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PREFACE

» .The following paper is one-of three Tanner Lectures given at
Harvard University in April 1980. I wish to express my gratitude to
Gary Becker, Richard Posner and Stephen Stigler for important assistance,
and my irmense debt to Aaron Director for discussions of these issues
both during the preparation of the lectures and in the many years of
our friendship. Most of the writing was done while I was a visiting
scholar at the Hoover Institution at Sﬁan:orﬁ University, and I thank

Glenn Campbell for providing this attractive setiing,

Geaorge J. Stiglﬁr




The Ethics of Competition: The Friendly Economiscs

The system of organization of aa eccmomy by privace
decisions on the allocacion of rasources and the private
derermination of the composition and discribucion of final
ouzputs is variously known as cthe market syscem, the entcer-
prise systam, compecticiom, laissez-faire, and the Marxian word,
mcnopoly-capitalism. This system has been the main mechod of
contrel of aconomic life in ﬁhe last two hundred years in the

-wustcrn world, but the extent of governmencal iatarvencicn nas
increased enormously in both irs scope and depth of decail.

I plan today first to discuss the actitudes of the dain
streanm of English economists toward this systam -- che measure and
content of their approval and disapproval of the antarprise systenm.
I shall dwell only briefly on the pre-modern ;volu:ion of their
actitudes, and crest primarily with the modern attitudes toward
the market. Thaereafter, I shall deal with the question of whaere
the economists get their ethics, and the effects of these echical

values on their work.

i




1. To 1900: The Growth of Caution
in the Economists' Defense

Until the mid-nineceench century, the virtuss of the
encerpfise system wers as widely accepted as the belief in
irs efficiency. Private property turned sand into gold, amd
no one complained st the logs of the sand or the presence of the
gold. The "natural system of liberty" was extended widely. It
is true that considerable liscs have been compiled of the public
tasks which the classical economists assigned co che stace to
correct or reinforce private actioms, but they were not widespread
or systematic programs, rather a spattering of bandaids to be put
on the body aconomic. Malthus denounced systams of equality as
part of his population essay and Ricardo ridiculed Robart Owen's

parallelagrams.l

Johu Stuar: ﬁill was much more ambivalent on the compara-
tive merits of privaée encerprise, and wvarious forms of socialism.
The ambivalence was actributable co three souzcus:- hi; remarkable
propensity to understand and state fairly any view that many peopla
held; the influence of‘Earriet, the femme fataie of the history

of economics; and the astonishing and absurd deficiencies which

1
“For those who are more familiar with the parallielograms of Zuclid

than those of Owen, the latrer proposed a utonia composad of com-
munitias of 300 to 2000 peopla, located in a village "arrangad in

the foram of a large Square, or Parallalogram” with a balanced
agricultural and manufacturing aconomy in whigch "a full and com-
plete equaliry will prevail”. '"Coustitution, Laws, and Regulations

of a Community,” in A New View of Socistv (lst American ad., Yew York,
Bliss and Whita, L323), pp. L62, 163.

+




he assigned to privace encerprise. He assarted chat perhans
nine-tenchs of the labor force had compensacion which at best was
locsely related to axartion and achievement, and indeed so loose~
ly that he expressed indignation that che "produce of labour should
be apportioned as we now see it, almost in an inverse ratio to tha
].abour".l He falt able to assert chat a competitive market could
aot achieve a shortaning of hours of work, even if all the laborars
wished :I.t.2 It has been said that only a highly educated xan can
be highly miscaken. Mill is no refucatiom.

Nevertheless, while stacing in explicit and implicic
ways that political economy did not imply laissez-faire, he ini-
tiaced a practice that was soon to become widely imitaced. Afzar
listing several reasons =-- chiefly zrounded on a desire for indi-
vidual freedom and development, but grounded also on afficisncy —
for a preferring laissez-faire, M1l concludes,

"... few will dispute the more than sufficiancy
of these reasoms, to throw, in every instance, the
burchen of making out a strong case, not on thosa
who resisc, but on those who recotmend, government
interference. Laissez-faire, in short, should be
the general practice: evary depvarcture from it, un-i
less required by some great good, a certain evil."

