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INTRODUCTION

WHEN English-speaking philosophers think of economics, they usually have
a particular kind of pure theory in mind. This is the class of theories
predominantly taught in western universities and often called neo-Classical.
Purity here is a matter of conceiving homo economicus in abstraction from his
social setting and, more excusably, of forswearing the attempt to make
economics part (or all) of a general theory of society. By contrast, political
economy, as the term is now used, is just such an attempt and its champions
insist that no economic theory can be as pure as neo-Classicals pretend.
Marxian economics is a leading example but has no monopoly and there are
heretics within the temple too. The point is less one about the fact—value
distinction, although purity is indeed hard to maintain in welfare economics,
than one about the proper uses of abstraction. So it raises issues of method
and metaphysics, which will be stressed as we proceed. But let us start in
innocence, with the claim of pure theory to state the general principles of an
autonomous science of economics.

The most effective and subtle of the social sciences offers a fine array of
topics for philosophers. Yet there is oddly little commerce at present. There
used to be more, when economics was turning itself into a closed, technical
discipline with the aid of Logical Positivism and against the wishes of those
who valued its leadership of the moral sciences. Since then economists,
absorbed in technical issues, have for the most part written little to surprise
philosophers and philosophers have tackled economics rarely, nervously,
and by way of example only. On the economists’ side, Popper’s picture of
science as conjectures and refutations has been widely admired and endorsed
but not seen as a threat to the hopes of a positive economics grounded on
orthodox Positivist tenets. The upheaval caused by Quine’s pragmatism,
Kuhn'’s paradigms, and other more recent bouleversements has yet to send
more than a tremor through the temple.

The topic most freely discussed is that of causal laws. Debate is within a
broad assumption that progress comes by testing hypotheses against
experience. In bald summary of the line handed out to beginners, a natural
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law is a regularity in nature holding in specifiable conditions; we have
detected one when we have a well enough confirmed theory; a theory is a set
of logically-linked, high-order generalizations; the only test of a theory is the
success of its predictions; prediction and explanation are two sides of the
same and only coin, in that explaining a fact is finding another from which it
could have been predicted. Also, in keeping with this Positivist perspective,
sciences are thought of as differing in subject-matter, not in method of
validation, and there is a thorough distinction of ‘is’ from ‘ought’ (positive
from normative). Admittedly so clear and simple a rubric is only for
beginners and sits uneasily even in the introductory chapter to economics
textbooks, whose later chapters are methodologically more involved and
pragmatic. But economists are wont to blame their unsolved problems on the
incompleteness of economic theory rather than on a philosophic virus and
the search for empirical laws goes on.

One fierce, plainly philosophical argument is flourishing, however, and has
long enlivened the pages of the American Economic Review. It was touched
off by Milton Friedman’s essay ‘The Methodology of Positive Economics’
and has to do with whether a good scientific theory needs realistic
assumptions. Offhand one might suppose that theories of imperfect
competition apply more widely and so are a clear advance on the theory of
perfect competition as a guide to economic behaviour. To maintain the
contrary, Friedman opens with a pithy and definitive statement of Positivism
in economics and tries to use it to show that realism cannot be an independent
criterion. He carves any sound economic theory into ‘a language’ and ‘a body
of substantive hypotheses’. The former is, he says, ‘a set of tautologies’ and
‘its function is to act as a filing system’; the latter is ‘designed to abstract
essential features of a complex reality’. Since the only test of a theory is the
success of its predictions, the theory of perfect competition enters the lists on
equal terms and indeed proves the most useful. His critics have found it hard
to escape the elenchus, since they too accept the picture of science, however
much they wish to hymn the need for realism.

There is nothing peculiar to economics about this issue, when it is ralsed in
a Positive setting, although the dispute about perfect competition is a notable
example of it. But it also crops up elsewhere in economic theory, this time ina
distinctive way. Pure theory is deeply committed to an assumption that
economic behaviour is rational—not, one might think, a self-evidently
realistic postulate to start from. Yet other social sciences are trying to borrow
the assumption, together with its economic trappings, and it seems to us the
current area of most philosophical interest. In what follows we shall
introduce the economic notion of rationality, show how philosophically
charged and perplexing it is, note its bearing on social choice and social
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justice, and indicate its relevance beyond economics. Since the philosophical
topics in Positive economics will be aired in a more general manner, we shall
not be neglecting our editorial duties by concentrating on this central
assumption of pure economic theory.

