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Preface

This reader is an attempt to define economics as a social science. In the first place, economics is a science. In the second place, economics is a social science. In the third place, economics has a typical function in the whole of sciences. The practical problem of poverty – more theoretically: of scarcity – is the typical economic problem. People are motivated to reduce it as much as possible. However, the way people solve their economic problems is highly interrelated with the way they solve the two other primary human problems. These other problems are the social problem, as studied by sociology, and the psychic problem, as studied by psychology. Of course humans have many sorts of problems, but they can be derived from the three primary ones. In this reader some attention is also paid to the moral and the political problem, both derived from the primary motives.
In chapter 1 we discuss the question what we mean by science. The term has high status, and it is very important to understand the procedures leading to the label ‘scientific’. In chapter 2 we sketch the way social science was developed from moral and political philosophy. The history of the methodology – the way knowledge is constructed - as applied by social science, is at the centre of this story. In chapter 3 the interrelationship between the three primary human motives and the partial analyses that are based on them, is discussed. Orthodox economics is presented as the analysis of the typical economic motivation or force, isolated from the operation of the two other primary motivations or forces. Multidisciplinary economics is presented as an empirically relevant type of economics, since analyses of the social and the psychic problem are incorporated into the model. In chapter 4 an overview is given of four main sociological approaches. By means of a series of practical cases it is shown that problems in the economy can be interpreted from a sociological point of view. It becomes increasingly clear that all practical human problems have an economic, a social and a psychic aspect. Therefore typical sociological and typical psychological interpretations are valuable when interpreting real life economic problems.

In the future this reader will be extended with a chapter on “Psychology for Economists”, and with analyses of the interactions between the operation of the three primary motivations or forces. The final goal is to offer a theoretical instrument by means of which we can observe and explain human behaviour. Like astronomers who need a telescope and chemists who need a microscope, so need economists and other social scientists a scope to observe what people are actually doing. Without such a theoretical instrument it is impossible to detect anything of value, making it also impossible to develop policies that must improve the situation. The development of such an instrument is one of the main goals of the project of ‘multidisciplinary economics’ at the Utrecht School of Economics. 
Marc Schramm, coordinator of the course “The Multidisciplinary Economics Approach to Economic Growth”, delivered valuable comments on an earlier version of the texts. It goes without saying that he is not responsible for the texts as they are printed now.

Piet Keizer
I The Character of Modern Science
1. Practical Problems

Human behaviour is a mixture of habits, deliberate actions, emotions and thoughts about practical and theoretical problems. Part of our behaviour is unconscious most of the time. Every day we take many decisions that we experience as unproblematic. Often we even like to have the opportunity to choose between different options – when we buy new shoes or decide about holiday destinations, for example. Besides this we have to face a number of more or less severe problems. For instance: 

· We are poor and unable to find opportunities to earn a better living; 

· We live in an area where warfare is not an exception, but the rule; 

· Our wife or husband appears to be seriously ill, while the physicians cannot diagnose it adequately;

· We feel depressed although we don’t know why;

· We live in an area where earthquakes frequently occur.

We experience these problems, think about them and talk with other people about effective solutions to these problems. Social life consists for a large part of ongoing discussions about daily problems and how to tackle them.

2. Primitive solutions

In primitive societies the set of available instruments to solve problems – that is, technology – is rather simple and the level of prosperity is low relative to what prevails in the Western world today. But primitive people do not necessarily interpret their situation in terms of poverty and backwardness. They have their religious interpretations of life and have developed traditions and habits in dealing with their situation (Girard, 1978). The older generation introduces the younger generation into their religious institutions. This keeps society stable and reduces the number of practical problems significantly.

A typical primitive solution to the problems that seem difficult to solve can be phrased as follows:

We are ruled by gods and we must find out what they want from us. Our ancestors received answers to this question and we must respect them and their traditions. Via socialisation of the next generation we can maintain tradition and keep the gods satisfied. Illness, bad weather and earthquakes must be interpreted as signs of anger of the gods, and in order to please them we must sacrifice things of value – part of the harvest, goats or sheep, and if necessary even some of our children. If our community is attacked by another community, we must be courageous and defend ourselves. Rival gods and devils rule the other communities. So we please our gods most by killing people from rival tribes. Warfare is a battle between good and bad and when we fight our gods are supporting and blessing us. In times of peace our gods give us the resources to have a good living. As long as we maintain our tradition and beseech our gods and ancestors, peace may last.

Priests, medicine men and head men run these primitive communities. The first are responsible for a harmonious relationship with the gods, the second for the health of the people and the third for law and order in the community. Religion-based tradition offers a ready-made solution to a whole series of problems. It leaves a relatively small amount of room for man-made solutions to life’s practical problems, such as effective methods to kill wild animals and gather edible plants.

3. Western Science as a Product of Modernity

Our knowledge is an accumulation of experiences. In the period of the hunters and gatherers (up to about 10,000 years ago) the population was quite stable and the techniques to hunt and to gather did not develop very much. People were nomads and moved from one area to another. They lived at a level of prosperity that was considered satisfying and there was no incentive to search for improvement. However, particular changes took place, making it necessary for an increasing number of nomads to settle themselves and make a living via horticulture and agriculture. Increasing scarcity pressed people to work harder and longer and to search for more effective methods of production (Sanderson, 2000).

A primitive interpretation of the transition from a period of affluence to a period of scarcity refers to increasing anger of the gods. To beseech them, people had to sacrifice more of their harvests and other assets. If we consider Bible stories to be historically reliable, about 5000 years BC a man named Abram found he could not believe in gods who could be pleased by sacrificing children. He decided to leave the town where he lived and went to a scarcely populated area, Palestine. In his view there is only one God, who is the Creator of the universe and who loves his creatures. This means that humans are not created to honour their gods by sacrificing valuable assets. On the contrary, they are created to develop the potential of the universe, including their own capacities. Human beings are each other’s keepers, not rivals of each other. They must cooperate in their attempts to improve their material and spiritual endowments.

Abram can be considered as a cultural innovator and entrepreneur. His story liberated many people from fear of gods and devils and taught people to trust their Creator. Human beings are beings of high potential and stewards of the universe. God has given them freedom and responsibility. 

This view has become an important pillar of Western civilisation (Weber, 1922). The Judeo-Christian tradition is based on it.  However, new ideas tend to become institutionalised and increasingly lose their original character. In the thousand years from the fall of the Roman Empire until the Reformation, the Roman Catholic Church monopolised the Christian mission in the West, with a negative effect on the development of the intellectual capital of society. The conflict between Galileo and the Church is a famous illustration in this respect. The Church accused Galileo of considering that the sun rather than the earth was the centre of the universe. In other words, the Church did not only claim to have absolute knowledge about the relationship between God and man, but also about the specific way God had constructed the universe. 
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An increasing number of individuals began to observe their environment, including their selves, in a more secular way. Abstracting their work from a Christian religious interpretation they made paintings and sculptures that pictured nature and humans as we observe them with our senses. Nowadays we call this development the Renaissance. Also in philosophy, people increasingly approached the universe in a more secular way, a phenomenon now called the Enlightenment. Thomas Hobbes was one of the famous pioneers of analysing a society in a way that is not inspired by Christian understanding and morality. In Hobbes’ time there were many wars, and societies were battlefields rather than well functioning and harmonious workplaces. Macchiavelli before him and Locke, Hume and others after him developed positive – in contrast to normative – analyses of typical social and political relationships. Physicists became increasingly independent of the Church in their scientific work. Newton is illustrative in this respect; he was a devout Christian, but believed that God had created a universe whose functioning is determined by the operation of a series of laws. The creation process has been finished now, and scientists must search for the laws that explain the mechanisms responsible for the functioning of nature. Bible reading does not give us insights into the functioning of the universe, including human societies. It is as if God disappeared after having finished His job (deism). Now man is responsible for the management and stewardship of His creation. 

This deist dichotomy made it possible for religious believers and atheists to work on a common project, i.e. the modern project that aims at the control of the universe. It is based on the modern belief that humans are able to discover the laws of nature, including human nature. It is assumed to lead to a body of knowledge that serves as a reliable instrument to improve the human condition.

4. Modern Philosophy of Science

The rejection of revelation as a reliable source of knowledge runs parallel with an increase of our trust in the validity of observation by our senses. The results are called sense data, which constitute the so-called empirical world. Those who assume that reality consists of this empirical world only are called empiricists. For example, in case of the observation of lightening and thunder, we only see a flash and we only hear a sound. That is all we observe. The religious interpretation that God is speaking to us, is not the result of observation and must be rejected as a reliable source of knowledge. We can also observe that the crash of thunder is always somewhat later than a flash of lightning. A secular explanation of this fact must refer to other empirically established facts, not to a god who prefers to show light first.

Other philosophers do not stress the senses as a reliable source of knowledge. According to them the human ‘ratio’ (‘pure reason’) structures all physical and chemical processes that enter the human body via the senses in such a way that we can understand what we see, hear, feel, smell and touch. Examples of innate structures through which sense impressions come to us are the time and space framework and the cause and effect framework in which every impression is placed, the categorisation of everything and the application of rules of logic. Those who consider the human ratio as the primary source of knowledge are called rationalists
.
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The German philosopher Kant arrived at a synthesis between the empiricist view and the rationalist view. Against the empiricists he emphasised that empirical reality comes to us as physical/chemical impressions and has no meaning as long as the human mind does not process them into meaningful structured information. Against the rationalists, he emphasised that the human ratio is just a structuring device; so it must structure particular raw material to make it into an understandable whole. Hence knowledge is only knowledge when sense impressions are structured by the mind. 

When searching for relationships between empirically established facts, the question becomes relevant whether these relationships make sense or not. Two criteria appear to play a role in this respect, namely statistical regularity and logical necessity. Both criteria are the result of thinking. Let us discuss the following example by way of illustration.

Over the course of a year we observe that trees flower especially during summer but not at all during winter. We also observe that the number of hours per day that the sun is shining varies over the year, as does the level of temperature. When we compare these facts with each other we discover a statistical regularity, the relationship between the number of hours of sunshine, the level of the temperature and the size of the flowers and leaves on the trees. Now we start thinking about these empirical relationships. Why would we link hours of sunshine with the flourishing of trees? We can only answer this question after an analysis of the idea of a tree and the idea of sunshine. Therefore we first must define what we consider as a tree and what as sunshine. So we can develop a set of interrelated concepts, on the basis of which we can search for stable empirical relationships. 

When developing his synthesis, Kant made a distinction between a priori knowledge and a posteriori knowledge.
 The first category is not based on observation of empirical reality but of the reality of the mind; we call this internal observation. Examples of a priori knowledge are the time and space dimension and axioms of logic like the transitivity rule. Conceptual and analytical structures are based on a priori knowledge. By means of these structures we can observe empirical reality and establish empirical facts. These facts and the established empirical relationships between these facts are our a posteriori knowledge. Kant also made a distinction between analytical and synthetical statements. The first concerns concepts and systems of interrelated concepts. The antonyms (which are the opposites of synonyms) part and whole, specific and general, and the distinction between small and large are examples of concepts. We illustrate this by means of the following example. On the basis of the definition of the concepts ‘mortal’ and ‘human’ and the (synthetic) proposition ‘humans are mortal’, we can deduct the analytical proposition ‘humans are not immortal’. Other examples of analytical statements are: the money supply is the total amount of money in circulation (1), and orthodox economists assume that people are rational beings (2). Both statements are of an analytical nature, since they are true by definition.  

Synthetic propositions state something about reality, be it the empirical reality or the reality of the mind of the beings that are distinguished. An example of a synthetic statement is: the unemployment rate in the Netherlands in 2004 is 5% and this is caused by the inflation rate, which is 2% in the same year.  

Kant’s synthesis between rationalism and empiricism results from his idea that synthetic propositions of an a priori character exist. They especially describe the way the human mind frames reality ‘out there’. The architecture of the mind consists of innate images of time and space, of structures of cause and effect, and of axioms of logic, for instance. Results that are in contradiction with these frames cannot be understood. Knowledge of the general characteristics of our mind are a priori, because they are not about reality ‘out there’, and they are synthetic because they are about something real – the mind frame is part of the universe!

When we apply this synthesis to our example of the definition and observation of a tree, we can conclude that our mind can only understand a phenomenon if we observe a carefully defined object. On the other hand, our mind can only think of concepts such as ‘tree’ if our sense-impressions show similarities and differences between things – such as trees and flowers. So we are triggered to make an analytical distinction between a flower and a tree, and so forth. 

In conclusion, our mind structures things, but our senses give us the raw material that is to be structured. The raw material is constantly suggesting particular categories to be distinguished and the mind is constantly trying to understand reality by means of the categories that are suggested. So a close co-operation between ratio and senses might lead to a virtuous circle of increasing understanding of our reality. 

5. Twentieth-century Philosophy of Science

At the beginning of the twentieth century, Vienna was an important centre of scientific debate. Scientists of different disciplines discussed their basic philosophies and methodologies in the Wiener Kreis. Most of them were so-called logical positivists. They were quite radical and anti-metaphysical. Only external observation had to be accepted as a source of information and only logic had to be applied when categorising sense impressions and relating observed categories to each other. The following example illustrates their view:

Last month an increase in the price of cigarettes was followed by a decrease in the quantity of cigarettes sold.

Last month an increase in the price of butter was followed by a decrease in the quantity of butter sold.

Last month an increase in the price of houses was followed by a decrease in the quantity of houses sold.

Ergo, an increase in the price of a good is followed by a decrease in the quantity of that particular good sold.

Three specific statements lead to a general statement; this generalisation is called induction. When we collect more information about price increases and its effect on the quantities sold we can verify whether our general statement is true. As long as verification takes place, we hold the general statement for a true statement. Empirical research makes the list of specific statements longer. Now and then some specific statements will not be verified, but falsified. Is one falsification enough to make one consider the general statement to be false? The reaction of the more sophisticated logical positivists is negative. When we interpret the relationship as a stochastic relationship – that is, we interpret truth not in absolute terms but in terms of probabilities – we only want to know how probable it is that a price increase is followed by a decrease in the quantities sold – the higher the probability, the higher the reliability of the relationship.

A famous opponent of logical positivism is Karl Popper (1968). According to Popper, empirical relationships do not give us any idea why the variables are related to each other. So we have no explanation whatsoever. Before we start our observations we first have to formulate a hypothesis to be empirically tested. We need a theory in order to formulate a hypothesis. But we need an analysis in order to formulate a theory and we need a paradigm defining the problematic situation before we can make an analysis of that particular situation. This approach is called critical rationalism. The following example illustrates this view.

Suppose a number of people consider themselves to be poor. They accept a job and deliver their labour services in exchange for a particular wage. Then their firm increases its demand for labour. What do we think will happen to the level of the wage rate?

To analyse this situation we must first characterise or define the situation. Assume that the world to be analysed consists of actors – firms and workers in this case – who are motivated to minimise their problem of scarcity, in other words, to maximise their prosperity. The workers are trying to achieve this by offering their labour and the firms by hiring labour and transforming this input – together with other sorts of input – into production that can be sold on the market for a profitable price. An analysis of our situation in terms of demand for and supply of labour shows an excess demand in the market. On the basis of our economic definition of the situation and our analysis of this situation in terms of demand and supply, we can logically deduct a theory that states that wage levels will rise in case of an excess of demand for labour over supply. Now we can specify a hypothesis that can be tested empirically: the increase of the wage rate is a positive function of the size of the difference between the quantity of labour demanded and the quantity of labour supplied.

What if there is excess demand for labour but wages do not rise and the hypothesis is falsified? Then we must conclude that the combination of definition of the problematic situation, analysis, theory and the particular specification of the hypothesis as a whole has been false. Scientists must change assumptions – one by one – in order to see whether the explanation of the situation improves.

Lakatos (1970) elaborated on the Popperian criticism by showing that analysis and theory are always part of a group of analyses and theories, which are based on a common paradigm. For example, evolutionary economics is a research programme that is based on an evolutionary view of life. The evolutionary paradigm states that every system is an organism, which evolves over time. Through the operation of the mechanism of natural selection it can only survive if it adapts to changing circumstances sufficiently. On the basis of this paradigm an analysis is made which is applied to the economy. So a specific evolutionary theory could be: those firms that spend a significant part of their budget on the research and development of new products have a chance to survive the process of satiation of the demand for the prevailing good. Empirical testing of this statement can show whether the correlation between the R&D budget share and survival within a particular period of time is statistically significant. If not, then researchers who are working in the evolutionary economic research programme will not give up their typical evolutionary approach, but continue with their search for evolutionary theories that can withstand the empirical test.

Kuhn (1970) described and analysed the history of scientific research and discovered that changes in the research paradigm or switches of researchers from one school of thought or research programme to a different one, is not a rational process. In other words, it will never be rational to shift. The researchers who stay within the programme because they believe that finally the programme will prove to be fruitful are not less rational than those who leave the programme and start working on the basis of a different paradigm. 

Within social science, the Methodenstreit was not only about induction versus deduction, and about prediction versus causal explanation. According to Weber (1904) the world is too complex to be successful in terms of prediction or causal explanation. Human action can only be understood if we are aware of the world-view of the actors. For example, the behaviour of Muslims can only be understood if we know the typical Muslim view of the world. The world-view operates as a framework of interpretation or paradigm. It offers people a tool to understand their environment rather than explain or predict it. Only then they can be rational in the sense of calculating costs and benefits of the different actions and choosing the best one.
 

Positivists heavily criticised the application of the Weberian idea of understanding (in German, verstehen), especially in its specification in terms of participative observation.
 Subjective judgements of the researcher would make the achievement of objective knowledge impossible. But the interesting thing here is the fact that the Weberian idea of verstehen is quite similar to the Lakatosian and Kuhnian idea of verstehen of researchers when working within their research programmes. So the social scientific method defended by Weber in the 1920s is a forerunner of the ‘discovery’ by Lakatos and Kuhn of the role of a paradigm in scientific research. It also means that there is a clear parallel between the non-rational behaviour of scientists when choosing a particular research programme, on the one hand, and the non-rational behaviour of humans with respect to their ‘choice’ of world-view. When comparing this result with the reaction of empiricists, in particular, towards religious dogmas, the difference between religious and scientific beliefs is less pronounced than they would like us to believe.

6. Three Philosophical Questions

When thinking about reality and ways to acquire knowledge about it, three principal questions can be distinguished.

1. How can we define the nature or essence of reality? – The field of study that deals with this question is called ontology.

2. How can we collect information about it? In other words, what are reliable sources of information? – This field of study is called epistemology.

3. How can we structure the acquired information into meaningful and practically applicable pieces of knowledge? – This field is called methodology.

The three questions are interrelated and cannot be answered completely separately from each other. 

ONTOLOGY
Before we start collecting and structuring information, we must define the nature of the situation. One particular situation can be imagined and presented in many ways. Nuclear physicists regularly work on the basis of a picture of the universe as consisting of independent atoms. They may proceed to analyse the inside of an atom, making further distinctions between different parts of the atom. Evolutionary biologists work on the basis of a picture of the universe being an organism that consists of a functionally interrelated set of organs. They may proceed to analyse an organ, making further distinctions between different parts of the organ. Orthodox economists work with an image of the universe interpreted as a series of rational and socially independent individuals who are trying to maximise their utilities under the constraint of scarce natural resources.

The choice of ontology implies a particular interpretation of the problem. It is constitutive as well as limitative. In the case of orthodox economics it constitutes a framework that is fitted for the job of analysing the omnipresent problem of scarcity. It is limitative in the sense that it makes it impossible to analyse, for instance, the omnipresent social problem of human rivalry.

EPISTEMOLOGY
Information about our reality can be obtained in different ways. The two most obvious ways are observation by means of the senses and logical thinking, which structures the sense data. Other sources are intuition and introspection. 

Intuition can be defined as a voice inside us that gives us an answer to problems that are too complicated to be understood by deliberate analysis. The content of the intuitive reaction is based on past experiences related to similar problems. Apparently humans have the capacity to store experiences partially, in a very concise way. They do not remember the situations in which they developed feelings in terms of “yes” or “no”, or in terms of ‘be careful now’, ‘do it fast’ or ‘do it only together with other people’. 

Introspection means the observation of the inside of the mind, and it leads to the analysis of flows of emotions and thoughts. When thinking systematically about these flows and trying different interpretations of it, people learn about themselves and the motivations that set them in motion. Logical positivists tend to ignore information acquired from introspection. Although there is no difference in principle between internal and external observation, it must be admitted that thoughts and emotions are more difficult to observe than external objects, such as chairs, tables and motorcars. Moreover, if asked for the results of introspection people might not be honest because of strategic reasons.

METHODOLOGY
The information we acquire must be structured and processed in such a way that we can attach meaning to it, so as to make it applicable to the solution of practical problems. Important distinctions that are made to structure information are the following.

1. Particular versus specific versus general. If Ronaldinho scores a goal for Barcelona, this can be considered as a particular event. If in Europe black football players score more goals than white players, this can be considered as a specific fact. If, on a world level, black football players score less goals than white football players, this fact is more general, compared with the former fact, which is more specific. 

2. Induction versus deduction. Induction takes place if we draw conclusions from a series of particular events and formulate statements on a more general level. For instance, we have observed 100 swans and they all appeared to be white. Inductive ‘logic’ leads us to the conclusion that all swans are white. Deduction takes place if we logically deduct a particular statement from a general statement. If, for instance, I believed that all Chinese people like table tennis, and my friend is Chinese, deductive logic leads me to conclude that my friend likes table tennis.

3. The universe can be imagined as a hierarchical structure of levels. It is difficult to establish the highest and the lowest level. The architecture of our mind makes it impossible to imagine finity and infinity. Therefore we can never establish absolute boundaries in terms of the highest and the lowest level of analysis. Some physicists are constantly splitting natural elements into smaller pieces and others are searching for the boundaries of the universe – without founding absolute boundaries of course.

While physicists are continuously trying to split elements, chemists             are constantly trying to cluster atoms and molecules. Biochemists study the behaviour of very complex chemical systems that appear to be the material aspect-system of living systems. Biologists study the behaviour of all kinds of organs and organisms. Last but not least, sociologists study the behaviour of groups, organizations, institutions and societies at large. By imagining such a hierarchy we have a major instrument of ordering and systematising the universe. Distinguishing a particular level makes sense only if the phenomena on that level have some stability. For example, chemists are inclined to consider the level of the molecule to be the most stable one when explaining chemical processes. Biologists tend to consider the gen as the moist stable level when analysing biological processes.

4. Reductionism, holism and institutionalism. Reductionism states that an explanation of phenomena on whatever level of analysis must always be found on the lowest level possible. It means that physics is the most fundamental science, looking for explanations of everything on the subatomic level. In economics reductionism means that all economic phenomena must be explained by referring to the economic behaviour of individual human beings. In sociology it means that all social phenomena must be explained by referring to the interaction between two or a few human beings. This approach is called methodological individualism. Holism, in contrast, means that explanations of phenomena on whatever level must be formulated on the highest level possible. For economics the highest level possible is the global economy. For sociology the highest level possible is the global society. This approach is called methodological collectivism. There is a third position somewhere in between the two positions just mentioned, i.e. methodological institutionalism. It argues that levels of explanation are not necessarily the highest or lowest levels of analysis. The best level of explanation is the level closest to the level of analysis that can be considered as the most stable one. The following example will clarify this view. Suppose we want to explain the development of the wage rate of the Dutch economy over the period 1950–2000. Neoclassical economists adhere to the individualist methodology and analyse the situation in terms of individual human beings who are economically rational and socially independent agents. The wage rate of an economy is an aggregate of the wages earned by the members of the Dutch working population. Neoclassical economic theory of individual behaviour explains why employers are offering higher wages when they have difficulty in filling their vacancies, while employees supply more labour services in case of rising wages. When we aggregate these individual reactions for the economy as a whole, we can conclude that wage developments are determined by the size of the excess demand or excess supply on the Dutch labour market.

A holistic approach means that the Dutch economy is presented as an important part of the global economy. It implies that Dutch developments are highly affected by global developments. In our case we can speculate as follows: the excess demand can be perceived as part of a general excess demand on all markets of the global economy. Dutch firms may not be prepared to increase their wage level so as to compete effectively in the market.

An institutional approach, however, does not automatically turn to the level of the individual or to behaviour of the collectivity as a whole. It looks for the level closest to the level of the Dutch economy that is the most stable one. Assume that the institutions that shape labour relations on the central level of the Dutch economy are the most stable. This means that the central organisations of unions – the nation-wide organisations representing all sectors –decide which wage levels are socially acceptable. Their policies have a strong effect on the development of the actual wage rate. The typical neoclassical explanatory factor, excess demand or excess supply on the macro labour market, may play a role in the formulation of union policies, but the power of the Dutch union movement plays an independent role as well.

5. Induction and deduction can be interpreted as two stages within one process of knowledge development. The following example illustrates its circular character. Time series of unemployment and inflation show a particular pattern of the Dutch economy over the period 1959–2000. These series are calculated by aggregating the observations of particular unemployed persons and by aggregating the observations of price increases of goods produced. The next step concerns the correlation between the two time series. Statistical analysis leads to conclusions with respect to the correlation coefficient and its degree of significance. Assume that the coefficient that expresses the ratio between unemployment and inflation is statistically significant and has a negative value. Then we can conclude that inflation has a negative effect on unemployment, or that unemployment has a negative effect on inflation, or that there is a third factor which affects both variables, although in a different direction. When we correlate the two variables for many countries and many time periods, we can formulate a general empirical law, expressing a negative relationship between them. This generalisation is the inductive phase in the process of theory development. When measuring the two variables we implicitly answer the question of the definition of the two phenomena. When explaining their interrelationship we must use these definitions in our analysis of the situation. This analysis must function as a basis for a theory explaining the relationship between unemployment and inflation. In economics the dominant research programme is the neoclassical or orthodox economic one. On the basis of introspection, neoclassical economists accept the motivation to diminish scarcity as much as possible as one among a few principal human drives. They develop an analysis that leads to a coherent set of theories of economic behaviour. Unemployment is interpreted as the quantity supplied of the labour that is not hired by an employer, although the wage that is minimally claimed by the supplier is lower than the market wage. This interpretation leads to a specific definition of an unemployed person. Time series used when testing a neoclassical theory should be the result of calculating the number of unemployed persons on the basis of this definition. Having derived the correct definitions of the concepts involved in our analysis, we can deduct which persons do belong to the set of unemployed persons and which price increases do belong to the set of price increases defined as inflation. This is the deductive phase in the production of reliable knowledge: logically deducting the particulars that belong to the defined set of phenomena on the basis of their definitions.

Within this framework many specifications can be derived and empirically tested. But there may come a moment that the possibilities of a particular analysis become exhausted. Then scientific progress needs conceptual innovation. The creative process that leads to scientific novelties is called abduction. It leads to a redefinition of the problem by using, for instance, a different metaphor. An important example of a novelty in economics is the introduction by Veblen of a biological metaphor. He imagined the economy to be a complex whole of organs, which is subject to the mechanism of natural selection. Only a few economists followed Veblen in his evolutionary approach, but today a growing number of economists are working within the evolutionary economics programme in a way that was suggested by Veblen about a century ago.

6. An important distinction is that between closed and open systems. If we opt for a mechanistic and atomistic ontology and search for universal and eternal laws that determine the course of nature, we consider the universe as a closed system. God created it as a perpetuum mobile, and then moved on. Now the universe functions in a constant manner forever. Scientists must discover the laws that determine natural behaviour. People can take the mechanisms as described by natural laws into account when developing their strategies, but they can never change them. 

We can, however, opt for an organic ontology and interpret the universe as an ongoing process of evolution. Some characteristics will slowly disappear, while other characteristics emerge. In that sense the universe is an open system: new elements and characteristics can be created and existing elements and characteristics can disappear, making the universe a system that is different from what it was in the past and will be in the future. For instance, according to the evolutionary paradigm in biology life did not exist from the very beginning of the universe. Particular chemical compositions – especially carbon compounds - appeared necessary and sufficient for the emergence of living organisms. Now the humans are considered as the most complex organism. But there is not any reason to assume that the human is the end of history. New and more sophisticated forms can emerge!  

                                                     *

Difference in ontology – mechanistic or organic – affects the epistemology that is accepted and the methodologies that are applied. In a mechanistic approach, logical thinking and mathematical modelling is a frequently used methodology, based on a rationalist epistemology. In an organic approach a broader view of epistemology and methodology is required. Intuition and judgement are principal sources of valuable knowledge, while besides quantitative methods qualitative methods are also used to improve our knowledge. Abduction as a method leads to the trying out of new metaphors by scientists. 

7. The Structure of Knowledge

As has already been said, knowledge is structured information. This section is about the ways we can structure our information. The philosophical discourse shows the emergence of a consensus about a few basic elements. We will discuss them in a logical sequence.

(1) Paradigm
When we experience a practical problem, we first have to define the essence of the problem and establish the context in which it will be analysed. A paradigm is an answer to the ontological question of what is to be considered as real and existent. In orthodox economics all practical problems are defined as problems of scarcity and placed in a situation in which many rational and socially independent individuals are facing problems of scarcity and are inclined to do everything that helps them to diminish it. The way situations are defined is a matter of ontology and it results in the formulation of a paradigm. The typical sociological paradigm, for instance, is the statement that all human behaviour is socially learned behaviour. A typical sociological definition of the situation is the imagination of our world as consisting of groups of people, in which group internal relations are characterised by solidarity, while group external relationships are characterised by rivalry.

(2) Analysis

Now we have defined our problem and placed it in a proper context, we can make a systematic analysis of the situation. When we have characterised the problematic situation by scarcity and have defined scarcity as the relationship between needs and resources that can satisfy these needs, we start an analysis on the basis of these two basic concepts. The meaning of analysis is “make a distinction between”. Economists make a distinction between a need and a resource. Next they make a distinction between a combination of needs and resources that leads to a supply of scarce goods and a combination of needs and resources that leads to a demand for scarce goods. In this way economists develop a language of “a priori” concepts such as demand, supply, price, exchange, market and value. Sociologists make a distinction between different groups, which operate in an arena, where they have their status battles. Every group tries to suggest to the other groups that they are superior, and that the others are inferior. Within firms there is an ongoing status battle between different departments. In markets there is an ongoing fight between different firms or groups of firms. In contrast to economics, which analyses relationships between firms in terms of competition and cooperation, does sociological theory analyse these situations in terms of arena and status. The government is always one of the important players. Social processes may lead to relevant civil servants becoming part of the established group. So may the firms who have the capacity or potential to produce nuclear energy be successful in convincing civil servants responsible for energy policy of the necessity of extending the possibility of producing nuclear energy. Other firms who produce wind energy try to convince the same civil servants of the danger of nuclear energy, and of the great advantages of extending the production of wind energy. If the wind lobby is successful in their lobby, they gain in prestige (status) at the cost of the nuclear energy lobby. All activity, also so-called economic activity, is in the end social activity: it must lead to a status as high as possible.