The practice of denying laissez-faire ss a theorem bur asserting

the axpediency of laissez-faire as a general rule sconm became, and

L.?rincigles of Political Economy (Toronte editiom), I, 207.

2lpid., II, 956=37.

3I'aid., II, 944=45, The argument is presantad fully iz Bock V,
Ca. XI.




to this day (I shall later argue) has remained the set-lecture of
the economist. Scon Cairnes, Jevons, Sidgwick, Marshall and

J.N. Kaynes confirmed the :radi:iou.l Monopoly, externmalities,
ignorance, and other reasoms for departing from laissez-faire
accumulated, but as individual exceptions £o a gsneral rule.

This compromise, in which Pure Science was silent but Heavy
Presumption favored laissez-faire, troubles me more than it has
most econcmists. A science is successful in che measure chat it
explains in general rerms the behavior of the phinom.na within ics
self-imposed boundaries. Let me give an example: the sclence
should be able to tell us che effects of a minimum wage law oﬁ the
employment and compensation of all workers, the effects on consumars
through price changes, :and so on. The standard analysis, to be
specific, predicts thac a mininum wage law reduces the ilocomas of
the least capable workers and of che communicy at largze, and var-
ious other effects. |

One could say that the theorvy does not lead to an unambig-
uous rejection of minimum wage laws because of.limica:ions wichin
the economist's framework: for example, monopsony in the labor

market or ignorance of workers leads to inefficient marker resulcs.

1

J.E. Cairnes, "Policical Economy and Laissez-Faire," Essavs in
Polizizal Economy (Londoun, Macmillan, 1873): "Economic sciance
has no mors connection with our presant induscrial svstam chan
the science of mechanics has with our present system of raiiways”
(ibid, p. 257); W.S. Jevons, the State in Ralacions to Labour
{London, Macmillan, 1882), #. Sidgwick, Principies of Political
Economv, (3rd. ed., Macmillanm, 1901), Bk. III, Ca. II; A. Marshall,
MSocial Possibilities of Economic Chivalry," Memorials of Alfred
Marshall (ed. by A.C. Pigou; Londocn, Mac=illan, 1925); and J.N.
Zeynes, Scove and Method of Political Zgomomv (4ch. ed., Londen,
Macmillaan, 1230}, Ca. II.




Then, however, the economist should analyse the effects reached
wmder (say) micimum wage la.ws and laissez-faire with zonopsony, and
reach a definite result or no result. In either avent, no presumpction
is reached. .

' Alternatively, the theory may be deemed inconclusive for
reasons lying outside the econcmiscs' domain -— in particular, social
values not rascognized by the theory may reversa the conclusion. We
are told that the standard cheory, to continue the axample, does not
allow a catsgorical denunciation of minimum wage laws because of the
presence of other values. For example, a desired income redisctribu-
tion (or some other social value) may be achisved. Thus :h; apparant
bepeficiaries of a minimum wage law are the workars above the =zinimum
wage, and indeed that is the reason the AFL-CIO supports zhe law. Or
the workers in a high wage area may be protected {rom che écmpetition
of a low wage area, preserving a desired dis::ibu:ion of population.
(In Mill's view, the freedom from compulsion was the chief value
justifying the presumption of laissez-faire; Bk. V, Ch. XI of the
Principles is a préview of On Libercv.)

Very wall, let these or octher reascns be sufficienc o explain
the informed passage and continuance of the minimum wage law by the
communicy. [s it oot then a fair request of economic theory that ic
include these results in its studv of the mizimum wage law? Wway
shouldn't che full range of consequencas important to the sociaty be
important o the econemist? Unless we invoke consequencas cutside

the scope of raciomal inguizy — say, that the law favors belisvers.




in the true God, without furthar identification --, it is not easy
to live with both a pure science of economic phenomena and a sat of
non~-derivative presumpcions about practice. Of course the neglect
of values other than efficiency may be deiended on grounds of
scientific division of labor, even though no other science seexs
fnclinad to assume the neglected share. In chat event, one wonders
again where the presumpction comes from.