In macro- no less than in micro-economics pure theory rests on pro-
positions about individual action. To generalize, it needs to take the
individual agent as typical or representative of others. Generality is achieved
by conceiving the individual as a rational economic man and asserting that
mankind at large is as rational as he. For instance the analysis of investment,
savings and liquidity preference which occupies most of Keynes’s General
Theory takes just this form. Before low wages can be explained through the
sclf-interest of capitalists as a group in keeping them low, it must be shown
that each capitalist is acting rationally and in a way which, when aggregated,
produces this effect. Before trades unions or shareholders can be treated as
agencies, they are analysed as coalitions of individuals each with an interest
in subscribing to rules which bind them together and in acting jointly.
Throughout pure theory macro-movements are thus explained as the
collective work of rational individuals and the pedagogic reasons why the
pure economist starts with micro-analysis also reflect his deepest ontological
commitments.

It is all too easy to suppose that pure theory equates rationality with self-
interested action and hence applies only to rational egoists. There is every
excuse. Edgeworth roundly declared, ‘the first principle of economics is that
every agent is actuated only by self-interest’! and countless economic models
have been built on this principle. The stock distinction between economic and
sociological theories of social action has been one between men as rational
egoists versus men obedient to norms. Nevertheless egoism is only a special
interpretation of the pure notion of rationality. To bring the point out and, at
the same time, to guard against other ways in which the theory can easily be
misunderstood, we have thought it best to give a technical (albeit incomplete)
sketch. Despite the use of symbols, the careful novice should beé able to
follow.

The pure theory characterizes the agent independently of his environment.
Itis assumed that he has preferences and the characterization is by the kind of
preferences he has. The domain of his preferences is the set of consequences
of his possible actions. Let C, with elements c, ¢, ¢”, etc., be the domain of a
given agent’s preferences and let R be a relation among the elements of C, so
that cR¢’ is read as ‘c is at least as good as ¢’”. The theory assigns three
properties to R:

' F.Y. Edgeworth, Mathematical Psychics: An Essay on the Application of Mathematics to the
Moral Sciences (Kegan Paul, London, 1881), p.16.



4 INTRODUCTION

(1) Completeness. For all pairs (¢, ¢) in C, either cRc’' or ¢'Rc or both. (When
c¢Rc¢’ and not ¢’ Re, economists sometimes write ¢Pc’ (i.e. ¢ is preferred to
¢'); when cR¢’ and ¢’ Re, they sometimes write cIc’ (i.e. c is indifferent to
').)

(2) Reflexivity. For all ¢ in C, cRc.

(3) Transitivity. For every triple (¢, ¢’,¢”) in C, if cRc¢’ and ¢'Rc” then cRc”.

(We stress that this is not a complete account but it will serve.)

The interpretation of the theory depends on the domain specified. Where C
is taken as the vector space an element of which gives the bundle of goods
consumed by the agent himself, it is usual (although not obligatory) to regard
this as postulating purely selfish preferences. Where C is taken as the vector
space an element of which gives the consumption bundle of every agent in the
economy, the matter is more open and the agent’s preferences on C may or
may not be selfish. If his ordering R can be fully specified independently of the
consumption by other agents, we might want to call him prima facie selfish; if
not, then his preferences may be selfless or they may be envious. Hence cPc’
can mean ‘c is more in the self-interest of the agent than ¢’ but it need not.
The postulate that an agent is characterized by preferences rules out neither
the saint nor Genghis Khan. .

In an abstract way we may think of an agent as having available a set of
mutually exclusive actions. The choice of one of these will have con-
sequences, which are what interests the agent. In general a consequence need
not be uniquely defined by an action but, whenever it is, a preference ordering
over actions can be regarded as one over the consequences of actions and, for
ease of exposition, we shall assume unique consequences of action.