Careful analysis of problematic situations gives us a logically consistent set of concepts that helps us to interpret the problematic situation.

(3) Theory

Now we have defined and analysed our situation we can deduct from it a series of coherent theories. When we take our typical economic analysis as an example, we have interpreted the world as consisting of a very large amount of competitive markets. If this set of markets were in equilibrium, allocation of scarce resources would be optimal. Now a further improvement can only be reached via more sophisticated production technologies. This means that economic problems can partly be interpreted in terms of market disequilibria. Moreover, we know that price adjustments affect the quantities demanded and supplied and can enlarge or diminish the size of a market disequilibrium. On the basis of this analysis we can formulate a whole series of theories – general statements about the relationship between two or more variables. So can unemployment be interpreted as a labour market disequilibrium and be related to the price of labour, that is the wage level.

(4) Hypothesis

Suppose our practical problem concerns a person who has been searching for a job for a long time without success. The typical economic theory states that the wage level being too high is the cause of the existing unemployment. This general statement can be tested for our problematic situation. So we can formulate a hypothesis stating that the Dutch economy over the period 1982–2004 is characterised by a stable relationship between the rate of unemployment and the wage level. If the coefficient representing the ratio between the wage level (or the growth rate of the wage level) on the one hand and the unemployment rate on the other is significant, the value of the coefficient reveals something about the size of the wage decline that is necessary to diminish the unemployment rate significantly. So our job searcher is advised to offer his or her labour against a lower wage. Then his chances of getting a job will increase.

From the former analysis we can conclude that the structure of knowledge has four basic elements: Paradigm, Analysis, Theory and Hypothesis. We can summarise this result with the acronym PATH.  In the next two sections we will deal with the organisation of the process of knowledge production.

8. Strategies of Specialisation

When studying the universe we can stress its unity and think about its nature. When we want to profit from our knowledge in terms of higher levels of well-being, however, this is not enough. Therefore we must make an analysis of the universe – make distinctions between parts of it. A first and major distinction is that between the natural and the non-natural world. Another distinction is that between the material and the non-material world or between the non-living and the living world. All these antonyms are not necessarily identical. Imagine our world to consist of solid, liquid and gaseous material. These elements manifest themselves in the form of stone and metal, water and other types of liquid, different sorts of gas, plants, animals and human beings. All these elements are subjects which are related to each other in particular ways. Materiality is, however, only one aspect of our reality. The other aspect is ideality. In every subject there is a built-in power that determines the direction in which the elements are moving. This power is an expression of the idea that is embedded in the material side of reality. Particular atoms are inclined to cluster into molecules. Particular molecules are inclined to cluster into more complex ones. Particular combinations of molecules, especially organic materials, are capable of functioning as the body of a living being: bacteria, bacilli, plants, animals and human beings. So every ‘being’ has a material and an ideal aspect. 

In practice the division of labour within the scientific community is not efficiently organised and no single criterion is able to explain which discipline is doing which task so as to achieve an optimal functional structure. This chaos results from the tendency of scientists to group together around a particular discipline, to become independent of other disciplines and to rival them rather than cooperate in a serious attempt to achieve an integrated whole of knowledge. 

To better understand processes of specialisation in terms of aspects of nature rather than of real-life phenomena we will explain the difference in terms of the systems approach. Here the universe is a whole system that operates on the highest level of integration and generalisation. Now we can formulate specialisations by making distinctions between different subsystems. For instance, society can be divided into a number of institutions: family, economy, government, education and religion, for instance. These institutions are subsystems of society as a whole. In chemistry we can subdivide processes into organic and inorganic processes and in biology we can focus on plants or on animals. 

In general we can define a system as a set of interrelated elements. Then a subsystem of a whole system can be defined as a system of which the elements are a subset of the whole system, but the character of the interrelationships is the same for both systems. However, we can also make a distinction between different aspect-systems. For instance, we can analyse the economic aspect of human life. The same human behaviour can be approached from a different perspective, for instance, from the social point of view. In general we can define an aspect-system as a system of which the elements are the same as in the whole system, but of which the interrelationships represent only one aspect of the whole. 

When we take two subsystems together we move from a more specific to a more general system or analysis. When we take two aspect-systems together we move from a more partial to a more integrated system or analysis.

9. The Organisation of Social Science

We can discuss the organisational pattern of science from two points of view, namely from a historical perspective and from a logical point of view. When we give a historical account we can understand why the current division of labour is quite chaotic. However, a logical account of the current situation makes us more aware of the gaps that must be bridged when improving the quality of inter-disciplinary research. 

So if we define social science as the discipline that aims to explain human behaviour, and we imagine a situation in which humans live in a natural environment, then three types of relationships can be distinguished. A human being has a relationship with his or her natural environment (1), with his or her fellow humans (2) and with his or her self (3). Economics studies the first relationship; sociology studies the second and psychology the third. In real life every step is determined by all three relationships simultaneously. When a person is looking for a job, he may do it primarily to make a living (economic aspect), but unavoidably his choices are co-determined by his social and psychic drives. When a person subscribes to a workshop on “personal growth”, the psychic aspect may represent the principal motive, but unavoidably the economic and the social aspect play a role as well. If the workshop is very expensive the person might hesitate to subscribe to it, and if his social environment is sharply disapproving of these types of activities he may decide not to go.

Two other disciplines can also be interpreted as aspect disciplines within social science, namely history and geography. History is focussed on the role of time in human life, whereas geography is about the role of space. Although the historical aspect plays a role within economics and sociology, only in history is it at the centre of the discipline. So with geography: the aspect of space plays a role in economics as well as in sociology, but only in geography is the spatial aspect at the centre of the discipline. 

All other areas or fields within social science can be interpreted as subsystems of the aspect-systems just mentioned or as aspect-systems of aspect-systems and are focussed on the explanation of a real life subsystem of society. Ethics, for instance, is about the moral aspect of life, which is an aspect-system of the social aspect-system of human life. Political science can also be considered as an aspect-system; then it is about the political or control aspect of human life. When derived from psychology as well as from sociology and economics it is an aspect-system of an aspect-system. The first is about self-control; the second about control of society or parts of it and the third is about economic policy of individuals, households, firms and governments. Many other studies within social science can be interpreted as studies of subsystems of society. Anthropology, European studies, industrial sociology, social policy studies and business administration are examples in this respect.    

10. Methodological Pluralism

What we accept as reliable knowledge is to a large extent a social product. We all face our reality as something big and strange and we tend to feel very uncertain about what we know from its functioning. Therefore we tend to accept as reliable knowledge only those parts that are accepted by many people, or at least by groups of authorised experts. The fact that knowledge is a human product makes it impossible ever to reach the level of objectivity. It always remains subjective. If many ‘subjects’ agree upon the acceptability of some statements and regularities, it becomes inter-subjective, but it always remains fallible. In this text we have seen that we can only observe and collect information by means of frameworks of interpretations. People develop habits and conventions; and it is the same with respect to the way they frame and interpret their situation. This means that the choice of frame will always remain subject to debate. In real life some frames dominate other frames. Historically we see that some frames do not survive, others adapt and survive and new frames emerge. In a liberal and democratic society, individuals are free to choose. For a scientific community this principle means the freedom to choose one’s own framework of interpretation. Fair competition and effective cooperation can be expected only if we are able to organise power-free communication between all people interested in scientific enquiry.
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Appendix Test questions about The Character of Modern Science 

Scientists try to analyse the world as systematic as possible. A main distinction between different sciences is that between alpha-, beta-, and gamma-sciences.

a. What do we mean by analysis?

b. What do we mean by systematic?

c. What is the subject-matter of beta-sciences?

d. Give an example of a systematic analysis in a beta-science? Clarify your answer.

Gamma-sciences are about human behaviour. To analyse it we make a distinction between human beings and non-human beings. Humans are driven by three primary forces, all with a different origin.

a. What is the origin of the social force? Give an example to illustrate what it means.

b. What is the origin of the psychic force? Give an example to illustrate what it means.

c. How do we know of the existence of the forces that drive humans?

(3)

Within economics there is an ongoing controversy between orthodox and heterodox economics.

a. What do we mean by orthodox economics?

b. What do we mean by heterodox economics? Illustrate the difference between the orthodoxy and the heterodoxy by means of a practical example.

c. What do we mean by mainstream economics? Give an example of a typical mainstream economic theory.

(4)

Systematic analysis can be based on the assumption that the universe is layered. In other words, we can imagine the existence of many levels on which phenomena manifest themselves – from the level of the subatomic particle to the level of a set of solar systems, for instance. Different methodologies can be distinguished now.

a. What do economists mean by a micro-orientated methodology? Clarify your answer and give an example.

b. What do economists mean by a macro-orientated methodology? Clarify your answer and give an example.

c. What do economists mean by a meso-orientated or institutionalist methodology? Clarify your answer and give an example.

(5)

The process of production of knowledge consists of several stages. We can distinguish between paradigm (P), analysis (A), theory (T) and hypothesis (H) in this respect. 

a. What do we mean by a paradigm? Formulate the paradigm of orthodox economics.

b. How do orthodox economists derive an analysis from their paradigm?

c. Formulate a theory on the basis of a typical economic analysis.

d. Give an example of a typical economic hypothesis.

(6)

In ‘philosophy of science’ (or methodology in the broad sense of the word) the character of science is analysed. A distinction is made between ontology, epistemology and methodology in the narrow sense of the word.

a. What do we mean by ontology? Give an example that illustrates the meaning of the concept.

b. What do we mean by epistemology? Which debate dominated the period of the Enlightenment in this respect?

II Genesis and Development of Economics as a Social    Science
1. Introduction

Within modern Western thought, three different types of science can be distinguished; natural science, life science and social science. Natural science studies physical and chemical processes. Life science studies chemical processes within living bodies and the behaviour of plants and animals. Social science analyses human behaviour, while taking the results of the other groups of sciences as a description and explanation of the human environment.  When humans are insufficiently aware of their context, environmental problems including health problems are the result. This study focuses on social science, leaving this environmental context out of consideration. 

Modern science is a reaction to the dominance of religious doctrines. In the first millennium after the birth of Christ, in Western Europe the Roman Catholic Church not only dominated the way people interpreted the world of the supernatural, it also dictated the way people had to interpret human society and the way they had to behave in the here and now. In Europe in the second millennium, social philosophers started to analyse society from a more secular point of view. Because human morality was considered to be the main difference between animals and humans, they were called moral philosophers. They created images of society that could function as paradigms for social scientific research programmes.
 In this sense moral philosophy appeared to be fertile ground for the development of a flourishing social science. 

In this text we will show which paradigms were developed in this respect. Developments in society in the eighteenth and nineteenth centuries stimulated the development of analysis of sectors of society, especially the economy. Classical political economy can be 
seen as a reflection of the increasing significance of the upcoming bourgeoisie. Thereafter, we will show how neoclassical economics and classical sociology grew out of political economy, both intending to improve the scientific value of the analyses constructed so far. 

2. Modern Moral Philosophy as the Foundation of Social Science

Thomas Hobbes was the first moral philosopher to analyse society in a secular way. He worried about the loss of orthodox Christian faith. According to him the Church was the institution par excellence to keep people’s behaviour under control. Religion is the primary disciplining institution and secularisation meant that people would become rivalrous and jealous and inclined to struggle against each other constantly. The only answer to secularisation is the acceptance of a strict social hierarchy and a person with absolute power. Hobbes lived in the seventeenth century, a period of monarchs who wielded absolute power. Therefore his book Leviathan is considered as an apology for the status quo (Hobbes, 1651).

John Locke was another famous philosopher.
 He was more optimistic about the future than Hobbes and did not foresee huge social and political clashes. Firstly, he considered the moral ideas that were advocated by the Church as innate to human beings. Although losing faith in the existence of a personal god and in the reality of hell and heaven, people do not lose automatically their conscience. Moreover, a possible way to avoid outright violence between people is the exit option, which means that some people leave the arenas of conflict and migrate to other areas. 

Jean-Jacques Rousseau was another famous philosopher. He lived in the eighteenth century and was not very optimistic about the future. In contrast to Hobbes, however, he did not advocate absolutism as a way out of the chaos that constantly threatens our society. Rousseau considered the inequality between the different classes as the main source of conflict. By being tied up in a straitjacket of roles that are determined by the prevailing class structure, people lose their original characteristics. The title of his principal book, Retournons à la Nature (1781), shows his main thesis: the true and harmonious human nature returns if we are able to establish societal structures that reflect the idea of human equality.
 

Of course there were more famous philosophers. But with hindsight we can say that each of the three philosophers just mentioned can be characterised as typical of a particular current of thought.
  

Hobbes then is the conservative who views man as a being that can only flourish within a strict hierarchical order, which is the natural order as in the world of animals. The capacities of people appear to be unevenly divided, which makes some people suited for being leaders and others for being followers. In the seventeenth and eighteenth centuries the philosophical debate was especially focused on the question of whether a democracy should be preferable to a monarchy. Conservatives were of the opinion that families who had shown excellent skills in defending and controlling a country must have the right genes and traditions to do this job. The elite has the responsibility to educate the masses and teach them the right values and norms of life. If necessary they are morally allowed to maintain law and order by coercion.

Locke is the liberal who views man as a being that always maintains a balance between care for his own self and empathy for the poor. On the basis of the first characteristic, he is inclined to avoid or even prevent severe social conflicts. An individual is supposed to search for the best opportunities of having a prosperous and peaceful life. So man must be left free to develop his capacities. On the basis of the second characteristic free people are expected to voluntarily transfer resources to the poor, preventing the emergence of sharp class divisions. When guaranteeing that every exchange is voluntary a country becomes prosperous.

Rousseau is the socialist who considers hierarchical structures as a bottleneck, restricting people from developing their true capacities. These hierarchical structures are not only found in the political field, but also within large firms and in markets when the large firms have out-competed the smaller ones. 

The descriptions not only contain the prototypes of three currents of social and political thought. They also represent mechanisms that steer an orderly, a free or an equal society. 

In the ideal-typical conservative world, the mechanisms are moral suasion and, if necessary, political coercion. They must create order, make social life predictable, and trigger private initiative within legal restrictions and fair treatment of everyone according to his merits. In the ideal-typical liberal world, the mechanism is free exchange between people, who can freely enter and exit every place, where they can meet other people to communicate and to transact. In such a society everyone will agree that private property must be protected; otherwise exchange would not make any sense. Freedom for the individual to develop his capacities and to build up his own wealth is fair as long as it is not the privilege for a happy few, but for everyone. That makes voluntary transfers from the rich to the poor another mechanism. It is based on sympathy and it narrows the gap between the different classes within society. In the ideal-typical socialist world, the mechanism is democratic decision-making concerning all issues that have an important effect on the lives of the people. Politically democracy is the expression of the true equality between people. Economically true equality is expressed by an equal distribution of the necessities of life. This equal treatment makes social conflict superfluous, thus creating the necessary order.

All these currents of thought admit that the three principal issues in social analysis are order, freedom and equality; and that these three issues are strongly related to each other. The difference between the social and political currents, however, can be summarised as follows.  Suppose society shows a negative spiral of growing disorder, inequality and lack of individual freedom. In such a situation a conservative prefers a strategy that first leads to regaining strict order, under the condition of a re-establishment of a natural hierarchy. If order is restored, freedom and some equality will return automatically within the hierarchical constraints of the natural order. A liberal, however, would prefer a strict order in the sense of protection of private property rights. If they are efficiently protected, and make private initiative in economic affairs profitable, order and some equality will automatically return within the constraints of individual freedom. A socialist prefers a government that establishes a societal structure that offers equality to the masses of the people with respect to the basic necessities of life. Social and political stability returns and will create the necessary conditions for individual freedom and order. 

In a further section below, we will show how social science emerged from moral philosophy.

3. The Emergence of Classical Political Economy
Scientists began to analyse the functioning of society as it evolved in Western Europe and North America in the second half of the eighteenth and the first half of the nineteenth century upon the basis of the moral philosophies, as discussed in the previous section. In the feudal society of the medieval period, the main groups were the landlords, the peasants, the government and the Church. To an increasing extent they were challenged by the upcoming traders and manufacturers. The government apparatus was headed by monarchs and the landlords possessed the land, which was the most important economic resource. The peasants worked on the land and they were allowed to keep part of the produce. The landlords took the rest and sold it on the markets. Besides offering peasants the opportunity to earn a small living, the landlords were responsible for their safety. The maintenance of the Christian civilisation was the responsibility of the clergy – they had to morally persuade the nobility to materialise their responsibilities towards the peasants. Feudal society was hierarchically ordered and well regulated – by legislation as well as by customs. When the process of industrialisation had its principal take off, two new classes emerged: the bourgeoisie or capitalist class and the proletariat or working class. The traders and manufacturers increasingly resisted strict governmental regulation of their activities. The levying of import duties especially was a thorn in their flesh. These political conflicts triggered an ongoing debate between two groups or positions. On the one hand, there were those who considered protected trade not only as a typical landlord interest, but also as beneficial for society as a whole – mercantilism. On the other hand, there were those who considered free trade not only as a typical capitalist interest, but also as beneficial for society as a whole – economic liberalism.

Adam Smith is the most famous defender of free trade. He was a moral philosopher who applied Lockean principles to the analysis of an economy. Free individuals tend to serve their own interests, but are also able to develop moral sentiments.
 The first motivation dominates when buying and selling goods, capital and labour on the market. When the local community asks for charity, moral sentiment motivates people to contribute. While the first drive leads to a smooth functioning of markets, the second drive diminishes inequality and class conflict. After Smith, economists such as Ricardo, Malthus and Marx have made analyses of the functioning of the capitalist system as it operated during the eighteenth and nineteenth century in the Western world. We now call these economists classical political economists. The term classical suggests a link with the Greek and Roman secular and natural philosophy. The term political suggests that the analyses were primarily made to serve a political end: how to develop a system of production that creates prosperity for some or for all classes. Some economists were negative about the potential of a capitalist system to create lasting prosperity for all classes – Marx, for instance. Others were not optimistic about the future of capitalism as a vehicle towards any prosperity – Ricardo and Malthus, for instance.  Smith, however, was optimistic about the results of a capitalist economy. He paid much attention to the necessary institutions that must make prosperity in a free market society possible.

The analyses of the classical political economists had a common definition of the situation: an economy is a game where capitalists, workers, landlords, peasants and government are the main players. In a capitalist economy the capitalists are the owners of the most important means of production. They take the decisions to invest in production capacity and they hire workers if needed and fire workers, if they are no longer needed. The landlords own the land and they rent the land to peasants as long as it is profitable. The government is responsible for law and order and therefore allowed to monopolise the right to use violence and to levy taxes.

These analyses aimed at an explanation of the level of production and the distribution of income over the different classes. The outcomes of the analyses of the various economists differ significantly, however.

Adam Smith developed the idea of a free market that functions as if there is an invisible hand that makes quantities demanded and quantities supplied equal to each other. If there is an excess of demand, a price increase will lead to a lower level of the quantity demanded and a higher level of the quantity supplied. In case of an excess of supply just the opposite will happen. In other words, if prices are flexible, markets show a tendency towards equilibrium. As long as governments do not interfere with this adjustment mechanism, all markets tend towards their equilibrium. It means that a system of self-interested actors tends towards an optimum situation for the economy as a whole. Smith’s optimism about the possibilities – not only in reaching an optimum for the economy as a whole, but also in achieving economic growth – was especially based on the expected positive effects on labour productivity of a process of ongoing division of labour.

David Ricardo improved Smith’s theory of international trade by showing the relevance of comparative advantage rather than absolute advantage.
 So, even countries that are the least productive in the production of whichever good can profit from international trade. Applied to the current process of globalisation it means that rich as well as poor countries profit from a regime of free trade – the basic ‘axiom’ of today’s WTO (UN World Trade Organisation) (see Box WTO). Nevertheless, Ricardo was not optimistic about the possibilities of ever growing economies. Because of population growth, to an increasing extent, less productive land must be used for the production of food. This leads to structural increases in food prices, affecting negatively the purchasing power of the (minimum) wages. Besides this effect, Ricardo acknowledged that the idea of what must be regarded as a minimum subsistence level is not only a biological, but also a cultural affair
. 


Robert Malthus stressed also the negative effects of population growth on the possibilities of increasing prosperity per capita.
 Increasing production leads temporarily to increasing wages. But a higher level of prosperity would lead to an improvement of the health care for children and subsequent decline in the death rates of children. This means that the amount of resources per capita does not rise in the long run. Therefore most people would always remain on a minimum level. The theory describes more or less the current poverty trap in many African and Asian countries.

Karl Marx made a distinction between different stages of development of the capitalist system.
 In the early phases of industrialisation competition prevails, but in later phases the scale of production becomes increasingly decisive with respect to the question of which companies survive and which go out of business. Capital accumulation leads to concentration in the industrial markets. Increasing shares of production are spent on investment goods, implying a decreasing share for the production of consumption goods. Wages are set at their minimum level because of the overall unemployment (permanent excess of supply of labour). The application of new technologies of production makes an ever-growing level of production possible. The character of technological progress leads not only to an increasing capital coefficient (amount of capital divided by the amount of production), but also to a lower level of employment. Because wages are permanently on the minimum level, the excess supply of labour cannot be diminished via a decrease in the wage level. Actually unemployment – a reserve army in the terminology of Marx – will increase, fuelling the class-consciousness of the workers. Marx is pessimistic with respect to the chances of survival of the capitalist system, but he does not regret its predicted downfall. On the basis of his socialist political philosophy, he considers private ownership of means of production as an anomaly in a modern society. A “retour à la nature” for Marx means the abolition of the class conflict. When the property rights in the means of production are transferred to the collectivity of the people, the human drive to compete with each other will die and cooperation and solidarity will make it possible to maintain high levels of prosperity.

Classical political economists have the following characteristics in common: 

(1) They analyse the economy as a real life system – the economy as we know it from our daily lives and as it is discussed in the media. The economy is approached as a subsystem of our real life society – not as an aspect-system that analyses society from the typical economic perspective.

(2) They do not intend to produce general and universally valid economic theories, but stick to the analysis of the capitalist system of their own times, the eighteenth and nineteenth centuries.

(3) They all have a strong focus on the explanation of production and distribution, trying to answer the question whether a capitalist system can bring prosperity to nations.

(4) Their epistemology is more or less rationalist. On the basis of a notion of self-interest of persons and of groups, an analysis is developed of an a priori character rather than an empirical account of what happens. 

The answers given to the principal questions differ widely. The reason for this diversity must be found in their methodological differences. The following differences are important in this respect:
(1) Smith focuses on an analysis of the production process and the increase in efficiency that can be achieved when implementing more division of labour. Competition in free markets leads to the survival of the fittest companies – those that implement labour division in the most efficient way. His analysis has a micro character and is based on an idea of the drive of individual entrepreneurs, workers and consumers. Smith did not analyse technological innovation, but his focus on labour division made him an optimist. 

(2) Ricardo’s pessimism results from the idea of a constant fertility of land. Some pieces are fertile, while others are less. If we introduce the possibility of agricultural technological progress, the result turns out to be very different.

(3) Malthus’ pessimism results from the idea of increasing health care for children in case of increasing wage incomes. This affects the size of the population, making it necessary to feed more people. However, if we assume that an increase in income leads to a lower birth rate, prosperity in terms of income per capita rises. 

(4) Marx is quite explicit about the philosophical foundations of his economic analyses. His methodology is collectivist in nature.
 Classes conflict with each other – not persons. Personal behaviour is determined by the class to which the person belongs and class behaviour is determined by the structural characteristics of the situation of the economy as a whole. These characteristics are determined by the stage of development of the economy and the system to which the economy belongs. Marx’ pessimism with respect to the survival of capitalism is directly related to his methodological collectivism: society consists of two rival classes and only when this conflict is solved will there be lasting peace and prosperity.

Technological progress as a main factor determining the wealth of a nation is, surprisingly, absent from classical political economy. When we observe economic developments in the twentieth century – long- term economic growth especially triggered by technological innovation – we can conclude that this absence is a serious omission.

Many classical political economists were not very explicit in their methodology. Smith was a liberal who was inspired by Locke and Hume. Marx was a socialist and was inspired by Rousseau. But Ricardo, Malthus and many other economists were not explicit in their philosophy and the way in which they derived their analyses from it. Later economists, such as John Stuart Mill, Stanley Jevons and Carl Menger, considered this as a major problem of their work – lack of generality. In the next section we will deal with these critics and the main characteristics of the alternatives that they developed.

4. From Classical Political Economy to Neoclassical Economics  

John Neville Keynes was one of the first to give an indication in which direction improvements could be achieved. Later John Stuart Mill and others elaborated on his work and tried to formulate an alternative approach. Now it is generally agreed that the formulation of Lionel Robbins presents most clearly what is now called the neoclassical or orthodox research programme.
 Here economics is not about the real life economy anymore. It focuses on the scarcity aspect of human life and it aims at the formulation of laws of a universal and eternal character, like the laws of nature as formulated in Newtonian physics. These laws are of a universal and eternal kind. The law of gravity, for instance, holds in Europe as well as in China. According to orthodox economists social science must aim at the discovery of laws of nature, in particular human nature. So economists must abstract from place and time and the specific ways in which people deal with their problem of scarcity of natural resources.
For a growing number of economists natural science functioned as an example to be followed. When physicists and chemists set up their laboratory experiments, they attempt to isolate one factor from other determinants of particular phenomena. By varying the isolated factor and keeping other factors constant, they can observe its effect. This is the method of isolated abstraction. By imitating natural science, economists wanted to isolate the economic aspect from other aspects of human behaviour. Economists must study the omnipresent phenomenon of scarcity, which is defined as the relationship between human needs and resources capable of satisfying these needs. When abstracting from other aspects it is illuminating to formulate explicitly which are the other aspects. We can distinguish three primary aspects, namely the economic, the social and the psychic aspect. Economics focuses on the relationship between humans and their natural environment. Sociology is about the relationship between humans, while psychology is about the relationship between a person and his or her self. The term ‘economic’ refers to the problem of scarcity of natural resources. The term ‘social’ refers to the problem of ‘the status in the eyes of the other’, while the term ‘psychic’ refers to the problem of ‘the respect of a person for their own self’ or ‘self-respect’.

Generally speaking any human action is always motivated economically, socially and psychically. Imagine a white person, living in Texas, wants to sell a piece of land. A black person shows interest and is willing to pay the asking price, but the white vendor refuses! The economic motivation implies that there is a price that is acceptable to the seller – his reserve price. The social motivation, however, implies that the buyer must fit into the culture of the group of landowners in the region. The psychic motivation implies that the transaction must contribute to the vendor’s self-respect. If a person has developed a clear picture of his ‘true self’ being a reasonable person, an act of discrimination diminishes his self-respect. Only in primitive cultures does discrimination, as required by the gods, increase self-respect. When looking at the content of the US Constitution, the USA is not a primitive country. In our example, discrimination is triggered by the social motive, while it is constrained by the economic and psychic motive.

Orthodox economics abstracts from the social aspect by assuming social relationships to be non-existent. Relationships between people are economic in nature. They regard each other as owners of scarce resources and engage in trade with each other if the exchange is beneficial for both. Social relationships emerge if people recognise each other as humans. Then they form groups and behave as social beings. Such recognition can have positive as well as negative effects. If individuals recognise each other as members of the same group, they express their solidarity with each other. If, however, they recognise each other as members of a different group they rival with each other in terms of status. In orthodox economic analysis, people are not members of groups; they operate as individual persons.

Orthodox economics also abstracts from the psychic aspect by assuming that every individual has perfect control over the self. In other words, every person is a perfectly integrated personality, who has enough will-power to control his or her emotions and act according to what a person truly prefers. Thus the person is perfectly rational and emotions only play a role when establishing the deliberately considered preferences.

What is left is the economic problem – the tension between needs and natural resources that can satisfy these needs. This problem can never be solved completely – scarcity can only be reduced.

An extensive analysis of the scarcity problem must lead to the formulation of economic laws. These laws are observable only in the isolated world as constructed by economists, just as physical laws only hold in the isolated world of laboratory experiments. Economic laws are valid irrespective of time and place and reflect that scarcity is and will always remain part of human life. We can summarise economics as an aspect of science as follows:

      Economics is about everything - although not everything is economics.
As already said, Lionel Robbins formulated the characteristics of the neoclassical research programme in a way that is generally accepted. We can present his view on the philosophical characteristics in the following way:
Ontology

The world consists of socially independent and psychically perfectly integrated individuals who face the omnipresent phenomenon of scarcity.
Epistemology

Individual human beings are rational beings who take their decisions on the basis of deliberately collected information – so are scientists: by introspection and by applying rules of logic they can formulate axioms that hold under all circumstances.

Methodology

Behaviour as observed on all levels of analysis – markets, market economies, global economy – must be explained by aggregating the behaviour of individuals: methodological individualism or reductionism.

To further present the orthodox economic research programme in terms of its methodology, we must know that the structure of knowledge consists of four elements. The first part consists of an ontological statement about the reality we are explaining, which is called a ‘paradigm’. The second part consists of an analysis that is derived from the paradigm. A third part consists of theoretical statements that are derived from the analysis of the situation. A fourth and last part consists of hypotheses, which are specified statements about the empirical reality of our problem. We can expose the orthodox economic research programme in these terms now.

Paradigm

Every human being maximises the level of satisfaction of their needs (the utilities he or she is deriving from the consumption of goods), under the restriction of the available scarce resources.

Analysis

Scarcity is defined as the relationship between needs and resources able to satisfy those needs. In some cases individuals combine needs and resources resulting in a demand for goods – when buying products in a grocery shop, for instance. In other cases individuals combine needs and resources resulting in a supply of goods – when supplying products in a grocery shop, for instance. The place where supply and demand meet each other is called the market. In this way a neoclassical economist builds a consistent set of concepts – a language – that makes it possible to analyse a problematic situation. 