I suspect the answer to these quastions is thac the econo-
misc; have decided, possibly implicitly and silently, that the
other values that might overcome the afficiency presumpcion are
usually weak or conflicting, or even teinforce the conclusion based
upon the studied effects. I am in no position to quarrel wich this
as a working philesophy: uno macter how full the explanation of why
' we have minimum wages = and it is a study we should complete — I
predict that we economists will not like the law. But the working

shiloscphy should not parade as science.




2. Marginal Productivity Ethics

The decline in open, unconditional praise of the anter-
p;ise system by economists suffered ome important interruption
at the end of the nineteeath century. The occasion was Che dis-
covery and widespread adoption of the marginal productivicy
theory. )

The marginal productivity theory states that in competi-
tive equilibrium each productive factor receives a rate of com-
pensation equal to the valus of its marginal or additional con~
tribution £o the entarprisa that employs it. If che productive
factar is & laborer, and he works as (say) a service workar with
negligible capital equipment, in equilibrium his wage will squal
simply the amount of rsvenue ais services add to che anterprise.
1f, as is usually the case, the product of all factors is com—
mingled, the marginal product may be manifestead as a slightly larz-
a; crop or a more reliable machine or some other salasbla attributa.

If you state to a layman that a certain individual is paid
his marginal product, after explaining perhaps czore clearly than I
have what a marginal product is, and then add, "Isz't that simply
outrageous?", I predict that this layman will be amazed by your re-
action. In any event, several aconomists who were among the
founders and disseminators of the marginal productivity theory did
take exactly the view that the value of the marginal product of a

person was the just rate of his vsmyneracion.




The most famous exponent of this view was John Baces
Clark. In his magnum opus, The Distribution of Wealth (1399),

he stated:

The welfare of the laboring classes depends on
whether they get much or lictle; but their gttitude
toward other classes — and therefore the stability
of the social stata — depends chiefly on the ques-
tion, whether the amount they get, be it larges or
small, is what they produce. If chey create a small
amount of wealth and get the whole of it, they may
not geek to revcolutionize society; but if it were to
appear that they produce an ampla amount and get only
a part of it, many of them would become ravolurionists,
and all would have the right to do so. ...

Baving first tested the honescy of the social
state, by determining whecher it zives to every mnan
his own [product]!, we have next to test its bene-
ficence, by ascertaining whecher that which i{s his
own is becoming greater or smallsr.”

T.¥. Carver of Harvard was also an axpoment 2% productiricy achics:

But if the anumber of a particular kind of laborars
is so small and the other factors are so abundant cihzat
one more laborer of this particular kind would add
greatly to the product of the cowbination, then i:D is
not imaccurata to say that nis paysical preduct is very
high. That being the case, his value is wvery high.
This, therefore, is the principle wnich datarmines how
much 2 man is worth, and consegquently, acecordiag to our
cricerion of justice, how =uch he ought to have as a
rewvard for his work.”

I have not sought to discover how many =aconomiscs

joined in this echical justcificatisn of compecition. I Sellave clac

many economists did so, not so oftan Dy explicic avowal as > tie

Discribucion of Wealth (Yaw York, Macmillan, 1399), mp, &4=3.

ZT.S. Carver, Essays in Social Justice (Camhridgs, Farvard Ua. Prass,
1$13), p. 201. '




implicit acceptance of the sropriety of marginal productivicy as
the basis for remuneration., Pigou, for example, wished to define
an axploitive wage, and he chose as his definition a wage witich
fall below the valus of the marginal product of the wcrker.l
This liceracture is usually referred to as "'naive produc-
tivicy ethics", with the adjectiv; serving not to distinguish it
from some other more sophisticated ethical systeanm but tO express
disapproval. The classic statement of this disapproval is the
famous essay of Frank Knight, "The Ethics of Camngci:ion" (1923).:
Four charges are cade against the claims of the competitive 3yscen
to be jusc:
1. An economic system molds the tastes of its
mambers, so the system camnot be defanded on
the ground that it satisfias demands affi~ien:ly.3
2. The economic system is not Derfgctly afiicienc:
thare are indivisibilities, impeffecu knowledge,

monapoly, exterualities, e:c.a

lThe Economics of Welfare (London; Macmillan, 2nd. ed., 1924), p. 734,

zguarterlz Journal of Econemics, reprinted in The Ethics of Com~
petition (Chicago, University of Chicago Prass, 1376).

