mathematics and reports of observations. '
These efforts were not successful, but Carnap’s work helped lead to more
promising modern approaches.'®

Karl Popper’s views on induction are more radical. Popper recognized
in the 1930s that the results of experiments and observations bear on the
truth or falsity of claims about the world only within the context of a body
of tentatively accepted beliefs.!” But he then introduced a further twist.
He argued that generalizations such as “All copper conducts electricity”
can be falsified by singular statements reporting the results of observations,
even though they cannot be verified. In fact, Popper argued that there is no
such thing as confirmation! (He says, instead, that scientific generalizations
may be “corroborated,” but he maintains that corroboration provides no
grounds to believe that a theory is correct or a reliable basis for prediction.)
Generalizations remain no more than tentative conjectures, no matter how
often we fail to falsify them.

Many have read Popper as suggesting that generalizations can sometimes
be conclusively proven to be false on established premises which include
only reports of observations. The problem of induction is thus “solved”
by accepting half of Hume’s skeptical conclusion: There are never good
reasons to believe that universal generalizations are true. What saves us from
skepticism and generates scientific progress is the possibility of finding good
reasons to believe that generalizations are false. Science proceeds by making
bold conjectures and eliminating errors.

Popper explicitly disavowed this simple interpretation of his position.'®
In his view, reports of observations are fallible and open to revision. As
a matter of convention one accepts them as true in the course of testing a
generalization. In doing so, one is taking an unavoidable risk of rejecting the
generalization, even though it is true. Moreover, one can rarely infer the fal-
sity of interesting claims in science merely from singular observation reports.
For example, to use observations of choices in the economics laboratory to
test game theory, one has to make assumptions concerning what factors
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influence preferences. In testing a theory, scientists deduce an implication
from that theory, conjoined with subsidiary hypotheses and statements of
initial conditions. If the implication is not borne out by observation, scien-
tists must take risks and decide that the problem lies in the particular theory
being tested, not in the unavoidable additional premises.

In autobiographical comments, Popper maintains that what drove
him into the philosophy of science was what he calls “the problem of
demarcation”: What is the difference between a scientific theory and a the-
ory which is not scientific?'’ Although formulated differently, this was a
driving question for the logical positivists, too. They wanted to be able to
distinguish scientific theories from “meaningless” metaphysics and to con-
tribute to the further development of science. As stated earlier, the problem
of demarcation concerns the distinction between scientific theoriesand other
sorts of theories. But Popper is often concerned instead to distinguish those
attitudes, rules and practices that distinguish a scientific community from
other attitudes and practices. What matters is often not the theory, but what
people think of it and what they do with it. Newton’s theory of motion
could become the dogma of some strange sect, while, in contrast, astrol-
ogy can be subjected to scientific scrutiny. The more important problem of
demarcation concerns the difference between the attitudes of scientists and
nonscientists, not the difference between scientific theories and other sorts
of theories.

According to Popper, what is special about scientists is that they have
a “critical attitude.” They follow methodological rules directing them to
make bold conjectures and then seek out the harshest possible tests of them.
These rules require that when the conjectures fail those tests, scientists do not
make excuses. Instead they should regard the theories as refuted, and they
should then propose and scrutinize new conjectures.”’ As many have noted,
including Thomas Kuhn and Imre Lakatos, itis a good thing that scientists do
not follow these rules.”' Because theories always face unresolved difficulties,
these rules demand that they all be rejected. But theories are too important
to the practice of science to be surrendered until alternatives are available.
And alternatives are not easily generated.

The questions Popper asks may be more important than the answers he
argues for. Successors such as Kuhn and Lakatos and a number of sociol-
ogists of science have followed Popper in attempting to clarify what sort
of disciplines the sciences are. Yet current investigations of assessment and
demarcation differ not only from the positivists’ efforts, but from Popper’s
as well. As completely opposed as the Popperian and positivist approaches
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were, both conceived of theory assessment in terms of the confrontation
of single theories with data. Most contemporary philosophers of science
reject this way of approaching the problems. Instead of thinking about the
problems of theory assessment, they are concerned with the problems of
theory comparison and choice. Testing is a many-sided confrontation among
alternative theories and data. Furthermore, there are many choices to be
made among theories, not just one. A scientist may for example reason-
ably believe that theory T is better confirmed than theory T’, but that T
offers more interesting research possibilities. Although most contemporary
philosophers of science agree that there are many different problems of the-
ory assessment and that one must address them in terms of choices among
alternatives, disagreements remain about what conclusions to draw.

One view, which many attribute to Thomas Kuhn, is to question whether
theory choices are rationally defensible. In his classic Structure of Scientific
Revolutions, Kuhn offers a view of science and of philosophy of science that
differed sharply from the logical empiricist orthodoxy at the time he was
writing. With the help of vivid examples from the history of science, Kuhn
emphasizes how extensive are the constraints on ordinary scientific research.
To determine the magnitude of a particular constant or to solve a detailed
theoretical problem takes resources and energy, which scientists will not
be willing to expend unless they are convinced that the general theoretical
framework (“paradigm”) within which they are working is more or less
correct. Without such commitments, detailed esoteric research efforts would
not be undertaken. Although the workaday, perhaps even dogmatic “normal
science” that results does not aim at discovering novelties, it nevertheless,
Kuhn argues, uncovers “anomalies” — problems that resist solution within
the particular normal scientific tradition. Such anomalies can undercut the
scientific community’s confidence in the accepted paradigm and, given the
construction of an alternative paradigm, can lead to a scientific revolution.

Kuhn’s view of scientific revolutions is especially controversial. He seems
to argue that disagreements in scientific revolutions can be so pervasive that
no rational choice can be made.”” Because scientists in different camps will
have distinct views about standards of theory assessment and about how to
conceive of the subject matter and practice of the science, consensus can be
reached only through nonrational persuasion. According to this irrationalist
interpretation of Kuhn, the paradigm that triumphs in a scientific revolution
need not be objectively “better” than the paradigm it replaced.

Kuhn disavows such an extreme interpretation of his views, and many
historians and most philosophers of science have found such irrationalist
conclusions to be unjustified. Yet theylive on in the work of some sociologists
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of science, who have defended even more extreme views. Some go so far as
to deny that the phenomena that scientists study have any influence at all
on the views that scientists defend.”

Yet in rejecting Kuhn’s apparent irrationalism, one can still recognize the
significance of his contribution to contemporary philosophy of science. Not
only did Kuhn make philosophers aware of the complexity of scientists’ com-
mitments, but he did as much as anyone to convince philosophers that theo-
rizing about science without careful attention to scientific practice was likely
to be misleading. Even though few philosophers of science regard themselves
as Kuhnians, most follow Kuhn on these points. Although Popper and many
of the logical positivists were scientifically literate and intensely interested in
the sciences, including particularly physics, contemporary philosophers of
science tend to address problems in the philosophy of science at a lower level
of abstraction and with greater attention to the details of scientific practice.
Just as economists can only offer advice to a firm if they have learned what in
fact makes firms run well, so philosophers can only offer advice to scientists
if they have learned what in fact makes for good science. And, in my view,
there is in general no way to learn about firms or science without studying
firms or scientists.

A number of prominent philosophers of science have developed accounts
of theory evaluation that recognize the complexities of scientific work with-
out denying the rationality of science. Many approaches merit discussion,
especially the work of the modern “Bayesians,” but this introduction is not
long enough to discuss them.

Something must, however, be said about Imre Lakatos’s “Methodology
of Scientific Research Programmes,” which had a considerable influence on
economic methodology in the 1970s and 1980s. Lakatos began his work
on the philosophy of science as a follower of Popper. Although critical of
many details, including Popper’s view that scientific honesty demands an
immediate readiness to surrender one’s theory in the fact of an apparent
disconfirmation, Lakatos insists that Popper’s basic point remains valid: if
scientists make empty excuses for their theories when they run into apparent
difficulties, then they will never learn from experience. What philosophy of
science should be concerned with, according to Lakatos, are not rules for
assessing theories, but rules for modifying and comparing theories. Rather
than asking, “Is theory T well or poorly supported by the data?” scientists
want to know whether a new version of T is an improvement over the old.
The central question concerning assessment is whether the proponents of
T are making as much progress improving it as are the proponents of com-
peting theories.
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According to Lakatos, a modification of a theory is an improvement if
it is not ad hoc. Modifications may be ad hoc in three ways.”* If a modifi-
cation of a theory has no new testable implications at all, it is empty and
unscientific. Modifications that are not ad hoc in this first sense are “theo-
retically progressive.” If the testable implications of theoretically progressive
modifications are not confirmed by observation, then these modifications
are not “empirically progressive,” and they are thereby ad hoc in the second
sense. Lakatos maintains that an extended process of theory modification
is progressive overall, if the modifications are uniformly theoretically pro-
gressive and intermittently empirically progressive. As scientists revise their
theories in the hope of improving them, the changes must always have new
testable implications; and those testable implications must sometimes be
borne out by experiment and observation. In addition, there must be con-
tinuity throughout this history of repeated modification. Economists do
not make theoretical progress by tacking on unrelated generalizations from
chemistry. Adding the generalization that copper conducts electricity to
monetary theory results in new testable implications, but such a modifica-
tion is ad hocin a third sense.

Lakatos insists that science is and should be dominated by scientific
research programs. These consist of a series of related theories that pos-
sesses a “hard core,” which the “negative heuristic” insists must be pre-
served through all modifications of particular theories within the research
program. In addition, the research program contains a “a positive heuristic”
that directs scientists in making modifications. Particular changes within
a research program should be assessed by considering to what extent they
are theoretically and empirically progressive and to what extent they are in
accordance with the positive heuristic of the research program. Competing
research programs should be compared by examining their overall progres-
siveness. In Lakatos’s view (in contrast to Kuhn’s), science suffers when a
single research program becomes dominant.

Lakatos’s methodology of scientific research programs has some dubious
features. The single-minded emphasis on progress is questionable. The fact
that a series of theories T, T', T” may be progressing splendidly tells one
nothing about whether T” fits the data well. Why should only the “novel
predictions,” the newimplications of T” over T’, matter? Lakatos’s insistence
on a specific hard core, which defines a particular research program is also
too strict. The supposed “hard core” of every research program is always
being reformulated and, in various ways, modified.

If one goes to contemporary philosophy of science in search of hard and
fast rules for assessing theories in the light of data, one will be disappointed.
Nonphilosophers may find this state of affairs discouraging, and they might
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draw skeptical or relativist conclusions. But skepticism and relativism are
cold comfort when one needs to decide what to do about crushing poverty or
the problems of achieving economic growth without environmental disaster.
And, as this brief summary shows, philosophers have learned a great deal
about theory assessment, even if that knowledge cannot be codified into
detailed and exceptionless rules.

The Unity of Science

In studying economics, one not only faces standard problems in the philos-
ophy of science, but one also wants to know whether social sciences like eco-
nomics should model themselves after natural sciences like physics. Human
beings and their social interactions are different objects of study than are
planets or proteins. Should the goals and methods of social theorists be the
same as those of natural scientists?

As mentioned at the beginning of this introduction, those who have asked
whether the social sciences can be “real” sciences have been concerned with
several different questions concerning the structure or concepts of theories
and explanations in the social sciences and concerning the goals of social
theorizing. Philosophers have argued that in addition to or instead of the
predictive and explanatory goals of the natural sciences, the social sciences
should aim at providing us with understanding. This issue receives its classic
discussion in the selection in this volume by Max Weber, although Frank
Knight also touches on it.””

Weber and many others argue that the social sciences should provide
understanding “from the inside,” that permits social theorists to empathize
with the agents and to find what happens “understandable.” He argues that
social theorists inevitably classify social phenomena in terms of various
culturally significant or meaningful categories, and that explanations must
be in these terms or they will not tell people what they want to know.
This seems to introduce an element of subjectivity into the social sciences
that is avoidable in the natural sciences. But, provided that social theorists
explain the phenomena in these meaningful terms, Weber has no objection
to causal (indeed deductive-nomological) explanation. Yet even here there is
a difference in emphasis. Weber maintains that however interested theorists
may be in regularities, people want to understand particular happenings
in their details and individuality, rather than, as in the natural sciences, as
instances of general regularities. I see this as a difference in emphasis, not as
demanding a different kind of explanation.

Contemporary philosophers who have been influenced by Weber and
by developments in the philosophy of language (especially the work of
Wittgenstein), have made stronger claims. These philosophers contend that
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regularities in human behavior are not natural laws, but the result of rules
or institutions. To “understand” some human action is to discover the rules
that guide it. And to understand rules, according to Peter Winch and others,
is the same sort of task as understanding meanings. It is a task requiring
interpretation, not empirical theorizing and testing. Winch’s views seem to
rule out applying the methods of the natural sciences to the study of human
behavior and institutions, and they have been vigorously contested.”®

Human free will suggests additional doubts about the possibility of a
social science. One wonders whether, given free will, human behavior is
intrinsically unpredictable and thus not subject to any laws. As tempting as
this line of thought may be, it is a mistake. Even if there are no deterministic
laws of human behavior, there are, in fact, many regularities in human action.
Of course, if Winch and others are right, these regularities differ from laws
of nature, but the regularities exist nevertheless. Not only can we predict
the behavior of people we know well, but we often know what strangers will
do. Every time we cross the street in front of cars stopped for a red light,
we stake our lives on such knowledge. Whatever one thinks about free will,
there are still uniformities in human behavior, which social theorists may
reasonably seek to identify.

The mistaken assertion that human free will makes social science impos-
sible lies, I believe, behind other arguments for the impossibility of any
science of society. Expectations and beliefs, including beliefs about social
theories, influence behavior. It is thus possible to make both self-fulfilling
and self-defeating claims about people. These possibilities suggest that there
may be paradoxes lurking within the notion of a social science. But the diffi-
culties are specific and limited rather than fundamental.”’” A social theorist
can “factor in” the reactions of those who become aware of any particular
theory.

As economists have come increasingly to recognize, human beliefs and
expectations, not just the realities about which people have beliefs and expec-
tations are crucial to understanding human behavior. For people can, as
Frank Knight points out, make mistakes or fail to recognize things. As a first
approximation, economists abstract from such difficulties. They assume that
people have perfect information. By assuming that people believe whatever
the facts are, economists can avoid worrying about what people actually
believe.

Once economists go beyond this first approximation, difficulties arise
which have no parallel in the natural sciences. For claims about beliefs (and
desires) are, in philosophical jargon, “intentional.”*® They possess a different
logic. From a nonintentional statement such as “The United States invaded
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Iraq in 2003,” and the second premise, “The invasion of Iraq in 2003 was
a huge mistake,” one can infer “In 2003, the United States made a huge
mistake.” But from the same second premise and the intentional statement,
“President Bush wanted the United States to invade Iraq in 2003,” one cannot
deduce “President Bush wanted the United States to make a huge mistake.”
The logic of belief, desire and other such “intentional” terms is in some
ways “subjective.” These logical peculiarities and the subsequent need for
a “subjective” treatment of expectations distinguish economics from the
natural sciences (with the possible exception of a small part of biology).
However, the significance of the differences is not clear. Members of the
Austrian school (represented by James Buchanan and Viktor Vanberg in
Chapter 20) argue that these differences are of great importance.

One final special difficulty about the social sciences concerns their role in
guiding conduct. One view is that economics serves policy in the same way
that the natural sciences guide policies — that is, by helping policy makers to
choose means that will achieve their ends. Such a practical role for scientific
knowledge seems unproblematic. Agents have some goal that they want to
accomplish, and the scientist provides the needed “know-how.” On this
view, economics matters to policy only as a source of descriptive or “value-
free” information. It matters so much, simply because it is so relevant. This
view of the policy relevance of economics is defended in many of the essays
reprinted in this anthology.

Many disagree. They argue that the links between economics, policy, and
values go deeper. The demands and interests of public policy makers or of
private employers influence which questions social theorists ask and the
range of possible solutions that are seriously considered. The influence can
sometimes be crude: economists are people after all, and they can be cor-
rupted by the lure of money and prestige. Or there may be more subtle
influences from customs, mores, and rhetoric to avoid what seems “unrea-
sonable” or “irresponsible.” Although it is hard to deny that ideological
forces have influenced many social scientists, the extent of such ideological
and evaluative influences requires sober assessment. What looks like ide-
ology to an unsympathetic critic may in fact be work of unimpeachable
intellectual integrity.

There are other less nefarious ways in which economics is entangled in
values. Because policy makers rarely turn to economists with precisely for-
mulated goals, economists may help determine the goals. Indeed, as philoso-
phers such as John Dewey have argued, the distinction between means
and ends, as plausible and useful as it may sometimes be, may mislead
here. The major economists of the past two centuries have also been social
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philosophers who have found in economic theory inspiration for their social
ideals. Although some have argued that normative or welfare economics,
which is discussed in Part III of this anthology, is really a part of “posi-
tive” economics, investigating means to ends, most would concede that it
is driven by moral commitments. Michael S. McPherson and I explore the
philosophical foundations of normative economics in Chapter 13.

In providing the reader with both some glimpse of findings in philos-
ophy of science and some sense of how much remains to be found out,
this introduction may have discouraged readers who were looking for more
detailed guidance. But in recognizing how much there is to be done, readers
should not overlook how much has been done. Although logical positivism
finds few supporters today, this is because the positivists were so devoted to
clarity and precision and so intellectually honest and courageous that they
uncovered the inadequacies in their own positions and ultimately refuted
themselves. The more historically and empirically oriented philosophy of
science and the sometimes exaggerated sociological views that have suc-
ceeded them have, no doubt, many inadequacies, but they begin with knowl-
edge that the positivists gained. Similar comments apply to Popper’s seminal
work.

These words are cold comfort to the citizen, policy maker, economist or
social scientist who wants to know whether economics is a science, whether
he or she should rely on particular economic theories for practical or the-
oretical purposes or how he or she can best contribute to economics or to
some other social science. But there is nothing to be done other than to
make use of what has been learned. Philosophy of science has many insights
to offer, and those who do not take it seriously are doomed to repeat its
past mistakes. On the basis of such knowledge and on the basis of their own
experience, economists and other scientists offer useful rules of thumb. But
there is no well-founded general philosophical system to resolve the many
real difficulties economists, policy makers, and citizens face.

An Introduction to Economics

To understand the essays collected in this anthology, it helps to know some-
thing about economics. What follows does not aim to provide the reader
with any technical competence. Its goal is only to give some sense of (a)
the basic approach of mainstream economists (b) the different branches of
economics and (c) the different schools or approaches of economics.
Although one can find discussions of economics in ancient and medieval
philosophy, economics is a modern subject. With the exception of some
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writing on monetary theory and on the purported benefits of exporting
more goods than one imports, economics begins in the eighteenth century
with the writings of the French physiocrats, of Cantillon and Hume, and
especially of Adam Smith. What set these thinkers apart from the predeces-
sors was their growing recognition of the existence of mechanisms whereby
individual actions would have systematic consequences without any need
for government control of the processes. Smith and others came to see the
economy as to a large extent a self-regulating system. Economics came into
being when it was realized that there were such things as economic mecha-
nisms and systems to study.

Economics has been concerned mainly with understanding how a cap-
italist economic system works. (A capitalist economic system is a market
economy in which the means of production are for the most part pri-
vately owned, and workers are free to accept or decline offers of employ-
ment.) Many economists believe that their theories apply to other economic
arrangements, too, and a good deal of work has been done on other kinds
of economies. But the core of economic theorizing has been devoted to
understanding capitalist economies.

Since Adam Smith, a particular vision of such economies has dominated
economic theorizing. One conceives of an economy as made up of a large
number of independent firms and households, whose interactions with one
another consist of voluntary exchanges of goods and services. Everybody
knows that people have all sorts of other relations to one another, but the
economist assumes as a first approximation that these can be ignored when
one is addressing economic problems. Economic agents are conceived of
as well-informed, rational, and self-interested agents, with firms seeking
to maximize profits and households seeking wealth or what best satisfies
their preferences. Agents exchange with one another because they prefer
their after-exchange circumstances to their before-exchange circumstances.
In the background is an institutional setting that ensures that contracts
are kept, violence, coercion and fraud prevented, and so forth. Adam Smith
formulates these conditions more loosely than T have, whereas contemporary
theorists formulate them much more precisely. But the basic vision has
persisted.

Given these assumptions, economists such as Adam Smith have for the
most part believed that voluntary exchange would result in an efficient
organization of economic life, which would be beneficial to all. In Smith’s
view, and in the view of most economists since, such a market economy also
respects individual liberty more than does any other economic arrangement.
One thus has a strong justification for capitalism. It delivers the goods and
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leaves individuals free to pursue their own objectives. Smith could not,
however, prove rigorously that voluntary exchanges of well-informed self-
interested agents lead to efficient economic outcomes.

Shortly after World War II, mathematicians and economists such as von
Neumann, Arrow, Debreu, and McKenzie proved something like what Smith
conjectured. They demonstrated that if agents are rational, self-interested,
and well informed, and if they interact only through voluntary exchange in
a perfectly competitive market, then a general equilibrium exists, which is
Pareto efficient. In addition, they proved that every Pareto efficient outcome
is a general equilibrium of voluntary exchanges among rational and self-
interested agents, given the proper initial distribution of resources among
the agents.”” A general equilibrium is a situation in which there is no excess
demand on any market. An economic outcome O is Pareto efficient if and
only if one cannot depart from O without frustrating someone’s prefer-
ences. All possibilities for uncontroversial improvement have been seized.
In an inefficient economic state of affairs, in contrast, there are ways of better
satisfying some people’s preferences without lessening the preference satis-
faction of others. The “efficiency” in question here is efficiency in satisfying
preferences.

Although inefficiency in satisfying preferences is arguably a bad thing,
lots of things are worse. Whether a state of affairs is Pareto efficient is gener-
ally independent of the distribution of goods, and accordingly some Pareto
efficient states of affairs may be intolerable. For example, almost everyone
favors a great many nonoptimal economic circumstances over a Pareto effi-
cient state of affairs in which one man had everything he wanted and most
others were miserable. One should be skeptical about the significance of
proofs of the existence and efficiency of general equilibria both because of
the weakness of the notion of Pareto efficiency and because of the extremely
restrictive assumptions needed for the proofs.

But I have jumped directly from the beginning to near the end of the
story. Let us see how, over the last two centuries, the image of rational, well-
informed, and self-interested agents exchanging with one another has been
refined. The “classical” economists, of whom Adam Smith, David Ricardo,
and John Stuart Mill are the most prominent, did not have much to say
about the choices of consumers. Their emphasis was on production and on
the factors that influence the supply of consumption goods. They regarded
agents as seeking to maximize their financial gains and divided both agents
and basic inputs into three major classes: capitalists with their capital (which
they conceived of as stocks of accumulated goods or the value thereof), land-
lords with their land, and workers with their ability to work. The classical
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economists offered two main generalizations concerning production. First,
they assumed that at any given moment all reproducible goods (thus exclud-
ing things such as rare paintings) could be produced in any quantity for the
same cost per unit. Except for temporary price fluctuations in times of
crop failures or rapid changes in demand, prices should be determined by
these constant costs of production. Second, classical economists discovered
diminishing returns. Unless there is some technological innovation, as more
and more labor is devoted to a fixed amount of land, the amount that output
increases when an additional laborer is employed will eventually decline.

Given these generalizations concerning production and the view (most
forcefully expressed by Malthus) that higher wages cause rapid increases in
population, economists in the early nineteenth century drew gloomy con-
clusions. With economic growth, demand for workers increases and wages
rise. The higher wages result in an increase in population. More workers
need more food, and so capitalists (whom the classical economists thought
of as renting rather than owning land) must rent additional and less fer-
tile land, or they must cultivate existing land more intensively. Either way,
the proportional return (rate of profit) on the additional investments will
be lower. Landlords will consequently be able to increase rents on more
fertile land and the rate of profit throughout the economy must decline.
Ricardo argues that eventually the rate of profits will decline to the point
where it is no longer worthwhile for capitalists to invest at all. In the resulting
“stationary state,” there are more workers, but they are no better off than
their predecessors, since their wages will decline to that point where popula-
tion no longer increases. Capitalists are better off than workers, but the rate
of profit is low and their returns are modest. The big winners are landlords,
who do nothing but collect rents. There is, in the view of most classical
economists, little to do about this gloomy prospect except to agitate for the
elimination of tariffs impeding the importation of foodstuffs and to preach
“restraint” to the working class.

Fortunately, things did not turn out as Ricardo predicted. With improve-
ments in the standard of living, population growth slowed, and by the late
nineteenth century, economists recognized that population need not grow
explosively in response to higher wages. Moreover, technological improve-
ments brought about increases in productivity beyond the wildest dreams
of the classical economists, who vastly underestimated the ability of tech-
nological improvements to stave off diminishing returns.

By the end of the nineteenth century, economics was no longer such
a dismal science. Economists for the most part stopped worrying about
population growth, and through the so-called neoclassical or marginal
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revolution, they focused their attention on individual choice and exchange.
In the 1870s, William Stanley Jevons in England, Carl Menger in Austria,
and Leon Walras in France began paying systematic attention to preferences
of consumers, to exchange, and to demand for commodities.”” In doing so,
they filled in more of the basic vision of a market economy and transformed
economic theory.

Many of the early neoclassical economists, particularly Jevons, were influ-
ence by utilitarianism, an ethical theory expounded earlier by Jeremy Ben-
tham and John Stuart Mill.”! According to the utilitarians, questions of social
policy are to be answered by calculating the consequences of alternatives for
the total happiness of individuals. The policy that maximizes the sum of
individual utilities is the morally right one. Bentham held that the utility of
something to an individual is a sensation that might in principle be quanti-
fied and measured. He also believed that individuals act so as to maximize
their own utility (which raises the question of how they can be motivated
to carry out actions that instead maximize the sum of everybody’s utility).

Jevons developed the essentially Benthamite notion of a utility function.
Every option open to an individual results in a certain amount of utility for
that person. One can then clarify the notion of rationality by maintaining
that people act so as to maximize some consistent utility function. In addi-
tion, the neoclassical economists assumed that consumers are generally not
satiated — that they will always prefer a bundle x of commodities or services
to another bundle yif xis unambiguously larger than y. Nonsatiation is both
a plausible first approximation, and it articulates the notion of self-interest.
All that matters to agents are the bundles of commodities and services that
they are giving up or receiving.

With the addition of one more generalization, one has the core of mod-
ern economic theory. The early neoclassical economists noted that as one
consumes more of any commodity or service, each additional unit increases
one’s utility at a diminishing rate. One’s first computer may raise one’s utility
considerably. A second computer doesn’t contribute nearly as much. This
law of diminishing marginal utility explains why the price of essential but
plentiful commodities such as water is lower than the price of inessential but
scare commodities such as diamonds. Thinking in terms of marginal utility
also enables one to give an integrated account of the “forces” affecting both
demand and supply. Instead of regarding costs as reflecting physical require-
ments, most neoclassical theorists take costs to be the disutilities incurred
when individuals devote resources or service to production or to be the
utilities that would result from alternative uses of resources that individu-
als forgo (although these are in turn influenced by technical factors). The
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forces governing supply and demand are ultimately the same. The role of the
market is to equilibrate these forces and to bring into harmony the efforts
of individuals to secure what they want. With the further simplification that
commodities are infinitely divisible, it became possible to apply the calculus
to economics and to formulate this theory mathematically. In principle, the
single theory of general equilibrium should enable one to explain virtually
all the significant features of an economy.

In the 130 years since the neoclassical revolution, this theory has been
tremendously refined. In speaking of utility, for example, contemporary
economists are no longer speaking of some sensation that individuals want
to maximize. “Utility” is now just another way to speak about preferences.
The utility of some object of choice x to agent A is larger than that of option
yif and only if A prefers x to y. In taking utility to reflect merely the order-
ing of preferences, economists had to surrender talk of utility differences
and hence of marginal utility. Fortunately, the law of diminishing marginal
utility can be reformulated in terms of the diminishing rates with which
individuals are willing to substitute units of one commodity for another.
Roughly speaking, one can replace the “law” of diminishing marginal utility
with the generalization that people are willing to pay less for additional units
of commodities that they already have a lot of than for commodities that
they have very little of. Despite these refinements, mainstream theory is still
recognizably the theory developed by the early neoclassical economists.

This fact may seem surprising, as most people know that in response to the
Great Depression of the 1930s, John Maynard Keynes proposed a dramatic
overhaul of economics. Before Keynes, most theorists of any reputation had
maintained that a prolonged depression was impossible. There might be a
crisis of confidence, which would lead to a temporary hoarding of money and
a temporary interruption in the general cycle of exchange (in which firms
as a whole purchase resources from their owners, then sell the commodities
produced to the latter in their role as consumers, who then sell resources to
firms again and so on). But with an excess demand for money and excess
supplies of resources and commodities, prices are bound to drop and real
interest rates rise. Any tendency to hoard would be self-correcting.

Keynes challenged this orthodoxy in part by emphasizing the importance
of liquidity to both firms and individuals when they are faced with the
uncertainties that a business crisis causes, and in part because he questioned
the efficacy of the supposed self-correcting mechanisms. Prices, especially
wages, do not drop easily, and lower wages can lead to less spending, which
would suppress demand for commodities and lead to an even deeper slump.
Keynes argued that government policy could increase aggregate demand for
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commodities and encourage investment and in that way move the economy
out of its unemployment “equilibrium.”

Despite Keynes’s influence, his work did not shake the fundamentals of
neoclassical theory. Initially, neoclassical theory instead divided into microe-
conomics, on the one hand, which is concerned with individuals, firms,
and industries, and macroeconomics, on the other hand, which is con-
cerned with aggregate demand and the performance of the economy as a
whole. Although vestiges of this bifurcation persist, there ought, one would
think, to be important connections between microeconomics and macroe-
conomics, and most economists nowadays insist on relating macroeconomic
theories to stylized microeconomic foundations. For further discussion, see
Chapter 17.

In the 1970s and 1980s, Keynesian economics was seriously challenged.
Not only was it ill-suited to deal with the simultaneous inflation and unem-
ployment of the 1970s, but economists grew increasingly impatient with
the gap between micro- and macroeconomics and increasingly enamored
of microeconomics. Unlike previous economists who made use of Keyne-
sian macroeconomics while hoping to reconcile it with microeconomics,
members of the so-called new classical school refused to employ any mod-
els that did not at least purport to derive from microeconomics or general
equilibrium theory. Some, such as Robert Lucas, even went so far as to deny
on the basis of microeconomic considerations that there was such a thing as
involuntary unemployment,” and Lucas and others argued that the ratio-
nal expectations of economic agents tend to undermine the effectiveness of
monetary and fiscal policy as tools to manage the economy.

Itis hard to say whether the new classical research program has triumphed
or failed. On the one hand, its econometric predictions were no improve-
ment over its predecessors, and the experience of the 1990s made it hard to
believe that policy (especially monetary policy) had only a very limited effect
on the economy. Updated versions of Keynesian economics remain influen-
tial. On the other hand, the concerns about modeling rational expectations
that the new classical economists emphasized are now widely accepted, and
new classical economics lives on in a different form as so-called real busi-
ness cycle theory, which argues that business cycles are largely a response to
“real” as opposed to monetary or policy factors.”” Variations on real business
cycle models are currently very influential. As this brief description suggests,
macroeconomics is an unsettled area of economics.

Although microeconomics and macroeconomics are the two main
branches of mainstream economics, they do not include all of it. Over
the past three generations, there has been an enormous expansion of
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econometrics, which is discussed in Chapter 16. Econometrics is a branch of
applied statistics as well as a branch of economics. Beginning in the 1930s, it
was hoped that the claims of economic theorists might be tested and refined
with the help of statistical techniques. Since then econometric techniques
have become much more sophisticated. Exactly what this work means for
economic theory (as opposed to narrowly focused practical inquiries) is
controversial, with some prominent economists arguing that econometrics
is incapable of providing good reasons to believe or disbelieve any significant
causal claims.*

Microeconomics, macroeconomics, and econometrics together include
most of mainstream economics, although there are of course specific sub-
areas such as international trade, labor economics, and so forth. There are
also competing schools of economics, although in most cases they have rela-
tively few proponents. A generation ago, there was still a good deal of interest
in Marxian economics. Although Marx was heavily influenced by Ricardo’s
work, he had a different view of the nature of economics and of its rela-
tionship to other social sciences than classical or neoclassical economists
have. According to Marx’s historical materialism (which is sketched in
Chapter 5), the relations among people in the course of their productive
activities are the most fundamental social relations. Relations of production
strongly influence not only other relationships but also the personalities and
consciousness of individuals. In studying economics, one is studying much
more than how individuals produce, exchange, and distribute goods and
services; one is also studying how human beings shape the development of
their species.

Marx regards capitalism, despite the miseries it may cause (which he
meticulously documents), as an enormous step forward for human beings.
Capitalism relates individuals everywhere to one another through the world
market, and it expands the needs and horizons of people. But, as argued
in his early essay “Estranged Labor,” it does not allow people to decide
rationally and consciously how society and human nature should develop.
The market creates both a reality and an illusion of helplessness. Given the
market, people cannot in fact consciously determine their collective future.
At the same time, it is an illusion to regard capitalism as eternal or natural.
Marx believes that people can and will transcend capitalism and organize
production and distribution in some rational way.

Those who will carry out the socialist revolution are the workers, who are
“exploited,” because they do all the producing but receive only part of the
output. Capitalists (who, on Marx’s view, possess little more real freedom
than do workers) would resist any revolution that attempts to take their
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property and to prevent them from hiring workers and making profits.
But, or so Marx argues, in expanding the size of their enterprises, capitalists
unwittingly enlarge and strengthen the working class and lay the foundations
for socialist revolution.

Given the collapse of the Soviet Union and the transformation of its econ-
omy and of the economies of Eastern Europe, interest in Marxian economics
has collapsed as well. From one perspective, this is peculiar, because the
Russian and Eastern European economies had only a tenuous connection
with Marx’s economics. But economic theories do not hover above the
political waves. They are instead tossed about and, in the case of Marx’s
economics, possibly drowned.

Institutionalist (or “evolutionary”) economists make up another major
contemporary alternative to mainstream economics. The neoclassical
attempt to capture all relevant aspects of the economy in one elegant the-
ory leaves out a great deal. In the view of the institutionalists (and their
nineteenth-century predecessors, the German Historical School), it leaves
out too much and in abstracting from institutional development, it misses
central aspects. The essays by Thorstein Veblen (Chapter 6) and Geoffrey M.
Hodgson (Chapter 21) exemplify the institutionalist critique of main-
stream economics and provide some sense of the institutionalist alternative.
Although institutionalists do not ignore individual decision making, they
emphasize the evolving constraints on agents occupying specific economic
roles. The institutionalists do not constitute a tightly organized sect. The
writings of the central historical figures (Thorstein Veblen, Wesley Mitchell,
and John R. Commons) are very different from one another. The empha-
sis is on historically situated and evolutionary theorizing. Economists are
divided on how successful institutional theorizing has been and is likely
to be.

A third contemporary alternative to mainstream economics, about which
there is currently heated disagreement, is behavioral economics, including
neuroeconomics.”” Behavioral economics has been heavily influenced by the
increasingly important experimental work that economists have been doing,
which is discussed in Chapter 18 by Vernon Smith. The general dissatisfac-
tion many economists have felt with the highly simplified assumptions that
mainstream economics makes concerning individual beliefs and preferences
has been superseded by carefully delineated behavioral anomalies that have
been established through economic experimentation. It is now possible to
study the influence on preferences of a wide variety of cognitive, motiva-
tional, and even neurological features of human beings and to develop theo-
ries of economic behavior that are more psychologically nuanced. Whether
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and to what extent this work will help economists to address the questions
concerning monetary policy, tax incidence, or economic welfare are hotly
contested matters.”®

These are but three of many approaches, which, in addition to mainstream
neoclassical economics, occupy contemporary economists. A few others
deserve to be mentioned. Neo-Ricardians believe that one can do better in
understanding economies by employing modern mathematical reformula-
tions and extensions of Ricardo’s economics than by employing its neoclas-
sical successor.”” Austrian economists agree with neoclassical economists
on the central generalizations of economics, but stress the importance of
uncertainty, disequilibrium, and a subjective point of view (Chapter 20).
Because of these factors, they regard sophisticated mathematical analyses
of equilibria as misleading.’® Post-Keynesian economists often offer simi-
lar criticisms of high theory, but unlike the Austrians, they tend to defend
interventionist policies.”” Economic forecasters often depend very little on
any specific economic theory. And the list could be extended. Although
contemporary economics is dominated by mainstream microeconomics,
macroeconomics, and econometrics, there is lots more going on.

An Introduction to Economic Methodology

John Stuart Mill’s 1836 essay, with which this analogy begins, is one of the
first discussions of the methodology of economics, and it is still one of the
best. From the perspective of a staunch empiricist like Mill, economics is a
puzzling science. Its conclusions, which Mill accepts, are rarely tested, and
they sometimes appear to be disconfirmed. Specific predictions based on
economic theory are inexact and sometimes dead wrong. How can Mill
reconcile his confidence in economics and his empiricism?

In Mill’s view, the basic premises of economics are either psychological
claims, which are established by introspection, or technical claims, such as
the law of diminishing returns, which are established directly by experimen-
tation. These premises state how specific causal factors operate. If the only
causal factors that affect economics were those that economists consider,
then the conclusions of economics would be correct, because they follow
deductively from its well-supported premises. In fact, Mill argues, the con-
clusions economists draw must be treated cautiously, because so much is
left out of their theory. Economists must be ready to make allowances for
various disturbances, and economists must recognize that their predictions
may be badly mistaken even though their theory is fundamentally correct.
They should regard economics as hypothetical — as a science of tendencies,
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whose influence may be overwhelmed by interferences. Because it is only
a science of tendencies, economists and policy makers cannot be confident
that its predictions are always correct.

Mill’s view was influential throughout the nineteenth and early twentieth
century. It is, for example, still alive in John Neville Keynes’s authoritative
summing up in The Scope and Method of Political Economy, excerpts from
which were reprinted in the first edition of this anthology. Despite differences
in language, tone, and emphasis, Weber adopts a similar position in his
discussion of “ideal types” in Chapter 2.

The transition from classical to neoclassical economics brought substan-
tial changes in economic doctrine and changes in methodology. In its focus
on individual decision making, neoclassical theory is a more individualist
and subjective theory than was its classical predecessor, and the appreciation
of this fact is an important contribution of early twentieth-century method-
ological writing. The major figures in developing this subjective turn are the
Austrians (including especially von Mises), Frank Knight and Lionel Rob-
bins. Knight’s distinctive methodological contribution lies in his distinction
between risk, on the one hand, (where the alternatives and their probabili-
ties are known) and error and true uncertainty, on the other hand. Knight
and the Austrians agree that as soon as one abandons the subjective point of
view and thinks of economics as if it were a natural science, one loses sight
of the central features of the subject.

Lionel Robbins, in his classic An Essay on the Nature and Significance of
EconomicScience (Chapter 3), comes close to the view of the Austrians, but he
is better known for his definition of economics as “the science which studies
human behavior as a relationship between ends and scarce means which
have alternative uses” (1935, p. 85). According to this definition, economics
is not concerned with any particular class of social phenomena (such as
production, distribution, exchange, or consumption). Economics is instead
concerned with a particular aspect of human behavior. One’s decisions to
have children or to be unfaithful to one’s spouse are, on this definition,
as much a part of economics as supply and demand for tuna. Robbins
is, in effect, defining economics as the science of rational choice — that
is, as neoclassical theory. Such redefinitions are characteristic of scientific
development.*’ Robbins’s definition remains controversial, since it excludes
from economics some work that most people regard as economics, such as
Keynesian theory.

Robbins, Knight, and the Austrians stress the individualism and subjec-
tivity of economics, and they all emphasize the peculiarities of human action
asan object of scientific investigation. They also agree with Mill that the basic
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premises of economics are well established and that these premises are not
impugned by the empirical failures of the theory. In fact, the Austrians go
further and argue that the basic premises are a priori truths.

With the intrusion of the views of the logical positivists in the 1930s came
the first important change in the profession’s views on the justification of
economic theory. In 1938, Terence Hutchison published The Significance
and Basic Postulates of Economic Theory. In this landmark book, Hutchison
argues that economics, like other sciences, must formulate testable gener-
alizations and subject them to serious tests. The statements of “pure the-
ory” in economics are, Hutchison argues, empty definitional truths. Claims
in economics are so hedged with ceferis paribus qualifications that they
are untestable. With the weight of contemporary logical positivism behind
him, Hutchison insisted that it was time for economists to start behaving like
responsible scientists. The development of revealed-preference theory and
Paul Samuelson’s defense of what he calls “operationalism” also supported
the demand that economics be recast into testable theories.

Hutchison’s criticisms were immediately rebutted by economists such as
Knight, but they remained disturbing. Could it be that economics did not
meet the standards of empirical science? Some, such as Knight and the Aus-
trians, were prepared to say that the standards of the natural sciences did not
apply to economics. But most writers on economic methodology attempted
to show that economics satisfied the more sophisticated (and weaker) crite-
ria to which the logical positivists had already retreated.*’ Although Milton
Friedman’s well-known essay, “The Methodology of Positive Economics”
(1953; see Chapter 7 in this anthology) does not refer to contemporary phi-
losophy of science, it, too, attempts to show that economics satisfies broadly
positivist standards.

For decades after its publication, Friedman’s essay dominated work on
the methodology of economics. Although almost all the many essays that
have been written in response to it have been critical (like the brief com-
ments in Chapters 8 and 9 of this volume), Friedman’s essay has nevertheless
remained the most influential work on economic methodology of the twen-
tieth century.

One should not forget that there are many different methodological ques-
tions that one can ask about economics. The different branches and schools
of economics face special methodological problems of their own, which are
discussed in the six essays reprinted in Part IV of this anthology. Questions
concerning the relations between positive and normative and the character
of normative economics are the topic of Part 111, although selections in other
sections bear on this issue, too.
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The field of economic methodology, including methodological studies
of the details of branches and schools of economics has blossomed during
the last fifteen years. Part V turns to some of the new directions within
economic methodology, and the widespread changes in the contents of the
other parts of this anthology reflect this blossoming. The extent to which
the field has matured was brought home to me vividly by how hard it was to
decide on what to include. In the first edition of this anthology, I noted that
at least nineteen books specifically devoted to economic methodology had
been published in English between 1975 and 1983. In the decade between
the first and the second edition, I counted fifty. Since the second edition,
there have been about one hundred more, and the outpouring of essays has
increased at a greater pace. Just after the first edition of this anthology was
published, a new journal, Economics and Philosophy began publishing works
on methodology, the theory of rationality, and ethics and economics. Just
before the second edition of this anthology came out, the Journal of Eco-
nomic Methodology began publishing essays and reviews specifically focused
onmethodology. And the pace of publication of essays on economic method-
ology in journals in economic theory, philosophy of science, and history of
economics or history of science has increased rapidly, too. Were it not for the
generous advice of many others, who are expert in particular sub-domains of
economic methodology, I would not have been able to do a competent job of
designing this edition of the anthology.*” The literature is now just too large!

The methodological questions economics raises are varied, difficult, and
for the most part unanswered. When I compiled the first edition of this
anthology, I was optimistic that collaboration between philosophers and
economists would tame, if not answer, these questions. To some extent that
optimism has been rewarded: progress has been enormous. Just compare
the essays in a current version of Economics and Philosophy or The Journal of
Economic Methodology with the essays in the early issues of either journal.
would like to think that this anthology, now in its third edition and its third
decade, has contributed to that progress.

I am perhaps a little less optimistic now (or perhaps just older). The
methodological problems economics raises are difficult, and progress is
slow when philosophical argument has to contend with social forces and
the reward structure within academic disciplines. There is so much more
to be learned about the nature of economic models, how to compare and
assess them, how to relate them to policy recommendations and empirical
studies, and, most important, how to improve them. May this third edition
continue to play a role in tackling these questions.
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PART ONE

CLASSIC DISCUSSIONS

The six selections reprinted in this section are a good sample of the major
contributions to the philosophy and methodology of economics before the
late 1930s, when logical positivism became influential. Not all the signifi-
cant works could be included — even in abridged form — but many of the
methodological insights of authors omitted here, such as J. E. Cairnes, J. N.
Keynes, Carl Menger, W. S. Jevons, Alfred Marshall, and Ludwig von Mises
appear in other essays in this anthology.

The materials collected in this section represent a number of different
perspectives and have stood the test of time. Although economic theory has
changed considerably since Mill or Marx or Veblen wrote, their appreci-
ation of the methodological difficulties of economics still rewards careful
study. One might, in fact, argue that thinking on economic methodology
has advanced very little beyond the stage to which the authors in this section
brought it.
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On the Definition and Method of
Political Economy

John Stuart Mill

John Stuart Mill (1806—73) was born in London, His father, James Mill, was a friend
of Bentham and of Ricardo and did important work himself in psychology and
political science. As John Stuart Mill explains in his autobiography, he was educated
at home by his father, starting Greek at age 3 and Latin at age 8. By age 13 Mill
had been through a complete course in political economy. Mill spent most of his
life working for the East India Company. His Principles of Political Economy (1848)
was the nineteenth century’s most influential text in economics, and his A System
of Logic (1843) was the century’s most influential text in logic and the theory of
knowledge. His essays on ethics and contemporary culture, such as Utilitarianism
and On Liberty, continue to be extremely influential. Mill was an early defender of
women’s rights and of a moderate democratic socialism. The following selection is
an abridgment of Mill’s “On the Definition of Political Economy and the Method
of Investigation Proper to It.” Approximately the first quarter of the essay, in which
Mill discusses the definition of economics, is omitted.

What is now commonly understood by the term “Political Economy” is not
the science of speculative politics, but a branch of that science. It does not
treat of the whole of man’s nature as modified by the social state, nor of
the whole conduct of man in society. It is concerned with him solely as a
being who desires to possess wealth, and who is capable of judging of the
comparative efficacy of means for obtaining that end. It predicts only such
of the phenomena of the social state as take place in consequence of the
pursuit of wealth. It makes entire abstraction of every other human passion
or motive; except those which may be regarded as perpetually antagonizing
principles to the desire of wealth, namely, aversion to labour, and desire
of the present enjoyment of costly indulgences. These it takes, to a certain

Excerpted from “On the Definition of Political Economy and the Method of Investigation
Proper to It” (1836). Reprinted in Essays on Some Unsettled Questions of Political Economy
(1844), 3d ed., London: Longmans Green & Co., 1877, pp. 120—64.
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extent, into its calculations, because these do not merely, like other desires,
occasionally conflict with the pursuit of wealth, but accompany it always
as a drag, or impediment, and are therefore inseparably mixed up in the
consideration of it. Political Economy considers mankind as occupied solely
in acquiring and consuming wealth; and aims at showing what is the course
of action into which mankind, living in a state of society, would be impelled,
if that motive, except in the degree in which it is checked by the two perpetual
counter-motives above adverted to, were absolute ruler of all their actions.
Under the influence of this desire, it shows mankind accumulating wealth,
and employing that wealth in the production of other wealth; sanctioning by
mutual agreement the institution of property; establishing laws to prevent
individuals from encroaching upon the property of others by force or fraud;
adopting various contrivances for increasing the productiveness of their
labour; settling the division of the produce by agreement, under the influence
of competition (competition itself being governed by certain laws, which
laws are therefore the ultimate regulators of the division of the produce);
and employing certain expedients (as money, credit, &c.) to facilitate the
distribution. All these operations, though many of them are really the result
of a plurality of motives, are considered by Political Economy as flowing
solely from the desire of wealth. The science then proceeds to investigate
the laws which govern these several operations, under the supposition that
man is a being who is determined, by the necessity of his nature, to prefer a
greater portion of wealth to a smaller in all cases, without any other exception
than that constituted by the two counter-motives already specified. Not that
any political economist was ever so absurd as to suppose that mankind
are really thus constituted, but because this is the mode in which science
must necessarily proceed. When an effect depends upon a concurrence of
causes, those causes must be studied one at a time, and their laws separately
investigated, if we wish, through the causes, to obtain the power of either
predicting or controlling the effect; since the law of the effect is compounded
of the laws of all the causes which determine it. The law of the centripetal
and that of the tangential force must have been known before the motions
of the earth and planets could be explained, or many of them predicted. The
same is the case with the conduct of man in society. In order to judge how
he will act under the variety of desires and aversions which are concurrently
operating upon him, we must know how he would act under the exclusive
influence of each one in particular. There is, perhaps, no action of a man’s life
in which he is neither under the immediate nor under the remote influence
of any impulse but the mere desire of wealth. With respect to those parts of
human conduct of which wealth is not even the principal object, to these
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Political Economy does not pretend that its conclusions are applicable. But
there are also certain departments of human affairs, in which the acquisition
of wealth is the main and acknowledged end. It is only of these that Political
Economy takes notice. The manner in which it necessarily proceeds is that
of treating the main and acknowledged end as if it were the sole end; which,
of all hypotheses equally simple, is the nearest to the truth. The political
economist inquires, what are the actions which would be produced by this
desire, if, within the departments in question, it were unimpeded by any
other. In this way a nearer approximation is obtained than would otherwise
be practicable, to the real order of human affairs in those departments. This
approximation is then to be corrected by making proper allowance for the
effects of any impulses of a different description, which can be shown to
interfere with the result in any particular case. Only in a few of the most
striking cases (such as the important one of the principle of population)
are these corrections interpolated into the expositions of Political Economy
itself; the strictness of purely scientific arrangement being thereby somewhat
departed from, for the sake of practical utility. So far as it is known, or may
be presumed, that the conduct of mankind in the pursuit of wealth is under
the collateral influence of any other of the properties of our nature than
the desire of obtaining the greatest quantity of wealth with the least labour
and self-denial, the conclusions of Political Economy will so far fail of being
applicable to the explanation or prediction of real events, until they are
modified by a correct allowance for the degree of influence exercised by the
other cause.

Political Economy, then, may be defined as follows: and the definition
seems to be complete:

The science which traces the laws of such of the phenomena of society as arise from
the combined operations of mankind for the production of wealth, in so far as those
phenomena are not modified by the pursuit of any other object.

But while this is a correct definition of Political Economy as a portion of
the field of science, the didactic writer on the subject will naturally combine
in his exposition, with the truths of the pure science, as many of the practical
modifications as will, in his estimation, be most conducive to the usefulness
of his work.

The above attempt to frame a stricter definition of the science than what are
commonly received as such, may be thought to be of little use; or, at best,
to be chiefly useful in a general survey and classification of the sciences,
rather than as conducing to the more successful pursuit of the particular
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science in question. We think otherwise, and for this reason; that, with the
consideration of the definition of a science, is inseparably connected that of
the philosophic method of the science; the nature of the process by which its
investigations are to be carried on, its truths to be arrived at.

Now, in whatever science there are systematic differences of opinion —
which is as much to say, in all the moral or mental sciences, and in Politi-
cal Economy among the rest; in whatever science there exist, among those
who have attended to the subject, what are commonly called differences of
principle, as distinguished from differences of matter-of-fact or detail, — the
cause will be found to be, a difference in their conceptions of the philosophic
method of the science. The parties who differ are guided, either knowingly
or unconsciously, by different views concerning the nature of the evidence
appropriate to the subject. They differ not solely in what they believe them-
selves to see, but in the quarter whence they obtained the light by which
they think they see it.

The most universal of the forms in which this difference of method is
accustomed to present itself, is the ancient feud between what is called
theory, and what is called practice or experience. There are, on social and
political questions, two kinds of reasoners: there is one portion who term
themselves practical men, and call the others theorists; a title which the
latter do not reject, though they by no means recognize it as peculiar to
them. The distinction between the two is a very broad one, though it is
one of which the language employed is a most incorrect exponent. It has
been again and again demonstrated, that those who are accused of despising
facts and disregarding experience build and profess to build wholly upon
facts and experience; while those who disavow theory cannot make one step
without theorizing. But, although both classes of inquirers do nothing but
theorize, and both of them consult no other guide than experience, there
is this difference between them, and a most important difference it is: that
those who are called practical men require specific experience, and argue
wholly upwards from particular facts to a general conclusion; while those
who are called theorists aim at embracing a wider field of experience, and,
having argued upwards from particular facts to a general principle including
a much wider range than that of the question under discussion, then argue
downwards from that general principle to a variety of specific conclusions.

Suppose, for example, that the question were, whether absolute kings
were likely to employ the powers of government for the welfare or for the
oppression of their subjects. The practicals would endeavour to determine
this question by a direct induction from the conduct of particular despotic
monarchs, as testified by history. The theorists would refer the question to be
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decided by the test not solely of our experience of kings, but of our experience
of men. They would contend that an observation of the tendencies which
human nature manifested in the variety of situations in which human beings
have been placed, and especially observation of what passes in our own
minds, warrants us in inferring that a human being in the situation of a
despotic king will make a bad use of power; and this conclusion would
lose nothing of its certainty even if absolute kings had never existed, or if
history furnished us with no information of the manner in which they had
conducted themselves.

The first of these methods is a method of induction, merely; the last
a mixed method of induction and ratiocination. The first may be called
the method a posteriori; the latter, the method a priori. We are aware that
this last expression is sometimes used to characterize a supposed mode
of philosophizing, which does not profess to be founded upon experience
at all. But we are not acquainted with any mode of philosophizing, on
political subjects at least, to which such a description is fairly applicable.
By the method a posteriori we mean that which requires, as the basis of its
conclusions, not experience merely, but specific experience. By the method
a priori we mean (what has commonly been meant) reasoning from an
assumed hypothesis; which is not a practice confined to mathematics, but
is of the essence of all science which admits of general reasoning at all. To
verify the hypothesis itself a posteriori, that is, to examine whether the facts
of any actual case are in accordance with it, is no part of the business of
science at all, but of the application of science.

