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This thesis examines the failure of both contemporary "classical" and , 
C 

%on-classical" (e.g., Keynesian) programmes to provide a non-arbitrary end 

logically complete explanation of observed short-run employment, price, and 

expectational behaviour. It is argued that, given the requirements which 
' 

each progranune has stipulated as necessary fur successful short-run explana- 
A 

.- 

tion, there exists no explanqtory str&y which can meet the methodological 
z P 

crit&ria specified by both sides. In defending this argument, the prinaipal 

contribution of this thesis is the provision of a meta-theoretical frame- 

work which can (a) illuminate - all logically consistent and non-trivisl 

klanatory options available to explain short-run behaviour; (t) demon- 

strate why all existing classical and non-classical strategies must fail; 

and (c) investigate the logical possibility of ~ons~ructing a theory of 

short-run behaviour which, under a non-arbitrary 'fpodification of prevailing 

methodological criteria, can be construed as successful insofar as it com- * 
bines the virtues of the two programmes without their defects. 

The integrating idea in +oposed analysis is that all critical 

debates between lassical and non-classical thinkers must be seen as debates 'f d 
over rrhe fulfillment of the methodological standards of Individualism in 

explaining observed aggregate phenomena as aggregate coordinated ("general 

equilibrium") phenomena. Chssical theorists contend that it is only if 

short-run observed outcomes \can be explained as equilibria which manifest 

the "rational" decision making of all individuals'that InGividualism can 
- 

be maintained and that any non-classical account of such phenomena which , 
4 -- 

denies rationality (e.g., by-substituting exogenous institutional detenpina- 

tion) must be behaviourally arbitrary. Since these theorists equate the' 

iii 



exis tence  of r a t i o n a l i t y  only t o  the  r e a l i z a t i o n  of e q u i l i b r i a  with ~~&irrmm 
. 

- 

f - -  

- - - - -- - 

gains from trade--as defined r e l a t i v e  t o  given " tas tes"  and "technology"-- 
0 * , 

t h e  provis ion of any non-arbi t rary short-run explanatory framework is seen % 

. 
t o  hinge u l t imate ly  on t h e  success  of e i t h e r :  ( i )  t h e  c l a s s i c a l  demonstra- 

t i o n  t h a t  r a t i o n a l  maximizing behaviour must t r a n s p i r e  i n  t h e  short-run; o r  
'F 

( i i )  t h e  non-clas Li  c d  demonstration t h a t  short-run nort-maximizing; outcomes 1 
J 

can in f a c t  be cons i s t en t  with " ra t iona l"  coordination, as defined r e l a t i v e  

t o  a s e t  of exogenous va r i ab l e s  o the r  than,  o r  i n  add i t i on  t o ,  t a s t e s  and 

technology*. 
L 

, 

It i s  argued 5 h a t  ( i )  i s  l o g i c a l l y  impossible--since, i t  r equ i r e s  a 

guarantee of " su f f i c i en t "  endogenous knowledge which can be procured only 

i n  t he  long-ruri--while at tempts  t o  underwrite (ii). only through t h e  in t ro-  

duct ion of exogenous knowledge and/or i n s t i t u t i o n a l  c o n s t r a i n t s  cannot 

succeed i n  p r inc ip l e . -  

The conclusion, however, is t h a t  ( i i )  need not  f a i l :  t he  only 
t 

successfu l  way of r a t i o n a l i z i n g  t h e  ex is tence  of s t ab l e ;  short-run, non- - 

maximizing outcomes i n  accord wi th  Individualism is t o  deny the  ex is tence  

of exogenous i r i s t i t u t i o n a l  c o n s t r a i n t s ,  but  t o  maintain l imi ted  knowledge, & 

conjoined with a dynamic theory of i n s t i t u f iona l  reform 6y indiv idua ls .  

It can then be argued t h a t  i nd iv idua l  reform is  " ra t iona l , "  r e l a t i v e  t o  

t he  cons t r a in t s  of changing i n s t i t u t i o n s ,  given l imi ted  knowledge, even 

though s t a t i c  maxima can be r ea l i zed  only by accident 

'? va r i ab le s  a r e  endogenous. 

and a l l  i n s t i t u t i o n a l  



ACKNOWLEDGEMENT 

I wish to thank my supervisor, Lawrence Boland, and my 

supervisoress, Valerie Bencivenga, for that set, and only that set, 

of unremitting critical comments which have improved this dissertation. 
, 

I also wish to thank the Canada Council, Simon Fraser University, and 
- \ 

the University of Toronto for their financial support. Finally, I would 

like to thank ~iina Renton for invaluable typing assistance. 



TABLE O F  CONTENTS 

. . .  ABSTRACT . . . . . . . . . - . . . . . . . . .  ii'i 

ACKNOWLEDGEMENT . . . . . . . . . . . . . - . . . .  v 

CHAPTER ONE INTRODUCTION: TI40 VIEWS ON EXPLAINING 
C L A S S I C A L  D I S E Q U I L I B R I A  . . . . . . . . .  

3 
1 

CHAPTER TIJO ' A MORE SPECIFIC ORIE~TATION TO THE PROBLEH: 
THE EXPLANATORY ROLE FOR I N S T I T U T I O N S  AND 

. . . . .  . . . . . .  INFORMATION ." 15 . 
- 

CHAPTER THREE THE THEORY O F  INDIVID,UALISPZ AND THE 
"CLASSICAL CRITIQUE"  OF  NON-CLASSICAL- 

. . . . .  
1 6  

P R O G R k W S :  AN I N I T I A L  PERSPECTIVE 35 
1 

CHAPTER FOUR THE l t ~ ~ ~ ~ ~ ~ ~ ~ , ~ ~ ~ ~ ~ ~ ~ ~ , "  THE NON-CLASSICAL 
C R I T I Q U E ,  RATIONALITY,  AND "KEYNES tlVD THE 
C L A S S I C S "  . . . . . . . . . . . .  52 

CHAPTER FIVE THE THEORY OF AGGREGATE ECONOEIIC COORDINATION: 
S O ? E  B A S I C  CONCEPTS, D E F I N I T I O N S ,  AND NOTATION . 85 &- 

CHAPTER S I X  I N D I V I D U A L I S T  THEORIES  O F  AGGREGATE COORDINATION 
AND T H E I R  COMPETITORS: THE ANALYTICAL OPTIONS . 108 

CHAPTER EIGHT 

CHAPTER N I m  

CHAPTER TEN 

; CHAPTER ELEVEN 

CHAPTER TWELVE 

BIBLIOGRAPHY . 

KNOWLEDGE AND THE "SIMPLE" CLASSICAL SYSTEX . . 132 

TRANSACTIONS COSTS,  ADJUSTMENTS COSTS,  AND 
INFOR~ATION COSTS IN THE "EXTENDED" CLASSICAL 
SYSTEH . . - - , - . . * . * - - *  154 

'THE LOGICAL I M P O S S I B I L I T Y  O F  A SUCCESSFUL 
'CLASSICAL EXPLAXATORY PROGRAHME FOR THE SHORT- . 
RUN: THE PROBLEM OF SHORT-RUN KNOWLEDGE 
S U F F I C I E N C Y  . . . . . . . . . . . . .  190 

L I M I T E D  KNOWLEDGE, THE G I  EXPLANATORY P R O G , W M E ,  
AND THE FAILURE OF  E X I S T I N G  NON-CLASSICAL 

- - - - - - - - - 

STRUCTURE ( . . . . . . . . . . . .  . . .  - 227---- 

THE P&B~ OF KWVEENX 
INTEGRATION . . .  260 

CONCLUSION: ON THE ROAD TO A SUCCESSFUL 
GENERALIZED J lLDIVIDUXLISM . . . . . . . .  295. 

T' 



INTRODUCTION: TWO VIEWS ON EXPLAINING 
CLASSICAZ, DLSEQUILIBRIA 

v 

fkiy cursory examination of the literature of economic theory over the 
a 

past decade reveals that, 'for alf the seemingly-diverse new research areas 

which hav,e opened up, the highest analytical premium is still placed upon 

finding a solution to one fundamental theoretical problem. This is the 

problem of how to explain the existence and character of behavioural outcomes 

1 

which observably differ from those implied by ciassical (Walrasian) general 
i 

equilibrium the0.q. ThiS dilemma emerges in much the same form whether one 

is concerned with explaining persistent unemployment (Solow 1980)'), the 

"price dynadcs" which transpires outside of a competitive general . 
equilibrium (Arrow (1959); Gordon and Hynes (1970); Rothschild (1973); and 

Fisher (1976b), or the short-run business cycle (Lucas (1976)). For that 

matter, it also emerges in the attempt to explafn any other phenomena that 

manifest the presence of some social  distortion^' or "rigidity" which limits 
- 
the possibilities for individuals to exploit all available gains from trade, 

such behaviour under wage and price inflexibilities, under market and 

L 
incentive insufficiencies, u<der monopoly, a d  under sub-op timal "contracts" 

and regulatory constraints. Since all of these concerns have been a principal 
J 

focus of both "doctrinal" and "policy" debates in economics, it is revealed, 
- 

moreover, why the theoretical problem under examination has taken up strategic 

importance in any critical discussion of the foundations of Keynesianism and 

Monetarism ( C I w t  (1965); Leijaehufvud (1968);-Ffiedman (19701; Welntraub 
4 -: , 

+ . (1979); and Hahn (1980)), sad in any eorrsi&re%o& elte specific questfon of - 

how government policy (and, in particular, monetary policy) can ever 

sustainably affect real output (Sargent and Wallace (1975) ; Fischer (1977) ; 



- - -  - - -  

~ 0 d i ~ l i - ~ ( D 7 7 )  ; ~ h e l p s ~  and Taylor (1977) ; Barro (1979) ; Taylor (1980) ; 

Weiss (1980); and H o w i t t  (1981)). 

L From a methodological s tandpoin t ,  i t  is  evident  h a t  what u n i t e s  a l l ,  of 

the  above research concerns i s  t h a t  they a l l  r equ i r e  some b a s i c  dec is ion  as- 

t o  how t o  i n t e r p r e t  o r  r a t i o n a l i z e  seeming in s t ances  of c l a s s i c a l  dis-  

equ i l i bz i a .  More s p e c i f i c a l l y ,  they all requ i r e  e i t h e r :  (a) some admission 

depar tures  from c l a s s i c d  equi l ibr ium a r e  i n  f a c t  bona f i d e  -- 
-L 

then n e c e s s i t a t e s  t he  provis ion of a genera l  and non- 
I 

. 
a r b i t r a r y  explanat ion of t h e  behaviour which t r a n s p i r e s  in a s e t t i n g  of "true" 

; c l a s s i c a l  disequi l ibr ium; o r  '6) s6me non-arbitrary r a t i o n a l i z a t i o n  fo; why 

all observed purported depar tures  from s i t u a t i o n s  of c l a s s i c a l  equi l ibr ium - 
P 

can be onlx apparent depar tures ,  which is then s u f f i c i e n t  t o  ensure t h a t  a l l  . 
such phenome.a can be covered by - some type of c l a s s i c a l  ,equi l ibr ium 

explanat ion and which ex-ts t he  t h e o r i s t  from having t o  admit t h e  ex is tence  

of "true" d i s e q u i l i b r i a  a t  all. 

It i s  s t ra ight forward  t o  i d e n t i f y  t h e  f u l f i l l m e n t  of requirement (b) a s  
- 

b e i n g  an u l t imate ,  des ide ra t a  of defenders of c l a s s i c a l  general  equi l ibr ium + 

explanation-henceforth, denoted " the  c l a s s i c a l  programmew--and the  f u l f i l l m e n t  

of requirement (a) a s  cons t i t&ing  an u l t imate  ob jec t ive  of almost a l l  c r i t i c s  

of this programe,  whether they be Keynesians , Neo-Kepesians, Post-Kepesians , 

~ n s t i t u t i o n a l i s t s ,  o r  Marxists-henceforth, denoted a s  " the non-classical  

programme." It i s  a l s o  s&aightforward t o  note  t h a t  i t  is  p rec i se ly  the  

-- t r a d i i i o n a l  f a i l u r e  of e i t h e r  programme t o  meet i t s  re levant  requirement 
- \ -- 

- -- 

successfu l ly  which has made d iscuss ions  of c l a s s i c a l  disequi,librium 
- - 

- --- 
-- 

phenomena seem so opaque and, perhaps, even enigmatic i n  charac te r .  
-. 



Given the  above perspect ive,  I take  i t  a s  axiomatic t h a t  t h e  f a i l u r e  of 

6 3 f 

t r a d i t i o n a l  ve r s ions ,  f t h e  non-classical  programme res ided  simply i n  t h e i r  
\ 

i n a b i l i t y  t o  provide any,explanat ion of behaviour i n  c l a s s i c a l  d i sequi l ibr ium 

which was o the r  than a r b i t r a r y  o r  ad hoc. Thus, Samuelsonts (1947) "dis- * 

equi l ibr ium p r i c e  dynamics" was l i t t l e  more than one p o s s 9 l e  "descriptiont '  
t. 

of t he  pa th  of p r i c e  behaviour.which might t r a n s p i r e  p r i o r  t o  t h e  achievement 

of a competit ive equi l ibr ium; i t  simply d id  not  a f f e r  a v i a b l e  "explanation", 
x 

d for why any p a r t i c u f  ar prf €4- d m  p a t h - o u t  of an i n f i n i t y  poaaible-must 

a come tt preva i l  (see Arrow (1959) ; Gordon and Hynes (1970) ; and Barro (1972)). 

By the  same token, n e i t h e r  Keynesians nor "second-best" t b e o r i s t s  (following 
1 

Lipsey and Lancaster (1957)) were r e a l l y  providing c l e a r  and convincing 
- 

reasons f o r  why agents  would r a t i o n a l l y  .endorse those types of i n s t i t u t i o h a l  
-* 

cons t r a in t s  (e.g., f i xed ,  d i sequi l ibr ium p r i c e s  o r  wages) which w e r e  

c h a r a c t e r i s t i c a l l y  pos i ted  t o  r a t i o g a l i z e  observed non-classical  outcomes, 

such a s  t'hose assoc ia ted  with pergis tent?  "involuntary" unemployment . Even 

if i t  v e r e  granted t h a t  a r a t i o n a l e  f o r  t h e  s u s t a i n a b i l i t y  of "false"  p r i c e s  

o r  wages could be found, however, a f u r t h e r  defec t  of these  programmes w a s  

t h a t  they normally l e f t  q u i t e  unilluminated the  ques t ion  o f ,  which p a r t i c u l a r  

* 
s e t  of "false"  p r i c e s  o r  wfges-out of an i n f i n i t y  possible-must come t o  

p r e v a i l  af a given po in t  i n  t ime, so t h a t  they, lacked the  explanatory equip- 

P ment t o  pin down non-arb i t ra r i ly  even the  1eve l .o f  i-nvoluntary unemployment. 
d 

- - - -- - -- 

Trad i t i ona l  proponents o f  t h e  non-classical  programne the re fo re  l a G ~ l y  

c d t t e d  therns&ZF t o  the  d i f f i Z t  posftX3n thaf  mcStveT3 depar tures  f r ~ m ~ , '  

a s i t u a t i o n  of c l a s s i c a l  equi l ibr ium were i n  f a c t  "re$" departures ,  without. .  

doing much e l s e  bey&d a r b i t r a r i l y  assuming i s t o r t i n g "  cond i t i ons .  
the Y' 

necessary f o r  t he  exis tence,  of c l a s s i c a l  d i sequi  i b r i a ,  and/or simply b 



*- 
describing-but no t  e x p l a i n i n F w h a t  might (but  need not )  t r a n s p i r e  under 

such condit ions.  This was obviously n o t  good enough to.convince any ardent  - -  

d e f e n Q r  ~ f ' ~ l a s s i c a l  genera l  equf l i b r f  um theory. 
.L 

7 

On t h e  o the r  hand, I take i t  a s  axiqmatic thag t h e  f a i l u r e  of t r a d i t i o n a l  

-1 

vers ions  af t h e  c l a s s i c a l  programne res ided  i n  no' more than t h e i r  i n a b i l i t y  
' i 
\ ,--Lo c a  up wi th  t h e  requi red ,  mn-arbibifary proof of t h e  impossib ' i l i ty  of. 

- -  - 
i observing "true" c l a s s i c a l  d i s e q u i l i b r i a  a t  any, ahd a l l  p o i n t s  i n  time. - 

'Ifus, mo& of. t h e  i q o r t a n t  . . h i s t o r i c a l  expos i t ions  of t h e  "c lass ica l f :  pos i t i on  

( a h h i s  includes i rk& (1270)) tended t o  . s t r e s s  the  "long-run" charac te r  

. Q 

c l a s s i c a l  equi l ibr ium explana t ion  could be  guaranteed t o  hold only in  t h e  

While iych a view was normally put  f o r t h  a s  p a r t  

. methodological p r o g r a p e  t o  ensure t h a t  t he  theorems 
7 

t h e  appropr ia te  canons o f  t h e o r e t i c a l  s t r ingency (see  Friedman (1953)) and, 
- -  - 

indeed, served as an important an t ido te  t o  t h e o r e t i c a l  prograrmn& which were - 

(naively)  prepared t o  take  a l l  s o r t s  of "short-run" phenomena as permanent, 

r a t h e r  than  t r a n s i t o r y ,  t h e r e  can be l i t t l e  doubt t h a t  t h e  p o s i t i o n  was an 

easy t a r g e t  f o r  non-classical  c r i t i c s .  I n  p a r t i c u l a r ,  s i n c e  the  t r a d i t i o n a l  
2 

c l a s s i c a l  p & i p e c t i v e  d id  n o t  rule ou t  t h e  p o s s i b i l i t y  t h a t  "real"  c l a s s i c a l  

d i s e q u i l i b r i a  coula exi& in, the  short-run, and s ince  it had a l ready  

comnitted i t s e l f  t o  t he  view t h a t  i t  could be-only a matter  of acc ident  ' 

( r a the r  than a gua-tee) t h a t  c l a s s i ~ d C e x p l a n a t i o n  could successfu l ly  . - 
- -- - - - --- - -- -- - -- - -- - - 

cover short-run cases ,  i t  was s t ra ight forward  f o r  qon-classical  c r i t i c s  t o  
- -- - - - - - - - - -- 

conclude thak t h e  c l a s s i c a l  programme must be exp lana to r i l y  incomplete a n d  

t h a t  any endorsement of t h i s  programme must-const i tute  a commitment t o  

methodological defeatism.. This s i t u a t i o n  then l e f t  t he  door v i d e  open f o r  

proponents of var ious  non-classical progr-es - t o  r a t i o n a l i z e  all s o r t s  of . 



* 
a r b i t r a r y ,  short-run theorizing-on t h e  grounds t h a t  something w a s  b e t t e r  than 

- - -  - - pp -- -- - 1 
e 

nothing-and t o  pe>rpetuate t he  view <hapany t h e o r i s t  who p r ides  himself i n  
-_; - 

-4. 

- t h e o r e t i c a l  "relevance': must a t tempt  t o  i l luminate  short-run disequilYbrium ' 

adjustment quest ions,  no matter  how poorly t h i s  might be done. E x a m p l e h f  

these  non-classical programmes have been discussed above. 

. - 
Evident ly,  t r a d i t i o n a l  proponents of t h e  c l a s s i c a l  programme had made a 

s t r a t e g i c  g r r o r  in  not  e x p l i c i t l y  demonstrating t h a t  c l a s s i c a l  theory could, 
? 

cover'-both short-run and long-run phenomena equal ly w e l l ,  thereby r u i i n g  out  
0 

t 

the  p o s s i b i l i t y  of c l a s s i c a l  d i sequ ia ib r i a  a l t oge the r .  I n  saying t h i s ,  ? 1 I - 
1 
1 

I do n o t  intend t d  suggest t h a t  defenders of t he  c l a s s i c a l  programme ever  
- -- 
- - - 

ul t imate ly  bel ieved t h a t  t h e i r  opponents could i l l umina te  short-run behaviour ', 

non-arb i t ra r i ly  (any more than they  could)--so t h a t  t h e  c h a r a q e r i s t i c  defence 
. I 

1 .  i 

of a v i e w  which s t a t e d  t h a t  t he  oply-non-arbitrarjr be i o u r a l  theory ava i l ab l e  X 
was'a "long-run" one was r e a l l y  a pos i t i on  of integrity. 

L . 
2 . a ,& What seems t o  be the  case, however, is  t h a t ,  h t b a ' t e  b e l i e f s  a s ide ,  

t r a d i t i o n a l  proponents of the  c l a s s i c a l  programme were vict imized by what might 
- 

be termed 2n unant ic ipa ted  "short-run panic1'--one which had a s i g n i f i c a n t .  
.. F 9  

d o c t r i n a l  cost . ,  Thus, when Cagan (1956) and Priedman (1957) a c t u a l l y  t r i e d  I 

- "  i 
- t o  compete with various non-classic33 programmes by showing t h a t  they too could 

o f f e r  a r b i t r a r y  desc r ip t ions  of short-run disequi l ibr ium adjustment processes-- 
e - 

i n  p a r t i c u l a r ,  @q a regime of "adap;iveekpectations," where adaptat ion 

was not  f u l l y  complete (see a l s o  Friedman (1970))--they unwit t ingly provided 
3 

t h e i r  c r i t i c s  with the  admission that--run, d i s e q u i l i b r i A  adjustmept 

question$ were t r u l y  important ones, and tha t - the  c l a e s ~ c a l  programme could a -- - - L 
S 

no t  i n  any way i l l m i h a t e  them s ~ c c ~ s s f u l l y .  When o the r  defenders of t he  - 

c l a s s i c a l  progranme f i n a l l y  t r i e d  t o  r e p a i r  t h i s  damage by simply invoking the  

propos i t ion  t h a t  "economies were i n  c l a s s i c a l  e q q i l i b r m l l  t he  time1'-albeit 1 



t rad ing  a s  f a l s e  pr ices"  and "cos t l e s s  and instantaneous.adjustment" were- 
- --- - - - -- --- - -- 

t h e  s t r a t e g y  s t i l l  appeared f a r  too crude and ad hoc because t h i s  w a s  t h e  - ' 9  

very propos i t ion  thak defenders of Cl~assicism needed t o  demonstratenon- 

a r b i t r a r i l y  (and not  j u s t  a s s m e )  i n  t h e  f i r s t  place.  