3 . . .
. rhe social order largely forms as well as gracifias the wanis
of its members, and the natural consequezncs "i3,; thac it oust Se
judged ethically racher by the wants which it generacas. R 4P X -
2. 31)

4 o . ;
dence "... in couditions of real life nmo possidle social orcer
based upon a laissez-fairs pnolicy can justify che familiar eczhizal
conclusions of apologetic ecomomics.” (Ibid., 3. 49).
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3. The paramount defect of the competitive systam

is that i:_dis:ribu:es income largely on the basis
f;; ) of inheritance and luck (with some minor in-
| flusnce of effort). The inequalicy of income
increases cumula:ively.l
4. Viewed (altermatively) as a game, competition
is poorly fashicned to meet acceptable standards
of fairness, such as giving everyocne an even
start and allowing a diversity of types of

rivalriass.

When I first read this essay a vast number of yéars 489,
as a student writing his dissertation under Professor Knignt's super-
vision, you should not be surprised to hear thac I thought chac his
was a conclusive rafutacion of "productivicy ethics". When I re-
read it a year or so ago, I was shocked by the argumentacion.
Knight made a series of the most sweeping.and :ogfidenc empirical
judgments (such as those underlying the first-and third chargas)
for which he could net have sven a cupful of supporting avidence.

Moreover, why was it aven relevanc, with respect to his second

l“The ounership of personal or matarial produccive capacicy is -
based upen a complex wmixture of inheritance, uck and afifore,
orobably in thac order of relacive izmportance.” (Ib;d , D. 38)
"The luck element is so large ... that capacity and afforc may
count for nothing fin Husiness]. And this luck elament works
cumulacively, as in gambling games generally.” (Ipid., 2. 64)




1l

charge, that real world markets are not perfectly competicive in
his special sense: one can define a perfect standard to judge
imperfect performance, and assuredly real world performance under
any form of ecomomic organization will be less than perfect by any
general criterion. EKnight kept referring to the objectious to
compecitive results under any "acceptable ethical system" but never
told us what such a system contained in the way of echizal contant.
His own specific judgments do not seem compelling, as when he
asserted that "no one contends that a bottle of old wine is echical-
ly worth as much as a barrel of flour.”" Dear Professor Knight,
please forgive your renegade student, but I do so concend, if'i:
was a good year for claret.

I shall have more to say about acceptable ethical posicions
shortly, but for the moment I wish only to assert thac the appeal
of a productivity ethics for income distributidp commands wida sup-
port not only from the public but also from ﬁhe economists wien
they are wa:chiag.:hnir sentiments rather than their words. Ethical
values cannot pe counted by a sacret ballot referendum, but the
support for a productivity ethic is indeed widespread. Even Marx,
like Pigou, defined burplus value as the part of a worker's product
that he was not paid. The fact that more than skill and affort go
into remuneration == that in Xnight's exampla bearded women ot
zood circus jobs simply by not shaving — is not snough ©o dismiss

productivity ethics.




3. Tyn Ethics of Economiscs

I have postponed as long as possible the question: where
do economists get their sthical systems? My answer is: wherever
they can £ind one.

One occasional source has been a widely accapted philoso-
phical system. The wost important such syscem in the history of
economics has been utilitarianism, which was stroagly influencial
on Bentham's circle, Sidgwick, Marshall, Pigou, and above all
Edgeworth. I have already referred to Edgeworth's Mathematical

Pavchics (1881), which is in good part a reproduction of his |

earlier monograph, New and Old Methods of Ethics (1877). Edgeworth
presents the utilictarian ethic in full grandeur: ‘