Theory

From the statement that utility maximisation is conducted under the constraints of scarce resources it is possible to deduce logically a negative relation between the price of a good and the quantity demanded (deduction!). In the same way we can deduct a positive relationship between price and quantity supplied. It also means that price fluctuations have an effect on the difference between the quantity demanded and the quantity supplied. So in case of market disequilibria flexible prices can bring a market back into equilibrium.

Hypothesis

If we had been able to construct a market in a laboratory, we would have measured the strength of the different reactions of the quantities demanded and supplied in case of price fluctuations. In modern experimental economics attempts in this direction are made.
 However, the actors are always aware of the artificiality of the situation – a disadvantage compared with physical/chemical experiments.

In the next section we will deal with economists who disagree with the neoclassical strategy of isolated abstraction.

5. The Institutionalist Critique of Neoclassical Economics

Especially in the United States, some economists disagreed with the neoclassical philosophy. According to them, it makes no sense to search for laws that only hold in isolated worlds, but will never have any practical value. In physics only laws that operate in the empirical world play an important role. What oxygen atoms are doing in a world that only consists of oxygen atoms and what hydrogen atoms are doing in a world of hydrogen does not tell us anything about the functioning of water. Only studying the effects of water in different circumstances can tell us something about the characteristics of water. So with human behaviour: studying real-life situations alone makes sense. 

By rejecting the method of isolated abstraction, these economists studied the functioning of real economies and ‘discovered’ that there are no universal and eternal laws describing economies in general. So the views of the neoclassical economists were challenged and some attempted to formulate an alternative philosophy. The critique can be summarised in the following points:
(1) Because universal and eternal laws concerning human behaviour do not exist, social scientists must search for adequate descriptions of historical processes in real life societies; 

(2) The motivations of human beings cannot be derived from a constant human nature, but are triggered by the structure of their environment;

(3) Agents are rational only to a certain degree; different types of instinct and habit are significant drives in this respect.

Thorstein Veblen was one of the first and most important of these ‘institutionalists’.
 He stressed the relevance of an organic ontology rather than a mechanistic one. Therefore he advocated the use of biological metaphors more than physical ones. In particular, the process of natural selection, as described by Darwin in his attempt to explain the evolution of species, was applied to social economic processes. When people are driven by instincts and habits, especially habits of thought, a change in the environment means the selection of those who appear to be the fittest – they will survive. Applied to the economy it means that firms whose habits of thought, that is their corporate culture, appear to be the fittest in the evolving economic, social, political and natural circumstances, will survive at the cost of the firms with less advantageous habits.

Institutionalists such as Mitchell and Kuznets focussed on the necessity of developing reliable empirical facts. When the description and explanation of a real-life economy is the principal aim of economics, we need to know the basic empirical facts of our subject-matter in the first place. They worked especially on the construction of macroeconomic statistics. This gave Kuznets the opportunity to formulate his ideas about the existence of long-term business cycles.

Commons has become well-known for his work on the legal foundations of a market and a market economy.
 He started his analyses with the concept ‘transaction’ and stated that every transaction must be backed not only by a private but also by a social contract. The private contract must arrange the conditions of the transaction and the social contract must organise the protection of the property rights and the guarantee that the terms of the contract will be complied with. While market behaviour is an aggregate of private action, the construction and compliance of the social contract is the result of collective action. 

Clark criticised the neoclassical habit of interpreting capital costs as fixed costs, as opposed to labour costs being variable costs.
 From the point of view of a firm this might be a rational interpretation. From a societal point of view, however, capital costs are the variable costs – by saving and investing we can build up capital in varying degrees. When we do not re-invest, the value of capital will decrease. Labour costs, however, must be interpreted as fixed – firms can fire people, but society cannot!

Because the institutionalists remained a rather small group, they were not able to develop a mature alternative to the neoclassical philosophy. Therefore they never became a prestigious group of economists.

6. From Classical Political Economy to Classical Sociology: The Genesis of Sociology as an Independent Discipline

In the second section we discussed the characteristics of Classical Political Economy, whose aim was to explain a real-life economy, being a subsystem – not aspect-system – of a real-life society. Its ontology is rather individualistic and mechanistic, and its epistemology is rather rationalist. Its dominant methodology was to develop a static analysis of particular historical stages of economic development, especially the capitalist stage of the Western countries in the eighteenth and nineteenth centuries. In the third section we described the reaction of many economists who wanted to be more scientific, and to formulate universal and eternal laws about the economic aspect of life – the omnipresent phenomenon of scarcity.

Other social scientists, however, reacted quite differently to the results of Classical Political Economy. While focussing on the economy, they did not take its societal context into account. Moreover, they produced mostly rationalist analyses of a metaphysical nature – the invisible hand and phenomena of that sort. Positivist criticism by Comte stimulated others to start with the establishment of so-called social facts and a positivist explanation of it. Comte is seen now as the founding father of the independent discipline of sociology.
 His work was the start of what we now call classical sociology.

What has become familiar under the heading of classical sociology is a group of sociologists whose thought shares a number of characteristics, but also differs greatly in a number of other respects. Their shared characteristics are the following:
(1) The economy can be understood only if it is placed in its social and political context.

(2) There is such a thing as society; its functioning can be studied by analysing the interrelationships between the different institutions of which it is constituted.

(3) Human life must be interpreted as a historical process; empirical relationships differ significantly when different stages of development are compared. We can imagine, for instance, that in one period wages strongly react to changes in the unemployment rate, while in other stages there is hardly any reaction to be detected.
(4) Human behaviour is social behaviour: individuals behave according to the group norms set by society at large. Culture creates a difference in behaviour of young versus old, of men versus women, of French versus American; individuals learn to behave in a socially desired way.

So, ontologically, there is a marked difference between neoclassical economics and classical sociology. While the first imagines a world of individuals, the second imagines a world that consists of groups. Classical sociology opts for a collectivist or institutionalist methodology. An individual is not interpreted as an independent person, but always as a member of a group. Individuals adjust to the roles the social environment imposes on particular group memberships. The stable elements in society are not individuals – they come and go – but groups. A few examples will illustrate this:
(1) The group of blacks in the USA: especially in its relationship with whites it may be generally perceived as having very particular characteristics. For instance, they may be perceived in a white-dominated society as unintelligent, lazy, emotional, sensitive to rhythm and be subject to many other prejudices and judgments. If a person is born as a black in the USA, it is very difficult for him to ignore the way his social environment judges him as a group member more than as an independent person.

(2) The group of women in Muslim countries such as Saudi Arabia: especially in its relationship with the men in that world. Women are expected to cover their heads when outside the home and are generally subordinated to men. They must obey men and do their duty. For an individual woman it is almost impossible to deviate from the norms that are dominant in these societies. Openly kissing a male stranger is even dangerous!

(3) The Dutch football team: especially in its relationship with the German team. Dutch football players are expected to play technically well and always be on the attack. If not they are simply not selected and will never be offered a position in the team. These characteristics are quite stable and are not adjusted to the particular characteristics of individual players. So, when talking about top football at the Dutch national level, the style or culture is more stable than are individual characteristics. 
As well as a number of shared characteristics, classical sociologists also have clear differences, especially with regard to the different ways in which they present the process whereby history evolves. We will deal with two sociologists who differ in the analysis of the mechanisms responsible for possible progress, namely Marx and Durkheim. 

Marx’s paradigm is derived from his historical materialistic views on the course of history. To understand this view, we first have to briefly set out the dialectical mechanism sketched by Hegel. In his view, every period of history can be characterised by a particular idea that dominates the way society is controlled: the thesis. Those who have a different idea about the way society must be controlled are the opponents who try to persuade the powerful of their idea: the anti-thesis. Historical events are thus the result of the conflict between the thesis and the anti-thesis. The thesis represents the status quo and is of a conservative character. The anti-thesis represents the will to change and is of a progressive character. According to Hegel, those progressive powers that fit into the necessary historical progress towards more organic unity on global level will win the battle and establish a new status quo. In the subsequent period, this position is challenged by the next anti-thesis. This process continues until the end of history is achieved: global organic unity (see Box Globalization).
 Fichte criticised Hegel’s idealism, stating that it is not ideas but material positions that conflict, the production and distribution of wealth at each stage of development being dominated by particular groups. This conflict and its resolution determines the course of history – not ideas about how to live or run a particular society.

Marx adopted Fichte’s interpretation of history and analysed the different stages of economic development. His analysis of the capitalist economic development has become especially famous. A capitalist system arises out of a feudal society. Technical progress, especially with respect to transport, and later with respect to the production of manufactured goods, gives traders and manufacturers a progressive advantage over the dominant class, the landlords. The upcoming class, the bourgeoisie, becomes richer and increasingly invests its capital in the production and trade of goods. They press the government to deregulate the economy and give the owners of the means of production the freedom to produce and trade what they consider profitable. In the early phase of capitalist development markets are characterized by many relatively small firms. Competition is severe and prices more or less reflect the scarcity of the goods produced and consumed. In a later phase, however, the scale of production has a strong effect on the production costs, making firms with a larger volume of sales able to sell more cheaply and therefore be more competitive. Smaller firms go bankrupt and their market shares are taken over by the remaining big ones. Accumulation of capital thus leads to concentration of capital. 
According to Marx, technical progress is characterised by increasing capital intensity and an increasing capital coefficient. If these characteristics are in accordance with a statistical description of a particular economy, it is easy to show that the average profit rate is declining. The consequence is an ongoing process of concentration until all production is in the hands of only a few capitalists. An important condition in this respect is a constant wage rate rather than an adjustable one. Since there is a large number of unemployed people wages are at the lowest level – that is the minimum subsistence level, necessary for the reproduction of labour energy.
 A constant wage rate means that a declining profit rate cannot be countered by a decrease in the wage level. Typical neoclassical adjustment processes do not work, and the capitalist economy finally collapses. 

In Marx’s analysis the class conflict between capitalists and workers is the principal conflict determining the course of history. The means of production are owned by capitalists, not by workers. Since the capitalists are forced to use their profits to finance investments, is it impossible for them to let the workers share in the increasing value of these assets. Only a collectivisation of the ownership of means of productive would make it possible to reach equilibrium between the production of investment goods and of consumption goods. Marx considered capitalism to be a progressive system compared with the feudal system: it is necessary, and leads to an enormous increase in the technical production know-how. It means that upon a revolutionary change in property relations – from private to collective ownership –it will be possible for a socialist society to reach the stage of affluence quite soon after the revolution, because in the stage of affluence the raison d’etre for human rivalry disappears. This, according to Marx, is the end of history.

Durkheim developed his analyses and theories on the basis of a quite different ontology.
 He saw history as a process of ongoing differentiation. This was therefore the case with human societies: earlier primitive societies were transformed into modern societies through the application of technical innovations in the production process. To prevent a Hobbesian war, society should develop processes of integration that countered processes of disintegration.  Primitive societies such as hunter-gatherer and horticultural societies were characterised by their use of primitive production techniques. Societal integration was achieved through a primitive religion. As outlined in chapter one, gods in a primitive religion are assumed to be arbitrary despots, who demand to be beseeched. If they are not praised enough, they might punish people, for instance, by creating internal-group conflict. Gods also have to fight against other gods or devils, who reign over other groups of people or societies. In this way, primitive beliefs create and maintain a structure of groups and societies characterised by internal solidarity and external rivalry. Because a primitive society is small and homogeneous, its solidarity is mechanical in nature – the priest is responsible for a good relationship with the gods, and the ruler is responsible for law and order. Parents are responsible for the socialisation and education of children in the tradition of their culture. The ordinary people have to obey the rules set by the ruling elite – mainly priests and rulers. At the stage of horticultural societies, there were reasons for people to evaluate their production techniques and try to intensify their use of land and improve their economic productivity. In later stages, the transformation of agrarian societies into industrial ones triggered a process of differentiation and specialisation.
 As well as the advantages in terms of growing production and consumption, there was a great threat of disintegration. Modern societies are, however, rather complex phenomena and it is far from clear how a sufficient degree of cohesion can be maintained. According to Durkheim, a modern society cannot be organised mechanically as can a primitive society. A modern society must be compared with a human body, which is a very complex system of physiological processes. The body is an organism that consists of a series of organs that are functionally interrelated to each other. When we use this biological metaphor in organising a human society we must make structures that represent ‘organs’ – that are important functional specialisations. Then society must create platforms of consultation, where these organs can communicate with each other about the functioning of the organism as a whole. The government must be held responsible for the organisation of the functions and their interaction. Because the functioning of organs is highly dependent on the good functioning of the organism as a whole, consensus must and can be reached. 

The way in which labour relations in Europe are organised reflects this Durkheimian functionalism. Labour conditions are highly influenced by tripartite consultations and negotiations between unions and employers’ organisations that are officially recognised by the government. Only after having reached consensus can society function well – as long as there are conflicts between the different functions society is ‘ill’. Exchange of information and moral persuasion are the tools that must be used to bring the relevant organisations in line with each other.

When we compare Durkheim with Marx various differences are important. While Marx stresses the class conflict in a capitalist society, Durkheim sees the functional specialisations of any modern society, whether capitalist or not, as its main characteristic. This implies that Durkheimian disintegration can only be overcome through consensus among the relevant functional representations about the functioning of society as a whole. Marxian disintegration can be overcome only by a victory of the proletariat over the capitalists. The difference is thus essentially of an ontological character: according to Marx, conflicts must lead to a winner and a loser, while according to Durkheim, conflicts must be solved by communication and reaching consensus. Marx’s moral philosophical roots can be traced to Rousseau, while Durkheim’s analyses are rooted in the moral philosophy of Hobbes.

Two other sociologists dominated the debates in the first half of the twentieth century; Weber and Parsons. In the following we will briefly discuss their main contributions.

Max Weber (1864–1920) developed a macro view of the functioning of societies in general and of economies more specifically, characterising human history as a process of rationalisation.
 Primitive societies can be characterised by traditional behaviour. People accept the rules set by the elite, so as to discipline their emotional selves. When they faced economic problems, people increasingly thought about more sophisticated techniques of production. This process of economic rationalisation became increasingly a source of deliberation about other aspects of society.

While orthodox and neoclassical economists typified man as an economic being, in Weber’s ontology he is assumed to be primarily a social being. Society is not an aggregate of individuals, but a set of interrelated groups. Each group has its own specific culture, which is integrated to various extents with other groups through an overarching common culture. This integration is always far from perfect; society’s unity is constantly threatened by internal conflicts. Christians may have values that differ from those of Muslims, religious groups may have values that are different from those of atheist groups. Within the economy, capitalists may have different views compared with those of groups of workers. 

When trying to explain the functioning of society, Weber acknowledged social life to be very complex. Because he considered it impossible to predict human behaviour, it was also impossible to predict the behaviour of workers, firms and consumers. The search for causal explanations was too difficult to succeed. He therefore developed a different epistemology: If we try to understand the way people understand the world, we can understand their behaviour. So, in contrast to searching for causes, he advocated a search for reasons. For example, when we know of a person that she is a woman and a Muslim, we understand the reason why she is wearing a headscarf. Or, when a person who is member of a socialist union operating in a capitalist society participates in a strike and claims a higher wage, we know that his claim is just a means to finally reach the ultimate goal: overthrowing the capitalist regime. As soon as we understand the socialist world view, and the socialist view of capitalism, we understand the behaviour of a socialist worker during a strike. 

If we discover a group of people with a strange culture, we need to understand this culture first. An effective method to increase our understanding of a different culture is so-called participative observation. The researcher becomes a member of the group and lives his or her daily life among the other members, and thus increasingly learns the rules (norms) of the group and the view they have of their world.  A good example is a modern hospital. There are many groups of staff, including physicians and different sorts of managers. They all have their own culture – i.e., their own interpretation of the situation.
 Physicians consider managers as servants – they must support the work done by physicians. Managers, on the other hand, have developed the idea of being the co-ordinators and controllers of the work done by physicians. If the members of the two groups never imagine themselves being members of the other group, they will never learn to understand each other. If they were to observe each other in a participative way, growing understanding of each other’s distinctive role may result.

Weber applied his approach to the problem of economic growth. In the first half of the second millennium, he reasoned, most parts of the world did not show any economic progress. From the sixteenth century onwards, Western European economies started to grow. Why did it happen in that part of the world and why did it happen in that period? Weber’s answer was that a growing group of people adopted the typical Protestant world-view. To understand this relationship we have to find out what this view means. Weber discovered that Protestants considered humans to be the stewards of the Earth. Their thinking went: ‘God has given us the freedom and responsibility to develop our talents and to use the potential of the universe to our own advantage and to the advantage of our fellow humans. We must save a large part of our income to finance high levels of investment and production. We can trust God that he will bless us when we work hard.’

Their activities had a strong positive effect on the opportunities of other people. In the Netherlands it resulted in the Golden Age, which made this country a world leader.
 

Talcott Parsons (1902–1979) can be considered as the sociologist who prepared his discipline for a transition towards a more micro orientated approach. When we explain history from a macro point of view, we implicitly make assumptions about the basic drives that set people in motion. Without any idea about the motives of people we cannot explain why they react upon changes in their circumstances. An orthodox economist explains why people consume more in case of an increase in income by referring to the human drive to maximise utilities by consuming goods. But in a more general approach we must specify more carefully the different drives that force humans in different directions. 

Parsons used the systems approach to clarify a particular situation.
 A system is a set of interrelated elements. When explaining societal developments we can distinguish between three different systems: the personality system (1), the social system (2) and the cultural system (3). The first system relates the different elements that can be distinguished within a personality: its body, its goals, its relationships with other people, for instance. The social system ranks the different roles within society. A role reflects the general expectations with respect to the tasks and functions of particular positions. Examples of rankings are the interrelationships between management and staff and the rank and file in a firm, or the relative position of the parents and the children in a family, and that of the politicians and the citizens in a nation state. The cultural system relates the different persons, groups and institutions, and integrates them in one, overarching system by means of a set of common views or maps, values and norms. Thus modern Dutch culture is characterised by small power distances between different hierarchical levels and the Dutch are quite individualistic and feminine in their social relationships.
 Latin American culture, however, is much more masculine and shows large power distances in its hierarchies. In the Parsonian approach the personality system, the social system and the cultural system are highly interrelated. Imagine that an increasing number of Dutch firms were managed by American CEO’s. These people import maps and values from their American cultural system. This would affect Dutch cultural systems. These changes would trigger changes in the Dutch social and personality systems. The role of shareholders may change under American influence, which leads to adjustment in the personality of Dutch managers, for instance. Processes of institutionalisation imply ongoing changes in Dutch society.

In a later publication Parsons sought to establish the necessary conditions for a system to survive and stay integrated.
 Therefore he made a distinction between aspect-systems and subsystems.
 Every subsystem can be interpreted as a set of interrelated aspect-systems. For a subsystem to function well, all aspect-systems must function well. Now persons, organisations and institutions can be considered as subsystems of society at large. They are constituted by a series of necessary aspect-systems. Parsons distinguishes four: 

(1) Every subsystem must have an aspect-system that takes care of the input-output relation with his natural environment; Parsons call this system ‘adaptation’; we call this the economic aspect-system;

(2) Every subsystem must have an aspect-system that produces a goal; Parsons calls this system ‘goal-attainment’; we call this the psychic aspect-system;

(3) Every subsystem must have  an aspect-system that establishes a generally accepted stratification; Parsons calls this system ‘integration’; we call it the social aspect-system;

(4) Every subsystem must have an aspect-system that maintains control over the whole of the system; Parsons calls this system ‘latency’; we call this the political aspect-system or the system of governance.

In his book, Action Theory and the Human Condition (1978), Parsons places human society within the system of the universe. Now the physical-chemical system offers us the necessary ‘adaptation’. The so-called organic system (which is the embodied mind) offers us the goals, and human society delivers the necessary integration between the different social systems. Finally a ‘telic’ system offers us meaning and a set of values and beliefs that results from our thinking about the meaning of the universe.

In summary, we can conclude that Parsons has offered us a systematic treatment of the typical actions of individual persons (1937), of typical inter-action patterns on the level of societies (1951) and of the universe as a whole (1978). No other social scientist has ever produced such an impressive analysis of the human condition; reason enough for the prestigious American Sociological Association to call Parsons the greatest sociologist of the twentieth century.    

7. Economics in the Interbellum: The Macro Revolution of Keynes

While macro-orientated sociology was searching for micro-foundations, economics was in need of a macro-foundation of its micro-orientated theories. As we saw in former sections of this chapter, classical political economy has a bias towards laissez-faire policy. If governments do not interfere in market processes many invisible hands steer the economy as a whole towards equilibrium. Neoclassical economists increasingly ignored the aspect-character of their research programme and assumed that neoclassical analysis and theory are accurate descriptions and explanations of the behaviour of real-life markets and market economies. In other words, on the basis of the neoclassical paradigm, a macroeconomics had developed assuming that a free market economy is always close to equilibrium. If one micro market should face disequilibrium the excess of demand or excess of supply is too small to push the economy as a whole into disequilibrium. Other markets are buffers dampening the diffusion of excesses. This macroeconomics is called Classical Theory and it explains why governments must abstain from intervention in the macro economy. One important political implication was the claim for budget equilibrium: government expenditures must always be equal to government receipts. There is, however, one market which is not small relative to the economy as a whole: the money market. Every transaction is an exchange between a particular good and money. Thus, if the money market is in disequilibrium all markets are affected by it. Therefore government intervention in the money market is necessary. 
At the beginning of the twentieth century most Western economies applied the gold standard as their monetary system. Fluctuations in the amount of gold in the vaults of the central banks guaranteed that money creation stayed in line with the real needs of the economy. When in 1929 the Western world faced a big crash on the New York Stock Exchange, with disastrous effects on the functioning of their economies, it meant an enormous challenge to Classical theorists. The whole Western world went into a deep depression. Investments decreased while interest rates were almost zero. Production and employment decreased although prices of goods and wages appeared flexible, and they were adjusted in a downward direction.  In many countries politicians increasingly ignored classical policy advice – they abandoned the gold standard, accepted budgetary deficits and tried to protect national production via import restrictions. 

Some economists, however, had expressed their doubts about the Classical Theory already before the Wall Street Crash and the Great Depression. Besides Marx it was especially Hobson who stressed the possibility of under-consumption. In times of recession and depression, wage decreases may affect the macro level of consumption negatively. Workers tend to consume a higher share of their income compared with capitalists. So, a shift in the income distribution from workers to capitalists, which often takes place when the economy moves from a hausse into a baisse, leads to a lower level of consumption. But the greatest attack came from John Maynard Keynes. He criticised most fundamentally the neoclassical philosophy and came to very different macroeconomic policy conclusions. 

Keynes was interested in an explanation of the functioning of the real life economies of his time – not in the development of aspect-systems and the formulation of universal and eternal economic laws like the neoclassical economists.
 His ontology, epistemology and methodology are quite different. While the neoclassical foundations of the macroeconomic Classical Theory are derived from a mechanistic and atomistic ontology, Keynes assumes an organic world, which is evolving and never reaches complete equilibrium. His epistemology is less rationalist and offers room for knowledge acquired from instinct, intuition and judgment. Methodologically Keynes tends to a collectivist rather than an individualist position. In order to make his attack as effective as possible he attempted to show the instability of a free market system by changing only a minimum of neoclassical assumptions. Therefore it looks as if Keynes’ theory does not differ very much from neoclassical economics. In his collected writings, however, we discover a Keynes who is philosophically quite different from the neoclassical paradigm. 

As already said, Keynes approaches human societies more organically and historically. His agents are not perfectly rational and socially independent and do not have perfect knowledge about their capacities and needs and about the characteristics of their environment. Keynes only abstracts from variables that are less important for the explanation of the phenomena under study – he does not isolate typical economic factors from non-economic factors. Because of the open character of his ‘reality’, humans have to make their decisions under uncertainty. It means that they lack important information to make reliable predictions of future events. Therefore, they must fall back on other ‘sources of information’. When entrepreneurs must decide whether or not to invest they like to have estimations of future costs and revenues. Especially in unstable periods these estimations are unreliable. Then they fall back on their ‘animal spirits’, which tell them to invest or not to invest. Entrepreneurial optimism and pessimism is significantly affected by the general mood of the entrepreneurs considered as a collective. So with the group of financial investors: when buying and selling financial instruments on the stock exchange, individual actors are very sensitive to the general climate of optimism or pessimism of the investors as collective.

Keynes analysed the functioning of a later stage of the capitalist system. He called this stage ‘managed capitalism’. Important sectors of industry are no longer characterised by severe competition. Prices of goods are set via mark-up methods. Wages are the result of collective bargaining rather than being determined by supply and demand on the markets. Because of increasing prosperity the propensity of the masses of workers to consume declines. This makes under-consumption a permanent threat and the system prone to depression. The nominal interest rate tends to be close to its minimum level. We can conclude that in the stage of managed capitalism macro prices are less sensitive to excess of demand or excess of supply on the markets. The invisible hand has become less effective, making intervention from outside the system necessary, once the system is in a depression. According to Keynes, it is the government that must intervene by stimulating government expenditures financed by money creation. Budgetary deficits must be accepted in the short term and will whither away when economic growth is restored by the collective stimulus.
8. Post-war Economic Growth in Western Europe

When the Second World War was over there was a strong awareness in Western Europe that radical solutions to societal problems had to be prevented. From conservatism we can learn that order is an important condition for a prosperous and fair society. But too much conservatism creates resentment among the working class. From socialism we can learn that equality is an important condition for a prosperous and orderly society. But too much socialism creates resentment among the middle class. From liberalism we can learn that individual freedom is an important condition for a prosperous, fair and orderly society. But too much freedom creates resentment among both the working and the middle class. The key to peace and prosperity is to be found in a balance between order, equality and freedom.

From the functionalist and conflict approaches in classical sociology, politicians have learned to build a corporatist structure that organises the ongoing societal debate between the important occupational and professional organisations. In Western Europe the outcome of the consultations and negotiations was a strong commitment towards the construction of a steady welfare state. This state had to guarantee all citizens social participation and economic welfare at a decent level. Private property can only be protected effectively in a society without large groups of outsiders and have-nots. These guarantees can only be maintained if the population is healthy and well-educated. To meet these conditions the government has to organise an effective system of health care and education that is accessible for all citizens. For those who appear to be unable to care for themselves, an extensive system of social protection must prevent people from ‘falling through the net’.

From economics, politicians have learned to adopt legislation necessary for a well-functioning free market sector. The freedom to start a business is a strong incentive to work hard, and save and invest capital. It appears a very efficient way to reach higher levels of prosperity. From Keynes, politicians have learned to implement anti-cyclical budgetary and monetary policies. If not, free market economies can get into a depression, while having no mechanisms to recover. That would mean a serious threat to the survival of individual freedom as a main institution. From neoclassical and Marxian economists, politicians have learned to implement competition policies. There is, especially in the manufacturing sector, a strong tendency towards concentration and monopoly power, which can be abused. Therefore the government must intervene if necessary.

Western European countries, especially those countries that had become members of the European Union, have implemented policies as mentioned above. Because of the success of the EU, membership has become extremely popular among the European countries that are not yet members. The main factors that are responsible for this unprecedented success can be summarised as follows:

(1) A structure of consultation that is responsible for order and equality;

(2) A welfare system that is the result of the ongoing consultations and negotiations;

(3) This welfare system produces health care, education and social protection for all citizens;

(4) The government is responsible for the protection of private property;

(5) The government is responsible for the implementation of anti-cyclical budgetary and monetary policies;

(6) The government is responsible for the implementation of anti-trust policies, so as to prevent unacceptable market power of private organisations;

(7) The government is responsible for the adoption of legislation that makes a flourishing capitalist sector possible.

If societies meet these conditions the capitalist sector has the potential to produce the goods that are warranted by the mass of the people. Competition between firms will force them permanently to strive to improve their production methods and products. This results in technical progress which is the basis for ongoing increases in labour productivity. It leads to wage and profit increases. If profits are used to finance new investments, the business sector will remain solvent and competitive; in other words, growth will be sustainable. 

A final question must be asked: does Western European economic and social history contain lessons for other regions in the world? Or, do Western economics and sociology contain lessons for other regions? These questions are too big to be answered quickly. It took Europe several centuries to more or less solve its economic and social problems. If other areas take several decades or just one century to solve their problems, that would mean a great achievement in itself. 

Appendix Test questions about Genesis and Development of Economics as a Social Science 
 (1)

Moral philosophy is about human nature and its consequences for societal order. It provides social scientists with ideas on the basis of which ideal-typical structures of societies can be constructed.

a. Give three examples of ideas that appear important in this respect.

b. Explain in which way these ideas can be transformed into ideal-typical societal structures.

(2)

Classical Political Economy aims at an analysis of the capitalist system as it functioned in the Western world of the 18th and 19th century.

a. Mention two methodologically important differences between the analysis by Smith and the analysis by Marx.

(3)

Neoclassical economics criticised the methodology of the Classical Political Economy. According to the neo-classicists science must develop universal laws, like physicists are doing.

a. Which strategy did they propose to discover these universal laws?

b. Which societal structure leads to a maximum of efficiency according to the neo-classicists?

(4)

Institutionalists opposed to the typical economic approach of the neoclassical economists.

a. What is their methodological critique of neoclassical economics?

b. Which alternative do they offer? Explain.

(5)

Classical sociology places the economy in the context of society as a whole. The economy is one among several main institutions that constitute society.

a. Mention four main institutions and discuss the function of each institution in the whole of society.

b. Characterise this approach in terms of ontology and methodology, and clarify your answer.

(6)

Marx analyses the capitalist system in terms of class conflict. Capitalists accumulate and concentrate capital.

a. What is the effect on the wage rate and on the employment level? Clarify your answer.

b. What is the reaction of the workers? Clarify your answer.

(7)

Durkheim analyses society in terms of a historical process of differentiation.

a. What do we mean with ‘differentiation’?

b. Which problem must be solved to prevent society from falling apart? Explain.

c. Which societal structure may be able to prevent this falling apart?

(8)

According to Weber the historical trend is characterised by rationalisation.

a. What did he mean by ‘rationalisation’?

Weber explained the unprecedented process of economic growth in the 16th and 17th century by referring to the increasing number of Protestants.

b. Clarify this relationship.

c.  Explain why the process of rationalisation does not conflict with a primary role for religion in the typical Weberian approach.

(9)

If we want to understand human behaviour, we must understand the way humans understand the world.

a. Explain what the sentence in the stem means, and illustrate your explication by means of an example.