In the definition which we have attempted to frame of the science of Polit-
ical Economy, we have characterized it as essentially an abstract science, and
its method as the method a priori. Such is undoubtedly its character as it has
been understood and taught by all its most distinguished teachers. It reasons,
and, as we contend, must necessarily reason, from assumptions, not from
facts. Itis built upon hypotheses, strictly analogous to those which, under the
name of definitions, are the foundation of the other abstract sciences. Geom-
etry presupposes an arbitrary definition of a line, “that which has length but
not breadth.” Just in the same manner does Political Economy presuppose
an arbitrary definition of man, as a being who invariably does that by which
he may obtain the greatest amount of necessaries, conveniences, and luxu-
ries, with the smallest quantity of labour and physical self-denial with which
they can be obtained in the existing state of knowledge. It is true that this
definition of man is not formally prefixed to any work on Political Economy,
as the definition of a line is prefixed to Euclid’s Elements; and in propor-
tion as by being so prefixed it would be less in danger of being forgotten,
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we may see ground for regret that this is not done. It is proper that what
is assumed in every particular case, should once for all be brought before
the mind in its full extent, by being somewhere formally stated as a general
maxim. Now, no one who is conversant with systematic treatises on Political
Economy will question, that whenever a political economist has shown that,
by acting in a particular manner, a labourer may obviously obtain higher
wages, a capitalist larger profits, or a landlord higher rent, he concludes,
as a matter of course, that they will certainly act in that manner. Political
Economy, therefore, reasons from assumed premises — from premises which
might be totally without foundation in fact, and which are not pretended to
be universally in accordance with it. The conclusions of Political Economy,
consequently, like those of geometry, are only true, as the common phrase
is, in the abstract; that is, they are only true under certain suppositions, in
which none but general causes — causes common to the whole class of cases
under consideration — are taken into the account.

This ought not to be denied by the political economist. If he deny it, then,
and then only, he places himself in the wrong. The a priori method which
is laid to his charge, as if his employment of it proved his whole science to
be worthless, is, as we shall presently show, the only method by which truth
can possibly be attained in any department of the social science. All that is
requisite is, that he be on his guard not to ascribe to conclusions which are
grounded upon an hypothesis a different kind of certainty from that which
really belongs to them. They would be true without qualification, only in a
case which is purely imaginary. In proportion as the actual facts recede from
the hypothesis, he must allow a corresponding deviation from the strict
letter of his conclusion; otherwise it will be true only of things such as he
has arbitrarily supposed, not of such things as really exist. That which is true
in the abstract, is always true in the concrete with proper allowances. When
a certain cause really exists, and if left to itself would infallibly produce a
certain effect, that same effect, modified by all the other concurrent causes,
will correctly correspond to the result really produced.

The conclusions of geometry are not strictly true of such lines, angles,
and figures, as human hands can construct. But no one, therefore, contends
that the conclusions of geometry are of no utility, or that it would be better
to shut up Euclid’s Elements, and content ourselves with “practice” and
“experience.”

No mathematician ever thought that his definition of a line corresponded
to an actual line. As little did any political economist ever imagine that real
men had no object of desire but wealth, or none which would not give
way to the slightest motive of a pecuniary kind. But they were justified in
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assuming this, for the purposes of their argument: because they had to do
only with those parts of human conduct which have pecuniary advantage
for their direct and principal object; and because, as no two individual cases
are exactly alike, no general maxim could ever be laid down unless some of
the circumstances of the particular case were left out of consideration.

But we go farther than to affirm that the method a priori is a legitimate
mode of philosophical investigation in the moral sciences; we contend that
it is the only mode. We affirm that the method a posteriori, or that of specific
experience, is altogether inefficacious in those sciences, asa means of arriving
atany considerable body of valuable truth; though it admits of being usefully
applied in aid of the method a priori, and even forms an indispensable
supplement to it.

There is a property common to almost all the moral sciences, and by
which they are distinguished from many of the physical; that is, that it
is seldom in our power to make experiments in them. In chemistry and
natural philosophy, we can not only observe what happens under all the
combinations of circumstances which nature brings together, but we may
also try an indefinite number of new combinations. This we can seldom
do in ethical, and scarcely ever in political science. We cannot try forms
of government and systems of national policy on a diminutive scale in our
laboratories, shaping our experiments as we think they may most conduce
to the advancement of knowledge. We therefore study nature under circum-
stances of great disadvantage in these sciences; being confined to the limited
number of experiments which take place (if we may so speak) of their own
accord, without any preparation or management of ours; in circumstances,
moreover, of great complexity, and never perfectly known to us; and with
the far greater part of the processes concealed from our observation.

The consequence of this unavoidable defect in the materials of the induc-
tion is, that we can rarely obtain what Bacon has quaintly, but not unaptly,
termed an experimentum crucis.

In any science which admits of an unlimited range of arbitrary experi-
ments, an experimentum crucis may always be obtained. Being able to vary
all the circumstances, we can always take effectual means of ascertaining
which of them are, and which are not, material. Call the effect B, and let
the question be whether the cause A in any way contributes to it. We try an
experiment in which all the surrounding circumstances are altered, except
A alone: if the effect B is nevertheless produced, A is the cause of it. Or,
instead of leaving A, and changing the other circumstances, we leave all the
other circumstances and change A: if the effect B in that case does not take
place, then again A is a necessary condition of its existence. Either of these
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experiments, if accurately performed, is an experimentum crucis; it converts
the presumption we had before of the existence of a connection between A
and B into proof, by negativing every other hypothesis which would account
for the appearances.

But this can seldom be done in the moral sciences, owing to the immense
multitude of the influencing circumstances, and our very scanty means of
varying the experiment. Even in operating upon an individual mind, which
is the case affording greatest room for experimenting, we cannot often obtain
a crucial experiment. The effect, for example, of a particular circumstance
in education, upon the formation of character, may be tried in a variety of
cases, but we can hardly ever be certain that any two of those cases differ in
all their circumstances except the solitary one of which we wish to estimate
the influence. In how much greater a degree must this difficulty exist in
the affairs of states, where even the number of recorded experiments is so
scanty in comparison with the variety and multitude of the circumstances
concerned in each. How, for example, can we obtain a crucial experiment
on the effect of a restrictive commercial policy upon national wealth? We
must find two nations alike in every other respect, or at least possessed, in
a degree exactly equal, of everything which conduces to national opulence,
and adopting exactly the same policy in all their other affairs, but differing
in this only, that one of them adopts a system of commercial restrictions,
and the other adopts free trade. This would be a decisive experiment, sim-
ilar to those which we can almost always obtain in experimental physics.
Doubtless this would be the most conclusive evidence of all if we could get
it. But let any one consider how infinitely numerous and various are the
circumstances which either directly or indirectly do or may influence the
amount of the national wealth, and then ask himself what are the probabil-
ities that in the longest revolution of ages two nations will be found, which
agree, and can be shown to agree, in all those circumstances except one?

Since, therefore, it is vain to hope that truth can be arrived at, either in
Political Economy or in any other department of the social science, while
we look at the facts in the concrete, clothed in all the complexity with which
nature has surrounded them, and endeavour to elicit a general law by a
process of induction from a comparison of details; there remains no other
method than the a priori one, or that of “abstract speculation.”

Although sufficiently ample grounds are not afforded in the field of pol-
itics, for a satisfactory induction by a comparison of the effects, the causes
may, in all cases, be made the subject of specific experiment. These causes
are, laws of human nature, and external circumstances capable of exciting the
human will to action. The desires of man, and the nature of the conduct to
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which they prompt him, are within the reach of our observation. We can also
observe what are the objects which excite those desires. The materials of this
knowledge every one can principally collect within himself; with reasonable
consideration of the differences, of which experience discloses to him the
existence, between himself and other people. Knowing therefore accurately
the properties of the substances concerned, we may reason with as much
certainty as in the most demonstrative parts of physics from any assumed
set of circumstances. This will be mere trifling if the assumed circumstances
bear no sort of resemblance to any real ones; but if the assumption is correct
as far as it goes, and differs from the truth no otherwise than as a part dif-
fers from the whole, then the conclusions which are correctly deduced from
the assumption constitute abstract truth; and when completed by adding or
subtracting the effect of the non-calculated circumstances, they are true in
the concrete, and may be applied to practice.

Of this character is the science of Political Economy in the writings of its
best teachers. To render it perfect as an abstract science, the combinations
of circumstances which it assumes, in order to trace their effects, should
embody all the circumstances that are common to all cases whatever, and
likewise all the circumstances that are common to any important class of
cases. The conclusions correctly deduced from these assumptions, would
be as true in the abstract as those of mathematics; and would be as near an
approximation as abstract truth can ever be, to truth in the concrete.

When the principles of Political Economy are to be applied to a particular
case, then it is necessary to take into account all the individual circumstances
of that case; not only examining to which of the sets of circumstances con-
templated by the abstract science the circumstances of the case in question
correspond, but likewise what other circumstances may exist in that case,
which not being common to it with any large and strongly-marked class of
cases, have not fallen under the cognizance of the science. These circum-
stances have been called disturbing causes. And here only it is that an element
of uncertainty enters into the process —an uncertainty inherent in the nature
of these complex phenomena, and arising from the impossibility of being
quite sure that all the circumstances of the particular case are known to us
sufficiently in detail, and that our attention is not unduly diverted from any
of them.

This constitutes the only uncertainty of Political Economy; and not of
it alone, but of the moral sciences in general. When the disturbing causes
are known, the allowance necessary to be made for them detracts in no way
from scientific precision, nor constitutes any deviation from the a priori
method. The disturbing causes are not handed over to be dealt with by
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mere conjecture. Like friction in mechanics, to which they have been often
compared, they may at first have been considered merely as a non-assignable
deduction to be made by guess from the result given by the general principles
of science; but in time many of them are brought within the pale of the
abstract science itself, and their effect is found to admit of as accurate an
estimation as those more striking effects which they modify. The disturbing
causes have their laws, as the causes which are thereby disturbed have theirs;
and from the laws of the disturbing causes, the nature and amount of the
disturbance may be predicted a priori, like the operation of the more general
laws which they are said to modify or disturb, but with which they might
more properly be said to be concurrent. The effect of the special causes is
then to be added to, or subtracted from, the effect of the general ones.

These disturbing causes are sometimes circumstances which operate upon
human conduct through the same principle of human nature with which
Political Economy is conversant, namely, the desire of wealth, but which
are not general enough to be taken into account in the abstract science.
Of disturbances of this description every political economist can produce
many examples. In other instances the disturbing cause is some other law
of human nature. In the latter case it never can fall within the province
of Political Economy; it belongs to some other science; and here the mere
political economist, he who has studied no science but Political Economy,
if he attempt to apply his science to practice, will fail.’

As for the other kind of disturbing causes, namely those which operate
through the same law of human nature out of which the general principles
of the science arise, these might always be brought within the pale of the
abstract science if it were worth while; and when we make the necessary
allowances for them in practice, if we are doing anything but guess, we
are following out the method of the abstract science into minuter details;
inserting among its hypotheses a fresh and still more complex combination
of circumstances, and so adding pro hdc vice a supplementary chapter or
appendix, or at least a supplementary theorem, to the abstract science.

Having now shown that the method a priori in Political Economy, and
in all the other branches of moral science, is the only certain or scientific
mode of investigation, and that the a posteriori method, or that of specific
experience, as a means of arriving at truth, is inapplicable to these subjects,
we shall be able to show that the latter method is notwithstanding of great
value in the moral sciences; namely, not as a means of discovering truth,
but of verifying it, and reducing to the lowest point that uncertainty before
alluded to as arising from the complexity of every particular case, and from
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the difficulty (not to say impossibility) of our being assured a priori that we
have taken into account all the material circumstances.

If we could be quite certain that we knew all the facts of the particular
case, we could derive little additional advantage from specific experience.
The causes being given, we may know what will be their effect, without
an actual trial of every possible combination; since the causes are human
feelings, and outward circumstances fitted to excite them: and, as these for
the most part are, or at least might be, familiar to us, we can more surely
judge of their combined effect from that familiarity, than from any evidence
which can be elicited from the complicated and entangled circumstances
of an actual experiment. If the knowledge what are the particular causes
operating in any given instance were revealed to us by infallible authority,
then, if our abstract science were perfect, we should become prophets. But
the causes are not so revealed: they are to be collected by observation; and
observation in circumstances of complexity is apt to be imperfect. Some of
the causes may lie beyond observation; many are apt to escape it, unless we
are on the look-out for them; and it is only the habit of long and accurate
observation which can give us so correct a preconception what causes we are
likely to find, as shall induce us to look for them in the right quarter. But such
is the nature of human understanding, that the very fact of attending with
intensity to one part of a thing, has a tendency to withdraw the attention
from the other parts. We are consequently in great danger of adverting to a
portion only of the causes which are actually at work. And if we are in this
predicament, the more accurate our deductions and the more certain our
conclusions in the abstract (that is, making abstraction of all circumstances
except those which form part of the hypothesis), the less we are likely to
suspect that we are in error: for no one could have looked closely into
the sources of fallacious thinking without being deeply conscious that the
coherence, and neat concatenation of our philosophical systems, is more apt
than we are commonly aware to pass with us as evidence of their truth.

We cannot, therefore, too carefully endeavour to verify our theory, by
comparing, in the particular cases to which we have access, the results which
itwould have led us to predict, with most trustworthy accounts we can obtain
of those which have been actually realized. The discrepancy between our
anticipations and the actual fact is often the only circumstance which would
have drawn our attention to some important disturbing cause which we had
overlooked. Nay, it often discloses to us errors in thought, still more serious
than the omission of what can with any propriety be termed a disturbing
cause. It often reveals to us that the basis itself of our whole argument
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is insufficient; that the data, from which we had reasoned, comprise only
a part, and not always the most important part, of the circumstances by
which the result is really determined. Such oversights are committed by very
good reasoners, and even by a still rarer class, that of good observers. It
is a kind of error to which those are peculiarly liable whose views are the
largest and most philosophical; for exactly in that ratio are their minds more
accustomed to dwell upon those laws, qualities, and tendencies, which are
common to large classes of cases, and which belong to all place and all time;
while it often happens that circumstances almost peculiar to the particular
case or era have a far greater share in governing that one case.

Although, therefore, a philosopher be convinced that no general truths
can be attained in the affairs of nations by the a posteriori road, it does
not the less behove him, according to the measure of his opportunities, to
shift and scrutinize the details of every specific experiment. Without this,
he may be an excellent professor of abstract science; for a person may be
of great use who points out correctly what effects will follow from certain
combinations of possible circumstances, in whatever tract of the extensive
region of hypothetical cases those combinations may be found. He stands
in the same relation to the legislator, as the mere geographer to the practical
navigator; telling him the latitude and longitude of all sorts of places, but
not how to find whereabouts he himself is sailing. If, however, he does no
more than this, he must rest contented to take no share in practical politics;
to have no opinion, or to hold it with extreme modesty, on the applications
which should be made of his doctrines to existing circumstances.

No one who attempts to lay down propositions for the guidance of
mankind, however perfect his scientific acquirements, can dispense with
a practical knowledge of the actual modes in which the affairs of the world
are carried on, and an extensive personal experience of the actual ideas, feel-
ings, and intellectual and moral tendencies of his own country and of his
own age. The true practical statesman is he who combines this experience
with a profound knowledge of abstract political philosophy. Either acquire-
ment, without the other, leaves him lame and impotent if he is sensible of the
deficiency; renders him obstinate and presumptuous if, as is more probable,
he is entirely unconscious of it.

Such, then, are the respective offices and uses of the a priori and the a
posteriori methods — the method of abstract science, and that of specific
experiment — as well in Political Economy, as in all the other branches of
social philosophy. Truth compels us to express our conviction that whether
among those who have written on these subjects, or among those for whose
use they wrote, few can be pointed out who have allowed to each of these
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methods its just value, and systematically kept each to its proper objects and
functions. One of the peculiarities of modern times, the separation of theory
from practice — of the studies of the closet from the outward business of the
world — has given a wrong bias to the ideas and feelings both of the student
and of the man of business. Each undervalues that part of the materials of
thought with which he is not familiar. The one despises all comprehensive
views, the other neglects details. The one draws his notion of the universe
from the few objects with which his course of life has happened to render
him familiar; the other having got demonstration on his side, and forgetting
that it is only a demonstration nisi — a proof at all times liable to be set aside
by the addition of a single new fact to the hypothesis — denies, instead of
examining and sifting, the allegations which are opposed to him. For this he
has considerable excuse in the worthlessness of the testimony on which the
facts brought forward to invalidate the conclusions of theory usually rest. In
these complex matters, men see with their preconceived opinions, not with
their eyes: an interested or a passionate man’s statistics are of little worth;
and a year seldom passes without examples of the astounding falsehoods
which large bodies of respectable men will back each other in publishing
to the world as facts within their personal knowledge. It is not because a
thing is asserted to be true, but because in its nature it may be true, that
a sincere and patient inquirer will feel himself called upon to investigate
it. He will use the assertions of opponents not as evidence, but indications
leading to evidence; suggestions of the most proper course for his own
inquiries.

But while the philosopher and the practical man bandy half-truths with
one another, we may seek far without finding one who, placed on a higher
eminence of thought, comprehends as a whole what they see only in sep-
arate parts; who can make the anticipations of the philosopher guide the
observation of the practical man, and the specific experience of the practical
man warn the philosopher where something is to be added to his theory.

The most memorable example in modern times of a man who united the
spirit of philosophy with the pursuits of active life, and kept wholly clear
from the partialities and prejudices both of the student and of the practical
statesman, was Turgot; the wonder not only of his age, but of history, for his
astonishing combination of the most opposite, and, judging from common
experience, almost incompatible excellences.

Though it is impossible to furnish any test by which a speculative thinker,
either in Political Economy or in any other branch of social philosophy,
may know that he is competent to judge of the application of his principles
to the existing condition of his own or any other country, indications may
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be suggested by the absence of which he may well and surely know that
he is not competent. His knowledge must at least enable him to explain
and account for what is, or he is an insufficient judge of what ought to be.
If a political economist, for instance, finds himself puzzled by any recent
or present commercial phenomena; if there is any mystery to him in the
late or present state of the productive industry of the country, which his
knowledge of principle does not enable him to unriddle; he may be sure
that something is wanting to render his system of opinions a safe guide in
existing circumstances. Either some of the facts which influence the situation
of the country and the course of events are not known to him; or, knowing
them, he knows not what ought to be their effects. In the latter case his
system is imperfect even as an abstract system; it does not enable him to
trace correctly all the consequences even of assumed premises. Though he
succeed in throwing doubts upon the reality of some of the phenomena
which he is required to explain, his task is not yet completed; even then he is
called upon to show how the belief, which he deems unfounded, arose; and
what is the real nature of the appearances which gave a colour of probability
to allegations which examination proves to be untrue.

When the speculative politician has gone through this labour — has gone
through it conscientiously, not with the desire of finding his system complete,
but of making it so — he may deem himself qualified to apply his principles
to the guidance of practice: but he must still continue to exercise the same
discipline upon every new combination of facts as it arises; he must make a
large allowance for the disturbing influence of unforeseen causes, and must
carefully watch the result of every experiment, in order that any residuum
of facts which his principles did not lead him to expect, and do not enable
him to explain, may become the subject of a fresh analysis, and furnish the
occasion for a consequent enlargement or correction of his general views.

The method of the practical philosopher consists, therefore, of two
processes; the one analytical, the other synthetical. He must analyze the
existing state of society into its elements, not dropping and losing any of
them by the way. After referring to the experience of individual man to learn
the law of each of these elements, that is, to learn what are its natural effects,
and how much of the effect follows from so much of the cause when not
counteracted by any other cause, there remains an operation of synthesis; to
put all these effects together, and, from what they are separately, to collect
what would be the effect of all the causes acting at once. If these various
operations could be correctly performed, the result would be prophecy; but
as they can be performed only with a certain approximation of correctness,
mankind can never predict with absolute certainty, but only with a less or
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greater degree of probability; according as they are better or worse apprised
what the causes are, — have learnt with more or less accuracy from experience
the law to which each of those causes, when acting separately, conforms, —
and have summed up the aggregate effect more or less carefully.

With all the precautions which have been indicated there will still be some
danger of falling into partial views; but we shall at least have taken the best
securities against it. All that we can do more, is to endeavour to be impartial
critics of our own theories, and to free ourselves, as far as we are able, from
that reluctance from which few inquirers are altogether exempt, to admit
the reality or relevancy of any facts which they have not previously either
taken into, or left a place open for in, their systems.

If indeed every phenomenon was generally the effect of no more than
one cause, a knowledge of the law of that cause would, unless there was a
logical error in our reasoning, enable us confidently to predict all the circum-
stances of the phenomenon. We might then, if we had carefully examined
our premises and our reasoning, and found no flaw, venture to disbelieve
the testimony which might be brought to show that matters had turned out
differently from what we should have predicted. If the causes of erroneous
conclusions were always patent on the face of the reasonings which lead to
them, the human understanding would be a far more trustworthy instru-
ment than it is. But the narrowest examination of the process itself will
help us little towards discovering that we have omitted part of the premises
which we ought to have taken into our reasoning. Effects are commonly
determined by a concurrence of causes. If we have overlooked any one cause,
we may reason justly from all the others, and only be the further wrong. Our
premises will be true, and our reasoning correct, and yet the result of no value
in the particular case. There is, therefore, almost always room for a modest
doubt as to our practical conclusions. Against false premises and unsound
reasoning, a good mental discipline may effectually secure us; but against
the danger of overlooking something, neither strength of understanding nor
intellectual cultivation can be more than a very imperfect protection. A per-
son may be warranted in feeling confident, that whatever he has carefully
contemplated with his mind’s eye he has seen correctly; but no one can be
sure that there is not something in existence which he has not seen at all.
He can do no more than satisfy himself that he has seen all that is visible
to any other persons who have concerned themselves with the subject. For
this purpose he must endeavour to place himself at their point of view, and
strive earnestly to see the object as they see it; nor give up the attempt until
he has either added the appearance which is floating before them to his own
stock of realities, or made out clearly that it is an optical deception.
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The principles which we have now stated are by no means alien to common
apprehension: they are not absolutely hidden, perhaps, from any one, but
are commonly seen through a mist. We might have presented the latter
part of them in a phraseology in which they would have seemed the most
familiar of truisms: we might have cautioned inquirers against too extensive
generalization, and reminded them that there are exceptions to all rules.
Such is the current language of those who distrust comprehensive thinking,
without having any clear notion why or where it ought to be distrusted.
We have avoided the use of these expressions purposely, because we deem
them superficial and inaccurate. The error, when there is error, does notarise
from generalizing too extensively; that is, from including too wide a range
of particular cases in a single proposition. Doubtless, a man often asserts
of an entire class what is only true of a part of it; but his error generally
consists not in making too wide an assertion, but in making the wrong
kind of assertion: he predicated an actual result, when he should only have
predicated a tendency to the result —a power acting with certain intensity in
that direction. With regard to exceptions; in any tolerably advanced science
there is properly no such thing as an exception. What is thought to be an
exception to a principle is always some other and distinct principle cutting
into the former: some other force which impinges against the first force,
and deflects it from its direction. There are not a law and an exception to
that law — the law acting in ninety-nine cases, and the exception in one.
There are two laws, each possibly acting in the whole hundred cases, and
bringing about a common effect by their conjunct operation. If the force
which, being the less conspicuous of the two, is called the disturbing force,
prevails sufficiently over the other force in some one case, to constitute
that case what is commonly called an exception, the same disturbing force
probably acts as a modifying cause in many other cases which no one will
call exceptions.

Thus if it were stated to be a law of nature, that all heavy bodies fall to
the ground, it would probably be said that the resistance of the atmosphere,
which prevents a balloon from falling, constitutes the balloon an exception
to that pretended law of nature. But the real law is, that all I heavy bodies
tend to fall; and to this there is no exception, not even the sun and moon;
for even they, as every astronomer knows, tend towards the earth, with
force exactly equal to that with which the earth tends towards them. The
resistance of the atmosphere might, in the particular case of the balloon,
from a misapprehension of what the law of gravitation is, be said to prevail
over the law; but its disturbing effect is quite as real in every other case, since
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though it does not prevent, it retards the fall of all bodies whatever. The rule,
and the so-called exception, do not divide the cases between them; each of
them is a comprehensive rule extending to all cases. To call one of these
concurrent principles an exception to the other, is superficial, and contrary
to the correct principles of nomenclature and arrangement. An effect of
precisely the same kind, and arising from the same cause, ought not to be
placed in two different categories, merely as there does or does not exist
another cause preponderating over it.

It is only in art, as distinguished from science, that we can with propriety
speak of exceptions. Art, the immediate end of which is practice, has nothing
to do with causes, except as the means of bringing about effects. However
heterogeneous the causes, it carries the effects of them all into one single
reckoning, and according as the sum-total is plus or minus, according as it
falls above or below a certain line, Art says, Do this, or Abstain from doing it.
The exception does not run by insensible degrees into the rule, like what are
called exceptions in science. In a question of practice it frequently happens
that a certain thing is either fit to be done, or fit to be altogether abstained
from, there being no medium. If, in the majority of cases, it is fit to be done,
that is made the rule. When a case subsequently occurs in which the thing
ought not to be done, an entirely new leaf is turned over; the rule is now
done with, and dismissed: a new train of ideas is introduced, between which
and those involved in the rule is a broad line of demarcation; as broad and
tranchant as the difference between Ay and No. Very possibly, between the
last case which comes within the rule and the first of the exception, there is
only the difference of a shade: but that shade probably makes the whole inter-
val between acting in one way and in a totally different one. We may, there-
fore, in talking of art, unobjectionably speak of the rule and the exception;
meaningby therule, the casesin which there exists a preponderance, however
slight, of inducements for acting in a particular way; and by the exception,
the cases in which the preponderance is on the contrary side.

Note

1. One of the strongest reasons for drawing the line of separation clearly and broadly
between science and art is the following: That the principle of classification in
science most conveniently follows the classification of causes, while arts must nec-
essarily be classified according to the classification of the effects, the production
of which is their appropriate end. Now an effect, whether in physics or morals,
commonly depends upon a concurrence of causes, and it frequently happens
that several of these causes belong to different sciences. Thus in the construction
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of engines upon the principles of the science of mechanics, it is necessary to bear
in mind the chemical properties of the material, such as its liability to oxydize;
its electrical and magnetic properties, and so forth. From this it follows that
although the necessary foundation of all art is science, that is, the knowledge of
the properties or laws of the objects upon which, and with which, the art does its
work; it is not equally true that every art corresponds to one particular science.
Each art presupposes, not one science, but science in general; or, at least, many
distinct sciences.
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Objectivity and Understanding in Economics

Max Weber

Max Weber (1864-1920) was born in Erfurt and taught at the universities of
Freiburg, Heidelberg, Vienna, and Munich. He is most often regarded as a soci-
ologist, although he was well educated in economics and took an active role in
debates about the methodology of economics. He is perhaps best known for his
The Protestant Ethic and the Spirit of Capitalism, in which he maintains that Calvin-
ism was instrumental in the early development of capitalism; but he made a great
many fundamental contributions to our understanding of societies. His method-
ological writings have also been extremely influential. Reprinted here are excerpts
from ““Objectivity’ in Social Science and Social Policy,” which is probably the best
known of his methodological writings.

All serious reflection about the ultimate elements of meaningful human
conduct is oriented primarily in terms of the categories “end” and “means.”
We desire something concretely either “for its own sake” or as a means of
achieving something else which is more highly desired. The question of
the appropriateness of the means for achieving a given end is undoubtedly
accessible to scientific analysis. Inasmuch as we are able to determine (within
the present limits of our knowledge) which means for the achievement of
a proposed end are appropriate or inappropriate, we can in this way esti-
mate the chances of attaining a certain end by certain available means. In
this way we can indirectly criticize the setting of the end itself as practically
meaningful (on the basis of the existing historical situation) or as meaning-
less with reference to existing conditions. Furthermore, when the possibility
of attaining a proposed end appears to exist, we can determine (naturally
within the limits of our existing knowledge) the consequences which the
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application of the means to be used will produce in addition to the eventual
attainment of the proposed end, as a result of the interdependence of all
events. We can then provide the acting person with the ability to weigh and
compare the undesirable as over against the desirable consequences of his
action. Thus, we can answer the question: what will the attainment of a
desired end “cost” in terms of the predictable loss of other values? Since,
in the vast majority of cases, every goal that is striven for does “cost” or
can “cost” something in this sense, the weighing of the goal in terms of the
incidental consequences of the action which realizes it cannot be omitted
from the deliberation of persons who act with a sense of responsibility. One
of the most important functions of the fechnical criticism which we have
been discussing thus far is to make this sort of analysis possible. To apply
the results of this analysis in the making of a decision, however, is not a
task which science can undertake; it is rather the task of the acting, willing
person: he weighs and chooses from among the values involved according
to his own conscience and his personal view of the world. Science can make
him realize that all action and naturally, according to the circumstances,
inaction imply in their consequences the espousal of certain values — and
herewith — what is today so willingly overlooked — the rejection of certain
others. The act of choice itself is his own responsibility. . . .

The type of social science in which we are interested is an empirical science
of concrete reality (Wirklichkeitswissenschaft). Our aim is the understanding
of the characteristic uniqueness of the reality in which we move. We wish
to understand on the one hand the relationships and the cultural signif-
icance of individual events in their contemporary manifestations and on
the other the causes of their being historically so and not otherwise. Now,
as soon as we attempt to reflect about the way in which life confronts us
in immediate concrete situations, it presents an infinite multiplicity of suc-
cessively and coexistently emerging and disappearing events, both “within”
and “outside” ourselves. The absolute infinitude of this multiplicity is seen
to remain undiminished even when our attention is focused on a single
“object,” for instance, a concrete act of exchange, as soon as we seriously
attempt an exhaustive description of all the individual components of this
“individual phenomenon,” to say nothing of explaining it causally. All the
analysis of infinite reality which the finite human mind can conduct rests on
the tacit assumption that only a finite portion of this reality constitutes the
object of scientific investigation, and that only it is “important” in the sense
of being “worthy of being known.” But what are the criteria by which this
segment is selected? It has often been thought that the decisive criterion in
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the cultural sciences, too, was in the last analysis, the “regular” recurrence
of certain causal relationships. The “laws” which we are able to perceive in
the infinitely manifold stream of events must — according to this concep-
tion — contain the scientifically “essential” aspect of reality. As soon as we
have shown some causal relationship to be a “law,” i.e., if we have shown it
to be universally valid by means of comprehensive historical induction or
have made it immediately and tangibly plausible according to our subjec-
tive experience, a great number of similar cases order themselves under the
formula thus attained. Those elements in each individual event which are
left unaccounted for by the selection of their elements subsumable under
the “law” are considered as scientifically unintegrated residues which will be
taken care of in the further perfection of the system of “laws.” Alternatively
they will be viewed as “accidental” and therefore scientifically unimportant
becausethey do not fit into the structure of the “law”; in other words, they are
not typical of the event and hence can only be the objects of “idle curiosity.”
Accordingly, even among the followers of the Historical School we contin-
ually find the attitude which declares that the ideal which all the sciences,
including the cultural sciences, serve and towards which they should strive
even in the remote future is a system of propositions from which reality can
be “deduced.” As is well known, a leading natural scientist believed that he
could designate the (factually unattainable) ideal goal of such a treatment
of cultural reality as a sort of “astronomical” knowledge. . . .

We have designated as “cultural sciences” those disciplines which analyze
the phenomena oflife in terms of their cultural significance. The significance
of a configuration of cultural phenomena and the basis of this significance
cannot however be derived and rendered intelligible by a system of analytical
laws ( Gesetzesbegriffen), however perfect it may be, since the significance of
cultural events presupposes a value-orientation towards these events. The
concept of culture is a value-concept. Empirical reality becomes “culture” to
usbecause and insofar as we relate it to value ideas. It includes those segments
and only those segments of reality which have become significant to us
because of this value-relevance. Only a small portion of existing concrete
reality is colored by our value-conditioned interest and it alone is significant
to us. It is significant because it reveals relationships which are important
to us due to their connection with our values. Only because and to the
extent that this is the case is it worthwhile for us to know it in its individual
features. We cannot discover, however, what is meaningful to us by means
of a “presuppositionless” investigation of empirical data. Rather perception
of its meaningfulness to us is the presupposition of its becoming an object
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of investigation. Meaningfulness naturally does not coincide with laws as
such, and the more general the law the less the coincidence. For the specific
meaning which a phenomenon has for us is naturally not to be found in
those relationships which it shares with many other phenomena. . . .

What is the consequence of all this?

Naturally, it does not imply that the knowledge of universal propositions,
the construction of abstract concepts, the knowledge of regularities and the
attempt to formulate “Jaws” have no scientific justification in the cultural
sciences. Quite the contrary, if the causal knowledge of the historians consists
of the imputation of concrete effects to concrete causes, a valid imputation
of any individual effect without the application of “nomeological” knowledge—
i.e., the knowledge of recurrent causal sequences — would in general be
impossible. Whether a single individual component of a relationship is, in
a concrete case, to be assigned causal responsibility for an effect, the causal
explanation of which is at issue, can in doubtful cases be determined only by
estimating the effects which we generally expect from it and from the other
components of the same complex which are relevant to the explanation. In
other words, the “adequate” effects of the causal elements involved must
be considered in arriving at any such conclusion. The extent to which the
historian (in the widest sense of the word) can perform this imputation in
a reasonably certain manner with his imagination sharpened by personal
experience and trained in analytic methods and the extent to which he
must have recourse to the aid of special disciplines which make it possible,
varies with the individual case. Everywhere, however, and hence also in
the sphere of complicated economic processes, the more certain and the
more comprehensive our general knowledge the greater is the certainty of
imputation. This proposition is not in the least affected by the fact that
even in the case of all so-called “economic laws” without exception, we
are concerned here not with “laws” in the narrower exact natural science
sense, but with adequate causal relationships expressed in rules and with
the application of the category of “objective possibility.” The establishment
of such regularities is not the end but rather the means of knowledge. It is
entirely a question of expediency, to be settled separately for each individual
case, whether aregularly recurrent causal relationship of everyday experience
should be formulated into a “law.” Laws are important and valuable in the
exact natural sciences, in the measure that those sciences are universally
valid. For the knowledge of historical phenomena in their concreteness, the
most general laws, because they are most devoid of content, are also the least
valuable. The more comprehensive the validity, — or scope — of a term, the
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more it leads us away from the richness of reality since, in order to include the
common elements of the largest possible number of phenomena, it must
necessarily be as abstract as possible and hence devoid of content. In the
cultural sciences, the knowledge of the universal or general is never valuable
in itself.

The conclusion which follows from the above is that an “objective” anal-
ysis of cultural events, which proceeds according to the thesis that the ideal
of science is the reduction of empirical reality of “laws,” is meaningless. It is
not meaningless, as is often maintained, because cultural or psychic events
for instance are “objectively” less governed by laws. It is meaningless for a
number of other reasons. Firstly, because the knowledge of social laws is not
knowledge of social reality but is rather one of the various aids used by our
minds for attaining this end; secondly, because knowledge of cultural events
is inconceivable except on a basis of the significance which the concrete con-
stellations of reality have for us in certain individual concrete situations. In
which sense and in which situations this is the case is not revealed to us by
any law; it is decided according to the value-ideas in the light of which we
view “culture” in each individual case. “Culture” is a finite segment of the
meaningless infinity of the world process, a segment on which human beings
confer meaning and significance. This is true for the human being who views
a particular culture as a mortal enemy and who seeks to “return to nature.”
He can attain this point of view only after viewing the culture in which he
lives from the standpoint of his values, and finding it “too soft.” This is
the purely logical-formal fact which is involved when we speak of the log-
ically necessary rootedness of all historical entities (historische Individuen)
in “evaluative ideas.” The transcendental presupposition of every cultural
sciencelies not in our finding a certain culture or any “culture” in general to
be valuable but rather in the fact that we are cultural beings, endowed with
the capacity and the will to take a deliberate attitude towards the world and
to lend it significance. Whatever this significance may be, it will lead us to
judge certain phenomena of human existence in its light and to respond
to them as being (positively or negatively) meaningful. Whatever may be
the content of this attitude — these phenomena have cultural significance
for us and on this significance alone rests its scientific interest. Thus when
we speak here of the conditioning of cultural knowledge through evaluative
ideas (Wertideen) (following the terminology of modern, logic), it is done
in the hope that we will not be subject to crude misunderstandings such as
the opinion that cultural significance should be attributed only to valuable
phenomena. Prostitution is a cultural phenomenon just as much as religion
or money. All three are cultural phenomena only because and only insofar as
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their existence and the form which they historically assume touch directly
or indirectly on our cultural interests and arouse our striving for knowledge
concerning problems brought into focus by the evaluating ideas which give
significance to the fragment of reality analyzed by those concepts.

All knowledge of cultural reality, as may be seen, is always knowledge
from particular points of view. When we require from the historian and
social research worker as an elementary presupposition that they distin-
guish the important from the trivial and that they should have the necessary
“point of view” for this distinction, we mean that they must understand
how to relate the events of the real world consciously or unconsciously to
universal “cultural values” and to select out those relationships which are
significant for us. If the notion that those standpoints can be derived from
the “facts themselves” continually recurs, it is due to the naive self-deception
of the specialist who is unaware that it is due to the evaluative ideas with
which he unconsciously approaches his subject matter, that he has selected
from an absolute infinity a tiny portion with the study of which he concerns
himself. In connection with this selection of individual special “aspects”
of the event which always and everywhere occurs, consciously or uncon-
sciously, there also occurs that element of cultural-scientific work which is
referred to by the often-heard assertion that the “personal” element of a
scientific work is what is really valuable in it, and that personality must be
expressed in every work if its existence is to be justified. To be sure, without
the investigator’s evaluative ideas, there would be no principle of selection
of subject-matter and no meaningful knowledge of the concrete reality. Just
as without the investigator’s conviction regarding the significance of par-
ticular cultural facts, every attempt to analyze concrete reality is absolutely
meaningless, so the direction of his personal belief, the refraction of val-
ues in the prism of his mind, gives direction to his work. And the values
to which the scientific genius relates the object of his inquiry may deter-
mine, i.e., decide the “conception” of a whole epoch, not only concerning
what is regarded as “valuable” but also concerning what is significant or
insignificant, “important” or “unimportant” in the phenomena.

Accordingly, cultural science in our sense involves “subjective” presup-
positions insofar as it concerns itself only with those components of reality
which have some relationship, however indirect, to events to which we attach
cultural significance. Nonetheless, it is entirely causal knowledge exactly in
the same sense as the knowledge of significant concrete (individueller) nat-
ural events which have a qualitative character. Among the many confusions
which the overreaching tendency of a formal-juristic outlook has brought
about in the cultural sciences, there has recently appeared the attempt to
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“refute” the “materialistic conception of history” by a series of clever but fal-
lacious arguments which state that since all economic life must take place in
legally or conventionally regulated forms, all economic “development” must
take the form of striving for the creation of new legal forms. Hence, it is said
to be intelligible only through ethical maxims and is on this account essen-
tially different from every type of “natural” development. Accordingly the
knowledge of economic development is said to be “teleological” in character.
Without wishing to discuss the meaning of the ambiguous term “develop-
ment,” or the logically no less ambiguous term “teleology” in the social
sciences, it should be stated that such knowledge need not be “teleological”
in the sense assumed by this point of view. The cultural significance of nor-
matively regulated legal relations and even norms themselves can undergo
fundamental revolutionary changes even under conditions of the formal
identity of the prevailing legal norms. Indeed, if one wishes to lose one’s
self for a moment in phantasies about the future, one might theoretically
imagine, let us say, the “socialization of the means of production” unaccom-
panied by any conscious “striving” towards this result, and without even the
disappearance or addition of a single paragraph of our legal code; the statis-
tical frequency of certain legally regulated relationships might be changed
fundamentally, and in many cases, even disappear entirely; a great number of
legal norms might become practically meaningless and their whole cultural
significance changed beyond identification. De lege ferenda discussions may
be justifiably disregarded by the “materialistic conception of history” since
its central proposition is the indeed inevitable change in the significance of
legal institutions. Those who view the painstaking labor of causally under-
standing historical reality as of secondary importance can disregard it, but it
is impossible to supplant it by any type of “teleology.” From our viewpoint,
“purpose” is the conception of an effect which becomes a cause of an action.
Since we take into account every cause which produces or can produce a
significant effect, we also consider this one. Its specific significance consists
only in the fact that we not only observe human conduct but can and desire
to understand it.

Undoubtedly, all evaluative ideas are “subjective.” Between the “histori-
cal” interest in a family chronicle and that in the development of the great-
est conceivable cultural phenomena which were and are common to a
nation or to mankind over long epochs, there exists an infinite gradation of
“significance” arranged into an order which differs for each of us. And they
are, naturally, historically variable in accordance with the character of the
culture and the ideas which rule men’s minds. But it obviously does not
follow from this that research in the cultural sciences can only have results
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which are “subjective” in the sense that they are valid for one person and not
for others. Only the degree to which they interest different persons varies. In
other words, the choice of the object of investigation and the extent or depth
to which this investigation attempts to penetrate into the infinite causal web,
are determined by the evaluative ideas which dominate the investigator and
his age. In the method of investigation, the guiding “point of view” is of
great importance for the construction of the conceptual scheme which will
be used in the investigation. In the mode of their use, however, the investi-
gator is obviously bound by the norms of our thought just as much here as
elsewhere. For scientific truth is precisely what is valid for all who seek truth.

However, there emerges from this the meaninglessness of the idea which
prevails occasionally even among historians, namely, that the goal of the
cultural sciences, however far it may be from realization, is to construct a
closed system of concepts, in which reality is synthesized in some sort of
permanently and universally valid classification and from which it can again
be deduced. The stream of immeasurable events flows unendingly towards
eternity. The cultural problems which move men form themselves ever anew
and in different colors, and the boundaries of that area in the infinite stream
of concrete events which acquires meaning and significance for us, i.e.,
which becomes an “historical individual,” are constantly subject to change.
The intellectual contexts from which it is viewed and scientifically analyzed
shift. The points of departure of the cultural sciences remain changeable
throughout the limitless future aslongas a Chinese ossification of intellectual
life does not render mankind incapable of setting new questions to the
eternally inexhaustible flow of life. A systematic science of culture, even
only in the sense of a definitive, objectively valid, systematic fixation of the
problems which it should treat, would be senseless in itself. Such an attempt
could only produce a collection of numerous, specifically particularized,
heterogeneous and disparate viewpoints in the light of which reality becomes
“culture” through being significant in its unique character.

Having now completed this lengthy discussion, we can finally turn to
the question which is methodologically relevant in the consideration of the
“objectivity” of cultural knowledge. The question: what is the logical func-
tion and structure of the concepts which our science, like all others, uses?
Restated with special reference to the decisive problem, the question is: what
is the significance of theory and theoretical conceptualization (theoretische
Begriffsbildung) for our knowledge of cultural reality?

Economics was originally — as we have already seen — a “technique,” at
least in the central focus of its attention. By this we mean that it viewed real-
ity from an at least ostensibly unambiguous and stable practical evaluative
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standpoint: namely, the increase of the “wealth” of the population. It was
on the other hand, from the very beginning, more than a “technique” since
it was integrated into the great scheme of the natural law and rationalistic
Weltanschauung of the eighteenth century. The nature of that Weltanschau-
ung with its optimistic faith in the theoretical and practical rationalizability
of reality had an important consequence insofar as it obstructed the discov-
ery of the problematic character of that standpoint which had been assumed
as self-evident. As the rational analysis of society arose in close connection
with the modern development of natural science, so it remained related to
it in its whole method of approach. In the natural sciences, the practical
evaluative attitude toward what was immediately and technically useful was
closely associated from the very first with the hope, taken over as a her-
itage of antiquity and further elaborated, of attaining a purely “objective”
(i.e., independent of all individual contingencies) monistic knowledge of the
totality of reality in a conceptual system of metaphysical validity and mathe-
matical form. It was thought that this hope could be realized by the method
of generalizing abstraction and the formulation of laws based on empirical
analysis. The natural sciences which were bound to evaluative standpoints,
such as clinical medicine and even more what is conventionally called “tech-
nology” became purely practical “arts.” The values for which they strove,
e.g., the health of the patient, the technical perfection of a concrete produc-
tive process, etc., were fixed for the time being for all of them. The methods
which they used could only consist in the application of the laws formulated
by the theoretical disciplines. Every theoretical advance in the construction
of these laws was or could also be an advance for the practical disciplines.
With the end given, the progressive reduction of concrete practical questions
(e.g., a case of illness, a technical problem, etc.) to special cases of generally
valid laws, meant that extension of theoretical knowledge was closely asso-
ciated and identical with the extension of technical-practical possibilities.
When modern biology subsumed those aspects of reality which interest
us historically, i.e., in all their concreteness, under a universally valid evolu-
tionary principle, which at least had the appearance — but not the actual-
ity — of embracing everything essential about the subject in the scheme of
universally valid laws, this seemed to be the final twilight of all evaluative
standpoints in all the sciences. For since the so-called historical event was
a segment of the totality of reality, since the principle of causality which
was the presupposition of all scientific work, seemed to require the analysis
of all events into generally valid “laws,” and in view of the overwhelming
success of the natural sciences which took this idea seriously, it appeared as if
there was in general no conceivable meaning of scientific work other than the
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discovery of the laws of events. Only those aspects of phenomena which were
involved in the “laws” could be essential from the scientific point of view,
and concrete “individual” events could be considered only as “types,” i.e., as
representative illustrations of laws. An interest in such events in themselves
did not seem to be a “scientific” interest.

It is impossible to trace here the important repercussions of this will-
to-believe of naturalistic monism in economics. When socialist criticism
and the work of the historians were beginning to transform the original
evaluative standpoints, the vigorous development of zoological research on
one hand and the influence of Hegelian panlogism on the other prevented
economics from attaining a clear and full understanding of the relationship
between concept and reality. The result, to the extent that we are interested
in it, is that despite the powerful resistance to the infiltration of naturalistic
dogma due to German idealism since Fichte and the achievement of the
German Historical School in law and economics and partly because of the
very work of the Historical School, the naturalistic viewpoint in certain
decisive problems has not yet been overcome. Among these problems we find
the relationship between “theory” and “history,” which is still problematic
in our discipline.

The “abstract”-theoretical method even today shows unmediated and
ostensibly irreconcilable cleavage from empirical-historical research. The
proponents of this method recognize in a thoroughly correct way the
methodological impossibility of supplanting the historical knowledge of
reality by the formulation of laws or, vice versa, of constructing “laws” in
the rigorous sense through the mere juxtaposition of historical observa-
tions. Now in order to arrive at these laws — for they are certain that science
should be directed towards these as its highest goal — they take it to be a fact
that we always have a direct awareness of the structure of human actions in
all their reality. Hence — so they think — science can make human behavior
directly intelligible with axiomatic evidentness and accordingly reveal its
laws. The only exact form of knowledge — the formulation of immediately
and intuitively evident laws —is however at the same time the only one which
offers access to events which have not been directly observed. Hence, at least
as regards the fundamental phenomena of economic life, the construction
of a system of abstract and therefore purely formal propositions analogous
to those of the exact natural sciences, is the only means of analyzing and
intellectually mastering the complexity of social life. In spite of the funda-
mental methodological distinction between historical knowledge and the
knowledge of “laws” which the creator of the theory drew as the first and
only one, he now claims empirical validity, in the sense of the deducibility of
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reality from “laws,” for the propositions of abstract theory. It is true that this
is not meant in the sense of empirical validity of the abstract economic laws
as such, but in the sense that when equally “exact” theories have been con-
structed for all the other relevant factors, all these abstract theories together
must contain the true reality of the object — i.e., whatever is worthwhile
knowing about it. Exact economic theory deals with the operation of one
psychic motive, the other theories have as their task the formulation of the
behavior of all the other motives into similar sorts of propositions enjoying
hypothetical validity. Accordingly, the fantastic claim has occasionally been
made for economic theories — e.g., the abstract theories of price, interest,
rent, etc., — that they can, by ostensibly following the analogy of physical
science propositions, be validly applied to the derivation of quantitatively
stated conclusions from given real premises, since given the ends, economic
behavior with respect to means is unambiguously “determined.” This claim
fails to observe that in order to be able to reach this result even in the sim-
plest case, the totality of the existing historical reality including every one
of its causal relationships must be assumed as “given” and presupposed as
known. But if this type of knowledge were accessible to the finite mind of
man, abstract theory would have no cognitive value whatsoever. The natural-
istic prejudice that every concept in the cultural sciences should be similar
to those in the exact natural sciences has led in consequence to the mis-
understanding of the meaning of this theoretical construction (theoretische
Gedankengebilde). It has been believed that it is a matter of the psychological
isolation of a specific “impulse,” the acquisitive impulse, or of the isolated
study of a specific maxim of human conduct, the so-called economic princi-
ple. Abstract theory purported to be based on psychological axiomsand as a
result historians have called for an empirical psychology in order to show the
invalidity of those axioms and to derive the course of economic events from
psychological principles. We do not wish at this point to enter into a detailed
criticism of the belief in the significance of a — still to be created — system-
atic science of “social psychology” as the future foundation of the cultural
sciences, and particularly of social economics, Indeed, the partly brilliant
attempts which have been made hitherto to interpret economic phenomena
psychologically, show in any case that the procedure does not begin with
the analysis of psychological qualities, moving then to the analysis of social
institutions, but that, on the contrary, insight into the psychological precon-
ditions and consequences of institutions presupposes a precise knowledge
of the latter and the scientific analysis of their structure. In concrete cases,
psychological analysis can contribute then an extremely valuable deepen-
ing of the knowledge of the historical cultural conditioning and cultural
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significance of institutions. The interesting aspect of the psychic attitude of a
person in a social situation is specifically particularized in each case, accord-
ing to the special cultural significance of the situation in question. It is a
question of an extremely heterogeneous and highly concrete structure of
psychic motives and influences. Social-psychological research involves the
study of various very disparate individual types of cultural elements with
reference to their interpretability by our empathic understanding. Through
social-psychological research, with the knowledge of individual institutions
as a point of departure, we will learn increasingly how to understand insti-
tutions in a psychological way. We will not however deduce the institutions
from psychological laws or explain them by elementary psychological phe-
nomena.

Thus, the far-flung polemic, which centered on the question of the psy-
chological justification of abstract theoretical propositions, on the scope of
the “acquisitive impulse” and the “economic principle,” etc., turns out to
have been fruitless.

In the establishment of the propositions of abstract theory, it is only appar-
ently a matter of “deductions” from fundamental psychological motives.
Actually, the former are a special case of a kind of concept-construction
which is peculiar and to a certain extent, indispensable, to the cultural sci-
ences. It it worthwhile at this point to describe it in further detail since we
can thereby approach more closely the fundamental question of the sig-
nificance of theory in the social sciences. Therewith we leave undiscussed,
once and for all, whether the particular analytical concepts which we cite or
to which we allude as illustrations, correspond to the purposes they are to
serve, i.e., whether in fact they are well-adapted. The question as to how far,
for example, contemporary “abstract theory” should be further elaborated,
is ultimately also a question of the strategy of science, which must, however
concern itself with other problems as well. Even the “theory of marginal
utility” is subsumable under a “law of marginal utility.”

We have in abstract economic theory an illustration of those synthetic
constructs which have been designated as “ideas” of historical phenomena.
It offers us an ideal picture of events on the commodity-market under con-
ditions of a society organized on the principles of an exchange economy,
free competition and rigorously rational conduct. This conceptual pattern
brings together certain relationships and events of historical life into a com-
plex, which is conceived as an internally consistent system. Substantively, this
construct in itself is like a utopia which has been arrived at by the analytical
accentuation of certain elements of reality. Its relationship to the empirical
data consists solely in the fact that where market-conditioned relationships
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of the type referred to by the abstract construct are discovered or suspected
to exist in reality to some extent, we can make the characteristic features
of this relationship pragmatically clear and understandable by reference to
an ideal-type. This procedure can be indispensable for heuristic as well as
expository purposes. The ideal typical concept will help to develop our skill
in imputation in research: it is no “hypothesis” but it offers guidance to the
construction of hypotheses. It is not a description of reality but it aims to
give unambiguous means of expression to such a description. It is thus the
“idea” of the historically given modern society, based on an exchange econ-
omy, which is developed for us by quite the same logical principles as are
used in constructing the idea of the medieval “city economy” as a “genetic”
concept. When we do this, we construct the concept “city economy” not
as an average of the economic structures actually existing in all the cities
observed but as an ideal-type. An ideal type is formed by the one-sided
accentuation of one or more points of view and by the synthesis of a great
many diffuse, discrete, more or less present and occasionally absent concrete
individual phenomena, which are arranged according to those one-sidedly
emphasized viewpoints into a unified analytical construct (Gedankenbild).
In its conceptual purity, this mental construct (Gedankenbild) cannot be
found empirically anywhere in reality. It is a utopia. Historical research faces
the task of determining in each individual case, the extent to which this
ideal construct approximates to or diverges from reality, to what extent for
example, the economic structure of a certain city is to be classified as a “city-
economy.” When carefully applied, those concepts are particularly useful
in research and exposition. In very much the same way one can work the
“idea” of “handicraft” into a Utopia by arranging certain traits, actually
found in an unclear, confused state in the industrial enterprises of the most
diverse epochs and countries, into a consistent ideal-construct by an accen-
tuation of their essential tendencies. This ideal-type is then related to the
idea (Gedankenausdruck) which one finds expressed there. One can further
delineate a society in which all branches of economic and even intellectual
activity are governed by maxims which appear to be applications of the same
principle which characterizes the ideal-typical “handicraft” system. Further-
more, one can juxtapose alongside the ideal typical “handicraft” system the
antithesis of a correspondingly ideal-typical capitalistic productive system,
which has been abstracted out of certain features of modern large scale
industry. On the basis of this, one can delineate the Utopia of a “capital-
istic” culture, i.e., one in which the governing principle is the investment
of private capital. This procedure would accentuate certain individual con-
cretely diverse traits of modern material and intellectual culture in its unique
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aspects into an ideal construct which from our point of view would be com-
pletely self-consistent. This would then be the delineation of an “idea” of
capitalistic culture. We must disregard for the moment whether and how this
procedure could be carried out. It is possible, or rather, it must be accepted
as certain that numerous, indeed a very great many, Utopias of this sort
can be worked out, of which none is like another, and none of which can
be observed in empirical reality as an actually existing economic system,
but each of which however claims that it is a representation of the “idea”
of capitalistic culture. Each of these can claim to be a representation of the
“idea” of capitalistic culture to the extent that it has really taken certain
traits, meaningful in their essential features, from the empirical reality of
our culture and brought them together into a unified ideal-construct. For
those phenomena which interest us as cultural phenomena are interesting
to us with respect to very different kinds of evaluative ideas to which we
relate them. Inasmuch as the “points of view” from which they can become
significant for us are very diverse, the most varied criteria can be applied
to the selection of the traits which are to enter into the construction of an
ideal-typical view of a particular culture.
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Chapter I: The Subject Matter of Economics

...3. But where, then, are we to turn? The position is by no means hopeless.
Our critical examination of the “materialist” definition has brought us to a
point from which itis possible to proceed forthwith to formulate a definition
which shall be immune from all these strictures.