"Mécanique Soclale’ may ome day take her place along
with '"Mécanique Caleste,' throned each upon the double-
sided height of ome maximum principle, the supreme pin-
nacle of moral as of physical science. - As the movements
of each particle, constrained or loose, in-a material
cosmos are continually subordinated to one maximum sum—
total of accumulated energy, so the movements of each
soul, whether selfishly isclated or linked sympathetical-
ly, may concinually be realizing the maximum energy of
pleasure, the Divine love of the universe.l

Edgeworth's calculus and Sidgwick's Methods of Ethics represent the

high point of the utilirarian ethics in aeoclassical aconomics.
It proved to be a major obstacle to the axplicit usa of the
urilitarian athic chat iz required additiomal information, particular-

1y about the afficiency of different persoms in producing utilicy,

lﬂa:hema:ical Psvchics, p. 12.
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that admit of no objective determination. Racall that Edgeworta
was led to recognize the possibiliry that an aristocracy might be
the best of all societies.

Even when the difficulry of comparing utilities could be
overcome, and it was generally overcome by ccusensus rathaer than
by argument or evidence, the systematic athic led to an embarras-
sing consequence. Let me axplain by example.

When one traces out che applicatioms of a general ethical
system one encounters problems such as one that Alfred Marshall
faced. He examined the properties of good excise taxes in a
chapter suitably encitled, "Theories of Changes in Normal Demand
and Supply in Relation to the Doctrine of Maximum Sa:isfac:ian."l
According o the urilitarian theory, 1L is more desirable, Marshall
stated, to tax necessaries rather than luxuriss because the demand
for necessaries is less elastic and therefore an excise zax will
occasion a smaller loss of consumer utility (surplus).z 0f course
he rejected this recommendation of regressive taxacion because it
ignored abilicy to pay taxas.

It might be argued that if Marshall had properly waighted
the marginal utilicy of income of che poor as greater than that of

the rich, he would be freed of embarrassment. Possibly, although

l?rinciules, 3k. ¥V, Ch. XIII.

21bid., p. 467a.
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he would then have needed to compare the magnitudes of utilitiaes
with taxation of luxuries and taxation of necessaries. In any ;th:,
other embarrassing implications are readily found, for example, that
the utilitarian goal would imply cosmopolitan income redistzibutiom.
And chat is che trouble with a comprahensive ethical systaem:
ic leaﬁs to conclusions which are unpopular with the commmity, and
therefore unpopular with the economists. I believe, although I
have not undertaken the substancial task of verifying, the proposi-
tion that wherever ao ethical system has clashed with widespread |
social values, the economists have abandoned the implicttions of
the echical system. If thac is indeed the case, it stromgly argues
for the acceptance of the community's values with whacever incon-
sistencies chey coutain.
John Rawls once proposed a way out of this impasse -=- a é%%
method of deriving general sthical values that wera both inductive
and capable of consisteat applicatiom. His proﬁosal wa; as follows.
Select a sat of competent judges and ask them to deéid; many aad
varied specific conflicts that arise between individuals in che
sociery. Given their decisions, seek an expliéa:iou or principle
that correctly pradicts these decisions on average, and call chac
principle the athical principle. Any implicit ethical principles
that had been folliowed by the competent judzes would_be recoverad
by this procedurs. One mighc complain at che elicisc nature of the

procedure, and a fundamencal question is of ¢ourse whecher any
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orinciples would be found to exist.” Rawls' later and influemtial
presentation of a modified utilitarian theory of juscice has ao
such inductive basis, which suggests that he alse found an in-
duccive ethiecs difficult to systemacize, and possibly difficulc to
accept.z

If econcmists have been content to base their goals upen
the ruling views of che educated classes, as [ believe co be the
case, that is not quite the same thing as saying thac chey have
simply taken an implicit opinion poll on ethical values and either
accaptaed the maj;ricy view or distributed themselves in proportion
to the frequencies of viaws held by these classes. Their own
discipline has had its own influence.

Mambers of other social sciences cftan ramark, in fact I
must say complain, at the peculiar fascination that the logic of
rational decision-making exerts upon ecomomists. It is such an
interesting logic: it has answers to so many and varigd'questions,
often answers that are simultanecusly reasonable to economists and
absurd to ochers. The paradoxes are not diminished by the delight
with which economists present them. How plaased Longfiald musc have
been when he showed that if, in pericds of acute shortage, the rich
bought grain and sold it at half price o the poor, the poor wers

aot helpad. How annoyed the ecclesiastical readars of Smich awusc

lSee "Outline of a Decision Procedurs for Ethics,” The Philosophical
Review, LX (1951), 177-97.