The n e t  oytcome of t hese  sub-optimal s t r a t e g i e s  ev ident ly  w a s  t h a t  a l l  
B 

the  s t r eng ths  of t h e  c l a s s i c a l  programme w e r e  eroded. Any defender of a 
4, 

non-classical  viewpoint w a s  now a b l e  t o  state, w i t h a a  c l e a r  conscience, t h a t  

his brand of t h e o r e t i c a l  a r l i t r a r i n e s s  i n  short-run explanat ion w a s  no,worse 
- 

than / tha t  o f f e red  by c l a s s i c a l  t h e o r i s t s  (e. g., under adaptive'  expectat ions)  - 
and t h a t  h i s  ad hoc assumption--say, " t h a t  economihes a r e  hard ly .ever  i n  

- a - 

d a s s i c a l  equilibrium1' was indeed &more adLh& than any. "classicali '  
- 
- 

assumption t o  t h e  oppos i te  e f f e c t .  I now e x m i n e  liow t h i s  controversy has  --. 
changed i n  recent  days , 

2. The Avant-Garde "Classical" an% "Non-~lassical"  Explanatory Programmes 

- 
I n  assess ing  t h e  contemporary . q i tqa t ion ,  i t ' i s  appropr ia te  t o  s t a r t  from 

the  recognit ion t h a t  t h e  b a s i c  c r i t i c a l  perspec t ive  pu t  f o r t h  by proponents 
I 7 3  - - 

C. 

of non-classical  p~ogrammes-that "true" c l a s s i c a l  d i s e q u i l i b r i a  e x i s t ,  and 

t h a t  t h e  c l a s s i c a l  programme i s  l o g i c a l l y  incapable of i l l umina t ing  such 

phenomena-has changed r e l a t i v e l y  l i t t l e  over time, Unfortunately,  i t  is  

a l s o  probably f a i r  t o  say t h a t  t h e  t r ad i t i ona l ly -c i t ed  problems of explanatory 

a r b i t r a r i n e s s  in  non-cTassica1 t reatments  have remained r e l a t i v e l y  inva r i an t  
. , 

as we l l ,  although, i f  judged, say,  by t h e  most recent  research  i n  t he  Theory \ * .  
of Non-Walrasian ("quantity-cons trained") Equilibrium (Drazen (1980): Hahn (1978); 

Muellbauer- and Por tes  (1978) ; Fisher  (1976a)j Benassy (1975) ; ~ r & e  (1975)). 
-. - - -- - - - - - -- - - -- ---- - - - 

~ e i j o n h b f v u d  (968); and Clover (1965)) and i n  the  Theory of Temporary 
-- - 

" Competitive Equilibrium (Grandmont (1977b)), then there .  can be l i t t l e  doubt 

t h a t  a r b i t r a r i n e s s  now appears wi th  much more mathemitical elegance than it,  

used to .  



It is  perhaps not  su rp r i s ing  t h a t  the  b a s i c  s p i r i t  o f n o n - c l y  Pcal - +Ep- - 

programmes has no t  a l t e r e d  much f r o m e a r l i e r  t imes. Af te r  a l l ,  t r a d i t i o n a l  

debates l e f t  t he  c l a s s i c a l  programme i n - t h e  "weak"'position, s o  t h a t ,  

r e v i t a l i z i n g  adjustments would seem t o  have t o  _come &om t h a t  quar te r .  This 

is  i n  f a c t  t he  case,  although the re  can be equal ly few n o v e l t i e s  i n  t he  type 

L f '  

of r e v i t a l i z a t i o n  programme avant-garde proponents of Classicism a r e  proposing. 

A s  I have ind ica ted  above, t he re  i s  r e a l l y  only one th ing  t h a t  proponents of 

c l a s s i c a l  programmes u l t ima te ly  can do t o  reverse  t h e i r  l e s s  than dis t inguished 
-3 

h i s t o r i c a l  record; namely, t o  demonstrate t h a t  a c l a s s i c a l  explanatory 

s t r u c t u r e  can f u l l y  account f o r  a l l  short-run phenomena without  submit t ing t o  
- - 

a r b i t r a r i n e s s ,  and thereby t o  show t h a t  a l l -pu rpor t ed  short-run c l a s s i c a l  -_ 
disequi l ibr ium s i t u a t i o n s  a r e  apparent ,  not r e a l .  Histor ical ly-speaking,  t h e  * 

only mystery here  is  why these  demonstrations were not '  undertaken long ago. 
.- - 

~ u d ~ i n g k & m  the  arguments of Lucas (1980), Barro (1979), and t o  some 

ex ten t ,  Becker and ' s t i g l e r  (197fj)-arguments which I w i l l  d i scuss  i n  much more 
. I 

* > 

d e t a i l  la ter- the essence of t h e  avant-garde c l a s s i c a l  programme r e s t s  on two 

s t r a t e g i c  moves: 
4 

(a)  t o  extend e x i s t i n g  c l a s s i c a l  general  equi l ibr ium s t r u c t u r e  by 
pos i t i ng  the  ex is tence  of technological  c o n s t r a i n t s  on ind iv idua l  " 

ac t ion  beyond those s p e c i f i e d  i n  an Arrw-Debreu world, t h e  usual 
t r i a d  of these  cons i s t i ng  of " t ransact ions technology", an 
''adjustment technology", and an "information-generating search 
technology" ; and 

(b) t o  guarantee t h e  appropriate  short-run "closure" of a c l a s s i c a l  
equi l ibr ium s t r u c t u r e  i n  accord wi th  (a)  by assuming a t  l e a s t  one 
of the  following: t h a t  a l l  i nd iv idua l  expectat ions a r e  formed 
" ra t iona l ly" ,  t h a t  a l l  markets a r e  "e f f i c i en t " ,  o r  t h a t  a complete 
s e t  of s ta te-cont ingent  con t r ac t s  e x i s t s  i n  t he  short-run and can 
be determined e f f i c i e n t l y .  

Given (a) and (b ) ,  t h e  avant-garde defender of Classicism i s  then prepared 
-- --- 

t o  put f o r t h  t h e  following argument t o  any proponent of non-classical  ana lys is :  

t h a t ,  & phenomena which the  no;-classicist c i t e s  a s  being an (observed) 

e w l e  of a "true" c l a s s i c a l  d i s e q u i l i b r i m  situation-whether t h i s  be  
c 



- - 
8 

connected with the  ex is tence  of unemployment, r i g i d  wages, t h e  short-run 
- - - -  - -- 

business  cycle,  o r  even external i t ies-can be e x p l a i n e & a s  a "true" c l a s s i c a l  

/- equil ibr ium s i t u a t i o n ,  e l a t i v e  t o  t h e  expanded cons t r a in t  ("cost") s e t  def ined 
"acl 

by ( a ) ,  and the  s t r u c t u r a l  c losure  condit ions defined by (b) .  

Imp l i c i t  i n  this argument is another:  t h a t  t he  only reason why non- 

c l a s s i c a l  c r i t i c s  have t r a d i t i o n a l l y  i n t e r p r e t e d  a v a r i e t y  of observed 

ins tances  of short-run behaviour t o  be  examples of "real" d i sequi l ibr ium is 

because they mistakenJy i d e n t i f i e d  "classical1 '  explanat ion with t h e  formulation 

of an Arrow-Debreu world, where t h e  add i t i ona l  technological  c o n s t r a i n t s  in 

(a )  a r e  not  assumed t o  be binding. Thus, non-classical  c r i t i c s  took seeming 

f 
- - -  - - 

sho"rt-&A f a i l u r e s  f o r  agents  " to adjust"  or3"to t ransac t"  a s  a s t r a i g h t  
- 

- 
A ,  

cont rad ic t ion  of c l a s s i c a l  pos tu l a t e s ,  without recognizing t h a t  agents  were 

i n  f a c t  being c l a s s i ca l ly - r a t iona l  i n  not,  adjusti'ng/trans~acting,'~iven t he  

cons t r a in t . o f  p 6 s i t i v e  adjustment/transac;ions costs. '  
1 i 

There a r e  two important methodological 

avant-garde c l a s s i c a l  ' argument which must indeed, must 
i 

rece ive  ca re fu l  c r i t i c a l  a t t e n t i o n .  The f i r s t  i s  t h a t ,  i f  t he  attempt t o  

expla in  a l l  short-run phenomena a s  "c l a s s i ca l "  phenomena can be s h m  t o  be 

non-arb i t ra r i ly  successfu l ,  then a l l  at tempts  t o  cons t ruc t  non-classical  
-.. 

explanatory frameworks t o  account f o r  t he  short-run can be regarded as 

irre1,evant. A second impl ica t ion ,  and one which is  a t  a more s u b t l e  l e v e l  

than the  foregoing, i s  t h a t ,  even i f  such a "c lass ica l"  progranrme could not  

be- seen t o  succeed without (sgme) a r b i t r a r y  assumption, t h i s  programme could. 

s t i l l  be taken t o  o f f e r  t he  "preferred" explanation of short-run behaviour 
- - 

under t he  (weaker) demonstration t h a t  i t  manifested less a r b i t r a r i n e s s  than 

a l l  competing non-classical programmes-programmes which C l a s s i c i s t s  have long 

regarded a s  being a rb i t r a ry ,  i n  p r i n c i p l e  and i n  a l l  respec ts .  



Can C l a s s i c i s t s  win the  day wi th  these  argqments? T e answer t o  t h i s  c quest ion ev ident ly  depends upon whether, and t o  what ex t en t ,  t h e  f u l f i l l m e n t  

of condi.tions ca) and (b3 involves a r b i t r a r y  assumptions. The s t ronges t  form 
i 

of the  avant-garde c l a s s i c a l  pos i t i on  r e q u i r e s  the  demonstration t h a t  n e i t h e r  

'(a) nor (b) involve any a r b i t r a r y  assumptions a t  a l l .  Any weakening of t h i s  

pos i t i on  ( i . e . ,  allowing a t  l e a s t  one a r b i t r a r y  assumption i n  (a) o r  
k b )  ) 

renders  the  proof of the  propos i t ion  t h a t  "e short-run purported 
--? 

d i p e q u i l i b r i a  -a re  r e a l l y  c l a s s i c a l  e p u i l i b r i a t L  l o g i c a l l y  incomplete ,At, a s  

+L 
noted above, the s tance  i s  s t i l l  arguable under the  proof t h a t  "c lass icar l  

/ t 
a r b i t r a r i n e s s  i n  short-run explanat!& is  b e t t e r  than a l l  conceivable forms . 

of "non-classical" a r b i t r a r i n e s s .  Noting f i r  re fe rence  t h a t ,  i f  (a)  ifwolves - 
P 

any a r b i t r a r y  assumptions, then t h e  avant-garde c l a s s i c a l  programme l o s e s  ( a t  

.least some o f )  i t s  explanatory equipment by which t o  sys temat ica l ly  account 

f o r  observed cont rad ic t ions  t o  the  ~r row-~eb>eu r e s u l t s ;  and, i f  (b) involves - -  

any a r b i t r a r y  assumptions, then the  guarantee  of short-run c l a s s i c a l  e q u f l i b r i a  . 
. - 

' , i s  10s t ( i .  e . , such e q u i l i b r i a  c&n be explained only a s  "accidental" i n  t he  
-f 

absence of t he  a r b i t r a r y  assumption), I am now i n  a p o s i t i o n  t o  s t a t e  t he  

. prec i se  argument of t h i s  t h e s i s .  . ,  

3 .  The Argum-t of This Thesis 

i4 
' M y  proposal proceeds from a r a t h e r  e c l e c t i c  foundatio;. To begin,  I 

agree  w i q  defenders of t h e  a v a n t ~ ~ a r d e  c l a s s i c a l  programme t h a t  (1) a l l  
.. b ex tan t  e f f , r t s  t o  provide a logically-complete 'and non-arbi t rary theory of 

short-run, non-classical  behaviour ( including cur ren t  e f f o r t s )  have f a i l e d  a s  

a mat te r  of p r inc ip l e .  On the  o the r  hand, I agree  wi th  proponents of.non- 

c l a s s i c a l  perspec t ives  t h a t  (2)  Ehere a r e  observable "sho;t-run s i t u a t i o n s  

r e  not  .explainable by any-c l a s s i ca l  equi l ibr ium s t r u c t u r e  and i t  i s  
.I - 

ry to -provide  some independent explanat ion f o r  such c l a s s i c a l  

L i k i u i l i b r i u m "  s i t u a t i o n s .  The endorseme:t of ( 2 )  , however, must i m e d i a t e l y  



10 
# * 

imply the  endoresement of  t h e  furtheI5 proposition,: (2'.) : t h a t  any proposed 
% 

- - -  

-7 c l a s s i c a l  programme t o  expla in  9 purported shprt-run depar tures  from 

c l a s s i c a l  equi l ibr ium as only "apparent" departures-such as avant-garde 

c l a s s i c21  t h e o r i s t s  would advocate-can never be (completely) successfu l  a s  - 4 \ 
a matter  of p r inc ip l e ;  i ts  success must r e s t  on t h e  use  of a t  least one 

a rb i t r a ry .  assumption. The conjunction of (1) and (2')  t he re fo re  e n t a i l s  an ' 

i n i t i a l  c r i t i c a l  viewpoint t o  t h e  e f f e c t  t h a t  ne i the r  e x i s t i n g  c l a s s i c a l  ;or 
I 

e x i s t i n g  non-classicaltprogrammes can avoid some type of explanatory 
P 

a r b i t r a r i n e s s .  

Given t h e  above, I now introduce t h e  c r i t i  o s i  t i o n  (3) : t ha t ,  i n  
,# - 

any s i t u a t i o n  where both of t he  above pos i t i ons  r equ i r e  the  use of a t  l e a s t  

one a r b i t r a r y  assumption (as above), t he re  e x i s t s  no l o g i c a l  grounds f o r  

p re fe r r ing  avant-garde "c lass ica l1 '  a r b i t r a r i n e s s  t o  avant-garde %on-classical" 

a r b i t r a r i n e s s ,  o r  v i ce  versa .  ?is br ings  one d i r e c t l y  t o  t he  c e n t r a l  

3 mthddo log ica l  dilemma. ' I f  (3) knd (2 ' )  a r e  accepted, and (1) i s  strehgthened 

t o  ( 2 ' ) : t h a t  there  e x i s t s  no conceivable s p e c i f i c a t i o n  of a non-classical  

programme-now o r  i n ' t h e  future-which can successfu l ly  expla in  c&ass i ca l  
. 

disequi l ibr ium s i t u a t i o n s  without t h e  use of a t  l e a s t  one a r b i t r a r y  assumption, 

then the  debate between these  two camps must continue i n d e f i n i t e l y  i n  a 
- 

s e t t i n g  where genuine progress  i n  economic.theory i s  impossible.  Accordingly, 

progress  i n  economic theory absolu te ly  depends on the  p o s s i b i l i t y  of denying. 
4 ,  

e i t h e r  (2')-which e n t a i l s  the  non-arbitrary success of some short-run, 

c l a s s i c a l  programme-or (1')-which e n t a i l s  t he  non-arbi t rary success  of some 

short-run,lnon-classical programme. 

The c e n t r a l  t h e s i s  proposed is t h a t  (2 ' )  cannot .be l o g i c a l l y  denied bu t  
~~ - 

(1') can be. I n  t h i s  way, i t  can be granted t h a t  (1) holds-that I 21 e l d s t i n g  

e f i o r t s  t o  provide a non-arbitrary, non-classical explanatory s t r u c t u r e  a r e  

f a i l u r e s  (a proposi t ion t o  which C l a s s i c i s t s  would agree)--without t he  



t o  t h e  view, 1 )  t h a t  all  conceivable s p e c i f i c a t i o n s  of non- 
- 

c l a s s i c a i  s t r u c t u r e  must f a i l  on grounds of a r b i t r a r i n e s s .  

. The bas i c  ob jec t ive  of - t h i s  t h e s i s  i s  therefore  t o  provide a general  

methodological ana lys i s  which can r a t iona l i ze -and  expla in  all of t h e  

propos i t ions  l i s t e d  above ((11, (1 ' )  and (2 ' )  being ev ident ly  t h e  most 

. important).  I n  providing t h i s ,  however, i t  w i l l  become apparent t h a t  th 

ana lys i s  is  very coasciously d i f e c t e d  a t  two s p e c i f i c ,  and unfortunate ,  

tendencies which have p l a g u e d v i r t u a l l y t h e  e n t i r e  debate  between c l a s s i c a l  

and non-classical th inkers .  The f i r s t  i s  t h e  seeming f a i l u r e  of non-classical  

th inkers  t o  even undeitake a thoroughgoing methodological eva lua t ion  of the 

complete s e t  of l o g i c a l  op t ions  which might be open t o  a t t a c k  problems of * 

non-classical explana t ionkin  p r i n c i p l e ,  and the  second is  t h e  seeming 

propensi ty  of c l a s s i c a l  t h inke r s  t o  i n t e r p r e t  t h i s  absence of methodological 

self-consciousness on the  p a r t  of non-classical  th inkers  a s  (somehow) a 

demoa t r a t ion  of the i n t r i n s i c  f a i l u r e  of a l l  non-classical  theor iz ing .  It 

is., I th ink ,  p rec i se ly  these  two tendencies  which have l e d  t o  t h e  neglec t  
P 

of fundamental methodological c h a r a c t e r i s t i c s  of both programmes and, a t  t he  - 
0 

samk time, allowed p a r t i c i p a n t s  i n  t he  controversy t o  reach t h e i r  "ultimate" ' 

' s t p c e s  a l l  too quickly. 

I do not  c i t e  t he  neglec t  of fundamental methodologic& c h a r a c t e r i s t i c s  . 
a r b i t r a r i l y .  In f a c t ,  a v i e w p i n t  which never seems t o  be stated-but which 

.. qr - - 
i s  c e n t r a l  t o  t he  perspecfive put f o r t h  here--is t h a t  non-classical  

explanat ions have proved t o  be  inadequate thus  f a r  p rec i se ly  because they 

have attempted t o  move i n t o  new explanatory t e r r a i n  while keeping i n t a c t  . ! 
most of the methodological s t r a t e g i e s  of c l a s s i c a l  s t r u c t u r e .  Thus, i t  i s  

4 
I 

t he  l i m i t a t i o n s  of c l a s s i c a l  methodology which c o n s t i t u t e  the  u l t imate  cause -7 
i 

of the  d i f f i c u l t i e s  of non-classical  explanation. From t h i s  .perspective, if 
' ! 

! 

i s  rendered hardly more than a matter  of d e f i n i t i o n  t h a t ,  i f  one i n i t i a l l y  
t 



endorses a l l  >of t he  l i m i t a t i o n s  of c l a s s i c a l  methodology -- - a s  comprising --- - t h e  

"ground rules"  f o r  any economic ana lys i s ,  then the  only acceptable ,  n o w -  

a r b i t r a r y ,  types.of  explanat ion must t u r n  out t o  be c l a s s i c a l  i n  form, and 

t h a t  any attempt t o  successfu l ly  i l luminate  s t a t e s  which aye incons i s t en t  

wi th  t h i s  type of  explanat ion must be forced t o  employ ad hoc assumptions. 

The problem is  simply s e t  up so t h a t  t he  explanatory "a rb i t r a r ines s"  of non- 

c l a s s i c a l  theory cannot avoid being the  "dual" t o  t h e  explanatory.  

"incompletenessfi of c l a s s i c a l  theory. 
- 

It is  the  pro-m of breaking ou t  of t he  above methodological s t r a igh t -  

j acke t  non-arb i t ra r i ly  which c o n s t i t u t e s  the  c e n t r a l  l o g i c a l  problem addressed 
- - - -  

i n  t h i s  t h e s i s .  It i s  of course t r u i s t i c  t o  s t a t e  t h a t  any s o l u t i o n  t o  t h i s  

dilemma requi res  t h a t  one remove a t  l e a s t  some of the  explanatory l i m i t a t i o n s  

of c l a s s i c a l  s t r u c t u r e ;  t h e  problem, however, i s  how t o  make such adjustments 

while  maintaining methodolGgica1 i n t e g r i t y .  Cer ta in ly ,  i t  has been revealed 

h i s t o r i c a l l y  t h a t  programmes t o  a d j u s t  o r  amend c l a s s i c a l  s t r u c t u r e  i n  

"piecemeal" fashion have not  done the  job. 

Some might be tempted by the  i d e a  t h a t  an exhaust ive c r i t i c a l  examination 

of cu r r en t  Walrasian and l i t e r a t u r e s  must r evea l  how t o  proceed 

b/ on t h i s  dilemma, so t h a t  i f  pne  a s  j u s t  exhaustive enough, i t  would be 

poss ib le  t o  provide a reasonably well-specif ied,  non-arbi t rary theory of 

short-run, non-classical behaviour. Unfortunately,  I doubt t h a t  such a theory 
I 

could be deduced simply from an ana lys i s  of cur ren t  l i t e r a t u r e s .  A s  I w i l l  

amplify jn  more d e t a i l  i n  Chapter Two, Sect ion Five, t h i s  i s  not  only because 

these  l i t e r a t u r e s  appear t o  be r a t h e r  Eragmented from a methoddogica l  
a 

s tandpoin t ,  and not  only because much of the  theo r i z ing  i n  these  l i t e r a t u r e s  

seems t o  already manifest t he  view t h a t  some ad hoc assumptions a r e  needed 

i n  any successfu l  model-building exe rc i se ,  but  a l s o ,  more important,  becahuse 

v i r t u a l l y  no t h e o r i s t  has attempted t o  s p e l l  out i n  d e t a i l  t he  



7 

groundwork required f o r  even the (preliminary) demonstration t h a t  a non- 

a r b i t r a r y  4% general  theory of non-classical  behaviour fs l o g k a l l y  

poss ib le .  Thus, i t  i s  a matter  of some irony t h a t  while  t he re  e x i s t s  

widespread c r i t i c a l  d i scuss ion  of thG technica l  f ea tu re s  of t he  many 

c l a s s i c a l  and non-classical  models now ex tan t ,  t he re  e x i s t s  v i r t u a l l y  no . 

formal l i t e r a t u r e  which examines t h e  methodological r e l a t i o n s h i p  bemeen 

c l a s  ical  and non-classical  explanatory s t r u c t u r e s  a s  such. Accordingly, P 
most'of the  avant-garde technica l  d i scuss ions  of these  models proceed i n  a 

methodological vacuum. 