(10)

According to the American Sociological Association Talcott Parsons is the greatest social scientist of the 20th century. He constructed an effective tool of analysis: the universe as a system of subsystems and aspect-systems.

a. What is meant by the concepts ‘subsystem’ and ‘aspect-system’?

b. Which are the four aspect-systems as distinguished by Parsons? Clarify their function in the whole of the system.

(11)

The Thirties of the 20th century is characterised by a great depression. Neoclassical economics had difficulties in understanding this phenomenon. Keynes offered an alternative analysis of late capitalism. 

a. Why is a free market economy an unstable system according to Keynes?

b. What is a typical Keynesian policy advice in case of a deep depression? Clarify your answer.

(12)

In the real world economic, social and political processes inter-act. The history of the period 1919-1939 shows this interaction clearly.

a. Give an example of an interaction between economic and social processes in that period.

b. Give an example of an interaction between economic and political processes in that period.

c. Did Europe learn lessons from the experiences of the history of the period 1919-1939? Clarify your answer.

(13)

West European countries established a corporatist structure of consultation in order to keep social peace. These consultations led to the construction of a welfare state.

a. What is meant by a corporatist structure? Give a sketch of a particular structure as a matter of illustration.

b. Which principles are expressions of the idea of a welfare state? 

c. Give three examples of subsystems that are part of the welfare state system. Clarify your answer.

(14)

The lessons that Post war Europe drew from its recent history culminated in an institutional structure of its economies and societies that is supposed to promote economic growth most efficiently.

a. Mention three elements of this structure. Clarify why these elements belong to a consistent whole.

III Multidisciplinary Economics, an Introduction
1. Welcome to the university

At the university we analyse the universe. The term ‘analysis’ means ‘to make a distinction between’. One important distinction that can be made is between humans and non-humans. The behaviour of non-humans is analysed in the beta-sciences. The behaviour of humans is analysed by the gamma-sciences, while taking the results of the beta-sciences as given. There is fortunately a growing body of literature that connects beta with gamma study under the name ‘ecology’. Besides gamma and beta we distinguish alpha-sciences, which reflect upon our culture, as an expression of human imagination and civilisation.
 Since the results of the gamma-sciences are an important part of human imagination and civilisation, any separation between the two areas is superficial. As the alpha-sciences give important philosophical, linguistic and historical accounts of our knowledge, basic alpha-knowledge is a prerequisite for a good understanding of any gamma-science.

The three major parts of science, namely alpha, beta and gamma, are highly interrelated. As indicated above, ecology is the bridge between beta and gamma, while gamma is actually a very important part of alpha. The remaining interaction is that between alpha and beta. The bridge between the two areas is technology assessment. It is about the question whether the results of beta-sciences contribute to the way we want to live our lives. Technology can become a power that dominates us. If that is true, we must make technology just an instrument in the hands of people to serve their goals and the goals of all the creatures in the universe.

In Figure 1 we have presented the idea of one world. 


Figure 1: The interrelatedness of all sciences

2. Welcome to the gamma-sciences

When studying the behaviour of humans we can distinguish between three types of relationships:

(1) The relationship between humans and their non-human environment:  the subject-matter of economics;

(2) The relationship between humans: the subject-matter of sociology;

(3) The relationship between a human and his or her self: the subject-matter of psychology.

These three social sciences study the three primary aspects of human life. Over time there is a process of specialisation and crossing-borders, making the actual organisation of universities quite complex and difficult to characterise. Besides a division of gamma-sciences in terms of different aspects of human life, many divisions in terms of sectors or realms of society can be distinguished, for instance, business studies, political science (mostly about the government) and consumer behaviour. So, when seeking to understand a particular discipline, we must ask for the aspect to be studied or for the part of human real-life that is the focus of the analysis.

The three primary social sciences are distinguished on the basis of the three primary aspects of human behaviour. Any action or move by any person reflects the three aspects. If a person buys a subscription to a fitness centre, it can be motivated economically: physical training improves their health and after the training they feel great. It can also be socially motivated: all members of the group to which our person belongs are doing it. It is customary for humans to show each other a physically attractive body where the criteria of attractiveness are determined by the culture of the group. Finally, the person can be psychically motivated. A low level of self-respect drives them to get rid of the bad feelings about the self through fitness training. Most of the time, such a solution to a psychic problem is not very effective. Low self-respect can only be solved by a careful analysis of its psychic causes and through a subsequent re-definition of the self. Solutions to problems of a psychic nature have their effects – both positive and negative – on the economic and social situation. So with economic and social success: they affect the situation with other aspects.

In Figure 2 we show the interrelatedness of the three primary social sciences.


[image: image1]
Figure 2: The interrelatedness of the primary gamma-sciences

In the example of the fitness centre, scarce resources are spent to improve or maintain one’s status in the group. If the person belongs to a prestigious group, he or she may claim a higher reward for particular labour services. If the employer belongs to the same group, discrimination may occur. In this way the economic aspect and the social aspect are inter-related. A particular level of self-respect might lead to the purchase of a big car or to the use of drugs. If this is not very effective, the person might be stimulated to buy an even bigger car or use more drugs. In this way the interrelationship between the economic and the psychic aspect leads to a circle. In general it is very costly to escape from such circles, economically as well as psychically. The interrelationship between the social and the psychic aspect runs via the relationship that exists between someone’s status in the eyes of relevant others, and his status in the eyes of the person him- or herself.

3. Welcome to economics

When studying economics one should be aware that this discipline can be characterised in two ways:

(a) Economics is the study of the economic aspect of human behaviour;

(b) Economics studies the functioning of real-life economies or parts of them.

The former – the analysis of the economic aspect – must give us the analytical and theoretical instruments to observe and explain the latter. Some economists assume that we can ignore the other aspects when it comes to explaining the economy. Because of competition between firms and between workers, economic actors cannot afford to pay much attention to psychic and social motives. For instance, if an employer is inclined to discriminate against women or ethnic minorities, he cannot compete with employers operating in the same market who do not discriminate. If a person accepts a job that is bad for his self-respect, nobody except the person himself will suffer. If the person discovers his choice to be irrational, he may change his behaviour – in economics we call this a preference change. But this kind of irrationality will not affect the functioning of real-life economies. Preference change is a normal fact of life. Whether it is caused by irrationality or a drive to novelty, this does not affect our analysis of economic processes. The idea that analysis of the economic aspect is able to explain the functioning of real-life economies is called economic naturalism.

Some other economists disagree with economic naturalism. They strive to develop a theoretical instrument to observe and explain real-life human behaviour that takes other aspects into account. This is called multidisciplinary economics. When explicitly taking the social and the psychical aspect into account, one has an analytical instrument that not only improves the observation and explanation of human behaviour in real-life economies. It is also a superior instrument to explain behaviour in other sectors of society, such as the family, the government and the informal sector.

To understand different schools of thought within economics, it is wise to start with a careful exposition of the analysis of the economic aspect. This body of knowledge is called orthodox economics; the methodology used is often called ‘neoclassical’. The main characteristic of this methodology is a strategy that isolates the operation of the economic force from the operation of other forces that motivate people. This method can be compared with the experimental method often used in physics. But where the laboratory conditions in physics makes it possible to construct a situation in which the force to be studied is isolated from other forces in laboratories, orthodox economists have to construct these isolations just in their minds – a thought-experiment, in which they create a so-called economic world. This is a world where the economic force is the only one in operation. We know, however, that in the real world different forces are operating at the same time. So we must use our economic world as a simple picture that can be made more sophisticated by relaxing step-by-step the strict assumptions that are made. In the next section we will deal with the construction of this world.

4. The economic world

In the economic world all action is economic in nature, and is economically motivated. There is only one problem, the omni-present problem of scarcity. Scarcity is defined as the ratio between the needs of actors and the resources that are available to satisfy these needs. All actors are motivated to minimise this ratio as much as possible. 

To isolate this drive from the operation of the social force, we assume that that are no social relationships. All relationships between people are of an economic kind. So, if I enter a shop, the shopkeeper is just a scarce resource for me, not a human being, including a set of inalienable rights and duties. If there had not been any shopkeeper, but just a vending machine, it would not have made any difference to me. This implies, for instance, that I do not care whether the shopkeeper is male or female, black or white. There is no social distinction; neither rivalry nor solidarity between different religious or ethnic groups, between employed and unemployed, young and old, healthy and sick or handicapped people. Every actor is an independent individual without any social right or duty. 

To isolate the economic force from the operation of the psychic force, we assume that actors are rational. This means that human behaviour is based on deliberately collected information about the costs and benefits of every possible strategy. Emotions do not play any role when taking decisions. They only play a role when establishing what is desired and preferred. For example, if your beloved grandmother gave you a watch, it has much value to you. The emotion – the memory of your grandmother – makes the watch to a very valuable object for you. A rational approach to this problem would be as follows: first establish the value that you attach to the watch. Assume that this value of use is 10,000 euros. If another person is offering you 10,001 euros, it is rational for you to sell the watch to that person. If the price that is offered is lower than 10,000 euros, it is not rational to sell. An example of an emotional action is the following: you are shopping and suddenly you see a pair of very nice shoes; the size appears exactly the right one. You decide to immediately buy it, without even asking for the price; you simply use your debit card. This is not a rational but an emotional action. There is just the emotion of desire, without any deliberate weighing of costs and benefits.

Besides the economic, asocial and rational characteristic, a fourth condition has been formulated, namely that classical logic can be applied in economic analysis. Classical logic is based on a couple of axioms, of which the law of identity is an important one. This law says that a = a. This sounds rather logical, but when we apply it, we must be aware of the following problem. Suppose trade unions declare a strike. They do this frequently, not only in The Netherlands, but also in other European countries. Now we are going to count the number of strikes in the different regions of Europe and compare the results with each other. In our calculations we give a strike the symbol ‘a’. According to applied classical logic, a strike is a strike. So, if we observe strikes occurring five times, the total is five. But in practice, one particular strike is never exactly the same as another strike. In other words, it is not true that a = a, when applied to real phenomena. The content or meaning of the concept ‘strike’ is different for different countries and it changes over time. By applying classical logic in straightforward way, without careful research as to the homogeneity of the phenomena that are categorised, we can make serious mistakes.

In conclusion, we can say that the economic world is based on four axioms:

(1) Persons are economic actors: they are driven by the economic force, leading to a maximisation of utilities, derived from the consumption of goods, under the restriction of the available resources.

(2) Persons are asocial actors: they do not recognise each other as bearers of human rights and duties.

(3) Persons are rational actors: their behaviour is based on a deliberate account of the costs and benefits of all options available.

(4) Classical logic can be applied when analysing the relationships that exist in this world. 

                                                                *

When distinguishing between gamma and non-gamma sciences, we make a distinction between two parts of the universe, namely ‘humans’ and ‘non-humans’. The last category consists of physical objects, such as rock, earth, metal and liquids, and living organisms, such as plants and animals. They are the environment of human beings; they constitute the human habitat. Actually the person who makes economic decisions also lives in a body and has a mind, which are structured in particular ways. The decision taker has to deal with these structures. Now we face a typical ecological problem: physical, chemical, biological and psychic structures surround us; they affect us and our decisions affect our surroundings. It is very important to be aware of the interrelationships between different sorts of structures that constitute our environment. For example, if we eat a lot of some food, we apparently like the food because of its excellent taste and smell. But it has consequences for the physiological and psychic processes in our body and our mind. If the long-term consequences are quite negative, it is undesirable to continue eating that much. The study of the interrelationships between the human systems and their environment are called ecology.
Now we have ecological awareness, we must deal with a few physical and ecological principles first. Thereafter, we will see that these principles must also be applied to our consumption and production behaviour.

5. Ecological intermezzo

Every scientific theory needs an analysis of the relevant situation. An analysis can only be made after we interpret the situation; otherwise, we do not know how to start. The search for fruitful interpretations is a creative process, in which the scientist can use interpretations of earlier scientists in his own field or scientists in different fields. We started our text with the idea of the universe being one world. Now we add to this the idea of a world that is ‘inspired materiality’. Human beings are embodied minds (the mind lives in the body) and the same holds for animals and plants. Some physicists also approach atoms as inspired materiality. But in gamma-sciences the idea of inspired materiality is very important. 

Another idea is to picture the universe as a system, which consists of many subsystems and aspect-systems. A system is defined as a set of interrelated elements, where every element is a manifestation of ‘inspired materiality’: a human being, a human body, a cell, an atom, an electron, etc. The universe is the largest system; in fact it is the whole system. When we assume elements to be inspired entities, the system as a whole is an organic system, a living system, which expands or contracts, or, more generally, which evolves. In an organic system, the elements are heterogeneous. When we take the human body as an example, the lung is different from the heart, and the kidneys differ from the legs, they all have different functions. So with human society – it can be interpreted as an organism, which consists of different organs; family, economy, government and education, for instance.

When studying the ecology of the universe, in which the human being must function well, we can trace a few important principles. Two of them will briefly be discussed now. The first is the principle of homeostasis. This principle refers to a mechanism in organic systems, which leads to an ongoing process of adjustment of systems to changes in their environment. We can imagine a situation of equilibrium of the system as a whole, where all subsystems and aspect-systems are in equilibrium. As already said, elements in an organic system are heterogeneous. Equilibrium means: an optimal composition of a number of different elements that constitute a particular substance. If a system is not in equilibrium, it does not function optimally. If some elements that are part of a malfunctioning system, feel badly – in the language of economics, these elements experience a relatively low level of utility – they are motivated to change their position until the system has returned to equilibrium. As a matter of illustration we can take a badly functioning football team. Some players appear dysfunctional, and others express their irritation about their play. Finally they leave the team and search for more comfortable positions. 
The second is the principle of entropy. This holds that natural processes are characterised by an inherent tendency towards dissipation of useful energy. This principle is often interpreted as a force within systems that transforms order into disorder. In other words, every system needs some maintenance; otherwise it disintegrates. So, if we apply this principle to the human body and the human mind, we must feed them, otherwise they disintegrate. With respect to the body, this idea reflects our daily practice of eating and drinking, and wearing clothing. With respect to the mind, we can refer to problems of psychic disintegration in the case of people who are imprisoned and put into complete isolation, for instance.  With respect to firms, not only workers need to restore themselves after having delivered some effort; also machines need regular repair and maintenance. When dealing with a number of economic principles we come back to this ecological principle.

When taking the two ecological principles together, we can derive an important conclusion: every system needs a particular composition of different sorts of elements (1), and there is an optimal distribution in the number of elements that are part of the system (2). Maintenance is necessary to keep the system integrated (3). We will illustrate this by means of a few examples:

(a) Imagine that a particular organ in the human body has the following composition: 6 units of protein, 4 units of vitamin, 3 units of carbohydrate, 2 units of fat-cells, 19 units of water and 17 units of oxygen. If the actual composition deviates from its optimum, the organ functions less efficiently. A malfunctioning organ has negative effects on the functioning of the system as a whole. A person with a malfunctioning organ feels bad and is motivated to change his behaviour: the person decides to eat or to drink, or to dress himself in warmer clothes, and, if necessary, to take some medicine.

(b) A particular group of people that has the task to build a house on the basis of a design made by an architect, has the following optimal composition: 2 carpenters, 1 plumber, 3 electricians, 2 plasterers and 3 unskilled workers. If the actual composition differs from the optimal composition, the group will function less efficiently. Of course it is possible to build the house if there are only 2 electricians or only 1 carpenter, but efficiency can be increased by composing the team optimally. 

(c) A Board of Directors of a large multinational company is composed of 4 business economists, 2 psychologists, 3 lawyers and 2 sociologists. We can wonder whether this composition is the optimal one. In some cultures it is very important to have good lawyers with different specialisations in the executive board. In some fields the production technique is quite specific and is it important to have some engineers on the Board. We can also look for a balance in personalities within the Board: 10 people with a high degree of masculinity in the board may be too much. Some women on the Board of a company may improve the efficiency of the process of decision making.

When looking at this problem from a historical point of view, we observe that our knowledge has become more sophisticated over time; at least our knowledge with respect to physical and chemical processes. It means that we are able to construct newly composed and therefore more efficient systems. Our machines are very different from the machines of hundreds of years ago. The human body of the younger generation differs from the bodies of the older generation when they were young. When looking at sports results we see a marked difference, reflecting increased health. People from the Northern part of the world are taller, and if children from the South are adopted by people from the North they become much taller than their brothers and sisters who stayed in the South. So, we can conclude that technological progress affects the optimal composition of systems. This means that maintenance and renewal of systems must imply an ever-increasing sophistication: a constant change in the composition as a result of growing knowledge.

                                                                  *

In the next paragraph we will show how we can derive a series of important economic laws from our ecological interpretation of the universe. Then we will discuss human behaviour alone, while leaving the economics of animals, plants and natural elements to other texts.

6. Economic analysis

As explained in a previous section, economics is about the relationship between humans and non-humans. Taken from the human perspective, there is a tension between the two substances, which is characterised by scarcity. Scarcity implies a suboptimal composition of the physiological structure of the body and of the psychic structure of the mind. 
To reduce this tension there are two possible reactions. In the first place, part of the available resources can be consumed. This means that utility is derived from goods, thereby satisfying needs. The more goods are consumed, the closer the person comes to reaching their physiological and psychic optimum. If this optimum is reached, and the person continues with the consumption of a particular good, the utility derived from the last unit of the good consumed (which is called marginal utility) will decrease. In economic analysis it is assumed that an increase in the total level of consumption leads to a decrease of the marginal utility of a particular good, given the level of consumption of other goods. In other words, if the composition of the physiological and the psychic structure is optimal, an increase in consumption of one good can only lead to decreasing increases in the level of utility. If the person would still continue increasing their consumption of that good, given the amount of consumption of other goods, the marginal utility will become zero or even negative. If a person increases consumption of all goods that are desired, while leaving the composition intact, the level of utility may increase. Of course the amount of resources available is an effective restriction. So, a maximum amount of utilities is reached as soon as all resources are spent, while maintaining the optimal composition of the physiological and psychic structure. The relationship between the level of consumption and the level of the marginal utility is called the law of diminishing marginal utility. This relationship is shown graphically in Figure 3, where U is the amount of utilities and q the amount of goods consumed. 
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Figure 3: The law of diminishing marginal utility

In the second place, we can increase the amount of resources by sacrificing utilities. By combining a series of inputs in an optimal way, we maximise the net increase of utilities and add these to our productive resources. For instance, we can produce apples by combining an apple orchard with a store, an office and a number of people: some fruit pickers, some transporters and some retailers. This production process leads to a particular quantity of apples supplied that can be bought by other people. Given the state of production technology, there is an optimal composition of inputs, which leads to a maximum of output. If we now increase the volume of one sort of input, while the volumes of the other inputs are given, the increase of the output will decrease. This relationship is called the law of diminishing marginal returns. This relationship is shown graphically in Figure 4, where q is the volume of production and L is the amount of the variable input factor that is used.
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Figure 4: The law of diminishing marginal returns
The law of diminishing marginal utility and the law of diminishing marginal returns reflect the same phenomenon. There is an optimal composition of resources, which produces the maximum level of utilities – in the consumption process as well as in the production process. Suboptimal composition implies a lower level of utilities. There is some substitutability between the different inputs, however. Imagine, for instance, a motor car, of which some parts are made of plastic. If plastic is not available or has become more expensive, rubber may do just as well. In some cases substitution is hardly possible, while in other cases goods have almost perfect substitutes.

Complementarity is the opposite of substitutability. On holiday, a tent is a substitute for a hotel; so with apples and oranges when eating fruit. When apple pickers use a particular tool, there is an optimal composition of workers and tools. But if we attract more workers, while not extending the number of tools, the increase of the volume of production will decrease. Again, there is substitutability, but it is imperfect. In other words, there is some complementarity. In the example of a pen with ink in it, the two elements are perfect complements. Both are completely useless without the other.
Imagine there is technological progress, this means that given the amount of scarce resources we can produce more utilities over time. We try to maintain the optimal composition of resources by spending them. If the increase of the marginal utility of every unit of spending is the same in all directions, we maintain the optimal composition. For instance, whether we eat one more apple, or we buy one more book, the marginal utility of the last unit that is spent, must be the same. This condition is called the rational spending rule. We can also apply this rule to the production process. When the profitability of the last unit of input in whatever direction is the same, we have maximised the value that is produced and the level of utilities that can be derived by consuming this good. 

Demand theory

Consumers maximise their utility by consuming goods, but consumption implies the sacrifice of scarce resources. If the value of the resources that must be sacrificed increases because of an increase of the price, utility maximisation requires a substitution of the good by another good, whose price has not increased. So a price increase implies a decrease in the quantity demanded of a particular good. The negative relationship between the price of a good and its quantity demanded is called the law of demand.
 As soon as a change in the price leads to a change in the real value of the total amount of resources, there is a so-called income effect (change in the quantity demanded for a good as a result of a change in the value of the available resources). This may run counter to the substitution effect as described in the law of demand. Figure 5 presents this law graphically, where P is the price of the good and Q(d) is the quantity demanded.
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Figure 5: the law of demand

The curve shows the maximum price a purchaser is willing to pay when buying a particular amount of the good. If the price a buyer has to pay is relatively high, the utilities sacrificed by not consuming other goods are relatively high as well. This is called the opportunity cost of buying this good. At every point on the demand curve the price is a reservation price, which is defined as the highest price a buyer is willing to pay. If the price of the good is higher than the reservation price – in other words, above the demand curve – the opportunity costs are too high to buy the good, since the purchase would not maximise utility.
Supply theory

The law of diminishing marginal returns describes the relationship between the volume of output and the volume of one variable input, given the volumes of the other inputs. It holds that the increase in output decreases when the volume of the input increases. Diminishing marginal returns imply increasing marginal costs, however. One additional unit of output needs an increasing number of units of input. So, the law of diminishing returns implies an increase in the marginal costs as the volume of output increases. When we multiply the volume of the input by the price of that particular input, and relate this to the volume of the output, we have derived a relationship between the total costs of our variable input and the volume of the output. Now we can derive a relationship between the marginal costs and the volume of the output, by recognising that the marginal costs are defined as the change in (variable) costs as a result of the change in the volume of output. The law of diminishing returns implies an increase in the marginal costs as the volume of output increases.   

As long as the price of the good to be produced is higher than the marginal costs of producing another unit of output, the production of the latest good is beneficial to the firm that produces it. As soon as the price is lower, however, no economically rational firm should produce the good. If the price of the good cannot be influenced by the firm, the marginal cost curve reflects the quantities produced and supplied by the firm. In other words, the marginal cost curve is the supply curve.
 Now we can formulate the so-called law of supply: if the price of a good (P) increases the quantity of that good supplied (Q(s)) will increase as well. This relationship is shown graphically in Figure 6.
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Figure 6: The law of supply
The market as the meeting point of supply and demand

Supply and demand are relationships! Supply relates the price of a particular good with the quantity supplied. Demand relates the price to the quantity demanded. Economic-rational buyers are somewhere on the demand curve; economic-rational suppliers are somewhere on the supply curve. There is one combination of price and quantity in which all market participants are in their optimal position. This is the point at which the two curves intersect. Here the market is in equilibrium. This market equilibrium is shown graphically in Figure 7.

[image: image6]
Figure 7: Market equilibrium

Imagine that the actual quantity supplied is lower than optimal, given the market equilibrium price. Suppliers then have an incentive to increase production, until the actual quantity is equal to the optimal one. The same holds for the buyers: if the actual quantity demanded is higher than the optimal amount, they act sub-optimally. They can increase the utility they get from the last unit spent by substituting another consumption good. 

As far as possible, buyers like to stay below the demand curve, and sellers like to stay above the supply curve. The area indicated by ABC in Figure 7 is a sort of bargaining area. In our analysis we assume that markets are competitive, meaning that competition drives sellers to a price that is just sufficient to pay the equilibrium price for all the inputs that are necessary for the production of the good, including the reward for their own capital (normal profit). This price is equal to the market equilibrium price. In such a situation, the price sellers receive for the goods they sell is equal to the marginal costs. So their marginal returns (which is the price they receive) are higher than or equal to their marginal costs. The total difference, which is equal to the area ABD, is called producer surplus. This surplus can be used to finance the fixed costs of production. The price the consumer of the marginal unit has to pay is equal to the maximum price the consumer is willing to pay (their reservation price). But for all other goods that are bought, the consumer pays a price that is lower than his reservation price. The difference between the amount of money that is paid by buyers, and the amount the buyers were willing to pay for the quantity of the good that is sold, is called consumer surplus. In Figure 7 the area DBC represents this consumer surplus.

In a market economy, there are many markets; for every good there is a market. We have shown that competition between market participants leads to a price and quantity sold that is equal to the equilibrium level. Here all participants are in their optimal position, which means that their utilities are maximised, given the total amount of resources available. So, an economy as a whole has allocated all scarce resources optimally if all markets are competitive and in equilibrium. This situation is called general equilibrium. In the next section we discuss the phenomenon of competition in more detail, and especially explain the concept of perfect competition.

Perfect competition

As we saw in the previous section competition is the force that drives market participants to equilibrium. In general we can say that competition between persons exists, if both want to be owner of one and the same good. Then there must be a mechanism that leads to a solution: a decision about the question of who becomes the owner of a good. If there is a dictator, he can decide to give it to the person he prefers. In case of free markets, there is no dictator or planner. When analysing market processes we assume that every resource or good has an owner, and that property rights are guaranteed perfectly by a government.
 An owner can decide to sell it, while other people can try to seduce the current owner to sell it to them. They can offer him a high price, for instance. If there are many other people who are interested in that particular good, they may bid against each other to see whose willingness to pay is highest. But the owner must recognise that he is not necessarily the only one who owns this particular type of good. So, we are in a situation where a number of demanders as well as a number of suppliers compete with each other, for having a particular amount of the good. Of course the good must be scarce. Otherwise, everyone can take as much as desired, without paying any price. So, in an economic world without dictators or central planners, a process of competition drives buyers and sellers to a combination of prices and quantities of the different goods that is optimal for all parties. In such a situation we call the allocation Pareto-efficient. 
Now we are going to discuss the conditions that must be met to achieve a Pareto-optimal allocation. We call this situation perfect competition. It is the ideal-type of a free market economy as described by orthodox economics. The strategy of constructing an economic world that is presented as a free market society, where all markets are perfectly competitive, is followed for two reasons. In the first place it shows under which conditions prices of goods will perfectly reflect their natural scarcity. In the second place, the series of conditions that must be met to reach optimal allocation of scarce resources – that is the perfect solution to the economic problem –, shows why real economies fail to reach it; or why it may not even be desirable ever to reach this point. 

The following conditions are necessary elements of the concept of perfect competition.

(1) There are many demanders for the goods that are supplied. Many means so many that no one can influence the price. If a new buyer enters the market and is willing to buy goods, this has no effect on the price. In other words, the volume of production that is demanded by one participant is very small compared with the volume of production that is offered for sale in the market as a whole.

(2) There are many suppliers of the goods that are demanded. Many means so many that no one can influence the price. If anew seller enters the market and is willing to sell goods, this has no effect on the price. In other words, the volume of production that is supplied by one participant is very small compared with the volume of production that is offered for sale in the market as a whole.

(3) Market participants have perfect information about their true preferences and about the satisfaction-generating capacities of the goods that are supplied. It means that they never run any risk and act on the basis of complete certainty. By means of this assumption we avoid the influence of the risk we always face when taking decisions on the basis of imperfect information. In practice, purchases can always turn out to be better or worse than expected, of course.

(4) At every market, where many demanders and many suppliers meet each other, the goods to be traded are homogeneous in the eyes of the buyers. So, there is no competition over the quality of the good. If companies are supplying a series of goods with differing qualities – let us say a series of cameras of different quality – for every quality there is a different market, each characterised by many demanders and many suppliers.  

(5) There is free entry and free exit. In other words, it is costless to move from one market to another; or, for newcomers, it is costless to enter a market for the first time. In practice, there are many problems when entering a market: you may need a licence; start-up investments can be extremely large; you are unknown to the potential buyers; insiders have vested interests and may try to create insurmountable barriers. The same with exiting a particular market: if an employer wants to fire a number of people, according to custom or even to particular legislation, this may turn out to be a costly affair. Especially large entry and exit costs diminish the degree of competition in the market. Large exit costs because of labour regulation, for instance, affects wages and quantities demanded. Free exit and entry means that there is perfect mobility of production factors.

(6) All actors are one-man businesses. This means that all relationships are market relationships, and firms are just bundles of contracts that are concluded by the owner of the firm: a series of contracts, for each individual a separate contract; a series of contracts arranging that the owner of the firm we are talking about, owns assets such as a building, some machines, etc.; a couple of contracts arranging the rent of a number of valuable assets. Each (freelance) worker has a contract with a firm, arranging exactly the labour service that is delivered, and a precise specification of the labour conditions – not only the work conditions but also the wage and other forms of reward. In practice, however, a very important function of firms is the formation of groups in the social sense of the word.
 These groups develop a culture that makes it possible to trust each other in the way they operate. This makes it less necessary to specify everything in explicit contracts. If the workers of a firm are really a team, it is not necessary to formulate explicitly all the tasks before signing a contract. If the firm is not only an economic but also a social entity that has reached a stage of perfect harmony, the individual members of this group trust each other. Then everyone can handle many unforeseen problems in a way that fits the expectations of the group as a whole. In an economic world, including (intra-firm) social relationships, firms can also compete with each other by investing in an image of trustworthiness – for workers as well as for customers. Now we have an element of heterogeneity in our model that does not fit the idea of perfect competition. Therefore, in our core model we abstract from the idea of firms being teams. In organisation economics, as well as organisation sociology and organisation psychology, we see how we can create a more realistic picture of firms.

(7) The analysis abstracts time. It is a static analysis, which means that all actions take place at one and the same moment. This suggests that we are perfectly adjusted to our circumstances at every moment in time. In other words, we are always in equilibrium. In practice, circumstances change all the time: there is an ongoing process of technological progress, our preferences regularly change and new discoveries of valuable natural resources take place. To be in our optimum position, we must therefore constantly adjust to the new possibilities and new desires. In our analysis of perfect competition we assume that all these processes of adjustment do not take any time. If we want to make a dynamic analysis, we introduce lags in our relationships. If we discover, for instance, that the price of a particular good has changed, we buy less of that good after some time, but not immediately. If we discover that the quality of a particular good is less than expected, we are in doubt about what to do. Only after some time we may take the decision to buy a close substitute. So, if we really take time seriously in our analysis, and we recognise that our knowledge is less than perfect, we will introduce the phenomenon of learning into our analysis. We can learn from past experiences and from the mistakes we make. To formulate this more accurately, we take history seriously, the story of our failures and successes. This recognition means that it is possible to think that we are in an optimum although we may discover at a later moment that this is not true.