ZA Theorv of Justice (Cambridge, Harvard Universisy Press, 1971).
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have been to learn that the haavy subsidization of clarical train-

ing served only to lower the income of curaces. How outraged even some
sconomists are with Backer's "rotten kid theorem", which demcnstrites
that altruiscic trearment of a salfish person forces him to behave

as an unselfish person would.

Economic logic centers on ucility maximizing behavior by
individuals. Such behavior may be found in every area of human
behavior, and my just mentioned colleague, Gary Becker, has analysed
it with striking results in areas such as crime, marriage and divorcs,
fertility, and alcruiscic behavior; but the ce&:ral application of
economic theory has been in explicit markecs. The power of self-
interest, and its almost unbelievable delicacy and subtlecy in coqplcx

decision areas, have led economists to seek a large role for expliecit

or implicit prices in the solution of many social problems.

As a rasult, in a period of rapid and extensive movement away
from reliance on competitive markats to allocace resﬁurécs and to
distribuce income, economists have not led the trend but racher foli-
lowed it at substantial distance. They have scught persiscently to
amploy prices to abate pollution or to ratiom énergy or to incite
safecy conditions. They have been at the forefront of what present-
ly appears to be a modest policy of deregulation of cartain areas
of ececnomic behavior.

It would take a wisar person than me co detarmine zhe sharas
of this market oriemtation of aconomists that are due to professicmal

training, to attachment to a demonstrably efficient machinery for
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allocating resources that is largely (buc not completely) independent
of the goals being sought, and to ethical values in the markec
organization of ecomomic activicy. But this last component, che
ethical attractiveness of voluntary exchange, plays at least some
part in our attitudes, and I shall give an example of its role.

Market transacticms are volunéary and rapetitive. These
traitcs a?e much less marked in pelicical tcramsactcions, or military
transactions, although perhaps not in religious transactions. 3Be-
causa the ma;kat transactions are veluntary, they must benefit at
least one party aad not impair.chc other. Because they are repeti-
tive, cthey (usually) make deceit and non-fulfillment of promises un-
proficable. A reputation for candor and responsibilicy is a com—
mercial asset — on the entarprise's balance sheet it may be called
goodwill.

Nothing in.ratianal behavier precludes the format;on of
habits, which economize on decision—making coscs.. One such habit

according to Marshall is probity.

The opportunities for knavery are certainly more
numerous than they were; but thers is no reason for
thinking that men avail themselves of a larger pro-
portion of such opportunities than they used zo do.
Ou the concrary, modern wmeathods of trads imply habits
of truscfulness on the one side and power of resistc-
ing cemptation %o dishonesty on the other, which de
not exist among a backward geople.l :

1'E':.':.‘.m';ip].es of Economics (8th. ed., Loaden, Macmillan, 1920),
B. /.
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A scill stronger, and much earlier, exteasion of the same argument ' @

was made by Smith:

"henever cotmerce is introduced into any country,
probity and punctualicy always accompany izc. These
virtues in a rude and barbarous country are almost un-
known. Of all the nations in Europe, the Dutch, the
most comercial, ars the most faithful co their word.
The English are more so than the Scotch, but much in-
fericur to the Dutch, and in the remote parts of chis
councry they (are) far less so chan in the commercial
parts of it. This is not at all to be imputed to na-
rional character, as some pretend. There is no natural
reason why an Englistman or a Scotchman should aot be
as punctual in performing agreements as a Dutchman. It