Let us turn back to the simplest case in which we found this definition
inappropriate — the case of isolated man dividing his time between the
production of real income and the enjoyment of leisure. We have just seen
that such a division may legitimately be said to have an economic aspect.
Wherein does this aspect consist?

The answer is to be found in the formulation of the exact conditions which
make such division necessary. They are four. In the first place, isolated man
wants both real income and leisure. Secondly, he has not enough of either
fully to satisfy his want of each. Thirdly, he can spend his time in augmenting
his real income or he can spend it in taking more leisure. Fourthly, it may
be presumed that, save in most exceptional cases, his want for the different
constituents of real income and leisure will be different. Therefore he has to
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choose. He has to economise. The disposition of his time and his resources
has a relationship to his system of wants. It has an economic aspect.

This example is typical of the whole field of economic studies. From the
point of view of the economist, the conditions of human existence exhibit
four fundamental characteristics. The ends are various. The time and the
means for achieving these ends are limited and capable of alternative appli-
cation. At the same time the ends have different importance. Here we are,
sentient creatures with bundles of desires and aspirations, with masses of
instinctive tendencies all urging us in different ways to action. But the time in
which these tendencies can be expressed is limited. The external world does
not offer full opportunities for their complete achievement. Life is short.
Nature is niggardly. Our fellows have other objectives. Yet we can use our
lives for doing different things, our materials and the services of others for
achieving different objectives.

Now by itself the multiplicity of ends has no necessary interest for the
economist. If I want to do two things, and I have ample time and ample
means with which to do them, and I do not want the time or the means
for anything else, then my conduct assumes none of those forms which are
the subject of economic science. Nirvana is not necessarily single bliss. It is
merely the complete satisfaction of all requirements.

Nor is the mere limitation of means by itself Sufficient to give rise to
economic phenomena. If means of satisfaction have no alternative use, then
they may be scarce, but they cannot be economised The Manna which fell
from heaven may have been scarce, but, if it was impossible to exchange
it for something else or to postpone its use,' it was not the object of any
activity with an economic aspect.

Nor again is the alternative applicability of scarce means a complete con-
dition of the existence of the kind of phenomena we are analysing. If the
economic subject has two ends and one means of satisfying them, and the
two ends are of equal importance, his position will be like the position of
the ass in the fable, paralysed halfway between the two equally attractive
bundles of hay.”

But when time and the means for achieving ends are limited and capable
of alternative application, and the ends are capable of being distinguished in
order of importance, then behaviour necessarily assumes the form of choice.
Every act which involves time and scarce means for the achievement of one
end involves the relinquishment of their use for the achievement of another.
It has an economic aspect.” If [ want bread and sleep, and in the time at my
disposal I cannot have all I want of both, then some part of my wants of
bread and sleep must go unsatisfied. If, in a limited lifetime, I would wish



The Nature and Significance of Economic Science 75

to be both a philosopher and a mathematician, but my rate of acquisition
of knowledge is such that I cannot do both completely, then some part of
my wish for philosophical or mathematical competence or both must be
relinquished.

Now not all the means for achieving human ends are limited. There
are things in the external world which are present in such comparative
abundance that the use of particular units for one thing does not involve
going without other units for others. The air which we breathe, for instance,
is such a “free” commodity. Save in very special circumstances, the fact that
we need air imposes no sacrifice of time or resources. The loss of one cubic
foot of air implies no sacrifice of alternatives. Units of air have no specific
significance for conduct. And it is conceivable that living creatures might
exist whose “ends” were so limited that all goods for them were “free” goods,
that no goods had specific significance.

But, in general, human activity with its multiplicity of objectives has not
this independence of time or specific resources. The time at our disposal
is limited. There are only twenty-four hours in the day. We have to choose
between the different uses to which they may be put. The services which
others put at our disposal are limited. The material means of achieving ends
are limited. We have been turned out of Paradise. We have neither eternal life
nor unlimited means of gratification. Everywhere we turn, if we choose one
thing we must relinquish others which, in different circumstances, we would
wish not to have relinquished. Scarcity of means to satisty ends of varying
importance is an almost ubiquitous condition of human behaviour.*

Here, then, is the unity of subject of Economic Science, the forms assumed
by human behaviour in disposing of scarce means. The examples we have
discussed already harmonise perfectly with this conception. Both the services
of cooks and the services of opera dancers are limited in relation to demand
and can be put to alternative uses. The theory of wages in its entirety is
covered by our present definition. So, too, is the political economy of war.
The waging of war necessarily involves the withdrawal of scarce goods and
services from other uses, if it is to be satisfactorily achieved. It has therefore
an economic aspect. The economist studies the disposal of scarce means. He
isinterested in the way different degrees of scarcity of different goods give rise
to different ratios of valuation between them, and he is interested in the way
in which changes in conditions of scarcity, whether coming from changes
in ends or changes in means — from the demand side or the supply side —
affect these ratios. Economics is the science which studies human behaviour
as a relationship between ends and scarce means which have alternative
uses.” ...
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Chapter IV: The Nature of Economic Generalisations

1. We have now sufficiently discussed the subject-matter of Economics and
the fundamental conceptions associated therewith. But we have not yet
discussed the nature of the generalisations whereby these conceptions are
related. We have not yet discussed the nature and derivation of economic laws.
This, therefore, is the purpose of the present chapter. When it is completed
we shall be in a position to proceed to our second main task — investigation
of the limitations and significance of this system of generalisations.

2. It is the object of this essay to arrive at conclusions which are based
on the inspection of Economic Science as it actually exists. Its aim is not to
discover how Economics should be pursued — that controversy, although we
shall have occasion to refer to it en passant,’ may be regarded as settled as
between reasonable people — but rather what significance is to be attached to
the results which it has already achieved. It will be convenient, therefore, at
the outset of our investigations, if, instead of attempting to derive the nature
of economic generalisations from the pure categories of our subject-matter,”
we proceed rather by examining specimens drawn from the existing body
of analysis.

The most fundamental propositions of economic analysis are the propo-
sitions of the general theory of value. No matter what particular “school”
is in question, no matter what arrangement of subject-matter is adopted,
the body of propositions explaining the nature and the determination of
the relation between given goods of the first order will be found to have a
pivotal position in the whole system. It would be premature to say that the
theory of this part of the subject is complete. But it is clear that enough has
been done to warrant our taking the central propositions as established. We
may proceed, therefore, to inquire on what their validity depends.

It should not be necessary to spend much time showing that it cannot
rest upon a mere appeal to “History”. The frequent concomitance of certain
phenomena in time may suggest a problem to be solved. It cannot by itself
be taken to imply a definite causal relationship. It might be shown that,
whenever the conditions postulated in any of the simple corollaries of the
theory of value have actually existed, the consequences deduced have actu-
ally been observed to follow. Thus, whenever the fixing of prices in relatively
free markets has taken place it has been followed either by evasion or by
the kind of distributive chaos which we associate with the food queues
of the late war or the French or Russian Revolutions.® But this would not
prove that the phenomena in question were causally connected in any inti-
mate sense. Nor would it afford any safe ground for predictions with regard
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to their future relationship. In the absence of rational grounds for suppos-
ing intimate connection, there would be no sufficient reason for supposing
that history “would repeat itself.” For if there is one thing which is shown
by history, not less than by elementary logic, it is that historical induction,
unaided by the analytical judgment, is the worst possible basis of prophecy.’
“History shows”, commences the bore at the club, and we resign ourselves to
the prediction of the improbable. It is one of the great merits of the modern
philosophy of history that it has repudiated all claims of this sort, and indeed
makes it the fundamentum divisionis between history and natural science
that history does not proceed by way of generalising abstraction. !’

Itis equally clear that our belief does not rest upon the results of controlled
experiment. It is perfectly true that the particular case just mentioned has
on more than one occasion been exemplified by the results of government
intervention carried out under conditions which might be held to bear
some resemblance to the conditions of controlled experiment. But it would
be very superficial to suppose that the results of these “experiments” can be
held to justify a proposition of such wide applicability, let alone the central
propositions of the general theory of value. Certainly it would be a very
fragile body of economic generalisations which could be erected on a basis
of this sort. Yet, in fact, our belief in these propositions is as complete as
belief based upon any number of controlled experiments.

But on what, then, does it depend?

It does not require much knowledge of modern economic analysis to
realise that the foundation of the theory of value is the assumption that the
different things that the individual wants to do have a different importance
to him, and can be arranged therefore in a certain order. This notion can
be expressed in various ways and with varying degrees of precision, from
the simple want systems of Menger and the early Austrians to the more
refined scales of relative valuations of Wicksteed and Schonfeld and the
indifference systems of Pareto and Messrs. Hicks and Allen. But in the last
analysis it reduces to this, that we can judge whether different possible
experiences are of equivalent or greater or less importance to us. From this
elementary fact of experience we can derive the idea of the substitutability
of different goods, of the demand for one good in terms of another, of an
equilibrium distribution of goods between different uses, of equilibrium of
exchange and of the formation of prices. As we pass from the description
of the behaviour of the single individual to the discussion of markets we
naturally make other subsidiary assumptions — there are two individuals or
many, the supply is in the hands of a monopoly or of a multiplicity of sellers,
the individuals in one part of the market know or do not know what is going
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on in other parts of the market, the legal framework of the market prohibits
this or that mode of acquisition of exchange, and so on. We assume, too,
a given initial distribution of property.'' But always the main underlying
assumption is the assumption of the schemes of valuation of the different
economic subjects. But this, we have seen already, is really an assumption
of one of the conditions which must be present if there is to be economic
activity at all. It is an essential constituent of our conception of conduct with
an economic aspect.

The propositions so far mentioned all relate to the theory of the valuation
of given goods. In the elementary theory of value and exchange no inquiry
is made into the conditions of continuous production. If we assume that
production takes place, a new set of problems arises, necessitating new prin-
ciples of explanation. We are confronted, e.g., with the problem of explaining
the relation between the value of the products and the value of the factors
which produced them — the so-called problem of imputation. What is the
sanction here for the solutions which have been put forward?

As is well known, the main principle of explanation, supplementary to
the principles of subjective valuation assumed in the narrower theory of
value and exchange, is the principle sometimes described as the Law of
Diminishing Returns. Now the Law of Diminishing Returns is simply one
way of putting the obvious fact that different factors of production are
imperfect substitutes for one another. If you increase the amount of labour
without increasing the amount of land the product will increase, but it will
not increase proportionately. To secure a doubling of the product, if you do
not double both land and labour, you have to more than double either one
of the factors. This is obvious. If it were not so, then all the corn in the world
could be produced from one acre of land. It follows, too, from considerations
more intimately connected with our fundamental conceptions. A class of
scarce factors is to be defined as consisting of those factors which are perfect
substitutes. That is to say, differences in factors is to be defined essentially
as imperfect substitutability. The Law of Diminishing Returns, therefore,
follows from the assumption that there is more than one class of scarce
factors of production.'” The supplementary principle that, within limits,
returns may increase, follows equally directly from the assumption that
factors are relatively indivisible. On the basis of these principles and with
the aid of subsidiary assumptions of the kind already mentioned (the nature
of markets and the legal framework of production, etc.), it is possible to build
up a theory of equilibrium of production.”

Let us turn to more dynamic considerations. The theory of profits, to
use the word in the rather restricted sense in which it has come to be used
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in recent theory, is essentially an analysis of the effects of uncertainty with
regard to the future availability of scarce goods and scarce factors. We live in
a world in which, not only are the things that we want scarce, but their exact
occurrence is a matter of doubt and conjecture. In planning for the future
we have to choose, not between certainties, but rather between a range of
estimated probabilities. It is clear that the nature of this range itself may vary,
and accordingly there must arise not only relative valuation of the different
kinds of uncertainties between themselves, but also of different ranges of
uncertainty similarly compared. From such concepts may be deduced many
of the most complicated propositions of the theory of economic dynamics.'*

And so we could go on. We could show how the use of money can be
deduced from the existence of indirect exchange and how the demand for
money can be deduced from the existence of the same uncertainties that
we have just examined.'> We could examine the propositions of the the-
ory of capital and interest, and reduce them to elementary concepts of the
type we have been here discussing. But it is unnecessary to prolong the
discussion further. The examples we have already examined should be suf-
ficient to establish the solution for which we are seeking. The propositions
of economic theory, like all scientific theory, are obviously deductions from
a series of postulates. And the chief of these postulates are all assumptions
involving in some way simple and indisputable facts of experience relating
to the way in which the scarcity of goods which is the subject-matter of our
science actually shows itself in the world of reality. The main postulate of
the theory of value is the fact that individuals can arrange their preferences
in an order, and in fact do so. The main postulate of the theory of pro-
duction is the fact that there are more than one factor of production. The
main postulate of the theory of dynamics is the fact that we are not certain
regarding future scarcities. These are not postulates the existence of whose
counterpart in reality admits of extensive dispute once their nature is fully
realised. We do not need controlled experiments to establish their validity:
they are so much the stuff of our everyday experience that they have only to
be stated to be recognised as obvious. Indeed, the danger is that they may be
thought to be so obvious that nothing significant can be derived from their
further examination. Yet in fact it is on postulates of this sort that the com-
plicated theorems of advanced analysis ultimately depend. And it is from
the existence of the conditions they assume that the general applicability of
the broader propositions of economic science is derived.

3. Now of course it is true, as we have already seen, that the develop-
ment of the more complicated applications of these propositions involves
the use of a great multitude of subsidiary postulates regarding the condition
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of markets, the number of parties to the exchange, the state of the law, the
minimum sensible of buyers and sellers, and so on and so forth. The truth
of the deductions from this structure depends, as always, on their logical
consistency. Their applicability to the interpretation of any particular situa-
tion depends upon the existence in that situation of the elements postulated.
Whether the theory of competition or of monopoly is applicable to a given
situation is a matter for inquiry. As in the applications of the broad princi-
ples of the natural sciences, so in the application of economic principles we
must be careful to enquire concerning the nature of our material. It is not
assumed that any of the many possible forms of competitive or monopo-
listic conditions must necessarily always exist. But while it is important to
realise how many are the subsidiary assumptions which necessarily arise as
our theory becomes more and more complicated, it is equally important to
realise how widely applicable are the main assumptions on which it rests. As
we have seen, the chief of them are applicable whenever and wherever the
conditions which give rise to economic phenomena are present.
Considerations of this sort, it may be urged, should enable us easily to
detect the fallacy implicit in a view which has played a great role in continen-
tal discussions. It has sometimes been asserted that the generalisations of
Economics are essentially “historico-relative” in character, that their validity
is limited to certain historical conditions, and that outside these they have
no relevance to the analysis of social phenomena. This view is a dangerous
misapprehension. It can be given plausibility only by a distortion of the
use of words so complete as to be utterly misleading. It is quite true that
in order fruitfully to apply the more general propositions of Economics,
it is important to supplement them with a series of subsidiary postulates
drawn from the examination of what may often be legitimately designated
historico-relative material. It is certain that unless this is done bad mis-
takes are likely to be made. But it is not true that the main assumptions are
historico-relative in the same sense. It is true that they are based upon expe-
rience, that they refer to reality. But it is experience of so wide a degree of
generality as to place them in quite a different class from the more properly
designated historico-relative assumptions. No one will really question the
universal applicability of such assumptions as the existence of scales of rel-
ative valuation, or of different factors of production, or of different degrees
of uncertainty regarding the future, even though there may be room for
dispute as to the best mode of describing their exact logical status. And no
one who has really examined the kind of deductions which can be drawn
from such assumptions can doubt the utility of starting from this plane.
It is only failure to realise this, and a too exclusive preoccupation with the
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subsidiary assumptions, which can lend any countenance to the view that
the laws of Economics are limited to certain conditions of time and space,
that they are purely historical in character, and so on. If such views are inter-
preted to mean merely that we must realise that the applications of general
analysis involve a host of subsidiary assumptions of a less general nature,
that before we apply our general theory to the interpretation of a particular
situation we must be sure of the facts — well and good. Any teacher who has
watched good students over-intoxicated with the excitement of pure theory
will agree. It may even be conceded that at times there may have been this
degree of justification in the criticisms of the classical economists by the
better sort of historian. But if, as in the history of the great methodological
controversies has notoriously been the case, they are interpreted to mean
that the broad conclusions springing from general analysis are as limited as
their particular applications — that the generalisations of Political Economy
were applicable only to the state of England in the early part of the reign of
Queen Victoria, and such-like contentions — then it is clearly utterly mis-
leading. There is perhaps a sense in which it is true to say that all scientific
knowledge is historico-relative. Perhaps in some other existence it would all
be irrelevant. But if this is so, then we need a new term to designate what
is usually called historico-relative. So with that body of knowledge which is
general economics. If it is historico-relative, then a new term is needed to
describe what we know as historico-relative studies.

Stated this way, surely the case for the point of view underlying the so-
called “orthodox” conception of the science since the time of Senior and
Cairnes is overwhelmingly convincing. It is difficult to see why there should
have been such fuss, why anybody should have thought it worth while calling
the whole position in question. And, of course, if we examine the actual
history of the controversy it becomes abundantly clear that the case for
the attack was not primarily scientific and philosophical at all. It may have
been the case that from time to time a sensitive historian was outraged
by the crudities of some very second-rate economist — more probably by
some business man or politician repeating at second-hand what he thought
the economists had said. It may have been the case sometimes that a pure
logician has been offended by an incautious use of philosophical terms on
the part of an economist, anxious to vindicate a body of knowledge which
he knows to be true and important. But in the main the attacks have not
come from these quarters. Rather they have been political in nature. They
have come from men with an axe to grind — from men who wished to pursue
courses which the acknowledgment of law in the economic sphere would
have suggested to be unwise. This was certainly the case with the majority
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of the leaders of the younger Historical School,'® who were the spearhead of
the attack on international liberalism in the Bismarckian era. Itis equally the
case to-day with the lesser schools which adopt a similar attitude. The only
difference between Institutionalism and Historismus is that Historismus is
much more interesting.

4. If the argument which has been developed above is correct, economic
analysis turns out to be as Fetter has emphasised,'” the elucidation of the
implications of the necessity of choice in various assumed circumstances.
In pure Mechanics we explore the implication of the existence of certain
given properties of bodies. In pure Economics we examine the implication
of the existence of scarce means with alternative uses. As we have seen,
the assumption of relative valuations is the foundation of all subsequent
complications.

Itis sometimes thought, even at the present day, that this notion of relative
valuation depends upon the validity of particular psychological doctrines.
The borderlands of Economics are the happy hunting-ground of minds
averse to the effort of exact thought, and, in these ambiguous regions, in
recent years, endless time has been devoted to attacks on the alleged psycho-
logical assumptions of Economic Science. Psychology, it is said, advances
very rapidly. If, therefore, Economics rests upon particular psychological
doctrines, there is no task more ready to hand than every five years or so to
write sharp polemics showing that, since psychology has changed its fashion,
Economics needs “rewriting from the foundations upwards”. As might be
expected, the opportunity has not been neglected. Professional economists,
absorbed in the exciting task of discovering new truth, have usually disdained
to reply: and the lay public, ever anxious to escape a necessity of recognising
the implications of choice in a world of scarcity, has allowed itself to be
bamboozled into believing that matters, which are in fact as little dependent
oh the truth of fashionable psychology as the multiplication table, are still
open questions on which the enlightened man, who, of course, is nothing if
not a psychologist, must be willing to suspend judgment.

Unfortunately, in the past, incautious utterances on the part of economists
themselves have sometimes afforded a pretext for these strictures. It is well
known that certain of the founders of the modern subjective theory of value
did in fact claim the authority of the doctrines of psychological hedonism
as sanctions for their propositions. This was not true of the Austrians. From
the beginning the Mengerian tables were constructed in terms which begged
no psychological questions.'® Bshm-Bawerk explicitly repudiated any affil-
iation with psychological hedonism; indeed, he went to infinite pains to
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avoid this kind of misconception.!” But the names of Gossen and Jevons
and Edgeworth, to say nothing of their English followers, are a sufficient
reminder of a line of really competent economists who did make preten-
sions of this sort. Gossen’s Entwicklung der Gesetze des menschlichen Verkehrs
certainly invokes hedonistic postulates. Jevons in his Theory of Political Econ-
omy prefaces his theory of utility and exchange with a theory of pleasure and
pain. Edgeworth commences his Mathematical Psychics with a section which
urges the conception of “man as a pleasure machine”’ Attempts have even
been made to exhibit the law of diminishing marginal utility as a special case
of the Weber-Fechner Law.”!

But it is fundamentally important to distinguish between the actual prac-
tice of economists, and the logic which it implies, and their occasional ex
post facto apologia. It is just this distinction which the critics of Economic
Science fail to make. They inspect with supererogatory zeal the external
facade, but they shrink from the intellectual labour of examining the inner
structure. Nor do they trouble to acquaint themselves with the more recent
formulations of the theory they are attacking. No doubt this has strate-
gic advantages, for, in polemics of this kind, honest misconception is an
excellent spur to effective rhetoric; and no one who was acquainted with
recent value theory could honestly continue to argue that it has any essen-
tial connection with psychological hedonism, or for that matter with any
other brand of Fach-Psychologie. If the psychological critics of Economics
had troubled to do these things they would speedily have perceived that the
hedonistic trimmings of the works of Jevons and his followers were inci-
dental to the main structure of a theory which — as the parallel development
in Vienna showed — is capable of being set out and defended in absolutely
non-hedonistic terms. As we have seen already, all that is assumed in the
idea of the scales of valuation is that different goods have different uses and
that these different uses have different significances for action, such thatin a
given situation one use will be preferred before another and one good before
another. Why the human animal attaches particular values in this sense to
particular things, is a question which we do not discuss. That is quite prop-
erly a question for psychologists or perhaps even physiologists. All that we
need to assume as economists is the obvious fact that different possibilities
offer different incentives, and that these incentives can be arranged in order
of their intensity. The various theorems which may be derived from this fun-
damental conception are unquestionably capable of explaining a manifold
of social activity incapable of explanation by any other technique. But they
do this, not by assuming some particular psychology, but by regarding the
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things which psychology studies as the data of their own deductions. Here,
as so often, the founders of Economic Science constructed something more
universal in its application than anything that they themselves claimed.

But now the question arises how far even this procedure is legitimate. It
should be clear from all that has been said already that although it is not
true that the propositions of analytical economics rest upon any particular
psychology, yet they do most unquestionably involve elements which are of
a psychological — or perhaps better said a psychical — nature. This, indeed,
is explicitly recognised in the name by which they are sometimes known —
the subjective or psychological theory of value; and, as we have seen, it is
clear that the foundation of this theory is a psychical fact, the valuations of
the individual. In recent years, however, partly as a result of the influence of
Behaviourism, partly as a result of a desire to secure the maximum possible
austerity in analytical exposition, there have arisen voices urging that this
framework of subjectivity should be discarded. Scientific method, it is urged,
demands that we should leave out of account anything which is incapable
of direct observation. We may take account of demand as it shows itself
in observable behaviour in the market. But beyond this we may not go.
Valuation is a subjective process. We cannot observe valuation. It is therefore
out of place in a scientific explanation. Our theoretical constructions must
assume observable data. Such, for instance, is the atttitude of Professor
Cassel,”” and there are passages in the later work of Pareto”” which permit of
a similar interpretation. It is an attitude which is very frequent among those
economists who have come under the influence of Behaviourist psychology
or who are terrified of attack from exponents of this queer cult.

At first sight this seems very plausible. The argument that we should do
nothing that is not done in the physical sciences is very seductive. But it is
doubtful whether it is really justified. After all, our business is to explain
certain aspects of conduct. And it is very questionable whether this can be
done in terms which involve no psychical element. It is quite certain that
whether it be pleasing or no to the desire for the maximum austerity, we do
in fact understand terms such as choice, indifference, preference, and the like
in terms of inner experience. The idea of an end, which is fundamental to
our conception of the economic, is not possible to define in terms of external
behaviour only. If we are to explain the relationships which arise from the
existence of a scarcity of means in relation to a multiplicity of ends, surely
at least one-half of the equation, as it were, must be psychical in character.

Such considerations would be decisive so long as it were taken for granted
that the definition of the subject-matter of Economics suggested in this essay
was correct. But it might be urged that they were simply an argument for
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rejecting that definition and substituting one relating only to “objective”,
observable matters, market prices, ratios of exchange, and so on. This is
clearly what is implied by Professor Cassel’s procedure — the celebrated
Ausschaltung der Wertlehre.

But even if we restrict the object of Economics to the explanation of such
observable things as prices, we shall find that in fact it is impossible to explain
them unless we invoke elements of a subjective or psychological nature. It
is surely clear, as soon as it is stated specifically, that the most elementary
process of price determination must depend inter alia upon what people
think is going to happen to prices in the future. The demand functions
which Professor Cassel thinks enable us to dispense with any subjective
elements, must be conceived not merely as relating to prices which prevail
now, or which might prevail, on present markets, but also as relating to
a whole series of prices which people expect to prevail in the future. It is
obvious that what people expect to happen in the future is not susceptible
of observation by purely behaviourist methods. Yet, as Professor Knight and
others have shown, it is absolutely essential to take such anticipations into
account if we are to understand at all the mechanics of economic change. Itis
essential for a thorough explanation of competitive prices. It is indispensable
for the most superficial explanation of monopolistic prices. It is quite easy to
exhibit such anticipations as part of a general system of scales of preference.”*
But if we suppose that such a system takes account of observable data only
we deceive ourselves. How can we observe what a man thinks is going to
happen?

It follows, then, that if we are to do our job as economists, if we are to
provide a sufficient explanation of matters which every definition of our
subject-matter necessarily covers, we must include psychological elements.
They cannot be left out if our explanation is to be adequate. It seems, indeed,
as if investigating this central problem of one of the most fully developed
parts of any of the social sciences we have hit upon one of the essential
differences between the social and the physical sciences. It is not the business
of this essay to explore these more profound problems of methodology. But
it may be suggested that if this case is at all typical — and some would regard
the procedure of theory of prices as standing near the limit of proximity to
the physical sciences — then the procedure of the social sciences which deal
with conduct, which is in some sense purposive, can never be completely
assimilated to the procedure of the physical sciences. It is really not possible
to understand the concepts of choice, of the relationship of means and ends,
the central concepts of our science, in terms of observation of external data.
The conception of purposive conduct in this sense does not necessarily
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involve any ultimate indeterminism. But it does involve links in the chain of
causal explanation which are psychical, not physical, and which are, for that
reason, not necessarily susceptible of observation by behaviourist methods.
Recognition of this does not in the least imply renunciation of “objectivity”
in Max Weber’s sense. It was exactly this that Max Weber had in mind
when he wrote his celebrated essays.”” All that the “objective” (that is to say,
the wertfrei, to use Max Weber’s phrase) explanation of conduct involves
is the consideration of certain data, individual valuations, etc., which are
not merely physical in character. The fact that such data are themselves
of the nature of judgments of value does not necessitate that they should
be valued as such. They are not judgments of value by the observer. What
is of relevance to the social sciences is, not whether individual judgments
of value are correct in the ultimate sense of the philosophy of value, but
whether they are made and whether they are essential links in the chain of
causal explanation. If the argument of this section is correct, this question
must be answered in the affirmative. . ..

Chapter V: Economic Generalisations and Reality

...5. But to recognise that Economic laws are general in nature is not to deny
the reality of the necessities they describe or to derogate from their value as
a means of interpretation and prediction. On the contrary, having carefully
delimited the nature and the scope of such generalisations, we may proceed
with all the greater confidence to claim for them a complete necessity within
this field.

Economic laws describe inevitable implications. If the data they postulate
are given, then the consequences they predict necessarily follow. In this sense
they are on the same footing as other scientific laws, and as little capable of
“suspension”. If, in a given situation, the facts are of a certain order, we are
warranted in deducing with complete certainty that other facts which it
enables us to describe are also present. To those who have grasped the
implications of the propositions set forth in the last chapter the reason
is not far to seek. If the “given situation” conforms to a certain pattern,
certain other features must also be present, for their presence is “deducible”
from the pattern originally postulated. The analytic method is simply a way
of discovering the necessary consequences of complex collocations of facts —
consequences whose counterpart in reality is not so immediately discernible
as the counterpart of the original postulates. It is an instrument for “shaking
out” all the implications of given suppositions. Granted the correspondence
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of its original assumptions and the facts, its conclusions are inevitable and
inescapable.

All this becomes particularly clear if we consider the procedure of dia-
grammatic analysis. Suppose, for example, we wish to exhibit the effects
on price of the imposition of a small tax. We make certain suppositions as
regards the elasticity of demand, certain suppositions as regards the cost
functions, embody these in the usual diagram, and we can at once read off,
as it were, the effects on the price.”® They are implied in the original suppo-
sitions. The diagram has simply made explicit the concealed implications.

It is this inevitability of economic analysis which gives it its very con-
siderable prognostic value. It has been emphasised sufficiently already that
Economic Science knows no way of predicting out of the blue the configura-
tion of the data at any particular point of time. It cannot predict changes of
valuations. But, given the data in a particular situation, it can draw inevitable
conclusions as to their implications. And if the data remain unchanged, these
implications will certainly be realised. They must be, for they are implied in
the presence of the original data.

It is just here that we can perceive yet a further function for empirical
investigation. It can bring to light the changing facts which make prediction
in any given situation possible. As we have seen, it is most improbable that
it can ever discover the law of their change, for the data are not subject to
homogeneous causal influences. But it can put us in possession of infor-
mation which is relevant at the particular moment concerned. It can give
us some idea of the relative magnitude of the different forces operative. It
can afford a basis for enlightened conjectures with regard to potential direc-
tions of change. And this unquestionably is one of the main uses of applied
studies — not to unearth “empirical” laws in an area where such laws are not
to be expected, but to provide from moment to moment some knowledge of
the varying data on which, in the given situation, prediction can be based. It
cannot supersede formal analysis. But it can suggest in different situations
what formal analysis is appropriate, and it can provide at that moment some
content for the formal categories.

Of course, if other things do not remain unchanged, the consequences
predicted do not necessarily follow. This elementary platitude, necessarily
implicit in any scientific prediction, needs especially to be kept in the fore-
ground of attention when discussing this kind of prognosis. The statesman
who said “Ceteris paribusbe damned!” has alarge and enthusiastic following
among the critics of Economics! Nobody in his senses would hold that the
laws of mechanics were invalidated if an experiment designed to illustrate
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them were interrupted by an earthquake. Yet a substantial majority of the
lay public, and a good many soi-disant economists as well, are continually
criticising well-established propositions on grounds hardly less slender.”” A
protective tariff is imposed on the importation of commodities, the con-
ditions of whose domestic production make it certain that, if other things
remain unchanged, the effect of such protection will be a rise in price. For
quite adventitious reasons, the progress of technique, the lowering of the
price of raw materials, wage reductions, of what not, costs are reduced and
the price does not rise. In the eyes of the lay public and “Institutionalist”
economists the generalisations of Economics are invalidated. The laws of
supply and demand are suspended. The bogus claims of a science which
does not regard the facts are laid bare. And so on and so forth. Yet, whoever
asked of the practitioners of any other science that they should predict the
complete course of an uncontrolled history?

Now, no doubt, the very fact that events in the large are uncontrolled,”®
that the fringe of given data is so extensive and so exposed to influence from
unexpected quarters, must make the task of prediction, however carefully
safeguarded, extremely hazardous. In many situations, small changes in par-
ticular groups of data are so liable to be counterbalanced by other changes
which may be occurring independently and simultaneously, that the prog-
nostic value of the knowledge of operative tendencies is small. But there are
certain broad changes, usually involving many lines of expenditure or pro-
duction at once, where a knowledge of implications is a very firm basis for
conjectures of strong probability. This is particularly the case in the sphere
of monetary phenomena. There can be no question that a quite elementary
knowledge of the Quantity Theory was of immense prognostic value during
the War and the disturbances which followed. If the speculators who bought
German marks, after the War, in the confident expectation that the mark
would automatically resume its old value, had been aware of as much of
the theory of money as was known, say, to Sir William Petty, they would
have known that what they were doing was ridiculous. Similarly, it becomes
more and more clear, for purely analytical reasons, that, once the signs of
a major boom in trade have made their appearance, the coming of slump
and depression is almost certain; though when it will come and how long
it will last are not matters which are predictable, since they depend upon
human volitions occurring after the indications in question have appeared.
So, too, in the sphere of the labour market, it is quite certain that some types
of wage policy must result in unemployment if other things remain equal:
and knowledge of how the “other things” must change in order that this
consequence may be avoided makes it very often possible to predict with
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considerable confidence the actual results of given policies. These things
have been verified again and again in practice. Today it is only he who is
blind because he does not want to see who is prepared to deny them. If
certain conditions are present, then, in the absence of new complications,
certain consequences are inevitable. . . .

Chapter VI: The Significance of Economic Science

...2. It is sometimes thought that certain developments in modern Eco-
nomic Theory furnish by themselves a set of norms capable of providing a
basis for political practice. The Law of Diminishing Marginal Utility is held
to provide a criterion of all forms of political and social activity affecting dis-
tribution. Anything conducive to greater equality, which does not adversely
affect production, is said to be justified by this law; anything conducive
to inequality, condemned. These propositions have received the support
of very high authority. They are the basis of much that is written on the
theory of public finance.”” No less an authority than Professor Cannan has
invoked them, to justify the ways of economists to Fabian Socialists.”’ They
have received the widest countenance in numberless works on Applied Eco-
nomics. It is safe to say that the great majority of English economists accept
them as axiomatic. Yet with great diffidence I venture to suggest that they
are in fact entirely unwarranted by any doctrine of scientific economics, and
that outside this country they have very largely ceased to hold sway.

The argument by which these propositions are supported is familiar: but
it is worth while repeating it explicitly in order to show the exact points at
which it is defective. The Law of Diminishing Marginal Utility implies that
the more one has of anything the less one values additional units thereof.
Therefore, it is said, the more real income one has, the less one values
additional units of income. Therefore the marginal utility of a rich man’s
income is less than the marginal utility of a poor man’s income. Therefore, if
transfers are made, and these transfers do not appreciably affect production,
total utility will be increased. Therefore, such transfers are “economically
justified”. Quod erat demonstrandum.

At first sight the plausibility of the argument is overwhelming. But on
closer inspection it is seen to be merely specious. It rests upon an exten-
sion of the conception of diminishing marginal utility into a field in which
it is entirely illegitimate. The “Law of Diminishing Marginal Utility” here
invoked does not follow in the least from the fundamental conception of
economic goods; and it makes assumptions which, whether they are true or
false, can never be verified by observation or introspection. The proposition
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we are examining begs the great metaphysical question of the scientific com-
parability of different individual experiences. This deserves further exami-
nation.

The Law of Diminishing Marginal Utility, as we have seen, is derived
from the conception of a scarcity of means in relation to the ends which
they serve. It assumes that, for each individual, goods can be ranged in
order of their significance for conduct; and that, in the sense that it will be
preferred, we can say that one use of a good is more important than another.
Proceeding on this basis, we can compare the order in which one individual
may be supposed to prefer certain alternatives with the order in which they
are preferred by another individual. In this way it is possible to build up a
complete theory of exchange.’!

Butitis one thing to assume that scales can be drawn up showing the order
in which an individual will prefer a series of alternatives, and to compare
the arrangement of one such individual scale with another. It is quite a
different thing to assume that behind such arrangements lie magnitudes
which themselves can be compared. This is not an assumption which need
anywhere be made in modern economic analysis, and it is an assumption
which is of an entirely different kind from the assumption of individual scales
of relative valuation. The theory of exchange assumes that I can compare the
importance to me of bread at 6d. per loaf and 6d. spent on other alternatives
presented by the opportunities of the market. And itassumes that the order of
my preferences thus exhibited can be compared with the order of preferences
of the baker. But it does not assume that, at any point, it is necessary to
compare the satisfaction which I get from the spending of 6d. on bread
with the satisfaction which the Baker gets by receiving it. That comparison
is a comparison of an entirely different nature. It is a comparison which is
never needed in the theory of equilibrium and which is never implied by the
assumptions of that theory. It is a comparison which necessarily falls outside
the scope of any positive science. To state that A’s preference stands above
B’s in order of importance is entirely different from stating that A prefers
n to m and B prefers n and m in different order. It involves an element of
conventional valuation. Hence it is essentially normative. It has no place in
pure science.

If this is still obscure, the following consideration should be decisive.
Suppose that a difference of opinion were to arise about A’s preferences.
Suppose that I thought that, at certain prices, he preferred # to m, and you
thought that, at the same prices, he preferred m to n. It would be easy to
settle our differences in a purely scientific manner. Either we could ask A
to tell us. Or, if we refused to believe that introspection on A’s part was
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possible, we could expose him to the stimuli in question and observe his
behaviour. Either test would be such as to provide the basis for a settlement
of the difference of opinion.

But suppose that we differed about the satisfaction derived by A from an
income of £1,000, and the satisfaction derived by B from an income of twice
that magnitude. Asking them would provide no solution. Supposing they
differed. A might urge that he had more satisfaction than B at the margin.
While B might urge that, on the contrary, he had more satisfaction than A.
We do not need to be slavish behaviourists to realise that here is no scientific
evidence. There is no means of testing the magnitude of A’s satisfaction as
compared with B’s. If we tested the state of their blood-streams, that would be
a test of blood, not satisfaction. Introspection does not enable A to measure
what is going on in B’s mind, nor B to measure what is going on in A’s. There
is no way of comparing the satisfactions of different people.

Now, of course, in daily life we do continually assume that the compar-
ison can be made. But the very diversity of the assumptions actually made
at different times and in different places is evidence of their conventional
nature. In Western democracies we assume for certain purposes that men
in similar circumstances are capable of equal satisfactions. Just as for pur-
poses of justice we assume equality of responsibility in similar situations as
between legal subjects, so for purposes of public finance we agree to assume
equality of capacity for experiencing satisfaction from equal incomes in sim-
ilar circumstances as between economic subjects. But, although it may be
convenient to assume this, there is no way of proving that the assumption
rests on ascertainable fact. And, indeed, if the representative of some other
civilisation were to assure us that we were wrong, that members of his caste
(or his race) were capable of experiencing ten times as much satisfaction
from given incomes as members of an inferior caste (or an “inferior” race),
we could not refute him. We might poke fun at him. We might flare up
with indignation, and say that his valuation was hateful, that it led to civil
strife, unhappiness, unjust privilege, and so on and so forth. But we could
not show that he was wrong in any objective sense, any more than we could
show that we were right. And since in our hearts we do not regard different
men’s satisfactions from similar means as equally valuable, it would really be
rather silly if we continued to pretend that the justification for our scheme of
things was in any way scientific. It can be justified on grounds of general con-
venience. Or it can be justified by appeal to ultimate standards of obligation.
But it cannot be justified by appeal to any kind of positive science.

Hence the extension of the Law of Diminishing Marginal Utility, pos-
tulated in the propositions we are examining, is illegitimate. And the
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arguments based upon it therefore are lacking in scientific foundation Recog-
nition of this no doubt involves a substantial curtailment of the claims of
much of what now assumes the status of scientific generalisation in current
discussions of Applied Economics. The conception of diminishing relative
utility (the convexity downwards of the indifference curve) does not jus-
tify the inference that transferences from the rich to the poor will increase
total satisfaction. It does not tell us that a graduated income tax is less
injurious to the social dividend than a nongraduated poll tax. Indeed, all
that part of the theory of public finance which deals with “Social Utility”
must assume a different significance. Interesting as a development of an
ethical postulate, it does not at all follow from the positive assumptions of
pure theory. It is simply the accidental deposit of the historical association
of English Economics with Utilitarianism: and both the utilitarian postu-
lates from which it derives and the analytical Economics with which it has
been associated will be the better and the more convincing if this is clearly
recognised.’

But supposing this were not so. Suppose that we could bring ourselves to
believe in the positive status of these conventional assumptions, the com-
mensurability of different experiences, the equality of capacity for satisfac-
tion, etc. And suppose that, proceeding on this basis, we had succeeded in
showing that certain policies had the effect of increasing “social utility”, even
so it would be totally illegitimate to argue that such a conclusion by itself
warranted the inference that these policies ought to be carried out. For such
an inference would beg the whole question whether the increase of satis-
faction in this sense was socially obligatory.” And there is nothing within
the body of economic generalisations, even thus enlarged by the inclusion
of elements of conventional valuation, which affords any means of deciding
this question. Propositions involving “ought” are on an entirely different

«w: »

plane from propositions involving “is”. . . .

5. But what, then, is the significance of Economic Science? We have seen that
it provides, within its own structure of generalisations, no norms which are
binding in practice. It is incapable of deciding as between the desirability of
different ends. It is fundamentally distinct from Ethics. Wherein, then, does
its unquestionable significance consist?

Surely it consists in just this, that, when we are faced with a choice between
ultimates, it enables us to choose with full awareness of the implications of
what we are choosing. Faced with the problem of deciding between this and
that, we are not entitled to look to Economics for the ultimate decision. There
is nothing in Economics which relieves us of the obligation to choose. There
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is nothing in any kind of science which can decide the ultimate problem of
preference. But, to be completely rational, we must know what it is we prefer.
We must be aware of the implications of the alternatives. For rationality in
choiceisnothing more and nothingless than choice with complete awareness
of the alternatives rejected. And it is just here that Economics acquires its
practical significance. It can make clear to us the implications of the different
ends we may choose. It makes it possible for us to will with knowledge of
what it is we are willing. It makes it possible for us to select a system of ends
which are mutually consistent with each other.’

An example or two should make this quite clear. Let us start with a case
in which the implications of one act of choice are elucidated. We may revert
once more to an example we have already considered — the imposition of
a protective tariff. We have seen already that there is nothing in scientific
Economics which warrants our describing such a policy as good or bad.
We have decided that, if such a policy is decided upon with full conscious-
ness of the sacrifices involved, there is no justification for describing it as
uneconomical. The deliberate choice by a body of citizens acting collec-
tively to frustrate, in the interests of ends such as defence, the preservation
of the countryside, and so on, their several choices as consumers, cannot
be described as uneconomical or irrational, if it is done with full awareness
of what is being done. But this will not be the case unless the citizens in
question are fully conscious of the objective implications of the step they are
taking. And in an extensive modern society it is only as a result of intricate
economic analysis that they may be placed in possession of this knowledge.
The great majority, even of educated people, called upon to decide upon the
desirability of, let us say, protection for agriculture, think only of the effects
of such measures on the protected industry. They see that such measures
are likely to benefit the industry, and hence they argue that the measures
are good. But, of course, as every first year student knows, it is only here
that the problem begins. To judge the further repercussions of the tariff an
analytical technique is necessary. This is why in countries where the level
of education in Economics is not high, there is a constant tendency to the
approval of more and more protective tariffs.

Nor is the utility of such analysis to be regarded as confined to decisions
on isolated measures such as the imposition of a single tariff. It enables us
to judge more complicated systems of policy. It enables us to see what sets
of ends are compatible with each other and what are not, and upon what
conditions such compatibility is dependent. And, indeed, it is just here that
the possession of some such technique becomes quite indispensable if policy
is to be rational. It may be just possible to will rationally the achievement
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of particular social ends overriding individual valuations without much
assistance from analysis. The case of a subsidy to protect essential food
supplies is a case in point. It is almost impossible to conceive the carrying
through of more elaborate policies without the aid of such an instrument.”

We may take an example from the sphere of monetary policy. It is an
unescapable deduction from the first principles of monetary theory that,
in a world in which conditions are changing at different rates in different
monetary areas, it is impossible to achieve at once stable prices and stable
exchanges.”® The two ends — in this case the “ends” are quite obviously
subordinate to other major norms of policy — are logically incompatible.
You may try for one or you may try for the other — it is not certain that
price stability is either permanently attainable or conducive to equilibrium
generally — but you cannot rationally try for both. If you do, there must be a
breakdown. These conclusions are well known to all economists. Yet without
some analytical apparatus how few of us would perceive the incompatibility
of the ends in question!

And even this is a narrow example. Without economic analysis it is not
possible rationally to choose between alternative systems of society. We have
seen already that if we regard a society which permits inequality of incomes
as an evil in itself, and an equalitarian society as presenting an end to be
pursued above all other things, then it is illegitimate to regard such a pref-
erence as uneconomic. But it is not possible to regard it as rational unless it
is formulated with a full consciousness of the nature of the sacrifice which
is thereby involved. And we cannot do this unless we understand, not only
the essential nature of the capitalistic mechanism, but also the necessary
conditions and limitations to which the type of society proposed as a sub-
stitute would be subject. It is not rational to will a certain end if one is
not conscious of what sacrifice the achievement of that end involves. And,
in this supreme weighing of alternatives, only a complete awareness of the
implications of modern economic analysis can confer the capacity to judge
rationally.

But, if this is so, what need is there to claim any larger status for Economic
Science? Is it not the burden of our time that we do not realise what we are
doing? Are not most of our difficulties due to just this fact, that we will ends
which are incompatible, not because we wish for deadlock, but because
we do not realise their incompatibility. It may well be that there may exist
differences as regards ultimate ends in modern society which render some
conflict inevitable. But it is clear that many of our most pressing difficulties
arise, not for this reason, but because our aims are not co-ordinated. As
consumers we will cheapness, as producers we choose security. We value
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one distribution of factors of production as private spenders and savers.
As public citizens we sanction arrangements which frustrate the achieve-
ment of this distribution. We call for cheap money and lower prices, fewer
imports and a larger volume of trade.”” The different “will-organisations”
in society, although composed of the same individuals, formulate different
preferences. Everywhere our difficulties seem to arise, not so much from
divisions between the different members of the body politic, as from, as it
were, split personalities on the part of each one of them.*®

To such a situation, Economics brings the solvent of knowledge. It enables
us to conceive the far-reaching implications of alternative possibilities of
policy. It does not, and it cannot, enable us to evade the necessity of choos-
ing between alternatives. But it does make it possible for us to bring our
different choices into harmony. It cannot remove the ultimate limitations
on human action. But it does make it possible within these limitations to
act consistently. It serves for the inhabitant of the modern world with its
endless interconnections and relationships as an extension of his perceptive
apparatus. It provides a technique of rational action.

This, then, is a further sense in which Economics can be truly said to
assume rationality in human society. It makes no pretence, as has been
alleged so often, that action is necessarily rational in the sense that the ends
pursued are not mutually inconsistent. There is nothing in its generalisations
which necessarily implies reflective deliberation in ultimate valuation. It
relies upon no assumption that individuals will always act rationally. But
it does depend for its practical raison d’étre upon the assumption that it is
desirable that they should do so. It does assume that, within the bounds of
necessity, it is desirable to choose ends which can be achieved harmoniously.

And thus in the last analysis Economics does depend, if not for its exis-
tence, at least for its significance, on an ultimate valuation — the affirmation
that rationality and ability to choose with knowledge is desirable. If irra-
tionality, if the surrender to the blind force of external stimuli and unco-
ordinated impulse at every moment is a good to be preferred above all others,
then it is true the raison d’étre of Economics disappears. And it is the tragedy
of our generation, red with fratricidal strife and betrayed almost beyond
belief by those who should have been its intellectual leaders, that there have
arisen those who would uphold this ultimate negation, this escape from
the tragic necessities of choice which has become conscious. With all such
there can be no argument. The revolt against reason is essentially a revolt
against life itself. But for all those who still affirm more positive values, that
branch of knowledge which, above all others, is the symbol and safeguard
of rationality in social arrangements, must, in the anxious days which are
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to come, by very reason of this menace to that for which it stands, possess a
peculiar and a heightened significance.

Notes

1. Itis perhaps worth emphasising the significance of this qualification. The appli-
cation of technically similar means to the achievement of qualitatively similar
ends at different times constitutes alternative uses of these means. Unless this is
clearly realised, one of the most important types of economic action is over-
looked.

2. This may seem an unnecessary refinement, and in the first edition of this essay I
left it out for that reason. But the condition that there exists a hierarchy of ends
is so important in the theory of value that it seems better to state it explicitly
even at this stage. See Chapter IV., Section 2.

3. Cp. Schonfeld, Grenznutzen und Wirtschaftsrechnung, p. 1; Hans Mayer, Unter-
suchungen zu dem Grundgesetze der wirtschaftlichen Wertrechnung (Zeitschrift
fiir Volkswirtschaft und Sozialpolitik, Bd. 2, p. 123).

It should be sufficiently clear that it is not “time” as such which is scarce, but
rather the potentialities of ourselves viewed as instruments. To speak of scarcity
of time is simply a metaphorical way of invoking this rather abstract concept.

4. It should be clear that there is no disharmony between the conception of end
here employed, the terminus of particular lines of conduct in acts of final con-
sumption, and the conception involved when it is said that there is but one end
of activity — the maximising of satisfaction, “utility”, or what not. Our “ends”
are to be regarded as proximate to the achievement of this ultimate end. If the
means are scarce they cannot all be achieved, and according to the scarcity of
means and their relative importance the achievement of some ends has to be
relinquished.

5. Menger, Grundsiitze der Volkswirtschaftslehre, lte Aufl., pp. 51-70; Mises, Die
Gemeinwirtschaft, pp. 98 seq.; Fetter, Economic Principles, ch. i.; Strigl, Die
dkonomischen Kategorien und die Organisation der Wirtschaft, passim; Mayer,
op. cit.

6. See below, Section 4, and Chapter V., Section 3.

7. For an example of such a derivation reaching substantially similar results, see
Strigl, op. cit., pp. 121 seq.

8. If any reader of this book has any doubt of the evidence of the facts, he should
consult the standard work on recent British experiments in such measures,
British Food Control, by Sir William Beveridge.

9. “The vulgar notion that the safe methods on political subjects are those of Baco-
nian induction — that the true guide is not general reasoning but specific expe-
rience — will one day be quoted as among the most unequivocal marks of a low
state of the speculative faculties of any age in which it is accredited. . . . Whoever
makes use of an argument of this kind . . . should be sent back to learn the ele-
ments of some one of the more easy physical sciences. Such reasoners ignore the
fact of Plurality of Causes in the very case which affords the most signal example
of it” (John Stuart Mill, Logic, chapter x., paragraph 8).
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See Rickert, op. cit., pp. 78-101, Die Grenzen der naturwissenschaftlichen
Begriffsbildung, passim.

On all this see the illuminating observations of Dr. Strigl, Die dkonomischen
Kategorien und die Organisation der Wirtschaft, pp. 85-121.

See Robinson, Economics of Imperfect Competition, pp. 330-1. I myself first
learnt this way of putting things from a conversation with Professor Mises many
years ago. But so far as I know Mrs. Robinson is the first to put matters so
succinctly and clearly in print: I think that Mrs. Robinson’s book will have done
much to convince many hitherto sceptics of the utility and significance of the
kind of abstract reasoning from very simple postulates which is the subject of
the present discussion.

See, e.g., Schneider, Theorie des Produktion, passim.

See Knight, Risk, Uncertainty, and Profit; Hicks, The Theory of Profit (Economica,
No. 31, pp. 170-90).

See Mises, The Theory of Money, pp. 147 and 200; Lavington, The English Capital
Market, pp. 29-35; Hicks, A Suggestion for Simplifying the Theory of Money
(Economica, 1934, pp. 1-20).

Cp. Mises, Kritik des Interventionismus, pp. 55-90.

Economic Principles, pp. ix and 12-21.

See Menger, Grundsdtze, 1 Aufl., pp. 77-152.

See Positive Theorie des Kapitals, 4° Auflage, pp. 232—46.

Mathematical Psychics, p. 15.

For a refutation of this view, see Max Weber, Die Grenznutzenlehre und das
psychophysische Grundgesetz (Archiv fiir Sozialwissenschaft und Sozialpolitik,
vol. xxix., 1909).

The Theory of Social Economy, First English Edition, vol. i., pp. 50-1.

Notably in the article on Economie mathématiquein the Encyclopédie des Sciences
mathématiques, Paris, 1911.

See, e.g., Hicks, Gleichgewicht und Konjunktur (Zeitschrift fiir Nationalékonomie,
vol. iv., pp. 441-55).

Max Weber, Die Objectivitit socialwissenschaftlichen und socialpolitischen
Erkenntnis: Der Sinn der Wertfreiheit der soziologischen und okonomischen
Wissenschaft in Gesammelte Aufsatze zur Wissenschaftlehre.

See, e.g., Dalton, Public Finance, 2nd edition, p. 73.

See, e.g., the various statistical “refutations” of the quantity theory of money
which have appeared in recent years. On all these the comment of Torrens on
Tooke is all that need be said. “The History of Prices may be regarded as a
psychological study. Mr. Tooke commenced his labours as a follower of Horner
and Ricardo, and derived reflected lustre from an alliance with those celebrated
names; but his capacity for collecting contemporaneous facts preponderating
over his perceptive and logical faculties, his accumulation of facts involved him
in a labyrinth of error. Failing to perceive that a theoretical principle, although
it may irresistibly command assent under all circumstances coinciding with the
premises from which it is deduced, must be applied with due limitation and
correction in all cases not coinciding with the premises, he fell into a total mis-
conception of the proposition advanced by Adam Smith, and imputed to that
high authority the absurdity of maintaining that variations in the quantity of
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money cause the money values of all commodities to vary in equal proportions,
while the values of commodities, in relation to each other, are varying in unequal
proportions. Reasonings derived from this extraordinary misconception nec-
essarily led to extraordinary conclusions. Having satisfied himself that Adam
Smith had correctly established as a principle universally true that variations in
the purchasing power of money cause the prices of all commodities to vary in
equal proportions, and finding, as he pursued his investigations into the phe-
nomena of the market at different periods, no instances in which an expansion
or contraction of the circulation caused the prices of commodities to rise or fall
in an equal ratio, he arrived by a strictly logical inference from the premises thus
illogically assumed, at his grand discovery — that no increase of the circulating
medium can have the effect of increasing prices” (The Principles and Operation
of Sir Robert Peel’s Act of 1844 Explained and Defended, 1st edition, p. 75).