A t  the  most general  l e v e l ,  t h i s  t h e s i s  i s  a response 9 the  above 
. 

rrqsat isfactory s t a t e  of a f f a i r s ,  and i t s  primary output c ,be seen t o  be 
.L-- T 

th"e provis ion of a meta- theoret ical  framework which can p lace  i n t o  c r i t i c a l  

p rospec t ive  a wide v a r i e t y  of avant -garde l i te ra tures  with the  ob jec t ive  of 

showing t h a t  the  c l a s s i c a l  programme cannot l o g i c a l l y  succeed i n  i t s  

C explanatory objec t ive  while t h e  non-classical  programme nesd not  f a i l .  The 

achievement of t h i s  output  i n  t u rn  may be seem t o  involve t h r e e  d i s t i n c t  

' s t ages  of ana lys i s .  

The f i r s t  s t age  involves i den t i fy ing  the  common methodological 

p rope r t i e s  which l i e  behind a l l  e x i s t i n g  e f f o r t s  ( i n  many d ive r se  a reas)  t o  

expla in  non-classical behaviour. In so fa r  a s  t he  primary ob jec t ive  of such 

an under tak ingais  t o  show the limits on poss ib le  explanat ions of non- 

c l a s s i c a l  (and i n d i r e c t l y ,  c l a s s i c a l )  behaviour which can be generated, given 

e x i s t i n g  t h e o r e t i c a l  apparatus--and t o  do t h i s  by way of a very small  number, 

of ?ntegrating propos i t ions ,  o r  l i n e s  of t h e o r e t i c a l  argument--the ana lys i s  

i s  i n  t he  same s p i r i t  a s  t h a t  of Samuelson (1947). (Samuelson w a s ,  of 

courseya t tempt ing  t o  show. only t h a t  c l a s s i c a l  theory-could be explained 
;4 
r. i n  a completely in t eg ra t ed  fashion-via t he  calculus of maximization.) 

Y ..& . I  

' > 



The second s t age  which may be i d e n t i f i e d  i n  t h i s  undertaking i n v o l v k  
* . '  

the recognit ion t h a t  t h e  explanatory "limits" defined i n  t h e  f i r s t  s t age  

follow from a commitment t o  a p a r t i c u l a r  "methodological s t ruc ture" ,  i . e . ,  
$ 

a f i n i t e  s e t  of explanatory opt ions o r  s t r a t e g i e s  whichaare  l o g i c a l l y  \ 
s 

r e l a t e d  . t o ,  and s u b s t i t u t e s  f o r ,  each o ther  as p o t e n t i a l  s o l u t i o n s  t o  the  

e x p w a t o r y  problem a t  hand. A t  t h i s  juncture,  t he  cenara l  impl ica t ion  i s  

more i n  t he  s p i r i t  of Arrow (1951): Given t h e  "methodological ' s t ructure" of 
.* 
contemporary economic theory,  t he re  e x i s t s  no explanatory s t r a t e g y  which 

allows f o r  a non-arbitrary and internal ly-consis t& e ip l ana t ion  of purportedly - 

non-classical phenomena, whether such'phenomena be construed 'as "true" 

c l a s s i c a l  d i s e q u i l i b r i a  o r  as only "apparent" d i s e q u i l i b r i a .  

F ina l ly ,  a t h i r d  s t a g e  which may be i d e n t i f i e d  involves t h e  quegtion: 

Does the re  e x i s t  some adjustment i n  methodological s t r u c t u r e  ( i . e . ,  3ome 

adjustment i n  the "limits" of " p s s i b l e  t h e o r e t i c a l  explanation) which w i l l  

permit a t  l e a s t  one conceivable explanatory 'opt ion t o  come f o r t h  t o  expla in  

" t rue" non-classical  phenomena i n  a l o g i c a l l y  cons is ten t  and complete fashion? 
- 

I n  a l l  of the  above, I s t r e s s  once again t h a t  I am n h  concerned with 

the p rec i se ,  t echnica l  s p e c i f i c a t i o n  of any p a r t i c u l a r  model of c l a s s i c a l  o r  
d 

non-classical behaviour.'" I n  the  t r a d i t i o n  of those analyses  i n  the  methodology , 

of t he  s o c i a l  sciences of fe red  by Popper (1945, 1957) and Agassi (1960), t h i s  

t h e s i s  o f f e r s  a c r i t i c a l  ana lys i s  of methodological "options" o r  "s t ra teg ies" ,  

opt ions o r  s t r a t e g i e s  which i n  p r i n c i p l e  can, o r  cannot,  l ead  t o  successfu l  

non-classical model-building. 
8 

. I now tu rn  t o  a c o n s i d e r a t i o c o f  more s p e c i f i c  f ea tu re s  of t he  problem 

a t  hand. 



A MORE SPECIFIC ORIENTATION TO THJi PROBLEM: TRE 
EXPLANATORY ROLE FOR INSTITUTIONS*AND INFORMATION ' 

Since the  expos i t ion  of my argument has been c a r r i e d  on thus  f a r  a t  a 

r e l a t i v e l y  general  and a b s t r a c t  l e v e l ,  i t  is  appropr ia te  a t  t h i s  po in t  t o  * 

* 
7 

. provide a more concrete ,  and perhaps •’+dare in t roduct ion  t o  t he  problem- 
< 

s i t u a t i o n  being addressed. W t h  t h e  understanding t h a t  a l l  of the  ma te r i a l  

' presented here  w i l l  r ece ive  a more extended and r e f ined  t reatment  i n  the  

chapters  t o  follow, I begin by consol ida t ing  some b a s i c  d e f i n i t i o n s  and 

i n t e r p r e t a t i v e  ground-rules. 

1. The Def in i t ion  of "Classical"  and "Non-Classical" Explanation 

My usage of the ' te rm "classical"-whether employed t o  r e f e r  ' to  a 

"programme", an "equilibrium", o r  a "s ta te"  o r  "outcome"--is, I be l i eve ,  

perfes&g i n  accord wi th  s tandard usage. Thus, the  c l a s s i c a l  programme i s  - 
defined as  a programme t o ,  e x p l a i & a l l  observed economic behaviour a s  

" c l a s s i c a l  equilibrium" behaviour, where c l a s s i c a l  equi l ibr ium behaviour is  

defined a s  t h a t  form of (aggregate) coordinated economic behaviour which can 

be completely explained by reference t o  the  g iven  p rope r t i e s  of individuals-- 

usua l ly  defined by t h e i r  " tas tes"  - cum "rationality"--and c e r t a i n  ~ i v e n  

p rope r t i e s  of nature-usually def ined by "tec@ology" and/or "endowments". 

By impl ica t ion ,  a clas&al+t.ate (outcome) &I be defined a s  any observed 
7 * . -  

L behavioural s t a t e  which can be completely explained by re ferenee  t o  these  

pos i ted  "givens". 
I 

Correspondingly, a non-classical  programme i s  taken t o  be any programme 

t o  expla in  observed economic behaviour by re ference  t o  a d i f f e r e n t  s e t  of 
> - 

\ pos i ted  givens than t h e  " tas tes"  and " t echn~ logy"  spec i f i ed  b y t h e  c l a s s i c a l  

programme. A non-classical s t a t e  (outcome) i n  turn  is  defined a s  any observed 
/ 



/ 
of " tas tes"  

s t a t e  which i s  no t  (completely) e x p l a h a b l e  by t h e  g i e n  values 
- - i & 

i 
y d  " t e c ~ o l o g y " .  Any non-classical s t a t e  i s ,  by d e f i n i t i o n ,  4 

* ' 
s t a t e  of c l a s s i c a l  disequi l ibr ium. A s  a general  r u l e  (thobgh not  n e c e s s a r i l y ) ,  

any non-classi&l programme w i l l  be  a programme, t o  expla in  observed c l a s s i c a l  
' * 

t disequl i l ib r ia  a s  non-classical  e q u i l i b r i a ;  hence, t o  expla in  observed economic 

behaviour b a form of (aggregate) coordinated behaviour which is n o t  de r ivab le  

from the given values of,"tastes" and "techndlogyW bu t  which is nonetheless  

der ivable  from the  va lues  of some o t h e r  s e t  of "givens". 
* 

, ' - 1  - 
2. Class i ca l  Explanation and W z i n g  Gains From Trade , 

It i s  taken as axiomatic t h a t  a fundamental property of any successfu l  - 
- 

c l a s s i c a l  equi l ibr ium explanat ion of observed behaviour is  t h a t ,  given t h e  

s t i p u l a t i o n  t h a t  a l l  i nd iv idua l s  a r e  " r a t i ~ n a l ' ~  and. attempt t o  achieve 

* 
maximum pos i t i ons ,  any observed outcome can be construed as a s tate i n  which 

a l l  jndividuals  r e a l i z e  t h e  maximum s a i n s  from t r ade  ( i n t e r a c t i o n ) ,  cons is ten t  
P 

.+ -- 2 .  

t- 
with  the  pos i ted  given values f o r  "tastes1'..and "technology". While a defender 

- 
of t h i s  type of explanat ion w i l l  r e a d i l y  admit t h a t  what ( the  va lue  o f )  the  

maximum gains  from t r ade  a c t u a l l y  is  a t  any p a r t i c u l a r  moment depends, upon' 
. * 

what t he  values of "g&esl' and "technology" re levant  'to t h a t  moment a c t u a l l y  
e 

are, and, correspondingly, t h a t  d i f f e r ences  i n  observed m a x i m u m  ga ins  from 

t r ade  posi t ions-may be  f u l l y  accounted f o r  by reference t o  d i f f e r ences  i n  the 
Z 

given values f o g  t a s t e s  and technology, t he  important po in t  is t h a t  t he  , 

advocate of c l a s s i c a l  explanat ion never wishes t o  allow the  ex is tence  of any 

observable s i t u a t i o n  i n  which gains  from t r ade  a r e  not maximized a s  such. 

This is, simpZy b e e a w e  "true" non-c lass ica l  (or e k s s k a l  disequi2fbriuat&-- -- - -  

s t a t e s ,  by de f in i t i on ,  cannot be i l luminated  by c l a s s i c a l  s t r u c t u r e ;  c l a s s i c a l  

theory can' provide successfu l  explanat ion ( v i a  " tas tes"  and "technol.ogy") 

i f  and only i f  gains  from t r a d e  a r e  presumed t o  be maximized. 



The above observat ion then r evea l s  t h e  fundamental tea& why p ropLen t s  
- --, 

of any c l a s s i c a l  programme wish t o  s e e  purported ins tances  of c l a s s i c a l  

d i s e q u i l i b r i a  a s  .only "apparent" depar tures  from c l a s s i c a l  equilibrium: i f  
.g 

such departures  were i n . f a c t  "real" ,  c l a s ~ i c x L  theory could never cover these  

cases  a n d ,  consequently, would be rgndered exp lana to r i l y  incomplete v i t h  

respect  t o  some observable phenomena. Correspondingly, t he  c la im t h a t  
- 

c l a s s i c a l  theory i s  i n  f a c t  &p lank to r i l g  complete t he re fo re  must r e s t  on the  

s t r a t e g i c  demonstration t h a t %  -- and a l l  observed behavioural s i t u a t i o n s  can - = 

be explained a s  ones where gains  from t r ade  a r e  i n  f a c t  maximized, r e l a t i v e  
Y 

t o  given t a k t e s  and technology-and i t  i s ' o n l y  t h i a  demonstration which can 

. s top  the long-standing objec t ion?  of nm-c la s s i ca l  c r i t i c s .  

Given t h e  above perspec t ive ,  i tsbecomes inrmediately apparent t h a t  t he re  

I 
a r e  two s t r a t i g i e s  which any defender of the'  c l a s s i c a l  programme might employ i 

/ I i n  o rder  t o  d e m n s t r a t e  t h e  explanatory completeness of c l a s s i c a l  s t r u c t u r e .  
C .I 

The f i r s t  of these is t o  i n t e r p r e t  h i s  ob jec t ive  a s  simply being one of 

f ind ing  some spec i f i ca t ion  of t a s t e s  and technology which can f i t  any purported 
- - + 

qri. 

ins tance  of c l a s s i c a l  diseqiii l ibrium. Thus, when a proponent of a non-classical 

viewpoint c i t e s  case o f ,  say ,  "involuntary" unemployment, the  c l a s s i c a l  
* t 

advocate of t h i s  st s t r a t e g y  w i l l  claim r h a t  the unemployment cannot r e a l l y  

be involuntary,  s i b  he can e J i l y  conceive of 'some s p e c i f i c a t i o n  of ind iv idua l  
i 

tas tes--such a s  spec i f i ca t ions  which incorporate  e x p l i c i t  c h a r a c t e r i s t i c s  of 
I 

* 
1 

ind iv idua ls '  inter temporal  preferences between l e i s u r e  (work), and consumption,a\ I 

t t, 
l a  Lucas and Rapping (1968)-and/or technological  cons t r a in t s  (perhaps including 

mobil i ty  cos t s  and- the  ex is tence  of firm-specific human c a p i t a l )  which can 1 
underwrite t he  observed unemployment a s  cons is ten t  with the  achievement of 

- 

maximum g v r  t r ade  and, thus ,  " r a t i o n a l  choice". 

Therg a r e  of course many other  examples of th i s ' form which might be r 
," 

discussed,  but  the  bas i c  poin t  i s  ?hat prima f a c i e  t he  c l a s s i c a l  t h e o r i s t  can 
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always succeed this s t r a t egy ,  s ince  i n  p r i n c i p l e  t h e r e  always exists some , . 
r e d e f i n i t i o n  of ( r e s p e c i f i c a t i o n  of ,  extension of t h e  domain of), "taste" and 

& 
"technology" va r i ab l e s  which can be  "fit ted1' .  t o  a p a r t i c u l a r  obsemed in s t ance  - 

of  (purported) c l a s s i c a l  disequi l ibr ium. Unfortunately,  t h e  i r r e f u t a b i l i t y  of 

\ 
c l a s s i c a l  theory which is bought by t h i s  procedure-d i rec t ly  r evea l s  t h a t  t h e  , 

, 

s t r a t e g y  i s  ad hoc and exp lana to r i l y  degenerate,  s i n c e  i t  undermines t h e  

independence ( r eve r se s  t he  appropr ia te  causa l i t y )  between exogenous &d 
I n  

endogenous va r i ab l e s  i n  c l a s s f c a l  explanatory s t ruc tu re .  Under th i smapproachy 
B 

t h e  claim t h a t  "whatever exists musk be optimalv--because "whatever ex i s t s "  

can be  construed as a consequence 0f.s-e s p e c i f i c a t i o n  of t a s t e s  and 

tec9nology--can the re fo re  c o n s t i t u t e  l i t t l e  more than t h e  assumption that 

c l a s s i c a l  equi l ibr ium must always p r e v a i l .  It is  c e r t a i n l y  no t  t he  dempnstration 

t h a t  observed outcomes must causa l ly  fol low from g iven  t a s t e s  and technology 
4 

and, thus ,  cannot.produce f a l s i f i a b l e  (or  t e s t ab l e )  claims about the  world. 

r'l While the confusion of t he  i r r e f u t a b i l i t y %  c l a s s i c a l  doctr ine,  with i ts  
n 

apparent explanatory power-the e s s e n t i a l  c h a r a c t e r i s t i c  of t h e  f i r s t  s t r a t egy  

discussed here-has f requent ly  plagued popular discussions of t h e  merits of 
t 

c l a s s i c a l  versus non-classical  viewpoints,  any se r ious  d iscuss ion  of these  

issues has i n v a r i a b l  forced defenders of the  c l a s s i c a l  programme t o  come up T 

F' with  another s t r a t egy .  Evident ly,  t h i s  s ond s t r a t e g y  must involve the  
r- 

e x p l i c i t  demonstration of t h e  t r u t h  of t$ theory t h a t  all (conceivable) f a c t o r s  
1 5 

vbich might p o t e n t i a l l y  i n t e r f  e r e  with,  o r  p r o h i b i t ,  t h e  r e a l i z a t i o n  of maximum 

g a i n s  from t r ade  cannot be present  o r  opera t ive  in any observed s i t u a t i o n  beinp. 

explained. I f  such a theory can be shdvn t o  - be t r u e  - - -- by - non-arbitrary-means- - - - -- 
- -  - 

F- and not  just assumed t o  be true-then i t  follpws t h a t  c l a s s i c a l  theory must be 
% ,  

explanatory complete wi-th r e spec t  t o  a l l  observable phenomena, whether it  be 

long-run o r  short-run i n  charac te r ,  and the re  can be  no f u r t h e r  arguments. 



% ,  

3 .  The Explanatory ~ o i e  f o r  I n s t i t u t i o a a l ~ m d _ I a f n t m a t i o n a L V a u i ~  -- - 

It i s  i n  t h e  context of t p s  second c l a s s i c a l  s t r a t e g y ,  and t h e  
* I " 

requiqments  f o r  i t s  suc t e s s ,  t h a t  so  much t r a d i t i o n a l  'and avant-garde 

l i t e r a t u r e  has turned t o  a considerat ion of t h e  " inforpat ional"  and 
. . 

" i n s t i t u t i o n a l "  c h a r a c t e r i s t i c s  i n  which observed economic a c t i o n  takes  place.  

This i s  hardly su rp r i s ing :  "informational ,sh$+c+nciesw and " i n s t i t u t i o n a l  
.- 

r i g i d i t i e s w  wduld seem t o  be t h e  most obvious and, indeed, general  Uasges  of 

f a c t o r s  which could be c i t e d  t o  expla in  why a l l  gains  from t r a d e  w e r e  no t  

exhausred i n  observed s i t u a t i o n s .  Af te r  all ,  a s  Keynesians have long pointed 
C 

ou t ,  i t  i s  d i f f i c u l t  t o  guarantee t h a t  agents  w i l l  reach the  appropr ia te  
4 .  

f 

rnaxiraa i f  they do not  know where these  l i e ,  o r  i f  mutually-advantageous t r ade  

8 1 i s  blocked by s o c i a l  d i s t o r t i o n s .  B e  t h i s  a s  it may, i t  i s a p p a r e n t  t h a t  the  

only opt iqn  f o r  t he  c l a s s i c a l  proponent of t h e  second s t r a t e g y  under. discussion 
> 

is t o  *demonstrate non-arb i t ra r i ly  t h a t ,  i n  no,conceivable  instan-n e i t h e r  

informational  o r  i n s t i t u t i o n a l  f a c t o r s  ever  independently cons t ra in  t h e  / 
0 

achievement of a maximum gains from t r ade  pos i t i on ,  a s  def ined by t h e  preva i l ing  

v&ues of t a s t e s  and techtlology alone. 
- r 
The l o g i c  of t h i s  argument i s  s t raightforward:  i f  e i t h e r  informational  

+ 

o r  i n s t i t u t i o n a l  va r i ab l e s  were not  s t r u c t u r a l l y  compatible with the  

achievement a ( c l a s s i c a l )  maximum gains from t r ade -pos i t i on ,  and thus  

independently c o q t r a i n e d  the  achievement of sbch a pos i t i on ,  then any 
r 

i, '1 /. 
explanat ion of t h e  observed outcome which followed from these  condit ions would / 

have t o  make re ference  t o  the  constraining informational  o r  i n s t i t u t i o n a l  
1 

a , . 
f a c t o r  a s  an exoge-rroas =riabf e rin-addition- to t r r s t e s  and technol-. -Hence, 

t a s t e s  and technolrJPv wnuld - not be C o  explaQ~Lheabeqednlttrnme 
a .- 

i n  quest ion and any (successfu l )  explanat ion of t h i s  outcome could not  be 

"c l a s s i ca l "  i n  form. 
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h chis arguzwnz which d i r e c t l y  expLaitls uhy d e k n d e f s - e G e & a a t  -- - 

\ 
genera l  equi l ibr ium theory have always sought t o  ensure both t h a t  p r i c e s  

( including wwes and i a t e r e s  t rates)--the s tandard " soc i a l  i n s t i t u t i o n s "  ' in 

this theory-can only be observed at t h e i r  c l a s s i c a l  e q u i l i b r i u m  va lues ,  

and t h a t  agents l o g i c a l l y  possess "suf f ic ien t"  knowledge to e x p l o i t  a l l  

def ined gains  from t r ade  assoc ia ted  wi th  t h i s  type of equilibrium. Once again, - 
.( 

under these  condit ions,  n e i t h e r  informational  nor i n s t i t u t i o n a l  f a c t o r s  can 

have exogenous s t a t u s  i n  t h e  explanat ion of t he  achievement of c l a s s i c a l  
t 

equil ibr ium; both f a c t o r s  a r e  constrained t o  be s t r u c t u r a l l y  compatible wi th  

t h e  determination of t h e  m a x h  g a i n s  from t r ade  p o s i t i o n ,  as  explained by 
br 

given t a s t e s  and technology alone. ,  

4. The Long-Run, Short-Run Arguments 1 

It i s  of coursq one th ing  t o  no te  t h a t  the above s t r u t t u r a l  c o n d i t i o n s  

must hold a t  a c l a s s i c a l  equ i l i b r ium 'pos i t i on  and another t o  prove t h a t  

t hese  condit ions must p r e v a i l  a t  any and a l l  poin ts  of observation-and i t  is  
4 

t he  l a t t e r  which has posed the  problem f o r  c l a s s i c a l  t h e o r i s t s .  No one w i l l  

deny t h a t  t he  ' t r a d i t i o n a l  assumption of t he  "long-runr'--where both i n s t i t u t i o n a l  

va r i ab l e s  Ce.:g., p r i ce s )  and knowledge a r e  presumably granted an i n f i n i t y  of 

time t o  adju,st t o  consistency wi th  given t a s t e s  and technology-constitutes a 

s e t t i n g  which is  s u f f i c i e n t  t o  guarantee t h a t  gains  from t r ade  w i l l  be maximized. 