The pure economist’s definition of rational choice is now this: Given the
set of available actions, the agent chooses rationally if there is no other action
available to him the consequence of which he prefers to that of the chosen
action. On the face of it, it looks very simple—even plausible; yet it has
striking implications, as we shall next show by examples.

So let us consider an economy with only two goods—a restriction made for
purposes of exposition only. Take an agent who owns some of both goods
before the story starts and can trade at given prices. His action-set consists of
all trades which he can make at these prices, given that (a) he can sell no more
of any good than he owns and (b) that his receipts from a sale must not be less
than the amount required for a purchase. The agent’s preferences are defined
over all possible consumption bundles of the two goods (all non-negative
pairs).

Proposition A: The choice of the rational agent will be independent of the
level of the two prices (i.e. will depend only on their ratio).
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Proof: Consider two price situations which differ only in that each price in
situation one is a positive multiple of the price in situation two. From
the definition of the action-set of the agent it is clear that the sets are
the same in both situations. But then the choice which was rational in
one situation must also be rational in the other. For, if not, then one
choice must be preferred to the other; but both are available in both
situations.

This simple proposition plays an important role in the theory of inflation.

Proposition B: A rational agent will prefer to pay a given amount to the
Government by means of an ad valorem tax to paying the
same amount by means of a lump sum (poll) tax.

Proof: (a) Suppose the ad valorem tax on good one yields £T from the agent,
good two being untaxed. Remove the ad valorem tax, thus
lowering the price of good one, relative to good two, by the tax
per unit. Impose a poll-tax of £T, thus making the agent pay £T
whatever his choice. Check that the agent can now, if he wishes,
buy as much of each good as he did when there was an ad valorem
tax. Removing the ad valorem tax saves him the tax per unit of
good one times the amount which he was buying; and that is
exactly what is taken away from him by the poll-tax. Hence the ad
valorem tax choice is in the action-set available under the poll-tax.

(b) If the agent now chooses a different action, it must, by the
postulate of rational choice, be true that he prefers it to his ad
valorem tax choice.

This proposition is closely related to the economist’s prescription that price
should equal marginal cost and is of wide practical interest.

Proposition C: Suppose there are n agents. Define a competitive equilibrium
as a price system and a pair of trades, one for each agent, such
that (a) at these prices, given preferences and the ownership of
goods, the trade of each agent is a rational choice, (b) the total
amount of each good supplied is equal to the total amount
demanded. Assume that these prices are both positive and
assume that each agent in this equilibrium would prefer to
have more of any good (if possible) than he has—i.e. agents
are not satiated. Then there is no way for a central authority
to reallocate the existing stock of goods so as to ensure that
each agent obtains an allocation at least as highly preferred as
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his equilibrium allocation and at least one agent receives an
allocation which he prefers to his equilibrium allocation. The
equilibrium is Pareto-efficient.

Proof: Suppose the proposition is false. Consider agent i, who obtains an
allocation which he prefers to his equilibrium allocation. Since he was
choosing rationally in the equilibrium, the newer allocation was not
in his action-set at equilibrium prices. It must then be that at these
prices the new allocation would violate the condition that receipts
from sales should equal amount spent. (Non-satiation ensures that in
equilibrium the agent will not spend less than he receives.) On the
other hand all those agents to whom the central authority allocates a
bundle which they consider indifferent to their equilibrium bundle
will find that at equilibrium prices the centrally allocated bundle
cither violates or just meets the condition that receipts equal
outgoings. For, if receipts were less than outgoings, when the central
allocation is indifferent to the equilibrium one, the agent was not
rational in his choice of equilibrium trades. That is because he could
have traded to get a bundle as good as his equilibrium one and still
have something left over to buy more or sell less. But non-satiation
then leads to the result that the equilibrium choice was not rational—
a contradiction. '

So now we have shown that to obtain the centrally allocated
bundle at equilibrium prices each agent would spend as much as or
more than he receives and at least one agent would have to spend
more than he receives. So if agent i is allocated the consumption
(k. ¢h) and owns (xi, x4), we have, when (p,, p,) are equilibrium
prices:

pi(ci —xi) + pa(ch—x%) > 0, foralli
pi{ci—x4) + pa(ch—xb) > 0,  for some i.