The alleged advantage of economic “planning” — namely, that it enables greater
certainty with regard to the future — depends upon the assumption that under
“planning” the present controlling forces, the choices of individual spenders
and savers, are themselves brought under the control of the planners. The para-
dox therefore arises that either the planner is destitute of the instrument of
calculating the ends of the community he intends to serve, or, if he restores the
instrument, he removes the raison d’étre of the “plan”. Of course, the dilemma
does not arise if he thinks himself capable of interpreting those ends or — what is
much more probable —if he has no intention of serving any other ends but those
he thinks appropriate. Strange to say this not infrequently happens. Scratch a
would-be planner and you usually find a would-be dictator.

See, e.g., Edgeworth, The Pure Theory of Taxation (Papers Relating to Political
Economy, vol. ii., pp. 63 seq.).

See Economics and Socialism ( The Economic Outlook, pp. 59-62).

So many have been the misconceptions based upon an imperfect understanding
of this generalisation that Dr. Hicks has suggested that its present name be
discarded altogether and the title Law of Increasing Rate of Substitution be
adopted in its place. Personally, I prefer the established terminology, but it is
clear that there is much to be said for the suggestion.

Cp. Davenport, Value and Distribution, pp. 301 and 571; Benham, Economic
Welfare (Economica, June, 1930, pp. 173-87); M. St. Braun, Theorie der staatli-
chen Wirtschaftspolitik, pp. 41—4. Even Professor Irving Fisher, anxious to provide
ajustification for his statistical method for measuring “marginal utility”, can find
no better apology for his procedure than that “Philosophic doubt is right and
proper, but the problems of life cannot and do not wait” (Economic Essays in
Honour of John Bates Clark, p. 180). It does not seem to me that the problem
of measuring marginal utility as between individuals is a particular pressing
problem. But whether this is so or not, the fact remains that Professor Fisher
solves his problem only by making a conventional assumption. And it does
not seem that it anywhere aids the solution of practical problems to pretend
that conventional assumptions have scientific justification. It does not make me
a more docile democrat to be told that I am equally capable of experiencing
satisfaction as my neighbour; it fills me with indignation. But I am perfectly
willing to accept the statement that it is convenient to assume that this is the case.
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I am quite willing to accept the argument — indeed, as distinct from believers in
theracial or proletarian myths, I very firmly believe —that, in modern conditions,
societies which proceed on any other assumption have an inherent instability.
But we are past the days when democracy could be made acceptable by the
pretence that judgments of value are judgments of scientific fact. I am afraid
that the same strictures apply to the highly ingenious Methods for Measuring
Marginal Utility of Professor Ragnar Frisch.

Psychological hedonism in so far as it went beyond the individual may have
involved a non-scientific assumption, but it was not by itself a necessary justifi-
cation for ethical hedonism.

It is perhaps desirable to emphasise that the consistency which is made possible
is a consistency of achievement, not a consistency of ends. The achievement of
one end may be held to be inconsistent with the achievement of another, either
on the plane of, valuation, or on the plane of objective possibility. Thus it may
be held to be ethically inconsistent to serve two masters at once. It is objectively
inconsistent to arrange to be with each of them at the same time, at different
places. It is the latter kind of inconsistency in the sphere of social policy which
scientific Economics should make it possible to eliminate.

All this should be a sufficient answer to those who continually lay it down that
“social life is too complex a matter to be judged by economic analysis”. It is
because social life is so complicated that economic analysis is necessary if we
are to understand even a part of it. It is usually those who talk most about the
complexity of life and the insusceptibility of human behaviour to any kind of
logical analysis who prove to have the most simpliste intellectual and emotional
make-up. He who has really glimpsed the irrational in the springs of human
action will have no “fear” that it can ever be killed by logic.

See Keynes, A Tract on Monetary Reform, pp. 154-5; also an interesting paper
by Mr. D. H. Robertson, How do We Want Gold to Behave? reprinted in the
International Gold Problem, pp. 18—46.

Cf. M. S. Braun, Theorie der Staatlichen Wirtschaftspolitik, p. 5.

In this way economic analysis reveals still further examples of a phenomenon
to which attention has often been drawn in recent discussion of the theory of
Sovereignty in Public Law. See Figgis, Churches in the Modern State; Maitland,
Introduction to Gierke’s Political Theories of the Middle Ages; Laski, The Problem
of Sovereignty, Authority in the Modern State.
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Frank Knight

Frank Knight (1885-1972) was born in Atlanta and received his Ph.D. in economics
from Cornell. He taught at Cornell and at the University of Iowa, but he is particu-
larly associated with the University of Chicago, where he trained a whole generation
of prominent economists. Knight not only made major contributions to economic
theory, but he was a social philosopher as well, deeply concerned with the problems
of individual liberty. His insistence on the importance of uncertainty and on the
peculiarities of the human subject matter of economics is still worth careful con-
sideration by all those interested in economic methodology. Knight’s essay, “Value
and Price,” is reprinted here in an abridged form. The first third of the essay, which
is mostly historical background, is omitted.

In general, if explanation of economic behaviour in terms of motives is
to be abandoned, a number of alternative possibilities are open. Perhaps
the simplest is the one analogous to a trend in physics — to do away with all
“explanation” and merely to formulate empirical laws; the result is statistical
economic theory, having for its content the objective phenomena of com-
modities and prices alone. A second line of development away from the types
of value theory represented by classical or utility economics centres around
the emphasis on the social control of economic life with clearly implied
advocacy of such control. In the past generation this trend has been most
marked in Germany (socialism of the chair), in England (Fabianism and
left wing liberalism), and in the United States (as a phase of institutionalist
economics).

The third alternative to explanatory theory is that of treating economic
phenomena as essentially historical, which, of course, must be done in any
caseifthe concrete content of economiclife at a particular time and placeis to
be explained. Historical economics again subdivides into as many varieties as

From The Ethics of Competition and Other Essays, by Frank Knight. New York and London:
Harper and Brothers, 1935. Copyright © by Frank Knight.
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there are basic conceptions of history and historical method. Two such vari-
eties stand out. The first treats history as far as possible in objective, empirical
terms, and may use statistics for the discovery and analysis of trends; log-
ically this procedure contrasts sharply with the search for repetitive laws,
analogous to those of natural science, which characterizes statistical eco-
nomic theory, but in practice the two conceptions run together in the work
of statistical economists. The second variety of historical economics uses
the more familiar humanistic conceptions of political and social history —
individual ambitions, efforts, and failures in a given social-psychological
setting. It represents essentially a revival or continuation of the historical
schools of the nineteenth century, especially prominent in Germany. In so
far as it arrives at generalization, it may be described as institutional eco-
nomics, a term which has come into use particularly in the United States.
The related contemporary movement in the German literature is referred to
as neohistorical or sociological economics, with Sombart and Max Weber
as its most prominent leaders.

At the root of the differences and disputes between the old and the new
economics as well as among the three new lines of theoretical development
noted above are two problems: the relation between description and expla-
nation and the relation between statement of fact and critical evaluation.
The first, inescapable in any thinking about human conduct, is fundamen-
tally the problem of the reality of choice, or “freedom of the will.” It involves
the essence of the value problem in the sense of individual values, and is
at bottom the problem of the relation between individual man and nature.
The second basic problem has to do with the relation between the individual
man and society.

The crucial fact in connection with the first problem is that, if motive
or end in any form is granted any real role in conduct, it cannot be that
of a cause in the sense of causality in natural science. This is the supreme
limitation alike of statistical and historical economics. For, if motive or end is
used to explain behaviour, it must in turn be brought into the same relation
with events and conditions antecedent to it, and then the motive becomes
superfluous; the behaviour will be fully accounted for by these antecedents.
Motive cannot be treated as a natural event. A fundamental contrast between
cause and effect in nature and end and means in human behaviour is of the
essence of the facts which set the problem of interpreting behaviour. There
seems to be no possibility of making human problems real, without seeing
in human activity an element of effort, contingency, and, most crucially,
of error, which must for the same reasons be assumed to be absent from
natural processes.
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Thus motive or intent forces itself into any relevant discussion of human
activity. But the subject of behaviour cannot be simplified even to the point
of reducingit to a dualism. Atleast three basic principles must be introduced
into its interpretation. The typical human action is explained in part by
natural causality, in part by an intention or desire which is an absolute
datum and is thus a “fact” although not a natural event or condition, and in
partbyan urge to realize “values” which cannot be reduced entirely to factual
desires because this urge has no literally describable objects. Interpretation
in terms of factual desires is the procedure of economics as represented by the
bulk of the theoretical literature, in so far as it is objective in outlook. Yet this
second principle of explanation is perhaps the most vulnerable of the three.
It is doubtful whether any desire is really “absolute,” whether there exists
any desire that does not look to achievement of some change in a growing
system of meaning and values; this is a different thing from changes in
physical nature, even though rearrangements in physical nature are the only
means by which values can be realized. Every act, in the economic sense,
changes the configuration of matter in space. But this does not exclude the
possibility of “acts” which change meaning and values without changing
natural configuration, since reflection may yield new insight and effect a
change of personal tastes. More fundamentally, it is doubtful whether one
configuration is in itself preferable to another.

People report and feel two different types of motivation for their acts.
There is the wish or preference which is treated by the actor and by out-
siders as final, as a brute fact. On the other hand, people make value judg-
ments of various sorts in explanation of their acts; and explanation runs
into justification. In other words, no one can really treat motive objectively
or describe a motive without implications of good and bad. Thus not only
do men desire more or less distinctly from valuing, but they desire because
they value and also value without desiring. Indeed, the bulk of human valua-
tions, in connection with truth, beauty, and morals, are largely or altogether
independent of desire for any concrete thing or result. That individual eco-
nomic motivation itself typically involves some valuation and not merely
desire is established by two other considerations: first, what is chosen in
an economic transaction is generally wanted as a means to something else,
which involves a judgment that it “really” is a means to the result in question;
and, second, what is ultimately wanted for its own sake can rarely, if ever,
finally be described in terms of physical configuration, but must be defined
in relation to a universe of meanings and values. Thus there is an element of
valuation in the notion of efficiency in the realization of a given end; and,
in addition, the real end contains as an element a value concept.
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The dual conception found in motivation is reflected also in the more
narrowly economic concept of value. The latter contains definitely more
than the notion of a quality measured by price; it is always imperfectly
measured under actual conditions. Price “tends” to coincide with value, but
the notion of value also involves a norm to which price would conform
under some ideal conditions. This norm includes two ideas: that of a goal
aimed at but only more or less approximately realized because of errors
of various kinds (which tend to be corrected); and that of a “correct” goal
of action in contrast with incorrect goals as well as the actual goal. In a
society based upon competition as an accepted principle, the competitive
price, or price equal to necessary costs of production, is the true value in
both senses; aberrations are to be attributed to two sets of cases — accidental
miscalculations, and wrong objectives of action. This statement overlooks, of
course, the existence of different technical conceptions of competitive price
relative to the short run or local conditions; and a deeper ethical criticism
may condemn given conditions other than the tastes of consumers which
fix competitive price, especially the distribution of income and economic
power.

To make the main point clear it is necessary to notice the difference in
the conception of ideal conditions in economics and in mechanics. In the
latter field the most notable of the ideal conditions is the absence of friction;
an apparently similar conception of ideal conditions is one of the familiar
features, almost a cliche, in economic theory. As generalized description
the conception of perfect competition, reached by abstraction from the fea-
tures of the economic situation which make competition imperfect, is like
the conceptions of frictionless mechanics and is similarly justified. But to
assume that the specific thing abstracted from in the theory of perfect com-
petition bears the same relation to behaviour as does friction to mechanical
process would be utterly misleading. Friction in mechanics involves a trans-
formation of energy from one form to another, according to a law just as
rigid and a conservation principle just as definite as the law and conserva-
tion principle which hold good for mechanical changes where no energy
disappears. There is nothing corresponding to any of this in the economic
process. What is abstracted in equilibrium price theory is the fact of error in
economic behaviour. Perfect competition is, among other things irrelevant
here, errorless competition; fundamentally it is not comparable to a fric-
tionless machine. The familiar “tendency” of competition to conform to the
theoretical ideal is no mere possibility of experimental approximation, but a
real tendency in so far as men are supposed to endeavour with some success
to learn to behave intelligently. It cannot be treated as a tendency toward
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an objective result, but only as a tendency to conformity with the intent of
behaviour, which intent cannot be measured or identified or defined in terms
of any experimental data. The ideal conditions of economics involve perfect
valuation in a limited sense, perfect economic behaviour which assumes
the end or intention as given. The correctness of the intention is an ethical
question, from which the economist abstracts just as he abstracts from error
which causes the behaviour to end otherwise than according to the intent.

Thus far two levels of interpretation of economic behaviour have been
discussed. The first is that at which behaviour is reduced as far as possible to
principles of regularity by statistical procedure; it may or may not be thought
convenient to impute behaviour to some “force,” but if it is so adjudged,
the force must be assumed to correspond with the behaviour observed. The
second is the interpretation of behaviour in terms of motivation, which
must centre on the difference between motive and act and on the fact of
error. It is at the third level of interpretation that the intentional end of
action itself is submitted to valuation or criticism from some point of view.
Here the relation between individual and society, the second main problem
suggested above, and the concept of value as related to social policy become
central topics of discussion.

In fact even at the second level two forms of social reference must be
recognized: the individual ends as they are given are chiefly social in origin
and content; and in societies in which economic thinking has any relevance
there is a large social-ethical acceptance and approval of individual motiva-
tion in the abstract. Modern society, for instance, has accepted the right and
even the duty of the individual to pursue his own ends within wide limits; in
other words, individual liberty itself is a social value and not merely a fact.
Thus the second level of interpretation tends to break down. If the notion of
economic behaviour is effectively separated from mechanical process, if the
ends are regarded as ends and not merely as physical effects, the discussion
is already in large part at the third level. Factual ends as desired cannot be
maintained unless they are given a large element of valuation in addition
to desire. The “desires” for economic goods and services cannot be held to
be final or to have a self-contained, independent reality. The least scrutiny
shows that they are very largely rather accidental manifestations of desire
for something of the nature of liberty or power. But such objects of desire
are forms of social relationship and not things, and the notion of economic
efficiency has only a limited applicability to their pursuit and attainment.
Treatment of such activities, if it is to have any general, serious appeal, must
be a discussion of social policy relative to social ends or norms and social
procedure in realizing them.
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The serious difficulty in economic theory in this connection has been the
tendency to confuse advocacy of a policy of political noninterference (or the
opposite) with description of a social organization based on free contract.
Even when the authors have not deliberately intended to preach as well as
to analyse, the difficulties of keeping the two types of discussion separate
have been too great, especially in view of the requirements of an exposition
which would be intelligible, not to say appealing, to any considerable reading
public. In this field the interest in values, and especially in social policy, is
in fact predominant. Thus economic theory, growing up in an atmosphere
of reaction against control, clearly overemphasized this side of the case
and neglected the other. It is now just as obvious that there are equally
sweeping and complex limitations to the principle of liberty in the economic
sense, that is, to the organization of economic life exclusively through free
contractamong individuals using given resources to achieve given individual
ends. Society cannot accept individual ends and individual means as data
or as the main objectives of its own policy. In the first place, they simply
are not data, but are historically created in the social process itself and
are inevitably affected by social policy. Secondly, society cannot be even
relatively indifferent to the workings of the process. To do so would be
ultimately destructive of society and individual alike. This conclusion is
strongly reinforced by the fact that the immediate interest of the individual is
largely competitive, centered in his own social advancement relative to other
individuals. In such a contest it is the function of the public authority to
enforce the rules impartially, and still more to make such rules as would tend
to keep the “game” on the highest possible level. To this end it must maintain
a standpoint distinctly different from the interest in which the individual,
always more conscious of conflicts of interests than of community of interest
with the social body as a whole, tends to be absorbed.

These reflections point to a logical error underlying the value theory
typical of the classical economists. It was not ostensibly their contention that
liberty as suchisa good. Notoriously, they were hedonists; their argument for
liberty made it instrumental to pleasure, on the ground that the individual
is a better judge than government officials of the means to his happiness.
It is not denying weight to this argument to point out that liberty itself is
unquestionably a good to the individual, and in addition an ethical good
more or less apart from the degree to which the individual actually prizes
it. Certainly an individual may desire liberty and claim a right to it without
contending that he will uniformly make decisions more wisely than they
would be made for him, from the standpoint of his own material comfort
and security. And just as certainly it can be maintained that the individual
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should within limits make his own decisions and abide by their consequences
even if he may not choose to do so. In other words, the classical economists
did not realize, and the “scientific” spirit of the age has made economists
generally reluctant to admit that liberty is essentially a social value, at least
when it is advocated or opposed, as is any other social system or social
relation.

The actual interests or desires expressed in economic behaviour are to
an overwhelming extent social in genesis and in content; consequently they
cannot be described apart from a system of social relations which itself can-
not be treated in purely objective, factual terms. To a limited extent they can
be conceived by an individual in such terms; they may even be described by
one individual to another as matter of fact. But the parties to such a com-
munication place themselves in the role of spectators rather than members
of society or participants in the phenomena. Thus any published discussion,
presupposing a general appeal to readers as members and participants, nec-
essarily takes the form of stating a case for a policy, possibly with more or
less equal attention to both sides. In this conflict between the spectator’s
interest in seeing and understanding and the participant’s interest in action
and change, the philosopher or methodologist cannot possibly take sides.
The question whether economics as such should be one or the other is to be
answered only by recognition that it must be both, with more or less empha-
sis one way or the other according to the aims of a particular treatment; but
always by implication it must be both, however one-sided the emphasis,
since each interest presupposes and is relative to the other, and every writer
and reader as a human being is motivated by both interests. What is desir-
able is that in any statement the relation between the two sets of interests
should be clear. But what tends to happen is the reverse: he whose interest is
primarily in truth tends to reinforce his statements by identifying truth and
value, and he whose interest is in values tends to strengthen his statements
by giving them the quality of truth.

While in the period of development of the classical economics the practi-
cal social interest centred almost exclusively on liberation from an antiquated
system of control, at present the pendulum has swung definitely the other
way. The new problem raised by the confusion of scientific and evaluative
interests is enormously more difficult than the old. Society is positively seek-
ing a basis of unity and order instead of negatively attempting to abandon
an unsatisfactory basis. Moreover, the current standards of thinking have
come under extreme domination of the scientific ideal, which has little if any
applicability to the problem. The ultimate foundation of group unity must
be of the nature of morale and sentiment rather than knowledge. There is
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no intellectual solution of conflicts of interest. Only values can be discussed,
but the discussion does not necessarily lead to agreement; and disagreement
on principles seems morally to call for an appeal to force. It is also of interest
to note that the tendency to “rationalization” causes conflict of interest and
disagreement regarding principles each to take on the quality of its opposite,
and that in practice they are inseparably mingled.

The extremist wings in the advocacy of change recognize the inappli-
cability of purely intellectual knowledge. Both “fascist” and “communist”
schools incline to treat the truth or falsity of propositions in economics as a
matter of indifference or even as illusory, judging the doctrines only by their
conduciveness toward the establishment of the desired type of social order.
This view is, of course, “untrue” from a narrower “scientific” point of view;
in any social order the results of certain choices affecting production and
consumption, by whomever made, come under certain abstract, essentially
mathematical principles which express the difference between economy and
waste. At the other extreme — at the first and second levels of interpretation
indicated above — there is an equally energetic movement in the interest of a
rigorously “scientific” treatment of economics. Analysis at the first level, dis-
regarding motivation and considering only the results of action in the form
of commodity statistics, leaves no real place for any concept of economy.
Moreover, it cannot be carried out even literally, for commodities must be
named and classified and the treatment must take account of similarities and
differences in use as well as physical characteristics. And economics at the
second level, treating desires as facts, is subject to very narrow limitations.
Desires really have no very definite content, and of what they have the stu-
dents can have no definite knowledge. The conception can be made the basis
of a purely abstract theory, but it has little application to reality. To give the
data any content, the desires must be identified with the goods and services
in which they find expression, and the second method then is reduced to
identity with the first. Moreover, the only desires which can be treated as at
all akin to scientific data are purely individual, and any discussion of social
policy must draw on values or ideals entirely outside of such a system.
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Reprinted here are three texts. The first, “Estranged Labour” from Marx’s Economic
and Philosophical Manuscripts of 1844, provides a sweeping overview of his vision
of the way in which the economic relations among people and the products of
those relations dominate the very people who create and sustain those relations.

The second, Marx’s “Preface” to A Contribution to the Critique of Political Economy,

very briefly sketches Marx’s historical materialism, whereby the state of technology
determines the economic relations among people, which in turn determine legal
and political relations and the course of history. The third, “The Method of Political
Economy,” which is a section of the “Introduction” to A Contribution to the Critique
of Political Economy, contains Marx’s most explicit and sustained discussion of
economic methodology.

Estranged Labour

We have started out from the premises of political economy. We have
accepted its language and its laws. We presupposed private property; the sep-
aration of labour, capital, and land, and likewise of wages, profit, and capital;
the division of labour; competition; the conception of exchange value, etc.
From political economy itself, using its own words, we have shown that the
worker sinks to the level of a commodity, and moreover the most wretched
commodity of all; that the misery of the worker is in inverse proportion to
the power and volume of his production; that the necessary consequence
of competition is the accumulation of capital in a few hands and hence the
restoration of monopoly in a more terrible form; and that, finally, the dis-
tinction between capitalist and landlord, between agricultural worker and
industrial worker, disappears and the whole of society must split into the
two classes of property owners and propertyless workers.

Reprinted with the permission of International Publishers.
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Political economy proceeds from the fact of private property. It does not
explain it. It grasps the material process of private property, the process
through which it actually passes, in general and abstract formulae which it
then takes as laws. It does not comprehend these laws — i.e., it does not show
how they arise from the nature of private property. Political economy fails to
explain the reason for the division between labour and capital. For example,
when it defines the relation of wages to profit, it takes the interests of the
capitalists as the basis of its analysis — i.e., it assumes what it is supposed to
explain. Similarly, competition is frequently brought into the argument and
explained in terms of external circumstances. Political economy teaches us
nothing about the extent to which these external and apparently accidental
circumstances are only the expression of a necessary development. We have
seen how exchange itself appears to political economy as an accidental fact.
The only wheels which political economy sets in motion are greed, and the
war of the avaricious — Competition.

Precisely because political economy fails to grasp the interconnections
within the movement, it was possible to oppose, for example, the doctrine
of competition to the doctrine of monopoly, the doctrine of craft freedom to
the doctrine of the guild, and the doctrine of the division of landed property
to the doctrine of the great estate; for competition, craft freedom, and divi-
sion of landed property were developed and conceived only as accidental,
deliberate, violent consequences of monopoly, of the guilds, and of feudal
property, and not as their necessary, inevitable, and natural consequences.

We now have to grasp the essential connection between private property,
greed, the separation of labour, capital and landed property, exchange and
competition, value and the devaluation of man, monopoly, and competition,
etc. — the connection between this entire system of estrangement and the
money system.

We must avoid repeating the mistake of the political economist, who
bases his explanations on some imaginary primordial condition. Such a pri-
mordial condition explains nothing. It simply pushes the question into the
grey and nebulous distance. It assumes as facts and events what it is sup-
posed to deduce — namely, the necessary relationships between two things,
between, for example, the division of labour and exchange. Similarly, the-
ology explains the origin of evil by the fall of Man — i.e., it assumes as a fact
in the form of history what it should explain.

We shall start out from an actual economic fact.

The worker becomes poorer the more wealth he produces, the more his
production increases in power and extent. The worker becomes an ever
cheaper commodity the more commodities he produces. The devaluation
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of the human world grows in direct proportion to the increase in value of the
world of things. Labour not only produces commodities; it also produces
itself and the workers as a commodity and it does so in the same proportion
in which it produces commodities in general.

This fact simply means that the object that labour produces, its product,
stands opposed to it as something alien, as a power independent of the
producer. The product of labour is labour embodied and made material in
an object, it is the objectification of labour. The realization of labour is its
objectification. In the sphere of political economy, this realization of labour
appears as a loss of reality for the worker,! objectification as loss of and
bondage to the object, and appropriation as estrangement, as alienation.”

So much does the realization of labour appear as loss of reality that the
worker loses his reality to the point of dying of starvation. So much does
objectification appear as loss of the object that the worker is robbed of
the objects he needs most not only for life but also for work. Work itself
becomes an object which he can only obtain through an enormous effort
and with spasmodic interruptions. So much does the appropriation of the
object appear as estrangement that the more objects the worker produces
the fewer can he possess and the more he falls under the domination of his
product, of capital.

All these consequences are contained in this characteristic, that the worker
is related to the product of labour as to an alien object. For it is clear that,
according to this premise, the more the worker exerts himself in his work,
the more powerful the alien, objective world becomes which he brings into
being over against himself, the poorer he and his inner world become, and
the less they belong to him. It is the same in religion. The more man puts
into God, the less he retains within himself. The worker places his life in the
object; but now it no longer belongs to him, but to the object. The greater his
activity, therefore, the fewer objects the worker possesses. What the product
of his labour is, he is not. Therefore, the greater this product, the less is he
himself. The externalisation of the worker in his product means not only
that his labour becomes an object, an external existence, but that it exists
outside him, independently of him and alien to him, and begins to confront
him as an autonomous power; that the life which he has bestowed on the
object confronts him as hostile and alien.

Let us now take a closer look at objectification, at the production of the
worker, and the estrangement, the loss of the object, of his product, that this
entails.

The workers can create nothing without nature, without the sensuous
external world. It is the material in which his labour realizes itself, in which
it is active and from which, and by means of which, it produces.
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But just as nature provides labour with the means of life, in the sense
of labour cannot live without objects on which to exercise itself, so also
it provides the means of life in the narrower sense, namely the means of
physical subsistence of the worker.

The more the worker appropriates the external world, sensuous nature,
through his labour, the more he deprives himself of the means of life in
two respects: firstly, the sensuous external world becomes less and less an
object belonging to his labour, a means of life of his labour; and, secondly,
it becomes less and less a means of life in the immediate sense, a means for
the physical subsistence of the worker.

In these two respects, then, the worker becomes a slave of his object; firstly,
in that he receives an object of labour, i.e., he receives work, and, secondly,
in that he receives means of subsistence. Firstly, then, so that he can exist as
a worker, and secondly as a physical subject. The culmination of this slavery
is that it is only as a worker that he can maintain himself as a physical subject
and only as a physical subject that he is a worker.

(The estrangement of the worker in his object is expressed according to
the laws of political economy in the following way:

. the more the worker produces, the less he has to consume;

. the more value he creates, the more worthless he becomes;

. the more his product is shaped, the more misshapen the worker;

the more civilized his object, the more barbarous the worker;

. the more powerful the work, the more powerless the worker;

. the more intelligent the work, the duller the worker and the more he
becomes a slave of nature.)

QU W

Political economy conceals the estrangement in the nature of labour by ignor-
ing the direct relationship between the worker (labour) and production. It is
true that labour produces marvels for the rich, but it produces privation
for the worker. It produces palaces, but hovels for the worker. It produces
beauty, but deformity for the worker. It replaces labour by machines, but it
casts some of the workers back into barbarous forms of labour and turns
others into machines. It produces intelligence, but it produces idiocy and
cretinism for the worker.

The direct relationship of labour to its products is the relationship of the
worker to the objects of his production. The relationship of the rich man to
the objects of production and to production itself is only a consequence of
this first relationship, and confirms it. Later, we shall consider this second
aspect. Therefore, when we ask what is the essential relationship of labour,
we are asking about the relationship of the worker to production.
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Up to now, we have considered the estrangement, the alienation of the
worker, only from one aspect —i.e., the worker’s relationship to the products of
his labour. But estrangement manifests itself not only in the result, but also
in the act of production, within the activity of production itself. How could the
product of the worker’s activity confront him as something alien if it were
not for the fact that in the act of production he was estranging himself from
himself? After all, the product is simply the resumé of the activity, of the
production. So if the product of labour is alienation, production itself must
be active alienation, the alienation of activity, the activity of alienation. The
estrangement of the object of labour merely summarizes the estrangement,
the alienation in the activity of labour itself.

What constitutes the alienation of labour?

Firstly, the fact that labour is external to the worker —i.e., does not belong
to his essential being; that he, therefore, does not confirm himself in his
work, but denies himself, feels miserable and not happy, does not develop
free mental and physical energy, but mortifies his flesh and ruins his mind.
Hence, the worker feels himself only when he is not working; when he is
working, he does not feel himself. He is at home when he is not working,
and not at home when he is working. His labour is, therefore, not voluntary
but forced, it is forced labour. It is, therefore, not the satisfaction of a need
but a mere means to satisfy needs outside itself. Its alien character is clearly
demonstrated by the fact that as soon as no physical or other compulsion
exists, it is shunned like the plague. External labour, labour in which man
alienates himself, is a labour of self-sacrifice, of mortification. Finally, the
external character of labour for the worker is demonstrated by the fact that
it belongs not to him but to another, and that in it he belongs not to himself
but to another. Just as in religion the spontaneous activity of the human
imagination, the human brain, and the human heart, detaches itself from
the individual and reappears as the alien activity of a god or of a devil, so
the activity of the worker is not his own spontaneous activity. It belongs to
another, it is a loss of his self.

The result is that man (the worker) feels that he is acting freely only in
his animal functions — eating, drinking, and procreating, or at most in his
dwelling and adornment — while in his human functions, he is nothing more
than animal.

It is true that eating, drinking, and procreating, etc., are also genuine
human functions. However, when abstracted from other aspects of human
activity, and turned into final and exclusive ends, they are animal.

We have considered the act of estrangement of practical human activity,
of labour, from two aspects:
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(1) the relationship of the worker to the product of labour as an alien
object that has power over him. The relationship is, at the same time, the
relationship to the sensuous external world, to natural objects, as an alien
world confronting him, in hostile opposition.

(2) The relationship of labour to the act of production within labour.
This relationship is the relationship of the worker to his own activity as
something which is alien and does not belong to him, activity as passivity,
power as impotence, procreation as emasculation, the worker’s own physical
and mental energy, his personal life — for what is life but activity? — as an
activity directed against himself, which is independent of him and does not
belong to him. Self-estrangement, as compared with the estrangement of
the object mentioned above.

We now have to derive a third feature of estranged labour from the two
we have already examined.

Man is a species-being,” not only because he practically and theoretically
makes the species — both his own and those of other things — his object, but
also — and this is simply another way of saying the same thing — because
he looks upon himself as the present, living species, because he looks upon
himself as a universal and therefore free being.

Species-life, both for man and for animals, consists physically in the fact
that man, like animals, lives from inorganic nature; and because man is
more universal than animals, so too is the area of inorganic nature from
which he lives more universal. Just as plants, animals, stones, air, light, etc.,
theoretically form a part of human consciousness, partly as objects of science
and partlyas objects ofart—his spiritual inorganic nature, his spiritual means
of life, which he must first prepare before he can enjoy and digest them —
$0, t00, in practice they form a part of human life and human activity. In
a physical sense, man lives only from these natural products, whether in
the form of nourishment, heating, clothing, shelter, etc. The universality of
man manifests itself in practice in that universality which makes the whole
of nature his inorganic body, (1) as a direct means of life and (2) as the
matter, the object, and the tool of his life activity. Nature is man’s inorganic
body — that is to say, nature insofar as it is not the human body. Man lives
from nature — i.e., nature is his body — and he must maintain a continuing
dialogue with it is he is not to die. To say that man’s physical and mental life
is linked to nature simply means that nature is linked to itself, for man is a
part of nature.

Estranged labour not only (1) estranges nature from man and (2)
estranges man from himself, from his own function, from his vital activity;
because of this, it also estranges man from his species. It turns his species-life
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into a means for his individual life. Firstly, it estranges species-life and indi-
vidual life, and, secondly, it turns the latter, in its abstract form, into the
purpose of the former, also in its abstract and estranged form.

For in the first place labour, life activity, productive life itself, appears to
man only as a means for the satisfaction of a need, the need to preserve
physical existence. But productive life is species-life. It is life-producing life.
The whole character of a species, its species-character, resides in the nature of
its life activity, and free conscious activity constitutes the species-character
of man. Life appears only as a means of life.

The animal is immediately one with its life activity. It is not distinct
from that activity; it is that activity. Man makes his life activity itself an
object of his will and consciousness. He has conscious life activity. It is
not a determination with which he directly merges. Conscious life activity
directly distinguishes man from animal life activity. Only because of that is
he a species-being. Or, rather, he is a conscious being — i.e., his own life is
an object for him, only because he is a species-being. Only because of that
is his activity free activity. Estranged labour reverses the relationship so that
man, just because he is a conscious being, makes his life activity, his essential
being, a mere means for his existence.

The practical creation of an objective world, the fashioning of inorganic
nature, is proof that man is a conscious species-being — i.e., a being which
treats the species as its own essential being or itself as a species-being. It
is true that animals also produce. They build nests and dwellings, like the
bee, the beaver, the ant, etc. But they produce only their own immediate
needs or those of their young; they produce only when immediate physical
need compels them to do so, while man produces even when he is free
from physical need and truly produces only in freedom from such need;
they produce only themselves, while man reproduces the whole of nature;
their products belong immediately to their physical bodies, while man freely
confronts his own product. Animals produce only according to the standards
and needs of the species to which they belong, while man is capable of
producing according to the standards of every species and of applying to
each object its inherent standard; hence, man also produces in accordance
with the laws of beauty.

It is, therefore, in his fashioning of the objective that man really proves
himself to be a species-being. Such production is his active species-life.
Through it, nature appears as his work and his reality. The object of labour
is, therefore, the objectification of the species-life of man: for man produces
himself not only intellectually, in his consciousness, but actively and actually,
and he can therefore contemplate himself in a world he himself has created.
In tearing away the object of his production from man, estranged labour
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therefore tears away from him his species-life, his true species-objectivity,
and transforms his advantage over animals into the disadvantage that his
inorganic body, nature, is taken from him.

In the same way as estranged labour reduces spontaneous and free activity
to a means, it makes man’s species-life a means of his physical existence.

Consciousness, which man has from his species, is transformed through
estrangement so that species-life becomes a means for him.

(3) Estranged labour, therefore, turns man’s species-being — both nature
and his intellectual species-power —into a being alien to him and a means of
his individual existence. It estranges man from his own body, from nature
as it exists outside him, from his spiritual essence, his human existence.

(4) An immediate consequence of man’s estrangement from the product
of his labour, his life activity, his species-being, is the estrangement of man
from man. When man confronts himself, he also confronts other men. What
is true of man’s relationship to his labour, to the product of his labour, and
to himself, is also true of his relationship to other men, and to the labour
and the object of the labour of other men.

In general, the proposition that man is estranged from his species-being
means that each man is estranged from the others and that all are estranged
from man’s essence.

Man’s estrangement, like all relationships of man to himself, is realized
and expressed only in man’s relationship to other men.

In the relationship of estranged labour, each man therefore regards the
other in accordance with the standard and the situation in which he as a
worker finds himself.

We started out from an economic fact, the estrangement of the worker and
of his production. We gave this fact conceptual form: estranged, alienated
labour. We have analyzed this concept, and in so doing merely analyzed an
economic fact.

Let us now go on to see how the concept of estranged, alienated labour
must express and present itself in reality.

If the product of labour is alien to me, and confronts me as an alien power,
to whom does it then belong?

To a being other than me.

Who is this being?

The gods? It is true that in early times most production — e.g., temple
building, etc., in Egypt, India, and Mexico — was in the service of the gods,
just as the product belonged to the gods. But the gods alone were never
the masters of labour. The same is true of nature. And what a paradox it
would be if the more man subjugates nature through his labour and the
more divine miracles are made superfluous by the miracles of industry, the
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more he is forced to forgo the joy or production and the enjoyment of the
product out of deference to these powers.

The alien being to whom labour and the product of labour belong, in
whose service labour is performed, and for whose enjoyment the product
of labour is created, can be none other than man himself.

If the product of labour does not belong to the worker, and if it confronts
him as an alien power, this is only possible because it belongs to a man other
than the worker. If his activity is a torment for him, it must provide pleasure
and enjoyment for someone else. Not the gods, not nature, but only man
himself can be this alien power over men.

Consider the above proposition that the relationship of man to himself
becomes objective and real for him only through his relationship to other
men. If, therefore, he regards the product of his labour, his objectified labour,
as an alien, hostile, and powerful object which is independent of him, then
his relationship to that object is such that another man — alien, hostile,
powerful, and independent of him — is its master. If he relates to his own
activity as unfree activity, then he relates to it as activity in the service, under
the rule, coercion, and yoke of another man.

Every self-estrangement of man from himself and nature is manifested
in the relationship he sets up between other men and himself and nature.
Thus, religious self-estrangement is necessarily manifested in the relation-
ship between layman and priest, or, since we are dealing here with the spir-
itual world, between layman and mediator, etc. In the practical, real world,
self-estrangement can manifest itself only in the practical, real relationship
to other men. The medium through which estrangement progresses is itself
a practical one. So through estranged labour man not only produces his
relationship to the object and to the act of production as to alien and hostile
powers; he also produces the relationship in which other men stand to his
production and product, and the relationship in which he stands to these
other men. Just as he creates his own production as a loss of reality, a pun-
ishment, and his own product as a loss, a product which does not belong
to him, so he creates the domination of the non-producer over production
and its product. Just as he estranges from himself his own activity, so he
confers upon the stranger and activity which does not belong to him.

Up to now, we have considered the relationship only from the side of the
worker. Later on, we shall consider it from the side of the non-worker.

Thus, through estranged, alienated labour, the worker creates the rela-
tionship of another man, who is alien to labour and stands outside it, to
that labour. The relation of the worker to labour creates the relation of the
capitalist — or whatever other word one chooses for the master of labour — to
that labour. Private property is therefore the product, result, and necessary
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consequence of alienated labour, of the external relation of the worker to
nature and to himself.

Private property thus derives from an analysis of the concept of alienated
labour —i.e., alienated man, estranged labour, estranged life, estranged man.

It is true that we took the concept of alienated labour (alienated life) from
political economy as a result of the movement of private property. But it is
clear from an analysis of this concept that, although private property appears
as the basis and cause of alienated labour, it is in fact its consequence, just
as the gods were originally not the cause but the effect of the confusion in
men’s minds. Later, however, this relationship becomes reciprocal.

It is only when the development of private property reaches its ultimate
point of culmination that this, its secret, re-emerges; namely, that is

(a) the product of alienated labour, and
(b) the means through which labour is alienated, the realization of this
alienation.

This development throws light upon a number of hitherto unresolved
controversies.

(1) Political economy starts out from labour as the real soul of production
and yet gives nothing to labour and everything to private property. Proud-
hon has dealt with this contradiction by deciding for labour and against
private property.* But we have seen that this apparent contradiction is the
contradiction of estranged labour with itself and that political economy has
merely formulated laws of estranged labour.

It, therefore, follows for us that wages and private property are identical:
for there the product, the object of labour, pays for the labour itself, wages
are only a necessary consequence of the estrangement of labour; similarly,
where wages are concerned, labour appears not as an end in itself but as the
servant of wages. We intend to deal with this point in more detail later on:
for the present we shall merely draw a few conclusions.’

An enforced rise in wages (disregarding all other difficulties, including
the fact that such an anomalous situation could only be prolonged by force)
would therefore be nothing more than better pay for slaves and would not
mean an increase in human significance or dignity for either the worker or
the labour.

Even the equality of wages, which Proudhon demands, would merely
transform the relation of the present-day worker to his work into the relation
of all men to work. Society would then be conceived as an abstract capitalist.

Wages are an immediate consequence of estranged labour, and estranged
labour is the immediate cause of private property. If the one falls, then the
other must fall too.
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(2) It further follows from the relation of estranged labour to private
property that the emancipation of society from private property, etc., from
servitude, is expressed in the political form of the emancipation of the workers.
This is not because it is only a question of their emancipation, but because
in their emancipation is contained universal human emancipation. The
reason for this universality is that the whole of human servitude is involved
in the relation of the worker to production, and all relations of servitude are
nothing but modifications and consequences of this relation.

Just as we have arrived at the concept of private property through an
analysis of the concept of estranged, alienated labour, so with the help of these
two factors it is possible to evolve all economic categories, and in each of
these categories — e.g., trade, competition, capital, money — we shall identify
only a particular and developed expression of these basic constituents.

But, before we go on to consider this configuration, let us try to solve two
further problems.

(1) We have to determine the general nature of private property, as it
has arisen out of estranged labour, in its relation to truly human and social
property.

(2) We have taken the estrangement of labour, its alienation, as a fact and
we have analyzed that fact. How, we now ask, does man come to alienate his
labour, to estrange it? How is this estrangement founded in the nature of
human development? We have already gone a long way towards solving this
problem by transforming the question of the origin of private property into
the question of the relationship of alienated labour to the course of human
development. For, in speaking of private property, one imagines that one
is dealing with something external to man. In speaking of labour, one is
dealing immediately with man himself. This new way of formulating the
problem already contains its solution.

ad (1): The general nature of private property and its relationship to truly
human property.

Alienated labour has resolved itself for us into two component parts,
which mutually condition one another, or which are merely different expres-
sions of one and the same relationship. Appropriation appears as estrange-
ment, as alienation; and alienation appears as appropriation, estrangement
as true admission to citizenship.®

We have considered the one aspect — alienated labour in relation to the
worker himself — i.e., the relation of alienated labour to itself. And as product,
as necessary consequence of this relationship, we have found the property
relation of the non-worker to the worker and to labour. Private property
as the material, summarized expression of alienated labour embraces both
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relations — the relation of the worker to labour and to the product of his
labour and the non-workers, and the relation of the non-worker to the
worker and to the product of his labour.

We have already seen that, in relation to the worker who appropriates
nature through his labour, appropriation appears as estrangement, self-
activity as activity for another and of another, vitality as a sacrifice of life,
production of an object as loss of that object to an alien power, to an alien
man. Let us now consider the relation between this man, who is alien to
labour and to the worker, and the worker, labour, and the object of labour.

The first thing to point out is that everything which appears for the worker
as an activity of alienation, of estrangement, appears for the non-worker as
a situation of alienation, of estrangement.

Secondly, the real, practical attitude of the worker in production and to
the product (as a state of mind) appears for the non-worker who confronts
him as a theoretical attitude.

Thirdly, the non-worker does everything against the worker which the
worker does against himself, but he does not do against himself what he
does against the worker.

Let us take a closer look at these three relationships.

From the “Preface” to A Contribution to the Critique
of Political Economy

In the social production of their existence, men inevitably enter into definite
relations, which are independent of their will, namely relations of produc-
tion appropriate to a given stage in the development of their material forces
of production. The totality of these relations of production constitutes the
economic structure of society, the real foundation, on which arises a legal
and political superstructure and to which correspond definite forms of social
consciousness. The mode of production of material life conditions the gen-
eral process of social, political and intellectual life. It is not the consciousness
of men that determines their existence, but their social existence that deter-
mines their consciousness. At a certain stage of development, the material
productive forces of society come into conflict with the existing relations of
production or — this merely expresses the same thing in legal terms — with
the property relations within the framework of which they have operated
hitherto. From forms of development of the productive forces these relations
turn into their fetters. Then begins an era of social revolution. The changes
in the economic foundation lead sooner or later to the transformation of
the whole immense superstructure.
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In studying such transformations it is always necessary to distinguish
between the material transformation of the economic conditions of pro-
duction, which can be determined with the precision of natural science, and
the legal, political, religious, artistic or philosophic — in short, ideological
forms in which men become conscious of this conflict and fight it out. Just
as one does not judge an individual by what he thinks about himself, so one
cannot judge such a period of transformation by its consciousness, but, on
the contrary, this consciousness must be explained from the contradictions
of material life, from the conflict existing between the social forces of pro-
duction and the relations of production. No social order is ever destroyed
before all the productive forces for which it is sufficient have been developed,
and new superior relations of production never replace older ones before the
material conditions for their existence have matured within the framework
of the old society.

Mankind thus inevitably sets itself only such tasks as it is able to solve,
since closer examination will always show that the problem itself arises only
when the material conditions for its solution are already present or at least
in the course of formation. In broad outline, the Asiatic, ancient, feudal
and modern bourgeois modes of production may be designated as epochs
marking progress in the economic development of society. The bourgeois
mode of production is the last antagonistic form of the social process of
production — antagonistic not in the sense of individual antagonism but
of an antagonism that emanates from the individuals’ social conditions of
existence — but the productive forces developing within bourgeois society
create also the material conditions for a solution of this antagonism. The
prehistory of human society accordingly closes with this social formation.

The Method of Political Economy

When examining a given country from the standpoint of political economy,
we begin with its population, the division of the population into classes,
town and country, the sea, the different branches of production, export and
import, annual production and consumption, prices, etc.

It would seem to be the proper thing to start with the real and concrete ele-
ments, with the actual preconditions, e.g., to start in the sphere of economy
with population, which forms the basis and the subject of the whole social
process of production. Closer consideration shows, however, that this is
wrong. Population isan abstraction if, for instance, one disregards the classes
of which it is composed. These classes in turn remain empty terms if one
does not know the factors on which they depend, e.g., wage-labour, capital,
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and so on. These presuppose exchange, division of labour, prices, etc. For
example, capital is nothing without wage-labour, without value, money,
price, etc. If one were to take population as the point of departure, it would
be a very vague notion of a complex whole and through closer definition one
would arrive analytically at increasingly simple concepts; from imaginary
concrete terms one would move to more and more tenuous abstractions
until one reached the most simple definitions. From there it would be nec-
essary to make the journey again in the opposite direction until one arrived
once more at the concept of population, which is this time not a vague
notion of a whole, but a totality comprising many determinations and rela-
tions. The first course is the historical one taken by political economy at its
inception. The seventeenth-century economists, for example, always took as
their starting point the living organism, the population, the nation, the State,
several States, etc., but analysis led them always in the end to the discov-
ery of a few decisive abstract, general relations, such as division of labour,
money, and value. When these separate factors were more or less clearly
deduced and established, economic systems were evolved which from sim-
ple concepts, such as labour, division of labour, demand, exchange-value,
advanced to categories like State, international exchange and world market.
The latter is obviously the correct scientific method. The concrete concept is
concrete because it is a synthesis of many definitions, thus representing the
unity of diverse aspects. It appears therefore in reasoning as a summing-up,
aresult, and not as the starting point, although it is the real point of origin,
and thus also the point of origin of perception and imagination. The first
procedure attenuates meaningful images to abstract definitions, the second
leads from abstract definitions by way of reasoning to the reproduction of
the concrete situation. Hegel accordingly conceived the illusory idea that
the real world is the result of thinking which causes its own synthesis, its
own deepening and its own movement; whereas the method of advancing
from the abstract to the concrete is simply the way in which thinking assim-
ilates the concrete and reproduces it as a concrete mental category. This is,
however, by no means the process of evolution of the concrete world itself.
For example, the simplest economic category, e.g., exchange-value, presup-
poses population, a population moreover which produces under definite
conditions, as well as a distinct kind of family, or community, or State, etc.
Exchange-value cannot exist except as an abstract, unilateral relation of an
already existing concrete organic whole. But exchange-value as a category
leads an antediluvian existence. Thus to consciousness-and this comprises
philosophical consciousness — which regards the comprehending mind as
the real man, and hence the comprehended world as such as the only real
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world; to consciousness, therefore, the evolution of categories appears as
the actual process of production — which unfortunately is given an impulse
from outside — whose result is the world; and this (which is however again
a tautological expression) is true in so far as the concrete totality regarded
as a conceptual totality, as a mental fact, is indeed a product of thinking, of
comprehension; but it is by no means a product of the idea which evolves
spontaneously and whose thinking proceeds outside and above perception
and imagination, but is the result of the assimilation and transformation
of perceptions and images into concepts. The totality as a conceptual entity
seen by the intellect is a product of the thinking intellect which assimilates
the world in the only way open to it, a way which differs from the artistic,
religious and practically intelligent assimilation of this world. The concrete
subject remains outside the intellect and independent of it — that is so long
as the intellect adopts a purely speculative, purely theoretical attitude. The
subject, society, must always be envisaged therefore as the pre-condition of
comprehension even when the theoretical method is employed.

But have not these simple categories also an independent historical or
natural existence preceding that of the more concrete ones? This depends.
Hegel, for example, correctly takes ownership, the simplest legal relation of
the subject, as the point of departure of the philosophy of law. No ownership
exists, however, before the family or the relations of master and servant are
evolved, and these are much more concrete relations. It would, on the other
hand, be correct to say that families and entire tribes exist which have as yet
only possessionsand not property. The simpler category appears thus as a rela-
tion of simple family or tribal communities to property. In societies which
have reached a higher stage the category appears as a comparatively simple
relation existing in a more advanced community. The concrete substratum
underlying the relation of ownership is however always presupposed. One
can conceive an individual savage who has possessions; possession in this
case, however, is not a legal relation. It is incorrect that in the course of
historical development possession gave rise to the family. On the contrary,
possession always presupposes this “more concrete legal category.” One
may, nevertheless, conclude that the simple categories represent relations or
conditions which may reflect the immature concrete situation without as
yet positing the more complex relation or condition which is conceptually
expressed in the more concrete category; on the other hand, the same cate-
gory may be retained as a subordinate relation in more developed concrete
circumstances. Money may exist and has existed in historical time before
capital, banks, wage-labour, etc. came into being. In this respect it can be
said, therefore, that the simpler category expresses relations predominating
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in an immature entity or subordinate relations in a more advanced entity;
relations which already existed historically before the entity had developed
the aspects expressed in a more concrete category. The procedure of abstract
reasoning which advances from the simplest to more complex concepts to
that extent conforms to actual historical development.

It is true, on the other hand, that there are certain highly developed, but
nevertheless historically immature, social formations which employ some
of the most advanced economic forms, e.g., cooperation, developed division
of labour, etc., without having developed any money at all, for instance Peru.
In Slavonic communities too, money — and its pre-condition, exchange —
is of little or no importance within the individual community, but is used
on the borders, where commerce with other communities takes place; and
it is altogether wrong to assume that exchange within the community is an
original constituent element. On the contrary, in the beginning exchange
tends to arise in the intercourse of different communities with one another,
rather than among members of the same community. Moreover, although
money begins to play a considerable role very early and in diverse ways, it
is known to have been a dominant factor in antiquity only among nations
developed in a particular direction, i.e., merchant nations. Even among the
Greeks and Romans, the most advanced nations of antiquity, money reaches
its full development, which is presupposed in modern bourgeois society, only
in the period of their disintegration. Thus the full potential of this quite
simple category does not emerge historically in the most advanced phases
of society, and it certainly does not penetrate into all economic relations.
For example, taxes in kind and deliveries in kind remained the basis of the
Roman empire even at the height of its development; indeed a completely
evolved monetary system existed in Rome only in the army, and it never
permeated the whole complex of labour. Although the simpler category,
therefore, may have existed historically before the more concrete category,
its complete intensive and extensive development can nevertheless occur in
a complex social formation, whereas the more concrete category may have
been fully evolved in a more primitive social formation.

Labour seems to be a very simple category. The notion of labour in this
universal form, as labour in general, is also extremely old. Nevertheless
“labour” in this simplicity is economically considered just as modern a cate-
gory as the relations which give rise to this simple abstraction. The Monetary
System, for example, still regards wealth quite objectively as a thing exist-
ing independently in the shape of money. Compared with this stand-
point, it was a substantial advance when the Manufacturing or Mercantile
System transferred the source of wealth from the object to the subjective
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activity — mercantile or industrial labour — but it still considered that only
this circumscribed activity itself produced money. In contrast to this sys-
tem, the Physiocrats assume that a specific form of labour — agriculture —
creates wealth, and they see the object no longer in the guise of money, but
as a product in general, as the universal result of labour. In accordance with
the still circumscribed activity, the product remains a naturally developed
product, an agricultural product, a product of the land par excellence.

It was an immense advance when Adam Smith rejected all restrictions
with regard to the activity that produces wealth — for him it was labour as
such, neither manufacturing, nor commercial, nor agricultural labour, but
all types of labour. The abstract universality which creates wealth implies also
the universality of the objects defined as wealth: they are products as such,
or once more labour as such, but in this case past, materialised labour. How
difficult and immense a transition this was is demonstrated by the fact that
Adam Smith himself occasionally relapses once more into the Physiocratic
system. It might seem that in this way merely an abstract expression was
found for the simplest and most ancient relation in which human beings
act as producers — irrespective of the type of society they live in. This is true
in one respect, but not in another.

The fact that the specific kind of labour is irrelevant presupposes a highly
developed complex of actually existing kinds of labour, none of which is
any more the all-important one. The most general abstractions arise on the
whole only when concrete development is most profuse, so that a specific
quality is seen to be common to many phenomena, or common to all. Then
it is no longer perceived solely in a particular form. This abstraction of
labour is, on the other hand, by no means simply the conceptual resultant
of a variety of concrete types of labour. The fact that the particular kind of
labour employed is immaterial is appropriate to a form of society in which
individuals easily pass from one type of labour to another, the particular type
oflabour being accidental to them and therefore irrelevant. Labour, not only
as a category but in reality, has become a means to create wealth in general,
and has ceased to be tied as an attribute to a particular individual. This state
of affairs is most pronounced in the United States, the most modern form of
bourgeois society. The abstract category “labour,” “labour as such,” labour
sans phrase, the point of departure of modern economics, thus becomes
a practical fact only there. The simplest abstraction, which plays a decisive
role in modem political economy, an abstraction which expresses an ancient
relation existing in all social formations, nevertheless appears to be actually
true in this abstract form only as a category of the most modern society. It
might be said that phenomena which are historical products in the United
States — e.g, the irrelevance of the particular type of labour — appear to
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be among the Russians, for instance, naturally developed predispositions.
But in the first place, there is an enormous difference between barbarians
having a predisposition which makes it possible to employ them in various
tasks, and civilised people who apply themselves to various tasks. As regards
the Russians, moreover, their indifference to the particular kind of labour
performed is in practice matched by their traditional habit of clinging fast
to a very definite kind of labour from which they are extricated only by
external influences.

The example of labour strikingly demonstrates how even the most
abstract categories, despite their validity in all epochs — precisely because
they are abstractions — are equally a product of historical conditions even
in the specific form of abstractions, and they retain their full validity only
for and within the framework of these conditions.