Af te r  a l l ,  t he  "long-run", by d e f i n i t i o n ,  c o n s t i t u t e s  s u f f i c i e n t  time f o r  a l l  

agents  both t o  procure "per fec t  knowledge" and t o  successfu l ly  reform (remove) 

a l l  s o c i a l  d i s t o r t i o n s  (Boland (1978)) .  .* 
A s  s t r e s s e d  i n  t h e  previous chapter ,  Gwever,  a coSi3.EZnt t o  a lonjj7imnP 

- =  s r g m e n t  &re must  le-ape: the strort-frm cases a s  prob? 

c l a s s i c a l  s t r a t e g y  must be t o  show t h a t  t he re  e x i s t s  a non-arbi t rary r a t i o n a l e  
I 

f o r  khy both the  i n s t i t u t i o n a l  and informational  adjustments requi red  f o r  t h e  
i 

achievement of c l a s s i c a l  e q u i l i b r i a '  must come t o  p r e v a i l  in '  -an and a l l  short-  

. i 



run s e t t i n g s  as w e l l ,  T h e  methodological costs of n o t  e x p l i c i t l y  performiq- - - - - -1 

\ 
t h i s  short-run demonstration a r e  obvious: a l l  pioponents of non-classical  

4 

programmes w i l l  immediately conclude t h a t  c l a s s i c a l  explanatory s t r u c t u r e s  a r e  

i r r e t r i e v a b l y  incomplete wich respec t  t o  t he  short-run and, t he re fo re ,  uq- 

r e a l i s t i c  and no t  worthy of s e r ious  considerat ion.  

It i s  in this context  t h a t  i t  is appropriate  t o  note ,  bu t  not formally 

analyze a t  t h i s  time, t h e  t r a d i t i o n a l  c l a s s i c a l  propensi ty  t o  dea l  with t h i s  
A 

dilemma simply by assuming t h a t  t h e  informatiodal  and i n s t i t u t i o n a l  condi t ions , 

necessary f o r  c l a s s i c a l  equi l ibr ium t o  obta in  i n  t h e  short-run-a s t r a t egy  j 

which was formally a s  re t rograde  a s  t h e  f i r s t  & l a s s i c a l  s t r a t e g y  discussed 

above-and more recent  avant-garde a t tempts  t o  patch up th'e s i t u a t i o n ,  through 

" r a t i o n a l  expectations",  " e f f i c i e n t  markets", and the  l i k e .  These s p e c i f i c  

e f f o r t s  notwithstanding, t h e  general  po in t  t o  acknowledge here  i s  t h a t  what 

e s s e n t i a l l y  divides c l a s s i c a l  and non-classical  t h inke r s  on t h e  quest ion of , 

t he  short-run r o l e  f o r  informational  and i n s t i t u t i o n a l  f a c t o r s  is  t h a t  a l l  

c l a s s i c a l  th inkers  a r e  methodologically cons t r a ined ' t o  hold out  for the  

e lds tence  of some non-arbi t rary r a t i o n a l e  f o r  why i n s t i t u t i o n s  and knowledge 

must a d j u s t  t o  consistency wi th  c l a s s i c a l  equi l ibr ium i n  t h e  short-run--if I 
! 

only such a r a t i o n a l e  could be found--while non-classical  t h inke r s  (e .g . ,  j 
I 

Keynesians) deny t h a t  such a non-arbitrary r a t i o n a l e  can l o g i c a l l y  e x i s t .  

%re  p rec i se ly ,  advocates of non-classical  explanatory programmes.wil1 
I 

accept the c l a s s i c a l ,  long-run argument-that t he  requi red  i n s t i t u t i o n a l /  

informational  adjustment t o  c l a s s i c a l  equi l ibr ium can.be guaranteed t o  

t r a n s p i r e  If an inf in ' l t e  amount of time T s  granted;  they simply s e e m a y  of 

p r w f d i n g  a l o g i t a l l y - v i a b k  €keMetieal a m t  to t+e 

of the  same types of adjustments in l e s s  than t h i s  amount of time. Accordingly, 

non-classical  th inkers  &sh t o  t u r n  the  above argument-structure around: t o  

argue t h a t ,  j u s t  because there  e x i s t s  no non-arbitrary j u s t i f i c a t i o n  f o r  the I 

I 



~ u c c e s s f u l  achievement of *classZcaI" a w i t m e n t s  i n  t5e slmm tun, m s  rim 

h p l y  t h a t  t he re  a r e  no cowinc ing  (non-classical) explanat ions f o r  why such 

adjustments do not t ake  p laee  i n  t he  short-run (and the  p a r t i c u l a r  way i n  which 

such adjustments do no t  take p lace) .  This  is  equivalent  t o  t h e  view t h a t  t he  _ .  . 
* 

I 

theory s t a t i n g  t h a t  "short-run t n s t i t u t i o n a l  and informational  adjustments 

must always be s u f f i c i e n t  f o r  c l a s s i c a l  equi l ibr ium t o  t ranspi re"  can be 

r e fu t ed  but  no t  v e r i f i e d .  
r 

The f i r s t  p a r t  of t h i s  non-classical argument t he re fo re  e n t a i l s  t he  
- .  

/proposition t h a t ,  i f  short-nm c l a s s i c a l  e q u i l i b r i a  do p r e v a i l ,  ' then i t  can 

Ire d y  a matter of accide-~tt (i.t., s b r + - m s ~  c l a s s f t a f  e q d l i b r i a  can possess 

non-accidental explanatory s t a t u s  i f  and only i f  ad hoc assumptions a r e  

employed); the second p a r t  l eads  t o  t he  view t h a t  t he re  a r e  conceivably non- 

a r b i t r a r y  reasons why c l a s s i c a l  outcomes do not  come t o  p r e v a i l s i n  t he  short-  

/- -4 run, and why (explainable)  non-classical  outcorn& do come t o  p reva i l .  

Once again, t h i s  non-chassical charge-that c l a s s i c a l  explanatory 

s t r u c t u r e  cannot i l l umina te  short-run phenomena i n  a non-arbitrary fashion,  

and t h a t  t he  only i n t e r e s t i n g  explanatory opt ions f o r  t he  short-run a r e  

t he re fo re  non-classical  i n  form--coexists with i ts  long-standing companion- 
,-. 

t he  c l a s s i c a l  charge t h a t  t h e r e  cannot e x i s t  any non-arbi t rary,  non-classical 

. theory of the short-run e i t h e r ,  so t h a t . t h e  only i n t e r e s t i n g  opt ion  i s  t o  
! 

f i n d  some j u s t i f i c a t i o n  f o r  -c lass ica l - type  theor iz ing  i n  the  short-run, o r  

abdica te  r e s p o n s i b i l i t y  f o r  short-run explanation a l toge the r .  As I have ' 

emphasized i n  t he  above chapter ,  the  e s s e n t i a l  charac te . r i s t ic  of t h i s  debate 
& - 

i s  t h a t  n e i t h e r  pos i t i on  is  seen t o  avoid explanatory a r b i t r a r i n e s s  i n  the  
I: 

eyes of t he  o the r ,  and n e i t h e r  s i d e  permits  the  o the r  any oFffons f o r  

removing t h e i r  p a r t i c u l a r  brand of a r b i t r a r i n e s s .  This is  c l e a r l y  why the  
i 

debate  between c l a g s i c a l  and non-c lass ica l  th inkers  has  gone on f o r  so  long, 

and why a r e c o n c i l i a t i m  between the two camps seems so impossible o r ,  a t  



least, elusive. 

?' 

The one inroad that has been established so far, however-and it sliould 
t 

be stressed that it is an inroad--is that both camps offer views in which 

- institutional and informational considerations, in particular, take up 

strategically- defined roles in the respective explanations. Thw, there is 
- \ 

a reasonable degree of explick$ness to wqrk with in noting: (a) that the 
\ d 

prototype classical 'explanation of+ how gains from trade are su=eessf;lly 
?- 

maximized cannot assign an exogenous ("constraining") status to either 

informafional or institutional variables (i.e., the only truly exogenous 
i 

varia@& permitted are "tastes" and "technolqgy") ; and (b) that the prototype 7 + . T7. 
non-cldssical explanation of how gains from t;ade are not successfully 

maximized must (apparently) assign an e~o~enous~tatus to at least one of 

these variables. Moreover, it is at least quite straightforward to she, on 

one hand, the non-classical critique (of classical explanatory progranrmes) as 

being defined by the claim that there exists no way of non-arbitrarily 

exor=ising the possibility that either instithtional or informational •’actors *, ,- 

-'L 
can be independent constraints on interaction in the short-run, and, on the 

other, the classic,al critique (of *on-classical expl&atory progr-es) as 

beingdefined by the claim that there exists no non-arbitrary, non-classical 

theory of short-run behaviour which can be generated from a setting in which 

her informational or institutional constraints are in fact inkpendently 

The next step is to establish to what extent these ideas are 

\resented clearly in the current literature, if only to gain some perspective. 

on the level at which the analysis must begin. 

Consistency in Avant-Garde 5 . The Problem of Fra-ntat;im and Lag ica l  
Treatments of Institutional and Informational Variables 

It goes without saying that, if present day economic theorists had access 

to a complete and successful theory of social institutions and a complete and 



successfu l  theory of knowledge, then the  t a sk  of ensuring t h a t  a l l  informational  
d = '  s 

and i n s t i t u t i o n a l  v a r i a b l e s  were placed i n t o  theo r i e s  of general  economic 

equi l ibr ium i n  a l o g i c a l l y  cons is ten t  and complete fash ion  mighc be r e l a t i v e l y  .u , 
6 

4 

straightforward.  Unfortunately,  t h i s  i s  not  t h e  p reva i l i ng  s iqua t ion .  ~ n t e r e s i  

i n  i n s t i t u t i o n a l  and informational  quest ions is  reSl&ively new on the  scene, 

s o  t h a t  i t  i s  only t o  be expected t h a t  the-  re levant  general  t heo r i e s  of . -. -- 

t he se  i tems have not  y e t  been produced, and t h a t  a t tempts  t o  borybw wholesale ; 
1 

t he  re levant  i ng red ien t s  from s o c i o l ~  and/or philosophy have not  ye t  

convinced anyone tha; these'>ngredienkd can f i t  very we l l  with 'the l o g i c a l  
- 

. s t r u c t u r e  of economic theo r i e s .  Under these  circumstances, i t  is  6196 not  

s u r p r i s i n g  t h a t  research  on i n s t i t u t i o n a l  and informational .quest ions i s  

p re sen t ly  renhered h ighly  decent ra l ized  &d fragmented, and t h a t  t he  types 

of general  p ropos i t ions  concerning the  l o g i c a l  s t a t u s  o f h n d  the  l o g i c a l  

r e l a t i o n s h i p  between, i n s t i t u t i o n a l  and informational  va r i ab l e s  'in a l t e r n a t i v e  

3 t heo r i e s  of general  equi l ibr ium (such a s  t he  type s t a t e d  above) have y e t  t o  

rece ive  widespread consol idat ion.  This l a s t  observation i s  s t a t e d  with some 

$egre t ,  bu t  i t  remains the  obvious poin t  t h a t  no i n t e r e s t i n g  analyses  of 

se@ng short-run departures  from c l a s s i c a l  behaviour--whether- these  i n  f a c t  
1 

k be l a s s i c a l "  ( i  .e . ,  d i s e q u i l i b r i a  a r e  only "apparent") o r  "non-classical" 

( i . e . ,  di-sequi l ibr ia  a r e  "real") i n  spirit--can be forthcoming u n t i l  t he  

bas i c  l o g i c a l  r e l a t i onsh ips  i n  these  a r eas  a r e  s t ra ightened  ou t .  

5 . 1  I n  s t a t i n g  the  foregoing, I am of course no t  suggesting the re  have 

been no at temptst0 r a i s e  a l l  the t h e o r e t i c a l  quest ions assoc ia ted  with 

informational  and i n s t i t u t i o n a l  adjustment,  and disequi l ibr ium dynamics, i n  

one package. Cer ta in ly ,  a l l  of t hese  t o p i c s  have received at.  l e a s t -  broad 

m n t i o n  i n  most discussions o f ,  say, ~ e r s i s t e n t  unemployment (Solow (1980)) , D 

1- 

o r  the  foundations of Xonetarism (Friedman (1970); Hahn (1980)), o r  t h e  
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design of mechanims Tor resource a l l o c a t i o n  (Hurwicz (1973)). What I am 

saying, however, is t h a t  t hese  broad discussions a r e  seldom s u f f i c i e n t  t o  
- - 

i n d i c a t e  how one might e x p l i c i t l y  a t t a c k  d i s e q u i l i b r i y t  ques t ions  from a 

formal and perfect ly-general  po in t  of view, and i n  t he  absence of these  

types of broad discussions,  v i r t u a l l y  a l l  of t h e  s p e c i f i c  model-building 

research present ly  a v a i l a b l e  f a i l s  t o  t r e a t  all of the  top'ics under 
. 

considerat ion s y s t e k a t i c a l l y .  

Thus, t h e o r i s t s  who a r e  predominantly i n t e rqs t ed  i n  " i n s t i t u t i o n a l "  

questions-say, i n  t he  theory of property r i g h t s ,  t r ansac t ions  c o s t s  and 

e x t e r n a l i t i e s  (Furubotn and Pejovich (1972, 1974)),  the  theory of pub l i c  
.A 

choice (Mueller (1976)), and the  theory of t he  i n t e r n a l  organiza t ion  of the  

f i rm (Demsetz and Alchi'an (1972); Williamson (1975, 1976); Jensen and 

Meckling (1977))-tend t o  be l a x  on t f ie i r  informational  cum expec ta t iona l  - 
s p e c i f i c a t i o n  and t o  play down genera l  equi l ibr ium impl ica t ions  and 

'adjustment t o  equi l ibr ium" quest ions a l t oge the r .  By the  same token, those 

t h e o r i s t s  who a r e  p r i n c i p a l l y  i n t e r e s t e d  i n  t he  theory of information 

(Hi r sch l i e f e r  (1972); Spence (1976); S t i g l i t z  (1976)), t he  theory of 

" e f f i c i e n t  markets" and market s i g n a l l i n g  processes (Fama (1970); Spence 

- (1973); Grossman and S t i g l i t z  (1976, 1980)),  and the  theory of r a t i o n a l  

expectat ions (following frpm Muth (1961)) tend t o  conceal t he  i n s t i t u t i o n a l  

\ * 
B 

requirements and i m p l i ~ a t i o r ~ s  of t h e i r  informational  assumptions (although 

these  analyses  a r e  usua l ly  q u i t e  c l e a r  on general  equi l ibr ium consequences). 

S imi la r ly ,  those t h e o r i s t s  who a r e  most i n t e r e s t e d  i n  advancing "pure1' 

. 2 ,  

general  equi l ibr ium theory and, i n  p a r t i c u l a r ,  developing the  l o g i c a l  cum 

mathematical s t r u c t u r e  of a theory of Non-Walrasian ("quantity-constrained") 
t' 

e q u i l i b r i a  (see references above), and examining quest ions such a s  those 

connected with p r i c e  adjustment without an auct ioneer  (Arrow (1959); Gordon 
I 



.and Hynes (1970); Barro (1972); ~ o t h s c h  

2 6 
- 

i l d  (1973)), o f t en  e m ~ l o y  sadly  naive 

assumptions about t he  i n s t i t u t i o n a l  s e t t i n g  under cons idera t ion ,  although 

the  informational  s i d e  of the s p e c i f i c a t i o n  normally f a r e s  b e t t e r .  

5 .2  [ While i t  can be argued t h a t  t he re  is  some meri t  ' i n  using s impl i fy ing  j 

assumptions cum c e t e r i s  par ibus  c lauses  i n  one of t h e  a r eas  under d iscuss ion  

i n  order  t o  r igorously demonstrate c e r t a i n  ( p a r t i a l )  r e s u l t s  i n  another ,  i t  

is  a l s o  apparent t h a t  such an approach can easi ly ,  become methodologically 

precarious i f  the  s impl i fy ing  assumptions cannot be independently grounded 
P 

i n  economic theory ( i . e . ,  they a r e  t r u l y  ad hoc) ,  o r  i f  they do no t  even 

s tand  a s  l o g i c a l l y  cons i s t en t  wfth t h e  p a r t i a l  ana1ysi.s being undertaken ( i n  

which case they a r e  not  even s a t i s f a c t o r y  on an ad hoc b a s i s ) .  Unfortunately,  
r - -  

t h e  f a c t s  of the  matter  a r e  t h a t  v i r t u a l l y  every avant-garde a n a l y t i c a l  

s t r u c t u r e  now ex tan t  is  being held up by some ad hoc a s s ~ p t i o n s ,  and t h a t  

problems of l o g i c a l  consis tency a r e  n o t  absent .  The apparent consequence of 

t h i s  s t a t e  gf a f f a i r s  i s  not  only t h a t  i t  becomes almost impossible t o  

determine which va r i ab l e s  a r e  t r u l y  (as opposed t o  a r t i f i c i a l l y )  exogenous 
\ 

i n  these  frakeworks but  a l s o  t h a t  i t  becomes d i f f i c u l t  t k  e s t a b l i s h  the  

ex t en t  t o  which the  wide v a r i e t y  of "non-traditional" r e s u l t s  which have 

r ecen t ly  come f o r t h  owe more t o  the  ad hoc assumptions being employed than 

t o  t he  systematic  p rope r t i e s  of a would-be general  framework. More p rec i se ly ,  

s i n c e  r e l a t i v e l y  soph i s t i ca t ed  qvant-garde assumptions about some p a r t  of t he  

s t r u c t u r e  a r e  f requent ly  mixed with " t radi t ional"  assumptions about the  

remaining f a c e t s ,  it is not  easy t o  e s t a b l i s h  the  one thing which i s  obviously 

c e n t r a l  t o  the  i s sues  a t  hand; namely, whether any p a r t i c u l a r  example of 

t h i s  research  c o n s t i t u t e s ,  on one h&d, only a mere extension of (o r  a 

s p e c i a l  case o f )  c l a s s i c a l  genera l  equi l ibr ium theory o r ,  on .the o the r ,  a 

genuine and fundamental departure from t h i s  t r a d i t i o n .  This i n  t u r n  makes 

i t  d i f f i c  t t o  e s t a b l i s h  whether these t h e o r e t i c a l  formulations can u l t ima te ly  '7 



constitute logically consistent explanations of observed disequilibrium, or 

its absence. 

To illustrate, it is not uncommon fo~-some ava garde non-classical 4- 
scenarios to assume the existence of a private sector distortion (e.g., in 

prices, or via some monopoly/regulatory constraint/transactions costs 

. . impediment) but to still effectively cast the analysis in a setting where 

all agents have the sufficient ("perfect") knowledge to remove all such 
- 3  

distortions. G&<'the other hand, certain avant-garde classical scenarioay 
, . 

assume that a$ent,s have imperfect and incomplete information--thus, making 

classically-optimal institutional choices in general not possible--but still 

a 
maintain that an institution of "markets" is always optimally proyided, so 

t 
t h a t q t "  aggregate information can be successfully transf erre to all . 

I /  T 
individuals. If the characteristic of these particular scenarkos is <that 

B 

\ .  
they provide that the posited institutional conditions fit 

with the conditions (see Newman (1976) ) , then still 
+3 

other anal es even fail to achieve theoretical consistency (or symmetry) - 
e institutional half of.the explanation. Thus, it is also not uncharac- 

/teristic of many classical analyses to assume that certain institutions of 

coordination (e.g.,) prices) are endogenous, adjusting variables but yet to 

assign an exogenous role to other institutions of coordination (e.g., those 
-4 

associated with market structure and government. policy) without making.it 

clear why the latter institutions must be treated on a different,footing 

than the former. Correspondingly, other non-classical analyses will posit 

that prices are exogenously fixed but still allow the 'institution of govern- 

ment policy to adjust instantaneously to the implied circumstances of 

unemployment, etc. (e.g., "traditional" Keynesian theory). 



i 
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5 .3  I f  t h e  methodological c o s t s  of a decent ra l ized ,  LLpiecemealtkpproach 
- 

t o  t h e  general  problems of i n s t i t u t i o n s ,  information, and general  equi l ibr ium 

', 
a r e  t h a t  l o g i c a l  inconsis tency and incompleteness must be t o l e r a t e d ,  then 

-prima f a c i e  t h i s  is  not  s a t i s f a c t o r y .  However, I be l i eve  t h a t  t he re  is  y e t  

a  f u r t h e r  cos t  assoc ia ted  wi th  such an approach-and one which is  equal ly  . 

ser ious .  This i s  t h a t  t he  consequent f a i l u r e  f o r  avant-garde research  t o  

3 
e x p l i c i t l y  uncover t h e  bas i c  methodological f e a t u r e s  of t h e  genera l  problem- 

s i t u a t i o n  being addressed l eads  t o  a~c i r cums tance  where important synnnetries 

and l i n k s  between t h e  var ious  ( p a r t i a l )  l i t e r a t u r e s  a r e  no t  explo i ted .  

To provide f u r t h e r  i l l u s t r a t i o n ,  i t  would be wi th  s u b s t a n t i a l  t r ep ida t ion  
C 

t h a t  many contemporary th inke r s  would l i n k  the  recent  " r a t i o n a l  expectations" 

macroeconomics l i t e r a t u r e  wi th  e i t h e r  of t he  ongoing l i t e r a t u r e s  on Non- 

Walrasian equi l ibr ium (say, i n  i ts  e x p l i c i t l y  Keynesian form, a s  presented 

by Muellbauer and Por t e s  (1978)) o r ,  on t h e  "micro-foundations of macro- 

economics" (see Weintraub (1979)). Y e t  a  mere glance a t  Hahn (1978) revea ls  

t h a t  t he  problem of r a t i o n a l i z i n g  the  su f f i c i ency  of i nd iv idua l  knowledge f o r  
% c 

-L* 

t he  achievement of aggregate coordinat ion is  a c e n t r a l  problem of both 

l i t e r a t u r e s ,  even i f  t he  former l i t e r a t u r e  i s  somewhat more op t imi s t i c  about 

t he  ease with which knowledge su f f i c i ency  can be procured than t h e  l a t t e r  

(see-Boland And Nevman (1979); B. Friedman (1979)). It is% important t o  
6 

understand t h a t  t h e  reason t h i s  l i n k  might not  be made i d h a t  the  foundations 

of Non-Walrasian theories-primarily a  Keynesian i n s p i r a t i o n  i n  the  hands of 

Clower (1965) and Leijonhufvud (1968)-appear t o  be l o c a t e d ' i n  t h e  f a i l u r e  

both of markets and an auct ioneering process ,  s o  t h a t  t h i s  view i n t u i t i v e l y  

p a i r s  wi th  the denia l  of " e f f i c i e n t  markets". What seldom ge t s  mentioned i n  

this connection i s  t h a t  the " i n s t i t u t i o n a l "  assumptions- implied by the  

e f f i c i ency  of markets-in p a r t i c u l a r ,  a s  a  vehic le  f o r  explaining how t h e  

l l ~ ~ r r e ~ t f l  s e t  of -aggregate information is  s igna l l ed  t o  a l l  individuals- is  a  



t h e o r e t i c a l  , s u b s t i t u t e  f o r  the  knowledge procurement me&antsnragSimre& %y 

r a t i o n a l  expectat ions.  