Adding over agents and recalling that p, > 0, p, > 0, we conclude
that the allocation would use more of at least one good than is
available:

ie. Y >y

i i

for either j=1 or j=2 or both.
Hence Proposition C is not false.

This proposition has played a central role in economics and it can be made
more significant by its ‘dual’, which asserts (roughly speaking) that any
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Pareto-efficient allocation can, under certain conditions, be decentralized
into a competitive equilibrium. But this and the many other applications
would take us too far afield. The examples already given suffice to show that
the rational-choice postulate is indeed powerful and useful.

To complete our brief account, and because some of the contributors later
are concerned with it, we shall now sketch the notion of collective rational
action.

Consider an economy of n agents and let there be a number of possible
alternatives. Let 2 be the set of all possible orderings of the alternatives,
where the orderings are complete, reflexive, and transitive. For instance, if
there are two alternatives a and b, then either a is preferred to b, or b is
preferred to a, or a and b are indifferent. The problem posed by Arrow? is
this: does there exist an ordering which is complete, reflexive, and transitive
(i.e. in #) which is derived (a map) from any preference profile R' - - - R" of
the n agents with R’ in &, for ali i? That is, can we get an ordering of the
alternatives which depends on the orderings of the agents?

The answer is of course yes. We need only to make the ordering of any one
individual into our social ordering, so that his preferences are the social
preferences. But that is too easy and also undesirable. So we exclude this -
solution by imposing a non-dictatorship condition.

Next it seems reasonable to require that, if alternative b is higher in the
preferences of every agent than is alternative a, then the social order should
put b as socially preferred to a. So we write this in by imposing the Pareto-
condition on the social order which we will accept.

Lastly one imposes the plausible, but none the less problematic, condition
that social preferences between b and a should depend only on agents’
preferences between b and a and not at all on their preferences between any
other pair. This is the condition of Independence of Irrelevant Alternatives.

Arrow proved a remarkable theorem: if we allow any preferences in #
(unrestricted domain) and require non-dictatorship, the Pareto-condition,
and Independence of Irrelevant Alternatives, then a social preference cannot
be constructed from agents’ preferences.

A vast literature has grown up on this theorem. Without trying to pass any
judgements, we would like four points to be noted. Firstly, the problem has
been formulated at a high level of generality. In particular we are asked to
find a derivation or ‘map’ which will work for any admissible preference
profile (‘unrestricted domain’). Thus the agnosticism concerning the origin or
social determination of preferences is carried very far. Secondly, in confor-
mity with the theory of rational choice of the agent only orderings of

2K. J. Arrow, Social Choice and Individual Values (New York, 1951). See also his article in the
present volume.
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alternatives are considered. In particular we are not allowed to consider
intensities of preferences. If we were allowed to do so, then in deriving a social
order we could either take account of them or not. If we do not, nothing is
gained. If we do, it implies that we can compare intensities. Thirdly, the
Pareto property may not in fact be desirable. It may conflict with the view
that there are ‘private domains’ for each agent over which his ordering should
be decisive. Fourthly, the requirement of the independence of irrelevant
alternatives rules out considerations of intensity of preferences and is not a
self-evidently acceptable axiom. The large literature notwithstanding, how-
ever, Arrow’s result shows that there are great difficuities in extending the
notion of individual rationality found in economic theory to one of collective
rationality.?

This concludes the brief exposition and we next consider two obvious
objections to the postulate in a summary way. One is to using unexplained
preferences as explanans, the other to supposing that agents do or can act
rationally on the preferences ascribed. Both objections look formidable but,
we think, neither is decisive.

Firstly, then, it seems plain that preferences are determined in part by the
very process which they are meant to explain, and not given independently as
the theory requires; nor, granted that they are not all of equal permanence,
importance, or worth, can they be relied on to yield any social optimum when
aggregated.