Bourgeois society is the most advanced and complex historical organ-
isation of production. The categories which express its relations, and an
understanding of its structure, therefore, provide an insight into the struc-
ture and the relations of production of all formerly existing social formations
the ruins and component elements of which were used in the creation of
bourgeois society. Some of these unassimilated remains are still carried on
within bourgeois society, others, however, which previously existed only in
rudimentary form, have been further developed and have attained their full
significance, etc. The anatomy of man is a key to the anatomy of the ape. On
the other hand, rudiments of more advanced forms in the lower species of
animals can only be understood when the more advanced forms are already
known. Bourgeois economy thus provides a key to the economy of antiquity,
etc. But it is quite impossible (to gain this insight) in the manner of those
economists who obliterate all historical differences and who see in all social
phenomena only bourgeois phenomena. If one knows rent, it is possible to
understand tribute, tithe, etc., but they do not have to be treated as identical.

Since bourgeois society is, moreover, only a contradictory form of devel-
opment, it contains relations of earlier societies often merely in very stunted
form or even in the form of travesties, e.g., communal ownership. Thus,
although it is true that the categories of bourgeois economy are valid for all
other social formations, this has to be taken cum grano salis, for they may
contain them in an advanced, stunted, caricatured, etc., form that is always
with substantial differences. What is called historical evolution depends in
general on the fact that the latest form regards earlier ones as stages in the
development of itself and conceives them always in a one-sided manner,
since only rarely and under quite special conditions is a society able to
adopt a critical attitude towards itself; in this context we are not of course
discussing historical periods which themselves believe that they are periods
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of decline. The Christian religion was able to contribute to an objective
understanding of earlier mythologies only when its self-criticism was to a
certain extent prepared, as it were potentially. Similarly, only when the self-
criticism of bourgeois society had begun, was bourgeois political economy
able to understand the feudal, ancient and oriental economies. In so far as
bourgeois political economy did not simply identify itself with the past in
a mythological manner, its criticism of earlier economies-especially of the
feudal system against which it still had to wage a direct struggle-resembled
the criticism that Christianity directed against heathenism, or which Protes-
tantism directed against Catholicism.

Just as in general when examining any historical or social science, so also
in the case of the development of economic categories is it always neces-
sary to remember that the subject, in this context contemporary bourgeois
society, is presupposed both in reality and in the mind, and that therefore
categories express forms of existence and conditions of existence —and some-
times merely separate aspects — of this particular society, the subject; thus
the category, even from the scientific standpoint, by no means begins at the
moment when it is discussed as such. This has to be remembered because it
provides important criteria for the arrangement of the material. For exam-
ple, nothing seems more natural than to begin with rent, i.e., with landed
property, since it is associated with the earth, the source of all production
and all life, and with agriculture, the first form of production in all soci-
eties that have attained a measure of stability. But nothing would be more
erroneous. There is in every social formation a particular branch of produc-
tion which determines the position and importance of all the others, and
the relations obtaining in this branch accordingly determine the relations
of all other branches as well. It is as though light of a particular hue were
cast upon everything, tingeing all other colours and modifying their specific
features; or as if a special ether determined the specific gravity of everything
found in it. Let us take as an example pastoral tribes. (Tribes living exclu-
sively on hunting or fishing are beyond the boundary line from which real
development begins.) A certain type of agricultural activity occurs among
them and this determines land ownership. It is communal ownership and
retains this form in a larger or smaller measure, according to the degree
to which these people maintain their traditions, e.g., communal ownership
among the Slavs. Among settled agricultural people-settled already to a large
extent-where agriculture predominates as in the societies of antiquity and
the feudal period, even manufacture, its structure and the forms of property
corresponding thereto, have, in some measure, specifically agrarian features.
Manufacture is either completely dependent on agriculture, as in the earlier



Selected Texts on Economics, History, and Social Science 127

Roman period, or as in the Middle Ages, it copies in the town and in its
conditions the organisation of the countryside. In the Middle Ages even
capital — unless it was solely money capital — consisted of the traditional
tools, etc., and retained a specifically agrarian character. The reverse takes
place in bourgeois society. Agriculture to an increasing extent becomes just
a branch of industry and is completely dominated by capital. The same
applies to rent. In all forms in which landed property is the decisive factor,
natural relations still predominate; in the forms in which the decisive factor
is capital, social, historically evolved elements predominate. Rent cannot be
understood without capital, but capital can be understood without rent.
Capital is the economic power that dominates everything in bourgeois soci-
ety. It must form both the point of departure and the conclusion and it has
to be expounded before landed property. After analysing capital and landed
property separately, their interconnection must be examined.

It would be inexpedient and wrong therefore to present the economic
categories successively in the order in which they have played the dominant
role in history. On the contrary, their order of succession is determined
by their mutual relation in modern bourgeois society and this is quite the
reverse of what appears to be natural to them or in accordance with the
sequence of historical development The point at issue is not the role that
various economic relations have played in the succession of various social
formations appearing in the course of history; even less is it their sequence
“as concepts” (Proudhon) (a nebulous notion of the historical process), but
their position within modern bourgeois society.

It is precisely the predominance of agricultural peoples in the ancient
world which caused the merchant nations — Phoenicians, Carthaginians —
to develop in such purity (abstract precision). For capital in the shape of
merchant or money capital appears in that abstract form where capital has
not yet become the dominant factor in society. Lombards and Jews occupied
the same position with regard to mediaeval agrarian societies.

Another example of the various roles which the same categories have
played at different stages of society are joint-stock companies, one of the
most recent features of bourgeois society; but they arise also in its early
period in the form of large privileged commercial companies with rights of
monopoly.

The concept of national wealth finds its way into the works of the
economists of the seventeenth century as the notion that wealth is created for
the State, whose power, on the other hand, is proportional to this wealth —a
notion which to some extent still survives even among eighteenth-century
economists. This is still an unintentionally hypocritical manner in which
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wealth and the production of wealth are proclaimed to be the goal of the
modern State, which is regarded merely as a means for producing wealth.

The disposition of material has evidently to be made in such a way that
[section] one comprises general abstract definitions, which therefore apper-
tain in some measure to all social formations, but in the sense set forth ear-
lier. Two, the categories which constitute the internal structure of bourgeois
society and on which the principal classes are based. Capital, wage-labour,
landed property and their relations to one another. Town and country. The
three large social classes; exchange between them. Circulation. The (private)
credit system. Three, the State as the epitome of bourgeois society. Analysis of
its relations to itself. The “unproductive” classes. Taxes. National debt. Public
credit. Population. Colonies. Emigration. Four, international conditions of
production. International division of labour. International exchange. Export
and import. Rate of exchange. Five, world market and crises.

Notes

1. Marx, still using Hegel’s terminology and his approach to the unity of the oppo-
sites, counterposes the term “Verwirklichung” (realisation) to “Entwirklichung”
(loss of realisation).

2. In this manuscript Marx frequently uses two similar German terms,
“Entdusserung” and “Entfremdung,” to express the notion of “alienation.” In
the present edition the former is generally translated as “alienation,” the latter as
“estrangement,” because in the later economic works ( Theories of Surplus-Value)
Marx himself used the word “alienation” as the English equivalent of the term
“Entdusserung.”

3. The term “species-being” (Gattungswesen) is derived from Ludwig Feuerbach’s
philosophy where it is applied to man and mankind as a whole.

4. Apparently Marx refers to Proudhon’s book Qu’est-ce que la propriété?, Paris,
1841.

5. This passage shows that Marx here uses the category of wages in a broad sense,
as an expression of antagonistic relations between the classes of capitalists and of
wage-workers. Under “the wages” he understands “the wage-labour,” the capi-
talist system as such. This idea was apparently elaborated in detail in that part of
the manuscript which is now extant.

6. This apparently refers to the conversion of individuals into members of civil
society which is considered as the sphere of property, of material relations that
determine all other relations. In this case Marx refers to the material relations of
society based on private property and the antagonism of different classes.
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The Limitations of Marginal Utility

Thorstein Veblen

Thorstein Veblen (1857—-1929) was born in Wisconsin and received his Ph.D. from
Yale. He taught at the University of Chicago and at several other schools. Given his
irascibility and his radical criticisms of American society, he was unable to find a
permanent position. Veblen did, however, gain considerable renown — he was even
offered the presidency of the American Economic Association (which he turned
down). Veblen was, as in the essay reprinted here, a persistent critic of neoclassical
economics. In the last two decades, interest in Veblen’s economics and the work of
other “institutionalist” economists has increased significantly.

The limitations of the marginal-utility economics are sharp and character-
istic. It is from first to last a doctrine of value, and in point of form and
method it is a theory of valuation. The whole system, therefore, lies within
the theoretical field of distribution, and it has but a secondary bearing on
any other economic phenomena than those of distribution — the term being
taken in its accepted sense of pecuniary distribution, or distribution in point
of ownership. Now and again an attempt is made to extend the use of the
principle of marginal utility beyond this range, so as to apply it to questions
of production, but hitherto without sensible effect, and necessarily so. The
most ingenious and the most promising of such attempts have been those
of Mr. Clark, whose work marks the extreme range of endeavor and the
extreme degree of success in so seeking to turn a postulate of distribution to
account for a theory of production. But the outcome has been a doctrine of
the production of values, and value, in Mr. Clark’s as in other utility systems,
is a matter of valuation; which throws the whole excursion back into the field
of distribution. Similarly, as regards attempts to make use of this principle
in an analysis of the phenomena of consumption, the best results arrived
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at are some formulation of the pecuniary distribution of consumption
goods.

Within this limited range marginal-utility theory is of a wholly statisti-
cal character. It offers no theory of a movement of any kind, being occu-
pied with the adjustment of values to a given situation. Of this again, no
more convincing illustration need be had than is afforded by the work of
Mr. Clark, which is not excelled in point of earnestness, perseverance, or
insight. For all their use of the term “dynamic,” neither Mr. Clark nor any
of his associates in this line of research have yet contributed anything at all
appreciable to a theory of genesis, growth, sequence, change, process, or
the like, in economic life. They have had something to say as to the bearing
which given economic changes, accepted as premises, may have on valua-
tion, and so on distribution; but as to the causes or the unfolding sequence
of the phenomena of economic life they had nothing to say hitherto; nor
can they, since their theory is not drawn in causal terms but in terms of
teleology.

In all this the marginal-utility school is substantially at one with the
classical economics of the nineteenth century, the difference between the
two being that the former is confined within narrower limits and sticks more
consistently to its teleological premises. Both are teleological, and neither
can consistently admit arguments from cause to effect in the formulation of
their main articles of theory. Neither can deal theoretically with phenomena
of change, but at the most only with rational adjustment to change which
may be supposed to have supervened.

To the modern scientist the phenomena of growth and change are the
most obstrusive and most consequential facts observable in economic life.
For an understanding of modern economic life the technological advance of
the past two centuries — e.g., the growth of the industrial arts — is of the first
importance; but marginal-utility theory does not bear on this matter, nor
does this matter bear on marginal-utility theory. As a means of theoretically
accounting for this technological movement in the past or in the present,
or even as a means of formally, technically stating it as an element in the
current economic situation, that doctrine and all its works are altogether
idle. The like is true for the sequence of change that is going forward in the
pecuniary relations of modern life; the hedonistic postulate and its proposi-
tions of differential utility neither have served nor can serve an inquiry into
these phenomena of growth, although the whole body of marginal-utility
economics lies with the range of these pecuniary phenomena. It has nothing
to say to the growth of business usages and expedients or to the concomitant
changes in the principles of conduct which govern the pecuniary relations
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of men, which condition and are conditioned by these altered relations of
business life or which bring them to pass.

It is characteristic of the school that whenever an element of the cultural
fabric, an institution or any institutional phenomenon, is involved in the
facts with which the theory is occupied, such institutional facts are taken
for granted, denied, or explained away. If it is a question of price, there is
offered an explanation of how exchanges may take place with such effect
as to leave money and price out of the account. If it is a question of credit,
the effect of credit extension on business traffic is left on one side and there
is an explanation of how the borrower and lender codperate to smooth
out their respective income streams of consumable goods or sensations of
consumption. The failure of the school in this respect is consistent and
comprehensive. And yet these economists are lacking neither in intelligence
nor in information. They are, indeed, to be credited, commonly, with a
wide range of information and an exact control of materials, as well as with
a very alert interest in what is going on; and apart from their theoretical
pronouncements the members of the school habitually profess the sanest
and most intelligent views of current practical questions, even when these
questions touch matters of institutional growth and decay.

The infirmity of this theoretical scheme lies in its postulates, which con-
fine the inquiry to generalisations of the teleological or “deductive” order.
These postulates, together with the point of view and logical method that fol-
low from them, the marginal-utility school shares with other economists of
the classical line — for this school is but a branch or derivative of the English
classical economists of the nineteenth century. The substantial difference
between this school and the generality of classical economists lies mainly
in the fact that in the marginal-utility economics the common postulates
are more consistently adhered to at the same time that they are more neatly
defined and their limitations are more adequately realized. Both the classical
school in general and its specialized variant, the marginal-utility school, in
particular, take as their common point of departure the traditional psychol-
ogy of the early nineteenth-century hedonists, which is accepted as a matter
of course or of common notoriety and is held quite uncritically. The central
and well-defined tenet so held is that of the hedonistic calculus. Under the
guidance of this tenet and of the other psychological conceptions associated
and consonant with it, human conduct is conceived of and interpreted as
a rational response to the exigencies of the situation in which mankind is
placed; as regards economic conduct it is such a rational and unprejudiced
response to the stimulus of anticipated pleasure and pain — being typically
and in the main, a response to the promptings of anticipated pleasure, for the
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hedonists of the nineteenth century and of the marginal-utility school are in
the main of an optimistic temper.! Mankind is, on the whole and normally,
(conceived to be) clearsighted and farsighted in its appreciation of future
sensuous gains and losses, although there may be some (inconsiderable)
difference between men in this respect. Men’s activities differ, therefore,
(inconsiderably) in respect of the alertness of the response and the nicety
of adjustment of irksome pain-cost to apprehended future sensuous gain;
but, in the whole, no other ground or line or guidance of conduct than this
rationalistic calculus falls properly within the cognizance of the economic
hedonists. Such a theory can take account of conduct only in so far as it is
rational conduct, guided by deliberate and exhaustively intelligent choice —
wise adaptation to the demands of the main chance.

The external circumstances which condition conduct are variable, of
course, and so they will have a varying effect upon conduct; but their varia-
tion is, in effect, construed to be of such a character only as to vary the degree
of strain to which the human agent is subject by contact with these external
circumstances. The cultural elements involved in the theoretical scheme,
elements that are of the nature of institutions, human relations governed by
use and wont in whatever kind and connection, are not subject to inquiry
but are taken for granted as pre-existing in a finished, typical form and as
making up a normal and definitive economic situation, under which and in
terms of which human intercourse is necessarily carried on. This cultural
situation comprises a few large and simple articles of institutional furniture,
together with their logical implications or corollaries; but it includes nothing
of the consequences or effects caused by these institutional elements. The
cultural elements so tacitly postulated as immutable conditions precedent
to economic life are ownership and free contract, together with such other
features of the scheme of natural rights as are implied in the exercise of these.
These cultural products are, for the purpose of the theory, conceived to be
given a priori in unmitigated force. They are part of the nature of things;
so that there is no need of accounting for them or inquiring into them, as
to how they have come to be such as they are, or how and why they have
changed and are changing, or what effect all this may have on the relations
of men who live by or under this cultural situation.

Evidently the acceptance of these immutable premises, tacitly, because
uncritically and as a matter of course, by hedonistic economics gives the
science a distinctive character and places it in contrast with other sciences
whose premises are of a different order. As has already been indicated, the
premises in question, so far as they are peculiar to the hedonistic economics,
are (a) a certain institutional situation, the substantial feature of which is the
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natural right of ownership, and () the hedonistic calculus. The distinctive
character given to this system of theory by these postulates and by the point
of view resulting from their acceptance may be summed up broadly and
concisely in saying that the theory is confined to the ground of sufficient
reason instead of proceeding on the ground of efficient cause. The contrary is
true of modern science, generally (except mathematics), particularly of such
sciences as have to do with the phenomena of life and growth. The difference
may seem trivial. It is serious only in its consequences. The two methods of
inference — from sufficient reason and from efficient cause — are out of touch
with one another and there is no transition from one to the other: no method
of converting the procedure or the results of the one into those of the other.
Theimmediate consequence is that the resulting economic theory is of a tele-
ological character — “deductive” or “a priori” as it is often called — instead
of being drawn in terms of cause and effect. The relation sought by this
theory among the facts with which it is occupied is the control exercised
by future (apprehended) events over present conduct. Current phenomena
are dealt with as conditioned by their future consequences; and in strict
marginal-utility theory they can be dealt with only in respect of their con-
trol of the present by consideration of the future. Such a (logical) relation of
control or guidance between the future and the present of course involves
an exercise of intelligence, a taking thought, and hence an intelligent agent
through whose discriminating forethought the apprehended future may
affect the current course of events; unless, indeed, one were to admit some-
thing in the way of a providential order of nature or some occult line of
stress of the nature of sympathetic magic. Barring magical and providential
elements, the relation of sufficient reason runs by way of the interested dis-
crimination, the forethought, of an agent who takes thought of the future
and guides his present activity by regard for this future. The relation of
sufficient reason runs only from the (apprehended) future into the present,
and it is solely of an intellectual, subjective, personal, teleological character
and force; while the relation of cause and effect runs only in the contrary
direction, and it is solely of an objective, impersonal, materialistic character
and force. The modern scheme of knowledge, on the whole, rests, for its
definitive ground, on the relation of cause and effect; the relation of suf-
ficient reason being admitted only provisionally and as a proximate factor
in the analysis, always with the unambiguous reservation that the analysis
must ultimately come to rest in terms of cause and effect. The merits of this
scientific animus, of course, do not concern the present argument.

Now, it happens that the relation of sufficient reason enters very substan-
tially into human conduct. It is this element of discriminating forethought
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that distinguishes human conduct from brute behavior. And since the
economist’s subject of inquiry is this human conduct, that relation necessar-
ily comes in for a large share of his attention in any theoretical formulation
of economic phenomena, whether hedonistic or otherwise. But while mod-
ern science at large has made the causal relation the sole ultimate ground of
theoretical formulation; and while the other sciences that deal with human
life admit the relation of sufficient reason as a proximate, supplementary,
or intermediate ground, subsidiary, and subservient to the argument from
cause to effect; economics has had the misfortune — as seen from the sci-
entific point of view — to let the former supplant the latter. It is, of course,
true that human conduct is distinguished from other natural phenomena
by the human faculty for taking thought, and any science that has to do with
human conduct must face the patent fact that the details of such conduct
consequently fall into the teleological form; but it is the peculiarity of the
hedonistic economics that by force of its postulates its attention is confined
to this teleological bearing of conduct alone. It deals with this conduct only
in so far as it may be construed in rationalistic, teleological terms of calcula-
tion and choice. But it is at the same time no less true that human conduct,
economic or otherwise, is subject to the sequence of cause and effect, by
force of such elements as habituation and conventional requirements. But
facts of this order, which are to modern science of graver interest than the
teleological details of conduct, necessarily fall outside the attention of the
hedonistic economist, because they cannot be construed in terms of suffi-
cient reason, such as his postulates demand, or be fitted into a scheme of
teleological doctrines.

There is, therefore, no call to impugn these premises of the marginal-
utility economics within their field. They commend themselves to all serious
and uncritical persons at the first glance. They are principles of action which
underlie the current, business-like scheme of economic life, and as such, as
practical grounds of conduct, they are not to be called in question without
questioning the existing law and order. As a matter of course, men order
their lives by these principles and, practically, entertain no question of their
stability and finality. That is what is meant by calling them institutions;
they are settled habits of thought common to the generality of men. But it
would be mere absentmindedness in any student of civilization therefore to
admit that these or any other human institutions have this stability which is
currently imputed to them or that they are in this way intrinsic to the nature
of things. The acceptance by the economists of these or other institutional
elements as given and immutable limits their inquiry in a particular and
decisive way. It shuts off the inquiry at the point where the modern scientific
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interest sets in. The institutions in question are no doubt good for their
purpose as institutions, but they are not good as premises for a scientific
inquiry into the nature, origin, growth, and effects of these institutions and
of the mutations which they undergo and which they bring to pass in the
community’s scheme of life.

To any modern scientist interested in economic phenomena, the chain
of cause and effect in which any given phase of human culture is involved,
as well as the cumulative changes wrought in the fabric of human conduct
itself by the habitual activity of mankind, are matters of more engrossing and
more abiding interest than the method of inference by which an individual
is presumed invariably to balance pleasure and pain under given conditions
that are presumed to be normal and invariable. The former are questions of
the life-history of the race or the community, questions of cultural growth
and of the fortunes of generations; while the latter is a question of individual
casuistry in the face of a given situation that may arise in the course of this
cultural growth. The former bear on the continuity and mutations of that
scheme of conduct whereby mankind deals with its material means oflife; the
latter, if it is conceived in hedonistic terms, concerns a disconnected episode
in the sensuous experience of an individual member of such a community.

In so far as modern science inquires into the phenomena of life, whether
inanimate, brute, or human, it is occupied about questions of genesis and
cumulative change, and it converges upon a theoretical formulation in the
shape of a life-history drawn in causal terms. In so far as it is a science in the
current sense of the term, any science, such as economics, which has to do
with human conduct, becomes a genetic inquiry into the human scheme of
life; and where, as in economics, the subject of inquiry is the conduct of
man in his dealings with the material means of life, the science is necessarily
an inquiry into the life-history of material civilization, on a more or less
extended or restricted plan. Not that the economist’s inquiry isolates mate-
rial civilization from all other phases and bearings of human culture, and
so studies the motions of an abstractly conceived “economic man.” On the
contrary, no theoretical inquiry into this material civilization that shall be
at all adequate to any scientific purpose can be carried out without taking
this material civilization in its causal, that is to say, its genetic, relations to
other phases and bearings of the cultural complex; without studying it asitis
wrought upon by other lines of cultural growth and as working its effects in
these other lines. But in so far as the inquiry is economic science, specifically,
the attention will converge upon the scheme of material life and will take
in other phases of civilization only in their correlation with the scheme of
material civilization.
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Like all human culture this material civilization is a scheme of institu-
tions — institutional fabric and institutional growth. But institutions are
an outgrowth of habit. The growth of culture is a cumulative sequence of
habituation, and the ways and means of it are the habitual response of
human nature to exigencies that vary incontinently, cumulatively, but with
something of a consistent sequence in the cumulative variations that so go
forward, — incontinently, because each new move creates a new situation
which induces a further new variation in the habitual manner of response;
cumulatively, because each new situation is a variation of what has gone
before it and embodies as causal factors all that has been effected by what
went before; consistently, because the underlying traits of human nature
(propensities, aptitudes, and what not) by force of which the response takes
place, and on the ground of which the habituation takes effect, remain sub-
stantially unchanged.

Evidently an economic inquiry which occupies itself exclusively with the
movements of this consistent, elemental human nature under given, stable
institutional conditions — such as is the case with the current hedonistic
economics — can reach statical results alone; since it makes abstraction from
those elements that make for anything but a statical result. On the other hand
an adequate theory of economic conduct, even for statical purposes, cannot
be drawn in terms of the individual simply — as is the case in the marginal-
utility economics — because it cannot be drawn in terms of the underlying
traits of human nature simply; since the response that goes to make up
human conduct takes place under institutional norms and only under stim-
uli that have an institutional bearing; for the situation that provokes and
inhibits action in any given case is itself in great part of institutional, cultural
derivation. Then, too, the phenomena of human life occur only as phenom-
ena of the life of a group or community: only under stimuli due to contact
with the group and only under the (habitual) control exercised by canons of
conduct imposed by the group’s scheme of life. Not only is the individual’s
conduct hedged about and directed by his habitual relations to his fellows
in the group, but these relations, being of an institutional character, vary
as the institutional scheme varies. The wants and desires, the end and aim,
the ways and means, the amplitude and drift of the individual’s conduct are
functions of an institutional variable that is of a highly complex and wholly
unstable character.

The growth and mutations of the institutional fabric are an outcome of
the conduct of the individual members of the group, since it is out of the
experience of the individuals, through the habituation of individuals, that
institutions arise; and it is in this same experience that these institutions act
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to direct and define the aims and end of conduct. It is, of course, on individ-
uals that the system of institutions imposes those conventional standards,
ideals, and canons of conduct that make up the community’s scheme of life.
Scientific inquiry in this field, therefore, must deal with individual conduct
and must formulate its theoretical results in terms of individual conduct.
But such an inquiry can serve the purposes of a genetic theory only if and
in so far as this individual conduct is attended to in those respects in which
it counts toward habituation, and so toward change (or stability) of the
institutional fabric, on the one hand, and in those respects in which it is
prompted and guided by the received institutional conceptions and ideals
on the other hand. The postulates of marginal utility, and the hedonistic
preconceptions generally, fail at this point in that they confine the attention
to such bearings of economic conduct as are conceived not to be conditioned
by habitual standards and ideals and to have no effect in the way of habitua-
tion. They disregard or abstract from the causal sequence of propensity and
habituation in economic life and exclude from theoretical inquiry all such
interest in the facts of cultural growth, in order to attend to those features
of the case that are conceived to be idle in this respect. All such facts of
institutional force and growth are put on one side as not being germane to
pure theory; they are to be taken account of, if at all, by afterthought, by a
more or less vague and general allowance for inconsequential disturbances
due to occasional human infirmity. Certain institutional phenomena, it is
true, are comprised among the premises of the hedonists, as has been noted
above; but they are included as postulates a priori. So the institution of
ownership is taken into the inquiry not as a factor of growth or an element
subject to change, but as one of the primordial and immutable facts of the
order of nature, underlying the hedonistic calculus. Property, ownership, is
presumed as the basis of hedonistic discrimination and it is conceived to
be given in its finished (nineteenth-century) scope and force. There is no
thought either of a conceivable growth of this definitive nineteenth-century
institution out of a cruder past or of any conceivable cumulative change in
the scope and force of ownership in the present or future. Nor is it conceived
that the presence of this institutional element in men’s economic relations
in any degree affects or disguises the hedonistic calculus, or that its pecu-
niary conceptions and standards in any degree standardize, color, mitigate,
or divert the hedonistic calculator from the direct and unhampered quest of
the net sensuous gain. While the institution of property is included in this
way among the postulates of the theory, and is even presumed to be ever-
present in the economic situation, it is allowed to have no force in shaping
economic conduct, which is conceived to run its course to its hedonistic
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outcome as if no such institutional factor intervened between the impulse
and its realization. The institution of property, together with all the range
of pecuniary conceptions that belong under it and that cluster about it, are
presumed to give rise to no habitual or conventional canons of conduct or
standards of valuation, no proximate ends, ideals, or aspirations. All pecu-
niary notions arising from ownership are treated simply as expedients of
computation which mediate between the pain-cost and the pleasure-gain of
hedonistic choice, without lag, leak, or friction; they are conceived simply
as the immutably correct, God-given notation of the hedonistic calculus.
The modern economic situation is a business situation, in that economic
activity of all kinds is commonly controlled by business considerations. The
exigencies of modern life are commonly pecuniary exigencies. That is to
say they are exigencies of the ownership of property. Productive efficiency
and distributive gain are both rated in terms of price. Business considera-
tions are considerations of price, and pecuniary exigencies of whatever kind
in the modern communities are exigencies of price. The current economic
situation is a price system. Economic institutions in the modern civilized
scheme oflife are (prevailingly) institutions of the price system. The accoun-
tancy to which all phenomena of modern economic life are amenable is an
accountancy in terms of price; and by the current convention there is no
other recognized scheme of accountancy, no other rating, either in law or
in fact, to which the facts of modern life are held amenable. Indeed, so great
and pervading a force has this habit (institution) of pecuniary accountancy
become that it extends, often as a matter of course, to many facts which
properly have no pecuniary bearing and no pecuniary magnitude, as, e.g.,
works of art, science, scholarship, and religion. More or less freely and fully,
the price system dominates the current commonsense in its appreciation
and rating of these non-pecuniary ramifications of modern culture; and
this in spite of the fact that, on reflection, all men of normal intelligence will
freely admit that these matters lie outside the scope of pecuniary valuation.
Current popular taste and the popular sense of merit and demerit are
notoriously affected in some degree by pecuniary considerations. It is a
matter of common notoriety, not to be denied or explained away, that pecu-
niary (“commercial”) tests and standards are habitually made use of outside
of commercial interests proper. Precious stones, it is admitted, even by hedo-
nistic economists, are more esteemed than they would be if they were more
plentiful and cheaper. A wealthy person meets with more consideration and
enjoys a larger measure of good repute than would fall to the share of the
same person with the same habit of mind and body and the same record
of good and evil deeds if he were poorer. It may well be that this current
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“commercialisation” of taste and appreciation has been overstated by super-
ficial and hasty critics of contemporary life, but it will not be denied that
there is a modicum of truth in the allegation. Whatever substance it has,
much or little, is due to carrying over into other fields of interest the habit-
ual conceptions induced by dealing with and thinking of pecuniary matters.
These “commercial” conceptions of merit and demerit are derived from
business experience. The pecuniary tests and standards so applied outside
of business transactions and relations are not reducible to sensuous terms
of pleasure and pain. Indeed, it may, e.g., be true, as is commonly believed,
that the contemplation of a wealthy neighbor’s pecuniary superiority yields
painful rather than pleasurable sensations as an immediate result; but it
is equally true that such a wealthy neighbor is, on the whole, more highly
regarded and more considerately treated than another neighbor who differs
from the former only in being less enviable in respect of wealth.

It is the institution of property that gives rise to these habitual grounds
of discrimination, and in modern times, when wealth is counted in terms of
money, it is in terms of money value that these tests and standards of pecu-
niary excellence are applied. This much will be admitted. Pecuniary institu-
tions induce pecuniary habits of thought which affect men’s discrimination
outside of pecuniary matters; but the hedonistic interpretation alleges that
such pecuniary habits of thought do not affect men’s discrimination in pecu-
niary matters. Although the institutional scheme of the price system visibly
dominates the modern community’s thinking in matters that lie outside the
economic interest, the hedonistic economists insist, in effect, that this insti-
tutional scheme must be accounted of no effect within that range of activity
to which it owes its genesis, growth, and persistence. The phenomena of
business, which are peculiarly and uniformly phenomena of price, are in
the scheme of the hedonistic theory reduced to non-pecuniary hedonistic
terms and the theoretical formulation is carried out as if pecuniary concep-
tions had no force within the traffic in which such conceptions originate.
It is admitted that preoccupation with commercial interests has “commer-
cialised” the rest of modern life, but the “commercialisation” of commerce is
not admitted. Business transactions and computations in pecuniary terms,
such as loans, discounts, and capitalisation, are without hesitation or abate-
ment converted into terms of hedonistic utility, and conversely.

It may be needless to take exception to such conversion from pecuniary
into sensuous terms, for the theoretical purpose for which it is habitu-
ally made; although, if need were, it might not be excessively difficult to
show that the whole hedonistic basis of such a conversion is a psychological
misconception. But it is to the remoter theoretical consequences of such a
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conversion that exception is to be taken. In making the conversion abstrac-
tion is made from whatever elements do not lend themselves to its terms;
which amounts to abstracting from precisely those elements of business that
have an institutional force and that therefore would lend themselves to sci-
entific inquiry of the modern kind — those (institutional) elements whose
analysis might contribute to an understanding of modern business and of
the life of the modern business community as contrasted with the assumed
primordial hedonistic calculus.

The point may perhaps be made clearer. Money and the habitual resort
to its use are conceived to be simply the ways and means by which con-
sumable goods are acquired, and therefore simply a convenient method by
which to procure the pleasurable sensations of consumption; these latter
being in hedonistic theory the sole and overt end of all economic endeavor.
Money values have therefore no other significance than that of purchas-
ing power over consumable goods, and money is simply an expedient of
computation. Investment, credit extensions, loans of all kinds and degrees,
with payment of interest and the rest, are likewise taken simply as inter-
mediate steps between the pleasurable sensations of consumption and the
efforts induced by the anticipation of these sensations, other bearings of
the case being disregarded. The balance being kept in terms of the hedo-
nistic consumption, no disturbance arises in this pecuniary traffic so long
as the extreme terms of this extended hedonistic equation — pain-cost and
pleasure-gain — are not altered, what lies between these extreme terms being
merely algebraic notation employed for convenience of accountancy. But
such is not the run of the facts in modern business. Variations of capi-
talization, e.g., occur without its being practicable to refer them to visibly
equivalent variations either in the state of the industrial arts or in the sen-
sations of consumption. Credit extensions tend to inflation of credit, rising
prices, overstocking of markets, etc., likewise without a visible or securely
traceable correlation in the state of the industrial arts or in the pleasures of
consumption; that s to say, without a visible basis in those material elements
to which the hedonistic theory reduces all economic phenomena. Hence the
run of the facts, in so far, must be thrown out of the theoretical formulation.
The hedonistically presumed final purchase of consumable goods is habit-
ually not contemplated in the pursuit of business enterprise. Business men
habitually aspire to accumulate wealth in excess of the limits of practicable
consumption, and the wealth so accumulated is not intended to be converted
by a final transaction of purchase into consumable goods or sensations of
consumption. Such commonplace facts as these, together with the endless
web of business detail of a like pecuniary character, do not in hedonistic
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theory raise a question as to how these conventional aims, ideals, aspira-
tions, and standards have come into force or how they affect the scheme of
life in business or outside of it; they do not raise those questions because such
questions cannot be answered in the terms which the hedonistic economists
are content to use, or, indeed, which their premises permit them to use. The
question which arises is how to explain the facts away: how theoretically to
neutralize them so that they will not have to appear in the theory, which
can then be drawn in direct and unambiguous terms of rational hedonistic
calculation. They are explained away as being aberrations due to oversight
or lapse of memory on the part of business men, or to some failure of
logic or insight. Or they are construed and interpreted into the rationalistic
terms of the hedonistic calculus by resort to an ambiguous use of the hedo-
nistic concepts. So that the whole “money economy,” with all the machinery
of credit and the rest, disappears in a tissue of metaphors to reappear the-
oretically expurgated, sterilized, and simplified into a “refined system of
barter,” culminating in a net aggregate maximum of pleasurable sensations
of consumption.

But since it is in just this unhedonistic, unrationalistic pecuniary traffic
that the tissue of business life consists; since it is this peculiar conventional-
ism of aims and standards that differentiates the life of the modern business
community from any conceivable earlier or cruder phase of economic life;
since it is in this tissue of pecuniary intercourse and pecuniary concepts, ide-
als, expedients, and aspirations that the conjunctures of business life arise
and run their course of felicity and devastation; since it is here that those
institutional changes take place which distinguish one phase or era of the
business community’s life from any other; since the growth and change of
these habitual, conventional elements make the growth and character of any
business era or business community; any theory of business which sets these
elements aside or explains them away misses the main facts which it has gone
out to seek. Life and its conjunctures and institutions being of this complex-
ion, however much that state of the case may be deprecated, a theoretical
account of the phenomena of this life must be drawn in these terms in which
the phenomena occur. It is not simply that the hedonistic interpretation of
modern economic phenomena is inadequate or misleading; if the phenom-
ena are subjected to the hedonistic interpretation in the theoretical analysis
they disappear from the theory; and if they would bear the interpretation
in fact they would disappear in fact. If, in fact, all the conventional relations
and principles of pecuniary intercourse were subject to such a perpetual
rationalized, calculating revision, so that each article of usage, appreciation,
or procedure must approve itself de novo on hedonistic grounds of sensuous
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expediency to all concerned at every move, it is not conceivable that the
institutional fabric would last over night.

Note

1. The conduct of mankind differs from that of the brutes in being determined by
anticipated sensations of pleasure and pain, instead of actual sensations. Hereby,
in so far, human conduct is taken out of the sequence of cause and effect and
falls instead under the rule of sufficient reason. By virtue of this rational faculty
in man the connection between stimulus and response is teleological instead of
causal.

The reason for assigning the first and decisive place to pleasure, rather than to
pain, in the determination of human conduct, appears to be the (tacit) acceptance
of that optimistic doctrine of a beneficent order of nature which the nineteenth
century inherited from the eighteenth.



PART TWO

POSITIVIST AND POPPERIAN VIEWS

The development of logical positivism and of Karl Popper’s views (see the
introduction to this volume) had a significant impact on the methodology
of economics. Economists such as Terence Hutchison and Paul Samuelson
noted that much of economic theory appeared not to satisfy logical posi-
tivist or Popperian standards of theory assessment, and the 1930s and 1940s
saw naive tests of fundamental principles of the theory of the firm, which
appeared to refute them. This serious challenge was met mainly by Milton
Friedman, whose essay reprinted here is the most influential methodologi-
cal tract of modern times. It has been subjected to a barrage of criticism, of
which Herbert Simon’s and my own brief comments are only a tiny sample.

Although Imre Lakatos’s work on philosophy of science dates from much
later and shows the influence of Thomas Kuhn’s views, Lakatos’s views on
theory assessment are closely related to Popper’s, and both were influential
among economic methodologists in the 1970s and 1980s. The last essay in
this part by D. Wade Hands compactly summarizes the issues that arise in
applying Karl Popper’s and Imre Lakatos’s views to economics.
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SEVEN

The Methodology of Positive Economics

Milton Friedman

Milton Friedman (1912-2006) was born in Brooklyn, New York, and received his
Ph.D. in economics from Columbia University. He taught at the University of Min-
nesota, and then for many years at the University of Chicago. After 1977, he was a
Senior Research Fellow at the Hoover Institution in Stanford, California. Friedman
is best known for his work in monetary theory and for his concern for free enterprise
and individual liberty. Milton Friedman was awarded the Nobel Prize in economics
in 1976. The following essay, which is reprinted in its entirety, is the most influential
work on economic methodology of this century.

In his admirable book on The Scope and Method of Political Economy
John Neville Keynes distinguishes among “a positive science. .. [,] a body
of systematized knowledge concerning what is; a normative or regulative
science. .. [,] a body of systematized knowledge discussing criteria of what
oughttobe...;an art...[,] a system of rules for the attainment of a given
end”; comments that “confusion between them is common and has been
the source of many mischievous errors”; and urges the importance of “rec-
ognizing a distinct positive science of political economy.”’

This [essay] is concerned primarily with certain methodological problems
that arise in constructing the “distinct positive science” Keynes called for —
in particular, the problem how to decide whether a suggested hypothesis or
theory should be tentatively accepted as part of the “body of systematized

I have incorporated bodily in this article without special reference most of my brief
“Comment” in A Survey of Contemporary Economics, Vol. II (B. E. Haley, ed.) (Chicago:
Richard D. Irwin, Inc., 1952), pp. 455-7.

I am indebted to Dorothy S. Brady, Arthur E. Burns, and George J. Stigler for helpful
comments and criticism.

From Essays in Positive Economics, by Milton Friedman. Chicago: University of Chicago
Press, 1953. Copyright © 1953 by the University of Chicago. Reprinted by permission of the
University of Chicago.
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knowledge concerning what is.” But the confusion Keynes laments is still
so rife and so much of a hindrance to the recognition that economics can
be, and in part is, a positive science that it seems well to preface the main
body of the paper with a few remarks about the relation between positive
and normative economics.

I. The Relation between Positive and Normative Economics

Confusion between positive and normative economics is to some extent
inevitable. The subject matter of economics is regarded by almost everyone
as vitally important to himself and within the range of his own experience
and competence; it is the source of continuous and extensive controversy
and the occasion for frequent legislation. Self-proclaimed “experts” speak
with many voices and can hardly all be regarded as disinterested; in any
event, on questions that matter so much, “expert” opinion could hardly be
accepted solely on faith even if the “experts” were nearly unanimous and
clearly disinterested.” The conclusions of positive economics seem to be, and
are, immediately relevant to important normative problems, to questions
of what ought to be done and how any given goal can be attained. Laymen
and experts alike are inevitably tempted to shape positive conclusions to fit
strongly held normative preconceptions and to reject positive conclusions
if their normative implications — or what are said to be their normative
implications — are unpalatable.

Positive economics is in principle independent of any particular ethical
position or normative judgments. As Keynes says, it deals with “what is,”
not with “what ought to be.” Its task is to provide a system of generalizations
that can be used to make correct predictions about the consequences of any
change in circumstances. Its performance is to be judged by the precision,
scope, and conformity with experience of the predictions it yields. In short,
positive economics is, or can be, an “objective” science, in precisely the same
sense as any of the physical sciences. Of course, the fact that economics deals
with the interrelations of human beings, and that the investigator is himself
part of the subject matter being investigated in a more intimate sense than
in the physical sciences, raises special difficulties in achieving objectivity at
the same time that it provides the social scientist with a class of data not
available to the physical scientist. But neither the one nor the other is, in my
view, a fundamental distinction between the two groups of sciences.’

Normative economics and the art of economics, on the other hand, cannot
be independent of positive economics. Any policy conclusion necessarily
rests on a prediction about the consequences of doing one thing rather
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than another, a prediction that must be based — implicitly or explicitly — on
positive economics. There is not, of course, a one-to-one relation between
policy conclusions and the conclusions of positive economics; if there were,
there would be no separate normative science. Two individuals may agree on
the consequences of a particular piece of legislation. One may regard them
as desirable on balance and so favor the legislation; the other, as undesirable
and so oppose the legislation.

I venture the judgment, however, that currently in the Western world, and
especially in the United States, differences about economic policy among dis-
interested citizens derive predominantly from different predictions about
the economic consequences of taking action — differences that in princi-
ple can be eliminated by the progress of positive economics — rather than
from fundamental differences in basic values, differences about which men
can ultimately only fight. An obvious and not unimportant example is
minimum-wage legislation. Underneath the welter of arguments offered
for and against such legislation there is an underlying consensus on the
objective of achieving a “living wage” for all, to use the ambiguous phrase so
common in such discussions. The difference of opinion is largely grounded
on an implicit or explicit difference in predictions about the efficacy of
this particular means in furthering the agreed-on end. Proponents believe
(predict) that legal minimum wages diminish poverty by raising the wages
of those receiving less than the minimum wage as well as of some receiv-
ing more than the minimum wage without any counterbalancing increase
in the number of people entirely unemployed or employed less advanta-
geously than they otherwise would be. Opponents believe (predict) that
legal minimum wages increase poverty by increasing the number of people
who are unemployed or employed less advantageously and that this more
than offsets any favorable effect on the wages of those who remain employed.
Agreement about the economic consequences of the legislation might not
produce complete agreement about its desirability, for differences might still
remain about its political or social consequences; but, given agreement on
objectives, it would certainly go a long way toward producing consensus.

Closely related differences in positive analysis underlie divergent views
about the appropriate role and place of trade-unions and the desirability
of direct price and wage controls and of tariffs. Different predictions about
the importance of so-called “economics of scale” account very largely for
divergent views about the desirability or necessity of detailed government
regulation of industry and even of socialism rather than private enterprise.
And this list could be extended indefinitely.* Of course, my judgment that
the major differences about economic policy in the Western world are of
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this kind is itself a “positive” statement to be accepted or rejected on the
basis of empirical evidence.

If this judgment is valid, it means that a consensus on “correct” economic
policy depends much less on the progress of normative economics proper
than on the progress of a positive economics yielding conclusions that are,
and deserve to be, widely accepted. It means also that a major reason for
distinguishing positive economics sharply from normative economics is
precisely the contribution that can thereby be made to agreement about
policy.

I1. Positive Economics

The ultimate goal of a positive science is the development of a “theory” or
“hypothesis” that yields valid and meaningful (i.e., not truistic) predictions
about phenomena not yet observed. Such a theory is, in general, a complex
intermixture of two elements. In part, itis a “language” designed to promote
“systematic and organized methods of reasoning.” In part, it is a body of
substantive hypotheses designed to abstract essential features of complex
reality.

Viewed as a language, theory has no substantive content; it is a set of
tautologies. Its function is to serve as a filing system for organizing empirical
material and facilitating our understanding of it; and the criteria by which
it is to be judged are those appropriate to a filing system. Are the categories
clearly and precisely defined? Are they exhaustive? Do we know where to
file each individual item, or is there considerable ambiguity? Is the system
of headings and subheadings so designed that we can quickly find an item
we want, or must we hunt from place to place? Are the items we shall want
to consider jointly filed together? Does the filing system avoid elaborate
cross-references?

The answers to these questions depend partly on logical, partly on fac-
tual, considerations. The canons of formal logic alone can show whether
a particular language is complete and consistent, that is, whether propo-
sitions in the language are “right” or “wrong.” Factual evidence alone can
show whether the categories of the “analytical filing system” have a mean-
ingful empirical counterpart, that is, whether they are useful in analyzing
a particular class of concrete problems.® The simple example of “supply”
and “demand” illustrates both this point and the preceding list of analogical
questions. Viewed as elements of the language of economic theory, these
are the two major categories into which factors affecting the relative prices
of products or factors of production are classified. The usefulness of the
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dichotomy depends on the “empirical generalization that an enumeration
of the forces affecting demand in any problem and of the forces affect-
ing supply will yield two lists that contain few items in common.”” Now
this generalization is valid for markets like the final market for a consumer
good. In such a market there is a clear and sharp distinction between the
economic units that can be regarded as demanding the product and those
that can be regarded as supplying it. There is seldom much doubt whether
a particular factor should be classified as affecting supply, on the one hand,
or demand, on the other; and there is seldom much necessity for consid-
ering cross-effects (cross-references) between the two categories. In these
cases the simple and even obvious step of filing the relevant factors under
the headings of “supply” and “demand” effects a great simplification of the
problem and is an effective safeguard against fallacies that otherwise tend to
occur. But the generalization is not always valid. For example, it is not valid
for the day-to-day fluctuations of prices in a primarily speculative market.
Is a rumor of an increased excess-profits tax, for example, to be regarded
as a factor operating primarily on today’s supply of corporate equities in
the stock market or on today’s demand for them? In similar fashion, almost
every factor can with about as much justification be classified under the
heading “supply” as under the heading “demand.” These concepts can still
be used and may not be entirely pointless; they are still “right” but clearly less
useful than in the first example because they have no meaningful empirical
counterpart.

Viewed as a body of substantive hypotheses, theory is to be judged by its
predictive power for the class of phenomena which itis intended to “explain.”
Only factual evidence can show whether it is “right” or “wrong” or, better,
tentatively “accepted” as valid or “rejected.” As I shall argue at greater length
below, the only relevant test of the validity of a hypothesis is comparison
of its predictions with experience. The hypothesis is rejected if its predic-
tions are contradicted (“frequently” or more often than predictions from an
alternative hypothesis); it is accepted if its predictions are not contradicted;
great confidence is attached to it if it has survived many opportunities for
contradiction. Factual evidence can never “prove” a hypothesis; it can only
fail to disprove it, which is what we generally mean when we say, somewhat
inexactly, that the hypothesis has been “confirmed” by experience.

To avoid confusion, it should perhaps be noted explicitly that the “pre-
dictions” by which the validity of a hypothesis is tested need not be about
phenomena that have not yet occurred, that is, need not be forecasts of future
events; they may be about phenomena that have occurred but observations
on which have not yet been made or are not known to the person making
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the prediction. For example, a hypothesis may imply that such and such
must have happened in 1906, given some other known circumstances. If a
search of the records reveals that such and such did happen, the prediction
is confirmed; if it reveals that such and such did not happen, the prediction
is contradicted.

Thevalidity of a hypothesis in this sense is not by itselfa sufficient criterion
for choosing among alternative hypotheses. Observed facts are necessarily
finite in number; possible hypotheses, infinite. If there is one hypothesis
that is consistent with the available evidence, there are always an infinite
number that are.® For example, suppose a specific excise tax on a partic-
ular commodity produces a rise in price equal to the amount of the tax.
This is consistent with competitive conditions, a stable demand curve, and
a horizontal and stable supply curve. But it is also consistent with competi-
tive conditions and a positively or negatively sloping supply curve with the
required compensating shift in the demand curve or the supply curve; with
monopolistic conditions, constant marginal costs, and stable demand curve,
of the particular shape required to produce this result; and so on indefinitely.
Additional evidence with which the hypothesis is to be consistent may rule
out some of these possibilities; it can never reduce them to a single possi-
bility alone capable of being consistent with the finite evidence. The choice
among alternative hypotheses equally consistent with the available evidence
must to some extent be arbitrary, though there is general agreement that
relevant considerations are suggested by the criteria “simplicity” and “fruit-
fulness,” themselves notions that defy completely objective specification. A
theory is “simpler” the less the initial knowledge needed to make a predic-
tion within a given field of phenomena; it is more “fruitful” the more precise
the resulting prediction, the wider the area within which the theory yields
predictions, and the more additional lines for further research it suggests.
Logical completeness and consistency are relevant but play a subsidiary role;
their function is to assure that the hypothesis says what it is intended to say
and does so alike for all users — they play the same role here as checks for
arithmetical accuracy do in statistical computations.

Unfortunately, we can seldom test particular predictions in the social
sciences by experiments explicitly designed to eliminate what are judged to
be the most important disturbing influences. Generally, we must rely on
evidence cast up by the “experiments” that happen to occur. The inability
to conduct so-called “controlled experiments” does not, in my view, reflect
a basic difference between the social and physical sciences both because it
is not peculiar to the social sciences — witness astronomy — and because the
distinction between a controlled experiment and uncontrolled experience is
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atbest one of degree. No experiment can be completely controlled, and every
experience is partly controlled, in the sense that some disturbing influences
are relatively constant in the course of it.

Evidence cast up by experience is abundant and frequently as conclusive
as that from contrived experiments; thus the inability to conduct experi-
ments is not a fundamental obstacle to testing hypotheses by the success
of their predictions. But such evidence is far more difficult to interpret. It
is frequently complex and always indirect and incomplete. Its collection is
often arduous, and its interpretation generally requires subtle analysis and
involved chains of reasoning, which seldom carry real conviction. The denial
to economics of the dramatic and direct evidence of the “crucial” experi-
ment does hinder the adequate testing of hypotheses; but this is much less
significant than the difficulty it places in the way of achieving a reasonably
prompt and wide consensus on the conclusions justified by the available
evidence. It renders the weeding-out of unsuccessful hypotheses slow and
difficult. They are seldom downed for good and are always cropping up
again.

There is, of course, considerable variation in these respects. Occasionally,
experience casts up evidence that is about as direct, dramatic, and convinc-
ing as any that could be provided by controlled experiments. Perhaps the
most obviously important example is the evidence from inflations on the
hypothesis that a substantial increase in the quantity of money within a rel-
atively short period is accompanied by a substantial increase in prices. Here
the evidence is dramatic, and the chain of reasoning required to interpret
it is relatively short. Yet, despite numerous instances of substantial rises in
prices, their essentially one-to-one correspondence with substantial rises
in the stock of money, and the wide variation in other circumstances that
might appear to be relevant, each new experience of inflation brings forth
vigorous contentions, and not only by the lay public, that the rise in the
stock of money is either an incidental effect of a rise in prices produced
by other factors or a purely fortuitous and unnecessary concomitant of the
price rise.

One effect of the difficulty of testing substantive economic hypotheses
has been to foster a retreat into purely formal or tautological analysis.” As
already noted, tautologies have an extremely important place in economics
and other sciences as a specialized language or “analytical filing system.”
Beyond this, formal logic and mathematics, which are both tautologies,
are essential aids in checking the correctness of reasoning, discovering the
implications of hypotheses, and determining whether supposedly different
hypotheses may not really be equivalent or wherein the differences lie.
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But economic theory must be more than a structure of tautologies if it
is to be able to predict and not merely describe the consequences of action;
if it is to be something different from disguised mathematics.'” And the
usefulness of the tautologies themselves ultimately depends, as noted above,
on the acceptability of the substantive hypotheses that suggest the particular
categories into which they organize the refractory empirical phenomena.

A more serious effect of the difficulty of testing economic hypotheses
by their predictions is to foster misunderstanding of the role of empirical
evidence in theoretical work. Empirical evidence is vital at two different,
though closely related, stages: in constructing hypotheses and in testing
their validity. Full and comprehensive evidence on the phenomena to be
generalized or “explained” by a hypothesis, besides its obvious value in
suggesting new hypotheses, is needed to assure that a hypothesis explains
what it sets out to explain — that its implications for such phenomena are
not contradicted in advance by experience that has already been observed.'!
Given that the hypothesis is consistent with the evidence at hand, its further
testing involves deducing from it new facts capable of being observed but
not previously known and checking these deduced facts against additional
empirical evidence. For this test to be relevant, the deduced facts must be
about the class of phenomena the hypothesis is designed to explain; and
they must be well enough defined so that observation can show them to be
wrong.

The two stages of constructing hypotheses and testing their validity are
related in two different respects. In the first place, the particular facts that
enter at each stage are partly an accident of the collection of data and the
knowledge of the particular investigator. The facts that serve as a test of
the implications of a hypothesis might equally well have been among the
raw material used to construct it, and conversely. In the second place, the
process never begins from scratch; the so-called “initial stage” itself always
involves comparison of the implications of an earlier set of hypotheses with
observation; the contradiction of these implications is the stimulus to the
construction of new hypotheses or revision of old ones. So the two method-
ologically distinct stages are always proceeding jointly.

Misunderstanding about this apparently straightforward process centers
on the phrase “the class of phenomena the hypothesis is designed to explain.”
The difficulty in the social sciences of getting new evidence for this class
of phenomena and of judging its conformity with the implications of the
hypothesis makes it tempting to suppose that other, more readily available,
evidence is equally relevant to the validity of the hypothesis —to suppose that
hypotheses have not only “implications” but also “assumptions” and that
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the conformity of these “assumptions” to “reality” is a test of the validity of
the hypothesis different from or additional to the test by implications, this
widely held view is fundamentally wrong and productive of much mischief.
Far from providing an easier means for sifting valid from invalid hypotheses,
itonly confuses the issue, promotes misunderstanding about the significance
of empirical evidence for economic theory, produces a misdirection of much
intellectual effort devoted to the development of positive economics, and
impedes the attainment of consensus on tentative hypotheses in positive
economics.