By t h e  same to i en ,  i t  would be uncha rac t e r i s t i c  of t h e o r i s t s  t o  l i n k  

thf! well-known arguments of Lucas (1973) with the recent  work on thedon-  

i 
Walrasian paradigm, o r  with more inst i tut ional ly-minded ana lys i s  i n  pub l i c  

4 
choice (e.g., Wagner (1976)). However, t h e  b a s i c  problem s i t u a t i o n  which 

r 
l eads  Lucas t o  see  agents  a s  responding t o  the  h i s t o r y  of (and a n t i c i p a t i o n  . ' 

of )  government pol icy  is  of exac t ly  t he  same methoaological form a s  t h a t  which 
* 

l e ads  proponents of Non-Walrasian e q u i l i b r i a  t o  s e e  agents  a s  responding t o  

t he  h i s t o r y  of (and a n t i c i p a t i o n  of )  quant i ty  cons t r a in t s ,  and pub l i c  ehofce - 
t h e o r i s t s  t o  s e e  bu reauc ra t i c  dec is ions  a s  r e f l e c t i n g  a myriad of exogenous . 
i n s t i t u t i o n a l  cons t r a in t s .  Moreover, both of t he  present ly- topica l  macro- 

economic problems of explaining business  cycles  (Lucas (1976) ) , 2 d  of I , 
I 
'4 

demonstrating t h a t  money can a f f e c t  r e a l  output  under r a t i o n a l  expectat ions 

and i n s t i t u t i o n a l  d i s t o r t i o n s  such as long term con t r ac t s  (F ischer  (1977) ; - 
f 

Phelps and Taylor (1977); Taylor  (1980)),  share t h i s  common methodological 

i n s p i r a t i o n  and a r e  a c t u a l l y  much c l o s e r  i n  s p i r i t  t o  t h e  Non-Walrasian 

l i t e r a t u r e  than would be thought a r i o r i .  
- +- t 

As a f i n a l  example, consider  the  l i t e r a t u r e  on d isequi l ibr ium p r i c e  
1 

. adjustment ( s t a r t i n g  from Arrow -( l953))  i n  jux tapos i t ion  with the  theory of 
* 

i n s t i t u t i o n a l  reform proposed by ~ a v i k  and North (1972) , Gddberg (1974&), and 
-j 

o thers .  As implied above, t h e  apparent reason why-few might be tenipted t o  

r e l a t e  these  two a reas  of i nqu i ry  is  because the former dea ls  wi th  "price1' 

inst i tut ions---which a r e  familiar-while t h e  l a t t e r  dea l s  w i t h  i n s t i t u t i o n s  

such a s  lms, norms, and property rights-items which a r e  t r a d i t i o n a l l y  hem 

t o  be outs ide  the  scope of economic theory. It is evident ,  however, t h a t  both 

of these  l i t e r a t u r e s  must dea l  with broadly the  same types of~methodologica l  

quest ions,  s ince  al l  i n s t i t u t i o n s  must be, i n  degree, s u b s t i t u t e s  f o r  one 



-- 

another and, furthermore, because any genera ls theory  of i n s t i t u t i o n a l  

adjustment should hold q u i t e  independently of what the i n s t i t u t i o n s  a r e  

a c t u a l l y  designated t o  be. Yet n e i t h e r  l i t e r a t u r e  r e f e r s  t o  the o the r  and, 

while t h e  i n s t i t u t i o n a l  reform l i t e r a t u r e  su&ests t h a t  i n s t i t u t i o n a l  

adjustment quest ions can be handled wi th in  a conventional benefi t /cost .  . ' 

paradigm, the  p r i c e  adjustment l i t e r a t u r e  i n  f a c t  argues exac t ly  t h e  

opposi te :  t h a t  a "dynamics of pr ices"  can never be i n f e r r e d  from (be 

cons is ten t  with) sonventional,  equilibri-based, formulations of b e n e f i t /  

cos t  ana lys is .  
2 - 

, 5.4 I take i t  a s  ax iomat ic - tha t  t h e  v a r i e t y  of t h e o r e t i c a l  models wUch 

can be generated from a research  s e t t i n g  i n  which l o g i c a l  incompleteness and 

inconsis tency a r e  permitted, and t h e o r e t i c a l  i n t e g r a t i o n  i s  absent ,  i s  

unlimited. While such a p'rospect might be appealing t o  t h e  non-dogmatist, 

- the e s s e n t i a l - c r i t i c a l  argument advanced here is t h a t  such a "piecemealt1 and 

" u n r e ~ t r i c t e d ' ~  approach t o  t he  development of cur ren t  economic theory can 

succeed only i n  hiding-in a p r o l i f e r a t i o n  of seemingly-different a n a l y t i c a l  
- 

resul ts- those methodological problems and groundrules  which must l e g i s l a t e  

over,  and be common t o ,  all endeavours t o  expla in  a l l eged  instanceg. o f ~ s h o r t 5  .. 

run, non-classical  behaviour by re ference  t o  i n s t i t u t i o n a l  and in fp rpa t iona l  .. 
C 

va r i ab le s .  

1 Ins tead  of s t r e s s i n g  the  seeming p r o l i f e r a t i o n  and d iverSi ty  o f ' & a l y t i c a l  
t 

r e s u l t s  which might p o t e n t i a l l y  emerge, I therefore  p r e f e r  t o  stress the  . 

simple f a c t  t h a t  there  is e s s e n t i a l l y  only one c r i t i c a l  t h e o r e t i c a l  problem 
- 

under contemporary considerat ion.  As emphasized from the  o u t s e t ,  t h i s  is  no 

&re  than t h e  problem of providing a generkl and non-arbi t rary account of . the 

ex is tence  and s u s t a i n a b i l i t y  of observed economic outcomes which appear t o  
t 

d i f f e r  from the  impl ica t ions  of c l a s s i c a l  (Walrasian) g e n e d l  equi l ibr ium - 1 

theory. 



The (general) methodological problem which a t t a c h e s  t o  t h e p o s i t e d  
- -- 

t h e o r e t i c a l  problem concerns t h e  i d e n t i f i c a t i o n  of t he  b e s t  way t o  s e t  up 

the  t h e o r e t i c a l  problem, t o  a t t ack  i t ,  and (poten t ia l ly)  t o  so lve  i t ,  given 

(ul t imate)  cons t r a in t s :  Ci) on t h e  s e t  of poss ib l e  ways t h a t  t h e  t h e o r e t i c a l  
.b 

problem can be formulated; and ( i i )  on t h e  s e t  of conceivable (aqd re levant )  

explanat ions which can s a t i s f y  l o g i c a l  consistency and su f f i c i ency ,  given 

the  problem formulation. 

? 
I n  t he  context  a t  hand, t h i s  general  concern can be conveniently 

i d e n t i f i e d  wi th  one s p e c i f i c  methodological problem: t h e  problem of 

c r i t i c a l l y  evaluat ing a l t e r n a t i v e  s t r a t e g i e s  f o r  p lac ing  cons idera t ions  of 
- 

both ind iv idua l  knowledge and i n s t i t u t i o n a l  structure-and'changes i n  these  - 
items-into theo r i e s  of general  economic equi l ibr ium i n  a complete and 

mutually-consistent - fash ion .  Accordingly, t h e  s p e c i f i c  methodological - , 

quest ion under examination becomes: How ii it poss ib l e  t o  successfu l ly  p lace  . 
these j o i n t  informational  and i n s t i t u t i o n a l  a t t r i b u t e s  i n t o  a theory of 

, 

observed aggregate behaviour i n  such a way t h a t  e i t h e r  " t rue" non-classical  

outcomes a r e  sys temat ica l ly  implied ( the  objec t ive  of t h e  non-classical '  

programme), o r  a r e  sys t ema t i ca l ly  impossible ( the  ob jec t ive  of t h e  c l a s s i c a l  

P ~ programme) ? 

- - 
2.2 The bas i c  t h r u s t  of the, above arguments may be summarized 

f 

- ~ t r a i g h t f o r w a r d l y  a s  follows: almost a l l  present-day theo r i z ing  i n  almost - 
a l l  a r eas  of economic inquiry may be seen t o  manifest a concern w i t h A t h e  . 

fundamental and cmmbn methodological problem s i t u a t i o n  of how t o  p lace  

* 
f e a t u r e s  of informational  and i n s t i t u t i o n a l  envir-e-s i n t o  logically ' 

, cons is ten t  and complete t h e o r e t i c a l  s t r u c t u r e s  so a s  to formally exgia in  

seeming departures  from "c l a s s i ca l "  behaviour. It is  the  recogni t ion  of the  

i i qo r t ance  of a t  l e a s t  s m  aspec ts  of t h i s  problem s i t u a t i o n  which 

.5 i s t inguishes  contemporary economic theor iz ing  from i ts  pas t  he r i t age ,  which 



least, was prepared to-assume whatever was informationally and institutionally 
\ 

necessary to guarantee thg achievement of classical equilibria. Nonetheless, I 
this common methodological problem situation is seldom recognized explicitly, 

nor construed with adequate generality, by participants in today's theoretical - y 
'debates (even though ttieir research is in accord with it). Thus, the potential a 
gains from theoretical unification implied by a self-conscious recognition of 

1 I 
the c&nnes a and generality of the problem situation being addressed are 

P - I 
largely left unexploited-to the detriment of all the theoretical ?lam- f . I  
tions under c0,nsideration. -1 

6. The Line of Attack 

The above completes~rny introduction to the problem situation under dis- I 
cussion. There are a- riety of possible ways in which one might proceed with 9 
the formal analysis oflthis problem, but it seems to me to be expositionally I 
best to begin by analyzing'the view that is most widely accepted by contempor- I 
arymainstream economists. This is the "classical critique" to the 

-- 
all non-classical explanations of observed phenomena mu& fail on 

"behavioural arbitrariness"; the corresponding *'non-classical critique" to - 
the effect that all classical egisplanations ,mst fail on the grounds of 

"explanatory incompleteness" will therefore be dealt with later. As will be- 

come evident, this ordering of subject matter permits the discussion to - 

immediately proceed to ?he issue of why non-class'ical structures fail on 1 - I 
grounds of arbitrariness--and the standard reason given is chat these struc- 

,' 

tures fail to explain obsemed (non-classical) outcomes as a logical copse- 

> m c e -  of "indivihl rati-cmaf ity" and, therefore, &o nor satisfy th-e-basic 

pastuktes of LndFyFdudLism. - - - - 
- -- 

This "classical" association of behavioural arbitrariness with rhe 

denial of individualist explanation can then be set forth as the basic initial -- 

proposition to critically examine, since, if it can be emonstrated that o c 

2% 



w - - -- - - 

"c lass ica l"  explanat  ion  can l o g i c a l l y  s a t i s f y  ~ n d i v i d u a l i s m ,  then it f o l l o v s  
\ 

by t h i s  argument t h a t  any non-classical  explanat ion %US$ be a r b i t r a r y .  From 

- .. t he  perspec t ive  o f , t h e  success  of any non-classical programme, a l a r g e  premium 

is Therefore placed upon being ab le  t o  deny the  above argument; hence, t o  f 

i' 
demonstrtte t h a t  t he re  e x i s t s a t  l e a s t  one non-classical explanatory form 

b whicQatisf b y  the  condi t ions  of Individualism. 

My purpose i n  emphasizing t h e  b a s i c  o p e r t i e s  of " indiv idua l i s t "  
= * 

--. 
explanat ions (and t h e  condi t ions  of t h e i r  success) i s  h a t  such a focub" allows is L 4 - 
a f u l l y  i n t eg ra t ed  approach t o  the  important quest ions of the  ana lys i s ,  such 

as :  What a r e  t he  e s s e n t i a l  c h a r a c t e r i s t i c s  of i n d i v i d u a l i s t  conceptions o f  7 - 

aggregate - economic coordinat ion ( i . e . ,  general  equi l ibr ium) a s  opposed t o  

ir- 
n o n - i n d i v i d ~ l i s t  ones? What r o l e  can s o c i a l  i n s t i t u t i o n s  l o g i c a l l y  play in '  

- ;r > 

i n d i v i d u a l i s t  explanat ions of aggregate coordination? ' What i s  t h e  r o l e  f o r  

i n s t i t u t i o n a l  reform i n  such explanat ions? What r o l e  can ind iv idua l  knowledge 

(and expectat ions)  l o g i c a l l y  play under Individualism? What i s  t h e  required 

r e l a t i o n  between knowledge cons idera t ions  and i n s t i t u t i o n a l  cons idera t ions  i n  
t 

such a context? -. 
w 

Providing answers t o  these  quest ions i n  a systematic  fashion can then be 

seen  t o  y i e l d  an exhaust ive s e t  of methodological ( o r  mgta-theoretical) opt ions 

by which t o  consider a l l  re levant  questionsconcerning 'the explanat ion of 

- \ 
\ c l a s s i c a l  d i s e q u i l i b r i a ,  o r  i t s  absence and, i n  p a r t i c  l a r ,  by which t o  

5 

i l l umina te  t he  genera l  quest ion : Are t h e  conditions"•’or &uccessfUL individual- 
+ B 

* : ist e r r p l a ~ t i m  broader than, or  i h e n t i c a l  t o ,  The' cofidition f o r  successfu l  
- - - - - 

* Ir 

c l a s s i c a l  explanation. 
1. A 9 $F 

- 1 - - 

* It i s  this l a s t  quest ion which then i s o l a t e s  &e ovgrr iding quest ion of 
5 

,:> - '  ' 

the  ba lys i s -and  one which has long stood a s  an enigma*for- economic t h e o r i s t s :  6 
J 

Does the re  e x i s t  any way of spec i fy ing  a r o l e  f o r  s o c i a l  i n s t i t u t i o n s  and a 

r o l e  f o r  ind iv idua l  Icnculedge (and, i n  p a r t i c u l a r ,  knowledge l i m i t a t i o n s )  which 



k - - 

is log ica l ly  cons is tent  with Indfvidualism Chence, can be accepted- a s  
1 I L- 

behaviourally non-arbitrary) and which i s  a l s o  cons is tent  with a successful  

non-classical explanation of t h e  short-run? As stressed by Boland &d Newman 

(1979), q d  B. Friedman (1979), i t  is the  spec i f i ca t ion  of t h e  ro l e  of knowledge 

and, i n  pa r t i cu la r ,  t h e  spec i f i ca t ion  of the  r o l e  f o r  kqowledge i n  the  short- 
I 

I 

run, which is seen t o  c o n s t i t u t e  the  most d i f f i c u l t  p a r t  of t h i p  i n t e r p r e t a t i v e  

problem. 
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CHAPTER THREE 
- 

TXE -THEORY OF INDIVIDUALISM AND THE "CLASSICAL CRITIQUE" OF 
NON-CLASSICAL EXPLANATORY PROGRAMMES: AN INITIAL PERSPECTIVE 

e I have spent some time outlining .a basic theoretmroblem situation 
, 

and a basic methodological~roblem situation confronting contemporaq. economic 

theory only as a way of providing some initial perspective from which to ap- 

praise the. possible "g;ound ruless'which might have to be satisfied in drder 

to produce viable solutions to such problems. It goes without saying that 

an insufficiently general characterization ofthe m~thodolo~ical&oblem 
1 

situation i~ particular not only must block an appreciation of what possible 

methodological solutions might look like h t  also must make it unclear what 

viable solutions to the corresponding theoretical problem might be available. 

Unfortunately, as I have suggested above, recent research cannot-be entirely 

exempted from the charge that it has blocked methodological insights. Thus, . 

the failure of this research to treat both institutional and informational 

considerations in a truly &stematic f ashion--an obvious precondition to 

any serious discussion oEwhether gains from trade cali, or cannot, be re- 

garded as maximized in explanation of observed phenomena--can hardly be seen 

as positive force in the development of a coherent set of methodological 

options for attacking disequilibrium questions. 
4 

However, this is not the only problem of the contemporary literature. 

A perhaps even more serious deficiency--and one which I turn to now-- is the 

apparent failure of avant-garde theorists to make it explicit that all the 

basic issues regarding classical and non-classical explanation must be exa- 

zined in the context of the doctrfne of Individualism and, in particuhr, 

in the context of the conditions for successful I ' individualist"exp1anation. 

In this setting, the critical methodoldgical question to examine now 

becomes: How is it possible to place both informational and institutional 

considerations into an individualist theory of observed aggregate outcomes 



in a way which is complete and logically consistent? Moreover, as I will 
- - - - - - - - 

show, it is only in the contekt of the objective of preserving successful 

"individualist1' explaqation that the "classical critique" of non-classical . 
explanation has any interest or force. .\ 

* 

1. An Initial Perspective on Individualism and the "Cla'ssical Critique" 

Prima facie, the demand that any explanation of observed aggregate be- -- 
haviour be "individualist" in form may appear to be a relativ&ly tri&l 

requirement. After all, most of the avant-garde research discussed earlier-- 

even if it be non-classical in character--appears to be roughly in acCord 

with the spirit of Individualism; certainly, it does not remotely suggest a 

world in which the behaviour of individuals is determined completely by 

natural and/or institutional forces alone and which ther-efore leaves no room 

for individuals to attempt to shape aggregate outcomes in their own,rational 

best interest (e.g., traditional Marxism and Institutionalism). Nonetheless, 

a moment's reflection must reveal that it is not accidental thdt, from Adam 

Smith to the present day, the success of "in 6 ividualistrl explanations of 
aggregate behaviour has been identified almost exciusively with the success 

of those explanations underwriting the existence of "classical" competitive 
. . 

general equilibria. By the same token, it is a l s ~  not a matter of accident 

that ideas about the necessity of achieving aggregate coordination through Q 

I1 outside'' controls (e.g., government policy) have frequently been seen to be 

contrary to the fundamental tenets of Individualism. 

. The reason for such viewpoints is evident: a classical general equi- 

librium constitutes a state in which individuals not only 5uempt to shape 

an aggregate coordinated state in their maximal best interest but also 

Scceed in their endeavour on their own; a non-classical general equili- 

brim, on the other hand, must constitute a state where individuals do 

achieve some type of aggregate coordination but otherwise fail to achieve 
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that coordination which is consistent with the realization of their own 
7 

maximal best Interest. A fundamental question therefore becomes: Es it 

possible for individuals to fail at achieving their objective of maximiz- 

ing gains from trade (relative-to a classical general equilibrium) yet 

st'ill independently represent their aims and tastes in a ("non-classical") 

aggregate coordinated state? An equally important related question is: 

Can the precise way in which individuals fail to achieve classical co- 

ordination (out of the infinity of possible ways that they might fail in 

this regard) be completely explained as a "rational choice" of the indi- 

viduals, given their preferences and well-defined constraints? 

i 
Now, if neither of the above questions can be answered in the 

affirmativ , then it is indeed true that only classical equilibria i 
satisfy the canons of individualist explanation: the objective of 

rationalizing ban% fide non-classical behaviour can only be construed 
/J .---- 

as a programme to deny Individualism altogether. As I will show, this 

is the essence of the "classical critique". 

Given the above perspective, the problem of maintaining the explana- 

tory requirements of Individualism in a setting where classical outcomes 

(and the conditions necessary to guarantee these outcomes) do not obtain 

can be seen to be the historically-important intellectual prbblem that 

lurks behind all the economic theory following from Adam Smith. Granted, 

the problem has been smoothed over frequently by reference to "invisible 

hand" processes--but there can be little doubt that much of the important 

'h-4 intellectual work in ec ics in this century has been concerned with 

explaining, in individualinh terms, circumstances where the "invisible 

hand" observably fails to operate (at least quickly enough) and, there- 
\ 

fore, with the conditions necessary to underwrite a 

"imperfect1') Individualism. Here I refer to no more than the work of 
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Keynes (1936, 1937)--where institutional rigidities and limited knowledge .. , 
%\ 

e are both strategic imperfections--and Hayek (1948)--where knowledge limita- 
* 

tions are primary--and Arrow (1951)--where the inability to underwrite 

allocation through "markets" is decisive--although reference also might 

be made to the work of Samuelson (19 hr and Arrow .(1959), concerning con- 
9 

ceivable specifications of a dynamic adjustment process which transpires 

prior to the realization of a classical general equilibrium. 

It is important to stress, moreover, that the &ential flavour of 
* 

this intellectual problem has remained virtually unchanged right up to the 

present day. Even if it is not explicitly stated as such, this dilemma 

remains as the central intellectual of all the avant-garde re- , 

search under discussion; recent research simply represents yet another I 

attempt to resolve an age-old dilemma which has never been satisfactorily 
I 

2 resolved. 

2 ,  A More Precise characterization '.of the "Individualist Programme" 

It will become crucial in what follows to distinguish Individualism, 

as a general programme to explain observed aggregate outcpmes, from the 

specific "classical" and "non-classical" explanatory programmes outlined 

already..Before proceeding to a formal discussion of the "classical cri- 

tique," it is therefore yorthwhile to characterize the p;operties of 

individualist explanation a little more precisely, at least to the extent 

that one well-acknowledged idea can be fully explained. This idea is that 

the "classical programme" is a logically consistent (and, indeed, powerful) 

representation of a successful "individualist programme." The question of 

whether the %on-classical programme" also can be seen to be logically 
i 

consistent with Individualism--the question of ultimate critical import- 

ance--will be dealt GTith in further and further,depth after the exposi- 

tional.preliminaries are completed. 