(8) The analysis abstracts space. We assume that all activities take place at one and the same place. This assumption is meant to keep intact the idea that a particular good has just one price. Therefore we have to disregard the problem of the scarcity of space. It is always a costly affair to go from one place to another. Since every activity takes place somewhere, firms cannot perfectly compete only with the price of a particular good – there is always distance that must be bridged between the place of the demander and the place of the supplier. Therefore one supplier is always geographically closer compared with another supplier. So, for a demander in the real world there are no ‘many suppliers’ at the same distance. The same holds true for a supplier: there are no ‘many demanders’ at the same distance. When introducing the element of space, we actually introduce geography as an important element into our economic analysis. In the core model, however, we leave it out, so as to maintain the statement that prices perfectly reflect natural scarcity, and that for every good there is just one price.

(9) There is a government that guarantees private property rights. Imagine I go to a shop and take some products and walk away without having paid for them. Some people do this, but if we all did it, the economy could not function anymore. Production means adding value to particular scarce resources and selling the finished product. But if products are not sold, but simply taken away by others, the production would mean only losses, not profits. So, we are not coming closer to our optimum, on the contrary. The guarantee of private property rights is an extremely important institution, which must be ‘produced’ by the community. In political philosophy this issue is heavily debated and different ways of producing such an institution are discussed. In the Western world governments are held responsible for the maintenance of this institution.
In summary, the economic world is a construction that consists of four axioms. Perfect competition as an ideal-type of market structure is a construction that consists of nine assumptions. If a particular situation meets the conditions that are formulated in these axioms and conditions, the conclusions of our typical analysis hold. The most important conclusion of this orthodox economic analysis is: the allocation of scarce resources is optimal, and prices perfectly reflect natural scarcity. So, if the rent for rooms is 500 euros, nobody can blame the supplier for exploiting tenants. If the price of bread is 4 euros, making it impossible for many poor people to buy it, nobody can blame the bread seller. It is natural scarcity not powerful people that determine the price!

When reviewing the list of axioms and assumptions we must recognise that for most cases they are not very realistic. This implies that prices never perfectly reflect natural scarcity, but in some cases several axioms and assumptions are quite realistic. Moreover, we have a clear-cut idea of how to improve the practical situation so as to make the allocation of resources more efficient. Finally, we can look for situations in which it is even undesirable to structure society as a free market society. Then our analysis gives us insights into the way society must be restructured. As a matter of illustration we imagine the following situations:

(1) Imagine that the natural wage, which is the equilibrium price on the labour market, of a number of particular low-skilled jobs is below subsistence level. Now some people cannot supply their labour service anymore. If they are unable to do a different job – their productivity is lower than the natural wage – they are structurally unemployed. For these people there is no place in our economic world. They cannot feed and shelter themselves and after a while they would die. From a social point of view this is unacceptable. To analyse this problem we need to analyse social relationships and give them a place in our analysis.
 
(2) Imagine the good that is supplied and demanded has negative effects on the health of the consumer. There are many goods that are strongly desired and consumed, but are bad in their effects. People who lack self-control still buy these goods. After a while they become addicted to these goods and they need an increasing amount of the good to keep the degree of satisfaction at the same level. A free market society offers people ample opportunity to become addicted and stay addicted for the rest of their life. In order to understand problems that result from imperfectly rational people, who lack control over themselves, we need to analyse psychic relationships and give them a place in our analysis.

Before we deal with the way in which we can make our economic analysis more realistic, we first discuss two phenomena that play an important role in every economy. In the first place, there is the problem of public goods, and secondly, we have to deal with the problem of externalities.

Individual versus non-individual goods

So far we discussed only the production and sale of individual goods. An individual good is defined as a good that can only be used by the owner. Other people, who did not pay for it, can be excluded from consumption. A second element in the definition of an individual good is the rivalry of consumption. If someone uses the good it cannot be used by other people anymore. So, excludability and rivalry are the elements that make an individual good. 

Goods that are characterised by excludability and non-rivalry are called club goods. Here we can think of tennis clubs – to be allowed to use the courts, one must be member of the club. As long as there is no congestion, the use by one member is not at the cost of the use by other members. 

Goods that are characterised by non-excludability and rivalry are called common goods. Here we can think of the oceans, including the fish. If everyone were free to catch fish, as much as they want, this would lead to over-exploitation and in the end there would be no fish anymore. A more optimal allocation can be reached by establishing an organisation of all countries which declares itself responsible for this area. In other words, the oceans need to be owned by a person or by an organisation or a group of countries, who are supposed to act responsibly, in order to reach an optimal allocation with respect to the quality of these goods and their optimal use. The European Union, for instance, has set fishing quota in an attempt to prevent over-exploitation. European fishermen feel forced to do their work outside the EU-zone, and go to African waters, for instance.
Goods that are characterised by non-excludability and non-rivalry are called public goods. Here we can think of a system of dikes that protects a country against floods or a police force that must protect people against the activities of criminals. If there is a system of dykes, not only those who contributed to the cost of construction but also the people who did not pay are protected (non-excludability). The fact that someone feels safe because of the dykes does not mean that others cannot feel safe anymore. So the consumption of the good by one is not at the cost of the consumption by another person (non-rivalry). It appears difficult to arrive at an optimal allocation of resources when producing public goods. It is especially difficult to discover consumers’ willingness to pay (their reservation price!). A private organisation cannot produce public goods and offer them for sale on the free market. It does not have the legal right to force citizens to pay for the unavoidable use of the good. So, the government must at least organise the sale of the good and determine the prices paid by the users. If the government, therefore, would ask individual citizens for their willingness to pay, everybody would deny their need for protection. In practice, governments estimate the need for dykes in various ways, on the basis of which they decide upon the budget to be spent on the construction of dykes. Thereafter, tax payers have to pay the bill.

Externalities

There is a second problem in our economic world, namely the phenomenon of externalities. There are economic activities, which have effects, not only for the two parties involved in a trade, but also for third parties. For instance, a factory produces goods and sells these goods on the market. Production means the sacrifice of scarce resources, but the goods are sold against prices that at least cover the costs. When selling the good, the buyer pays for all the costs. He only buys it as long as his willingness to pay (the benefits he is expecting from the consumption of the good) is at least equal to the price. In this case the allocation of resources is optimal. But in practice many production and consumption processes have effects on parties other than the seller and the buyer of the good. These are called external effects. For instance, production processes produce smoke, or waste water that must be drained off. This leads to polluted rivers and polluted soil around the factory. This is a cost for people other than the buyer of the good. There are also positive external effects. For instance, in some cities there are areas where beautiful houses are built. If people take a walk and enjoy this beauty, this is a benefit for people other than the owner/consumer of the house. A system of markets cannot handle this problem of externalities. A government must intervene and develop legislation that decides who is responsible for the negative effects. For instance, if a family lives in a house and produces much noise, the law must decide whether this family has the right to produce some noise or that the neighbours have the legal right to peace and quiet. In the first case, the neighbours must take measures to solve their problem. In the second case, the noise-making family must take measures to solve the problem.

Intermezzo

So far our economic world is a reflection of the idea that the economic force is the only force in operation. Moreover, it is assumed that there are no barriers to reaching a situation that is not only optimal for each actor, given his situation; it is also optimal for the economy as a whole. In other words, we have created a world where the famous ‘invisible hand’ operates freely. Now we are going to describe a strategy that makes our picture more realistic. We first sketch a more sophisticated world without changing the basic axioms of the economic world. Then we discuss how we could change the axioms, step-by-step. This would lead to a multi-disciplinary economics. In the end we will come back to the issue of economics being a gamma-science and the issue of the interrelatedness of gamma-, beta- and alpha-sciences.

7. Towards a more realistic picture of the economic world

We have seen that a necessary condition for perfect competition is the presence of many buyers and many sellers. Market participants cannot influence the level of the price. The price is determined by supply and demand. The price determines the quantity demanded, the quantity supplied and the quantity sold. But in practice there are many markets with just a few demanders or suppliers. Oil markets, for instance, are oligopolistic markets: a few countries supply so much oil that they can influence the price. There are even markets, characterised by one demander and one supplier, both having a significant influence on the price. European labour markets are an example in this respect, where unions and employers’ organisations bargain about wages and conclude collective labour contracts, which are valid for all workers in a particular industry or profession. In all these cases the price is not necessarily equal to the market equilibrium level. In that case the allocation of resources is not optimal. A perfectly competitive market would have driven participants to more efficient deals. But in case of imperfect competition participants have market power. 

One instrument to create market power is the use of advertising. By means of this instrument suppliers can suggest to the potential buyers that even if the product is technically perfectly homogeneous, theirs is different and more interesting. Especially by linking the product to particular groups of people, advertising can trigger social forces – but this takes us outside the economic world. Aesthetics plays a role too. When offering cosmetics in bottles with beautiful colours and interesting shapes, the product as a whole has become different, even if the content of the bottles remains the same. If the consumer recognises these differences, suppliers have created a niche in the market, which is not characterised by perfect competition.

The assumption of perfect information is not realistic, of course. When we inform ourselves about the different options of spending, we do not collect information until we know everything. So, after a while we stop searching and take a decision, which is based on the information available. It means that we never know for sure whether we have taken the right decision. What if we would have searched a bit longer? Then we might have discovered a very nice opportunity to spend our resources in an extremely efficient way. If we plan a holiday, we decide to go to a Mediterranean country, for instance. We surf on the internet for luxurious but cheap apartments, close to nice beaches, where many sports facilities are offered. After a while, we have collected a number of options and decide to stop gathering options. After a heavy debate about the costs and benefits of the different options, we take a decision. The procedure is a rational one, except for the decision to stop collecting options. So, we always run the risk of missing a more efficient option. 

The assumption in which we abstract the factor of time means a complete and costless adjustment of actors to circumstances that are constantly changing over time. When making a dynamic analysis, we take into account that processes of adjustment take time. So, if our income has decreased, we must adjust our consumption. If we abstract from time, we actually assume that everything takes place within one moment of time and that the change in income leads to a change in consumption at the same moment. A dynamic analysis, however, describes adjustment processes over time. So, when our income has decreased at moment t, consumption decreases at moment t+1. As long as we keep assuming that our information is perfect, the dynamic approach describes processes over time, and that’s it. It describes our history and the way we perfectly adjust to changes in our circumstances. The more we can anticipate changes in our circumstances, the faster we can adjust when these changes occur. When we link our introduction of time with the introduction of imperfect rather than perfect information, adjustment processes become more complicated. Then we regularly discover that we have made mistakes. Hopefully we learn from our mistakes so as to avoid history constantly repeating itself. 
The assumption by means of which we abstract the factor of space is necessary to create a situation of perfect competition. When we accept that space is real and that every activity must take place somewhere, the cost of transportation is going to play role. Then one potential trader is always closer compared with another trader and has an advantage to others in the cost/benefit calculation of a particular market participant. Space matters, since it is a scarce good. Every economy consists of a very large number of exchanges. In every exchange space is involved. To reduce scarcity, we must also reduce transportation costs. This can be achieved by locating one’s consumption or production activities near to other important activities. Hence geographic clustering of activities results from our attempts to minimise the costs of moving goods. Moreover, we observe an increasingly sophisticated transportation technology, reducing transportation costs significantly and changing the factors that are decisive in the choice of location. If natural resources like gas or iron ore are important, firms look for a location near the place where these resources are exploited. If a firm wants to attract many highly educated workers, it locates itself close to beautiful areas where people like to live and to spend their leisure time in a comfortable way. Economics that focuses on the role of space is called geographical or spatial economics.

In the typical economic analysis, a government is (implicitly) assumed, which is held responsible for the protection of private property. But economic actors, who do not acknowledge social relationships, will not recognise the authority of a government. If economic actors install a government to protect private property, they all hope for protection of their own property, while always trying to get valuable assets, ‘owned’ by others, for free. In this case an effective system requires an extensive and expensive monitoring system. Every economic actor will deliberately consider the costs of a private system of property protection versus the costs of a public system of protection. But all actors keep trying to minimise the costs of protection as well as the costs of requiring other assets. In practice it means that:

1. Many people have a gun (as is the case in the USA);

2. Many people have a contract with a private security service (as is the case in many Latin American countries);

3. A very large number of criminal organisations all over the world intimidate people by offering them so-called protection. 
Fortunately, in many countries real actors are not only economic, but also social actors. They have the capacity to develop feelings of sympathy for each other and accept rules that are set by a government that appear to be rather fair and efficient. In sociology the increasing acceptance by people of rules set by their government is called legitimisation of the legal authority. Countries with badly developed positive social relationships have no social foundation for the development of a legal system. Then economies cannot develop because of a lack of trust with respect to private property; countries like Somalia, Sudan, Afghanistan and Iraq, for instance. 

In the next section we are relaxing the basic axioms that constitute the orthodox economic world; then we enter a multidisciplinary-economic world.

8. Towards a multidisciplinary economics

In the economic world, as sketched by orthodox economists, the economic force operates in a world without a social and a psychic force. A multidisciplinary-economic approach can be defined as an approach that analyses the operation of the economic force in a world where the social and the psychic force is also in operation. To avoid unnecessarily complex analyses, a researcher of a particular problem can decide that inclusion of the social and/or the psychic force is not necessary. For instance, when making an analysis of consumer preferences for ice creams, we may imagine that other-than-economic forces are not relevant. But if we analyse the macro labour market, these other forces are very relevant. To clarify what it means – the introduction of the social and the psychic force – we will deal with these forces in more detail.

As a reminder we present the axioms of the economic world again. This world is based on the following four axioms: 

(1) There is an economic force inside all of us, which drives us to maximise the utilities we derive from the consumption of goods, under the constraint of the amount of natural resources available.

(2) Economic actors are perfectly rational, in the sense of acting upon decisions that are based on a deliberate account of the costs and benefits for the true self of all the strategic options available.

(3) Economic actors are asocial, which means that they do not develop social relationships with each other.

(4) Classical logic is applied when analysing the relationships in the economic world.

Multidisciplinary economics analyses the operation of the economic force in a world in which actors are not necessarily perfectly rational and asocial. So, psychic and social processes are taken seriously and the operation of the psychic and the social force must be analysed. Then the results of these analyses must be built into the economic framework. First we will discuss the psychic force; thereafter, we will discuss the social force.

Imperfect rationality

In the orthodox approach of the economic world, actors are assumed to be perfectly rational. This means that every actor has a perfect control over his or her self. Every person is a unity that perfectly agrees with their own self. So, there is one ultimate goal and it is possible to collect information systematically about the situation, to see how utilities can be maximised. But, if a person is not a unity and there is no unanimity within the person, there will not be a clear and stable strategy. At one moment emotion 1 dominates the decision, while at another moment emotion 2 affects the decision that is taken most strongly. In order to analyse the situation of the interior of a person, we make a distinction between the following entities:

(a) There is an ‘I’ that can be considered as a decision making centre – the board of a person.

(b) There is a bundle of selves that is more or less integrated; each self can be considered as an emotional force that drives the person in a particular direction; if this bundle – the actual self of a person – is perfectly integrated, the self is one emotional force that drives a person in one particular direction; if the self, which consists of a series of sub-selves, is imperfectly integrated, the person reacts differently in similar situations. For example, at one moment the person really wants to study economics, while at another moment, while the situation has not changed at all, the person really wants to study physics. Another example: at one moment a person clothes herself as a very decent lady, while at another moment, again while the situation has not changed at all, the person dresses as a provocative, angry young girl. These examples concerning individuals may be quite unproblematic; but a company that is run by very imperfectly integrated persons may suffer and become increasingly inefficient. Unpredictable behaviour towards subordinates and strategic decisions which are induced by megalomania rather than by careful economic calculations, for instance, may result.

(c) There is a true self. We can consider this self as a voice inside all of us. This voice tells us who we really want to be. In the inside of some persons this voice is quite strong and clear, while inside some other persons this voice is almost absent or very unclear with respect to the message it sends to the ‘I’.

The architecture of the psyche of a person looks a bit like the organisation of a firm: there is a board, which takes decisions. There is a staff department that formulates a mission and advises the board to adopt particular long-term strategies, and there is the rank-and-file, doing the regular work. If the rank-and-file is not controlled, they just serve their own interests. They come at a moment of their liking, and they leave at a moment of their liking. They develop various sorts of activities that serve their interests, rather than the interests of the company, etc. Now the board is assumed to serve the interest of the organisation as a whole; as if the board is a benevolent dictator. The dictator is advised by the staff department, which is assumed to serve the long-term interests of the firm as a whole. Now the board must try to keep the rank-and-file under control by means of different sorts of policies. When we go back to the architecture of the inside of a person, we must assume the existence of will-power. It is the power that the ‘I’ can use in order to influence the behaviour of the actual self. In case of perfect control, the will-power is strong enough to steer the self completely in the direction wanted by the true self. This is the situation assumed by orthodox economics. In general, however, self-control is imperfect, the person is imperfectly rational. The preferences do not perfectly reflect the true self and are more or less influenced by the emotions that constitute the actual self. 

Now the difference between the actual self and the true self creates a tension inside the person. This tension implies negative psychic utilities and drives a person to change their behaviour in such a way that this difference becomes smaller. In congruence with typical economic analysis, we assume that each person tries to minimise the difference between the actual self and the true self, thereby maximising the status of the actual self in the eyes of the ‘I’ or true self; maximisation of self-respect, in short. After having dealt with the social force, we come back to the problem of the interrelationship between the different forces.

Humans are social beings

This means that people always recognise each other as humans. Now there is a social law as follows: if a number of people meet each other regularly, have face-to-face contact and perceive each other as equals, they start to develop a common culture. It means that they increasingly interpret their situation in the same way, and develop values and norms that belong to these views. People outside the group are considered as ‘others’; as people belonging to a different group with a different culture. Relations within a group are solidaristic in nature, while relations between groups are of a rival nature. People not only group together, they also rank groups in a hierarchical order; the higher the position in the ranking, the higher the status of the group. If the status of the group to which a person belongs is relatively high, the person can derive much prestige from it. Now we formulate what we mean by a social force: every person wants to maximise their status in the eyes of the other, under the constraint of the norms as set by the prevailing culture. We will illustrate the operation of this force by means of a few examples. 
(1) American foreign policy is not only focussed on the increase of economic well-being of Americans, but also on keeping the number one position in the world in terms of status. We all agree that the USA is the number one nation in the world. Some other countries seek to challenge the Americans in this respect. In the period of the Cold War, the Russians tried to challenge the Americans by launching a rocket into the space and orbiting the Earth – the Sputnik. The Americans could not accept this and worked on a programme which aimed for an American as the first person on the moon. As soon as the US had reached that goal, they cut the budgets significantly: they had reached their (social!) goal. 
(2) There is an ongoing rivalry between different sciences: everyone agrees that beta-sciences are the most prestigious ones, because of their great successes in controlling physical and chemical processes and of mathematics being a very powerful tool in this attempt to control. Now gamma-sciences are trying to win the fight for the second place from the alpha-sciences by applying as much mathematics and statistics as they can when explaining human behaviour. In this way gamma-people hope to win the battle from the alpha-people with respect to the second place in the ranking. Within gamma-sciences there is an ongoing battle between the different sub-disciplines: the criterion that increasingly decides about the prestige within gamma-sciences is the same as is decisive in the gamma-alpha battle. 
(3) There is an ongoing rivalry between two Dutch football clubs, Ajax and Feijenoord. Of course, both clubs want to be the Dutch champion. But if they had to choose between a second place while the other is the champion and the third place while the other has reached the fourth place, both prefer the third rather than the second place. This drive illustrates the operation of the social rather than the economic force. It is (social) rivalry rather than (economic) competition.

Actors aim at the maximisation of economic utilities under the constraint of the amount of natural resources available in the economic world. When we accept imperfect control of the ‘I’ over the self, and accept the reality of social relations in our world, we can distinguish between three sorts of utilities. A higher level of consumption of scarce goods leads to more economic utilities. Social utilities, however, result from a higher level of status in the eyes of relevant others. And psychic utilities are the result of a higher level of status of a particular person in the eyes of the true self. So, also the multidisciplinary economic approach offers a framework of analysis stating that human behaviour is characterised by a maximisation of utilities under constraints. But in this framework the operation of the psychic and social forces are included when explaining human behaviour. 
Now the analysis has become economic (1) and logical (2); it is not perfectly rational and asocial anymore. In this multidisciplinary-economic world, the selves of persons are constantly stimulated by daily experience. This has an economic, a social and a psychic aspect. So, if a particular person is quite poor but lives in a social environment that strongly forbids particular harmful lifestyles, some selves may not be provoked that much and over time particular emotional forces become weaker. Some environments promote the stability of the actual self and bring the actual self closer to the true self. Other environments, however, trigger particular emotions so strongly that the difference between the actual self and the true self becomes larger. Self-respect diminishes and the person is increasingly trying to get economic and social compensation for the decline of psychic utilities. The world of global celebrities is a good example in this respect.
We will discuss a few examples to illustrate the relationship between the operation of the economic, the social and the psychic force. The examples are not necessarily true! (1) The USA wanted to demonstrate that it is the number one nation in the world. Therefore the USA invaded Iraq and arrested the dictator Saddam Hussein, who was constantly challenging the Americans. But the USA proved to be unable to establish peace and its invasion of Iraq even provoked a civil war. This loss of prestige resulted in a decline of the self-respect of the administration of US President Bush. The victory of the USA over Saddam Hussein has triggered macho feelings, which is an important sub-self within many Americans, including their president. The solution to the problem of the loss of prestige is the sending of more troops as a matter of compensation. So they hope for a suppression of the guerrilla groups that are responsible for the civil war. The ideal of the neo-conservatives, namely the establishment of an American type of democracy, is not really an important goal anymore: law and order in Iraq, followed by a complete withdrawal, is the only goal that is left. Fortunately the American economy can afford to pay the bill for the war so far. But if there were a recession or even a severe depression, an immediate withdrawal would have been the only option that is left.
(2) Mr Pieterse is manager and works for Ballast-Nedam, a large and prestigious construction company. He earns a good salary and the firm is able to win prestigious orders. Then a couple of top managers of the company, among them our Mr Pieterse, start to meet managers of a few other prestigious construction companies on a regular basis. The main goal of these meetings is to establish the idea that they are the best constructors and that all the prestigious orders must go to one of the members of this group. It would be good for them, for the market and for society as a whole, if outsiders who are ignorant with respect to the situation in this country, would not gain any part of the orders. The group decides to contact a few civil servants of the government agency that is responsible for the contracting of construction firms. The civil servants become convinced that it is in the general interest to divide the market among the members of the group, excluding all other construction firms who are less experienced, since they are from different countries. Over time, Pieterse becomes increasingly depressed, and feels bad about his participation in the illegal and unfair practices of the group. The result of the strategy followed by him results in a high salary, a high status, but a low self-respect. After a couple of years, the Dutch Competition Authority discovers the collusion practices and the companies have to pay big fines. Moreover, the principal ‘players of the collusion game’, among them Pieterse, are sentenced to prison. They face a lower level of prestige and a lower salary now. But on the other hand, they can make a new start, which gives them the opportunity to increase their self-respect. 

These two cases illustrate that daily practice results from the simultaneous operation of the three forces, as dealt with in this text. 

Is it realistic to apply classical logic always and everywhere?

As already explained earlier in this text, application of classical logic presupposes perfect homogeneity of the concepts that are used: a strike is a strike, always and everywhere, and the same holds for inflation, technological progress, the labour force, child abuse, religion, criminality, flood, etc. We all know that this is not realistic. Every object has substance and has properties. When defining an object, we establish its substance. It is a set of characteristics that make the object what it – by definition – it is. When characterising a particular object, we establish a number of its properties. For instance, we define a chair as an object that is meant to be used by one person as a place to sit down in a comfortable way. Some chairs are large, while others are small. Some chairs are red, while others are blue; some are comfortable, while others are bad from an ergonomic point of view. Analytical statements refer to definitional characteristics, while synthetic statements refer to properties of objects. We need definitions in order to be able to count numbers: how many tables do we have, for instance? When establishing the price of a particular good, we first have to define the definition of a price. Only then we can calculate the level of the price.
The definition of an object is not something objective: we must choose a particular definition. Different approaches lead to different definitions of things that have the same name. Remember the example of a strike in the different regions of Europe. Another example: in some countries grandparents who take care of their grandchildren are paid by the government. In this way these activities become part of ‘working hours’ and of ‘GDP’. In other countries this habit did not develop. The result is that concepts such as ‘working hours’ and ‘GDP’ have different meanings in different countries. This problem holds for all concepts. When applying classical logic in orthodox economic analysis, this problem can be disregarded. When we make our economic analysis more realistic, and it must function as a basis for observation and explanation of our empirical reality, there is a problem. Then we must carefully look at the chosen definition and the cultural meaning that is attached to the concept. If there is a significant difference, as is the case in the example of a strike, we must abstain from straightforward application. If, however, we stay within a culturally quite homogeneous area, we can allow ourselves to apply classical logic in our analysis.

In the final part we come back to where we started: economics as a gamma-science and the relationship between alpha, beta and gamma sciences.

9. Economics as a science

If a body of knowledge pretends to be scientific, it must at least be able to show how it is related to other bodies of knowledge (1), and how the analytical instruments can observe and explain parts of the empirical reality (2). In this ‘Introduction’ we have shown that orthodox economics is about a very real force that drives people in particular directions. We cannot observe this force – we cannot even observe the effects of this force. The reason is simple: there are two other primary forces that drive people. So, the actual behaviour of which we receive sense-impressions is the result of the simultaneous operation of two other forces as well, namely the social and the psychic force. If we are able to develop an analysis that integrates these three forces, we would have an instrument to observe and explain actual behaviour. Then economics could better contribute to an understanding of developments in our modern economies and societies.

Is this the end of the story? Not yet. Gamma-sciences, such as multidisciplinary economics, are interrelated with beta-sciences. These study the physical and chemical environment of humans, including their bodies. Developments in these areas are taken as given in our multidisciplinary economics. In practice, these processes are interrelated with our psychic-social-economic processes. We explore and exploit the oil in the soil and the fishes in the oceans, and we profit from the climate conditions. But by extracting things from the environment and producing and consuming valuable goods, we may affect the environment negatively by exhausting scarce natural resources, by polluting the air and by making our bodies sick. A true understanding of the human condition, as it is called, requires a careful description and explanation of the human-nonhuman relationships.

Gamma- and beta-people need alpha-people to think about the basics of the ecological relationships. A sophisticated understanding of human history and a philosophical reflection upon it, can deliver ecological pictures that can function as a basis for a better understanding of how we must deal with the principal problems in the world. Only a well-developed ecological philosophy can function as a basis for our analyses, which we so urgently need when tackling the great problems of today; poverty, inequality, human aggression and environmental degradation. 

Appendix Test questions about Multidisciplinary Economics, an Introduction 
(1)

In the ecological approach, in contrast to the economic approach, humans are beings among other beings. In the economic approach, however, other-than-human individual elements are just things.

a. Explain this difference.

b. Give three examples of beings, not things, in the ecological approach.

(2)

The nature of the universe can be characterised by a few principles. One of them is the principle of homeostasis.

a. Explain this principle.

b. Explain what it means for a system to be in equilibrium.

c. Give two examples of the functioning of this principle from social science.

(3)

The nature of the universe can be characterised by a few principles. One of them is the principle of entropy.

a. Explain this principle.

b. Explicate a necessary consequence of this principle if we assume that every system to has a drive to survive.

c. Give two examples of the functioning of this principle from social science.

(4)

Modern science tries to get control of the universe. Therefore it systematically analyses its functioning. On the basis of knowledge about its functioning, ‘politicians’ intervene to improve their situation.

a. Interpret the concept of technological progress in terms of the systems approach.

b. Give two examples to illustrate this interpretation.

(5)

According to orthodox economic analysis consumer behaviour is subject to the law of demand.

a. Formulate this law, and give an example as a matter of illustration.

b. From which other laws is this law of demand logically deducted? Explain both laws.

(6)

According to orthodox economic analysis producer behaviour is subject to the law of supply.

a. Formulate this law, and give an example as a matter of illustration.

b. From which other law is this law of supply logically deducted? Explain this other law.

(7)

The market is the meeting point of supply and demand. 

a. Under which conditions does a market lead to an optimal allocation of resources?

b. What do we mean by ‘general equilibrium’?

c. Can prices in the economic world as analysed by orthodox economists be unfair? Explicate your answer.

(8)

The economic world of orthodox economics consists of many free and perfectly competitive markets. In more sophisticated pictures of this world the incidence of public goods and of externalities is taken into account. But in the simple version these incidences do not occur.

a. Mention 8 assumptions that are made when constructing this simple economic world. Clarify each of them.

(9)

Perfect competition is a theoretical construction. In the real world competition is never perfect. 

a. Describe three ways in which marketing tries to make competition less perfect.

b. Describe the way in which firms try to diminish competition by means of large R&D budgets.

(10)

As we know all economic activity takes space. 

a. Clarify why there is a tendency towards clustering of economic activities, making space to a scarce good in the urbanised areas.

(11)

As we know all economic activity takes time. At a particular moment we have satisfied our needs completely and are in equilibrium. Alas, after a short period of time we are out of equilibrium, and every thing starts anew.

a. Interpret human life as a learning process, and clarify why not every learning result is necessarily an improvement.

(12)

In the economic world there is a perfectly operating government who is perfectly protecting private property rights. 

a. What makes government systems to imperfectly operating systems? 

b. Describe typical reactions of citizens to imperfectly operating governments?

(13) 

In the real world governments are never perfectly legitimised by the people. Moreover, government agencies always serve their own interests to a certain extent.

a. Give two examples of behaviour of citizens who do not recognise the government as the authority who is legitimised to set rules. Clarify your answer.

b. Give two examples of government agencies who definitely serve their own interests, rather than the interests of the people for whom they are responsible.

(14)

When analysing the human mind we make a distinction between the ‘I’ of a person and his ‘self’. Moreover, we make a distinction between the actual self and the true self. 

a. Give an interpretation of the meaning of the three concepts mentioned in the stem.

b. When conceptualising ‘will-power’, what is its function?

c. Explain the meaning of the concept ‘imperfectly rational’ by means of the four concepts used so far.