In so far as a theory can be said to have “assumptions” at all, and in so
far as their “realism” can be judged independently of the validity of predic-
tions, the relation between the significance of a theory and the “realism”
of its “assumptions” is almost the opposite of that suggested by the view
under criticism. Truly important and significant hypotheses will be found
to have “assumptions” that are wildly inaccurate descriptive representations
of reality, and, in general, the more significant the theory, the more unreal-
istic the assumptions (in this sense).'” The reason is simple. A hypothesis is
important if it “explains” much by little, that is, if it abstracts the common
and crucial elements from the mass of complex and detailed circumstances
surrounding the phenomena to be explained and permits valid predictions
on the basis of them alone. To be important, therefore, a hypothesis must
be descriptively false in its assumptions; it takes account of, and accounts
for, none of the many other attendant circumstances, since its very success
shows them to be irrelevant for the phenomena to be explained.

To put this point less paradoxically, the relevant question to ask about the
“assumptions” of a theory is not whether they are descriptively “realistic,”
for they never are, but whether they are sufficiently good approximations
for the purpose in hand. And this question can be answered only by seeing
whether the theory works, which means whether it yields sufficiently accu-
rate predictions. The two supposedly independent tests thus reduce to one
test.

The theory of monopolistic and imperfect competition is one example of
the neglect in economic theory of these propositions. The development of
this analysis was explicitly motivated, and its wide acceptance and approval
largely explained, by the belief that the assumptions of “perfect competi-
tion” or “perfect monopoly” said to underlie neoclassical economic theory
are a false image of reality. And this belief was itself based almost entirely
on the directly perceived descriptive inaccuracy of the assumptions rather
than on any recognized contradiction of predictions derived from neoclas-
sical economic theory. The lengthy discussion on marginal analysis in the
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American Economic Review some years ago is an even clearer, though much
less important, example. The articles on both sides of the controversy largely
neglect what seems to me clearly the main issue — the conformity to expe-
rience of the implications of the marginal analysis — and concentrate on the
largely irrelevant question whether businessmen do or do not in fact reach
their decisions by consulting schedules, or curves, or multivariable functions
showing marginal cost and marginal revenue.'’ Perhaps these two exam-
ples, and the many others they readily suggest, will serve to justify a more
extensive discussion of the methodological principles involved than might
otherwise seem appropriate.

III. Can a Hypothesis be Tested by the Realism of its Assumptions?

We may start with a simple physical example, the law of falling bodies. It is an
accepted hypothesis that the acceleration of a body dropped in a vacuum is
a constant — g or approximately 32 feet per second per second on the earth —
and is independent of the shape of the body, the manner of dropping it, etc.
This implies that the distance traveled by a falling body in any specified time
is given by the formula s = 1/2 g#*, where s is the distance traveled in feet
and tis time in seconds. The application of this formula to a compact ball
dropped from the roof of a building is equivalent to saying that a ball so
dropped behaves as if it were falling in a vacuum. Testing this hypothesis by
its assumptions presumably means measuring the actual air pressure and
deciding whether it is close enough to zero. At sea level the air pressure
is about 15 pounds per square inch. Is 15 sufficiently close to zero for the
difference to be judged insignificant? Apparently it is, since the actual time
taken by a compact ball to fall from the roof of a building to the ground
is very close to the time given by the formula. Suppose, however, that a
feather is dropped instead of a compact ball. The formula then gives wildly
inaccurate results. Apparently, 15 pounds per square inch is significantly
different from zero for a feather but not for a ball. Or, again, suppose the
formula is applied to a ball dropped from an airplane at an altitude of 30,000
feet. The air pressure at this altitude is decidedly less than 15 pounds per
square inch. Yet, the actual time of fall from 30,000 feet to 20,000 feet, at
which point the air pressure is still much less than at sea level, will differ
noticeably from the time predicted by the formula — much more noticeably
than the time taken by a compact ball to fall from the roof of a building to
the ground. According to the formula, the velocity of the ball should be gt
and should therefore increase steadily. In fact, a ball dropped at 30,000 feet
will reach its top velocity well before it hits the ground. And similarly with
other implications of the formula.
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The initial question whether 15 is sufficiently close to zero for the differ-
ence to be judged insignificant is clearly a foolish question by itself. Fifteen
pounds per square inch is 2,160 pounds per square foot, or 0.0075 ton per
square inch. There is no possible basis for calling these numbers “small” or
“large” without some external standard of comparison. And the only rele-
vant standard of comparison is the air pressure for which the formula does
or does not work under a given set of circumstances. But this raises the same
problem at a second level. What is the meaning of “does or does not work”?
Even if we could eliminate errors of measurement, the measured time of
fall would seldom if ever be precisely equal to the computed time of fall.
How large must the difference between the two be to justify saying that the
theory “does not work™? Here there are two important external standards
of comparison. One is the accuracy achievable by an alternative theory with
which this theory is being compared and which is equally acceptable on all
other grounds. The other arises when there exists a theory that is known to
yield better predictions but only at a greater cost. The gains from greater
accuracy, which depend on the purpose in mind, must then be balanced
against the costs of achieving it.

The example illustrates both the impossibility of testing a theory by its
assumptions and also the ambiguity of the concept “the assumptions of a
theory.” The formula s = 1/2 g# is valid for bodies falling in a vacuum and
can be derived by analyzing the behavior of such bodies. It can therefore be
stated: under a wide range of circumstances, bodies that fall in the actual
atmosphere behave as if they were falling in a vacuum. In the language so
common in economics this would be rapidly translated into: the formula
assumes a vacuum. Yet it clearly does no such thing. What it does say is
that in many cases the existence of air pressure, the shape of the body, the
name of the person dropping the body, the kind of mechanism used to drop
the body, and a host of other attendant circumstances have no appreciable
effect on the distance the body falls in a specified time. The hypothesis can
readily be rephrased to omit all mention of a vacuum: under a wide range
of circumstances, the distance a body falls in a specified time is given by the
formula s = 1/2 g. The history of this formula and its associated physical
theory aside, is it meaningful to say that it assumes a vacuum? For all I
know there may be other sets of assumptions that would yield the same
formula. The formula is accepted because it works, not because we live in
an approximate vacuum — whatever that means.

The important problem in connection with the hypothesis is to spec-
ify the circumstances under which the formula works or, more precisely,
the general magnitude of the error in its predictions under various circum-
stances. Indeed, as is implicit in the above rephrasing of the hypothesis, such
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aspecification is not one thing and the hypothesis another. The specification
is itself an essential part of the hypothesis, and it is a part that is peculiarly
likely to be revised and extended as experience accumulates.

In the particular case of falling bodies a more general, though still incom-
plete, theory is available, largely as a result of attempts to explain the errors
of the simple theory, from which the influence of some of the possible dis-
turbing factors can be calculated and of which the simple theory is a special
case. However, it does not always pay to use the more general theory because
the extra accuracy it yields may not justify the extra cost of using it, so the
question under what circumstances the simpler theory works “well enough”
remains important. Air pressure is one, but only one, of the variables that
define these circumstances; the shape of the body, the velocity attained, and
still other variables are relevant as well. One way of interpreting the variables
other than air pressure is to regard them as determining whether a particular
departure from the “assumption” of a vacuum is or is not significant. For
example, the difference in shape of the body can be said to make 15 pounds
per square inch significantly different from zero for a feather but not for a
compact ball dropped a moderate distance. Such a statement must, however,
be sharply distinguished from the very different statement that the theory
does not work for a feather because its assumptions are false. The relevant
relation runs the other way: the assumptions are false for a feather because
the theory does not work. This point needs emphasis, because the entirely
valid use of “assumptions” in specifying the circumstances for which theory
holds is frequently, and erroneously, interpreted to mean that the assump-
tions can be used to determine the circumstances for which a theory holds,
and has, in this way, been an important source of the belief that a theory
can be tested by its assumptions.

Let us turn now to another example, this time a constructed one designed
to be an analogue of many hypotheses in the social sciences. Consider the
density of leaves around a tree. I suggest the hypothesis that the leaves are
positioned as if each leaf deliberately sought to maximize the amount of
sunlight it receives, given the position of its neighbors, as if it knew the
physical laws determining the amount of sunlight that would be received
in various positions and could move rapidly or instantaneously from any
one position to any other desired and unoccupied position.'* Now some
of the more obvious implications of this hypothesis are clearly consistent
with experience: for example, leaves are in general denser on the south than
on the north side of trees but, as the hypothesis implies, less so or not
at all on the northern slope of a hill or when the south side of the trees
is shaded in some other way. Is the hypothesis rendered unacceptable or
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invalid because, so far as we know, leaves do not “deliberate” or consciously
“seek,” have not been to school and learned the relevant laws of science or
the mathematics required to calculate the “optimum” position, and cannot
move from position to position? Clearly, none of these contradictions of the
hypothesis is vitally relevant; the phenomena involved are not within the
“class of phenomena the hypothesis is designed to explain”; the hypothesis
does not assert that leaves do these things but only that their density is
the same as if they did. Despite the apparent falsity of the “assumptions”
of the hypothesis, it has great plausibility because of the conformity of its
implications with observation. We are inclined to “explain” its validity on the
ground that sunlight contributes to the growth ofleaves and that hence leaves
will grow denser or more putative leaves survive where there is more sun, so
the result achieved by purely passive adaptation to external circumstances is
the same as the result that would be achieved by deliberate accommodation
to them. This alternative hypothesis is more attractive than the constructed
hypothesis not because its “assumptions” are more “realistic” but rather
because it is part of a more general theory that applies to a wider variety of
phenomena, of which the position of leaves around a tree is a special case,
has more implications capable of being contradicted, and has failed to be
contradicted under a wider variety of circumstances. The direct evidence
for the growth of leaves is in this way strengthened by the indirect evidence
from the other phenomena to which the more general theory applies.

The constructed hypothesis is presumably valid, that is, yields “suffi-
ciently” accurate predictions about the density of leaves, only for a partic-
ular class of circumstances. I do not know what these circumstances are or
how to define them. It seems obvious, however, that in this example the
“assumptions” of the theory will play no part in specifying them: the kind
of tree, the character of the soil, etc., are the types of variables that are likely
to define its range of validity, not the ability of the leaves to do complicated
mathematics or to move from place to place.

A largely parallel example involving human behavior has been used else-
where by Savage and me.'” Consider the problem of predicting the shots
made by an expert billiard player. It seems not at all unreasonable that excel-
lent predictions would be yielded by the hypothesis that the billiard player
made his shots as if he knew the complicated mathematical formulas that
would give the optimum directions of travel, could estimate accurately by
eye the angles, etc., describing the location of the balls, could make lightning
calculations from the formulas, and could then make the balls travel in the
direction indicated by the formulas. Our confidence in this hypothesis is
not based on the belief that billiard players, even expert ones, can or do go
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through the process described; it derives rather from the belief that, unless
in some way or other they were capable of reaching essentially the same
result, they would not in fact be expert billiard players.

It is only a short step from these examples to the economic hypothesis
that under a wide range of circumstances individual firms behave as if they
were seeking rationally to maximize their expected returns (generally if
misleadingly called “profits”)'® and had full knowledge of the data needed
to succeed in this attempt; as if, that is, they knew the relevant cost and
demand functions, calculated marginal cost and marginal revenue from all
actions open to them, and pushed each line of action to the point at which
the relevant marginal cost and marginal revenue were equal. Now, of course,
businessmen do not actually and literally solve the system of simultaneous
equations in terms of which the mathematical economist finds it convenient
to express this hypothesis, any more than leaves or billiard players explicitly
go through complicated mathematical calculations or falling bodies decide
to create a vacuum. The billiard player, if asked how he decides where to hit
the ball, may say that he “just figures it out” but then also rubs a rabbit’s
foot just to make sure; and the businessman may well say that he prices at
average cost, with of course some minor deviations when the market makes
it necessary. The one statement is about as helpful as the other, and neither
is a relevant test of the associated hypothesis.

Confidence in the maximization-of-returns hypothesis is justified by evi-
dence of a very different character. This evidence is in part similar to that
adduced on behalf of the billiard-player hypothesis — unless the behavior
of businessmen in some way or other approximated behavior consistent
with the maximization of returns, it seems unlikely that they would remain
in business for long. Let the apparent immediate determinant of business
behavior be anything at all — habitual reaction, random chance, or what-
not. Whenever this determinant happens to lead to behavior consistent with
rational and informed maximization of returns, the business will prosper
and acquire resources with which to expand; whenever it does not, the
business will tend to lose resources and can be kept in existence only by
the addition of resources from outside. The process of “natural selection”
thus helps to validate the hypothesis — or, rather, given natural selection,
acceptance of the hypothesis can be based largely on the judgment that it
summarizes appropriately the conditions for survival.

An even more important body of evidence for the maximization-of-
returns hypothesis is experience from countless applications of the hypoth-
esis to specific problems and the repeated failure of its implications to be
contradicted. This evidence is extremely hard to document; it is scattered in
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numerous memorandums, articles, and monographs concerned primarily
with specific concrete problems rather than with submitting the hypothe-
sis to test. Yet the continued use and acceptance of the hypothesis over a
long period, and the failure of any coherent, self-consistent alternative to be
developed and be widely accepted, is strong indirect testimony to its worth.
The evidence for a hypothesis always consists of its repeated failure to be
contradicted, continues to accumulate so long as the hypothesis is used, and
by its very nature is difficult to document at all comprehensively. It tends to
become part of the tradition and folklore of a science revealed in the tenacity
with which hypotheses are held rather than in any textbook list of instances
in which the hypothesis has failed to be contradicted.

IV. The Significance and Role of the “Assumptions” of a Theory

Up to this point our conclusions about the significance of the “assumptions”
of a theory have been almost entirely negative: we have seen that a theory
cannot be tested by the “realism” of its “assumptions” and that the very
concept of the “assumptions” of a theory is surrounded with ambiguity.
But, if this were all there is to it, it would be hard to explain the extensive
use of the concept and the strong tendency that we all have to speak of
the assumptions of a theory and to compare the assumptions of alternative
theories. There is too much smoke for there to be no fire.

In methodology, as in positive science, negative statements can generally
be made with greater confidence than positive statements, so T have less confi-
dence in the following remarks on the significance and role of “assumptions”
than in the preceding remarks. So far as I can see, the “assumptions of a the-
ory” play three different, though related, positive roles: (a) they are often
an economical mode of describing or presenting a theory; (b) they some-
times facilitate an indirect test of the hypothesis by its implications; and
(), as already noted, they are sometimes a convenient means of specifying
the conditions under which the theory is expected to be valid. The first two
require more extensive discussion.

A. The Use of “Assumptions” in Stating a Theory

The example of the leaves illustrates the first role of assumptions. Instead
of saying that leaves seek to maximize the sunlight they receive, we could
state the equivalent hypothesis, without any apparent assumptions, in the
form of a list of rules for predicting the density of leaves: If a tree stands in
a level field with no other trees or other bodies obstructing the rays of the
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sun, then the density of leaves will tend to be such and such; if a tree is on
the northern slope of a hill in the midst of a forest of similar trees, then. . .;
etc. This is clearly a far less economical presentation of the hypothesis than
the statement that leaves seek to maximize the sunlight each receives. The
latter statement is, in effect, a simple summary of the rules in the above
list, even if the list were indefinitely extended, since it indicates both how
to determine the features of the environment that are important for the
particular problem and how to evaluate their effects. It is more compact and
at the same time no less comprehensive.

More generally, a hypothesis or theory consists of an assertion that certain
forces are, and by implication others are not, important for a particular class
of phenomena and a specification of the manner of action of the forces it
asserts to be important. We can regard the hypothesis as consisting of two
parts: first, a conceptual world or abstract model simpler than the “real
world” and containing only the forces that the hypothesis asserts to be
important; second, a set of rules defining the class of phenomena for which
the “model” can be taken to be an adequate representation of the “real world”
and specifying the correspondence between the variables or entities in the
model and observable phenomena.

These two parts are very different in character. The model is abstract and
complete; it is an “algebra” or “logic.” Mathematics and formal logic come
into their own in checking its consistency and completeness and exploring
its implications. There is no place in the model for, and no function to be
served by, vagueness, maybe’s, or approximations. The air pressure is zero,
not “small,” for a vacuum; the demand curve for the product of a competitive
producer is horizontal (has a slope of zero), not “almost horizontal.”

The rules for using the model, on the other hand, cannot possibly be
abstract and complete. They must be concrete and in consequence incom-
plete — completeness is possible only in a conceptual world, not in the “real
world,” however that may be interpreted. The model is the logical embod-
iment of the half-truth, “There is nothing new under the sun”; the rules
for applying it cannot neglect the equally significant half-truth, “History
never repeats itself.” To a considerable extent the rules can be formulated
explicitly — most easily, though even then not completely, when the theory
is part of an explicit more general theory as in the example of the vacuum
theory for falling bodies. In seeking to make a science as “objective” as pos-
sible, our aim should be to formulate the rules explicitly in so far as possible
and continually to widen the range of phenomena for which it is possible
to do so. But, no matter how successful we may be in this attempt, there



The Methodology of Positive Economics 161

inevitably will remain room for judgment in applying the rules. Each occur-
rence has some features peculiarly its own, not covered by the explicit rules.
The capacity to judge that these are or are not to be disregarded, that they
should or should not affect what observable phenomena are to be identi-
fied with what entities in the model, is something that cannot be taught; it
can be learned but only by experience and exposure in the “right” scientific
atmosphere, not by rote. It is at this point that the “amateur” is separated
from the “professional” in all sciences and that the thin line is drawn which
distinguishes the “crackpot” from the scientist.

A simple example may perhaps clarify this point. Euclidean geometry is
an abstract model, logically complete and consistent. Its entities are precisely
defined — a line is not a geometrical figure “much” longer than it is wide
or deep; it is a figure whose width and depth are zero. It is also obviously
“unrealistic.” There are no such things in “reality” as Euclidean points or
lines or surfaces. Let us apply this abstract model to a mark made on a
blackboard by a piece of chalk. Is the mark to be identified with a Euclidean
line, a Euclidean surface, or a Euclidean solid? Clearly, it can appropriately be
identified with a line if it is being used to represent, say, a demand curve. But
it cannot be so identified if it is being used to color, say, countries on a map,
for that would imply that the map would never be colored; for this purpose,
the same mark must be identified with a surface. Butit cannotbe so identified
by a manufacturer of chalk, for that would imply that no chalk would ever be
used up; for his purposes, the same mark must be identified with a volume.
In this simple example these judgments will command general agreement.
Yet it seems obvious that, while general considerations can be formulated
to guide such judgments, they can never be comprehensive and cover every
possible instance; they cannot have the self-contained coherent character of
Euclidean geometry itself.

In speaking of the “crucial assumptions” of a theory, we are, I believe,
trying to state the key elements of the abstract model. There are generally
many different ways of describing the model completely — many different
sets of “postulates” which both imply and are implied by the model as a
whole. These are all logically equivalent: what are regarded as axioms or
postulates of a model from one point of view can be regarded as theorems
from another, and conversely. The particular “assumptions” termed “cru-
cial” are selected on grounds of their convenience in some such respects
as simplicity or economy in describing the model, intuitive plausibility, or
capacity to suggest, if only by implication, some of the considerations that
are relevant in judging or applying the model.
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B. The Use of “Assumptions” as an Indirect Test of Theory

In presenting any hypothesis, it generally seems obvious which of the
series of statements used to expound it refer to assumptions and which
to implications; yet this distinction is not easy to define rigorously. It is
not, I believe, a characteristic of the hypothesis as such but rather of the
use to which the hypothesis is to be put. If this is so, the ease of classify-
ing statements must reflect unambiguousness in the purpose the hypoth-
esis is designed to serve. The possibility of interchanging theorems and
axioms in an abstract model implies the possibility of interchanging “impli-
cations” and “assumptions” in the substantive hypothesis corresponding to
the abstract model, which is not to say that any implication can be inter-
changed with any assumption but only that there may be more than one set
of statements that imply the rest.

For example, consider a particular proposition in the theory of oligopolis-
tic behavior. If we assume (a) that entrepreneurs seek to maximize their
returns by any means including acquiring or extending monopoly power,
this will imply (b) that, when demand for a “product” is geographically
unstable, transportation costs are significant, explicit price agreements ille-
gal, and the number of producers of the product relatively small, they will
tend to establish basing-point pricing systems.'” The assertion (a) is regarded
as an assumption and (b) as an implication because we accept the predic-
tion of market behavior as the purpose of the analysis. We shall regard the
assumption as acceptable if we find that the conditions specified in (b) are
generally associated with basing-point pricing, and conversely. Let us now
change our purpose to deciding what cases to prosecute under the Sher-
man Antitrust Law’s prohibition of a “conspiracy in restraint of trade.” If
we now assume (¢) that basing-point pricing is a deliberate construction to
facilitate collusion under the conditions specified in (b), this will imply (d)
that entrepreneurs who participate in basing-point pricing are engaged in a
“conspiracy in restraint of trade.” What was formerly an assumption now
becomesan implication, and conversely. We shall now regard the assumption
(¢) as valid if we find that, when entrepreneurs participate in basing-point
pricing, there generally tends to be other evidence, in the form of letters,
memorandums, or thelike, of what courts regard asa “conspiracy in restraint
of trade.”

Suppose the hypothesis works for the first purpose, namely, the predic-
tion of market behavior. It clearly does not follow that it will work for the
second purpose, namely, predicting whether there is enough evidence of a
“conspiracy in restraint of trade” to justify court action. And, conversely, if
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it works for the second purpose, it does not follow that it will work for the
first. Yet, in the absence of other evidence, the success of the hypothesis for
one purpose — in explaining one class of phenomena — will give us greater
confidence than we would otherwise have that it may succeed for another
purpose — in explaining another class of phenomena. It is much harder to
say how much greater confidence it justifies. For this depends on how closely
related we judge the two classes of phenomena to be, which itself depends in
a complex way on similar kinds of indirect evidence, that is, on our experi-
ence in other connections in explaining by single theories phenomena that
are in some sense similarly diverse.

To state the point more generally, what are called the assumptions of a
hypothesis can be used to get some indirect evidence on the acceptability
of the hypothesis in so far as the assumptions can themselves be regarded
as implications of the hypothesis, and hence their conformity with real-
ity as a failure of some implications to be contradicted, or in so far as the
assumptions may call to mind other implications of the hypothesis suscep-
tible to casual empirical observation.'® The reason this evidence is indirect
is that the assumptions or associated implications generally refer to a class
of phenomena different from the class which the hypothesis is designed to
explain; indeed, as is implied above, this seems to be the chief criterion we
use in deciding which statements to term “assumptions” and which to term
“implications.” The weight attached to this indirect evidence depends on
how closely related we judge the two classes of phenomena to be.

Another way in which the “assumptions” of a hypothesis can facilitate
its indirect testing is by bringing out its kinship with other hypotheses and
thereby making the evidence on their validity relevant to the validity of
the hypothesis in question. For example, a hypothesis is formulated for a
particular class of behavior. This hypothesis can, as usual, be stated with-
out specifying any “assumptions.” But suppose it can be shown that it is
equivalent to a set of assumptions including the assumption that man seeks
his own interest. The hypothesis then gains indirect plausibility from the
success for other classes of phenomena of hypotheses that can also be said
to make this assumption; at least, what is being done here is not completely
unprecedented or unsuccessful in all other uses. In effect, the statement of
assumptions so as to bring out a relationship between superficially different
hypotheses is a step in the direction of a more general hypothesis.

This kind of indirect evidence from related hypotheses explains in large
measure the difference in the confidence attached to a particular hypothesis
by people with different backgrounds. Consider, for example, the hypoth-
esis that the extent of racial or religious discrimination in employment in
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a particular area or industry is closely related to the degree of monopoly
in the industry or area in question; that, if the industry is competitive,
discrimination will be significant only if the race or religion of employees
affects either the willingness of other employees to work with them or the
acceptability of the product to customers and will be uncorrelated with the
prejudices of employers.'” This hypothesis is far more likely to appeal to an
economist than to a sociologist. It can be said to “assume” single-minded
pursuit of pecuniary self-interest by employers in competitive industries;
and this “assumption” works well in a wide variety of hypotheses in eco-
nomics bearing on many of the mass phenomena with which economics
deals. It is therefore likely to seem reasonable to the economist that it may
work in this case as well. On the other hand, the hypotheses to which the
sociologist is accustomed have a very different kind of model or ideal world,
in which singleminded pursuit of pecuniary self-interest plays a much less
important role. The indirect evidence available to the sociologist on this
hypothesis is much less favorable to it than the indirect evidence available
to the economist; he is therefore likely to view it with greater suspicion.

Of course, neither the evidence of the economist nor that of the sociolo-
gist is conclusive. The decisive test is whether the hypothesis works for the
phenomena it purports to explain. But a judgment may be required before
any satisfactory test of this kind has been made, and, perhaps, when it can-
not be made in the near future, in which case, the judgment will have to
based on the inadequate evidence available. In addition, even when such a
test can be made, the background of the scientists is not irrelevant to the
judgments they reach. There is never certainty in science, and the weight of
evidence for or against a hypothesis can never be assessed completely “objec-
tively.” The economist will be more tolerant than the sociologist in judging
conformity of the implications of the hypothesis with experience, and he
will be persuaded to accept the hypothesis tentatively by fewer instances of
“conformity.”

V. Some Implications for Economic Issues

The abstract methodological issues we have been discussing have a direct
bearing on the perennial criticism of “orthodox” economic theory as “unre-
alistic” as well as on the attempts that have been made to reformulate theory
to meet this charge. Economics is a “dismal” science because it assumes
man to be selfish and money-grubbing, “a lightning calculator of pleasures
and pains, who oscillates like a homogeneous globule of desire of happiness
under the impulse of stimuli that shift him about the area, but leave him
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intact”;?" it rests on outmoded psychology and must be reconstructed in
line with each new development in psychology; it assumes men, or at least
businessmen, to be “in a continuous state of ‘alert,’” ready to change prices
and/or pricing rules whenever their sensitive intuitions. . . detect a change
in demand and supply conditions”;’! it assumes markets to be perfect, com-
petition to be pure, and commodities, labor, and capital to be homogeneous.

As we have seen, criticism of this type is largely beside the point unless
supplemented by evidence that a hypothesis differing in one or another of
these respects from the theory being criticized yields better predictions for as
wide a range of phenomena. Yet most such criticism is not so supplemented;
it is based almost entirely on supposedly directly perceived discrepancies
between the “assumptions” and the “real world.” A particularly clear exam-
ple is furnished by the recent criticisms of the maximization-of-returns
hypothesis on the grounds that businessmen do not and indeed cannot
behave as the theory “assumes” they do. The evidence cited to support this
assertion is generally taken either from the answers given by businessmen
to questions about the factors affecting their decisions — a procedure for
testing economic theories that is about on a par with testing theories of
longevity by asking octogenarians how they account for their long life —
or from descriptive studies of the decision-making activities of individual
firms.”” Little if any evidence is ever cited on the conformity of business-
men’s actual market behavior — what they do rather than what they say they
do — with the implications of the hypothesis being criticized, on the one
hand, and an alternative hypothesis, on the other.

Atheory or its “assumptions” cannot possibly be thoroughly “realistic” in
the immediate descriptive sense so often assigned to this term. A completely
“realistic” theory of the wheat market would have to include not only the
conditions directly underlying the supply and demand for wheat but also
the kind of coins or credit instruments used to make exchanges; the personal
characteristics of wheat-traders such as the color of each trader’s hair and
eyes, his antecedents and education, the number of members of his family,
their characteristics, antecedents, and education, etc.; the kind of soil on
which the wheat was grown, its physical and chemical characteristics, the
weather prevailing during the growing season; the personal characteristics
of the farmers growing the wheat and of the consumers who will ultimately
use it; and so on indefinitely. Any attempt to move very far in achieving this
kind of “realism” is certain to render a theory utterly useless.

Of course, the notion of a completely realistic theory is in part a straw
man. No critic of a theory would accept this logical extreme as his objective;
he would say that the “assumptions” of the theory being criticized were
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“too” unrealistic and that his objective was a set of assumptions that were
“more” realistic though still not completely and slavishly so. But so long
as the test of “realism” is the directly perceived descriptive accuracy of the
“assumptions” — for example, the observation that “businessmen do not
appear to be either as avaricious or as dynamic or aslogical as marginal theory
portrays them”” or that “it would be utterly impractical under present
conditions for the manager of a multiprocess plant to attempt. .. to work
out and equate marginal costs and marginal revenues for each productive
factor””** —there is no basis for making such a distinction, that s, for stopping
short of the straw man depicted in the preceding paragraph. What is the
criterion by which to judge whether a particular departure from realism is or
is not acceptable? Why is it more “unrealistic” in analyzing business behavior
to neglect the magnitude of businessmen’s costs than the color of their eyes?
The obvious answer is because the first makes more difference to business
behavior than the second; but there is no way of knowing that this is so
simply by observing that businessmen do have costs of different magnitudes
and eyes of different color. Clearly it can only be known by comparing
the effect on the discrepancy between actual and predicted behavior of
taking the one factor or the other into account. Even the most extreme
proponents of realistic assumptions are thus necessarily driven to reject
their own criterion and to accept the test by prediction when they classify
alternative assumptions as more or less realistic.”

Thebasic confusion between descriptive accuracy and analytical relevance
that underlies most criticisms of economic theory on the grounds that its
assumptions are unrealistic as well as the plausibility of the views that lead
to this confusion are both strikingly illustrated by a seemingly innocuous
remark in an article on business-cycle theory that “economic phenomena
are varied and complex, so any comprehensive theory of the business cycle
that can apply closely to reality must be very complicated.””® A fundamental
hypothesis of science is that appearances are deceptive and that there is a
way of looking at or interpreting or organizing the evidence that will reveal
superficially disconnected and diverse phenomena to be manifestations of
a more fundamental and relatively simple structure. And the test of this
hypothesis, as of any other, is its fruits — a test that science has so far met
with dramatic success. If a class of “economic phenomena” appears varied
and complex, it is, we must suppose, because we have no adequate theory
to explain them. Known facts cannot be set on one side; a theory to apply
“closely to reality,” on the other. A theory is the way we perceive “facts,” and
we cannot perceive “facts” without a theory. Any assertion that economic
phenomena are varied and complex denies the tentative state of knowledge
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that alone makes scientific activity meaningful; it is in a class with John
Stuart Mill’s justly ridiculed statement that “happily, there is nothing in the
laws of value which remains [1848] for the present or any future writer to
clear up; the theory of the subject is complete.”*’

The confusion between descriptive accuracy and analytical relevance has
led not only to criticisms of economic theory on largely irrelevant grounds
butalso to misunderstanding of economic theory and misdirection of efforts
to repair supposed defects. “Ideal types” in the abstract model developed
by economic theorists have been regarded as strictly descriptive categories
intended to correspond directly and fully to entities in the real world inde-
pendently of the purpose for which the model is being used. The obvious
discrepancies have led to necessarily unsuccessful attempts to construct the-
ories on the basis of categories intended to be fully descriptive.

This tendency is perhaps most clearly illustrated by the interpretation
given to the concepts of “perfect competition” and “monopoly” and the
development of the theory of “monopolistic” or “imperfect competition.”
Marshall, it is said, assumed “perfect competition”; perhaps there once was
such a thing. But clearly there is no longer, and we must therefore discard his
theories. The reader will search long and hard —and I predict unsuccessfully —
to find in Marshall any explicit assumption about perfect competition or
any assertion that in a descriptive sense the world is composed of atomistic
firms engaged in perfect competition. Rather, he will find Marshall saying:
“At one extreme are world markets in which competition acts directly from
all parts of the globe; and at the other those secluded markets in which all
direct competition from afar is shut out, though indirect and transmitted
competition may make itself felt even in these; and about midway between
these extremes lie the great majority of the markets which the economist and
the business man have to study.”** Marshall took the world as it is; he sought
to construct an “engine” to analyze it, not a photographic reproduction
of it.

In analyzing the world as it is, Marshall constructed the hypothesis that,
for many problems, firms could be grouped into “industries” such that the
similarities among the firms in each group were more important than the
differences amongthem. These are problems in which the important element
is thata group of firms is affected alike by some stimulus —a common change
in the demand for their products, say, or in the supply of factors. But this
will not do for all problems: the important element for these may be the
differential effect on particular firms.

The abstract model corresponding to this hypothesis contains two “ideal”
types of firms: atomistically competitive firms, grouped into industries, and
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monopolistic firms. A firm is competitive if the demand curve for its output
is infinitely elastic with respect to its own price for some price and all outputs,
given the prices charged by all other firms; it belongs to an “industry” defined
as a group of firms producing a single “product.” A “product” is defined as a
collection of units that are perfect substitutes to purchasers so the elasticity
of demand for the output of one firm with respect to the price of another
firm in the same industry is infinite for some price and some outputs. A firm
is monopolistic if the demand curve for its output is not infinitely elastic at
some price for all outputs.”” If it is a monopolist, the firm is the industry.”’

As always, the hypothesis as a whole consists not only of this abstract
model and its ideal types but also of a set of rules, mostly implicit and
suggested by example, for identifying actual firms with one or the other ideal
type and for classifying firms into industries. The ideal types are not intended
to be descriptive; they are designed to isolate the features that are crucial for
a particular problem. Even if we could estimate directly and accurately the
demand curve for a firm’s product, we could not proceed immediately to
classify the firm as perfectly competitive or monopolistic according as the
elasticity of the demand curveis or is not infinite. No observed demand curve
will ever be precisely horizontal, so the estimated elasticity will always be
finite. The relevant question always is whether the elasticity is “sufficiently”
large to be regarded as infinite, but this is a question that cannot be answered,
once for all, simply in terms of the numerical value of the elasticity itself,
any more than we can say, once for all, whether an air pressure of 15 pounds
per square inch is “sufficiently” close to zero to use the formula s = 1/2 gf*.
Similarly, we cannot compute cross-elasticities of demand and then classify
firms into industries according as there is a “substantial gap in the cross-
elasticities of demand.” As Marshall says, “The question where the lines of
division between different commodities [i.e., industries] should be drawn
must be settled by convenience of the particular discussion.”' Everything
depends on the problem; there is no inconsistency in regarding the same
firm as if it were a perfect competitor for one problem, and a monopolist
for another, just as there is none in regarding the same chalk mark as a
Euclidean line for one problem, a Euclidean surface for a second, and a
Euclidean solid for a third. The size of the elasticity and cross-elasticity of
demand, the number of firms producing physically similar products, etc.,
are all relevant because they are or may be among the variables used to
define the correspondence between the ideal and real entities in a particular
problem and to specify the circumstances under which the theory holds
sufficiently well; but they do not provide, once for all, a classification of
firms as competitive or monopolistic.
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An example may help to clarify this point. Suppose the problem is to
determine the effect on retail prices of cigarettes of an increase, expected to
be permanent, in the federal cigarette tax. I venture to predict that broadly
correct results will be obtained by treating cigarette firms as if they were pro-
ducing an identical product and were in perfect competition. Of course, in
such a case, “some convention must be made as to the” number of Chester-
field cigarettes “which are taken as equivalent” to a Marlboro.*

On the other hand, the hypothesis that cigarette firms would behave as
if they were perfectly competitive would have been a false guide to their
reactions to price control in World War II, and this would doubtless have
been recognized before the event. Costs of the cigarette firms must have
risen during the war. Under such circumstances perfect competitors would
have reduced the quantity offered for sale at the previously existing price.
But, at that price, the wartime rise in the income of the public presumably
increased the quantity demanded. Under conditions of perfect competition
strict adherence to the legal price would therefore imply not only a “short-
age” in the sense that quantity demanded exceeded quantity supplied but
also an absolute decline in the number of cigarettes produced. The facts
contradict this particular implication: there was reasonably good adherence
to maximum cigarette prices, yet the quantities produced increased sub-
stantially. The common force of increased costs presumably operated less
strongly than the disruptive force of the desire by each firm to keep its share
of the market, to maintain the value and prestige of its brand name, espe-
cially when the excess-profits tax shifted a large share of the costs of this
kind of advertising to the government. For this problem the cigarette firms
cannot be treated as if they were perfect competitors.

Wheat farming is frequently taken to exemplify perfect competition. Yet,
while for some problems it is appropriate to treat cigarette producers as if
they comprised a perfectly competitive industry, for some it is not appro-
priate to treat wheat producers as if they did. For example, it may not be if
the problem is the differential in prices paid by local elevator operators for
wheat.

Marshall’s apparatus turned out to be most useful for problems in which
a group of firms is affected by common stimuli, and in which the firms
can be treated as if they were perfect competitors. This is the source of
the misconception that Marshall “assumed” perfect competition in some
descriptive sense. It would be highly desirable to have a more general theory
than Marshall’s, one that would cover at the same time both those cases in
which differentiation of product or fewness of numbers makes an essential
difference and those in which it does not. Such a theory would enable us
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to handle problems we now cannot and, in addition, facilitate determina-
tion of the range of circumstances under which the simpler theory can be
regarded as a good enough approximation. To perform this function, the
more general theory must have content and substance; it must have implica-
tions susceptible to empirical contradiction and of substantive interest and
importance.

The theory of imperfect or monopolistic competition developed by
Chamberlin and Robinson is an attempt to construct such a more general
theory.”” Unfortunately, it possesses none of the attributes that would make
it a truly useful general theory. Its contribution has been limited largely
to improving the exposition of the economics of the individual firm and
thereby the derivation of implications of the Marshallian model, refining
Marshall’s monopoly analysis, and enriching the vocabulary available for
describing industrial experience.

The deficiencies of the theory are revealed most clearly in its treatment
of, or inability to treat, problems involving groups of firms — Marshallian
“industries.” So long as it is insisted that differentiation of product is essen-
tial — and it is the distinguishing feature of the theory that it does insist on
this point — the definition of an industry in terms of firms producing an
identical product cannot be used. By that definition each firm is a separate
industry. Definition in terms of “close” substitutes or a “substantial” gap
in cross-elasticities evades the issue, introduces fuzziness and undefinable
terms into the abstract model where they have no place, and serves only to
make the theory analytically meaningless — “close” and “substantial” are in
the same category as a “small” air pressure.”® In one connection Chamberlin
implicitly defines an industry as a group of firms having identical cost and
demand curves.” But this, too, is logically meaningless so long as differ-
entiation of product is, as claimed, essential and not to be put aside. What
does it mean to say that the cost and demand curves of a firm producing
bulldozers are identical with those of a firm producing hairpins?*® And if
it is meaningless for bulldozers and hairpins, it is meaningless also for two
brands of toothpaste — so long as it is insisted that the difference between
the two brands is fundamentally important.

The theory of monopolistic competition offers no tools for the analysis of
an industry and so no stopping place between the firm at one extreme and
general equilibrium at the other.” It is therefore incompetent to contribute
to the analysis of a host of important problems: the one extreme is too
narrow to be of great interest; the other, too broad to permit meaningful
generalizations.”



The Methodology of Positive Economics 171

VI. Conclusion

Economics as a positive science is a body of tentatively accepted general-
izations about economic phenomena that can be used to predict the con-
sequences of changes in circumstances. Progress in expanding this body of
generalizations, strengthening our confidence in their validity, and improv-
ing the accuracy of the predictions they yield is hindered not only by the
limitations of human ability that impede all search for knowledge but also by
obstacles that are especially important for the social sciences in general and
economics in particular, though by no means peculiar to them. Familiarity
with the subject matter of economics breeds contempt for special knowl-
edge about it. The importance of its subject matter to everyday life and to
major issues of public policy impedes objectivity and promotes confusion
between scientific analysis and normative judgment. The necessity of relying
on uncontrolled experience rather than on controlled experiment makes it
difficult to produce dramatic and clear-cut evidence to justify the accep-
tance of tentative hypotheses. Reliance on uncontrolled experience does not
affect the fundmental methodological principle that a hypothesis can be
tested only by the conformity of its implications or predictions with observ-
able phenomena; but it does render the task of testing hypotheses more
difficult and gives greater scope for confusion about the methodological
principles involved. More than other scientists, social scientists need to be
self-conscious about their methodology.

One confusion that has been particularly rife and has done much damage
is confusion about the role of “assumptions” in economic analysis. A mean-
ingful scientific hypothesis or theory typically asserts that certain forces
are, and other forces are not, important in understanding a particular class
of phenomena. It is frequently convenient to present such a hypothesis by
stating that the phenomena it is desired to predict behave in the world of
observation as ifthey occurred in a hypothetical and highly simplified world
containing only the forces that the hypothesis asserts to be important. In
general, there is more than one way to formulate such a description — more
than one set of “assumptions” in terms of which the theory can be presented.
The choice among such alternative assumptions is made on the grounds of
the resulting economy, clarity, and precision in presenting the hypothesis;
their capacity to bring indirect evidence to bear on the validity of the hypoth-
esis by suggesting some of its implications that can be readily checked with
observation or by bringing out its connection with other hypotheses dealing
with related phenomena; and similar considerations.
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Such a theory cannot be tested by comparing its “assumptions” directly
with “reality.” Indeed, there is no meaningful way in which this can be
done. Complete “realism” is clearly unattainable, and the question whether
a theory is realistic “enough” can be settled only by seeing whether it yields
predictions that are good enough for the purpose in hand or that are better
than predictions from alternative theories. Yet the belief that a theory can
be tested by the realism of its assumptions independently of the accuracy of
its predictions is widespread and the source of much of the perennial criti-
cism of economic theory as unrealistic. Such criticism is largely irrelevant,
and, in consequence, most attempts to reform economic theory that it has
stimulated have been unsuccessful.

The irrelevance of so much criticism of economic theory does not of
course imply that existing economic theory deserves any high degree of
confidence. These criticisms may miss the target, yet there may be a target
for criticism. In a trivial sense, of course, there obviously is. Any theory is
necessarily provisional and subject to change with the advance of knowl-
edge. To go beyond this platitude, it is necessary to be more specific about
the content of “existing economic theory” and to distinguish among its
different branches; some parts of economic theory clearly deserve more
confidence than others. A comprehensive evaluation of the present state of
positive economics, summary of the evidence bearing on its validity, and
assessment of the relative confidence that each part deserves is clearly a task
for a treatise or a set of treatises, if it be possible at all, not for a brief paper on
methodology.

About all that is possible here is the cursory expression of a personal view.
Existing relative price theory, which is designed to explain the allocation of
resources among alternative ends and the division of the product among
the co-operating resources and which reached almost its present form in
Marshall’s Principles of Economics, seems to me both extremely fruitful and
deserving of much confidence for the kind of economic system that charac-
terizes Western nations. Despite the appearance of considerable controversy,
this is true equally of existing static monetary theory, which is designed to
explain the structural or secular level of absolute prices, aggregate output,
and other variables for the economy as a whole and which has had a form
of the quantity theory of money as its basic core in all of its major variants
from David Hume to the Cambridge School to Irving Fisher to John Maynard
Keynes. The weakest and least satisfactory part of current economic theory
seems to me to be in the field of monetary dynamics, which is concerned
with the process of adaptation of the economy as a whole to changes in con-
ditions and so with short-period fluctuations in aggregate activity. In this
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field we do not even have a theory that can appropriately be called “the”
existing theory of monetary dynamics.

Of course, even in relative price and static monetary theory there is enor-
mous room for extending the scope and improving the accuracy of existing
theory. In particular, undue emphasis on the descriptive realism of “assump-
tions” has contributed to neglect of the critical problem of determining the
limits of validity of the various hypotheses that together constitute the exist-
ing economic theory in these areas. The abstract models corresponding to
these hypotheses have been elaborated in considerable detail and greatly
improved in rigor and precision. Descriptive material on the characteris-
tics of our economic system and its operations have been amassed on an
unprecedented scale. This is all to the good. But, if we are to use effectively
these abstract models and this descriptive material, we must have a com-
parable exploration of the criteria for determining what abstract model it
is best to use for particular kinds of problems, what entities in the abstract
model are to be identified with what observable entities, and what features of
the problem or of the circumstances have the greatest effect on the accuracy
of the predictions yielded by a particular model or theory.

Progress in positive economics will require not only the testing and elab-
oration of existing hypotheses but also the construction of new hypotheses.
On this problem there is little to say on a formal level. The construction of
hypotheses is a creative act of inspiration, intuition, invention; its essence
is the vision of something new in familiar material. The process must be
discussed in psychological, not logical, categories; studies in autobiogra-
phies and biographies, not treatises on scientific method; and promoted by
maxim and example, not syllogism or theorem.

Notes

1. (London: Macmillan & Co., 1981), pp. 34-5 and 46.

2. Social science or economics is by no means peculiar in this respect — witness
the importance of personal beliefs and of “home” remedies in medicine wher-
ever obviously convincing evidence for “expert” opinion is lacking. The current
prestige and acceptance of the views of physical scientists in their fields of spe-
cialization — and, all too often, in other fields as well — derives, not from faith
alone, but from the evidence of their works, the success of their predictions,
and the dramatic achievements from applying their results. When economics
seemed to provide such evidence of its worth, in Great Britain in the first half
of the nineteenth century, the prestige and acceptance of “scientific economics”
rivaled the current prestige of the physical sciences.

3. The interaction between the observer and the process observed that is so promi-
nent a feature of the social sciences, besides its more obvious parallel in the
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physical sciences, has a more subtle counterpart in the indeterminacy principle
arising out of the interaction between the process of measurement and the phe-
nomena being measured. And both have a counterpart in pure logic in Gédel’s
theorem, asserting the impossibility of a comprehensive self-contained logic. It
is an open question whether all three can be regarded as different formulations
of an even more general principle.

. Onerather more complex example is stabilization policy. Superficially, divergent

views on this question seem to reflect differences in objectives; but I believe that
this impression is misleading and that at bottom the different views reflect
primarily different judgments about the source of fluctuations in economic
activity and the effect of alternative countercyclical action. For one major positive
consideration that accounts for much of the divergence see “The Effects of a Full-
Employment Policy on Economic Stability: A Formal Analysis,” infra, pp. 117—
32. For a summary of the present state of professional views on this question
see “The Problem of Economic Instability,” a report of a subcommittee of the
Committee on Public Issues of the American Economic Association, American
Economic Review, XL (September, 1950), 501-38.

. Final quoted phrase from Alfred Marshall, “The Present Position of Economics”

(1885), reprinted in Memorials of Alfred Marshall, ed. A. C. Pigou (London:
Macmillan & Co., 1925), p. 164. See also “The Marshallian Demand Curve,”
infra, pp. 56-7, 90-1.

. See “Lange on Price Flexibility and Employment: A Methodological Criticism,”

infra, pp. 282-9.

. “The Marshallian Demand Curve,” infra, p. 57.
. The qualification is necessary because the “evidence” may be internally contra-

dictory, so there may be no hypothesis consistent with it. See also “Lange on
Price Flexibility and Employment,” infra, pp. 282-3.

. See “Lange on Price Flexibility and Employment,” infra, passim.

See also Milton Friedman and L. J. Savage, “The Expected-Utility Hypothesis
and the Measurability of Utility,” Journal of Political Economy, LX (December,
1952), 46374, esp. pp. 465—7.
Inrecent years some economists, particularly a group connected with the Cowles
Commission for Research in Economics at the University of Chicago, have placed
great emphasis on a division of this step of selecting a hypothesis consistent
with known evidence into two substeps: first, the selection of a class of admis-
sible hypotheses from all possible hypotheses (the choice of a “model” in their
terminology); second, the selection of one hypothesis from this class (the choice
of a “structure”). This subdivision may be heuristically valuable in some kinds of
work, particularly in promoting a systematic use of available statistical evidence
and theory. From a methodological point of view, however, it is an entirely arbi-
trary subdivision of the process of deciding on a particular hypothesis that is on
a par with many other subdivisions that may be convenient for one purpose or
another or that may suit the psychological needs of particular investigators.
One consequence of this particular subdivision has been to give rise to the
so-called “identification” problem. As noted above, if one hypothesis is consis-
tent with available evidence, an infinite number are. But while this is true for
the class of hypotheses as a whole, it may not be true of the subclass obtained
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in the first of the above two steps — the “model.” It may be that the evidence to
be used to select the final hypothesis from the subclass can be consistent with at
most one hypothesis in it, in which case the “model” is said to be “identified”;
otherwise it is said to be “unidentified.” As is clear from this way of describing
the concept of “identification,” it is essentially a special case of the more general
problem of selecting among the alternative hypotheses equally consistent with
the evidence —a problem that must be decided by some such arbitrary principle
as Occam’s razor. The introduction of two substeps in selecting a hypothesis
makes this problem arise at the two corresponding stages and gives it a special
cast. While the class of all hypotheses is always unidentified, the subclass in a
“model” need not be, so the problem arises of conditions that a “model” must
satisfy to be identified. However useful the two substeps may be in some con-
texts, their introduction raises the danger that different criteria will unwittingly
be used in making the same kind of choice among alternative hypotheses at two
different stages.

On the general methodological approach discussed in this footnote see Tryvge
Haavelmo, “The Probability Approach in Econometrics,” Econometrica, Vol.
XII (1944), Supplement; Jacob Marschak, “Economic Structure, Path, Policy,
and Prediction,” American Economic Review, XXXVII, (May, 1947), 81-84,
and “Statistical Inference in Economics: An Introduction,” in T. C. Koopmans
(ed.), Statistic Inference in Dynamic Economic Models (New York: John Wiley
& Sons, 1950); T. C. Koopmans, “Statistical Estimation of Simultaneous Eco-
nomic Relations,” Journal of the American Statistical Association, XL (December,
1945), 448-66; Gershon Cooper, “The Role of Economic Theory in Economet-
ric Models,” Journal of Farm Economics, XXX (February, 1948), 101-16. On
the identification problem see Koopmans, “Identification Problems in Econo-
metric Model Construction,” Econometrica, XVII (April, 1949), 125-44; Leonid
Hurwicz, “Generalization of the Concept of Identification,” in Koopmans (ed.),
Statistical Inference in Dynamic Economic Models.

The converse of the proposition does not of course hold: assumptions that are
unrealistic (in this sense) do not guarantee a significant theory.

See R. A. Lester, “Shortcomings of Marginal Analysis for Wage-Employment
Problems,” American Economic Review, XXXVI (March, 1946), 62—82; Fritz
Machlup, “Marginal Analysis and Empirical Research,” American Economic
Review, XXXVI (September, 1946), 519-54; R. A. Lester, “Marginalism, Mini-
mum Wages, and Labor Markets,” American Economic Review, XXXVII (March,
1947), 135-48; Fritz Machlup, “Rejoinder to an Antimarginalist,” American Eco-
nomic Review, XXXVII (March, 1947), 148-54; G. J. Stigler, “Professor Lester and
the Marginalists,” American Economic Review, XXXVII (March, 1947), 154-57;
H. M. Oliver, Jr., “Marginal Theory and Business Behavior,” American Economic
Review, XXXVII (June, 1947), 375-83; R. A. Gordon, “Short-Period Price Deter-
mination in Theory and Practice,” American Economic Review, XXXVIII (June,
1948), 265-88.

It should be noted that, along with much material purportedly bearing on the
validity of the “assumptions” of marginal theory, Lester does refer to evidence
on the conformity of experience with the implications of the theory, citing the
reactions of employment in Germany to the Papen plan and in the United States
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to changes in minimum-wage legislation as examples of lack of conformity.
However, Stigler’s brief comment is the only one of the other papers that refers
to this evidence. It should be noted that Machlup’s thorough and careful exposi-
tion of the logical structure and meaning of marginal analysis is called for by the
misunderstandings on this score that mar Lester’s paper and almost conceal the
evidence he presents that is relevant to the key issue he raises. But, in Machlup’s
emphasis on the logical structure, he comes perilously close to presenting the
theory as a pure tautology, though it is evident at a number of points that he is
aware of this danger and anxious to avoid it. The papers by Oliver and Gordon
are the most extreme in the exclusive concentration on the conformity of the
behavior of businessmen with the “assumptions” of the theory.
This example, and some of the subsequent discussion, though independent
in origin, is similar to and in much the same spirit as an example and the
approach in an important paper by Armen A. Alchian, “Uncertainty, Evolution,
and Economic Theory,” Journal of Political Economy, LVIII (June, 1950),211-21.
Milton Friedman and L. J. Savage, “The Utility Analysis of Choices Involving
Risk,” Journal of Political Economy, LVI (August, 1948), 298. Reprinted in Ameri-
can Economic Association, Readings in Price Theory (Chicago: Richard D. Irwin,
Inc., 1952), pp. 57-96.
It seems better to use the term “profits” to refer to the difference between actual
and “expected” results, between ex post and ex ante receipts. “Profits” are then a
result of uncertainty and, as Alchian (op. cit., p. 212), following Tintner, points
out, cannot be deliberately maximized in advance. Given uncertainty, individ-
uals or firms choose among alternative anticipated probability distributions of
receipts or incomes. The specific content of a theory of choice among such dis-
tributions depends on the criteria by which they are supposed to be ranked.
One hypothesis supposes them to be ranked by the mathematical expectation
of utility corresponding to them (see Friedman and Savage, “The Expected-
Utility Hypothesis and the Measurability of Utility,” op. cit.). A special case
of this hypothesis or an alternative to it ranks probability distribution by the
mathematical expectation of the money receipts corresponding to them. The
latter is perhaps more applicable, and more frequently applied, to firms than to
individuals. The term “expected returns” is intended to be sufficiently broad to
apply to any of these alternatives.

The issues alluded to in this note are not basic to the methodological issues
being discussed, and so are largely by-passed in the discussion that follows.
See George J. Stigler, “A Theory of Delivered Price Systems,” American Economic
Review, XXXIX (December, 1949), 1143-57.
See Friedman and Savage, “The Expected-Utility Hypothesis and the Measur-
ability of Utility,” op. cit., pp. 466-7, for another specific example of this kind
of indirect test.
A rigorous statement of this hypothesis would of course have to specify how
“extent of racial or religious discrimination” and “degree of monopoly” are to
be judged. The loose statement in the text is sufficient, however, for present
purposes.
Thorstein Veblen, “Why Is Economics Not an Evolutionary Science?” (1898),
reprinted in The Place of Science in Modern Civilization (New York, 1919), p. 73.
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Oliver, op. cit., p. 381.

See H. D. Henderson, “The Significance of the Rate of Interest,” Oxford Economic
Papers, No. 1 (October, 1938), pp. 1-13; J. E. Meade and P. W. S. Andrews,
“Summary of Replies to Questions on Effects of Interest Rates,” Oxford Economic
Papers, No. 1 (October, 1938), pp. 14-31; R. E Harrod, “Price and Cost in
Entrepreneurs’ Policy,” Oxford Economic Papers,No. 2 (May, 1939), pp. 1-11;and
R.J.Halland C.J. Hitch, “Price Theory and Business Behavior,” Oxford Economic
Papers,No. 2 (May, 1939), pp. 12—45; Lester, “Shortcomings of Marginal Analysis
for Wage-Employment Problems,” op. cit.; Gordon, op. cit. See Fritz Machlup,
“Marginal Analysis and Empirical Research,” op. cit., esp. Sec. II, for detailed
criticisms of questionnaire methods.