To initiate this discussion, it is appropriate to proceed from the 

perspective that the primary inspiration for any programme of Individual- 

ism has always resided in two very general proposals, both of. which are 

concerned with the explanation of observed aggregate states as stapes 

of aggregate coordination (see Popper (1945), Hayek (1948); Agassi (1960, 

1974) for general references; also Arrow (1951, 1959) and Buchanan and 

Tullock (1962)). The first of thLese consists of the stark denial of the 

idea that the achievement of aggregate social (economic) coordination in- 

evitably must involve some type of supra-individual design or control, 

which imposes an order on the otherwise-chaotic interactions of indi- 

viduals. The second, correspondingly, is the idea that aggregate "cohesion, 

not chaos" can be seen to follow from the "rational" interactions of self- 
- 

interested individuals, without the existence of overriding forces. 

Since these two ideas happen to be the ones which have dominated 

,? 

virtually all thinking on the logic of a "competitive" economy--from 

Smith, through Walras, to the most modern research in the mathematical 

theory of competitive general equilibrium (e.g., Arrow and Hahn (1971); 

Quirk and Saposnik (1968))--it is not surprising that classical, com- -4 
Z 
i 

petitive economic theory has evolved as a prototype example of the power 

of individualist thought. More emphatically, this theory stands as 

probably the most significant attempt historically to show that Indivi- 

dualism can provide a superior account of the observed social order to 

any of those traditional, non-individualistic, alternatives which take 

&is coordination to be a consequence either of the existence of supra- 

Tndividual social entities (e . g . , scrcial classes, "controlling institu- 
tions"), or of physical material necessity, or of both. In the 

literature of economics, this latter tradition is perhaps best repre- 

sented by themany forms of Marxism and Institutionalism--positions which, 



unders t an1 dably, have denied t lity of any successful in 

dualist account of the social order. 

2. The "Individualist" Character of the Basic Propositions of 

Classical Competitive Theory 

When a proponent of classical (Walrasian) general equilibrium theory 
8 

claims that: (a) he dan provide a complete explanatisn of any state of 

11 competitive" economic coordination--as represented by competitive equi- 

librium "quantities"--and all social institutions necessary to bring 

about and sustain such a state--as represented by competitive equilibrium 

11 relative pricesf1--only by referring to the properties of individuals-- 

their "tastes" - cum "rationality"--and certain (ultimate) limitfng proper- 

ties of nature--"technology" or "endowments"; and (b) he can interpret the 

achievement of such coordination as a "rational choice" of individualji, 

given the constraint of "scarcity", he illustrates most of the structural 

and methodological essentials of any individualistic viewpoint. 

Thus, a fundamental structural feature of any "individualist" theory 
*- 

of aggregate economic coordination is that it attributes (at least some) 

explanatory autonomy to the properties of individuals and, consequently, 

defines a non-trivial role for these properties to play in determining the 

character of states of aggregate coordination. A central thrust of this 

viewpoint is therefore that any observed coherence in aggregate inter- 

action could never be completely explained by reference only to the ex- 
) \  

ternal constraints of nature and/or society at large. Accordingly, if B; 
1 

Individualism argues that any account of aggregate economic coordination 

which does not give an independent explanatory role Eo the properties of 

individuals is "underdetermined", then its central task must be to demon- 

strate the way in which the properties of individuals can be employed to 

remove this underdetermination and, thus, "determine" states of 

I 



coordination. 

It is not accidental that the above views are consistent with the 

traditional individualist predelection for explaining observed states of 

aggregate coordination as a consequence of individual "rational choice". . 
Indeed, it is only under the presumption that the constraints of nature 

and/or society alone are not sufficient to explain observed coordination 

--a state of underdetermination--that there is room left- the explana- 

tion for individuals to possess any "free choice" at all. Such a circum- 

stance must of course be logically guaranteed to exist as a precondition 

to the possibility of explaining aggregate coordination in terms of'"freel' 

choices which are also "rational" choices, say, in the sense that they 
? 

imply coordination in everyone's mutual best interest. In short, if such ?? 

underdetermination were not present, then individuals could be seen only 

as "puppets1' of externally-imposed constraints, and it would be rendered 

only a matter of accident that any (explainable) state of aggregate co- 

ordination was consistent with the aims and interests of the individuals 

in the setting. 

2.1.1 Given the emphasis on all-powerful natural and institutional, 
-i 

forces in traditional non-individualistic theories of coordination, it 

is of course not surprising that the defender of Individualism attempts 

to buy an explanatory role for individual rational choice by denying the 
. - - 

explanatory sufficiency of such supra-individual constraints. Nonethelws, 

,this recognition still leaves unanswered the question of just what types 

of supra-individual constraint (if any) the individualist is really pre- 

pared to admit into his explanation. While it is indeed conventional for 

defenders of classical general equilibrium theory to emphasize that agents 

are rational with respect to constraints beyond those which individuals 

can be seen to impose on each othe;, given only their "tastes", it is 



essential to understand that the individualist in principle is wary of 

permitting any natural or social constraints whatsoever to play an in- 

dependent role in his explanation of aggregate coordination. Instead, he,,/ 

would like to be able to explain all suchconstraintsas eadogenous con- 

sequences of t k  achievement of aggregate coordlnation, rather than tre.at- 

ing thep as independent "givens". 
I 

1t is at *chis stage in the argument that the individualist runs up ' 

against a rnethottehgical dilemma. In particular, since critics will dlaim 
\ 

that Individualism can be only a trivial theory of coordination if it oes 

f P not incorporate soqe independent natural constraints--which define the 

general conditions of "scarcity" and positive opportunity cost--the indi- 

vidualist finds himself constrained to grant autonomous explanatory power 

to natural limitations, if only to carry on a dialogue with his adver- 

saries. This is, of course, where the "technology" - cum !'endowments" half 

of classical explanation comes in. It i-s important to stress however that 

the individualist is prepared to admit natural constraints as explanatory 

only on the proviso: (i) that they be truly "ultimate"; hence, never be 
-% 

alterable as a matter of anyone's, or everyon$'s decision; and (ii) that 

they nevkr be suff icientfy constraining upon individual action so as to 

completely compromise the role assigned to the prdaerties of individuals 

and, thus, rule out ;'he possibility of "rational choice". As such, E- 

ultimate natural constraints are rendered as endogenous outcomes of the 

coordinated state, potentially explainable by the conjunction of the 

properties of individuals and the exogencws (i.e., "ultimate") natural 

constraints. 

Will the individualist accept-the same type of argument when it comes 

to the inclusion of ("ultimate") soc'ial constraints? The final step in the 

argument is the recognition that this is where he draws the line. Since 

P 



the individualist claims that, in principle., all social institutions can 

be endorsed, or altered, as a matter of individual choice--and none are 
* 

constraihing in an "ultimater',sense--he will also suggest that it is o n l ~  

simplemethodological integrity which requires him to 'prohibit any aspect 

of "society" from being treated as an exogenous variable =$!is explana- 

tion of coordination. In fact, the individualist will contend that a 

successful explanation of any observed state of aggregate coordination 
h . 

7 - 
simultaneously must be an explanation of the (complete) set of social 

constraints which just ensure the existence and sustainability of such a 

state, where both the coordination and the constraints are endogenously 
* 

derivable from the rational choices of individuals. Thus, to those who 

ta 
claim that social institutions really do possess a "life of their own", 

\_ 
1. 

the individualist will respond by stating that the autonomous constrain- 

ing power of institutions is only apparent; that, since, social institu- 

tions can never be more than a simple aggregate .manifestation of "rational" 

mi&-decisions, institutions can only possess a constraining power because 

individuals have rationally and voluntarily decided to give them this 

power in the interests of coordination. 

This argument is, of course, not to be taken to suggest that the 

individyalist prohibits all mention of social constraints in his explana- 

tion; he just prohibits references to autonomous (i.e., exogenous) social 

constraints. He is therefore prepared to tolerate mention of all sorts of 

non-autonomous social constraints, on the understanding that they are only 

a pedagogically-convenient "short hand" for the aggregation of the 

(already-established) rational choices of all individuals, as determined 

by the true exogenous variables of the explanation, Fo; instance, a prac- 
C 

'I - c- 
titioner of classical general equilibrium theory very well may be able to 

model some parts of .an-aggregate ,coordinat ion problem usefully by treating 
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tally f o r  some agents,  but he would .permissibly :make , 
t - - - - 

y on t h e  unde r s t and ing tha t  t he  p r i c e s  ib quest ion w e r e  . 

competit ive equilibrium p r i c e s  and, therefore ,  were not ' independent  con- . 

s t r a i n t s  i n  t h e  problem-formulation. If pushed on this poin t ,  t h e  p rac t i -  / 
v 

- . t ioner could always show t h a t  t h e  (assumed) p r i c e s  were de r ivab le  from 

" t a s t e s  and &chnologym and, t he re fo re ,  cons t i t u t e4  t h e  s o c i a l  i n s t i t u t i o n s  

t h a t  everyone would r a t i o n a l l y  choose i n  order  t o  r e a l i z e  a "best possible"  

coordinated s t a t e .  On the  o the r  hand, i f  t h i s  t h e o r i s t  assumed p a r m e t r i c  

p r i c e s  which were not s o  der ivable ,  then these  p r i c e s  would indeed const i -  . 

, t 
t u t e  autonomously-binding s o c i a l  cons t r a in t s  on ind iv idua l  i n t e r a c t i o n , .  I , 

and such a treatment would be con t r a ry  t o  t h e  bas i c  pos tu l a t e s  of 

Individualism. 
1 

: 2 . 1 . 2  To sunimarize, any theory of aggregate ecdhomic coordinat ion of an 

i n d i v i d u a l i s t  form: (a ) -must  a s s ign  some-autonomous explanatory r o l e  t o  

t h e  p rope r t i e s  of ind iv idua ls ;  (b) must ' a s s i p  Borne autonomous explanatory 

r o l e  t o  n a t u r a l  constraints-- to  af.oid the  t r i v i a l i t y  of t he  s e t t i n g  where 

"scarci ty"  does not  prevail--but can never permit t h i s  explanatory r o l e  
-- 

t o  f u l l y  compromise t h a t  assigned t o  the  p rope r t i e s  of ind iv idua ls ;  and 

(c)  must p roh ib i t  the  p o s s i b i l i t y  of an autonomous explanatory r o l e  f o r  

any aspect  of "society" ( i . e . ,  a 1  cons t r a in t s ,  s o c i a l  i n s t i t u t i o n s )  . 
SO;.;( 

It follows t h a t  t he  d e n i a l  of one of t hese  condi t ions  c o n s t i t u t e s  a 

den ia l  of i n d i v i d u a l i s t  explanat ion as such. 

An apprec ia t ion  of t h e  bas i c  requirLements of (successful)  i nd iv i -  
II 

d u a l i s t  explanat ion is doubt less ly  important t o  t h e  c r i t i c a l  i s s u e s  a t  

hand sinceb, a s  has  been implied already and w i l l  be argued more e x p l i c i t l y  

below, c l a s s i c a l  genera l  equi l ibr ium theory c o n s t i t u t e s  perhaps the  

e a s i e s t  and most s t raightforward way of meeting the  requirements of 

Individualism--one i n  which the  aggregate coordinated state and a l l  
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" sdcial insti-tutionsv connected with this state are both cdletely ex- 

plained dy ;eference to the (exogenous) properAes of indi \ iduals and the 
/ 

(exogenous) properties of nature. The ultimate importance is: 

Does there exist any form of expIanatioh which' can meet the requirements 

of Iridividualism when "tastes" and "technology" are-insufficient to 

rationalize observed coordination. Since it follows by definition that 

any departure from a "classical" specification of the explanatory roles 

for the properties of nature, society, and individuals must involve farms 
L 

of %on-classical" explanation, this question can be put alternatively as 

follows: Does there exist any "non-classica~form of explanation of 

aggregate coordination which is logically complete, and logically _con- 
I - 

sistent with, the postulates of Individualism? * 

Now, if this question cannot be answerea in the aff irn@ve, then 

"individualist" explanation Tand,"classical general equilibrium" 
I 

explanation become synonym?us, and the denial bf pne is the denial of-the 

other. Under this view, it simply becomes to provide a complete 

a explanation of any coordinated economic behaviogr which transpires outside - 

a classical general equilibrium and to still maintain Individua 

is is both "t ogieal problem of ~fidividualism 'and the essence of 

e "classical premium therefore must be 

need not hold; 
I 

that there are in fact "non-classical" explanatory forms which are con- 

sistent with Individualism. Furthermore, as I will show, such a demohs~ra- 
L- 

e 

F 
tion constitutes the only,methodologically-acceptable line of attack on 

C 

the long-standing problem of explaining "classical disequilibria" in a 
+ 

way which is logically complete and logically consistent with individual 

rationality. The problem of providing a viable, non-arbitrary account of 

states of classical disequilibrium is indeed no more than the problem of 
6 



how to maintain the properties of "individualist" . explanations &-I the 
- - ~- - 

cir.cumstances where .the properties of "classical" explanations %st be 

relinquished, _ ,  _ 
'- 

I now turn to a more formal discussion of the "classical critique" 
4. 

-the view which denies the logical possibility of a non-arbitrary non- 

classical ~ndividualism. 

3 ,  The Logic of the "Classical critique" 
1 "1 

Given the above preliminaries, I now define the "classical critique1' 

formally as the view that there exists no conceivable methodological 
L 

' 

strategy that can ever succeed in producing a general theory of ("true") 

non-classical behaviour which is both non-arbitrary and.in accord with the 

postulates of Individualism. As I will show more explicitly below, this 

vilw embodies the dual propositions t'hat: ' (i) if non-classical explana- 

.tions are developed in a uyner which is consistent with Individualism, 

, then these explanations must be arbitrars and (ii) if non-classical ex- 

planations ever succeed in avoiding arbitrariness, then such explanations 
- 

cannot be compatible with Individualism. These propositions then form the 
.* 

basis for the overriding critical viewpoint (already mentioned): that, 

given the "classical critiquef1, the only possible specification of Indi- 

vidualism which can be non-arbitrary from an explanatory point of view is 

"classical" Individualism. 

3 . 1  Since the above statement of the "classical critique" explicitly 

refers to "Individualism" --a reference which is-seldom made--such a for- 

mulation may appear to-be unfamiliar. Thus, the more standard_qression - - -- -- - - -- 

of this critical perspective by advocates of the av*t-garde classical 
-- - - - 

programme (e.g. Barro (1979); Lucas (1980)) is in-terms of thaheorem 

that, either a classical equilibrim,prevails, or the eqlanation of any 

action which transpires outside of such an equilibrium must be 



"behaviourally arbitrary". If it is granted that what is meant by a 

"behaviourally arbitrary" explanation is an explanation which is not 

sufficient to constrain behdviour to a "determinate" outcome (or, 

possibly, a non-infinite set of outcomes), then a-faithful translation 

of the above theorem would seem to be as follows: ,that the explanation 

of states other th& those of classical eq&ilibrim must be structurally 
i 

"underdetermined", and that there exists in principle no additional 

exogenous variables which could ever systematical-ly succeed in removing 
. 

this undercjetermination. Characterizing the "classical critique1' in terms 
I 

of this last claim--which may seem impossibly severe--then allows a direct 

consideration of the dnditions under which this claim could ever really 
& \ ,-' 

be defended. The (integrati&@ answer that I will provide in a moment is 

that such a claim can have foice if and only if Individualism is required 
/ 

*. * to hold. 

3.2 To provide an illustration of the basic issues involved here, and 

one which makes use of analytical points developed awove, suppose that 

some defender of non-classical theorizing put forth a proof that he could 
\ 

provide a fully-determinate explanation of s&. observed instance of 

("true") non-classical behaviour by referring to \ one possibly several 
> & 

exogenous variables other than (in addition to) "tastes" and technology". 

For concreteness, presume that he cites the constraining characteristics 

of certain social institutions on individual interaction, where it is 

assumed explicitly that such social constraints are not explainable by 

ref crence to l1 tast es" and "technology" alone. ' Here a f amtlhr ident5f ica- 

tion might be with the (assumed) existence of some fixed, classical-dis- 
?* 

equilibrium price or wage contracts (plus possibly a "rationing institu- 
-\ 

tion"). The conEefntion of the non-classical theorist is that he can re- 
4 - 

m v e  any potential behavioural arbitrariness (i.e. explanatory 



underdetermination) in his account of observed non-classical o u t c ~ u  

simply by specifying the values of all his chosen exogenous variables, 

including, of course, the value for the independent institutional limita- 
0 

tions which he regards as so strategic. 

Would the advocate of the "classical critiquett really deny that the 

non-classical thinker could procure a fully-determinate explanation of 

non-classical behaviour under the posited conditions? The answer is No. 

The classical theorist would s&ly point out to his adversary that he 

has achieved a (seemingly) non-arbitrary account of non-classical be- 

haviour by allowing social limitations to possess exogenous status and 

that, by the canons of individualist explanation, it is not acceptable to 

permit this. Then, the classical theorist would go on to point out Ehat, 

if the non-classical theorist was really to maintain Individualism in his 

explanation, then his account of observed non-classical behaviour could 

never be complWe unless he provided a full-fledged, prior explanation 
f. 

for the existence of (value of) the exogenous social'limitations which he 

has (hitherto) taken as "given". 

The upshot of the classicist's argument, however, would be that the 
* -+ 

non-classical thinker would never be able to find "acceptable" exogenam 

variables to perform this task. In particular, since the defender of 

cxassical explanation w i l l  admit "tastes" and "technology" as the only 

"acceptable" (truly) exogenous variables by which the individualist can 
tc 

account for observed aggregate behaviour; he will contend that the onl/ 

(such as those t h t  the aon-classicist c.2te.s) A s  one w k c c  thesocial z- a .  
constraints are in fact sot exogenous at all, but fully explainable by 

reference to the values of "tastes" and "technology" which determine a 
t 

classical equilibrium. Accordingly, the defender of classical explanation 



mus@onclude that the non-classical insistence of the possibility of the 

existence of social constraints which are incoqpatible with the achie 

m nt of classical aqullibrium (i.e., where gains from trade really a e no i 
ized) must be tantamount 'to the admission that such constraints co Id Q 

never be explained in individualist terms; that any success that the non- 

classical thinker might have in providing a complete (fully-determinate) 

explanation of such "distorting" social constraints"could be achieved only 

by arbitrarily treating as exogenous stf 11 other variables (in addition' 

to "tastes" and "technology") which arenot "acceptable" givens under 

Individualism either. 

Since the initial explanatory problem is jusb repeated at this second . - 
stage, it is easily seen that an infinite regress is implied here, and 

this is the formal Basis for the "classical critique". In short, either '. 
the non-classical thinker must let the regress go on indefinitely--in the 

quest to show that his explanation can be successfully completed in indi- 

viduali st terms, thereby purging ayunacceptable" (artificial) exogenous 

variables--or he must stop it at some arbitrary point, thereby relinquish- 

ing Individualism precisely at that point. Neither option is satisfactory. 

3.3 . The structure of the above argument reveals, I think, the essential 
t 

flavour of the "classical critique": first, as being ultimately an argu- 

ment over the fulfilment of the expl'anatory standards of Individualism; 

and secpnd, as an embodiment of the fundamental argument that only classi- 

cal explanations can meet the explanatory standards of Individualism with- 

out being behaviourally-arbitrary (or, what is equivalent, without being 

"logically incomplete" or "structurally underdetermined"). This view in 

turn entails the dual critical propositions that any non-classical explana- 

tion of observed phenomena must either be: (a) behaviourally arbitrary, 

if it attempts to meet individualist explanatory standards; or (b) non- 



+= i n d i v i d u a l i s t ,  Ff it ever succeeds in avoiding b Foura l  a r b i t r a r i n e s s .  

As exposed above, these  a r e  j u s t  two s i d e s  of the  same coin. 

I should a l s o  emphasize t h a t ,  i f  t he  arguments of t he  " c l a s s i c a l  c r i t i q u e "  

a r e  i n  f a c t  correct;then they must successfu l ly  deny t h e  l o g i c a l  poss ib i l -  
t 

i t y  of a non-arbitrary, non-classical  Individualism. 
.- 

3.4 There can be no doubt t h a t  t he  " c l a s s i c a l  c r i t i que"  poses a severe  

problem f o r  any defender of qon-classical  explanatory programmes. This  is 

pr imar i ly  because t h e  c r i t i q u e  does not  allow t h e  non-classical  t heo r i s t .  

t o  convince the  c l a s s i c a l  th inker  of t h e  worth of h i s  research  simply by 

showing t h a t  he cAn come up wi th  fully-determinate models of short-run, 

non-classical  behaviour. Indeed, by t h e  above argument, t h e  . c l a s s i c a l  

t h e o r i s t  a l ready  accepts  t h a t  a wide v a r i e t y  of non-classical  models can 
/ 

' b e  constructed,  and t h a t  a l l  of these  can very we l l  "appear" t o  be non- 

a r b i t r a r y ,  r e l a t i v e  t o  explanatory s tandards which a r e  l e s s  s t r i n g e n t  than 

those of Individualism. What t h e  c l a s s i c a l  t h e o r i s t  denies; - a f o r t i o r i ,  . 

is t h a t  any of t hese  non-classical  models can r e a l l y  be non-arbitrary i f  

t he  s tandards of 

- t h inke r ' s  charge 

ing  i s  therefore  

explanation. 

i n d i v i d u a l i s t  explanation a r e  maintained. The c l a s s i c a l  

of "behavioural a rb i t r a r ines s"  i n  non-classical  theoriz-  

always r e l a t i v e  t o  t he  s tandards of - i nd iv idua l i s t  

What a l l  t h i s  implies ,  t he re fo re ,  is  t h a t  t he re  is  no opt ion f o r  t he  

advocate of non-classical  theor iz ing  except t o  demonstrate t h a t  t he  

" c l a s s i c a l  c r i t i q u e "  i s  fa lse-- that  he can produce non-classical  explana- 

t i o n s  of observed phenomena which meet i n  a l l  r e spec t s  t h e  s tandards of 

Individualiser. I f  t h e  n e w l a s s i c a l  th inker  can f u l f i l l  t he  s t r a t e g i c  re-  

quirement, then he can meet c l a s s i c a l  th inkers  on t h e i r  own t e r r a i n  and 

c l a s s i c a l  th inkers  w i l l  have no opt ion but t o  accept  h i s  argumeqts. I f  he 

cannot do t h i s ,  then i t  is  probably f a i r  t o  say t h a t  no r e c o n c i l i a t i o n  



between the respective defenders of classical and non-classical p r o g r a s  

will ever transpire. 
\ 

In the following chapter, I consider a rather more sophisticated 

interpretation of the "classical critique", assessing this view explicitly 

in the light of questions of individual rationality and in the context of , 
' 

the logic of a %on-classical" Lritique of classical explanation. As I " 

will show, an appreciation of both of these issues is absolutely required 

in order to penetrate- the long-standing controversy between "Keynes and 

the Classics". 