(15)

Now we relax the axiom of the a-sociality of the relationships between human beings as pictured in the economic world. So people group together, and they rank the groups in terms of status.

a. What is the character of the social relationship within groups? Give an example as a matter of illustration.

b. What is the character of the social relationship between groups? Give an example as a matter of illustration.

c. Under which type of constraint do people strive for a maximisation of status? Clarify your answer and give an example as a matter of illustration.

IV Some Basic Sociology for Economists
1. Introduction
Mainstream economics is based on orthodox economic analysis. This is the analysis of the so-called economic world, in which the economic force is the only force in operation. The economic world is a thought experiment, analogous to the laboratory experiments of physicists. By isolating the economic force from the operation of other forces that drive humans, the effects of this force in the case of changing circumstances can be found. Mainstream economists want to test empirically theory that is deduced from economic analysis. The results are often disappointing. This is not surprising, since the empirical world is the result of the simultaneous operation of different forces. To improve the predictive power of the explanation, they add non-economic factors. For instance, the macro wage rate is correlated not only with typical economic factors, such as unemployment and inflation, but also a proxy variable that is assumed to give an indication of union power is added to the wage equation. The number of strikes and the membership rates are often used as an indicator in this respect. The problem, however, is the fact that these variables do not result from careful analysis of a force that sets humans in motion. It is just an ad-hoc variable. Since human behaviour results also from a social force, economists should study sociology and develop an analysis of the social world, in which the social force is isolated from the operation of other forces. This sort of analysis would be a perfect complement to the typical economic analysis.
An alternative to mainstream economics is evolutionary or institutional economics. Where orthodox economic methodology has a micro character, this alternative is more macro-orientated. The actions of individuals are explained by the macro context in which these individuals operate. In this approach the macro wage rate is not a simple aggregate of wage rates of all individual workers. It results from the current state of society, which is historically determined. Dutch economic performance, for instance, is highly influenced by long term social peace that exists between important organisations such as unions, employers’ organisations and government. In a long historical process they institutionalised yearly consultations that must lead to lasting consensus about a fair and efficient macro wage rate. If we want to explain developments in individual wages, we must interpret it as a desaggregation from a macro wage rate, where relative wage reflect relative scarcity of the individual worker. In the macro approach (relative) scarcity results from the historical development of the economy, and not the other way around. To give another illustration of the macro approach, we can imagine a Russian consumer who faces an increase in price of a particular consumption good, his or her reaction is highly affected by the characteristics of Russian society as it has evolved over the past decades or even centuries. If a Russian consumer has the experience that price increases are followed by a period of severe shortages, he may react by buying more goods. In this approach, a careful description and explanation of the historical evolution in the principal characteristics of society at large is the start of a better understanding of developments on a lower level of analysis.

If economists are going to study sociology to see whether it is beneficial to import some of its analyses and theories, they must be aware of their needs. Mainstream economists need an analysis of the logic of social action as a complement to the typical economic logic. Evolutionary economists, however, search for careful historical description of evolutionary processes on the level of society as a whole. On the basis of these societal developments they can derive their theories about the way an economy, being one societal institution among several others, evolves. In the next section, we will discuss four main approaches that dominate the theoretical debates in sociology. In the final section, we will discuss which analyses have the potential to play an important role in the development of more sophisticated economic analysis and theory.

2. Four main sociological approaches

Moral philosophy not only offers a philosophical basis for modern economics, it also provides paradigms for social science, which analyses the functioning of societies. Durkheim, Marx, Weber and Parsons are famous sociologists who analysed the functioning of societies from a macro and historical point of view. Durkheim considered societal structure as a functional structure, therefore his approach is called the functionalist approach. It means that society is assumed to consist of a series of institutions, each of them fulfilling a particular function. Examples of important societal institutions are the family, religion, education, government and the economy. Each function has to organise itself. The organisation must develop a strategy that is based on an understanding of its function in society that must be fulfilled. The organisations must be highly interrelated so as to form an organic whole. For instance, the task of the institution of ‘education’ is to teach students well. Its function is to deliver properly skilled people to other institutions. If all institutions develop a functional strategy that is based on goals they have in common, they have the same mission and march in the same direction.

A historical analysis of society clarifies how strategies evolve over time. Functionalists search for an explanation of these historical developments. According to them, society can be considered as an organism that consists of a series of organs, each of them fulfilling particular functions. Society as a whole functions well when all institutions are in harmony with each other and have reached consensus about its main identity. This consensus is a necessary condition for reaching higher levels of prosperity. For instance, if a particular country is in a stage of early development, and different groups of workers are morally upset by increasing inequality, society needs a platform where representative organisations can consult each other about the necessary reforms. If these groups fail, ongoing conflict is the result. In such an atmosphere investors are not confident about future developments and are reluctant to take risks.   

Other sociologists have criticised this approach. Marx and Weber blamed functionalists for not explaining, but just assuming, harmony of interests and the existence of a common culture. Marx and others doubted whether consensus about values and norms could ever be reached. In their view, society consists of different groups that are in conflict with each other. Internally these groups may be characterised by a common culture, to some extent at least. Between different groups, such as the working class and the capitalist class, however, there is conflict rather than harmony. In such situations an agreement is characterised by compromise rather than by consensus. In this so-called conflict approach, social change results from changes in the relative power of the rival groups. When progressive groups win the battle, suitable conditions are created to reach higher levels of prosperity.

There is, however, one important characteristic that these schools of thought have in common. Both explain social facts by other social facts on the level of the system as a whole. No one refers to the level of the individual. Durkheim stated that societal trends are completely beyond the influence of the individual and his own will. If a person swims in a wild river which is flowing fast downhill, only those who do not waste their energy to resist the current may survive. The same is true for social processes, such as rationalisation and secularisation. It is almost impossible for individuals to choose freely not to adjust to these trends and to live a completely different, traditional and religious life. Conflict theorists agree with the functionalists in this respect. 

Other sociologists however, took a different approach and asked themselves different questions. Imagine a few persons are interacting with each other. What are the necessary conditions for these people to be able really to communicate with each other and to form a group? In other words, which forces drive individuals together so that they form a group? To use the metaphor of the wild river again, we can ask ourselves which social forces are represented by the wild water and why is it impossible for individuals to resist the current of these forces? In the wild river case, individuals do not have the physical power and energy to resist, so they may be forced to go downstream completely against their own will. To withstand social forces persons need mental power. Therefore, it is not surprising that sociologists started to search for factors that determine the behaviour of an individual person, especially in the context of a small group. This approach is called the micro-interactionist approach. Using knowledge from the science of psychology, they try to figure out which forces hold people together. When we deal with this current in more detail, we will discover the necessary conditions for a group to function well. With the help of this kind of knowledge we may better understand why functionalist and conflict theory failed to explain social change.

The contributions brought in from psychology were not appreciated by all sociologists to the same extent. When carefully analysing human interaction, an increasing number of sociologists interpreted these interactions as exchange relationships. When people communicate with each other, it can be interpreted as an exchange of information. In family relationships, people help each other, while expecting to be supported if they get into trouble. If people interact with their colleagues in a positive and friendly way, they hope to be rewarded for that, in one way or another, some day. So, if we know better what people are actually exchanging with each other, we come to a fuller understanding of the character of social structures and their changes over time. This approach is called the exchange approach. 

Subsequently, and under the influence of the orthodox economic approach, some sociologists began to analyse micro-interaction under the name of rational choice. In this approach, the interaction takes place between two or several rational and utility- maximising actors. Now the interesting question is whether a sociological rational choice theory is able to succeed where the economic rational choice theory failed to explain the development of social institutions that solve problems like the prisoner’s dilemma. While the economic variant assumes the independence of individuals, the sociological variant assumes that, under particular circumstances at least, individuals become socialised. They may then give up their autonomy and accept the authority of other persons, the leaders of a group.

Within this exchange/rational choice approach, the so-called network approach has become popular. It interprets social relationships in terms of networks. For instance, civil servants of the Ministry of Social Affairs regularly meet members of staff of the most important trade unions. These people develop a common understanding of their situation,  for instance, that there will be no further wage cuts for the unions’ members. In a wider network, these people also meet civil servants of the Ministries of Economic Affairs and of Finance, together with members of staff of the most important employers’ organisations, on a regular basis. This, again, leads to a common understanding of their situation, in this case, no wage cuts in exchange for structural reform of the unemployment insurance scheme. Typical of networks is the fact that important persons are members of many important networks. In this way systems of networks transmit important economic and social information through relevant parts of society.    

Reviewing these four main approaches, we see that two of them have a macro character, namely the functionalist and the conflict approach. The other two have a micro character. The difference between the two macro approaches is that functionalism considers harmony as possible and necessary, while the conflict approach considers conflict as the normal situation. Conflict fulfils the necessary function of triggering social change. The two micro approaches differ from the macro approaches by their focus on the way in which individual persons become socialised in the context of a small group, be it a family, a firm, a political party, a neighbourhood or whatever sort of network.  Society exists in the minds of individuals as a complex system of interrelated networks, each with its social and cultural characteristics. 

We notice that different approaches ask different questions, which of course will lead to different answers. To understand the differences better we must find out why they are asking different questions when solving a particular problem. When comparing different perspectives we must have in mind that they all share one and the same concern: to find what holds society together. Therefore we need to know which are the basic maps or frameworks used by the different schools of thought. Functionalists imagine society as an organism, like the human body. Conflict theorists imagine society as a battle field, where groups conflict with each other. Micro-interactionists imagine society as a large group, which consists of a large number of small but inter-related groups or networks, each with its specific culture. Exchange theorists interpret the intra- and inter-group relations as exchange relations, while rational choice theorists consider these exchanges to be the result of a rational choice of the individuals involved in the exchange. To shed light on the different maps, we present three practical problems and give four possible temporary reactions to each of these problems. Each reaction reflects one of the four schools we are dealing with. 

3. Practical Problems and the Framing of their Situation

In this section we will show the effect of the choice of a particular approach on the analysis of a particular problem. We first present a problem, followed by four different interpretations of the problem. By following this procedure three times we want to show that our frames are useful when trying to understand quite different sorts of problems.

Problem I: Wage Structure

The salary of the top managers of the University of Los Palatos will rise from an annual $300,000 to $330,000 for the next year. A spokesperson justifies the salary increase by arguing that top managers at other universities with the same qualifications are earning more than the top managers at Los Palatos. The Deans of the different Schools and Faculties will be among the beneficiaries of this salary increase. Considering that all departments of the University of Los Palatos face severe budget cuts next year, many employees who do not belong to the top management are shocked by this announcement. They cannot understand how a salary increase for the top management can be justified in times of general budget cuts faced by the different departments.

I.1 A typical functionalist framing of the situation

The top management has discovered that the salary norm for their position in the university sector is higher than their current level. If employees who fulfil different functions disagree, they must send their complaints to their categorial organisations. If there is no such professional organisation, they should first create one; otherwise they have no voice. Thereafter, these organisations can start a discussion with the organisations representing top managers about fair and efficient wage differences. The government, representing the general interest, is supposed to organise these discussions. On the basis of existing functional classifications and general knowledge about the norms that have determined the relationship between function and reward, this tripartite consultation will lead to a solution that must eliminate the discontent among employees who are not part of the category of top management.  

This typical functionalist framing and solving of the problem is based on an analysis of social problems in terms of different functions and the communication between organisations that represent these functions. If all functions in society are well-defined and well-coordinated through thorough communication between the different functional groups, there will be harmony. In general, all severe social conflicts can be solved through consultation of representative organisations. If problems arise, consultation offers people the opportunity to discuss them on the basis of the values and norms they share. If such a structure does not exist, such problems may lead to severe social conflicts that can only be solved temporarily by a power struggle between the different rivals. Such a fight ends when there are winners and losers. However, as soon as the losers think that relative power has changed to their advantage, they start a new power struggle.

I.2 A typical conflict-theory framing of the situation
The discontent among the rank-and-file workers about the salary increase of the top management is an illustration of the omnipresent conflict between different groups in society. Every organisation consists of a number of groups with different interests. They can always argue why their group should get a greater share of the resources. But mostly their argumentation results from an opportunistic choice of those arguments that lead to outcomes favourable to them. In our case, the Los Palatos top management compares itself with the top management of other universities, which may be larger and have different and more complicated tasks. These conflicts are power games; mediation must show the relative power of the parties involved. Conflicts become manifest only if some parties overestimate their relative power. Therefore, reliable information about the positions of the parties involved and experienced mediators are the necessary ingredients for reaching a compromise. A mediator who is trusted by top management as well as by rank-and-file must be assigned to make a report giving advice as to the most feasible way to continue. If the conflict is already quite bitter and such a mediator cannot be found, an open battle via strikes and other types of actions must shed light on the real power relations. 

This typical conflict-theoretic framing of the problem is implicitly based on the analysis of social problems, in terms of conflict of group interests. A conflict of interest can never be solved, an armistice on the basis of a mutually accepted compromise is the maximally feasible result. It is, like the functionalist one, a macro approach. All individuals are assumed to reflect perfectly the values and views of their own group. Deviation from group norms is penalised and cannot form the basis of any conflict resolution. But a realistic picture of actual relative power of the different groups involved can be sketched by producing reliable and relevant information. Such a mutually accepted picture can prevent costly power struggles and might lead to temporarily accepted solutions to the problem of the distribution of scarce resources. 

I.3 A typical micro-interactionist framing of the situation

The top managers of the different universities meet each other on a regular basis. Thus, these persons have learned to speak the same language and to speak with one voice. During these meetings they have developed common strategies vis-a-vis the Ministry of Education. According to the top managers, the annual budget cuts that are imposed by the Ministry without prior consultation are not justified. According to them, the budget cuts ignore the fact that thanks to this budget and to university entrepreneurship these universities have reached such a high status in the world. The acceptance of a relatively low salary by the top managers in the past apparently sent the wrong signal to the Ministry with respect to the performance of the universities. When facing growing discontent among the rank-and-file, however, top managers must not only convince each other and the Ministry of their outstanding performance. Their subordinates also must understand that it is in their interest to have a top management whose prestige is represented in its prestigious salaries. Actually it is an investment in prestige of the university as a whole. If the top management creates more opportunities to communicate with their employees, they may be able to create a kind of ‘corporate identity’. That would stimulate people to interpret the university as a united group, instead of an arena where rank-and-file and top management are rivals.

The typical micro-interactionist framing of the problem is based on an analysis of group processes within top management. These have consequences for the relationship between different groups within the organisation as a whole. In our hypothetical situation, several groups are playing a role. The top management of the Los Palatos University is the principal actor. Other groups such as the top management of other universities, the Ministry and the rank-and-file of Los Palatos University are other important players, from whom we can expect a reaction. Well organised communication between the relevant groups can lead to a more effective structure.

I.4 A typical exchange/rational choice framing of the situation.
If the university really wants to prevent their top managers from quitting for a comparable position at other universities or in the private sector, it must welcome the decision of a salary increase. Other employees would also leave the university to accept another job, if that job was better paid. A quick look at the market for top managers shows that the demand for top managers has increased. An exodus of these people would be disastrous for the university as a whole, but especially for those people with low salaries for whom the markets are characterised by excess of supply rather than excess of demand. They may lose their job without finding a new one. If the university is not able to justify or explain large differences in income, it may consider different and less transparent ways of rewarding its top managers. Attractive means to confer indirect salary increases to top management include parking spaces, car and fuel paid for by the university, payment in shares or options if possible and prestigious office design. These parts of the reward must tie the productive people to the company. If our top managers become popular among the rank-and-file and build up a firm-specific prestige, then an exit barrier is created, making further salary increases superfluous.

The typical exchange/rational choice framing of the problem is based on an analysis of what is actually traded. Everything of value can be demanded or supplied. The market situation – excess demand or excess supply – determines price development. 

To show that all four approaches are able to frame very different situations we present two further examples.

Problem II Logistics

The manufacturing company MacPower faces a series of problems of communication between the Purchasing, the Production and the Sales Departments. The Board has already taken a number of ad-hoc measures, but everyone recognises the problems to be persistent. The directors of the three departments are not on speaking terms with each other, while each of the directors is quite popular among their own staff. The previous director of the Sales Department is the board member who is responsible for the logistics of the firm.

II.1 A typical functionalist framing of the situation
The Board member who is in charge of the primary process must organise meetings with the three directors on a regular basis. He is responsible for the coordination between purchasing, production and sales activities. Therefore it is necessary to have a platform where corporate strategy is translated in terms of a coordinated sales-production-purchase policy. The Board as a whole must give the board member in charge feedback in his co-ordinating activities. If the group is able to take decisions that are backed by the board, the board member in charge must regularly monitor whether there is any deviant behaviour. If so, this kind of behaviour must be openly discussed. 

The functionalist framing seeks to determine the functions of the main players in the arena. Those in charge of co-ordination and control are responsible for the organisation of the necessary social interaction. In this approach, transparent communication in a well-designed organisation will ultimately lead to consensus about the way the organisation must function.

II.2 A typical conflict-theory framing of the situation

Communication problems are a reflection of the conflicts of interest that always exist between different departments of a firm. The Purchasing Department has developed the idea, or ideology, that a firm can only produce and sell a product once the Purchasing Department has succeeded in buying the necessary inputs on the input markets. While the firm can control the quality of its own production, the quality of its inputs is dependent on the quality of the firm’s suppliers. This implies that the Purchasing Department must have an ample budget for an intensive screening of world markets that supply inputs of different quality levels. With their unique knowledge of the input market, the managers of the Purchasing Department must have a big say in the final decision about the characteristics of the good that must be produced. The Sales Department, however, has exactly the opposite idea (ideology) of the situation. It is crucial for the firm to produce a product that can be sold. Reliable knowledge about the output markets is therefore essential. Tough restrictions on the budget of the Sales Department would be an illustration of a narrow-minded bookkeeping view. It would basically mean revenue cutting, which is a threat to the firm as a whole. As a consequence, an appropriate budget for the Sales Department is a necessary condition for the firm to survive.

The Production Department, however, holds the view that the functions of the other departments are only supporting the decisive actions performed by the Production Department. Because production in this context really means ‘adding value to’, it is natural to give the Production Department the ultimate authority to decide what to produce and how.

In our case, the board member who is in charge of the coordination of the primary process appears to have a marketing background. Full support of the Sales Department brought him to that position. He listens carefully to the pleas of the different directors, but the idea of ‘without sales no production’ reflects his basic attitude. His proposal to solve the communication problem is definitely a ‘victory’ for the Sales department. The other departments, although officially accepting the proposal, immediately start internal discussions on how to get the board member in charge of logistics replaced by a person who has ‘ideas’ that are more favourable for the own position.

II.3 A typical micro-interactionist framing of the situation

The communication problem is basically a cultural clash between the three different departments. Purchasers have developed their own frames, goals and instruments during their education and in their regular conferences on ‘The Problem of Purchasing’. In the conduct of their profession, they have always viewed sales managers as their natural opponents, who speak a different language. This makes it difficult for purchasers to get into closer contact with salesmen. The groups play their different roles when doing business. If a company really wants to improve co-ordination between the different departments, it must hire a logistician for this task. Such a professional has learned to think as a purchaser as well as a producer and seller. His profession is to develop a language that has the potential to bridge the gap between the different cultures. Logistics frames the relationship between the different departments as a chain, whose strength is determined by the strength of its weakest link. It is the task of a logistician to convince the purchasers, the producers and the salesmen that they all are important links in this chain, and that their performance is highly dependent on each other’s contribution. Regular meetings, not only between the bosses but also between the rank-and-file, could create an atmosphere that promotes an increasing understanding of their mutual dependence.

Generally speaking, a micro-interactionist analysis clarifies principal bottlenecks in the communication between different professionals and functions. Every specialisation has developed its own culture. This gives the experts a sense of identity and meaning, but at the same time this identity makes it difficult for them to adjust smoothly when cooperation with other professions is necessary. A coordinator must be aware of cultural differences and be able to create a new culture that offers different professions meaning in terms of mutual cooperation.

II.4 A typical exchange/rational choice framing of the situation

Communication problems between groups can only exist if particular individuals are not fulfilling their tasks well. The board member in charge of the primary process must find out which persons are in constant rivalry. In cooperation with the Personnel Department, a series of meetings must be organised with these people on an individual basis. Their functioning must be judged by comparing it with the standards and the requirements that are formulated in their employment contracts. If their input is, qualitatively as well as quantitatively, less than can be expected, clear commitments must be made about their functioning in the future. The monitoring and sanctioning system must be checked to see whether it has functioned well. If the directors of the different departments or some of their staff appear to be insensitive to the renewed attempts to get things done, then replacement or even outplacement must be considered.

Again we see that the exchange approach focuses its analysis on the content of the contracts that are concluded. If problems arise, they are caused by a lack of clarity with respect to the contract conditions. When all parties are well informed and there are still problems, the sources of trouble must be eliminated. In other words, some people must be fired.

Problem III Autonomy of the European Central Bank

In 1992 the European Union decided to introduce a common currency, the Euro, and planned the actual introduction for 2002. This decision implied that a European Central Bank (ECB) had to be created, to be responsible for EU monetary policy. Countries like Germany and The Netherlands insisted upon complete autonomy of the central bank when formulating its monetary strategies and policies. Countries like France, however, supported a platform for regular meetings between the ECB and the governments of the EU member countries. These consultations must guarantee that monetary goals are coordinated with the socio-economic objectives of the various governments. Although the Maastricht Treaty of 1992 is quite clear about the autonomy of the ECB, the conflict between Germany and France especially has not been resolved and continues to bother the EU.

III.1 A typical functionalist framing of the situation

The European Union is in the midst of a development process. Many sorts of relationships are institutionalised already. We also see an evolution with respect to the financial markets. Until 1992 there were only national central banks. They were important institutions, integrated in the culture of the national economies. With the growth of the EU, new financial institutions on a European level had to be created. The next step is the integration of these institutions into a more encompassing European culture and the dissolution of nation-specific institutions like the national central banks. Given the processes of Europeanisation and globalisation, the European Commission will slowly transform into an EU government. Then it is evident that the function of monetary management, as executed by the European Central Bank, will be coordinated with the socio-economic policies of the European government.  Hence the current conflict between Germany and France is a relatively small issue that will be solved as the evolution of European institutions continues.

Again the functionalist approach assumes that problems are solved by a well-designed functional organisation. Processes such as Europeanisation and globalisation make a coordinating body on an international level necessary. Since this body is needed, it will eventually emerge! In our case this body is the European government.

III.2 A typical conflict-theory framing of the situation

The German government represents German interests. German monetary institutions maintain that the interests of the German economy are best served by means of monetary policies that aim at price stability. In this climate German firms are able to compete on the global markets. This will make the Deutsche Mark to a very reliable currency that will play an increasingly important role in the global economy. Since the Germans are used to these policies and have profited from it, they promote the same monetary strategies for the European Union. Complete autonomy for the ECB is the best political strategy to reach that goal. The banking world has always been in favour of these sorts of policies, as monetary experts, they regard themselves as having the know how to reach and maintain monetary and price stability. However, capital interests are served, more than labour interests. 

The French government represents French interests. Because the French economy suffers from cost-push wage inflation quite regularly, the French are not interested in price stability. It would make the situation even worse. The French economy needs some inflation to keep the real wage level on a more competitive level.

So the German-French conflict is a conflict between different economic interests. No consultation can ignore this objective fact. Ongoing talks lead to one compromise after another, to minimise the damage that would result from a more straightforward battle.

Again we see that this analysis presents every problem as a result of an objective conflict of interests. These conflicts can never be solved by consensus. The best outcome that can be reached is a compromise that reflects the relative power of the different parties.

III.3 A typical micro-interactionist framing of the situation
The economists who advise the German government are mostly German. They were trained in German universities in a school of economic thought that is highly influenced by German history. Because of a long period of hyperinflation during the 1920s, ultimately leading to the Nazi regime and the Second World War, most German economists define a sound economy as an inflation-free economy. German institutions like the Central Bank and the Ministry of Finance are especially attracting young graduates who are trained in this way of thinking. The common interest is at stake and Germany cannot afford to have economists in important positions applying non-German views.

The economists who advise the French government are mostly French. They are educated in a kind of economics that is highly influenced by French tradition. One of the important characteristics of French politics is the dominant role of the government. While representing France in the world, it is constantly aware of French culture and the necessity of being proud of it. Therefore, anonymous markets do not offer France enough opportunities to let the world know that France is a great country with a great culture. So, French monetary policies must be part of the whole of French (foreign) policy. Now the EU is establishing an ECB, exclusion of the French government from this important area must be avoided at all costs. Complete autonomy makes it impossible to be in regular contact with the monetary policy makers of the ECB and to develop common views that reflect the French viewpoint sufficiently.

To solve this conflict the EU must organise a platform for regular meetings between the various interest groups from the different countries in the EU. In this way people are offered a chance to develop a European way of thinking. Europe must not be a big Germany or a copy of France. The EU must develop its own identity, rendering it superfluous to take someone’s nationality as an indicator of the interests to be represented.

Again we see that the micro-interactionist approach interprets problems in terms of a cultural clash. German history has strongly affected German ideology with respect to monetary policies; so with France where the government plays a major role in the presentation of French culture on the European and global level. To overcome these problems a European identity and culture must be developed. Then Europeans will learn to speak the same language and to use the same symbols. A European monetary policy is one of the implications of that culture.

III.4 A typical exchange/rational choice framing of the situation

The economy is the aggregate of a large number of transactions. To a certain extent rational individual agents give up some control and transfer authority to a body that is supposed to represent the common interest. Such a body, the government, can take decisions on behalf of all those individuals, avoiding inefficiencies like the prisoner’s dilemma (see Box Prisoners Dilemma). If the government decides to cooperate with a number of other countries – in a monetary system, for instance – this must be interpreted as an important collective transaction. Some groups within the system can have an interest in changing some specifications of the collective transaction. For instance, France disagreed with the budgetary constraints that are part of the Stability pact, which is linked to the EMU-regulations. These constraints make it difficult for governments to invest, while French culture requires from the government an active role in this respect. Thus, they will permanently try to influence decision-making processes via mass media and by voting for political parties that do not share the views of the ruling parties. If these strategies do not have the desired effects, members of these pressure groups must weigh the costs and the benefits of staying under the authority of a government that does not serve their interests sufficiently or to leave (exit) that geographical area in search of a more beneficial area.

4. Social Scientific Discourse

To gain a more profound insight into questions concerning societal order and economic development, we imagine five experts in social science who meet each other to talk about the differences and similarities in their views. All experts espouse a clear ideal-type of approach. Thus, their reactions are not personal, but ideal-typical of a particular school of thought. During the interview a confrontation between the experts takes place. A full transcript of this interesting meeting is given. The five imaginary participants are: 

First, Professor Alfredo Pessoa from the University of Rio de Janeiro, Brazil. He has conducted much research on the Latin-American Industrial Relations systems; he typifies himself as a functionalist.

Second, Professor Margaret Barkley from the University of Austin, USA. She is famous for her research in the field of trade protection. She typifies herself as a conflict theorist.

Third, Professor Kurt Muller from the University of Vienna, Austria. He is a famous social psychologist and sociologist and has undertaken research on group dynamics. He typifies himself as a micro-interactionist.

Fourth, Professor Simon McIntyre from the University of Edinburgh, Scotland. He is a micro-sociologist and proponent of the rational choice approach. 

Fifth, Professor Jan Vacek of the University of Chicago. He is an orthodox economist and has done research in the field of rational expectations.

Interviewer: Welcome all of you. To start with you, Professor Pessoa: when economists state that economic theory is necessary and sufficient to explain the functioning of a free market economy, what is your reaction?

Alfredo Pessoa (functionalist): I would say to these economists that a real-life economy is a set of activities executed by people who are very different from the people who are modelled in economic theory. This implies that the explanations given by economists are not sufficient to understand the phenomena we observe. Let me give an example. When a famous broker on Wall Street appears pessimistic about developments on the Stock Exchange, many investors react upon this news and sell financial assets in an attempt to avoid wealth losses. A model with many independent individuals who supply and demand capital is a poor picture of the reality of today’s capital markets. In economic models, markets are stable because of the flexibility of prices that readjust markets if they are temporarily in disequilibrium. But real financial markets are embedded in an institutional structure. Suppliers and demanders do not operate as independent individuals, but are led by the views of prestigious investment funds and globally operating banks. A functional analysis of society and especially of the economy must give us more insight into the question of whether the institutional structure of the financial markets is optimal in the sense that those markets can fulfil their societal function optimally.

Jan Vacek (orthodox economist): May I intervene for a moment? Alfredo, you suggest that economics ignores the institutional structure of markets. But there is a difference between ignoring something and leaving something implicit. Economists only predict the speed of adjustment of prices in case of disequilibrium. Then you need only quantities demanded, quantities supplied and price levels to find out whether the markets under scrutiny are functioning well. 

Interviewer: I’d like to ask Margaret Barkley for her reaction to the position of our typical economist.

Margaret Barkley (conflict theorist): Orthodox economists basically deny the existence of lasting powerful positions. In economic analysis, monopoly power means profits and profits attract newcomers. Moreover, more competitors mean lower profits. But the reality of our economies is different. A particular market situation gives rise to market power, if the number of competitors decline and the surviving competitors become rivals. In these circumstances trade turns into zero- or even negative sum games. Newcomers have hardly any chance to enter the market because of market barriers. Moreover, conflicts over the distribution of scarce resources tend to expand to the political sector. Then the struggle is not only about the distribution of the produced value added, but also about the decision making structure, in firms as well as in politics.

Jan Vacek (orthodox economist): Our discussion was on the effectiveness of the price mechanism in allocating scarce resources in a free market system. Now Margaret is talking about a political power struggle, which is not our subject. So let’s turn back to the economy and see what sociology could add to the economic analysis of the free market system. Up to now I’ve not heard any serious comment. In economics we work with the concept of rational expectations. It means that whatever people outside the economy are planning to do, rational individuals in the economy take these actions into account, so as to escape from the negative effects of political interference as much as possible. Outsiders like the government can make the economy less efficient but the tendency of individuals to move in the direction of their optimum is a universal force that will never disappear.

Interviewer: I’d like to ask Kurt Muller for his reaction to the typical economist’s position.