I do not mean to imply that questionnaire studies of businessmen’s or others’
motives or beliefs about the forces affecting their behavior are useless for all
purposes in economics. They may be extremely valuable in suggesting leads to
follow in accounting for divergencies between predicted and observed results;
that is, in constructing new hypotheses or revising old ones. Whatever their
suggestive value in this respect, they seem to me almost entirely useless as a means
of testing the validity of economic hypotheses. See my comment on Albert G.
Hart’s paper, “Liquidity and Uncertainty,” American Economic Review, XXXIX
(May, 1949), 198-99.

Oliver, op. cit., p. 382.

Lester, “Shortcomings of Marginal Analysis for Wage-Employment Problems,”
op. cit., p. 75.

E.g., Gordon’s direct examination of the “assumptions” leads him to formulate
the alternative hypothesis generally favored by the critics of the maximization-
of-returns hypothesises follows: “There is an irresistible tendency to price on the
basis of average total costs for some ‘normal’ level of output. This is the yardstick,
the short-cut, that businessmen and accountants use, and their aim is more to
earn satisfactory profits and play safe than to maximize profits” (op. cit., p. 275).
Yet he essentially abandons this hypothesis, or converts it into a tautology, and
in the process implicitly accepts the test by prediction when he later remarks:
“Full cost and satisfactory profits may continue to be the objectives even when
total costs are shaded to meet competition or exceeded to take advantage of a
sellers’ market” (ibid., p. 284). Where here is the “irresistible tendency”? What
kind of evidence could contradict this assertion?

Sidney S. Alexander, “Issues of Business Cycle Theory Raised by Mr. Hicks,”
American Economic Review, XLI (December, 1951), 872.

Principles of Political Economy (Ashley ed.; Longmans, Green & Co., 1929), p. 436.
Principles, p. 329; see also pp. 35, 100, 341, 347, 375, 546.

Thisideal type can be divided into two types: the oligopolistic firm, if the demand
curve for its output is infinitely elastic at some price for some but not all outputs;
the monopolistic firm proper, if the demand curve is nowhere infinitely elastic
(except possibly at an output of zero).

For the oligopolist of the preceding note an industry can be defined as a group
of firms producing the same product.

Principles, p. 100.

Quoted parts from ibid.
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E. H. Chamberlin, The Theory of Monopolistic Competition (6th ed.; Cambridge:
Harvard University Press, 1950); Joan Robinson, The Economics of Imperfect
Competition (London: Macmillan & Co., 1933).

See R. L. Bishop, “Elasticities, Cross-elasticities, and Market Relationships,”
American Economic Review, XLII (December, 1952), 779-803, for a recent
attempt to construct a rigorous classification of market relationships along these
lines. Despite its ingenuity and sophistication, the result seems to me thoroughly
unsatisfactory. It rests basically on certain numbers being classified as “large”
or “small,” yet there is no discussion at all of how to decide whether a particular
number is “large” or “small,” as of course there cannot be on a purely abstract
level.

Op. cit., p. 82.

There always exists a transformation of quantities that will make either the cost
curves or the demand curves identical; this transformation need not, however,
be linear, in which case it will involve different-sized units of one product at
different levels of output. There does not necessarily exist a transformation that
will make both pairs of curves identical.

See Robert Triffin, Monopolistic Competition and General Equilibrium Theory
(Cambridge: Harvard University Press, 1940), esp. pp. 188—89.

For a detailed critique see George J. Stigler, “Monopolistic Competition in
Retrospect,” in Five Lectures on Economic Problems (London: Macmillan & Co.,
1949), pp. 12-14.
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Herbert Simon (1916-2001) was born in Milwaukee, Wisconsin, and received his
Ph.D. in political science from the University of Chicago. He taught at the Illi-
nois Institute of Technology and at Carnegie-Mellon University. Simon made major
contributions to a number of different disciplines including political science, psy-
chology, philosophy, and economics. He was awarded the Nobel Prize in economics
in 1978. The following short essay was written for a symposium on Milton Fried-
man’s methodology that was held at the 1962 meetings of the American Economic
Association.

I find methodological inquiry interesting and instructive to the extent to
which it addresses itself to concrete problems of empirical science. Thus,
while I find myself in general agreement with almost everything that has
been said in the previous papers and by discussants, I should like to pitch
my remarks at a level less abstract than theirs.

The Relation of Premises and Conclusions in Economic Theory

Professor Nagel has pointed out that whether a particular proposition is a
fundamental assumption of a theory or one of its derived conclusions is
relative to the formulation of the theory. If this were the whole story, then
asymmetry between assumptions and derivations in Friedman’s position —
what Professor Samuelson called the F-Twist, and what I like to think of as
Friedman’s “principle of unreality” — would be entirely arbitrary. Professor
Krupp’s remarks on composition laws and the relation of microscopic to

macroscopic theories suggest, however, that something more is at issue.

Originally published as “Problems of Methodology — Discussion,” by Herbert Simon, in
the American Economic Review: Papers and Proceedings, vol. 53(1963): 229-31. Reprinted by
permission of the American Economic Association.
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Since the prefixes “micro” and “macro” have rather special meanings in
economics, let me talk instead of theories of economic actors and theories of
economic markets, respectively. In the present context, the relevant theory
at the actor level can be approximated by the propositions: X — businessmen
desire to maximize profits; Y — businessmen can and do make the calcula-
tions that identify the profit-maximizing course of action. The theory at the
market level may be summed up as: Z— prices and quantities are observed
at those levels which maximize the profits of the firms in the market. (For
simplicity, let us assume that we mean the maximum of perfect competition
theory.)

Defending the theory consisting of X, Y, and Z, Friedman asserts that
it doesn’t matter if X and Y are false, provided Z is true. Professors Nagel
and Samuelson have already exposed the logical fallacy in using the validity
of Z to support X and Y, or to support consequences of X and Y that do
not follow from Z alone. But there are other equally serious difficulties in
Friedman’s position.

X and Y are taken as premises and Z as a conclusion is not just a matter
of taste in formulation of the theory. The formulation fits our common, if
implicit, notions of explanation. We explain the macroscopic by the micro-
scopic (plus some composition laws) — the market by the actors. We do this
partly because it satisfies our feeling that individual actors are the simple
components of the complex market; hence proper explanatory elements. We
do it partly because X and Y, plus the composition laws, allow us to derive
other propositions at the market level — say, about shifting of taxes, or other
policy matters — which we are not able to test by direct observation.

The logical fallacy in Friedman’s principle of unreality has exerted so
much fascination — both in this session and elsewhere — that attention has
been distracted from its other errors. Most critics have accepted Friedman’s
assumption that proposition Z is the empirically tested one, while X and
Y are not directly observable. This, of course, is nonsense. No one has,
in fact, observed whether the actual positions of business firms are the
profit-maximizing ones; nor has anyone proposed a method of testing this
proposition by direct observation. I cannot imagine what such a test would
be, since the tester would be as incapable as business firms are of discovering
what the optimal position actually is.

If, under these circumstances, Z is a valid theory, it must be because
it follows from empirically valid assumptions about actors together with
empirically valid composition laws. Now we do have a considerable body of
evidence about X and Y, and the vast weight of evidence with respect to Y,
at least, is that it is false. The expressed purpose of Friedman’s principle of
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unreality is to save classical theory in the face of the patent invalidity of Y.
(The Alchian survival argument that “only profit-maximizers survive,” does
not help matters, since it, like Z, cannot be tested by direct observation — we
cannot identify the profit-maximizers.)

The remedy for the difficulty is straightforward, although it may involve
more empirical work at the level of the individual actors than most
conventionally-trained economists find comfortable. Let us make the obser-
vations necessary to discover and test true propositions, call them X’ and Y,
to replace the false X and Y. Then let us construct a new market theory on
these firmer foundations. This is not, of course, a novel proposal. The last
two decades have seen it carried a long distance toward execution.

Ideal Types and Approximations

My final comment is related to the previous one. There has been much talk
at this session of ideal types: perfect vacuums and perfect competition. I
am not satisfied with the answers to Friedman’s argument that he has as
much right as the physicists to make unreal assumptions. Was Galileo also
guilty of using the invalid principle of unreality? I think not. I think he was
interested in behavior in perfect vacuums not because there aren’t any in the
real world, but because the real world sometimes sufficiently approximates
them to make their postulation interesting.

Let me propose a methodological principle to replace the principle of
unreality. I should like to call it the “principle of continuity of approxima-
tion.” It asserts: if the conditions of the real world approximate sufficiently
well the assumptions of an ideal type, the derivations from these assump-
tions will be approximately correct. Failure to incorporate this principle into
his formulation seems to me a major weakness in the interesting approach
of Professor Papandreou’s paper. Unreality of premises is not a virtue in
scientific theory; it is a necessary evil —a concession to the finite computing
capacity of the scientist that is made tolerable by the principle of continuity
of approximation.

Working scientists employ the principle of continuity all the time. Unfor-
tunately, it has no place in modern statistical theory. The word “significant”
has been appropriated by the statisticians to mean “unlikely to have arisen
by chance.” Now, in testing extreme hypotheses — ideal types — we do not
primarily want to know whether there are deviations of observation from
theory which are “significant” in this sense. It is far more important to know
whether they are significant in the sense that the approximation of theory
to reality is beyond the limits of our tolerance. Until this latter notion of
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significance has been properly formalized and incorporated in statistical
methodology, we are not going to accord proper methodological treatment
to extreme hypotheses. The discussion at this session has not provided the
solution, but it has identified this problem as one of central methodological
importance for economics.
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Methodologists have had few kind words for Milton Friedman’s “The
Methodology of Positive Economics” [1953, Chapter 7 in this volume], yet
its influence persists. Why? One answer is that methodologists have missed
an important argument, which economists have found persuasive. Unlike
Hirsch and de Marchi (1990), I am concerned here with the argument, not
with “what Friedman really meant.”

Friedman declares, “The ultimate goal of a positive science is the devel-
opment of a ‘theory’ or ‘hypothesis’ that yields valid and meaningful (i.e.,
not truistic) predictions about phenomena not yet observed” (p. 7). This
is the central thesis of instrumentalism. But from a standard instrumen-
talist perspective, in which all the observable consequences of a theory are
significant, it is impossible to defend Friedman’s central claim that the real-
ism of assumptions is irrelevant to the assessment of a scientific theory. For
the assumptions of economics are testable, and a standard instrumental-
ist would not dismiss apparent disconfirmations. Indeed, the distinction
between assumptions and implications is superficial. The survey results
reported by Richard Lester and others, which Friedman finds irrelevant and
wrong-headed (pp. 15, 31f), are as much predictions of neoclassical theory
as are claims about market phenomena.

I would like to thank John Dreher, Merton Finkler, Daniel Hammond, Erkki Koskela, Michael
McPherson, and Herbert Simon for useful criticisms and suggestions.

Reprinted by permission of Cambridge University Press from Essays on Philosophy and
Economic Methodology by Daniel M. Hausman. Cambridge: Cambridge University Press,
1992, pp. 70-3.
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But, like Lawrence Boland (1979), I contend that Friedman is not a stan-
dard instrumentalist. Consider the following passages:

Viewed as a body of substantive hypotheses, theory is to be judged by its predictive
power for the class of phenomena which it is intended to “explain.” (pp. 8-9)

For this test [of predictions] to be relevant, the deduced facts must be about the
class of phenomena the hypothesis is designed to explain; (pp. 12-13)

The decisive test is whether the hypothesis works for the phenomena it purports to
explain. (p. 30)*

Friedman rejects a standard instrumentalist concern with all the predic-
tions of a theory. A good tool need not be an all-purpose tool. Friedman
holds that the goal of economics is “narrow predictive success” — correct
prediction only for “the class of phenomena the hypothesis is designed to
explain.” Lester’s surveys are irrelevant because their results are not among
the phenomena that the theory of the firm was designed to explain. On
just these grounds, many economists dismiss any inquiry into whether the
claims of the theory of consumer choice are true of individuals.

I suggest that Friedman uses this view that science aims at narrow pre-
dictive success as a premise in the following implicit argument:

(1) A good hypothesis provides valid and meaningful predictions con-
cerning the class of phenomena it is intended to explain. (premise)

(2) The only test of whether an hypothesis is a good hypothesis is whether
it provides valid and meaningful predictions concerning the class of
phenomena it is intended to explain.” (invalidly from 1)

(3) Any other facts about an hypothesis, including whether its assump-
tions are realistic, are irrelevant to its scientific assessment. (trivially
from 2)

If (1) the criterion of a good theory is narrow predictive success, then surely
(2) the test of a good theory is narrow predictive success, and Friedman’s
claim that the realism of assumptions is irrelevant follows trivially. This is a
tempting and persuasive argument.

But it is fallacious. (2) is not true and does not follow from (1). To see
why, consider the following analogous argument:

(1) A good used car drives safely, economically, and comfortably. (over-
simplified premise)

(2") The only test of whether a used car is a good used car is whether it
drives safely, economically, and comfortably. (invalidly from 1’)
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(3') Anything one discovers by opening the hood and checking the sepa-
rate components of a used car isirrelevant to its assessment. (trivially
from 2')

Presumably nobody believes 3. What is wrong with the argument? It
assumes that a road test is a conclusive test of a car’s future performance.
If this assumption were true, if it were possible (and cheap) to do a total
check of the performance of a used car for the whole of its future, then there
would indeed be no point in looking under the hood. For we would know
everything about its performance, which is all we care about. But a road
test only provides a small sample of this performance. Thus a mechanic
who examines the engine can provide relevant and useful information. The
mechanic’s input is particularly important when one wants to use the car
under new circumstances and when the car breaks down. Obviously one
wants a sensible mechanic who notes not just that the components are used
and imperfect, but who can judge how well the components are likely to
serve their separate purposes.

Similarly, given Friedman’s view of the goal of science, there would be no
point in examining the assumptions of a theory if it were possible to do a
“total” assessment of its performance with respect to the phenomena it was
designed to explain. But one cannot make such an assessment. Indeed, the
point of a theory is to guide us in circumstances where we do not already
know whether the predictions are correct.* There is thus much that may
be learned by examining the components (assumptions) of a theory and its
“irrelevant” predictions. Such consideration of the “realism” of assumptions
is particularly important when extending the theory to new circumstances
or when revising it in the face of predictive failure.” Again what is relevant
is not whether the assumptions are perfectly true, but whether they are
adequate approximations and whether their falsehood is likely to matter for
particular purposes. Saying this is not conceding Friedman’s case. Wide,
not narrow predictive success constitutes the grounds for judging whether a
theory’s assumptions are adequate approximations. The fact thata computer
program works in a few instances does not render study of its algorithm and
code superfluous or irrelevant.

Thereisagrain of truth in Friedman’s defense of theories containing unre-
alistic assumptions. For some failures of assumptions may be irrelevant. Just
as a malfunctioning air-conditioner is insignificant to a car’s performance
in Alaska, so is the falsity of the assumption of infinite divisibility unimpor-
tant in hypotheses concerning markets for basic grains. Given Friedman’s
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narrow view of the goals of science (which I am conceding for the purposes
of argument, but would otherwise contest), the realism of assumptions may
thus sometimes be irrelevant. But this bit of practical wisdom does not sup-
port Friedman’s strong conclusion that only narrow predictive success is
relevant to the assessment of an hypothesis.

One should note three qualifications. First, we sometimes have a wealth of
information concerning the track record of both theories and of used cars.
I may know that my friend’s old Mustang has been running without trouble
for the past seven years. The more information we have about performance,
the less important is separate examination of components. But it remains
sensible to assess assumptions or components, particularly in circumstances
of breakdown and when considering a new use. Second, intellectual tools,
unlike mechanical tools, do not wear out. But if one has not yet grasped
the fundamental laws governing a subject matter and does not fully know
the scope of the laws and the boundary conditions on their validity, then
generalizations are as likely to break down as are physical implements. Third
(as Erkki Koskela reminded me), it is easier to interpret a road test than an
econometric study. The difficulties of testing in economics make it all the
more mandatory to look under the hood.

When either theories or used cars work, it makes sense to use them —
although caution is in order if their parts have not been examined or appear
to be faulty. But known performance in some sample of their given tasks
is not the only information relevant to an accurate assessment of either.
Economists must (and do) look under the hoods of their theoretical vehicles.
When they find embarrassing things there, they must not avert their eyes and
claim that what they have found cannot matter. Even if all one cares about is
predictive success in some limited domain, one should still be concerned about
the realism of the assumptions of an hypothesis and the truth of its irrelevant
or unimportant predictions.

Notes

1. See also [Friedman (1953)], pp. 15, 20, and 41.

2. Notice that (2) does not say that the only test of a hypothesis is whether its
predictions are valid. It says that the only test is the validity of only some of its
predictions, namely those concerning “the class of phenomena the hypothesis
is intended to explain.” This is overstated, and (I repeat) I am not concerned to
provide the best interpretation of Friedman’s whole methodology. In his essay
Friedman concedes a role for assumptions in facilitating an “indirect” test of a
theory: “Yet, in the absence of other evidence, the success of the hypothesis for one
purpose —in explaining one class of phenomena — will give us greater confidence
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than we would otherwise have that it may succeed for another purpose — in
explaininganother class of phenomena. It is much harder to say how much greater
confidence it justifies. For this depends on how closely related we judge the two
classes of phenomena to be” (p. 28). The last sentence still limits the relevance
of the correctness of predictions concerning phenomena that are remote from
those that the theory is designed to explain, and Friedman clearly believes that
the evidential force of indirect tests is much less than that of tests concerning the
range of phenomena that the theory is intended to “explain.” Daniel Hammond
(unpublished) has argued that these qualifications were not part of the original
draft of the essay.

. Those who do should get in touch. I've got some fine old cars for you at bargain
prices.

. Friedman partially recognizes this point when he writes (according to Hammond,
echoing criticisms George Stigler and Arthur Burns offered of an earlier draft),
“The decisive test is whether the hypothesis works for the phenomena it purports
to explain. But a judgment may be required before any satisfactory test of this
kind has been made, and, perhaps, when it cannot be made in the near future,
in which case, the judgment will have to be based on the inadequate evidence
available” (1953, p. 30).

. With what seems to me inconsistent good sense, Friedman again partly recognizes
the point, “I do not mean to imply that questionnaire studies of businessmen’s
or other’s motives or beliefs about the forces affecting their behavior are useless
for all purposes in economics. They may be extremely valuable in suggesting
leads to follow in accounting for divergences between predicted and observed
results; that is, in constructing new hypotheses or revising old ones. Whatever
their suggestive value in this respect, they seem to me almost entirely useless as
a means of festing the validity of economic hypotheses” (1953, p. 31n).
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Overview

The purpose of this chapter is to critically reappraise the methodological
advice offered to economists by Popperian philosophy, in particular Pop-
perian falsificationism and Lakatos’s ‘methodology of scientific research
programmes. These two philosophical positions and the difficulties they
raise for economic methodology are carefully considered in the chapter. It is
argued that while economists have benefited from the influence of Poppe-
rian philosophy in a number of ways, neither falsificationism nor Lakatos’s
methodology provide an appropriate guide to the acceptance or rejection of
economic theories. The implications and caveats surrounding this argument
are considered in the conclusion.
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Introduction

Popperian philosophy of science has been extremely influential in economic
methodology. Popperian ‘falsificationism) first introduced into economics
by Hutchison (1938), remains one of the dominant approaches to economic
methodology. In addition to this direct influence, Popperian philosophy has
also affected economic methodology through the work of Imre Lakatos. A
fairly extensive literature has developed around the question of the applica-
bility of Lakatos’s ‘methodology of scientific research programmes’ (MSRP)
to economics.”

The purpose of this chapter is to critically reappraise the methodological
advice given by Popperian philosophy. In this reappraisal both Popperian
falsificationism and Lakatos’s MSRP will be examined. Neo-institutionalist
economics will not be explicitly discussed; instead the focus will be the
general standards for economic theory choice which influence every eco-
nomic theory (including neo-institutionalism). Throughout the discussion
the philsophical positions will be appraised only with respect to economic
methodology: ‘economic’ in that only economics and not other fields of
enquiry will be discussed, and ‘methodology’ in that only questions of the-
ory choice and theory appraisal (not more general philosophical considera-
tions) will be examined. In particular, questions such as whether ‘economic
methodology’ should be pursued atall (recently raised by McCloskey (1985))
will not be examined here.

Falsificationism

No doubt Karl Popper is best known for his falsificationist approach to the
philosophy of science: a theory first presented in Logik der Forschung in
1934 (English translation, Popper 1959). Falsificationism represents Pop-
per’s view of the growth of scientific knowledge as well as his solution to
(or dissolution of) the problem of induction. It is for falsificationism that
Popper claims responsibility for the death of logical positivism (Popper
1976b: 88).

Popperian falsificationism is actually composed of two separate theses:
one on demarcation (demarcating science from non-science) and one on
methodology (how science should be practised). The demarcation thesis is
that for a theory to be ‘scientific’ it must be at least potentially falsifiable by
empirical observation, that is, there must exist at least one empirical basic
statement which is in conflict with the theory.” This potential falsifiability
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is a logical relationship between the theory and a basic statement; in par-
ticular, the demarcation criterion only requires that it be logically possible
to falsify the theory, not that such a falsification has ever been attempted.*
While Popper’s demarcation criterion has been the subject of an exten-
sive debate in the philosophical literature, demarcation is seldom the issue
in economics. For economists the more important issue is methodology
(choosing between/among theories not merely labelling them scientific or
unscientific) and Popperian methodology requires the practical (not just
logical) falsifiability of scientific theories.

In a nutshell, falsificationist scientific practice proceeds as follows. The
scientist starts with a scientific problem situation (something requiring a
scientific explanation) and proposes a bold conjecture which might offer a
solution to the problem. Next the conjecture is severely tested by comparing
its least likely consequences with the relevant empirical data. Popper’s argu-
ment for severe testing is that a test will be more severe the more prima facie
unlikely the consequence that is being tested; the theory should be forced to
‘stick its neck out), to ‘offer the enemy, namely nature, the most exposed and
extended surface’ (Gellner 1974: 171). The final step in the falsificationist
game depends on how the theory has performed during the testing stage. If
the implications of the theory are not consistent with the evidence, then the
conjecture is falsified and it should be replaced by a new conjecture which is
not ad hoc relative to the original, that is, the new conjecture should not be
contrived solely to avoid this empirical anomaly.” If the theory is not falsified
by the evidence then it is considered corroborated and it is accepted pro-
visionally. Given Popper’s fallibilism this acceptance is provisional forever;
the method does not necessarily result in true theories, only ones that have
faced a tough empirical opponent and won.

Now while there are a number of reasons why economists have felt that
Popperian falsificationism would be a desirable methodology, the fact is that
falsificationism is seldom if ever practised in economics. This seems to be the
one point generally agreed upon by recent methodological commentators.
In fact, this (empirical) claim is supported at length by the case studies
in Blaug (1980), a book which consistently advocates falsificationism as a
normative ideal. The disagreement between critics and defenders of falsifi-
cationism is not whether it has been practised, basically it has not, but rather
whether it should be practised. The real questions are whether the profession
should ‘try harder’ to practise falsificationism though it has failed to do
so in the past, and the related question of whether the discipline of eco-
nomics would be substantially improved by a conscientious falsificationist
practice.
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One approach to the question of the appropriateness of falsificationism
in economics would be to directly address the question of the adequacy of
Popper’s falsificationist methodology as a general approach to the growth
of scientific knowledge; this is not the approach that will be followed here.
Rather than delving into this general question, the following discussion will
simply survey some of the criticisms which falsificationism has received
explicitly as an economic methodology. This list of criticisms is not exhaus-
tive, but it does capture the major concerns which have been raised regard-
ing the falsificationism in economics. The list is not necessarily in order of
importance.’

1. Foranumber ofreasons, the so-called Duhemian problem (or Duhem—
Quine problem) presents a great difficulty in economics.” First, the
complexity of human behaviour requires the use of numerous ini-
tial conditions and strong simplifying assumptions. Some of these
restrictions may actually be false (such as the infinite divisibility of
commodities), some of these assumptions may be logically unfalsi-
fiable (such as the assumptions of eventually diminishing returns),
while still others may be logically falsifiable but practically unfalsifi-
able (such as the completeness assumption in consumer choice theory).
Even where assumptions and restrictions can be tested, such testing is
very difficult because of the absence of a suitably controlled laboratory
environment.” In the presence of such a variety of restrictions it is vir-
tually impossible to ‘aim the arrow of modus follens’ at one particular
problematic element of the set auxiliary hypotheses when contrary evi-
dence is found. Second, there are many questions and disagreements
about the empirical basis in economics. It is always possible to argue
that what was observed was ‘not really’ involuntary unemployment or
‘not really’ economic profit, etc. Although it is fundamental to Pop-
perian philosophy that the empirical basis need not be incorrigible,
it is necessary that there be a generally accepted convention regard-
ing the empirical basis,” and in economics even such conventions are
often not available. Third, even if these first two problems have some-
how been eliminated it is still possible for the social sciences to have
feedback effects that do not exist in the physical sciences. The test of
an economic theory may itself alter the initial conditions for the test.
Conducting a test of the relationship between the money supply and
the price level may alter expectations in such a way that the initial
conditions (which were true ‘initially’) are not true after the test (or if
the ‘same’ test were conducted again).
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2. Related to, but actually separate from the Duhemian problem, is the

problem that the qualitative comparative statics technique used in eco-
nomics makes severe testing very difficult and cheap corroborational
success ‘too easy’. In economics it is very often the case that the strongest
available prediction is a qualitative comparative statics result which
only specifies that the variable in question increases, decreases, or
remains the same. Since having the correct sign is much easier than
having both the correct sign and magnitude, an emphasis on such
qualitative prediction generates theories which are low in empirical
content, have few potential falsifiers, and are difficult if not impos-
sible to test severely. The result is often economic theories which are
confirmed by the evidence but provide very little information. !’

. Popper’s ‘admitted failure’ (1983: xxxv) to develop an adequate theory

of verisimilitude!! presents a fundamental difficulty for a falsification-
ist methodology in economics. Popper’s theory of verisimilitude devel-
oped as an attempt to reconcile his falsificationist methodology with
scientific realism. For a realist science aims at ‘true’ theories; according
to falsificationism, scientific theories should be chosen if they have been
corroborated by passing severe tests. If the falsificationist method is to
fulfil the realist aims of science it should be demonstrated that more
corroborated theories are closer to the truth. Such a demonstration
was precisely the goal of Popper’s theory of verisimilitude. Actually a
satisfactory theory of verisimilitude would serve Popperian philosophy
in at least two different ways. One way, as already mentioned, would
be to provide an epistemic justification for playing the game of science
by falsificationist rules. Such a justification is very important for Pop-
perian philosophy since without a theory of verisimilitude it can be
argued that there are philosophically ‘no good reasons’ (Popper 1972:
22) for choosing theories as Popper recommends. The second function
of a theory of verisimilitude is more practical. Verisimilitude would
provide rules for choosing the ‘best’ theory in troublesome cases: like
the situation where both available theories have been falsified. A theory
of verisimilitude would help in such cases because it would provide
a rule for determining which of the two theories in question actually
has more verisimilitude: which is closer to the truth. A similar argu-
ment could be made for cases involving a choice between a falsified
but bold theory and a corroborated but modest theory; having a way
to determine which has more verisimilitude would allow us to choose
a theory which is more consistent with the aims of science, which is
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closer to the truth. This second, more practical, function of the theory
of verisimilitude is very important in economic methodology. The rea-
son is that economists are almost always faced with choosing between
two falsified theories, or choosing between a bold falsified theory and
a more modest corroborated one. If Popper’s theory of verisimilitude
had been a success and it could be added to the norms of simple fal-
sificationism (both to justify the norms and to help in making the
practical decisions of theory choice) then falsificationism might have
an important role to play in economic theory choice. Without such a
link between severe testing and truth-likeness, the method is of limited
value in pursuing the realist aim of science.

4. Popper’s rules for progressive theory development (non ad hocness)
are seldom appropriate in economics. Popper argues that if one theory
is to constitute ‘progress’ over a predecessor the new theory must be
‘independently testable’; it must have ‘excess empirical content), pre-
dict ‘novel facts’'” This issue will be examined more carefully in the
Lakatos section which follows, but for now it should be noted that
while Popperian progress may sometimes be of interest to economists,
often progress in economics is (and should be) very different to what
Popper prescribes. Economists are often concerned with finding new
explanations for well-known (non novel) facts, or alternatively, with
explaining known phenomena by means of fewer theoretical restric-
tions. What constitutes ‘progress’ in economic theory (or what should
constitute progress) is a complex and ongoing question, but it is appar-
ent that any suitable answer will require a different, and possibly much
more liberal, set of standards than those offered by strict Popperian
falsificationism.

All of these criticisms add up to a negative appraisal of falsificationist eco-
nomic methodology. Despite the fact that preaching falsificationist method-
ology has been very popular among economists, the method fails to provide
a reasonably adequate set of rules for doing economics. Strict adherence to
falsificationist norms would virtually destroy all existing economic theory and
leave economists with a rule book for a game unlike anything the profession
has played in the past. This high cost would be paid without any guarantee
that obeying the new rules would result in theories any closer to the truth
about economic behaviour than those currently available. How this result
should be interpreted will be discussed in the conclusion, for now let us turn
to Lakatos’s MSRP.
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Lakatos’s Methodology of Scientific
Research Programmes

Lakatos’s work in the philosophy of science first appeared in the early 1970s
(Lakatos 1970, 1971) and it was endorsed almost immediately by a number
of economists. Numerous papers on Lakatos have appeared in the economics
literature, many as a result of the Nafplion Colloquium on Research Pro-
grammes in Physics and Economics in 1974 (Latsis 1976a). This literature
on ‘Lakatos and economics’ has basically been of two types. The first type
is historical, it attempts to ‘reconstruct’ some particular episode in the his-
tory of economic thought along Lakatosian lines. The second type is more
philosophical, it attempts to appraise Lakatos’s methodology of scientific
research programmes as an economic methodology and/or compare it to
other philosophies such as Kuhn or Popperian falsificationism.

Lakatos’s MSRP s clearly part of the Popperian tradition in the philosophy
of science but it was also motivated by philosophically minded historians of
science such as Kuhn (1970). For Lakatos the primary unit of appraisal in sci-
ence is the ‘research programme’ rather than the scientific theory. A research
programme is an ensemble consisting of a hard core, the positive and neg-
ative heuristics, and a protective belt.'” The hard core is composed of the
fundamental metaphysical presuppositions of the programme; it defines the
programme, and its elements are treated as irrefutable by the programme’s
practitioners. To participate in the programme is to accept and be guided by
the programme’s hard core. For example, in Weintraub’s Lakatosian recon-
struction of the Neo-Walrasian research programme in economics, the hard
core consists of propositions such as: agents have preferences over outcomes
and agents act independently and optimize subject to constraints. The pos-
itive and negative heuristics provide instructions about what should and
should not be pursued in the development of the programme. The positive
heuristic guides the researcher toward the right questions and the best tools
to use in answering those questions; the negative heuristic indicates what
questions should not be pursued and what tools are inappropriate. Again
using Weintraub’s analysis of the Neo-Walrasian programme as an example,
the positive heuristic contains injunctions such as: construct theories where
the agents optimize, while the negative heuristic implores researchers to
avoid theories involving disequilibrium. Finally, the protective belt consists
of the programme’s actual theories, auxiliary hypotheses, empirical con-
ventions and the (evolving) ‘body’ of the research programme. The major
activity of the programme occurs in the protective belt, it occurs as a result
of the interaction of the hard core, the heuristics, and the programme’s
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empirical record. For Weintraub’s Neo-Walrasian programme the protec-
tive belt includes almost all of applied microeconomics.

A research programme is appraised on the basis of the theoretical and
empirical activity in the protective belt. There is theoretical progress if each
change in the protective belt is empirical content increasing; that is if it
predicts novel facts.'* The research programme exhibits empirical progress
if this excess empirical content actually gets corroborated (Lakatos 1970:
118). Lakatos also requires a third type of progress, heuristic progress (non-
ad hocsness), which specifies that the changes be consistent with the hard
core of the programme. Lakatos’s definitions of theoretical and empirical
progress presuppose that the changes in question are consistent with heuris-
tic progress.

One obvious example of the link between Lakatos and Popper is the way
in which Lakatos characterizes empirical content and novel facts. Lakatos,
like Popper, defines the empirical content of a theory to be ‘the set of its
potential falsifiers: the set of those observational propositions which may
disprove it’ (Lakatos 1970: 98, n. 2). Thus, even though Lakatos considers
empirical progress to come through empirical corroboration rather than
falsification, his characterization of the relationship between theory and
fact is still basically falsificationist. There are many other signs of Lakatos’s
Popperian lineage but his definition of empirical content and novel facts
are the most important in the appraisal of Lakatosian economic method-
ology.

On the other hand, there are many aspects of the MSRP which are fun-
damentally at odds with Popperian falsificationism. The most significant of
these is the immunity of the hard core to empirical criticism; immunizing
any part of scientific theory would be in conflict with Popper’s falsifica-
tionist method of bold conjecture and severe test. Popper clearly recognized
that science has experienced periods of Kuhnian ‘normal science’ where
the critical spirit seems to be temporarily arrested, but for Popper these
episodes are something to lament not praise (Popper 1970). Another point
of disagreement is the question of corroboration versus falsification. While
Lakatos defines empirical content in a thoroughly Popperian way, he has
no respect for the role of falsification in science. For Lakatos all theories are
‘born refuted’ (1970: 120-1) and the task of philosophy of science should be
to develop a methodology which starts from this fact. For Lakatos progress
comes from the corroboration not falsification of novel facts. Finally, Lakatos
clearly embraces a historical meta-methodology whereby the actual history
of science is used to appraise various methodological proposals.'” This is
very different from Popper where methodology is purely a normative affair
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and where there is no pathway open for the actual history of science to help
evaluate methodologies.

These places where Lakatos differs from Popper are exactly the places
where Lakatos is likely to win the favour of economists since these hap-
pen to be areas where there is substantial tension between falsificationism
and the actual practice of economics. Certainly economics is replete with
metaphysical ‘hard cores’; there is not much consensus on what these hard
core propositions should be, but there seems to be a consensus that such hard
core presuppositions exist and that they often define alternative research
programmes in economics. A philosophical programme such as Popperian
falsificationism which requires practitioners to be willing to give up almost
any part of their research programme at any time will not provide as
adequate a guide for economists as Lakatos’s methodology which allows
for such pervasive hard cores. This economic preference for Lakatos over
Popper also extends to the issue of corroboration versus falsification. It is
clear that falsificationism has not been practised in economics and there is
good reason to believe that enforcement of such strict standards would all
but eliminate the discipline as it currently exists. On the other hand, there is
a great amount of empirical activity in economics, the facts do matter, but
they matter in a much more subtle and complex way than falsificationism
allows.

Finally, economists would prefer Lakatos to Popper on the question of
the role of the history of science in supporting particular methodological
proposals. The general question of the relationship between the history of
science and the philosophy of science is an unsettled question which contin-
ues to be debated in the literature, but economists have recently been very
sympathetic to methodological proposals that are sensitive to the actual his-
tory of their discipline. Economists have produced an extensive literature
using the Lakatosian categories to reconstruct various parts of the history of
economic thought. Most of this literature focuses on a particular research
programme in economic theory (past or present) and tries to isolate the
hard core, the positive and negative heuristics, and the type of theoretical
activity occurring in the protective belt. Such work usually results in a pos-
itive or negative Lakatosian appraisal of the ‘progressivity’ of the particular
economic research programme. Examples of these reconstructions range
widely over various topics in the history of economic thought.

An overall assessment of this Lakatosian historical literature is very diffi-
cult because many of the economists writing in the field have taken very little
care in the way they use the Lakatosian terminology. This lack of fidelity to
Lakatosian terminology has resulted in ‘hard cores’, ‘heuristics’ and (particu-
larly) ‘novel facts’ which bear little resemblance to their Lakatosian analogues
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or how these terms have been used in reconstructions in the physical sciences.
Much of this literature has provided valuable and independently interesting
history of economic thought, but it sheds little light on the methodological
adequacy of the MSRP. The only general conclusion that can be reached
from this historical literature is that in the case studies where the relevant
language is consistent with Lakatos, ‘progress, and the prediction of novel facts
it necessarily implies, has been a rare occurrence. There have been some well-
researched cases where novel facts actually seem to have been uncovered;'®
butthese cases correspond to only a very small portion of what the economics
profession would consider its major theoretical ‘advances’ Lakatos’s crite-
rion for ‘theoretical progress’, the prediction of novel facts, may have been
sufficient for what economists have considered to be theoretical progress in
certain special cases, but it does not seem to be generally necessary. Just as
‘the development of economic analysis would look a dismal affair through
falsificationist spectacles’ (Latsis 1976b: 8), it seems that economics would
look almost as dismal on a strictly Lakatosian view.

The argument that empirical and theoretical advances in economics occur
(and should occur) in ways other than Lakatos specified in the MSRP, reflects
very poorly (again) on Popper. The reason is that where economics is most
likely to part ways with Lakatos is precisely where Lakatos borrowed most heav-
ily from Popper. In certain respects, Lakatos’s work is much better suited
to economics than Popper’s; it seems that looking for the types of things
which Lakatos suggests one should look for in the history of economics
has helped guide a number of important historical studies. Certainly this
historical research has drawn attention to the metaphysical hard core of cer-
tain economic research programmes and it has motivated enquiry into the
important methodological question of the relationship between empirical
and theoretical work in economics, that is, between econometrics and eco-
nomic theory. What the MSRP does not provide is an appropriate model
for the acceptance or rejection of economic theories. Lakatos’s MSRP may
constitute methodological progress over falsificationism, but it still fails to
provide economists with an acceptable criterion for theory choice (or pro-
gressive problem shifts). This is particularly telling for Popper since the
Lakatosian fit seems to be poorest where older Popperian parts were used
with the least modification.

Conclusion

Inthe final evaluation it seems that ‘Popperian’ economic methodology must
be given low marks. Falsificationism, Popper’s fundamental programme for
the growth of scientific knowledge, is particularly ill-suited to economics
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and while the interest in Lakatos has produced some valuable historical
studies,'’” the overall fit between economics and the MSRP is not good: and
not good precisely where Lakatos is the most Popperian.

This evaluation should not be too harshly interpreted though. It has been
argued that Popperian methodology, both in its falsificationist and MSRP
forms, does not provide a very good standard for judging the adequacy
of economic theories; this does not mean that Popperian philosophy has
not provided any insight at all into economic theorizing. In particular, the
above argument does nof say that testing should be unimportant in eco-
nomics, that Lakatosian reconstructions in the history of economic thought
have not provided valuable contributions to the historical literature, or that
economists would have gained more by listening to some other particular
school of philosophy.

In addition to the above disclaimers it should also be noted that the
discussion has entirely neglected Popper’s writings on the philosophy of
social science: his so-called ‘situational analysis’ approach to social science. '
This method, the method of explaining the behaviour of a social agent on
the basis of the logic of the agent’s situation and the ‘rationality principle),
was proposed by Popper as a result of ‘the logical investigation of economics’
and it provides a method ‘which can be applied to all social science’ (Popper
1976a: 102). It is often argued that the rationality principle is in conflict
with Popper’s falsificationist standards,'’ but regardless of how one views
this controversy, the point here is simply to note that none of the above
criticisms automatically transfer to Popper’s work on situational analysis.

The task of this chapter was narrowly defined: to evaluate falsificationism
and the MSRP as a methodology — as a tool for choosing between/among
economic theories/research programmes. It has been argued that Popperian
philosophy should be negatively appraised in this respect, it does not say
that economists have nothing to learn from the Popperian tradition.

Notes

1. Helpful comments on an earlier draft were received from a number of people;
in particular I would like to mention Bruce Caldwell, Christian Knudsen, Uskali
Maki, and Jorma Sappinen. Partial support for the research was provided by
University of Puget Sound Martin Nelson Award MNSA-4489 and portions of
the argument also appear in Hands (1992). The recent article by Caldwell (1991)
also provides an excellent discussion of these issues.

2. Blaug (1976, 1991), Cross (1982), de Marchi (1976), Diamond (1988), Fisher
(1986), Fulton (1984), Glass and Johnson (1988), Hands (1985b), Latsis (1972,
1976b), Maddock (1984), and Weintraub (1985a,b, 1988), is a partial list of the



11.

12.
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work on Lakatosian economics. A more complete list is contained in Hands
(1985b) and (1992).

. The expression ‘basic statement’ has a rather narrow interpretation in Popperian

philosophy. The concept was introduced in chapter V of Popper (1959) and it
is nicely summarized in Watkins (1984: 247-54).

. Actually, as will be discussed below, scientific theories are not by themselves

logically falsifiable. Rather, scientific theories along with (usually numerous)
auxiliary hypotheses may form logically falsifiable fest systems (see Hausman
1988: 68-9).

. There are a number of different types of ad hocness in Popperian philosophy;

these are discussed in detail in Hands (1988). The type of ad hocness consid-
ered here, modification solely to avoid falsification, is called ad hoc,. Popper
developed his notion of independent testability to avoid this type of ad hoc-
ness (ad hocyness). Another notion of ad hocness is ad hoc,ness; a theoretical
modification is non ad hoc, if some of the independently testable implica-
tions actually get corroborated. A third type of ad hocness (ad hocsness) was
developed more fully by Lakatos. Non-ad hocsness is equivalent to Lakatosian
heuristic progress.

. The main sources for this list of criticisms are Caldwell (1984), Hausman (1985,

1988), Latsis (1976b), and Salanti (1987).

. The Duhemian problem (Duhem 1954) arises because theories are never tested

alone, rather they are tested in conjunction with certain auxiliary hypotheses
(including those about the data). Thus if T is the theory, the prediction of
evidence e is given by T - A => e, where A is the set of auxiliary hypotheses.
The conjunction T A forms a test system and the observation of ‘not € implies
‘not (T- A)’ rather than simply ‘not T”; the test system is falsified, not necessarily
the theory. The Duhemian problem is a standard issue in the philosophy of
theory testing but it has only recently been recognized as an issue for economic
methodology (see Cross 1982, for instance).

. Experimental economics is still too young to tell whether it can substantially

improve this situation. For a general discussion of the methodological implica-
tions of the literature on experimental economics see Roth (1986), and Smith
(1982, 1985).

. Popper (1965: 42, 267, 387-8; 1959: 43—4, 93-5, 97—111; 1983: 185-6).
10.

This is one source of the ‘innocuous falsification’ mentioned by Blaug (1980:
128, 259) and Coddington (1975: 542—-45). The problem of such qualitative (or
generic) predictions is discussed in detail in Rosenberg (1989).

Popper’s most important writings on verisimilitude are contained in Popper
(1965) and (1972). Useful discussions of the topic are presented in Koertge
(1979), Radnitzky (1982), and Watkins (1984). The question of the relationship
between Popperian verisimilitude and economic methodology is examined in
more detail in Hands (1991).

These concepts are discussed in detail with appropriate references to Popper’s
writings in Hands (1988). Other general discussions of these Popperian concepts
include Dilworth (1986), Koertge (1979), Watkins (1978, 1984), and Worrall
(1978).
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13. Many summaries of the MSRP are available in the economics literature (Blaug
(1980), Hands (1985a), Pheby (1988), and Weintraub (1985a, 1985b, 1988)
for example) but the single best presentation of the argument remains Lakatos
(1970). As with Popper’s falsificationism, only a sketch of the main argument is
provided here.

14. The definition of ‘novel fact’ has been much discussed in the Lakatosian (and
Popperian) literature. See Carrier (1988), Gardner (1982), Hands (1985b) and
Worrall (1978) on the different notions of novelty.

15. ‘A general definition of science thus must reconstruct the acknowledgedly best
gambits as “scientific:” if it fails to do so, it has to be rejected’ (Lakatos 1971:
111).

16. Particularly Blaug (1991), Maddock (1984), and Weintraub (1988), though even
here it depends on the exact definition of novelty one uses.

17. In addition to those mentioned in note 16, Cross (1982), de Marchi (1976) and
Latsis (1972, 1976b) should be added to this list.

18. Popper’s clearest writings on situational analysis are (1976a) and (1985); also
see Hands (1985a, 1992) and Langlois and Csontos (this volume).

19. According to Popper’s situational analysis view of social science, the action
of an individual agent is explained by describing the ‘situation’ the agent is
in (their preferences, beliefs, constraints, etc.) and the ‘rationality principle’
that all agents act appropriately (rationally) given their situation. The potential
problem arises because the rationality principle serves as the universal law in
such scientific ‘explanations’ and yet it is not clear that the rationality principle
is (even potentially) falsifiable as Popper the falsificationist would require for
the laws used in any valid scientific explanation. This is one of the reasons that
Popper,, (Popper the falsificationist) was distinguished from Popper; (Popper
the philosopher of situational analysis) in Hands (1985a).
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PART THREE

IDEOLOGY AND NORMATIVE ECONOMICS

Economic questions are often policy questions, and the answers affect the
well-being of millions. Although many sciences have technical uses, the prac-
tical importance of economics is special. Indeed, in addition to “positive
economics,” which aims to predict and perhaps to explain economic phe-
nomena, there is also “normative economics,” which aims to guide policy.
In addition, economics is built around a theory of rationality, which seems
also to be normative, though in a different way.

The connections between economics and values raise several different
kinds of methodological questions, which are discussed in the five essays
in this Part III. In the first essay, Joseph Schumpeter explores how gen-
eral evaluative visions as well as specific value commitments have shaped
the development of economics. The next three essays by Nicholas Kaldor,
Michael S. McPherson and myself, and Robert H. Frank lay out the founda-
tions of normative economics and explore some of the difficulties to which
it is subject. Finally, Amartya Sen’s “Capability and Well-Being,” presents
a radical alternative to standard normative economics, which is currently
attracting a great deal of attention.
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ELEVEN

Science and Ideology

Joseph Schumpeter

Joseph Schumpeter (1883-1950) was born in Trietsch, Austria, and studied law
and economics at the University of Vienna. He taught in Austria and Germany
before coming to Harvard in the 1930s. The essay reprinted here was Schumpeter’s
presidential address to the American Economic Association in 1948. Schumpeter
made major contributions to the understanding of economic growth and crises,
and his History of Economic Analysis is perhaps the greatest work ever written on the
history of economics. Schumpeter’s Capitalism, Socialism and Democracy is also a
major contribution to economics and political theory.

I

A hundred years ago economists were much more pleased with their per-
formance than they are today. But I submit that, if complacency can ever
be justified, there is much more reason for being complacent today than
there was then or even a quarter of a century ago. As regards command of
facts, both statistical and historical, this is so obviously true that I need not
insist. And if it be true of our command of facts, it must be true also for all
the applied fields that for their advance mainly depend upon fact finding.
I must insist, however, on the proposition that our powers of analysis have
grown in step with our stock of facts. A new organon of statistical methods
has emerged, to some extent by our own efforts, that is bound to mean as
much to us as it does to all the sciences, such as biology or experimental
psychology, the phenomena of which are given in terms of frequency dis-
tributions. In response to this development and in alliance with it, as well
as independently, our own box of analytic tools has been greatly enriched:
economic theory, in the instrumental sense of the term — in which it means

Reprinted by permission of the American Economic Association from American Economic
Review, vol. 39(1949): 345-59.
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neither the teaching of ultimate ends of policy nor explanatory hypotheses
but simply the sum total of our methods of handling facts — has grown quite
as much as Marshall and Pareto had foreseen that it would.

If this is not more generally recognized and if it is etiquette with
economists — let alone the public — to pass derogatory judgment on the
state of our science, this is owing to a number of causes that, though known
all too well, should be repeated: a building plot on which old structures are
being torn down and new ones erected is not an esthetic thing to behold;
moreover, to a most discouraging extent the new structures are being cur-
rently discredited by premature attempts at utilitarian application; finally,
the building area widens so that it becomes impossible for the individual
worker to understand everything that is going on beyond his own small sec-
tor. It would indeed be difficult to present in systematic form, as the Smiths,
Mills, and Marshalls have been able to do with more or less success, a com-
prehensive treatise that might display some measure of unity and command
all but universal approval. Thus, though the workers in each sector are not at
all displeased with how they are getting on themselves, they are quite likely
to disapprove of the manner in which those in all the others go about their
tasks, or even to deny that these other tasks are worth bothering about at all.
This is but natural. Many types of mind are needed to build up the struc-
ture of human knowledge, types which never quite understand one another.
Science is technique and the more it develops, the more completely does it
pass out of the range of comprehension not only of the public but, minus
his own chosen specialty, of the research worker himself. More or less, this
is so everywhere although greater uniformity of training and greater disci-
pline of endeavor may in physics reduce the tumult to something like order.
As everyone knows, however, there is with us another source of confusion
and another barrier to advance: most of us, not content with their scien-
tific task, yield to the call of public duty and to their desire to serve their
country and their age, and in doing so bring into their work their individual
schemes of values and all their policies and politics — the whole of their
moral personalities up to their spiritual ambitions.

I am not going to reopen the old discussion on value judgments or about
theadvocacy of group interests. On the contrary, it is essential for my purpose
to emphasize that in itself scientific performance does not require us to divest
ourselves of our value judgments or to renounce the calling of an advocate
of some particular interest. To investigate facts or to develop tools for doing
so is one thing; to evaluate them from some moral or cultural standpoint is,
in logic, another thing, and the two need not conflict. Similarly, the advocate
of some interest may yet do honest analytic work, and the motive of proving
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a point for the interest to which he owes allegiance does not in itself prove
anything for or against this analytic work: more bluntly, advocacy does not
imply lying. It spells indeed misconduct to bend either facts or inferences
from facts in order to make them serve either an ideal or an interest. But
such misconduct is not necessarily inherent in a worker’s arguing from
“axiological premises” or in advocacy per se.! Examples abound in which
economists have established propositions for the implications of which they
did not have any sympathy. To mention a single instance: to establish the
logical consistency of the conditions (equations) that are descriptive of a
socialist economy will seem to most people equivalent to gaining a point
for socialism; but it was established by Enrico Barone, a man who, whatever
else he may have been, was certainly no sympathizer with socialist ideals or
groups.

But there exist in our minds preconceptions about the economic process
that are much more dangerous to the cumulative growth of our knowledge
and the scientific character of our analytic endeavors because they seem
beyond our controlin a sense in which value judgments and special pleadings
are not. Though mostly allied with these, they deserve to be separated from
them and to be discussed independently. We shall call them Ideologies.

II

The word idéologie was current in France toward the end of the eighteenth
and in the first decade of the nineteenth century and meant much the same
thing as did the Scottish moral philosophy of the same and an earlier time
or as our own social science in that widest acceptance of the term in which
it includes psychology. Napoleon imparted a derogatory meaning to it by
his sneers at the idéologues — doctrinaire dreamers without any sense for
the realities of politics. Later on, it was used as it is often used today in
order to denote systems of ideas, that is, in a way in which our distinction
between ideologies and value judgments is lost. We have nothing to do with
these or any other meanings except one that may be most readily introduced
by reference to the “historical materialism” of Marx and Engels. According
to this doctrine, history is determined by the autonomous evolution of
the structure of production: the social and political organization, religions,
morals, arts and sciences are mere “ideological superstructures,” generated
by the economic process.

We neither need nor can go into the merits and demerits of this conception
as such” of which only one feature is relevant to our purpose. This feature
is the one that has, through various transformations, developed into the
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sociology of science of the type associated with the names of Max Scheler and
Karl Mannheim. Roughly up to the middle of the 19th century the evolution
of “science” had been looked upon as a purely intellectual process — as a
sequence of explorations of the empirically given universe or, as we may
also put it, as a process of filiation of discoveries or analytic ideas that went
on, though no doubt influencing social history and being influenced by it
in many ways, according to a law of its own. Marx was the first to turn this
relation of interdependence between “science” and other departments of
social history into a relation of dependence of the former on the objective
data of the social structure and in particular on the social location of scien-
tific workers that determines their outlook upon reality and hence what they
see of it and how they see it. This kind of relativism — which must of course
notbe confused with any other kind of relativism’ —if rigorously carried to its
logical consequences spells a new philosophy of science and a new definition
of scientific truth. Even for mathematics and logic and still more for physics,
the scientific worker’s choice of problems and of approaches to them, hence
the pattern of an epoch’s scientific thought, becomes socially conditioned —
which is precisely what we mean when speaking of scientific ideology rather
than of the ever more perfect perception of objective scientific truths.

Few will deny, however, that in the cases of logic, mathematics, and physics
the influence of ideological bias does not extend beyond that choice of prob-
lems and approaches, that is to say, that the sociological interpretation does
not, at least for the last two or three centuries, challenge the “objective truth”
of the findings. This “objective truth” may be, and currently is being, chal-
lenged on other grounds but not on the ground that a given proposition is
true only with reference to the social location of the men who formulated
it. To some extent at least, this favorable situation may be accounted for by
the fact that logic, mathematics, physics and so on deal with experience that
is largely invariant to the observer’s social location and practically invari-
ant to historical change: for capitalist and proletarian, a falling stone looks
alike. The social sciences do not share this advantage. It is possible, or so
it seems, to challenge their findings not only on all the grounds on which
the propositions of all sciences may be challenged but also on the additional
one that they cannot convey more than a writer’s class affiliations and that,
without reference to such class affiliations, there is no room for the cate-
gories of true or false, hence for the conception of “scientific advance” at all.
Henceforth we adopt the term Ideology or Ideological Bias for this — real or
supposed — state of things alone, and our problem is to ascertain the extent
to which ideological bias is or has been a factor in the development of what —
conceivably — it might be a misnomer to call scientific economics.
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In recognizing the ideological element it is possible to go to very different
lengths. There are a few writers who have in fact denied that there is such a
thing in economics as accumulation of a stock of “correctly” observed facts
and “true” propositions. But equally small is the minority who would deny
the influence of ideological bias entirely. The majority of economists stand
between these extremes: they are ready enough to admit its presence though,
like Marx, they find it only in others and never in themselves; but they do
not admit that it is an inescapable curse and that it vitiates economics to its
core. It is precisely this intermediate position that raises our problem. For
ideologies are not simply lies; they are truthful statements about what a man
thinks he sees. Just as the medieval knight saw himself as he wished to see
himself and just as the modern bureaucrat does the same and just as both
failed and fail to see whatever may be adduced against their seeing themselves
as the defenders of the weak and innocent and the sponsors of the Common
Good, so every other social group develops a protective ideology which is
nothingif not sincere. Ex hypothesiwe are not aware of our rationalizations —
how then is it possible to recognize and to guard against them?