THE "CLASSICAL CRITIQUE," THE "NON-CLASSICAL CRITIQUE," 
RATIONALITY, AND "KEYNES AND THE CLASSICS" 

C 

1. The "Classical Critique" and -the Question of Rationality 

My exposition of the logic of the "classical critique" in the previous 

chapter--through a consideration of the general requirements of individual- 

ist explanation--is clearly only one way of presenting this critical view- 

point. While I think that it is probably the best way to initially expose I-! 
the methodological issues under consideration, an alternative, though not 

independent, route is through the consideration of the relationship between 

non-classical explanation and individual rationality. In this connection, 

it is often claimed that the problem of all non-classical explanations of 

observed phenomena--and the ultimate seat of their arbitrariness--is that 

they assume conditions or processes which are not konsistent with "rational" 

individual decision-making. This charge evidently~emerges every time a 

non-classical thinker wishes to assume fixed, classical disequilibrium 

prices in his analysis- (or, at least, adjusting prices which are not at 

their classical equilibrium positions), 6r posits expectation-formation 

mechanisms which are not demonstrably in accord with ationality (e.g., t 
adaptive expectations, before adaptation is complete), or suggests the 

I 

possibility of a successful "neoclassical synthesis," a programme to 

append disequilibrium dynamic adjustment equations to the equations of a 

static, Walrasian equilibrium--to name but just a few of the areas of con- 
P 

temporary critical concern (see Friedman (1970); Barro (1979); and Lucas 

1.1 Rationality, Individualism, and Maximizing Gains from Trade 

I start the discussion from the perspective that the above critical 
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charges are not surprising. Since explanations of obsemed aggregate , 

p h e y  via Individualism logically require that such phenomena be 

completely explainable as a consequence .of the rational choices of in- 

dividuals, subject to independent natural (but not social) constraints, 

it is only to be expected that an alleged failure of non-classical ex- 
, A 

planations to meet the requirements of Individualism (discussed above) 

can also be construed as a failure to non-classical explanations to 

offer complete explanations in accord with individual rat nal choice. 3' 
, In fact, these explanatory failures must be identical if, as classical 

thinkers invariably claim, rationality (over all individuals and all e- 
d 

activities; henceforth, Global Rationality) can prevail only at the 

point where all individuals successfully exploit all available gains from 
"L 

trade, as calcclated from the given values of "tastes" and "technology" 

alone (see, for example, Shiller (1978, p. 40) and McCallum (1979, 

p. 241)). 

Since the above view, by definition, states that Global Rationality 

can prevail only in classical equilibrium, the essence of the "classkal 

critique" can now be reformhated in terms of the following proposition: 

all non-classical explanations either are "arbitrary" Q'underdet-ermined," 

l'incompletel')--because they possess no non-arbitrary criterion which can 

be assigned to "maximizing" agents in order to allow them to rationally 
C 

choose between, or rationally choose any 

"second-b.estfl positions where gains from 

.nun-individualist in character--since in 
B 

ability of any non-classical state, they 

i 

of, the infinity of conceivable 

trade are not maximized--or are . 

order to underwrite the sustah- 

require the imposition of "binding" 

constraints which (partially or completely) overrule the "determining" rble 

for individual rationality, and which thereby render the explanatory role 
,- - 

for rationality either incomplete or irrelevant. 
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Once again, it is important to stress that this version of the 

"classical critique" has force only if the proponent of non-classical ex- 

planation wishes to maintain individualist standards in his explanations. 
( 

Thus, as Samuelson (1947) and others originally demonstrated, it is rela- 

tively straightforward to assume the existence of aggregate adjustment 

equations which pin down the path o 42 isequilibrium ."pricesw, or for that 
matter, "expectations," which prevail en route to a classical equilibrium, 

so long as the implied adjustment paths for these variables are taken to 3 - 
4 

b 

be predetermined and, thus, cannot be altered by individuals, in the light 

of their own self-interest. Eere there is prima facie no problem with be- - 
I 

4 

havioural arbitrariness, since individuals are given no option as to whether 

or not to rationally accept the non-classical positions specified along the 

.given adjustment paths. In short, therp-is no problem with arbitrariness 

in this instance because an essential postulate of Individualism--namely, 

that the tastes rationality of individuals ener into the determina- 
I' 

tion (explanation) of any going state of the economy--is sacrificed. 

On the other hand, if individuals were assumed to be able to choose 

between potential on these adjustment paths on the basis of their 

own (conjectured) best interest i .  e., Individualism was ipaintained), then 

arbitrariness would immediately enter the problem again: individuals 

would have insufficient criteria to rationally pick any one of the in- 
4 

finity of available non-classical positions over others, and there could 

be no explanation for why any observed non-classical state was sustained, 

except by accident. 
\ 

Some might be attracted to the idea of invoking the "state of ir- 

rationalitytt or a "satis'fici'ng criterion" as an explanatory.variable at . 

this point in the proceedings--but such a strategy would hardly improve 

the situation. It would just move the problem back toexplaining why any 



particular degree of irrationality or any particular satisficing criterion 

(out of thednfinity conceivably possible) was "rationally" chosen over 

others, and the underdetermination of non-classical explanation under 'In- 
. .. 

dividualism would still remain. 

* 
The above arguments illustrate just how powerful and- uncompromising 

the "classical critique" of any form of non-classical Individualism really 

is. If one accepts the central methodological pivot gf this critique--that 

Global Rationality, and Individualism in-general, can prevail only at the 

t 
point where gains fr& trade are maximized--then, no matter how sophisti- 

cated orlnaive is the specification of "tastes" andfor natura1 f"techno- 

logical") constraints posited to determine the absolute size of this maxi- 
" 

mu$ (and which thus determine the precise character of the classical equi- 
rrr 

U .  

librium under consideration), any bona fide observed failure to reach such 

a maximum can be explained only in terms which deny both Individualism and , 

' Global Rationality. Thus, by the conditions of the classical critique, the 
4 

need to refer to "irrationalities" in explanations of behaviour Ce.g. , 
\ 

referencesito the existence of rationality which is "partial," but not 

"global"), or the need to deny irzdividualistcharacter - in these explana- 

tions, constitute identical statements of the qethodological problem 

which emerges in explaining any opserved state which is no6 a classical 
w,-'' 

equilibrium. 

3 
The reason for this result follows directly from earlier arg&ents: * 

the admission that one can explain observed non-classical behaviour (in 

a context where free individuehgchoice is possible) only by citing non- 

Globally Rational behaviour--of which there are conceivably an infinity 

of different types--must constitute an admission of underdetermination 

(or arbitrariness); in lieu of having (assumed) Global Rationality, given 

free choice, do the job of ruling out the infinity of irrational behaviours 
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(i.e., the classical solution), the only option is to remove this under- 

determination by exorcising the role for free choice and rationality in 
- 

the explanation as such, and positing sufficient non-individualist be- 

havioural constraints to "lock in',' behaviour at a (determinate) non- 

classical position. 

1.2 Some Methodological Generalizations 

The above - exposition hopefully reveals that the logical structure of 

-the argvents comprising the "classical critique" are the same, no matter 

through the focus of Global Rationality (as 

general perspective of Individual-ism (as before). 6 

The virtue in prese+ing the critiqe through the avenue of rationality in 
' & -7 particular is that it permits a number of important and gene a1 methodo- 

logical points to stand out. 

Perhaps the most basic methodological point to consolidate is one 

that has been already emphasized in all of the above analysis; namely, that 

+the strength of the "classical critique" ultimqely rests on the idea that - 

Global Rationality can prevail only when gains from trade are maximized , 

(as defined relative togiventastes and technology alone). It is this 

view--and 

"rat ional'j 

this view alone--which produces the conclusion that the only 

(hence, non-arbitrary) equilibria are those of "clakgleal" ' 

Individualism. An important implication therefore follows: that the only 
LZ 

methodologically-acceptable route to a non-arbitrary, yet non-classical, 

Individualism is through the denial of-this postulafe; hence, through the 

demonstration of the logical possibility that Global Rationality can pre- 

vail even in states where gains from trade are not maximized for given 

tastes and technology. The consideration of the logical pbssibility that 

there exists a concept of "non-classical" Global Rationality (NCGR) which 

can hold when a "classical" concept of Global Rationality (CGR) does not 
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will prove to be an important reference idea, and I will come back to it - 

later in the chapter. t- 
A second, *and equally important, methodological point to emphasize 

is the following:. even granting.that the only "acceptable" concept of 

Global Rationality is CGR, the &tent to which any programme of classical 

.Individualism explanation itself can be seen to be successful and can- 

plete must rest ultimately on the ability of this programme to provide a 

non-arbitrary guarantee that decision-making, in accbrd with CGR can 

transpire at any and all points in time. Clearly, without a (demonstrated) 
h 

guarantee to this effect, one cannot rule out the logical possibility of 

observing "true" classical disequilibria since, in any instance where the 

achievement of CGR cannot be guaranteed, the achievement of classical 
i 

equilibrium can only be construed as "accidental". 
- 

Previously, I have discussed a comparable requirement which must be 
> 

fulfilled in order to guarantee that gains from trade are maximized at any , 

and all points in time. This was seep to require the independent demonstra- 

tion that all factors which might potentially interfere wfth the realization 

of this maximum--whether these be knowledge deficiencies which prevent 

agents from identifying where the maximum locates, or institutional rigidi- 

ties whichblock mutually-advantageous trades, or, for that matter, +y , 

failure for the expectations of all agents to adjust to consistency with 

the "true" values of tastes and technology--cannot be present in any 06- 
"a 

\ 

served behav,oural instance being explained. What is .now apparent,. however, 
-% 

is tha't the above guarantee and the guarantee of the achievement of CGR 
- > 

must be one and the same. In particular, the guarantee of CGR involves 
P 

nothing other than the demonstration that,.in any observed instance, all 
2,' 

i individuals can successfully adjustallitemswhich are presumed to be' .. - I 

I open to choice--such as the informational, institutional, and expectational 
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vdriables cited above--to positions which are mutually-consistent with 

(and, thus, which cannot independently constrain the achievement of) a 

state of max&um gains frometrade, as defined by those items which are 

not open to choice--the given values of tastes and technology. 

A final methodological point to consolidate follows directly from d 

the above argument; namely, that while the classical demonstration 
. > 

(guarantee) of the existence of CGR &t always be tied to the existence _ I 

of realized states in which gains from trade are maximized, this demon- 

stration is, in general, not to be confused with (or taken as equivalent ,, 

to) the demonstration (guarantee) of the existence of an Arrow-Debreu world. 
e 

As I have stressed in a different context earlier, any avant-garde defender 

of classical explanation will readily admit existence of many observed 

failures to produce the transactions or adjustments required to achieve 

the maxima maximorum implied by Arrow-Debreu formulations; all Ke con- 

tends is that such failures to reach an Arrow-Debreu outcome can be com- 

pletely explained as a consequence' of CGR, 
* 

where the latter is seen to include, say, 

which make for ositive adjustment and/or 
- Y 

given tastes and technology, 

various technological factors 

transaction costs. Here a 

(guaranteed) CGR esponse of agents to (ultimate, natural) constraints or \ 
transacting or adjusting might lead them to (rationally) forego the 

achievement of an Arrow-Debreu world (as too expensive to achieve)--yet 

gains for trade are still maximized, relative to posited constraints, and 

1 I true" classical disequilibria (for all seeming failures to'transact or 
Z 

adjust observably exist) are still logically impossible to observe. 

2 .  The Problem of Global Rationality and the "Non-Classical Critique" 

.of Classical Ekplanation: An Initfal Perspective 

Arguments which deny the possibility of the achievement of an Arrow.-. 

Debreu world but still maintain a classical equilibrium, "maximizing" 



- character (such as the one presented immediately above) are indeed rather 

subtle. However, no matter in what context, or at what level of subtlety, 

these classical arguments are stated, any assessment of the "success" of 

such arguments must always come back to questions which are rather more 
% 

basic and obvious. As implied above, these basic questions concern no more 

,than the Cla sicist's "success" in providing the non-arbitrarx guarantee r' 
that the CGR which is seen to produce such "maximizing" outcomes is actu- 

ally operative in any and all instances being explained. This basic guaran- 

tee must be provided no matter whether the classical theorist-wishes to 

P defend explanations in the Arrow reu tradition or to consider more - 
sophisticated "classical" explanatory structures which modify the Arrow- 

Debreu results. 
C 

More specifically, if any (alleged) proof of the achievement of CGR 

5s ever contradicted by the observed existence of a social constraint 
3 

which fails to adjust to consistency with whatever '"tastes" and "tech- 

nology" -posited in the problem, of "non-rational" expectations, or of 

. a true failure for agents to procure sufficient knowledge to idqtify the 

appropriate classical maximizing position (as defined relative to posited- 
L 

I t  tastes" and "technology"), then the possibility of maintaining a conce6t 

of Global Rationality to underwrite observed outcomes as being non- 

arbitrarily and non-accidentally in accord with classical Individualism 

is lost. As I will show, it is the preoccupation with the existence of 
& 

such "failures" which typifies the "non-classical critique" of.classica1 

d explanati n. Moreover, it is the conjunction of this "non-classical" 

critique with the "classical critique:' (of the possibility of successful - 

non-classical explanation) which leads to the severe conclusion tkat there ) 

is simply no possibility that any type of Individualism--whether it be t ' .  
' 1 8 -  

classical or non-classical in form--can hold on non-arbitrary grounds. It 
. * 
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is this setting, of course, which ultimately requires that the debate 
- - -- - -- - - - - - 

between classical and non-classical thinkers become one over relative @ 

I 

arbitrariness. . 
2.1 While aspects of the .above "skeptical" argument will be developed 

further in the section which foll&s,-it should be emphasized .right away 
J 

that the basic dil&a for the classical thinker in dealing with his critics 
'i 

concerns how t_o non-arbitrarily rationalize the achievement of CGR in the 
P 

short-run. For all intents and purposes, this .problem f o ~  the Classicist 

is no more than wfiat to do with the short- eviience which 
" s 

non-classical thidrs have co&istently in-contradiction 
- - - - - - 
- - 

with the realization of CGR. Such a state of affairs is doubtlessly stra- 

tegic since, by the conditions of the "classical critique,'' the classical L 

theorist cannot logically admit "true," short-run classical disequilibrium 

situatiow (which are "true" contradictions of CGR) dthout committing 

himself, on his own terms, to explanations that either are behaviourally 

arbitrary dr' deny Individualism. As sukh, his o m b l e  methodological 
- 

4 
option is rendered as one of defending the eiistence of CGR at all costs: 

<- 

This is why the classicai?iGorist is always willing to deal with alleged 

@ contradictions of CGR in the short-run, not by relinquishing this concept, 

3 
, but by respecifyiqg his basic model so as to include additional (short-run) 

L l  
technological constraints, and then arguing that observed outcomes were in 

/ , fact a product of a CGR response of agents to an environment which con- 

L tained these extra natural constraints. 
-B- 

. . Clearly, if the classical theorist-~an-p~r-o~ide an idqedmt(and 

non-arbitrary) guarantee of the achievement of E R  in the short-run, then 
- - - -- - - -- - -- - - 

his explanatory strategy is completely free of ad hot elemenh, and -- 
everything is fine. If he cannot-ineaning that he,is forced to assume 

3 

short-run CGR, without proving it-then the position of the classical 

- 
1. 

- - 



theoris$ is weakened severely and his only ccmuincing argument te the no- 

classicai critic is that his arbitrary assumption to the effect that CGR . 

prevails in the'short-run is better than a (allegedly arbitrary) non- 

classical assumption to the opposite effect. 

2 .2  Once again, the essential consequence of a classical advocacy of the 

second of the above strategies is that it renders the debate between classi- 

*a cal and non-classical thinkers as a debate over (relative) arbitrariness .- 
in explanation, so that it becomes essential to understand why such methodo- 

logically problematic situations can be so easily produced. As will be ex- 

pqsed in much more detail at a later stage of the exposition, all of 
,- 

the basic problems here derive from the simple fact that the existence 

of any condition of Global Rationality cannot logically be treated as a 

11 given,", rather, this condition must itself be explained as a necessary 

+ consequence of the fact that all agents have "sufficient~knowledge'~ to be 
' 

"rational." Since this proviso applies to both CGR and any concept of - 

NCGR, the ultimate question therefore becomes: Does there exist a E- 

arbitrary explanation for how all agents come to posses the "sufficient 

knowledge" needed to guarantee the existence of any condition of Global 

Rationality? In a l o d u n  setting, the required non-arbitrary explanation 

can, in general, be produced. ~ccordin~l~,'it is the short-run setting ' 

which kreates difficulties since, as even Classicists will admit, know- 

ledge limitations (of some type) sbyuld form part of any realistic charac- 

terization of the short-run (e.g., while agents are in the process of 

7 Iearning) . - 

"too much" knowledge is assigned to agents in the short-run, then the 
,-,> 

rationalizafin for why agents possess this knowledge (and are Globally 
I 

btional as a consequence) can only be covered by a long-run.argument 
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(see Boland and N n (1979); B. Friedman (F979)). On the other hand, if 

'-'tau little'' knuwledge is assigned to agents inthe short-run, then the 

(' 
gua&ntee of - both CGR and NCGR would appear to be lost and the achievement 

L. of any equilibria of either a classical or non-classical Individualism 

form can be construed as only "accidental". In this latter case, (in- .. 
sufficient) knowledge is truly an independent constrai on the achieve- 

/ A 

ment of any and all individualist equilibria. 

2 . 3  It is the recognition of the failure of avant-garde classical 

theorists in particular to deal adequately with the problem of thg suffi- 
$ 

ciency of knowledge in the short-run which therefore provides some initial 

insi@?into why avant-garde classical~entures into short-run explanation 

have not been (and cannot be) very successful. The present--and, I think, 

unacceptable--classical research strategy is to assume CGR (i.e., "the 

postulate of rationality") in the short-run and then, in characteristic 
1 

fashion, to examine a CGR (i.e., "efficient") response to an informational 

constraint (once again defined as a technological cum natural given, as - 
part of an extended concept of "tastes" and "tec~hnology"). It is of course 

straightf~rward to generate an infinity of "informationally-dependent". 

classical equilibria out of this setting (sincerthe value for given "tech- 

nology" now depends upon the particular .informational' constraint which is 

posited)--but this approach apparently fails to illuminate the only question 

of fundamental importance. 

This is the question of how the existence of Global Rationality can 

in fact be logically consistent with the existence of a binding informa- 
-- -- '+ -- - - 

tional constraint when, by the nature of-the argument, 'the guarantee of 

Global Rationality depends upon the "sufficiency" of individual knowledge. 

In this classical context, the only options would appear to be that 

either: (i) CGR prevails (in which case individual knowledge must have 



been sufficient for CGR and therefore cannot independently constrain the 

achievement of "rational" &comes) ; or (ii) an informational constraint 

is binding (and both the achievement of CGR and the realization of classi- 

cal equilibria are rendered accidental). 

Fu~ther appreciation of arguments of this type must await further 

exp&sition, and it is now appropriate to return to more familiar terrain. 

In the-last half of this chapter, therefore, I wish to consolidae various 
t 
1 

aspects of the "classikal critique, 'I the %on-classizal critique, " and the 

characteristics of short-run versus long-run arguments, by examining the 
m 

historically-familiar context in which such issues arise--namely, in the 

context of the long-standing controversy between "Keynes and the CJassics." 

3. "Keynes and the Classics"; the "Classical Critique" versus the 

"Non-Classical Critique" 

For all the different dimensions of the Keynesian viewpoint which 

might be probed (see Leijonhufvud (1968), Tobin (1972, 1977); Weintraub - 
(1979) also Solow (1979, 1980); Modigliani (1977)), there can be little 

doubt that the "essence" of this viewpoint rests on one fundamental propo- 

sition. This is that c-cal explanatory structures cannot provide a 
\ 

general and non-arbitrary account of all observed instances of aggregate 

economic behaviour. As indicated above, the pivot of such a viewpoint-- - 
and, indeed, one which must be central to any %on-classical critique" of 

a 
classical explanation--is the idea that there exists no guarantee of the , 

achievement of states in which gains from trade are maximized in the short- 

run (even if it is gra~ted that this guarantee can be pr~cured- in _the long- - 
run). Accordingly, if the possibility that states of classical disequi- 

librium can transpire in the short-run cannot be ruled out, and if classi- 
. - . . 

cal structure in principle has no explanatory equipment by which to 

illuminate such states, then the classical programme must be viewed as 
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logically incomplete with respect to some phenomena. TLis view can then 

be direjrltly tied to a more specific foundational idea: that the possibil- 
. = 

ity o~dbservin~ "true" classical disequilibria cannot be logically exor- 

cised precisely because, in the short run, it can be only a matter of 
0 

accident that all informational, expectational, and institutional vari- 

ables can take up states which are compatible ~ ~ 5 t h  the realization of CGR 

and, thus, classical equilibria. If informational, expectational, and 

institutional factors do independently constrain the achievement of 

classical interaction, then it follows that it is singularly impossible 

to account for observed behaviour by reference to tastes and technalogy 

alone. 

The conjunction of the "classical~critique'~ of non-classical explana- 

tion (discussed earlier) with this "non-classical critique" of classical 

explanation is what creates the long-standing debate between "Keynes and 

the Classics." More precisely, the controversy can be defined completely 

by reference to the Keynesian charge that explanations via classical 

Individualism~must be logically incomplete for the short-run, and the 

classical charge that Keynesian explanations' of the short-run cannot 

avoid behavioural arbitrariness,-or the denial of individualist character. 