Kurt Muller (micro-interactionist): Economists suggest that all kinds of relationships between people have an exchange character. If this were true, the distinction between economic and social relationships would not be relevant – the relationship between a seller and a buyer of pineapples would be of the same character as the relationship between an employer and a worker. Since our daily practice is very different, it is better to make the distinction between economic and social relationships explicitly. It is realistic to assume that, under particular conditions, economic relationships turn into social or social-economic relationships. This has far-reaching consequences for the functioning of free markets. When people offer their labour services on the labour market, they do not offer only a service, but basically they are identifying themselves in the way they execute their tasks. When the properties of a job have become part of the identity of the worker, not only economic forces but also social and psychic forces are at work. This means that considerations of fairness enter the account of a particular position. If an economist characterises particular labour conditions to be efficient, they may still be considered unfair by the worker or employer. These considerations are real and have real consequences for the functioning of economy and society.

Jan Vacek (orthodox economist): If workers consider their market value as unfair, they must try to find another market where the value is more in line with their ambitions. Further education or skills training is one strategy to increase income.

Margaret Barkley (conflict theorist): Jan, do you really think that every worker has the capacity to improve his skills, and that he is in a situation to find another and better-paying job? Look at the situation of unskilled workers. Their wage is hardly enough to maintain a family. Look at their housing, their health care, their working situation; and you simply expect that the labour market offers these people profitable opportunities and that they are well informed about their own capacities and about the opportunities the labour market offers, to develop a successful career?  As soon as economists broaden their view and take the societal context of people into account, they will discover that free markets need an optimal institutional structure to offer all people the chance to have a career. 

Kurt Muller (micro-interactionist): I agree with Margaret. Individuals cannot easily break out of their social context. People have their friends from the same group. So, an unskilled worker has his friends among the group of unskilled workers. His being unskilled influences his choice of entertainment activities, of the neighbourhood in which he lives, and his views on society and politics. If he is going to change his position in the labour market, he must basically change everything important in his life. Therefore he needs a particular perspective that shows him a different lifestyle. This is exactly what is missing. If we want unskilled people to change their lives, then social policies focused on the group of unskilled people will be much more successful than only preaching that unskilled individuals must change their strategies.

Interviewer: I’d like to ask Simon MacIntyre for his reaction to the position of the economist.

Simon MacIntyre (exchange/rational choice theorist): I first want to react to the position taken by Kurt. He said that economic relationships are exchange relationships, while social relationships are of a different kind. I disagree with that. Of course the relationship between an individual and an apple is different from the relationship between a man and a woman. But what these relationships have in common is that both can be understood as an exchange relationship. The example of the apple is clear. But if a woman marries a man, this contract can be understood by finding out what these people are actually trading. Of course there are differences. But that also holds for apples versus houses and bridges versus airplanes. It all has value and it all has price. That is what matters. With respect to the position of the economist I must say that his paradigm of the rational individual is a great structuring device. The economist accepts the technological constraints as an expression of physical and chemical structures. However, he must learn to accept the properties of social structures as a given in the cost/benefit accounts of the individuals whose behaviour he is modelling. 

Let me give two examples to clarify the relevance of my point. If we plan to make a journey from Amsterdam to Tokyo tomorrow and we want to be there within an hour, then we are beyond our limits. Which kind of limits are we talking about? Technically we cannot construct planes that have a speed which makes it possible to be in Tokyo within an hour. But there is also a social limit if the flight is fully booked already. Then we cannot simply kick some people out of the plane. Of course, there is a difference in the character of the limit. Even if one would try time and again, technical limits cannot be ignored. Social limits, however, seem easier to disregard. The effects are merely delayed and may not harm the breaker of the social rules, but other people. Economists must become aware that something like social structure is also the outcome of the behaviour of rational individuals and it consequently affects the behaviour of rational individuals. A second example is the following. Suppose a country discovers a significant correlation between criminality and the presence of immigrants from a neighbouring country. The politicians of that country decide to send all these immigrants back to their country of origin. The implementation of such a decision may have far-reaching social effects.

Alfredo Pessoa (functionalist): Simon, of course you are right when saying that social structure affects individual behaviour. But do we need an understanding of individual behaviour in order to understand developments in social structure? Not any individual is able to create a social process. But every individual is significantly affected by it. Let’s take the example of the process of secularisation of our Western civilisation. There were always people who did not believe in heaven and hell and lived their lives as if there is no god. Why were these people not followed by other people for so many years?  And why did so many people in Western Europe during the 1960s leave the church and claim not to believe in God, heaven and hell anymore?

Within a period of about two decades we have lost a monitoring device that was quite effective for a very long time. That process cannot be understood as a process whereby an individual rationally decides to reject religious ideas. Now societies must create solidarity without a religious foundation.

Margaret Barkley (conflict-theorist): Alfredo, your example illustrates the process of demystification that has taken place in Western societies. Many people began to believe that religion was basically an invention of authorities to defend the status quo. Now most people in the West are secularised, we understand that society is based on naked power rather than on common values. I agree with your remarks about the role of the individual, but you must admit that there is no such thing as ‘objective common values’.

Kurt Muller (micro-interactionist): Alfredo, you suggest that religion is a necessary and sufficient condition for having a society with common values. This is not true. I also disagree with your observation that so many people in the West are not believers anymore. I think that the organisational structure has changed; and so with the language used. Nevertheless, our modern society is still a religious society. Look at the economists. They really think that people have become rational, in contrast to earlier times, when they were traditional and primitive. Under the influence of the Enlightenment they have declared all people to be rational. They really believe in a social structure in which no common values are present, except the principle of individual liberty. They believe in the creative powers of free individual persons. The only restriction that an individual must accept in this respect is to grant the same individual freedom to other individuals. But as I said already, this is no more than a belief. 

Jan Vacek (orthodox economist): A quick comparison between the Western part of the world with the Southern and the Eastern part tells us already that the West is a very attractive area for many people. Most migrants go to Europe, Australia and North America. I think this has to do with the idea of individual liberty.

Alfredo Pessoa (functionalist): The West is heavily influenced by functionalist ideas. Think of the welfare state, including its systems of industrial relations in Western Europe. These structures are responsible for lasting peace and prosperity.

Interviewer: I think this discussion could last a whole day. However, I do not want to end it before we have dealt with the most important topic of this meeting. As has already been pointed out, this is the question of whether the four sociological approaches are mutually exclusive and whether economics really needs sociology when trying to explain the functioning of real-life economies.

Alfredo Pessoa (functionalist): I admit that the creation and maintenance of consensus was easier in earlier societies than it is today. Now it is more difficult to draw clear-cut lines between the different cultures and economies. Consensus creation takes time and circumstances change so quickly that we don’t have the time to institutionalise new relationships. In other words, our conflicts are lasting. But it pays for representative organisations to consult each other constantly, and look for mutually acceptable compromises.

Margaret Barkley (conflict theorist): Although I am still not convinced by your plea for consensus-creating mechanisms, I recognise at least the desirability of conflict-reducing mechanisms. Can we agree that these mechanisms are more or less the same?

Kurt Muller (micro-interactionist): A strong point of the two macro-approaches is their historical character. There has always been a social structure. Thus, searching for the logic of a social relationship is less important than rational choice theorists suggest. A good understanding of changes in the social structure can already be required if one imagines how people have to (re)shape their social relationships under the new circumstances. Suppose bosses and subordinates are used to a top-down command structure. When new technologies are introduced some of the subordinates are fired, and others are retrained to fulfil newly-formulated tasks. Parts of these tasks are not familiar to the boss. While his subordinates completed courses in the new techniques, he completed a course in management techniques. To remain effective the old boss-subordinate culture must be transformed into a different one.  The boss must try to base his authority on something other than superiority in technical knowledge or experience.

Alfredo Pessoa (functionalist): Kurt, in your example you sketch a situation of a typical micro-interaction; and you say that it is on this level that social change takes place. But you must admit that this micro-interaction takes place in a macro-context. In your case we can imagine that a transformation from top-down to something of a mix of top-down and bottom-up is more difficult in a society that is characterised by a large power distance and a high rate of masculinity. Imagine we introduce new management techniques in countries where the father is the boss of the family, as the priest is the boss of the church and the king of the country. In such a macro context it is more difficult for the boss of a department in a firm to accept more horizontal relationships. When he leaves the firm after five o’clock he will feel inadequate, and dare not to tell his friends about his so-called new leadership style.

Simon MacIntyre (exchange/rational choice theorist): Kurt, I agree with you. But up to now you have not explained to me why your processes of micro-interaction cannot be described in terms of rational behaviour. If social structures are not rational and efficient, individual behaviour will ultimately lead to a change of these structures into more efficient ones. Societies with less efficient structures will lose their competition and rivalry battles against other societies, who introduce their superior structures into societies that they have culturally conquered.

Alfredo Pessoa (functionalist): Simon, your position is a fruitful one if applied to more or less voluntary social relationships. Then individuals can choose. But there are also very important social positions that cannot be chosen. If you live in the USA and are black, some discrimination is almost unavoidable. If you are a woman, some sectors of the economy are still a no-go area. Top management of large multinational enterprises is an illustrative example in this respect. In Afghanistan there is hardly any public life for women. These women are free to choose, but only between very stringent constraints. 

Jan Vacek (orthodox economist): I think that this discussion is narrowing the gap between the different approaches in sociology. But Simon, do you really think that phenomena like power and authority fit into a rational choice-framework? A rational individual might decide to trust a particular government at a particular moment to a certain extent. But he keeps on monitoring his government and defects from it as soon as he thinks it beneficial. However, as soon as he discovers that the government is cheating him, the trust decreases sharply, I suppose. 

Simon MacIntyre (exchange/rational choice theorist): Jan, you are right. But the problem is that a citizen who has transferred his control to a public authority doesn’t have the means to really control the government. That power is exactly what he has transferred to the government. Of course, we still lock our doors and bicycles. In the USA, people are allowed to have weapons to defend themselves, but private armies and private police are not part of a regular’s citizen’s portfolio. Kurt, you live in Austria. Suppose the Austrian government decides to accept a number of refugees from Sri Lanka, on the grounds that that these people are of Tamil ethnicity and are really threatened by the Sri Lankan government. How can a citizen check whether the government is right or wrong in its assumptions? A citizen can only trust or distrust the government upon the basis of scant evidence. 

Kurt Muller (micro-interactionist): You are right, Simon. But do you also consider the process of framing that takes place mostly during people’s youth to be a rational process? Psychologists would not be happy with such interpretation.

Jan Vacek (orthodox economist): I have learned a lot from this discussion. However, the outcomes are not a denial of the results of basic economic analysis. It adds something to it, making it more realistic. In other words, sociology is not an alternative for, but a necessary complement, to economic theory. 

Kurt Muller (micro-interactionist): When we add relevant social factors to the typical economic picture we must take into account that individual preferences are not a given anymore but are the result of human interaction. But not only the preferences but also the resources are influenced by someone’s social position.  Access to rich family members, friends and banks are important resources and determinants of the perspective of individuals. Institutions frame perspectives, preferences and resources of people, and therefore we cannot simply aggregate individual decisions to macro-behaviour. These individual decisions are heavily affected by the institutions! 

Interviewer: I’d like to wrap up this discussion with the following conclusions. Economic theory offers a strong structuring device to social science. It has stimulated sociologists to think about their micro-foundations. The results of a better macro-micro mix in sociology means that economists are offered important perspectives with respect to the developments in social structure. Now it is up to the economists to analyse the consequences of these findings for their analysis of the functioning of governments, markets and economies as a whole.

5. Summary

The different frameworks and analyses show that the choice of a particular framework has a strong effect on the direction in which solutions are to be found. Framing means that emphasis is put on some factors, while other factors are disregarded.  The functionalist and the conflict approaches are working on an aggregate level, assuming that individual behaviour will automatically adjust when structures on the aggregate level are changed. The functionalist approach strives for consensus, being a necessary condition for achieving progress. In the conflict approach, conflicts must have winners and losers, and those who defend interests that hamper progressive development must lose the battle. The micro-interactionist and the exchange/rational choice approaches work on the level of the individual or the level of a small group. The micro-inter-actionists focus on the emergence of social relationships between people who are in direct interaction with each other. Culture must keep societies together. In a progressive society, culture must necessarily evolve together with technological progress. The exchange/rational choice approach, however, assumes that all social relationships have an exchange character. It tries to find out which kind of good is actually traded in a social relationship. By means of these ‘transactions’, necessary social goods such as trust and solidarity are also produced. 

In the next section, a report is given of a simulated discussion between five experts in social science, each representing a different school of thought. This report is meant to illustrate the way social scientists can discuss significant differences in their approach and its consequences for the solution of practical problems.
Appendix Test questions about Sociology for Economists 
(1)

There is a marked difference in methodology between orthodox and heterodox economics; so with macro sociology and micro sociology.

a. Explain why heterodox economics can profit from the insights of macro sociology.

b. Explain why orthodox economics can profit from the insights of micro sociology.

c. Explain the essence of the micro view or methodological individualism, and give an example as a matter of illustration.

d. Explain the essence of the macro view or methodological collectivism, and give an example as a matter of illustration.

e. Explain why methodological collectivism is necessarily of a historical character.

(2)

Humans cannot observe things without a framework of interpretation. We must have an idea of the essence of things; otherwise we don’t understand the impressions we receive through our senses.

a. Explain what the text in the stem means, and give two examples as a matter of illustration.

b. What makes the phenomenon ‘understanding’ so important?

c. Give an example of a practical situation that can be interpreted in at least two ways.

(3)

Functionalism interprets society as an organism.

a. Discuss the function of four principal ‘organs’ of society.

b. In which way do organs ‘communicate’ with each other in a well functioning society?

c. Give an example of a severe societal problem, and show how it can be solved through communication between different organs.

(4)

The conflict approach explains societal change dialectically. Technological progress makes a permanent conflict between conservative and progressive interests manifest.

a. Describe the way in which conservative interests in feudal societies were challenged.

b. Explain the way in which the dialectical mechanism is responsible for societal change. 

c. Give an example of a typical conflict in a capitalist society; explain the conflict.

(5)

Macro sociology can only describe but not explain why the historical trends are as they are.

a. Clarify the statement of the stem.

b. Give an example of an important ‘movement’ that illustrates the role of individuals, operating in relatively small groups.

(6)

Homans has formulated one of the most important laws in micro sociology.

a. Formulate this law.

b. Give two examples of processes that reflect his idea, and explain why these examples illustrate the law.

(7)

Orthodox economics is an analysis that models the so-called economic force. We can imagine a similar analysis of the social force made by micro sociologists.

a. In which direction does the social force drive us? In other words, what is the goal to be achieved?

b. What is the main restriction that limits us in reaching this goal?

c. Give an example of a restriction as meant under (b).

(8)

In the exchange approach every action, also social action, is interpreted as a transaction. Every transaction is based on a cost/benefit analysis.

a. Give two examples of very different actions that can be approached by means of a cost/benefit analysis; specify particular costs and benefits that you can imagine to play an important role.

(9)

Rational choice in sociology is an approach that looks very similar to the rational choice approach in economics. 

a. What are the basic axioms that constitute the world that is analysed by the sociological rational choice?

b. In which respect do the two approaches differ from each other?

c. Give an example that illustrates how social processes can solve problems that exist in PD-situations.

(10)

Networks can be interpreted economically as well as sociologically. In economic sociology economic networks are supposed to have weak ties, whereas social networks are supposed to have strong ties.

a. Explain the economic interpretation of a weak tie and give an example.

b. Explain the sociological interpretation of a strong tie and give an example.

c. How can we interpret the concept of social capital in this respect? 
Appendix Answers to test questions Reader Economics as a Social Science
Chapter1: The Character of Modern Science

(1)

a. Analysis = ‘make a distinction between’.

b. Systematic = phenomena are interpreted as a system; a system is a set of interrelated elements.

c. Subject-matter of beta-sciences = non-human behaviour;

d. Systematic analysis in a beta-science: anorganic versus organic chemistry; atoms versus molecules; atoms versus subatomic particles, mechanic versus organic, etc. All elements of systems are to be considered as systems themselves. 

(2)

a. Origin of the social force = if a human meets another person, he or she is inclined to compare him- or herself with the other in terms of status. A lack of status creates a tension. This tension can be reduced by striving for more status of the person in the eyes of relevant others. Example: members of ‘professional education’ institutions consider themselves as inferior to members of ‘academic education’ institutions. This drives them to minimise the difference in status as much as possible, by imitating behaviour for instance.

b. Origin of the psychic force = if the ‘I’ of a person meets his actual self, he is inclined to compare this actual self with his true self in terms of status. A lack of status of the actual self in the eyes of the true self creates a tension. This tension can be reduced by striving for more status of the actual self in the eyes of the true self. Example: the ‘I’ knows that the person, under the influence of the actual self, drinks too much alcohol.

c. By introspection of the mind, being the location of our awareness of our thoughts and feelings. If people are confronted with the idea of the three primary forces, they can experience them.

(3)

a. Orthodox economics = the economics of the so-called economic world; basic axioms that constitute this world: actors are economic, rational and a-social.

b. Heterodox economics = the economic world is unrealistic, and therefore it makes no sense. Economists must develop analyses of real life economies.

c. Mainstream economics = orthodox economics that includes ad hoc variables borrowed from other sciences, to make the hypothesis to be empirically tested more realistic. Example: orthodox economic wage theory states: the wage level reacts to the existence of excess demand or excess supply. When applied to a country with a system of collective bargaining, many mainstream economists take union membership rates as a proxy for union strength, and add this variable to the equation to be tested. 

(4)

a. Micro-orientated methodology = all phenomena, on whichever level of analysis, must be explained by referring to phenomena on the lowest level possible. In economics the lowest level possible is the level of the individual. Example: if we want to explain inflation in a particular economy we must try to explain why individual firms are increasing the prices of their products.

b. Macro-orientated methodology = all phenomena, on whichever level of analysis, must be explained by referring to phenomena on the highest level possible. In economics the highest level possible is the level of the global economy. (In sociology: the global society). Example: a French truck driver decides to participate in a strike that is declared by the unions. A macro approach explains this decision by referring to a typical French cultural characteristic – French culture says: regularly workers ought to show the employers their strength. French truck drivers are social beings and member of the French working class; so: when a union declares a strike, we ought to and we like to participate.

c. Meso- or institutionalist methodology = all phenomena, on whatever level of analysis, must be explained by referring to phenomena on the most stable level. This can be the level of the family, or a local market, a branche, occupational associations, or union movement, or the national clerical organisation. Example: the performance of the Dutch economy can be explained by referring to the moderate policies of the union movement, making the Dutch system of industrial relations to one of the most efficient systems in the world. [Just meant as an illustration; not necessarily true]

(5)

a. Paradigm = a statement about the nature of the situation to be analysed. Orthodox economic paradigm: the world consists of economic, rational and a-social actors and of scarce resources.

b. Analysis of an orthodox economic kind: the drive to reduce scarcity by means of the use of resources leads to the demand for and the supply of goods and services. Demand meets supply on the market. Prices are determined by the market situation, etc.

c. The nominal rate of interest reacts to an excess demand on the capital market.

d. The global rate of interest has increased over the period 2001 – 2005, because of restrictive monetary political actions by the FED (Federal Reserve System – USA).

(6)

a. Ontology is about the question of what must be considered as ‘real’; about what ‘exists’. Some people say: society exists; other people say: there is no such thing as society. Some people say: human beings are economic beings, while other people stress the ‘fact’ that human beings are social beings. Economic naturalists state that the orthodox economic world is a realistic picture of Western real life economies. Implicitly they state that social relationships in real life economies do not exist – this is a typical ontological statement.

b. Epistemology is about the question of what is the primary source of knowledge – how do we know what is true? In the period of the Enlightenment there was an ongoing debate between rationalists who stated that the human ratio is the primary source of knowledge and the empiricists who stated that the senses are the primary source of knowledge (sense-impressions acquired from seeing, hearing, touching, smelling, and tasting).

Chapter 2: Genesis and development of economics as a science 

(1)

a and b. The conservative idea of natural inequality; it makes a hierarchical order necessary. The mass of the people is not able to give meaning to their lives themselves. They must be offered a structure by the elite, who is setting an example. The socialist idea of human equality; structural inequality is a barrier to a well functioning societal structure. An ongoing conflict is the result. As soon as societal structure reflects human equality the conflict ends. The liberal idea of individual freedom; it makes a free market society to an efficient order.

(2)

The analysis by Smith is micro and it uses a kind of economic man. In other words, it starts with a theory of the behaviour of an individual. It thereby assumes that man is an economic actor, who is more or less rational. The analysis by Marx is macro and, implicitly, it uses a kind of social man. In other words, it starts with an analysis of the economy as a whole. It thereby assumes that individuals are members of a class, and act accordingly. 

(3)

a. Neoclassical economists use the analysis as developed by orthodox economists. They developed the idea of an economic world. In this world the operation of the economic force is isolated from the operation of the other forces that drive people. By analysing the economic world stable relationships are discovered that always hold in this world. These are the universal laws that must be discovered.

b. Since individual actors are not only economic, but also rational they must be free to serve their own interest. A society that consists of individuals who freely trade with each other is called a free market society; it leads to a maximally efficient allocation of scarce resources.   
(4)

a. The constructed economic world is not realistic. There are no universal laws; human nature is not a constant – the forces that drive humans are dependent on the stage of development of society as a whole. Therefore it makes no sense to apply it to the real world. It is not even a model that can function as an ideal world to aim at.

b. Institutionalist alternative: there are historical trends, such as rationalisation, and differentiation. Technological progress is the source of all change – change in economic, social and political organisation. This change takes place under the pressure of ongoing conflicts between established and progressive interests.

(5)

Family: reproduction of the population and the socialisation of the new generation. Economy: production of the means necessary for a decent living; Government: control over the whole of society; Religion: production of meaning.

b. Ontology: humans are social beings; during their childhood they are socialised; as adults they play their roles as group members well. Methodology: macro-orientation. The level of explanation is the society as a whole. Behaviour of individuals and small groups are determined by the stage of development of society as a whole.

(6)

a. Marx: the wage rate is a constant, and on the minimum level of subsistence. There is structural unemployment. Over time the rate of unemployment increases because of a structural decline in the level of employment.

b. Reaction of the workers: they become increasingly aware that they are member of the working class; so workers have to serve their class interest. This interest implies the necessity of becoming united in one large union movement. As soon as they are powerful enough to take over the economy they must declare a revolution.

(7)

a. Differentiation: a process of ongoing specialisation. Especially when a population becomes increasingly educated, there are a huge number of possibilities to specialise and therefore to differentiate from others.

b. Specialisation may lead to disintegration. In case of disintegration people do not accept each other in the roles they play in society. Role means: generally expected set of tasks that aims at the fulfilment of a particular function in society.

c. When all specialisations become well organised in professional associations, representatives of these organisations can consult each other about the tasks and functions that belong to the different groups. These consultations also discuss authorities and the rewards that belong to particular functions. This structure of consultation is called a corporatist structure. According to Durkheim and other functionalists this structure has the potential to reach consensus about the strategy of society as a whole and the way societal structure is specified on all relevant levels.

(8)

a. Rationalisation = technical, economic, social, psychic, political processes are increasingly analysed in a rational way. It leads to increasing understanding of these processes. The knowledge that results can be used to increasingly master these processes to the advantage of humankind.

b. Protestants developed a world view that states that men are stewards of the universe. They must take care of their selves and of each other; if we work hard, save and invest, God will bless them. This ethics led to much risky initiative, also in the economy, especially in the 16th and 17th century.

c. Weber made a distinction between instrumental rationality and value-rationality. The first concept is the kind of rationality that belongs to the so-called economic world. The second belongs to the social world as imagined by Weber. Human beings develop a world view including a set of values and norms, and act upon the basis of this view. According to the Protestant view people are responsible for their selves. Other religions have different views, but the values can be maintained in a rational way. Therefore the two concepts of rationality do not contradict.

(9)

One way of explaining human behaviour is to understand it. We say we understand behaviour if we know the reason behind it. To find out the reason we look for the world view of the persons whose behaviour must be explained. The world view tells us which ‘map’ people use, and which goals they aim at. Example: a union declares a strike. Although the employer offers a large wage increase the union does not give in and claims an extraordinary increase. To understand this behaviour we search for the world view of the union. It appears to be a socialist union. The aim of the union appears to bring the revolution closer. Therefore long and tough strikes are supposed to be efficient means to commit people to this goal. 

(10)

a. A system is a set of interrelated elements. A subsystem is a subset of this system. An aspect-system of this system has the same set of elements, but the interrelationships are about just one aspect of the main system.

b. Four aspect-systems of Parsons: the economic aspect, which is about the delivery of scarce resources, the amount of which must be enough to keep the system integrated (1), the social aspect, which is about the (hierarchical) ranking of the elements, which must be generally accepted to keep the system integrated (2), the psychic system, which is about the necessity of every system to have a goal; so with the human personality system (3), the political system, which is about the control aspect; every system needs a control centre, so as to adjust if things are not going as expected (4).

(11)

a. In times of uncertainty investors cannot be rational. An almost complete lack of information about the near future makes it impossible for them to calculate reliably expected returns. Therefore they must fall back on their animal spirits – some are optimistic and invest. Others are pessimistic and do not invest and wait! In a deep depression many investors wait, and keep their money in their pockets or pay back their loans.

b. In a deep depression the government must increase its expenditures so as to stimulate effective demand. This will lead to a higher level of production and employment.

(12)

a. After the First World War the Germans had to pay large sums of rehabilitation to the Allies. The German government tried to solve this problem by printing much money to finance their own recovery. The inflation that was the result ruined the middle class. This created strong resentments among this class towards France and other countries, stimulating rivalry. (Economic process affects social process). 

b. Economic process affects political process. The Great Depression impoverished many people, driving them towards more radical political parties: radical conservative parties for the middle and higher class, and socialist parties for the lower classes.

c. The EU is based on the idea: never rivalry between European countries anymore. The construction of a welfare state is based on the idea: all citizens must participate, socially, economically and politically. So far the West European countries are quite successful, making the area attractive for other people.

(13)

a. A corporatist structure is a structure of consultation between a large number of organisations that represent occupational and professional associations. Example: The Dutch corporatist structure is ‘headed’ by the Social Economic council. The Council consists of 15 independent advisors, who are supposed to serve the general interest, 15 representatives of the most important employers’ organisations, and 15 representatives of the most important trade unions. All the organisations of employers and employees are present on different levels of society: central level, sector level, firm level.

b. Idea behind the welfare state: equal participation for all citizens. Economically: full employment policy, income equalisation policies. Socially: consultation platforms in firms, sectors, central, etc. Also: no discrimination, for instance equal pay for women; Access to important institutions such as education and health care for all people. Politically: general suffrage  

c. The welfare system; system of public health care; system of public education.

(14)

a. Political democracy: every citizen has the right to vote (1). Competitive markets: every one has the right to start a business and compete on free markets (2). Corporatist structure: offering every person that has a position in the economy the opportunity to participate in the process of decision making (3). These three elements are consistent since they all are based on the idea of equality – equality in the sense of: every person counts. The institutional structure searches for harmony between the freedom of the individual and an equal distribution of resources so as to make it possible for all people to use their freedom adequately. 

Chapter 3: Multidisciplinary Economics, an Introduction

(1)

a. In the economic approach only humans are beings – that is, things or elements that are inspired; having body and having mind. Other-than-human beings do not exist. In the ecological approach not only humans are beings with a right to exist. There are other-than-humans who must be considered as beings; they may have a right-to-exist in their own as well.

b. Animals, plants, landscapes (not urbanised).

(2)

a. Homeostasis refers to a mechanism that regulates the adjustment of systems to changes in their environment.

b. A system is in equilibrium if a particular substance has reached its optimal composition.

c. Example: a family system in the context of the Dutch economy. The decisions taken by the family are influenced by the characteristics of the Dutch economy. Suppose that the wage level changes, the family must consider an adjustment; for instance: the wife is going to search for a job in the economy (1). Another example: a firm has a Board that consists of an economist and three lawyers. Because of technological process the production process becomes more technical. Because of these developments the firm must adjust, by hiring one or several engineers for a position in the Board.

(3)

a. Entropy refers to the inherent tendency towards dissipation of useful energy. 

b. If we assume a force inside every system that motivates to survival, maintenance of the system is a necessity; otherwise the system disintegrates.

c. A firm can be considered as a group in the social sense of the word. It means that positive social relationships between the employees are a valuable asset. To maintain the value of this asset the Board must invest in these relationships: regular meetings, and trips, and events. A second example: an assembly line in a factory that produces motor-cars. Regular maintenance is a necessity to keep the system well functioning.

(4)

a. Everything is interpreted as a system. A system functions well if its composition of elements is optimal. However, we have very imperfect knowledge of all the systems that constitute the universe. So we intervene into the systems in an imperfect way. Technological progress means an increasing knowledge of what is the optimal composition of the universe of which the human system is a relevant part.

b. We can make a distinction between the economy as a system and the polity as a system. At a particular moment politicians consider the economy as suboptimal, and decide to intervene. They expect an increase in the money supply to lead to an increase in the level of production and employment. This will bring the economy closer to its optimum – at least this is what the intervening politicians expect. A second example: Fleming discovered that penicillin had a strong effect on the human body in case of particular illnesses. So, injections of this fluid apparently take the body closer to its optimal composition.

(5)

a. The law of demand states that price changes affect the quantity demanded negatively. So, if the price of a computer decreases, the quantity demanded will increase.

b. The first law is the law of decreasing marginal utility. It states that the higher the volume of consumption of a particular good, the lower the increase of utility that is derived from the consumption of the last unit. The second law is the law of rational spending. It states that the consumer is in equilibrium – which means that he has reached its optimal position – as soon as the marginal utilities are equal in all directions of spending. 

(6)

a. The law of supply states that a change in the price of a particular good has a positive effect on the quantity supplied of that good. For example, if the price of houses increases, the number of houses that will be supplied increases as well.

b. The law of supply is based on the law of decreasing marginal returns. The last mentioned law states that the higher the input of one production factor, given the volume of the other production factors, the smaller the increase of output that results from the last unit of variable input.

(7)

a. If the market structure is characterised by perfect competition and the market is in equilibrium, the resources are allocated optimally. It means that a maximum of efficiency has been reached.

b. General equilibrium means that all markets are in equilibrium. So the economy as a whole is in equilibrium.

c. Prices can be set in a way that creates inefficiencies. But the term ‘fairness’ has to do with social relationships: we must assume the existence of a set of moral rules, in order to be able to give a judgment in terms of morally good (fair) or morally bad (unfair).