As far as explanation goes, the pure economist replies that preferences,
although mutable, change slowly in relation to the endogenous variables of
economic models. Hence it does no harm to the rest of the analysis to treat
them as exogenous (and unexplained). That they do change more slowly is a
falsifiable hypothesis which is confirmed by experience. For instance much,
in our view vulgar, criticism of the theory has turned on the effects of
advertising, by which firms are allegedly able to engineer whatever pre-
ferences suit them. The pure economist might, of course, retort by disputing
the power of advertising to affect tastes directly. But, more subtly, he will
probably answer by pointing out that the domain of preferences may very
well not be the space of goods but the space of characteristics of goods—the
speed and comfort of travel, for example, rather than the motor cars which

31t is plain that this account leaves much of interest undiscussed. In particular it is not made clear
what interpretation to put on agents’ preferences. Do they reflect just choice or judgement or
consideration of their own welfare? Certainly these are matters for investigation (witness the work
of A. K. Sen) but they do not, in our view, much affect the formal apparatus. For it would seem on
close examination that it is satisfactory to endow agents with single preferences but to make their
domain large enough. For instance the domain includes not only butter but also ‘freedom’ and so
forth, and the agents’ preferences give us trade-offs between all the elements.
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embody these characteristics in varying proportions. Advertising, he will
argue, is more to do with getting us to ascribe these virtues to particular cars
than with changing what we ask of a car. By affecting the (perceived) map
from actions to consequences, it can change actions without changing tastes.
In general to perceive something under a fresh description is not necessarily
to alter the criteria for evaluating it against other things and hence it is no
blow to the theory to recognize that preferences alter. Whether he is right is
an empirical matter but he does have at least some answers to the objection.

This retort is too quick, however, when it comes to aggregating preferences
for purposes of Welfare economics. If we want to order social states by the
relation ‘a is socially no worse than »’, we must know why preferences of
agents have a claim on our attention at all and which preferences are to count
for how much. Whether or not we can significantly ask if 4’s preferences are
rational, we can certainly ask if they are good or indeed if they are no worse
than B’s.

The general answer is that pure economists are democrats enough to try for
a measure of welfare which respects what people actually want. But, believing
that some wants are more transitory or antisocial than others, they are also
ready to weight preferences in arriving at social preferences. By adopting
some moralist’s preferences over preferences, they can assign zero or even
negative weights in some cases. If this seems to sully the purity of a theory of
rational action, it at least permits them to escape Arrow’s theorem by
introducing intensity of preferences and a suitable notion of comparability.*
Also they do not propose their own moral calculus and have been content to
axiomatize various moral ideas supplied by others. For instance Rawls’s
theory of justice as fairness has given rise to much recent work in economics,
one result of which has been to convert the criterion of ordering social states
by the welfare of the worst-off person in each into a lexicographical maximin
on the grounds that, if a and b leave the worst-off equally well-off, while b
does better for everyone else, b should be socially preferred to a. Yet the
economist thinks of himself in transactions like these not as solving problems
but as helping to clarify possible solutions. (We shall ask presently whether
he is being disingenuous.)

Where preferences are being weighted by their social worth, economists
can try leaving the choice of weights to others. Where weights are used
because preferences are transitory they cannot. The fact that the agent’s
preferences will change with learning, ageing and circumstance should
reasonably limit what he can prefer today, if he is not to regret it tomorrow.
The point has been studied recently and a new, but not deeply different,

4 A. K. Sen, Collective Choice and Social Welfare (Oliver and Boyd, 1970).
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axiomatization of rationality has been proposed to allow for it.> But more
than technicality is involved, since orthodox pure theory cannot admit any
serious sense in which preferences may be irrational. Indeed there is difficulty
even in the unproblematic thought that it is irrational to hold inconsistent
preferences or to be unwarrantably mistaken about the consequences of
enacting a preference (for instance that one will not regret doing so). For the
theory takes preferences to range over well-defined states (consequences of
actions) and it is not obvious where to locate these possibilities.