_ is far more reduceable to self interest, that general
principle which regulates the actions of every aan,
and which leads men to act in a certain mammer from
views of advantage, and is as deeply implanted in an
Englishman as a Dutchman. A dealer is afraid of losing
his character, and is scrupulous in observing every an-
gagement. When a person makes perhaps 20 c¢oncracts in
a day, he cannot gain so =uch 3Y¥ endeavouring to impose
on his naighbours, as the very appearance of a cheat .
would make him lose. Where people saldom deal with ome 'é%%
another, we find that they are somewhat disposed to
cheat, because they c¢an gain Tore by a smart trick then
they can lose by the injury which it does their charac-
ter. They whom we call politicians are noc- the most
remarikable men in the world for probity and pumctualicy.
Ambassadors from different nations are still lass so: .
they are praised for any little advantage they can take,
and pique themselves a good deal om this degres of Te-
finement. The reasou of this is that nations treat
wich one anocher not above twice or thrice-in a cen-
tury, and they may gain more by ome piece of fraud chan
{Lose) by having a bad charactsr. France has had s
character with us ever since the reign of Lawis XIVER,
yet iz has aevir in the laast hurt eithar its incerest
or splendour.”

1

“tactures on Jurisorudence (Cambridge Un. Press, 1978), »p. 338-39. %
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I do not knuﬁ whether in actual factc the participants in
aconomic transactions behave mors honastly than chose in diplomacic
exchanges or in primitive bartar, and I am reasonably confidenc that
Mapshall and Smirh also did not know when they wroce these passages,
whatever they have since learmed. But I do believe chat they, and
most modern economists, aceept the substance of their position on Som=
mercial morality.

This belief is b;sed not upon some poll of opindom but am
our daily practice. Modern economisté almost invariably postulate
transactions free of fraud or coercion. This postulate is partially
presentad in mathcmapical versions as the budga:‘equa:ion. ich statas
that for each economic agent zhe sum of values rvec2ived aquals che sum
of values given up. No transaccion therefore leaves anvone worsa ofz,
ex ante, than he was befors he emtered it == almost a defiaiciom of a
non~coercive transaction.

There is no inherent reascn Zor us to make this assuﬁp:ian, and
two good reasons for not doing so. The f{irst r=asom for idcludinz fraud
and coercion in economics is that thev ars probably impossible to dis-
tinguish from honorable dealing. Assume that I take a shortcut home
through a park asach night, and omce a week on average [ am robbed of
@y ctrousers =- I have learmed not to ¢arry zonay. L3 cthis aot a volun-

-

rarv transac-ion in wanich I say a toll of sme-fifth o

r

a pair of
trousers per dav for acezess to the sportcuc? Assume chat I sell <o

you a 2loc of land which you arTonecusly believe Co covar an ail
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pool, and I know the truth. am I being fraudulent? If so, modify
the circumsctances so that you know there is oil and I don't. Clearly
we can find situations in which the presence of fraud is rejected by
half the populationm.

Secondly, even when fraud or coercion is unambiguous in the
eves of the society, that is no reascn To believe that ordinary
economic analysis is inapplicable. Fraudulaﬁt securirzias will be
supplied in such quantity that their marginal costs, iancluding sell-
ing costs, equal their marginal revenus. One would not axpect
criminals to earn more than they could cbtain in legicimace callings,
proper allowance being made for all costs of doing business. The
ordinary propesitions of economics hold for crime,

I conclude that we economists have customarily excluded fraud

and coercion because we have thought that they are not empiricall
significant. elements in the ordingry ecomomic fransactions of an entar-
prise economy.

Although econcmists have displayed a larger affcc:ion for
the systam of private encarprise than has the remainder of the educated
public, this is not to say that prevaleat social views are not in-
fluential even in tachnical accacmic writing. Consider the encrmous
attencion that is devoted to monopoly in modern econcmic theory, an
accantion so vast that it has virtually taken possession of the li;era-
ture on industrial organization. The evidence that moneopely is lmpor-

tanc is neglizible, and the avidence that it is a quite minor influence
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on cthe workings of the ecouwomy is large. I have slowly been approach-
ing the viaw of Schumpeter, that the eminant rale of momopoly in

economic literature is due to the influence of general social views.l

4. What is Echics?

Economists, I have just said, believe that economic tramsac-
pions are usually conducted on a high level of candor and respousi-
bility, because it is in the interest of the parties to behave homor-
ably in repecitive transactions. Hence honesty pays.