(8)

The 8 assumptions are: many demanders and many suppliers; so nobody has market power (1), all market participants are perfectly informed about the price and quality of all the goods that are supplied, and of the own needs that must be satisfied by buying these goods; marketing battles are superfluous since everyone knows everything already (2), the goods that are supplied in a particular market are homogeneous; so goods that are technically the same, are perceived by potential buyers as being of the same quality (3), there is free entry and free exit in all markets; so there are no market barriers that could mean market power for the insiders (4), all firms are one-man’s businesses, which means that all contracts are perfectly specified; no hierarchical relationships, in which bosses can command their subordinates to act in ways that are not perfectly known by the subordinates (5), no time involved in the analysis; the analysis is completely static. So there are no processes of considering a purchase, the purchase, the consumption, the evaluation of the consumption, etc. It all takes place at one moment. Since market participants are perfectly informed, they do not make mistakes and do not regret their actions. Therefore, they do not change their preferences (6). There is no space involved in the analysis; every action takes place at one point; this assumption aims at disregarding problems of scarcity of space that results from the clustering of activities. If we would take space into account, there is hardly any competitive goods market, since transportation costs would differ among the various producers (7). Analyses of markets and market structures are implicitly assuming that there is a government that is able to perfectly protect private property rights; imperfect protection would mean that private persons as well as government agencies can steal from each other. If people take the chance of robbery into account it would mean that all sorts of otherwise profitable deals cannot be realised (8).

(9)

a. Marketing tries to make buyers addicted to the consumption of a particular product (1), marketing tries to suggest that the consumption of a good enhances the (social) status of the buyer (2), marketing tries to inform the potential buyer about the qualities of the good, so as to make it easier to make an economically wise decision (3).

b. R&D departments hope to come up with innovations with respect to the product as well as with respect to the production process. A higher budget for this department will lead to more innovation, which may lead to higher productivity and lower prices on the one hand, and to more heterogeneity and more niches in the market on the other hand. Less competition is the result of product innovation.

(10)

a. Although activities take space and people are inclined to spread over a particular area – they prefer more space to less – they are also inclined to cluster together so as to minimise the costs of bridging the space gaps that exists in case of strong diffusion. Economic transactions make it necessary for people to regularly communicate with each other and for goods to be close to each other and to be close to the buyer, to minimise transportation costs.

(11)

a. Activities take time. In case of perfect information (including perfect foresight) it does not really matter whether activities take more or take less time. Less time means a lower level of costs. In case of imperfect information, however, we can make mistakes and learn from it. Because time really exists and our systems are subject to the phenomenon of time, we must keep on going with our activities of maintenance and renewal of our systems. Technological progress results from an ever ongoing increase in human experience.

We can learn from our experiences. But we are also able to draw lessons from history that may be wrong lessons. Then we accept solutions to particular problems that appear to be bad solutions in the very far future. Basically we don’t know whether the solutions accepted are good solutions, or better solutions than the solutions we accepted in the past. This uncertainty is an essential element of the belief that it makes sense to continue with the search for improvement.

(12)

a. Lack of knowledge with respect to the functioning of other systems. Moreover, elements of the government system may serve the own interests rather than the interests of the citizens, which are served by well functioning government systems.

b. If a government system functions badly, citizens will try to influence the government system so as to get it better, and they may try to escape from its influence by tax evasion and by disregarding rules that are set by this government.

(13)

 a. Examples: guerrillas and terrorists; Liberally-orientated people under socialist government who try to evade taxes; farmers that refuse to pay taxes to a corporatist body; people who occupy a piece of forest to prevent the government from cutting trees before their complaints are processed by the judicial system.

b. Examples: the Russian secret service is killing people who promote more democracy; The Dutch Ministry of Defence threatens to kill a person who blew the whistle by making public that particular weapons were very dangerous for the users; University officials who are making interesting trips to other universities in exotic countries.

(14)

a. The ‘I’ can be regarded as a decision making centre. The ‘true self’ is an entity with characteristics that must be regarded as the true characteristics of the person. It refers to the true identity of a person – the long term consistent self, for which the person is willing to take full responsibility. The ‘actual self’ is a bundle of sub-selves. A sub-self is a strong emotion, connected to a strong need that claims immediate satisfaction.

b. The function of will power is the control of the sub-selves.

c. Imperfect rationality means an imperfect control by the ‘I’, by means of the will power, of the actual self. Perfect rationality means perfect control of the actual self. Then behaviour is completely determined by the true self. So the actual self is equal to the true self because of the complete control of all the sub-selves.

(15)

a. Solidarity; a group is characterised by its common understanding of the world, including the values and norms that belong to this world view. Solidarity means that people perceive each other as ‘belonging to the same group’, as opposed to other humans who are perceived as ‘belong to a rivalling group’. If a member of the own group is threatened, other members of that group support the threatened member in their defence.

b. Rivalry; people who are member of different groups are rivals of each other. In many ways they try to convince each other of each other’s status. It is quite rational for groups of people who live close to each other to develop rules to minimise the damage that results from the ongoing status battles. Since these groups are convinced of the fact that obeying these rules is a common interest, these rules get a moral character: one ought to obey the rules. In this way morality dampens human rivalry.

Chapter 4: Some Basic Sociology for Economists 

(1)
a. Heterodox economics studies real life economies, and recognize that economies operate in a societal context. Macro sociology analyses this context. Bringing together these two fields makes it possible to study the interactions between economy and society.

b. Orthodox economics studies the behaviour of an individual. It abstracts from the social context in which individuals operate. It is about Jon and Maria who are worker or capitalist. It is not about the father and the mother, about black and white people, about Muslims versus non-Muslims. Micro sociology, however, studies the emergence of culture when a small number of people who perceive each other as equals meet each other regularly. Small groups can grow out to large groups and their culture can press non-members to become members. Orthodox economists can learn from the micro sociologists that life has a social aspect too.

c. The essence of the micro view or methodological individualism = economic and social phenomena must be explained by referring to the constant human nature – economics says that individuals are driven by an economic force; sociology is saying that individuals are driven by a social force. When individuals discover that their circumstances have changed, the economic or social force drives them to change their behaviour. For instance, a change in the price of computers is followed by a change in the quantity of computers that is sold. Why? Because of the operation of the economic force! An example showing the operation of the social force: an increasing number of members of the own group is buying an Apple computer rather than a different brand. The opinion leaders of the group constantly talk about the superiority of the Apple! For other members it becomes increasingly important to also buy an Apple computer now. The social force drives them to really buy the Apple.

d. The essence of the macro view or methodological collectivism = economic and social phenomena must be explained by referring to ‘the situation of the collectivity’. If the collectivity is prosperous and economic growth rates are high, the situation of small groups and individuals is favourable. It stimulates people to search for a job, and since the chance of finding an interesting job is large, many people become richer. So someone’s richness must primarily be explained by his ‘situation’, more than by his personal characteristics.

e. The situation of the collectivity determines the position of small groups and individuals. Change of their position must be explained by a change in the situation of the collectivity. In other words, historical evolution of societies is the prime mover and explains changes in the behaviour of people, on whatever level: society, institutions, small groups, individuals.

(2)

a. Our ratio structures sense-impressions in such a way that we can understand them – we observe! The structure as given by the ratio makes, for instance, a distinction between essence or substance on the one hand, and (empirical) property on the other. If we observe an object we can only come to the conclusion that the object is, for instance, a tree if we first have defined what a tree is. Only then we can observe trees, and discover that there are many sorts of trees – in other words, they all have their empirical properties, which can differ significantly from each other. The same holds for the infinite number of other objects: computers, humans, girls, white people, rats, etc. We must know what the definition is, and then we can establish empirical properties.

b. Understanding triggers emotion and emotion (motivation) leads to action. In other words, if we do not understand our situation, we are inclined to remain passive or react in an irrational way.

c. When the Soviet Union broke down the Russian government tried to restructure Russian society. It led to a significant increase of inequality. When interpreted from an orthodox economic point of view this development is a good thing – during the previous period prices did not reflect natural scarcities of the different goods. When firms become exposed to free markets they must restructure in order to survive. This creates unemployment and poverty for many people, but this is just temporary. After a while the successful parts start to grow and other parts, including the unemployed poor will profit from it. From a sociological conflict view the Russian transition creates a new conflict; a conflict between the new elite who is filthy rich and takes the important decisions in the economy – not to serve the general interest, but just their own capitalist interests. The central planning economy did not function well in the period just before the break down. But there are plenty of possibilities to improve the operation of that system. The economically and socially beneficial characteristics of a planning economy – equality between people – must not be sacrificed and be exchanged for the richness of a few people.

[In the lecture the teacher gave the example of South African Apartheid, which was interpreted in very different ways]
(3)

a. The family has the function of ‘producing’ the new generation and getting the new people socialised. The economy has the function to produce scarce resources as efficiently as possible. The government has the function to control the different processes so as to guarantee law and order in the most general sense of the word. Education has the function to educate, skill and train people in such a way that they can function well in other institutions that constitute society. Religion has the function to produce meaning; if people are able to attach meaning to particular life styles, they are able to formulate well articulated goals; this prevents persons and groups, as well as society at large, from falling apart.

b. The organs are the institutions that constitute society. Under part (a) they are discussed already. When each institution is well organised, it has its representatives. When different institutions must coordinate their actions, the representatives of the relevant institutions must consult each other and search for consensus with respect to the coordination of the different tasks.

c. There is a large group of disabled persons who cannot find a job and depend on a social benefit that is not high. Now the institutions of government (level of the benefit), the economy (jobs), education (retraining) and health care (rate of disability) must come together and develop policies that must lead to a significant reduction of the number of persons that are disabled and unemployed.

(4)

(a): Feudal society: feudals (landowners) ruled society; landless peasants did the production and were allowed to keep part of the produce. The landowners were responsible for the safety of the peasants and their families. Especially the landowners had an interest in ‘conserving’ this situation. They were, because of technological progress, increasingly challenged by upcoming traders (transport technologies) and factory-owners (production technologies). The nobility had to give these progressive groups more room because of their increasing (economic and social) power.

(b): dialectical mechanism: the conflict between landowners/exploiters and landless peasants, who were exploited was overcome by the upcoming challengers, in this case the traders and manufacturers.  More generally: the thesis versus the anti-thesis conflict is overcome by the synthesis presented by the progressive people.

(c) The capitalist society is characterised by the conflict between capital and labour. Economic rational capitalists must make big profits and invest them in labour saving physical capital, making it impossible for an increasing number of economic rational workers to find a job annex income. So an increasing number of people cannot find a decent living in a capitalist society, while a decreasing number of capitalists become extremely wealthy. That’s the big conflict that becomes increasingly manifest.

(5)

a. We define explanation in the following way: behaviour results from the operation of one or a few forces that drive (motivate) people. Change in behaviour can be ‘explained’ by a change in the situation of motivated people. But this is just an immediate cause. Without the force inside people, they would not react upon changes in the situation. Historical trends can only be described – not explained by referring to a force inside individuals.

b. There was a small group in The Netherlands during the seventies, called the “Dolle Mina’s”. They aimed at the development of a social movement that must change Dutch culture – especially with respect to the emancipation of women. Now we can say they were very successful. Almost all women now agree with their statements. They really changed culture and realised a historical trend!

(6)

a. Homans’ law = everywhere a number of people meet each other and have regular face-to-face contact  and perceive each other as equals, they develop a common culture. A common culture means that members of the group share their understanding of the situation, including a set of values and norms that belong to these views.

b. (1) Rita Verdonk – former member of the VVD (liberal party in NL) – organised many small meetings with people who were supposed to have more or less the same views about the Dutch situation. These meetings made it possible to increasingly share these views. Now they start a ‘movement’ to make the group of people larger. (2) People with a degree in econometrics are inclined to meet other econometricians – not economists and other social scientists. By grouping together they increasingly develop a culture that makes clear to the members why their approach is a superior one. So with heterodox economists – they hardly talk with orthodox economists, and are constantly confirming each other of their own superiority. In conferences and Seminars they formulate why they are superior, not whether or not this is true.

(7)

 (a) The social force aims at the maximisation of the status in the eyes of relevant others.

(b) Status battles are negative sum games – status gain for one always implies status loss for others. But the battles are very costly in terms of scarce resources; think of all the wars we know from history; they are to be interpreted as status battles to a certain extent. The fear for total destruction arouses moral feelings – we ought to behave differently. Moral rules are developed, which constrain our status battles.

(c) Belligerent rights; rules of the family; rules that establish systems of social welfare. Almost all rules of behaviour have a social aspect – to dampen human rivalry. [The economic and the psychic aspect also play an important role when establishing rules, of course]

(8)

Marriage: benefits: sharing a house is cheaper than not-sharing; living together with a beloved person; not-being alone; costs: lack of privacy; giving up ‘bad’ habits.

Education that is more than just private lessons: benefits: 500 students attending a lecture is cheaper than individual education; cost: lectures are focussed on the representative student, which is a statistical artefact. No one fits the characteristics of this student perfectly well. Benefit: if a large group follows the same programmes they can more easily communicate with each other. 

(9)

a. Rational choice in sociology sketches a social-economic world. So the actors are assumed to be economic, social and rational. Economic = maximisation of utilities by consuming goods; social = we recognise each other as humans, which leads to a series of positive and negative social relationships; rational = actors are well informed about their own true needs and about the satisfaction-generating capacities of the goods that are offered, and have enough will-power to act accordingly.  

b. Rational choice in economics sketches an economic world, where the actors are assumed to be economic, rational and a-social. A-social means that there are no social relationships.

c. A few centuries ago there were many vagrants in Europe who were looking for food and shelter, and hopped from town to town. Many citizens were afraid of them. So local municipalities established heavily monitored work houses, where these people could get a decent living. Of course the wanderers went to the towns that offered them the best ‘facilities’, which made these services too costly. To an increasing extent the rulers of the towns became aware that they had a collective problem. They increasingly met each other and talked about solutions to these social problems. A social process took place [people who perceive each other as equals and meet each other at a regular basis, start to develop a common understanding of their situation and are inclined to develop a common strategy]. This process led to the formation of states and especially of modern welfare states.

(10)

a. If ties between people are of an economic kind, it means that the relationship is based on an exchange of net benefits, where the selves of the people involved in the relationship are not affected. As soon as the relationship is not beneficial for one or for all parties anymore, the relationship comes to an end. Example: if Dutch flower-growers can sell their flowers to the market in Rio de Janeiro against higher prices relative to the market in New York, they do it as soon as their contracts allow them to do. 

b. If ties between people are of a social kind, it means that the relationship is based on an exchange of net benefits, where the selves of the people involved in the relationship are significantly affected. The net benefits are not calculated regularly – they result from an intuition or are even established instinctively. Example: the relationship between brother and sister, between parents and their children, between people of the same ethnicity, or of the same church. These relationships can only break if people do not commit themselves to the common views, values and norms that constitute that particular relationship anymore.  
�
�
Box Galilei





In the Medieval period ‘science’ was highly influenced Christian theology. The principle source of knowledge was the Bible, and the interpretation of biblical texts about the architecture of the universe was also influenced by Aristotelean cosmology. The dominating paradigm stated that the earth is the centre of the universe, and all other objects circle around the earth. Copernicus (1473-1543) was the first to criticise this axiom. In his book “The Revolution of the Heavenly Spheres” (1543) advocated a heliocentric view – the sun as the centre of the universe, and other objects making orbits around it. Being afraid of being condemned by the political and clerical authorities he postponed the publication of his book for about thirty years. Now his book is generally considered as the beginning of the so-called Scientific Revolution”. 


Later other astronomers, such as Brahe, Kepler and Galilei accepted the Copernican paradigm and started to work in a heliocentric research programme. Especially Galilei (1564-1642) worked on an improvement of the telescope, and discovered many novel facts, most of them being in contradiction with the official doctrines of the Roman Catholic Church. Galilei was blamed for heresy and sent to prison. Finally he recalled his work, but the story goes that he muttered in himself something like “nevertheless the earth moves around the sun”. 








Box Reason





Kant (1724-1804) was impressed by the results of the Scientific Revolution, especially the Copernican Revolution in astronomy. By constantly improving the instruments of observation – the telescope – researchers were able to find more facts, which could be explained by means of analysis and theory derived from the heliocentric paradigm. As a philosopher he became increasingly interested in the way observers observe. What is the human ‘telescope’ by means of which they observe their empirical reality? By thinking about the way humans think, Kant discovered the ‘ratio’ or ‘pure reason’. It is the capacity of the mind to transform sense-impressions into understandable knowledge. So it is a framing device – chemical reactions that result from observation are transformed into a categorised world. How the world is framed and categorised is determined by characteristics of the psychic structure and of the economic and social position of a person. Only if we understand our situation, particular emotions are triggered, which set us in motion; in other words, we act! Our capacity to understand is, as all elements of the mind, materially embedded. Somewhere in the brain there is a location that houses this capacity. If this part of the brain is damaged, the person cannot understand his situation anymore, and he does not know what to do.


Kant developed this theory in his book ‘Critique of Pure Reason’. It was a message to rationalists who considered reason as the only source of knowledge, and did not trust sense impressions. In a second book – ‘Critique of Practical Reason’ – Kant develops a moral theory. His moral idea assumes that all humans are essentially equal. Only when we consider (empirical) properties, we observe many differences, creating inequality. Now practical reason refers to our awareness of the essential or substantial equality. If people say to each other: ‘be reasonable’, they appeal to the capacity to judge a situation in a structured and Kantian-moral way.











Box Choice of Frame





In social science the idea of framing plays a very important role. From Kant we learned already that our mind – whether we are conscious of this process or not – frames our situation when observing empirical reality. But the way in which we frame our practical situations is influenced by our psychic, social and economic status. A person’s psychic status can be characterised by a strong sensitivity towards uncertainty, implying a strong desire for protection by a father figure, for instance. A person may live in a social context that is characterised by collectivism – Latin America, for instance – this need for protection is satisfied more easily compared with social contexts that are characterised by individualism – United States, for instance. If a person is very rich he can invest his wealth in many different assets, creating a strong feeling of safety. Then his need for certainty and protection is satisfied, and the person lives a happy life. But if – by revolution, for instance – the person is robbed from all his property, the lack of certainty and protection becomes a severe problem. 


Whether basic needs are satisfied or not is decisive in the formation of frames. Strong personalities, who are rich, tend to frame the world in more liberal ways. They analyse their actual situation in reference with this liberal anchor or benchmark. They easily detect differences between the actual and the ‘normal’ situation, and call these differences ‘equilibria’. Weak personalities, who are not very wealthy, tend to frame the world in more conservative or collective ways. They are inclined to interpret their actual situation in reference to a more conservative anchor. Under the influence of experiences frameworks of interpretation evolve. On the personal level these changes are relatively minor, since the first years of our childhood are very important and more or less fix someone’s frame. On the societal level, however, economic and social developments can affect the frameworks more significantly.








γ








Box Globalisation





The national economies become increasingly interrelated to each other. Not only the financial markets and the goods markets, but also labour markets show increasing flows of migration. From a social point of view we see the emergence of a global arena. People are increasingly confronted with each other, and they start ranking the different groups and nations. Western culture is considered as dominant, but there are challengers, such as Muslim or East Asian cultures. From a political point of view we see a multi-polar system coming up. After the Cold War the USA was the only dominant power. Nowadays China challenges the American power, and especially the Arab world is quite active on the global platform.


Economic social processes are intertwined of course. Current problems that result from globalisation are the global financial crisis, the migration flows to Europe and their consequent ethnic conflicts, and the conflicts created by Russia in its attempt to return as a global leader. These problems make the constitution of a global government necessary, but also impossible. Not any party is sufficiently neutral to build trust and legitimation. Nevertheless, the role of the UN has grown over the years, and it is generally expected to grow in the near future. 








Box WTO  


  


In order to avoid tariff wars as occurred in the 20’s and 30’s of the 20th century the General Agreement on Tariffs and Trade (GATT) was created. From 1947 on it organised a series of negotiation rounds that resulted in tariff reductions. In 1994 the World Trade Organisation (WTO) was created. Membership of this organisation brings greater obligations on countries to observe the established rules.


Every country has an interest in tariff reduction by other countries, but prefers to protect the own interests, also by means of trade barriers. Protection is often justified by the ‘infant-industry’ argument. If a firm has been created just recently, it is unable to compete with the establishment in that particular sector. For developing countries this argument may be a relevant one. Temporary protection can make it possible to become a mature firm that can survive in a competitive environment. The WTO is the global platform where members can negotiate about the fairness and efficiency of the existing tariff walls.
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Box Prisoner’s Dilemma  


  


Many practical problems can be interpreted as a prisoner’s dilemma. To understand this characterisation we must imagine economic life to be a game, played by two players. Both are trying to maximise their pay-offs by means of choosing one out of two possible strategies. In the figure a prisoner’s dilemma is presented. Both actors A and B have two options: to produce without polluting the environment, and to produce, while polluting the environment. If we assume the actors to be economic and rational, both choose the second option, although the first option would have maximised their pay-offs. 


The optimal solution cannot be reached, however. If one actor had decided to go for the first option, while the other would have chosen the second one, he would have been worse off. So there is a temptation to pollute while hoping that the other is not polluting. Without the possibility of making credible commitments, both actors will continue polluting the environment.





If we assume a world of economic, rational and asocial actors, an agreement to solve prisoner’s dilemma-like problems cannot be made. Assume there is a government, which has the task to monitor the behaviour of actors, and to penalise them in case of pollution. The government organisation consists of economic, rational and asocial actors who like to be bribed by the polluting actors. Therefore there is no guarantee in this economic world that prisoner’s dilemmas can be solved.





If we, however, would assume that actors are not only economic and rational but also social actors, the commitment problem can be solved. The reason is that social actors are able to develop – in a process of continuous interaction – rules of a moral character. They are assumed to be morally sensitive, and they create feelings of guilt in case of breaching the rules. Social actors tend to form groups that are characterised by a common understanding of the situation, and develop (moral) rules of behaviour which serve the group interest. The moral rule says: ‘we ought to stick to the rules we agreed upon’. So, in case of a prisoner’s dilemma we must negotiate a solution, and agree with each other that we all stick to a series of rules. Now the dilemma does not exist anymore: the pay-off structure has changed – breaching rules create costs in terms of feelings of guilt. Now it is rational to stick to the rules as agreed upon.





Prisoners Dilemma                                                                 Social Economic Solution – guilt: 250
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� For a short note on logic, see Keizer (2007b).


� On how the thought of Kant can apply to economics, see Keizer (2007a).


� In the 1980s the idea of a world-view entered the economics scene when Tversky and Kahneman analysed the so-called framing of decisions. See Tversky and Kahneman (1986).


� Most people are not really aware of their world-view. Therefore it is difficult to ask people about it through questionnaires. An alternative option to gain information about the world-views of people is participative observation. This means that researchers live among the people who are the objects of research for a while. By participating in their daily lives they hope to discover the world-views that determine that particular culture.


� A paradigm is a philosophical statement about the character of that part of reality that is subject to analysis. For instance: ‘humans are social beings’, or ‘humans are economic beings’, or ‘the world is characterised by the omnipresent phenomenon of scarcity’. This is a starting point of an analysis of a particular problem.


� See for a detailed treatment of Hobbes’ work Achterhuis (1988).


� See: J.Locke, Essay concerning Human Understanding, 1691. He lived in a period when migration from Europe to America was becoming possible.


� See: J.J.Rousseau, Retournons a la Nature, 1755.


� A historical person’s ideas and writings never perfectly reflect a particular ideal-type of thinking. As a matter of illustration, however, we can use the philosophers, as mentioned in the text, for our goal. 


� Adam Smith, The Theory of Moral Sentiments, 1759. In this book Smith analyses the mechanism of voluntary transfers on the basis of sympathy. In a second book, The Wealth of Nations (1776), Smith analyses the mechanism of free exchange, which is the market mechanism.


� David Ricardo, The Principles of Political Economy, 1815. Smith had stated that a country must specialise in the production and trade of goods that could be produced at the highest level, compared with other countries. Ricardo, however, stated that countries must specialise in goods in which they are most advantageous relative to other goods; in other words, where opportunity costs are the lowest.


� When prosperity increases, the lowest incomes must increase as well to prevent people with low incomes from becoming marginalised. For example, if a growing number of children in a village or in a particular neighbourhood of a big city entertain themselves in a more luxurious way, the children of low-income parents are not able to participate in social activities anymore if the minimum incomes are not raised proportionally.


� R.Malthus, An Essay on the Principle of Population, 1798.


� K.Marx, Capital, 1872.


� Methodological collectivism means that every phenomenon that is analysed must be explained by referring to developments on the level of society as a whole. In contrast to this view, methodological individualism states that every phenomenon that is analysed must be explained by referring to the characteristics of an individual person.


� L. Robbins, On the Nature and Significance of Economic Science, London, 1932. 


� Ontology is about the problem of what is to be considered as (part of) reality. Some people consider ‘society’ as something that does not really exist, for instance. Or: thoughts and emotions cannot be observed as empirical phenomena; therefore we have to leave them out of our analysis.


� Epistemology is about the principal sources of knowledge. Some people consider the human ratio as the primary source of information and knowledge, while others consider sense-impressions as such.





� Methodology in the broad sense of the word means the whole of ontology, epistemology and methodology in the narrow sense of the word. The third mentioned field is about the way knowledge is structured. Examples are ‘methodological individualism’ and ‘methodological collectivism’.


� Experiments with the ‘ultimatum game’ show that sociology students and economics students score differently. Economics students act more in line with their economic rational paradigm, where sociology students live, to a certain extent at least, in a social world. By way of clarification: the ultimatum game is played by two players. One player must divide a particular amount of money between the two, and the other can refuse the amount of money that is offered to him. But in case of refusal neither party receives money! Economic theory predicts a transfer of one euro, while in sociological theory the idea of fairness plays a role, leading to a division of the amount of money closer to 50-50 distribution. 


� T.Veblen, The Preconceptions of Economic Science, Quarterly Journal of Economics, vol.13 (January 1899), pp.121-150, (July 1899), pp.396-426; vol.14 (February 1900), pp.240-269).


� J.R.Commons, The Legal Foundations of Capitalism, 1924.


� J.M.Clark, Preface to Social Economics: Essays on Economic Theory and Social Economics, 1936.


� Although Comte is generally regarded as the founding father of sociology, the empiricist or positivist methodology that characterises him so much was not followed by most sociologists of the second half of the nineteenth and the first half of the twentieth centuries.


� The process of globalisation is illustrative in this case. While globalisation of the economy is a quite progressive process, the social and political globalisation is a stagnating process in many respects. This asymmetry creates severe conflicts that must be solved in a progressive way in order to approach the global organic unity à la Hegel.


� Workers offer labour services, which consists of physical and mental activity. After some time their bodies and minds get increasingly exhausted and depreciated. Therefore they are in need of regular maintenance, and must eat, drink and have some rest.  Marx called this the necessary reproduction of labour.


� E.Durkheim, The Division of Labor in Society, 1893.


� Evolutionary philosophers and scientists see the shift from simple to more complex societal organisation as the most important characteristic of our history. Technological progress is based a an increasingly complex system of knowledge. It leads to ongoing differentiation in our occupational and professional structures. In primitive times the medicine man took care of all health care activities. If we compare this with the organisation of a modern hospital we can easily see the difference.


� See G.Ritzer for a discussion of Weber’s concept of rationality. Weber’s most encompassing work is: M.Weber, Economy and Society, 1922.


� In chapter 4 we deal more extensively with the concept of culture.


� Modern empirical economic growth literature shows a correlation between areas in the Third World that are highly influenced by Western European culture and current growth figures. See: R.E.Hall, C.I.Jones, Why So Some Countries Produce So Much More Output Per Worker Than Others? The Quarterly Journal of Economics, Vol. 114, No. 1, (February, 1999), pp. 83-116.  


� T.Parsons, Structure of Social Action, 1937.


� Power distance reflects the extent to which the less powerful members of organisations accept that power is distributed unequally. Individualism reflects the extent to which people look after themselves and their immediate family rather than perceive themselves as belonging to collectivities such as nations or ethnic or gender groups. Femininity reflects the dedication people have for caring for others and for the quality of life in general. The opposite of femininity is masculinity, expressing the relevance of achievement and success of individual and group at the cost of other individuals and groups. See for a more extensive treatment of cultural dimensions: G.Hofstede, Culture’s Consequences, Sage, 1980.


� T.Parsons, The Social System, 1951.


� For an explanation of these two kinds of systems, see Piet Keizer, The Character of Modern Science, Utrecht School of Economics, 2008.


� J.M.Keynes, The General theory of Employment, Interest and Money, 1936. We ignore the fact that Keynes, like all economists, abstracts from physical and chemical aspects of human behaviour. When talking about instincts and animal spirits, physiological aspects are implicitly present.


� In the Anglo-Saxon tradition a distinction is made in science, social science and humanities. These concepts suggest as if beta-sciences are the only genuine sciences. We prefer a more neutral division. Moreover, is the division between science and social science an odd one: is social science part of science?


� Almost all Economics textbooks are economic-naturalist in nature.


� As soon as a change in the price implies a significant change in the real value of the total amount of resources, there is a so-called income-effect (change in the quantity demanded for a good as a result of a change in the value of the available resources). This can (partly) compensate the substitution effect as described in the law of demand.


� Part of the marginal cost curve is economically not relevant. Where marginal costs are higher than the average costs, production would lead to bankruptcy.


� Here we enter the realm of law. In the next section we will discuss this point more elaborately.


� Here we enter the realm of business. In the next section we will discuss this point more elaborately.


� Social economics and socio-economics are trying to do this. 


� Behavioural economics, especially New Behavioural Economics, is trying to do this.


� Examples of good introductions into basic sociological are: R.Collins, Four Sociological Traditions, Oxford University Press, 1994. B.N.Adams, R.A.Sydie, Classical Sociological Theory, Sage Publications, Inc., 2002. B.N.Adams, R.A.Sydie, Contemporary Sociological theory, Sage Publications, Inc., 2002. A very good overview of sociological theory: G.Ritzer, Sociological Theory, McGraw-Hill, fourth edition, 1996. An exposition of what is typical sociological: Z.Bauman, Thinking Sociologically, Blackwell Publishers, 1990. A more advanced book that includes empirical research: J.H.Turner, Sociological theory, sixth edition, Wadsworth Publishing Company, 1998. 
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