That brings us to the second blunt objection, which doubts whether agents
do or can act rationally on the preferences ascribed. It is all too plain that no
one in fact has a complete ordering of relevant alternative states for every, or
indeed any, occasion—nor could he have one without spending his life in
hypothetical comparisons. Nor will it do to postulate consistency without
ascribing to everyone a degree of computational skill which no one in fact
possesses. We are thus led back to the question left hanging at the start—
whether a theory needs realistic assumptions if it is to have explanatory merit.
A possible, if blunt, answer is that pure economic theory works well enough
when it is used for rational choice over a more or less small subset of available
choices. Certainly there is no denying that modest empirical studies have
been successful. But, finding this a craven reply and the issues it shirks
interesting for all the social sciences, we urge even the pure to have the
courage of its assumptions.

Perhaps, then, it is not irrational to act on incomplete preferences, even
when the agent makes a choice which, had he made the effort, he would have
discovered to be inferior to another choice available. After all, the
exploration of his preferences or environment takes time, trouble, and
expense (buying Which?, for example) and so is an activity which should itself
feature among his preferences. Admittedly this thought threatens to make
nonsense of the very idea of complete preferences, since the agent cannot
know whether he rationally prefers to rest content with what he knows
already unless he knows already what he would discover if he continued
searching. But it suggests that it can be rational to act on a consistent subset
of one’s preferences even if it would be found inconsistent with some larger
set. Thus Simon has long advocated an approach through ‘bounded
rationality’, where agents behave as in the theory which we have outlined but
only over a subset of alternatives and of their environment.® The subset is
determined by the agent’s ‘aspiration level’, which in turn has social and

5B. Peleg and M. Yaari, ‘On the Existence of a Consistent Course of Action when Tastes are
Changing’, Review of Economic Studies (1973).

S H. Simon, Models of Man (J. Wiley and Sons, 1957).
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psychological determinants. It is only when outcomes fall below aspiration
levels that the agent will institute search of his environment or of his
preferences. )

This way out is descriptively plausible but has not so far proved
theoretically useful, since the aspiration levels and the search activities are ill-
defined.” But it offers a tempting answer to the question whether it is
preferences and correct computation which constitute rationality. The
answer is, in effect, that there is no ‘correct’ definition of rationality but that
different applications of the theory call for different definitions, each leaving
a fringe of actions whose rationality is undecidable.

At any rate we think this a much better line than that of restoring
completeness by making the consequence space merely subjective. It may
seem promising to say that, even if the agent would have changed his mind,
had he discovered more, nevertheless he chose rationally what he perceived to
be best at the time. Indeed it is hard to deny that a man can act rationally on
false beliefs about consequences, including those of satisfying his present
desires. Hence it looks as if the objective notion of rationality which we have
used in sketching the theory should be recast in terms of how an agent’s world
looks and works from within. The change would be more than local. For
instance it would no longer follow that a competitive equilibrium is Pareto-
efficient relative to the true possibility of the economy; Welfare economics
would have to judge social states on the basis not just of preferences but also
of varying perceptions and computational skills, with great loss of per-
suasiveness. But it looks as if it could and indeed should be done. In truth,
however, pure economic theory has found it hard to make the change. Pure
theory rests on an assumption that R is a fixed relation, present in all
economic agents. The typical or representative individual, with whom we
began, has to have complete, reflexive, transitive preferences, if the first,
essential theorems are to sustain a scheme of explanation. The theory has had
to ignore the source of preferences® and to construct everything from their
implications. It is not enough that each man does what seems to him required
by what he thinks his preferences are in what he takes to be the circumstances.
Yet plainly there is an unrealism about the universal assumption of R and, we
submit, a notion of ‘bounded’ or restricted, but still objective, rationality is
the best way to face up to it.

That, we agree, does not finally dispose of the doubt that whether the
rationality postulate is realistic enough. Nor does it prove that pure theory

7 R. Radner, *Aspirations, Bounded Rationality and Control’, Berkeley Discussion Paper, 1975.

8 But see C. C. von Weizsiicker, ‘Notes on Endogenous Changes in Taste’, Journal of Economic
Theory, iii (1971).