But let me repeat before I go on: I am speaking of science which is tech-
nique that turns out the results which, together with value judgments or
preferences, produce recommendations, either individual ones or systems
of them — such as the systems of mercantilism, liberalism, and so on. I am
not speaking of these value judgments and these recommendations them-
selves. I fully agree with those who maintain that judgments about ultimate
values — about the Common Good, for instance — are beyond the scientist’s
range except as objects of historical study, that they are ideologies by nature
and that the concept of scientific progress can be applied to them only so
far as the means may be perfected that are to implement them. I share the
conviction that there is no sense in saying that the world of ideas of bour-
geois liberalism is “superior” in any relevant sense to the world of ideas
of the middle ages, or the world of ideas of socialism to that of bourgeois
liberalism. Actually, I further believe that there is no reason other than per-
sonal preference for saying that more wisdom or knowledge goes into our
policies than went into those of the Tudors or Stuarts or, for that matter,
into Charlemagne’s.

II1

So soon as we have realized the possibility of ideological bias, it is not difficult
to locate it. All we have to do for this purpose is to scrutinize scientific pro-
cedure. It starts from the perception of a set of related phenomena which we
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wish to analyze and ends up — for the time being — with a scientific model in
which these phenomena are conceptualized and the relations between them
explicitly formulated, either as assumptions or as propositions (theorems).
This primitive way of putting it may not satisfy the logician but it is all we
need for our hunt for ideological bias. Two things should be observed.

First, that perception of a set of related phenomena is a prescientific
act. It must be performed in order to give to our minds something to do
scientific work on — to indicate an object of research — but it is not scientific
in itself. But though prescientific, it is not preanalytic. It does not simply
consist in perceiving facts by one or more of our senses. These facts must be
recognized as having some meaning or relevance that justifies our interest in
them and they must be recognized as related —so that we might separate them
from others — which involves some analytic work by our fancy or common
sense. This mixture of perceptions and prescientific analysis we shall call
the research worker’s Vision or Intuition. In practice, of course, we hardly
ever start from scratch so that the prescientific act of vision is not entirely
our own. We start from the work of our predecessors or contemporaries
or else from the ideas that float around us in the public mind. In this case
our vision will also contain at least some of the results of previous scientific
analysis. However, this compound is still given to us and exists before we
start scientific work ourselves.

Second, if I have identified with “model building” the scientific analysis
that operates upon the material proffered by the vision, I must add at once
that I intend to give the term “model” a very wide meaning. The explicit
economic model of our own day and its analoga in other sciences are of
course the product of late stages of scientific endeavor. Essentially, however,
they do not do anything that is not present in the earliest forms of analytic
endeavor which may therefore also be said to have issued, with every indi-
vidual worker, in primitive, fragmentary, and inefficient models. This work
consists in picking out certain facts rather than others, in pinning them
down by labeling them, in accumulating further facts in order not only to
supplement but in part also to replace those originally fastened upon, in
formulating and improving the relations perceived — briefly, in “factual”
and “theoretical” research that go on in an endless chain of give and take,
the facts suggesting new analytic instruments (theories) and these in turn
carrying us toward the recognition of new facts. This is as true when the
object of our interest is an historical report as it is when the object of our
interest is to “rationalize” the Schrodinger equation though in any particular
instance the task of fact finding or the task of analyzing may so dominate
the other as to almost remove it from sight. Schoolmasters may try to make
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this clearer to their pupils by talking about induction and deduction and
even set the one against the other, creating spurious problems thereby. The
essential thing, however we may choose to interpret it, is the “endless give
and take” between the clear concept and the cogent conclusion on the one
hand, and the new fact and the handling of its variability on the other.

Now, so soon as we have performed the miracle of knowing what we
cannot know, namely the existence of the ideological bias in ourselves and
others, we can trace it to a simple source. This source is in the initial vision
of the phenomena we propose to subject to scientific treatment. For this
treatment itself is under objective control in the sense that it is always pos-
sible to establish whether a given statement, in reference to a given state
of knowledge, is provable, refutable, or neither. Of course this does not
exclude honest error or dishonest faking. It does not exclude delusions of
a wide variety of types. But it does permit the exclusion of that particular
kind of delusion which we call ideology because the test involved is indif-
ferent to any ideology. The original vision, on the other hand, is under no
such control. There, the elements that will meet the tests of analysis are,
by definition, undistinguishable from those that will not or — as we may
also put it since we admit that ideologies may contain provable truth up to
100 percent — the original vision is ideology by nature and may contain any
amount of delusions traceable to a man’s social location, to the manner in
which he wants to see himself or his class or group and the opponents of
his own class or group. This should be extended even to peculiarities of his
outlook that are related to his personal tastes and conditions and have no
group connotation — there is even an ideology of the mathematical mind as
well as an ideology of the mind that is allergic to mathematics.

It may be useful to reformulate our problem before we discuss examples.
Since the source of ideology is our pre- and extrascientific vision of the
economic process and of what is — causally or teleologically — important in
it and since normally this vision is then subjected to scientific treatment,
it is being either verified or destroyed by analysis and in either case should
vanish qua ideology. How far, then, does it fail to disappear as it should?
How far does it hold its own in the face of accumulating adverse evidence?
And how far does it vitiate our analytic procedure itself so that, in the result,
we are still left with knowledge that is impaired by it?

From the outset it is clear that there is a vast expanse of ground on
which there should be as little danger of ideological vitiation as there is in
physics. A time series of gross investment in manufacturing industry may
be good or bad, but whether it is the one or the other is, normally, open
to anyone to find out. The Walrasian system as it stands may or may not
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admit of a unique set of solutions but whether it does or not is a matter
of exact proof that every qualified person can repeat. Questions like these
may not be the most fascinating or practically most urgent ones but they
constitute the bulk of what is specifically scientific in our work. And they
are in logic although not always in fact neutral to ideology. Moreover, their
sphere widens as our understanding of analytic work improves. Time was
when economists thought that they were gaining or losing a point for labor
if they fought for the labor-quantity and against the marginal-utility theory
of value. It can be shown that, so far as ideologically relevant issues are
concerned, this makes as little difference as did the replacement of the latter
by the indifference-curve approach or the replacement of the indifference
curves by a simple consistency postulate (Samuelson). I dare say that there
are still some who find something incongruous to their vision in marginal-
productivity analysis. Yet it can be shown that the latter’s purely formal
apparatus is compatible with any vision of economic reality that anyone
ever had.*

v

Let us now look for ideological elements in three of the most influential
structures of economic thought, the works of Adam Smith, of Marx, and of
Keynes.

In Adam Smith’s case the interesting thing is not indeed the absence
but the harmlessness of ideological bias. I am not referring to his time- and
country-bound practical wisdom about laissez-faire, free trade, colonies and
the like for — it cannot be repeated too often — a man’s political preferences
and recommendations as such are entirely beyond the range of my remarks
or rather they enter this range only so far as the factual and theoretical anal-
ysis does that is presented in support of them. I am exclusively referring to
this analytical work itself — only to his indicatives, not to his imperatives.
This being understood, the first question that arises is what kind of ideology
we are to attribute to him. Proceeding on the Marxist principle we shall
look to his social location, that is, to his personal and ancestral class affil-
iations and in addition to the class connotation of the influences that may
have formed or may have helped to form what we have called his vision. He
was a homo academicus who became a civil servant. His people were more
or less of a similar type: his family, not penniless but neither wealthy, kept
up some standard of education and fell in with a well-known group in the
Scotland of his day. Above all it did not belong to the business class. His
general outlook on things social and economic reproduced these data to
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perfection. He beheld the economic process of his time with a cold critical
eye and instinctively looked for mechanical rather than personal factors of
explanation — such as division of labor. His attitude to the land-owning
and to the capitalist classes was the attitude of the observer from outside
and he made it pretty clear that he considered the landlord (the “slothful”
landlord who reaps where he has not sown) as an unnecessary, and the cap-
italist (who hires “industrious people” and provides them with subsistence,
raw materials, and tools) as a necessary evil. The latter necessity was rooted
in the virtue of parsimony, eulogy of which evidently came from the bot-
tom of his Scottish soul. Apart from this, his sympathies went wholly to
the laborer who “clothes everybody and himself goes in rags.” Add to this
the disgust he felt —like all the people in his group — at the inefficiency of the
English bureaucracy and at the corruption of the politicians and you have
practically all of his ideological vision. While I cannot stay to show how
much this explains of the picture he drew, I must emphasize that the other
component of this vision, the natural-law philosophy that he imbibed in his
formative years, the product of similarly conditioned men, influenced the
ideological background from which he wrote in a similar manner — natural
freedom of action, the workman’s natural right to the whole product of
industry, individualistic rationalism and so on, all this was taught to him
ere his critical faculties were developed but there was hardly need to teach
him these things for they came “naturally” to him in the air he breathed.
But — and this is the really interesting point — all this ideology, however
strongly held, really did not do much harm to his scientific achievement.
Unless we go to him for economic sociology,” we receive from him sound
factual and analytic teaching that no doubt carries date but is not open to
objection on the score of ideological bias. There is some semiphilosophical
foliage of an ideological nature but it can be removed without injury to
his scientific argument. The analysis that supports his qualified free-trade
conclusions is not — as it was with some contemporaneous philosophers,
such as Morellet — based upon the proposition that by nature a man is free
to buy or to sell where he pleases. The statement that the (whole) produce
is the natural compensation of labor occurs, but no analytic use is made of
it — everywhere the ideology spends itself in phraseology and for the rest
recedes before scientific research. In part at least, this was the merit of the
man: he was nothing if not responsible; and his sober and perhaps somewhat
dry common sense gave him respect for facts and logic. In part it was good
fortune: it matters little if his analysis has to be given up as the psychology it
was meant to be if at the same time it must be retained as a logical schema of
economic behavior — on closer acquaintance, the homo economicus (so far
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as Adam Smith, the author of the Moral Sentiments, can in fact be credited
or debited with this conception at all) turns out to be a very harmless man
of straw.

Marx was the economist who discovered ideology for us and who under-
stood its nature. Fifty years before Freud, this was a performance of the first
order. But, strange to relate, he was entirely blind to its dangers so far as he
himself was concerned. Only other people, the bourgeois economists and
the utopian socialists, were victims of ideology. At the same time, the ide-
ological character of his premises and the ideological bias of his argument
are everywhere obvious. Even some of his followers (Mehring, for instance)
recognized this. And it is not difficult to describe his ideology. He was a
bourgeois radical who had broken away from bourgeois radicalism. He was
formed by German philosophy and did not feel himself to be a professional
economist until the end of the 1840’s. But by that time, that is to say, before
his serious analytic work had begun, his vision of the capitalist process had
become set and his scientific work was to implement, not to correct it. It
was not original with him. It pervaded the radical circles of Paris and may
be traced back to a number of 18th century writers, such as Linguet.® His-
tory conceived as the struggle between classes that are defined as haves and
havenots, with exploitation of the one by the other, ever increasing wealth
among even fewer haves and ever increasing misery and degradation among
the havenots, moving with inexorable necessity toward spectacular explo-
sion, this was the vision then conceived with passionate energy and to be
worked up, like a raw material is being worked up, by means of the scientific
tools of his time. This vision implies a number of statements that will not
stand the test of analytic controls. And, in fact, as his analytic work matured,
Marx not only elaborated many pieces of scientific analysis that were neutral
to that vision but also some that did not agree with it well — for instance,
he got over the kind of underconsumption and the kind of overproduction
theories of crises which he seems to have accepted at first and traces of
which — to puzzle interpreters — remained in his writings throughout. Other
results of his analysis he introduced by means of the device of retaining the
original — ideological — statement as an “absolute” (i.e., abstract) law while
admitting the existence of counteracting forces which accounted for devi-
ating phenomena in real life. Some parts of the vision, finally, took refuge
in vituperative phraseology that does not affect the scientific elements in
an argument. For instance, whether right or wrong, his exploitation theory
of “surplus” value was a genuine piece of theoretical analysis. But all the
glowing phrases about exploitation could have been attached just as well
to other theories, Bohm-Bawerk’s among them: imagine Bohm-Bawerk in
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Marx’s skin, what could have been easier for him than to pour out the vials
of his wrath on the infernal practice of robbing labor by means of deducting
from its product a time discount?

But some elements of his original vision — in particular the increasing
misery of the masses which was what was to goad them into the final revo-
lution — that were untenable were at the same time indispensable for him.
They were too closely linked to the innermost meaning of his message, too
deeply rooted in the very meaning of his life, to be ever discarded. Moreover,
they were what appealed to followers and what called forth their fervent alle-
giance. It was they which explain the organizing effect — the party-creating
effect — of what without them would have been stale and lifeless. And so we
behold in this case the victory of ideology over analysis: all the consequences
of a vision that turns into a social creed and thereby renders analysis sterile.

Keynes’ vision —the source of all that has been and is more or less definitely
identified as Keynesianism —appeared first in a few thoughtful paragraphsin
the introduction to the Consequences of the Peace (1920). These paragraphs
created modern stagnationism — stagnationist moods had been voiced, at
intervals, by many economists before, from Britannia Languens on (1680) —
and indicate its essential features, the features of mature and arteriosclerotic
capitalist society that tries to save more than its declining opportunities for
investment can absorb. This vision never vanished again — we get another
glimpse of it in the tract on Monetary Reform and elsewhere but, other prob-
lems absorbing Keynes’ attention during the 1920, it was not implemented
analytically until much later. D. H. Robertson in his Banking Policy and the
Price Level presented some work that amounted to partial implementation
of the idea of abortive saving. But with Keynes this idea remained a side
issue even in the Treatise on Money. Perhaps it was the shock imparted by
the world crisis which definitely broke the bonds that prevented him from
fully verbalizing himself. Certainly it was the shock imparted by the world
crisis which created the public for a message of this kind.

Again it was the ideology — the vision of decaying capitalism that located
(saw) the cause of the decay in one out of a large number of features of
latter-day society — which appealed and won the day, and not the analytic
implementation by the book of 1936 which, by itself and without the protec-
tion it found in the wide appeal of the ideology, would have suffered much
more from the criticisms that were directed against it almost at once. Still, the
conceptual apparatus was the work not only of a brilliant but also of a mature
mind — of a Marshallian who was one of the three men who had shared the
sage’s mantle between them. Throughout the 1920’s Keynes was and felt him-
self to be a Marshallian and even though he later on renounced his allegiance



218 Joseph Schumpeter

dramatically, he never deviated from the Marshallian line more than was
strictly necessary in order to make his point. He continued to be what he
had become by 1914, a master of the theorist’s craft, and he was thus able
to provide his vision with an armour that prevented many of his followers
from seeing the ideological element at all. Of course this now expedites the
absorption of Keynes’ contribution into the current stream of analytic work.
There are no really new principles to absorb. The ideology of underemploy-
ment equilibrium and of non-spending — which is a better term to use than
saving — is readily seen to be embodied in a few restrictive assumptions that
emphasize certain (real or supposed) facts. With these everyone can deal as
he thinks fit and for the rest he can continue his way. This reduces Keynesian
controversies to the level of technical science. Lacking institutional support,
the “creed” has petered out with the situation that had made it convincing.
Even the most stalwart McCullochs of our day are bound to drift into one of
those positions of which it is hard to say whether they involve renunciation,
reinterpretation, or misunderstanding of the original message.

A%

Our examples might suggest that analytically uncontrolled ideas play their
role exclusively in the realm of those broad conceptions of the economic pro-
cess as a whole that constitute the background from which analytic effort sets
out and of which we never succeed in fully mastering more than segments.
This is of course true to some extent — the bulk of our research work deals
with particulars that give less scope to mere vision and are more strictly con-
trolled by objective tests — but not wholly so. Take, for instance, the theory
of saving which does appear in a wider context in the Keynesian system but
might also, factually and theoretically, be treated by itself. From the time of
Turgot and Smith — in fact from still earlier times — to the time of Keynes all
the major propositions about its nature and effects have, by slow accretion,
been assembled so that, in the light of the richer supply of facts we command
today, there should be little room left for difference of opinion. It should be
easy to draw up a summarizing (though perhaps not very exciting) analysis
that the large majority of professional economists might accept as a mat-
ter of course. But there is, and always has been, eulogistic or vituperative
preaching on the subject that, assisted by terminological tricks such as the
confusion between saving and nonspending, has succeeded in producing
a sham antagonism between the writers on the subject. Much emphasized
differences in doctrine for which there is no factual or analytical basis always
indicate, though in themselves they do not prove, the presence of ideological
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bias on one side or on both — which in this case hails from two different
attitudes to the bourgeois scheme of life.

Another instance of sectional ideology of this kind is afforded by the atti-
tude of many, if not most economists, toward anything in any way connected
with monopoly (oligopoly) and cooperative price setting (collusion). This
attitude has not changed since Aristotle and Molina although it has acquired
a partially new meaning under the conditions of modern industry. Now as
then, a majority of economists would subscribe to Molina’s dictum: monop-
olium est injustum et rei publicae injuriosum. But it is not this value judgment
which is relevant to my argument — one may dislike modern largest-scale
business exactly as one may dislike many other features of modern civi-
lization — but the analysis that leads up to it and the ideological influence
that this analysis displays. Anyone who has read Marshall’s Principles, still
more anyone who has also read his Industry and Trade, should know that
among the innumerable patterns that are covered by those terms there are
many of which benefit and not injury to economic efficiency and the con-
sumers’ interest ought to be predicted. More modern analysis permits to
show still more clearly that no sweeping or unqualified statement can be
true for all of them; and that the mere facts of size, single-sellership, dis-
crimination, and cooperative price setting are in themselves inadequate for
asserting that the resulting performance is, in any relevant sense of the word,
inferior to the one which could be expected under pure competition in con-
ditions attainable under pure competition — in other words, that economic
analysis offers no material in support of indiscriminate “trust busting” and
that such material must be looked for in the particular circumstances of each
individual case. Nevertheless, many economists support such indiscriminate
“trust busting” and the interesting point is that enthusiastic sponsors of the
private-enterprise system are particularly prominent among them. Theirs
is the ideology of a capitalist economy that would fill its social functions
admirably by virtue of the magic wand of pure competition were it not for
the monster of monopoly or oligopoly that casts a shadow on an otherwise
bright scene. No argument avails about the performance of largest-scale
business, about the inevitability of its emergence, about the social costs
involved in destroying existing structures, about the futility of the hallowed
ideal of pure competition — or in fact ever elicits any response other than
most obviously sincere indignation.

Even as thus extended, our examples, while illustrating well enough what
ideology is, are quite inadequate to give us an idea of the range of its influ-
ence. The influence shows nowhere more strongly than in economic history
which displays the traces of ideological premises so clearly, precisely because
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they are rarely formulated in so many words, hence rarely challenged — the
subject of the role thatis to be attributed in economic development to the ini-
tiative of governments, policies, and politics affords an excellent instance:
groupwise, economic historians have systematically over- or understated
the importance of this initiative in a manner that points unequivocally to
prescientific convictions. Even statistical inference loses the objectivity that
should in good logic characterize it whenever ideologically relevant issues
are at stake.” And some of the sociological, psychological, anthropological,
biological waters that wash our shores are so vitiated by ideological bias
that, beholding the state of things in parts of those fields, the economist
might sometimes derive solace from comparison. Had we time, we could
everywhere observe the same phenomenon: that ideologies crystallize, that
they become creeds which for the time being are impervious to argument;
that they find defenders whose very souls go into the fight for them.

There is little comfort in postulating, as has been done sometimes, the
existence of detached minds that are immune to ideological bias and ex
hypothesi able to overcome it. Such minds may actually exist and it is in fact
easy to see that certain social groups are further removed than are others
from those ranges of social life in which ideologies acquire additional vigor
in economic or political conflict. But though they may be relatively free from
the ideologies of the practitioners, they develop not less distorting ideologies
of their own. There is more comfort in the observation that no economic
ideology lasts forever and that, with a likelihood that approximates certainty,
we eventually grow out of each. This follows not only from the fact that social
patterns change and that hence every economic ideology is bound to wither
but also from the relation that ideology bears to that prescientific cognitive
act which we have called vision. Since this act induces fact finding and
analysis and since these tend to destroy whatever will not stand their tests,
no economic ideology could survive indefinitely even in a stationary social
world. As time wears on and these tests are being perfected, they do their
work more quickly and more effectively. But this still leaves us with the result
that some ideology will always be with us and so, I feel convinced, it will.

But thisis no misfortune. Itis pertinent to remember another aspect of the
relation between ideology and vision. That prescientific cognitive act which
is the source of our ideologies is also the prerequisite of our scientific work.
No new departure in any science is possible without it. Through it we acquire
new material for our scientific endeavors and something to formulate, to
defend, to attack. Our stock of facts and tools grows and rejuvenates itself in
the process. And so — though we proceed slowly because of our ideologies,
we might not proceed at all without them.
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Notes

. This passage should be clear. But it may be as well to make its meaning more
explicit. The misconduct in question consists, as stated, in “bending facts or logic
in order to gain a point for either an ideal or an interest” irrespective of whether a
writer states his preference for the cause for which he argues or not. Independently
of this, it may be sound practice to require that everybody should explicitly state
his “axiological premises” or the interest for which he means to argue whenever
they are not obvious. But this is an additional requirement that should not be
confused with others.

. In particular, its acceptance is no prerequisite of the validity of the argument that
is to follow and could have been set forth also in other ways. There are, however,
some advantages in starting from a doctrine that is familiar to all and that needs
only to be mentioned in order to call up, in the mind of the audience, certain
essential notions in a minimum of time.

. Ishould consider it an insult to the intelligence of my readers to emphasize that in
particular thiskind of relativism has nothing to do with Einsteinian relativity were
it not a fact that there actually are instances of this confusion in the philosophical
literature of our time. This has been pointed out to me by Professor Philipp
Frank.

. The contrary opinion that is sometimes met with is to be attributed to the
simplified versions of the marginal-productivity theory that survive in text-books
and do not take into account all the restrictions to which production functions are
subject in real life, especially if they are production functions of going concerns
for which a number of technological data are, for the time being, unalterably
fixed — just as in elementary mechanics no account is taken of the complications
that arise so soon as we drop the simplifying assumption that the masses of bodies
are concentrated in a single point. But a marginal-productivity theory that does
take account of restrictions which, even in pure competition, prevent factors
from being paid according to their marginal productivities is still marginal-
productivity theory.

. Even there, so I have been reminded by Professor E. Hamilton, there is perhaps
more to praise than there is to blame.

. See especially S. N. H. Linguet, La Théorie des Lois Civiles (1767), and Marx’s
comments on him in Volume 1, pp. 77 et seq. of the Theorien iiber den Mehrwert.
. Iam not aware of any instances in which the rules of inference themselves have
been ideologically distorted. All the more frequent are instances in which the
rigor of tests is relaxed or tightened according to the ideological appeal of the
proposition under discussion. Since acceptance or rejection of a given statistical
result always involves some risk of being wrong, mere variation in willingness to
incur such a risk will suffice, even apart from other reasons, to produce that well-
known situation in which two statistical economists draw opposite inferences
from the same figures.
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Welfare Propositions of Economics and
Interpersonal Comparisons of Utility

Nicholas Kaldor

Nicholas Kaldor (1908-1986) was born in Budapest and educated in Budapest,
Berlin, and at the London School of Economics. In addition to an academic career,
which was centered at Cambridge University, Kaldor served as an advisor to several
governments and was instrumental in devising the value added tax (VAT). In this
brief essay, originally published in 1939, he argues that the net benefit of a policy —
the amount that “winners” would be willing to pay minus the amount that “losers”
would need to be compensated — provides a measure of the capacity of an economy to
satisfy preferences that does not require interpersonal comparisons or any judgment
concerning the justice of different distributions. In a separate essay published in the
same year, John Hicks defends the same idea, and assessment of alternatives in terms
of net benefits is often called “the Kaldor-Hicks efficiency criterion.”

In the December 1938 issue of the Economic JouRNAL Professor Robbins
returns to the question of the status of interpersonal comparisons of utility.'
Itis not the purpose of this note to question Professor Robbins’ view regard-
ing the scientific status of such comparisons; with this the present writer is
in entire agreement. Its purpose is rather to examine the relevance of this
whole question to what is commonly called “welfare economics.” In previ-
ous discussions of this problem it has been rather too readily assumed, on
both sides, that the scientific justification of such comparisons determines
whether “economics as a science can say anything by way of prescription.”
The disputants have been concerned only with the status of the comparisons;
they were — apparently — agreed that the status of prescriptions necessarily
depends on the status of the comparisons.

This is clearly Mr. Harrod’s view. He says:* “Consider the Repeal of the
Corn Laws. This tended to reduce the value of a specific factor of production —
land. It can no doubt be shown that the gain to the community as a whole
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exceeded the loss to the landlords — but only if individuals are treated in
some sense as equal. Otherwise how can the loss to some — and that there
was a loss can hardly be denied — be compared with the general gain? If the
incomparability of utility to different individuals is strictly pressed, not only
are the prescriptions of the welfare school ruled out, but all prescriptions
whatever. The economist as an adviser is completely stultified, and unless
his speculations be regarded as of paramount aesthetic value, he had better
be suppressed completely.” This view is endorsed by Professor Robbins:’
“All that I proposed to do was to make clear that the statement that social
wealth was increased [by free trade] itself involved an arbitrary element —
that the proposition should run, if equal capacity for satisfaction on the
part of the economic subjects be assumed, then social wealth can be said
to be increased. Objective analysis of the effects of the repeal of duties only
showed that consumers gained and landlords lost. That such an arbitrary
element was involved was plain. It seemed no less plain, therefore, that, here
as elsewhere, it should be explicitly recognised.”

It can be demonstrated, however, that in the classical argument for free
trade no such arbitrary element is involved at all. The effects of the repeal of
the Corn Laws could be summarised as follows: (i) it results in a reduction
in the price of corn, so that the same money income will now represent
a higher real income; (ii) it leads to a shift in the distribution of income,
so that some people’s (i.e., the landlord’s) incomes (at any rate in money
terms) will be lower than before, and other people’s incomes (presumably
those of other producers) will be higher. Since aggregate money income can
be assumed to be unchanged, if the landlords’ income is reduced, the income
of other people must be correspondingly increased. It is only as a result of
this consequential change in the distribution of income that there can be any
loss of satisfactions to certain individuals, and hence any need to compare
the gains of some with the losses of others. But it is always possible for
the Government to ensure that the previous income-distribution should be
maintained intact: by compensating the “landlords” for any loss of income
and by providing the funds for such compensation by an extra tax on those
whose incomes have been augmented. In this way, everybody is left as well
off as before in his capacity as an income recipient; while everybody is better
off than before in his capacity as a consumer. For there still remains the
benefit of lower corn prices as a result of the repeal of the duty.

Inall cases, therefore, where a certain policy leads to an increase in physical
productivity, and thus of aggregate real income, the economist’s case for the
policy is quite unaffected by the question of the comparability of individual
satisfactions; since in all such cases it is possible to make everybody better off
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than before, or at any rate to make some people better off without making
anybody worse off. There is no need for the economist to prove — as indeed
he never could prove — that as a result of the adoption of a certain measure
nobody in the community is going to suffer. In order to establish his case,
it is quite sufficient for him to show that even if all those who suffer as
a result are fully compensated for their loss, the rest of the community
will still be better off than before. Whether the landlords, in the free-trade
case, should in fact be given compensation or not, is a political question on
which the economist, qua economist, could hardly pronounce an opinion.
The important fact is that, in the argument in favour of free trade, the
fate of the landlords is wholly irrelevant: since the benefits of free trade are
by no means destroyed even if the landlords are fully reimbursed for their
losses."

This argument lends justification to the procedure, adopted by Profes-
sor Pigou in The Economics of Welfare, of dividing “welfare economics”
into two parts: the first relating to production, and the second to distribu-
tion. The first, and far the more important part, should include all those
propositions for increasing social welfare which relate to the increase in
aggregate production; all questions concerning the stimulation of employ-
ment, the equalisation of social net products, and the equalisation of prices
with marginal costs, would fall under this heading. Here the economist is
on sure ground; the scientific status of his prescriptions is unquestionable,
provided that the basic postulate of economics, that each individual prefers
more to less, a greater satisfaction to a lesser one, is granted. In the second
part, concerning distribution, the economist should not be concerned with
“prescriptions” at all, but with the relative advantages of different ways of
carrying out certain political ends. For it is quite impossible to decide on eco-
nomic grounds what particular pattern of income-distribution maximises
social welfare. If the postulate of equal capacity for satisfaction is employed
as a criterion, the conclusion inescapably follows that welfare is necessarily
greatest when there is complete equality; yet one certainly cannot exclude
the possibility of everybody being happier when there is some degree of
inequality than under a régime of necessary and complete equality. (Here
I am not thinking so much of differences in the capacity for satisfactions
between different individuals, but of the satisfactions that are derived from
the prospect of improving one’s income by one’s own efforts — a prospect
which is necessarily excluded when a régime of complete equality prevails.)
And short of complete equality, how can the economist decide precisely
how much inequality is desirable — i.e., how much secures the maximum
total satisfaction? All that economics can, and should, do in this field, is to
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show, given the pattern of income-distribution desired, which is the most
convenient way of bringing it about.
London School of Economics

Notes

1. “Interpersonal Comparisons of Utility: A Comment,” ECONOMIC JOURNAL,
December 1938, pp. 635-691.

2. “Scope and Method of Economics,” ibid., September 1938, pp. 396-397. (Italics
mine.)

3. Loc. cit., p. 638.

4. This principle, as the reader will observe, simply amounts to saying that there
is no interpersonal comparison of satisfactions involved in judging any policy
designed to increase the sum total of wealth just because any such policy could
be carried out in a way as to secure unanimous consent. An increase in the
money value of the national income (given prices) is not, however, necessarily a
sufficient indication of this condition being fulfilled: for individuals might, as a
result of a certain political action, sustain losses of a non-pecuniary kind - e.g., if
workers derive satisfaction from their particular kind of work, and are obliged to
change their employment, something more than their previous level of money
income will be necessary to secure their previous level of enjoyment; and the
same applies in cases where individuals feel that the carrying out of the policy
involves an interference with their individual freedom. Only if the increase in
total income is sufficient to compensate for such losses, and still leaves something
over to the rest of the community, can it be said to be “justified” without resort
to interpersonal comparisons.
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Let us begin with an old joke. Brezhnev and other members of the Soviet
Central Committee are reviewing a May Day parade in Moscow. Thousands
of infantry march by, followed by armored cars, the latest tanks, long range
artillery, and progressively larger, sleeker, and more impressive missiles. At
the end, a battered flatbed truck rumbles by carrying a half-dozen unathletic
and bespectacled middle-aged men and women in dirty raincoats sitting
around a card table. The crowd is restless and members of the Central
Committee are scandalized. One is bold enough to ask Brezhnev what these
nondescript civilians are doing in the midst such a magnificent military
parade. Brezhnev replies, “Ah, those are our economists. You’d be amazed
at the damage they can do.”

Like most economist jokes, this one is unkind, but its unkindness should
not be exaggerated. It refers to the damage economists can do, not to any
inevitable harm that they cause. And there is no suggestion that their inten-
tions are evil. Economics can unfortunately do great harm, but we think that
it can do good, too. It is a sharp two-edged sword that needs to be mastered

This essay derives from a long collaboration, which led to the publication of Economic Analysis
and Moral Philosophy in 1996 and a second edition, Economic Analysis, Moral Philosophy,
and Public Policy in 2006. In between, Hausman published an essay, “The Philosophical
Foundations of Normative Economics,” in Ayogu and Ross 2005, which borrowed from the
first edition and strongly influenced this essay.
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and handled with care. Economics has done harm mainly because it has been
misunderstood or misused by political and economic interests. There is little
that philosophers or economists can do to combat powerful interests who
are ready to exploit any theory — economic, political, even philosophical —
to rationalize their ambition and greed. But philosophers and economists
can clarify the interpretation of economic theory and thereby remove confu-
sions and make its ideological misapplication at least alittle bit more difficult.
Such is the objective of this essay with respect to mainstream normative eco-
nomics. Our hope is that an understanding of the contestable assumptions
upon which normative economists rely can help prevent people from being
buffaloed by confident proclamations of economic “wisdom.”

1. A Notorious Example

Let us begin with a notorious example to illustrate the central features of
normative economics and to show why an inquiry into its philosophical
foundationsisneeded. In December 1991, Lawrence Summers, then the chief
economist at the World Bank, sent a memorandum to colleagues containing
the following remarks:

Just between you and me, shouldn’t the World Bank be encouraging more migration
of the dirty industries to the LDC’s [less developed countries]? I can think of three
reasons:

(1) The measurement of the costs of health-impairing pollution depends on the
foregone earnings from increased morbidity and mortality. From this point
of view a given amount of health-impairing pollution should be done in
the country with the lowest cost, which will be the country with the lowest
wages. . ..

(2) ...Tve always thought that under-populated countries in Africa are vastly
under polluted; their air quality is probably vastly inefficiently [high] com-
pared to Los Angeles or Mexico City. Only the lamentable facts that so much
pollution is generated by non-tradable industries (transport, electrical gen-
eration) and that the unit transport costs of solid waste are so high prevent
world-welfare-enhancing trade in air pollution and waste.

(3) The demand for a clean environment for aesthetic and health reasons is likely
to have very high income-elasticity. The concern over an agent that causes
a one-in-a-million change in the odds of prostate cancer is obviously going
to be much higher in a country where people survive to get prostate can-
cer than in a country where under-5 mortality is 200 per thousand. ... The
problem with the arguments against all of these proposals for more pollution
in LDCs (intrinsic rights to certain goods, moral reasons, social concerns,
lack of adequate markets, etc.) could be turned around and used more or
less effectively against every Bank proposal for liberalisation. (quoted in The
Economist, February 8, 1992, p. 66)
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Summers was not seriously proposing a World Bank program to export
pollution to the LDCs. This memorandum is of interest instead because
Summers baldly put into words uncomfortable implications that most
economists would prefer not to draw.

Summers’s memorandum makes claims about what the World Bank
“should” be doing, and it describes some facts as “lamentable.” Summers
is clearly making evaluative claims, and his work would be excluded from
economics by those who insist that economics must be free of any value
judgments. Yet this memorandum obviously seems to be concerned with
economics. One way to recognize this, while still insisting on the impor-
tance of distinguishing between factual and evaluative claims, is to maintain
that there are two kinds of economics: “positive economics,” which deals
only with matters of fact, and “normative economics,” which is concerned
with the evaluation of economic states of affairs, processes, and institutions.
Summers’s memorandum is clearly an instance of normative economics.

It is useful to distinguish seven features of Summers’s memorandum,
which are typical of mainstream normative economics or “welfare eco-
nomics.” Each of these features represents a choice: Summers’s way of think-
ing about economic states of affairs and policies is just one of many possible
ways. Once one recognizes what distinguishes this way of thinking about
outcomes and policies from other ways, one understands a great deal about
normative economics.

1. Summers is concerned with evaluating economic states of affairs and
with recommending how to improve them. His focus is on economic
outcomes rather than processes.

2. Summers assumes that there is a single framework for economic eval-
uation, which he takes for granted. He relies on an unstated ethical
foundation that he believes his readers share.

3. The memorandum considers how policies and states of affairs bear
on individuals. No questions are asked about the significance of their
effects on other things such as the environment or local cultures, except
insofar as those in turn affect the welfare of individuals.

4. The memorandum evaluates economic states of affairs exclusively in
terms of their consequences for individual welfare. Because of the
prevalence of this feature, mainstream normative economics is typ-
ically called “welfare economics.”

5. In measuring welfare, the memorandum implicitly accepts the way
that markets evaluate things.

6. Although the memorandum focuses exclusively on welfare, it does not
add up welfare gains and losses or compare the welfare gains and losses
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of different people. Summers does not claim that trade in pollution
would maximize total or average welfare.

7. Inaddition to focusing exclusively on the welfare implications of shift-
ing pollution, the memorandum suggests that there is a qualitative
difference between the “impeccable” “economic logic of dumping a
load of toxic waste in the lowest-wage country” [our emphasis] and
miscellaneous and unspecified ethical objections in terms of “intrinsic
rights to certain goods, moral reasons, social concern, lack of adequate
markets, etc.” Summers implies that the welfare arguments are rigor-
ous and worth taking seriously, while the miscellaneous objections can
be disregarded.! Although welfare economists rarely deny that other
moral considerations are relevant to evaluating policies and outcomes,
they are often suspicious, impatient, or even contemptuous of other
ethical concerns.

Some of these seven features of welfare economics are widely shared in
the thought and culture of modern liberal democracies, whereas others
are more distinctive to mainstream economics. None of these features of
welfare economics, even these that are widely shared with liberal social
theory more generally, is inevitable. Each involves a choice, and each feature
could be questioned or changed. These choices are both methodological
and ethical. Although welfare is obviously very important, so is freedom
and so is justice. Normative economics might focus on them in addition
to or instead of welfare. There are alternatives, and to choose among them
requires ethical reflection.

Table 13.1 lists some of the alternatives to the choices economists have
made and helps to make clear what is distinctive about the standards of
evaluation that normative economics relies on.

2. Summers’s Argument

Air and water pollution lessen the quality of life in many ways, yet most
kinds of pollution have no market prices, because it is difficult to locate
the sources of some pollution and expensive to strike a deal with all the
polluters in order to improve your air or water. In addition, any deal you
strike with polluters will affect your neighbor and vice versa — while walking
to the corner, you've got to breathe the same air your neighbor breathes.
Any effective deal will require cooperation among your neighbors.

Thus, some collective action is often needed in controlling pollution. One
way that economists can help with the problems of controlling pollution is
by imputing costs to it. The hope is to figure out what pollution costs would
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Table 13.1. The Moral Framework of Normative Economics

1. What should economists appraise?
a. +/Outcomes
b. Processes
2. What method(s) of appraisal should economists use
a. «/Single method of appraisal
b. Multiple ethical perspectives, depending on problem
3. What matters about outcomes?
a. v/ Consequences for individuals
b. Consequences for groups or the environment
4. Which features of outcomes for individuals matter?
a. </ Welfare
b. Freedom
c. Rights
d. Justice
5. What is welfare?
a. ~/The satisfaction of preferences
b. Some mental state, such as happiness
. “Objective” goods; e.g. achievements, personal relations, health, etc.
6. How does welfare (as preference satisfaction) bear on the evaluation of outcomes?
a. v/Market evaluation and the Pareto concepts’
b. Add up preference satisfaction
7. What role do other ethical notions play?
a. /Independent: important, but not a concern of economics
b. Their importance is derivable from their consequences for welfare
¢. Must be integrated into the economic appraisal
d. Of no importance

be, if there were markets where pollution could be bought and sold. For
example, economists may attempt to impute pollution costs by examining
housing prices in communities that are much the same, apart from their air
quality. Economists have a number of ingenious techniques by which they
can estimate how much people in developed countries would be willing
to pay to lessen pollution in their environment and how much people in
LDCs would have to be compensated in order to be willing to accept more
pollution.

Summers argues in addition that these measurements do not result from
people’s ignorance or mistaken beliefs. In his view, the economic costs of the
consequences of increased pollution are in fact much lower in LDCs than
they are in developed countries. Rational and well-informed people in LDCs
should be happy to sell pollution rights to people in developed countries for
a price that the latter should be happy to pay. The willingness to accept more
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pollution in LDCs does not rest on mistakes about the consequences of
doing so.

Suppose that environmental quality could be bought and sold in indi-
vidual privately consumable units and consider whether rational and well-
informed individuals, who live in a particular LDC, L, could strike deals to
sell units of “environmental quality” to rational and well-informed individ-
uals, who live in a developed country, D. If Lis one of those “underpolluted”
LDCs that Summers refers to, it has a great deal of inexpensive environmen-
tal quality, whereas in D, by contrast, environmental quality is costly and
scarce. So unless the price of a unit of environmental quality is extremely
high or extremely low, individuals in both L and D will want to trade.

So if individuals were all rational and well informed, and it were possible
for individuals easily to buy, sell, and transport pollution or “environmen-
tal quality,” there would be active trading between the developed and less
developed nations of the world, and pollution would be pouring out of the
developed nations and into the less developed nations. This happy outcome
is not feasible, because units of environmental quality cannot be individu-
ally appropriated, bought, and sold, and it is hard to transport pollution.
Summers laments these barriers to trade, and he thinks the World Bank can
enhance world welfare by helping to move pollution to LDCs in return for
some measure of compensation.

Merely shifting pollution to LDCs, without paying any compensation
could not, of course, be mutually beneficial, because the LDCs would be
harmed. But it would still result in what economists call a “net bene-
fit,” because the developed countries could compensate the LDCs and still
allegedly be better off. We shall discuss the notion of a net benefit and the
justification for favoring policies that provide net benefits later in Section 7.

Why should Summers conclude that it is “lamentable” that “pollution
is generated by non-tradable industries?” How does Summers reach the
conclusion that “the World Bank [should] be encouraging more migration
of the dirty industries to the LDC’s?” How do normative economists get from
claims about how rational and well-informed individuals would choose to
claims about welfare and from claims about welfare to claims about what
the World Bank ought to do? What is the logic of Summers’s argument?

Here is one way to spell it out:

1. For some amount of compensation Cbetween the least agents in LDC
will accept and the most agents in rich countries will offer, all rational
individuals, whether in developed countries or in LDCs, would prefer
to transfer pollution from a developed country to a LDC. (premise)
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2. Whatever well-informed and rational individuals prefer makes them
better off. (premise)

3. So exporting pollution to LDCs from developed countries and paying
compensation makes everyone better off. (from 1 and 2)

4. One should adopt policies that make people better off. (premise)

5. One should adopt policies that shift pollution to LDCs and pay com-
pensation. (from 3 and 4)

If one assumes that the jobs and revenues provided by dirty industries are
adequate compensation, then this reconstruction may capture Summers’s
intentions.

The tone of Summers’s memorandum suggests that the three numbered
paragraphs make a “scientific” case, whereas the last paragraph mentions
wishy-washy moral objections. But the moral content does not wait for
the last paragraph to make its appearance. As this reconstruction shows,
the three numbered paragraphs are part of a moral argument. One of its
moral premises (premise 2) is particularly important to the link between
market evaluation and welfare. By identifying welfare and preference satis-
faction and then relying on the connection that positive economics estab-
lishes between preferences and market prices, Summers can link premises
about costs and demands to conclusions about what outcomes will enhance
welfare.

The uproar caused by this memo suggests that most people are not willing
to accept its conclusion. Why not? Why shouldn’t the World Bank encourage
migration of dirty industries? Here are five objections:

1. Encouraging dirty industries to migrate to LDCs might lead to more
total pollution. Developed countries have stronger incentives, greater
administrative capacity, and more resources to enforce pollution con-
trols than do LDCs. Thisis an important objection, but it does not chal-
lenge Summers’s framework, and we shall say nothing more about it.

2. Even if people in both developed economies and LDCs would prefer
to shift pollution to LDCs in exchange for appropriate compensation,
the exchange may be unfair. Developed countries are exploiting the
poverty of LDCs — which, in addition, they are often responsible for. It
may not be right to make people better off if doing so involves injustice.
Justice matters, too.

3. Summers’s analysis compares only one possible alternative to the sta-
tus quo: that of shifting pollution to LDCs. But there may be other
policies that would be better still. Notice in particular that Summers’s
case depends on the huge income disparities between rich and poor
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countries: without those disparities, why would people in Nigeria pay
less to avoid pollution than people in the United States? Should this
status quo income disparity be simply taken as given? Transferring
wealth from rich to poor countries might enhance welfare more effec-
tively than transferring pollution.

4. Satisfying preferences does not automatically increase welfare. People
may prefer things that are bad for them. Voluntary exchange is not
always mutually advantageous.

5. Premise 1, that all rational and well-informed agents would prefer
to make the exchange is also controversial. This premise is itself the
conclusion of an argument from the fact that the (economic) costs
of pollution are lower in LDCs than in developed countries. But do
the economic costs and benefits capture what is morally relevant? Do
rational and well-informed individuals have to accept the market’s evalu-
ation of the consequences of the pollution? Isn’t premise 1 a controversial
moral premise, too? Given the current unequal distribution of wealth,
preventing or curing a crippling injury or a case of AIDS confers much
greater economic benefits in rich countries than in poor ones. But the
moral significance of crippling injuries or of AIDS should not depend
on whether the victim lives in a wealthy country or on the victim’s own
current or prospective income or wealth. One can thus reasonably raise
moral objections to regarding economic costs and benefits as a guide
to what ought to be done. Costs and prices have a contestable moral
significance built into them.

In fact, economists do not typically identify the value of a human life
with the loss of expected earnings or with the differing amounts different
people would pay to prevent a death, and in a serious argument for a World
Bank initiative, Summers would probably not have done so. But why not?
If economic costs and benefits are a good guide to what is harmful and
beneficial, then they should be a good guide to the allocation of risks of death
and injury; and if they are not a good guide to the allocation of risks of death
and injury, why should one believe that they provide an acceptable way to
measure benefits or harms? Summers reduces the question of whether LDCs
are “underpolluted” to the question of whether the welfare consequences
of shifting more pollution to the LDCs would be favorable. “Welfare” for
Summers, as for most economists, is preference satisfaction. The “cost” of the
consequences of pollution is thus the amount by which people’s preferences
are less well satisfied. And Summers’s measure of preference satisfaction is
willingness-to-pay.’
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Although more provocative and transparent than most normative eco-
nomics, Summers’s memorandum exemplifies common features of main-
stream economic evaluation. Normative economists typically attempt to
offer policy advice while setting aside considerations such as “intrinsic rights
to certain goods, moral reasons, social concerns.” They focus exclusively on
welfare, which they associate with preference and willingness to pay. So nor-
mative economics is welfare economics. Normative economists also typically
make inferences concerning welfare on the basis of data concerning willing-
ness to pay, and these inferences are inevitably biased toward the preferences
of those who are rich.”

Let us then back up and spend some time with the philosophical founda-
tions. Why do normative economists focus exclusively on welfare, and why
are they committed to this theory of welfare?

3. Individualism, Rationality, and Self-Interest

At the core of both positive economics and welfare economics lie controver-
sial commitments to individualismand to a particular view of human nature.
In particular, one should distinguish three varieties of individualism: onto-
logical, explanatory, and ethical individualism and two views of human
nature: human nature as rational and human nature as self-interested.

Inits simplest formulation, ontological individualism maintains that only
mental states and physical objects, including human beings, are real. Cul-
tures, social institutions, and so forth are not real. They must be understood
instead as reifications of features of the physical environment or of the phys-
ical and mental states of people. Ontological individualism is untenable and
difficult to formulate sensibly. We mention it only to distinguish it sharply
from explanatory and ethical individualism.

Explanatory individualism (or what is often called “methodological indi-
vidualism”) can be interpreted in many ways. Sometimes, it is interpreted
as the view that explanations of social phenomena that refer to social enti-
ties are at best provisional, if not downright objectionable. The form of
explanatory individualism to which economists subscribe is less restrictive.
Economists have no qualms about explanations that cite facts about prices,
incomes, laws, or contracts, and all of these are, of course, social entities.
The explanatory individualism that economists typically assume maintains
that the fundamental explanatory principles or laws (apart from the laws
of the natural sciences) should concern the preferences, beliefs, and choices
of individual human beings. For example, an explanation of the effects of
government fiscal policy that cites a particular value of the multiplier is
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acceptable only because economists believe that the value of the multiplier
can — at least in principle — be explained in terms of individual preferences,
beliefs, and choices given specific initial conditions. The explanatory indi-
vidualism to which most economists subscribe concedes that social entities
and facts have causal consequences, but it insists that those consequences
are mediated by the beliefs, preferences, and choices of individuals. We are
not sure whether this version of explanatory individualism is ultimately
defensible.

Before turning in the next section to ethical individualism, let us explore
how explanatory individualism interacts with the two theses concerning
rationality to determine the broad outlines of mainstream economics. The
first of the two theses concerning human nature is that human beings are
rational. The core idea is that explanations of individual choices also often
justify those choices. The factors that cause choices also function as rea-
sons for choices. People act for reasons and it is typically possible to justify
their actions in terms of their beliefs and preferences. If one conjoins this
basic view of human nature with explanatory individualism, one arrives
at the view that the central explanatory principles of economics should be
principles of rational individual choice.

Accordingly, one finds that a theory of rationality lies at the heart of both
positive and normative mainstream economics. Although many economists
identify rationality and material self-interest, the official theory of rationality
denies that any particular objective, such as self-interest, is any more or less
rational than any other objective. The official theory of rationality is formal.
Rationality lies in the structure or form of choice and preferences, not in the
content of what is preferred or chosen.

The theory of rationality embedded in mainstream economics states that
individuals choose (or act) rationally if their actions are determined by
their preferences, and their preferences are themselves rational. In modeling
beliefs as subjective probabilities, economists also accept an implicit theory
of rational belief, which we shall not discuss here. Preferences are rational if
they are complete and transitive. An agent’s preferences are complete if they
rank all the alternatives the agent faces. For any two options x and y, either
the agent prefers x to y or y to x, or the agent is indifferent between x and
y. An agent’s preferences are transitive if the agent prefers x to z whenever
the agent prefers x to y and y to z (and similarly for indifference). There are
further technical issues, but the basic idea is that when an agent has rational
preferences, then — regardless of the content of the preferences — the agent
has a consistent preference ranking of all the alternatives among which the
agent can choose. It is as if the objects of choice could be written down in
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a list, with the more preferred alternatives in higher rows and alternatives
among which the agent is indifferent sharing the same rows. Numbers can be
assigned to rows, and those numbers — which are only indices representing
placesin the preference ranking —are what economists call “ordinal utilities.”
A utility function is just an assignment of numbers to alternatives in a way
that indicates preference. “Maximizing utility” is simply doing what one
most prefers. Utility is not itself an object of preference. It is not something
sought or traded off against other things, because it is not a thing at all.

The theory of rationality is a normative theory, although not by itself a
moral theory. One’s preferences can be as rational in the pursuit of evil as
in the pursuit of good. If one fails to choose what one prefers, then one is
foolish, not necessarily morally culpable. As a normative theory, the theory
of rationality says how people should behave, not what people actually do.
Behavior that conflicts with the theory may thus show only that people fail to
act rationally, rather than revealing any mistake in the theory. But if people’s
choices and preferences were not approximately in accord with the standard
theory of rationality, then that theory would have little use except as a basis
for criticism; and those who take human nature to be fundamentally rational
would grow suspicious of the theory. Mainstream economists in fact take
the further step of assuming that people are in fact rational, at least to some
reasonable degree of approximation.

The standard formal theory of rationality does not go very far in flesh-
ing out explanatory individualism and a view of human nature as rational.
Without any general claims about the confent of people’s preferences, very
little can be predicted about how they will choose, and, in the wake of their
choices, little can be said except that they chose as they preferred. Positive
economics becomes contentful only when economists offer generalizations
concerning what people prefer. The most important of these generalizations
is that people are materially self-interested, that they prefer more commodi-
ties to fewer, more wealth to less wealth. This generalization is so important,
that one might reasonably think of it as a second general principle of human
nature to which most mainstream economists are committed.

In speaking of rationality and self-interest as general principles of human
nature to which economists subscribe, we do not mean to suggest that
economists regard these principles as exceptionless general laws. Just as one
can in various ways qualify the claim that individuals are rational, so one can
hedge the claim that they are self-interested. Economists may, for example,
take self-interest to be a reasonable approximation rather than the literal
truth. Economists can avoid dealing with the conflicts between self-interest
and concern for one’s family by “cheating” on explanatory individualism
and treating agents as households rather than as individuals. And so forth.
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With the addition of self-interest, the fundamental theory now has signif-
icant content. Add diminishing marginal utility (or diminishing marginal
rates of substitution), the assumption that people are well informed, and
subsidiary assumptions concerning, for example, the divisibility of com-
modities, and economists can use their fundamental theory to explain mar-
ket phenomena such as the law of demand.

4. Moral Foundations: Ethical Individualism and Welfare

To put forward a theory of normative economics requires that economists
say something about ethics. Here again, economists are committed to a form
of individualism. Ethical individualism is the view that social entities are of
no intrinsic moral importance. There is moral reason to protect a culture, a
religion, a state, a tribe, or a corporation if and only if doing so is required
by moral concern for individual human beings. Ethical individualism leaves
open the possibility that nonhuman animals, or perhaps even plants, have
intrinsic moral worth. It denies specifically that there is anything morally
significant about the interests of social entities, unless their protection can
be linked to concerns about individuals.

These days, ethical individualism is increasingly controversial, as many
of those who defend multiculturalism in the United States and who oppose
globalization across the world argue for the importance of protecting dis-
tinctive local cultures. But a recognition of the enormous value of local
cultures and of the enormous harm that results from their disruption is
not inconsistent with ethical individualism. Ethical individualists should
value local cultures very highly when they benefit their members and do not
harm outsiders, and the loss of cultural variation in the long run may be as
harmful to those who belong to hegemonic cultures as to those who belong
to endangered cultures. Treating the moral value of cultures, languages, or
other social practices as instrumental rather than intrinsic is fully consistent
with valuing them extremely highly, but it does mean that the ethical indi-
vidualist has no moral regrets about the death of social practices that do not
promote the rights, freedoms, and interests of individuals.

Most Western ethical theories endorse some version of ethical individu-
alism. Utilitarianism adopts a particularly simple variant. According to the
utilitarian, only the welfare of sentient beings matters morally. So social
policies, processes, practices, and institutions should be appraised by their
consequences for individual well-being. Utilitarians can nevertheless find
room to value justice, equality, and individual rights and liberties, as all these
things contribute to individual well-being. Mainstream welfare economics,
which was in fact influe