Against this view wa may set that of Archbishop Richard
Whately, himsclz something of an economist as well as a notad logician
and divine. The man who acts oun the prineiple that honasty is tie Dast
policy, said his Grace, 1s a man who is oot hcnest.z He did not elab-
orace but the meaning is clear: he who benaves nonestly because it
is remunerative is simply an amoral calculator; an honest maﬁ is one
whose principlas of right conduct are adopted indepéndencly‘cf their
consequences for him.

If every person in & society shared the utilitarian goal of

maxizum ugility for the society, all would presumably behave honescly

because there is a large deadweight loss to society in ersczing de-

fenses against dishomesty and punishing its manifescations. L1 even

the racent actention paid by ecomcmists a consarvacion of rescurces
and all varieties of pollution alsc reprasents a raspounse o popular
discussion of these matters vather than thie rasult of autonomous profas-
sional economic resaarch.

2Nassau . Senior, Journals, Conversacions and Essavs Ralaciag to l»eland
(London, Longmans Green, 1868), II, 271.
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one person did not share chis athie, it might well pay him £o engige
in acts of dishonesty — indeed it would hardly pay the society Lo
rake defensive steps against him or her. Oue may therefore conclude
that honesty would be an utilitarian ethic for the society as the
whole, even though honesty did not pay (was not ucilirarian) for an
individual.

Do people possess ethical beliefs which influence their be-
havior in ways not dictated by, and hence in conflict with, their owm
long run utility-maximizing behavior? This question is not free of
ambiguity: 1f we allow wmlimited altruism in the individual's ucility
funccion, we are back to social utdlirarianism. Leass to avoid chis
result than to attain a position that seems empirically defemsible, I
shall assume that the altruism is stromg within the family and close
friends and diminishes with the social distance of the person — VeIy
zuch the position Adam Smith advanced in his Moral Sentimen:s.l This
interpretation does not assist in answaring the queétion wh;:her vegple
act on ethical principles. Indeed it eliminates both the éautological
answer, "of course”, and the self-evident contradiction, "they gave to
charity."”

The quastion of the existence of affective ethical values is
of course an empirical question, and in principle it should be dirscecly

cascable. I rascall reading of one such experiment in which stamped and

1'See Ronald H. Coase, "Adam Smith's View of Man," Journal of Law and
Economics, XIX (1976), 529-46.
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addressed but unsealed eavelopes wicth a small sum of money were scat-
rared in the streets, and records wer; compiled of which envalopes
were mailed to the designated recipient. My faint recollection is
that more envelopes were mailed whea the designated recipient was a
charity, but that most sums ware appropriasted by the finder.

One could quarrel at the design of this test, as I recall irt,
for it gave no information on the finders: perhaps those who were
conversing with their clergymen when cChe envelope was found behaved
diffarently from those who were conversing with their bookies. Seill,
it is an interasting line of inquiry chat would be a bettar employ-
ment of the recent doctoratas in philosophy than the employmencs wiaich
are reportad.

Lat me pradictc the outcome of the systamaric and zcmprehensive
tasting of behavior in situations where self-interest and etiaical
values with wide verbal allegiance are io comnflict. Much of the time,
most of the time in fact, the self-intarest t.hearj éu I intarpreted
it on Smithian lines) will win. In a set of cases chn:_is not negligible
and perhaps nct rand&n with respect to social characteristics of che
actors, the self-interest hypothesis will fail, a:Alcas: without a subtle
and unpredictable interpretacion of salf-interesct.

I predict this result because it is the prevaleant result found
b7 economists 2ot only within a wide variety of ecomomic phenomena, but
in the investigations of marital, child-bearing, criminal, religious,
and other social behavior. We believe that man is a utility-maximizing

animal -~ apparently pigeons and rats are also =-— and to date we nave

SRS
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not found it informative to carve out a section of his life in which ‘€%§
he invokes a differeat goal of behavior. In fact, the test I have

just proposed has ﬁery 1ittle potential scope, I shall argue, because

most ethical values do oot confiict with individual utility maximiz=

ing behavior.

I pursue this dangerous line of thought in my final lecture.