3.1 Some Ground-Rules for Interpreting the Debate 

Given the above perspective, any interestin6;6-terpretation of the 

"Keynes and the Classics" debate must begin, I think, from the recognition 

of two basic methodological characteristics of the setting in whi~h this 

debate has gone on. The first of these has been anticipated already: that 

if both of the-critiques put forth by the respective camps were in fact 

true, then there could be in principle no satisfactory individualist ex-" 

planation of short-run behaviour at all. The ultimate conclusion which 

would have to be reached aay be put as follows: while explanations in 



accord with Individualism may in principle possess a non-arhitrasy, long- 
% 

runstaticsand dynamics (if these explanations are "classical" in form), 

there exists no way to complete these explanations for the specification 

of their short-run, disequilibrium statics or dynamics in a fashion which 

is both non-arbitrary and logically consistent with thebasicpostulates of 

Individualism. Here, the conclusion would be that the logically consistent 

development of any individualist programme can never produce logically 

complete explanations (e. g., the stability of, and dynak cs to, the 

equilibria of classical Individualism can never be explained in a fashion 

which is consistent with the postulates of rational individual choice). 

The corollary to this proposition would be that any attempt to render ex- 

planations via Individualism logically complete must require at least one 

assumption which is logically inconsistent with the postulates of 

Individualism. 

The second important point to recognize is that the debate between 

Keynesians and Classicists can be substantive (In the sense that a mean- 

'. 
ingful reconciliation between the two positions is lagically conceivable) 

if and only if both sides of the debate are willing to accept the object- 

ive of producing explanations in accord with- Individualism. More precisely, 

if Keynesians really are hot interested in meeting the standards of indi- 

vidualist explanation in a short-run context (i.e., they will accept 

explanations infwhich /ndividual rationality is irrelevant), then it is 

somewhat beside the point for Classicists to charge Keynesians with - 
promoting a short-run explanatory arbitrarbness, as defined relative to 

individualist standards. Under such condGion(s, there is rgally nothing - 
0, 

important for Keynesians and Classicists \arguefover. 
d' 

The conjunction of the above arguments therefore leads to the over- 

all conclusion that, for the "Keynes and the Classics" debate both to be 



substantive and to possess a conceivable resd .ut ion, the individi 

explanatory standards must'be agreed upon by both sides at least one 

-4 t 
% 

of the respective "critiques" must be shown to be false. In hort, either .-. .-. - * -  - 
> ,  

Classicists must come through with a systematic' derdonstration of the ex- -,,' 

- 
planatory power of classical Individualism in the short-run--through CGR-- 

I 

or Keynesians must come through M t h  the demonstration of the possibility 

of producing a non-arbitrary, non-classical Individualism for short-run 

explanation--through NCGR. Nothing e l s M l l  do. 

3 . 2  The Characteristic "Opaqueness" of the Debate 

In likhtx the above, there can be little doubt that the "opaqueness" 

which has long been characteristic of this debate (see, for example, the 

"Friedman and his Critics" symposium (1972)) stems, at least in part, from 

the basic failure for Keynesians to make it explicit whether individualist . 
explanatory standards are really to be maintained, or relinquished, in the c 

discussion. As I have remarked above, if Keynesians actually endorse the 

denial of Individualism as the route to the achievement of non-classical 

determinancy,then there is little in Keynesian doctrine which can be in- 

-3 tellectually debated by Classicists; thedottrine simply joins the ranks of 

other non-individualist explanations of observed aggregate behaviour such 

as traditional Marxism or refer 'to this 

strategy as the retreat to other hand, 

if Individualism is really being defended--as I th'ink is in fact the case 
/4c 

--then the question is whether Keynesians are just unwittingly introducing 

a logical inconsistency into Individualism by thinking that short-run, non- 
2' 

classic&l state4 can be nofferbitrarily tkte~ini~ed &tho& a well-&f&& - 

concept of NCGR or, alternatively, whether they are actually completing 

Individualism for its disequilibrium structure in an internally consistent 

and logically complete fashion. - 
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However, even if ~epesians really do defend individual5 om, but 

unwittingly have tolerated inconsistences in the employment of this 
r 

methodology (the second option,above), while Classicists have otherwise 
P 

failed to demonstrate that classical structute can successfully cover a31 

short-run cases, it is still difficult to make the Keynes and the Classics 

debate appear t+ be very interesting. After all, in such circumstances, 
% 
\. 

both parties still sign on (at least implicitly) to the contract which 

states that explanations via Individualism can either be logically incom- 

plete or logically inconsistent; that they cannot be both logically com- 

plet 2 and logically consistent. Here the only apparent difference between 
Keynesians and Classicists would be there•’ore that the latter are more 

cautious; rather than committing the grave error of introducing an internal 

inconsistency into individualist structure by using non-individualist 
\ 

assumptions to determine a short-run dynamics to classical equilibria, 
aF1 

Classicists would prefer to leave Individualism incomplete and concen,trateW 

only on the properties of long-run classical equilibria. Correspondingly, 

it would be only a characteristic impulsiveness on the part of Keynesians . 

which would lead theq to prefer a logically .inconsistent, but logically 

complete, Indiv to its incomplete, yet logicqlly consistent 

counterpart. 

,+ 
3.3 A Brief Look at the Traditional Issues \ 

, 
--/' 

It is apparent that few Keynesians of an- 44 v wedly individualist _ 
persuasion would accept the above characterization as an adequate state- 

ment of what they are doing; they would claim that their introduction of 

shsrt-run institutional cum informational constraints was an explictt 
-1 

attempt to make In&ivi&alism more explanatory and more general, not an 

attempt to deny Individualism altogether. Of course, the problem here is . 

that to simply claim that (autonomous) institutional and/or knowledge 
I '  
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 constraint,^ must be explanatory prior to the achievement of classical 

equilibrium is not the same thing as actually providing a complete ex- 

planation of short-run, non-classical behaviour, where such constraidts 

are indeed &planatory, and where Individualism is also preserved. . 

Evidently, the defender of the "classical critique" vigorously denies 

both that this Keynesian programme can ever constitute a more general 

structure than its classical counterpart and, more emphatically, that it 

can ever be non-arbitrary and logiially consisteqt with Individualism. 

Once again, the Classicist's initial concern is with no more than an 

apparent Keynesian willingne~s~to treat institutional "distortions1'-- 

social constraints which are not derivable from tastes and technology-- 
'> 
9s independently explanatory and therefore, as not needing further ex- 
,' 
- 
planation as an (endogenous) product of "rational choice." This is the 

point which the Classicist immedi.ately uses to argue that Keynesian 

structures must constitute an artificial transaction (and not a generali- 

zation at all) of the explanatory scope of classical Individualism, since 

the latter can successfully explain all social constraints and, thus, is 

-forced to treat none of them as "givens." 

3.3.1 It is obvious that the above classical objection would be iden- 

tical no matter whether_ the assumed institutional distortioFse happened . 
.R 

to be identified with exogenously-fixed, classical disequilibrium prices 
1 

and/or wages and/or interest rates (e.g., the Keynesian "liquidity trap"), 

or, more generally, wtth the existence of monopoly power, externalities, 

/7, 
and/or "exogenous" goFernment policy. The general methodological rule of 

Individualism is simple: accept only those explanations which formally 

explain all social institutions, and reject -all others as being either 

non-individualist or behaviourally arbitrary, relative to Individualism. 

If this (individualist) rule is then buttressed by the "classical" rule 



dich states that the only non-arbitrary way in Wch ta formally explain 
s 

all social constraints is to derive them from (given) tastes and technology, 

then it follows by definition that any social distortion which might be 

. successfully explained in these terms can be regarded as only an "apparent1' 

distortion; it cannot conflict with "maximizing" behaviour. Here the 

, possibility of successfully explaining, in individualist terms, the nature 

1 of a world in which any "true" social distortions are sustained simply 

vanishes--and this is no more than a direct implication of the "classical 
r 

critique." 

The fact that Classicists themselves sometimes analytically "assume" 

(without further explanation) the social impediments needed to underwrite 

the existence of monopoly power (or the existence of externaldties), or 

1' assume" a non-trivial role for government institutions (such as monetary 

policy) in autonomously influencing aggregate behaviour--while rionetheless 

scolding all others assuming (exogenously) fixed prices--only illustrates 

the old 8 e a  that inventors of rules' seldom follow them, although it would 

probably constitute a serious distortibn of the "truei' classical programme 

if defenders of this tradition adhered to this practicevery frequently. 

Needless to say, any such incons,istencies in treatments of institutional 

variables by Classicists also make, for bad strategy, since they allow 

Ir 
Keynesians to defend their own assumption of exogenously-fixed institu- 

tions on a tu quoque basis. 

3.3.2 In any event, the above analysis is suffisient to explain why 

the Classicist response to typical Keynesian efforts to give f t ~ s t i t u t f o r r a l  

distortions an e e f o m s  explana-y r 4e  is so characteristically nsga- 

tive an& why, for example, Friedman (1979, p. 222) can state that "the 

rigid price assumption . . . is entirely a deus ex machina, with no under- 
pinning in economPc theory.'' (The fact that Friedman h,imself appears to 



- - - 
assign independent explanatory power to non-price institutional constrFs 

(p. 203, 237) only illustrates a familiar irony.) Indeed, the classicist's 

commitment to the view that all observed classical disequilibria are only 

ti apparent" disequilibria mu~t,~by logic, entail a commitment k to the view 

that all observed institutional distartions are also only "apparent." 

More precisely, Classicists will maintain that there are conceivably 

only four ways that a Keynesian can handle (seemj~g) institutional distor- -- 

tions, three of which are unsatisfactory, and the last, logically impossible., 

Thus', to consider the first option, if the Keynesian regards (prevailing) 

institutional distortions as sim#jEy being laid down "from outside," where 

- individuals have no option as to whether to rationally endorse or reform -. 

the posited distortions in their conjectured own best interest, then, just 

as in Samuelson's (1947) price dynamics, Individualism is sacrificed--and 

this is unacceptable. Alternatively, if the Keynesian admits that any one 

of an infinite number of, say "distorting" prices (wages) could prevail at 
I 

3 :ny short-run point in time--depending upon the nature of individual tastes 

and technology, the knowledge limitations of individuals (as manifested 

in their expectations)--then Individualism is maintained but, in general, - - 

there is no unique determination of the prSce and wage distortions which 
\ - 

will prevail in aggregate. This'is the caseofarbitrariness, and is also 

unsatisfactory. Thirdly, if the Keynesian actually demonstrates that the 

aggregate institutional distortions can be completely explained by refer- 
L 

ence to the microfoundations of "tastes" and "technology," then the 
C-2- 

Classicist will respond by pointing that, in such circumsta%s, the 
c. - - 

i 
observed distortions can be only "apparent," and not-"real," and, thus, 

cannot be assigned autonomous explanatory power,. Qis, third casa is of 

course the degenerate one by Keynesian standards, since .it simply states 

the classical position. 
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What, then, is the fourth Keynesian option available? - 1t - fs none 
.s 

other than explaining the existence and sustainability of ("true") aggre- 
1 

gate institutional distortions as a fully agreed-upon "rational choice" of 

individuals, but where this "rational choice": (i) is not completely ex- 

plainable by reference to tastes and technology (hence cannot be construed 

as a classical "&ximizing" outcome); and, at the same time, (ii) does not 
I 

make reference to any ind8endently-binding (i . e . , exogenous) social con- 
straints. Clearly, it is only this type of formulation which will ever 

' I  * 
r' 

satisfy classical thinkers, since, in principle, it is neither non-. 

/ 
ind+vidualist, arbimary, or degenerate. In fact, such a formulation must 

exemplify the only successful route to achieving a non-arbitrary; non- 

classical Individualism. As I have stated earlier and as I will discuss 

again below, the essence of the "classical critique" is that this fpurth 

f .  option is not logically possible. 
3.3.3 To what extent do Keynesians appreciate the fbur options,confront- 

- ~ 

ing them and the classical appraisal.of the potential success~of"these 

options? Once again, this is the d4fficult question, since it ratses the 
I 

issue of whether or not Keynesians vish to &fend individualist'explana- 

tory standards--a matter which is seldom made explicit in their writings. 

'i 
Allow me to illustrate. 

Solow's (1980) ~residenti;~ Addresk obviously reveals an understand- 

ing of the basic dichotomy between classical and non-classical explanation. 

It is also evident that- Solow's basic predisposit4on is to defend non- 

classical explanatians of a b s ~ e d  unemployment--where "market failure" - -- 

overrides "market efficiency" and where "what looks like igvolun'tary un- - 

employment is involuntary unemployment" (p.  3 ) .  So much is clear; the ~ Y S -  

ns when Solow provides his own conjecture concerning why involun- 
te"ee$_ 
tary unemployment transpires. He states (p. 3 ) :  

-w 



I suspect that the labour maFket is a lit&Le*differenc from 
' 

other markets, in the sense that the objectives of the partici- -f 

pants are not always the ones we normally imputejto economic 
agentqand s h e  of the constraints by which they feel them- 
selves bound are'not always the conventional constraints. In 
other words, I think that among the reasons why market-cleaking 
wage rates do not establish themselves easily and adjust quickly 
to changiqg conditions are some that could be described as 
social conventions, or principles of appropriate behaviour, whose 
source is not entirely individualistic. 

Even if it were possible to acc/ept without question that Solow's 

argument is saying that observed unemployment cannot be successfully 

explai<by reference to tastes and technology alone (i.e., be refer- 

(- 
4 ence to- classical 

over exactly what 

individualistic. " 

Individualism), the amb2guity arises 

is meant by social 

Are the social constraints cited ones wMch 

to possess a "life of their own," wkt&&e therefor* explainable as 

a c-onsequence of "rational choiceH--since,they overrf' individual ration- d 
9' 

ality altogether--and which, consequently, must be treated as truly e z  

genous determinants of transpired unemployment? Alternatively, are these 

constraints really seen to be an endogenous consequence of individual 

rational choice, except where the rational choice implied is not "classi- 
* 

cal,I1.but "non-classical," in character? 

It obviously matters 4 ch of these two characterizations is implied, 
since the characterizations are contradictory to each other. If the former 

h. 
v i e u p o ~ ~ ~ e d - t h a t  the social consjraing in question-are not a 

V 
---- 

'. 
product of ratio& choicethen the first bf the above ~eynesian options 

- - - - 

applies, and Individualism is denied outright. Here, "not entirely indi- 

vidualistic" ultimately must mean "not individualist at all." On the 

other hand, if the latter interpretation is employed-that the social 



constraints are a consequence of a non-classical rational choice-then 
- -  - 

option four is relevant, and a non-classical Individualism is implied. * 
I 

My basic point is that it is almost impossible to tell from Solow's 

+'ition whether Individuali~ is being denied outright or, alternatively,* 

-4 
whether a non-classi ndividualism is being proposed--and , unfortunatkly, /" 
this ambiguity extends ro virtually all Keynesian analyses whi~h give a 

strategic role to "true" institutional distortions. The ambiguity cannot 
V 

, be treateblightly. If the denial of IndividualiJm really.constitutes the 

ultimate Keynesian strategy, then the t*classical critique" is beside the 

point; if the provision' of a non-arbitrary, non-classical Individualism is 

really the ultimate Keynesian objective, then the "classical critique" is 
1 

of crucial importance, and Keynesians must find some way around it. 

3.4 The Contemporary Debates: Barro on "Contracts" and Lucas on 

'*Business Cycles" 
/ 

Any appreciation of the dimensions of the "classical critique" 

examined above and in the previous chapter must consistently- emphasize the 

point that Keynesians are only ever going to convince Classicists of the 

worth of non-classical explanation if they can show that an explanatory 
. . 

framework in accord with-option four is logically possible; Classicists - 

will never regard option one as worthy of serious consideration. The Q 

ambiguitiei in the Keynesian position discussed above are therefore ren- 
. . 

dered important only insofar as they point up a Keynesian ambivalence over 
J 

how to put forth an *acceprabjd debating position to PropPn&ts of 

classical theory. ~oreover,,hd ambiguities aside, it follows that the 

only way that Keynesians ire ever going to convince Classicists that option 

four is a real ilternativ& is if they can show that a concept of Global 
1 f 

RationaJity ,can hold in situations where gains from trade are not maxi- 

mized (relative to given "tastes" and "technology"). Thus, it is only a . * 



n~n-~r$itr&~ demonstration of the logical pos:ibili- of 
- -  - - '1, 

ever circumvent the "classical critique." 

In this light,it is perhaps sot surprising that all the contemporary 
--- 

"Keyrres and the Classics" exchanges have invariabl been concerned with 4 
the question of how the existence of ("true" and sustainable) 

< = 
.* /' 

j .  

distortions can be &plained as a consequence of Global Rationali 
- A 

Furthemore, since Keynesians have not yet shown how this can be possible, 

the door is apparently still left wide op& for Classicists to $tress their 

cha=acteristic conclusion--that a non-arbitrary separation of Global 
-* 

Rationality from the conditibns of c'lassical maximization is not logically 
- - 

possible. 

Thus,-Barro's (1979) critique of the once-hopeful literature,on 
e 

"implicit contracts" (see D.F. Gordon (1973) ; M.N. Bailey (1974) ; 

Azariadis (1975) ; also Okun (1975) ;- Newmart (1976) ; and R. J. Gordon (1976)) 

-as a progree to show that observed wage and price rigidities ovei time 

need got be treated as "givens"; that :hey &an in- principle be explained 
- -- - - ' 7  

as an endogenous outcome of agents' rational choices over intertemporally- 
. r 

specified-,contracts--is fully characteristic of this avant-garde classical 

viewpoirit. So, for that matter, is Lucas' (1980) appraisal of modern 
/ 

business cycle theory, which includes an explicit critique of the tradi- 

tional non-classical programme to interpret business cycles as a &lassical- 

disequilibrium phenomena; as phenomena which is typical of economies *.  
"adjusting to" classical equilibrium rather than being a ifestation of 

classical equilibrium i_$eJf. Once again, the~_essentLa1Lf~eatu~e~~f~both~of~ - 

these viewpoints is that they are grounded on a proposition which is 
-- - -- 

hardly more than a matter of definition: that if the achievement of 
'-, 

I 

Global Rati-lity can never be logically divorced from the conditions 
, --.- * 

under which gains from trade are maximized, then, the theorist must alwais '. - a 



be faced with a cut-and-dried choice between: (a) t h e  endorsement of 
- - - - - - - - - -- - -- -- 

. p l a s s i c a l  equi l ibr ium &lJanation--which is non-arbitrary, r e l a t i v e  t o  

'$- lndiyid&alism, by v i r t u e  of t h e  f a c t  CGR is ensured; and (b) t he  endorse- 
r"s 

ment of (any and a l l )  non-classical  explanatory forms--which must be be- 

haviourally-arbitrary,*ative t o  Individualism, because CGR cannot be 

ensured and NCGR does not  e x i s t .  .. ( 

3.4.1 Allow m e  t o  i l l u s t r a t e  t hese  ideas  i more oncre te ,  and f a m i l i a r ,  n/'.; 
. . 

terms. Thus, consider  (2 l a  Barro) the  explanatory at tempt  t o  fender  some 

"assumed" Keynesian r i g i d i t y  (say, i n  wages) a s  an endogenous consequence 

of agents '  r a t i o n a l  choices  with r e spec t  t o  long-term con t r ac t  spec i f ica-  
- - - - - - -  - - - - 

t i on .  The bas i c  recogni t ion  Aere 5 s  t h a t ,  i f  t h e  i n s t i t u t i o n a l  r i g i d i t y  i n  

quest ion can be succes s fu l ly  explained a s  a consequence of a ( c l a s s i c a l l y )  

"optimal" con t r ac t  choice, then, by the  l o g i c a l  t i e  of CGR and the  r ea l i za -  

t i o n  maximum gains  fro& t rade ,  t h e  (determined) r i g i d i t y  can hard ly  emerge 

% 
' as  a bo*a f i d e  d i s t o r t i o n  of c l a s s i c a l  resul%s; r a t h e r ,  i t  must fol low 

from the  achi-ent of c l a s s i c a l  r e s u l t s .  Accordingly, what - used t o  be 

a "true" Keynesian rigidity--which, when not explained a s  a consequence 

of ( c l a s s i c a l )  Global Ra t iona l i t y ,  a c t u a l l y  impled "true" employment d i s -  
I 

to r t ions- - i s  now inmediately transformed i n t o  only an "apparent" r i g i d i t y  

--which i s  not  capable of producing d i s t o r t i n g  l e v e l s  of employment a t  a l l .  

- ,* This "c l a s s i ca l "  r e s u l t  of course fol lows from t h e  f a c t  t h a t  i t  is t h e  

(assumed) pe r f ec t  f l e x i b u i t y  of t he  shadow p r i c e  assoc ia ted  wi th  con- 

t r a c t  endorsement which now does all of t he  work i n  t h i s  s t r u c t u r e  and not  

constrained t o  be compatible with the  c l a s s i c a l  equi l ibr ium va lues  of a l l  
- ~ ~ 

p r i c e s  ( including t h e  shadow p r i c e  i n  quest ion) ,  as derived f r m  t a s t e s  

and technological  s t r u c t u r e  alone. r- 

It may be remarked p&enthe t ica l ly  t h a t  i t  is of course t r u e  t h a t  -, 



one would not expect to see contracts at ;ll in a classical setting if 
--- - - - - - - -- - - - 

transactions cum information co5ts were zero' (e.g., in an Arrow-Debreu 

world). Accordingly, the thrust of this.classica1 interpretation of in- 

stitutidnal rigidities once again, must hinge on specifyi& (exogenous) 

\I technology" i q  the pro&lem in such a way as to imply positive trans- 

actions and/or information costs; the existence of contracts therefore 

constitutes a CGR response to the existence of such technological con- 

straints. Gains from trade are of course higher in an Arrow-Debreu world 

than in a world where contract choice is rational, but gains from trade 

are maximized (relative to different technological constraints) in both 
- - - -  

- 

cases. 

What other interpretations of observed institutional rigidities are 

available, besides this classical view, where all "explainable" rigidi- 

ties - cum distortions be only apparent? According to the proponent of 

the "classical critique," there are no interpretative options left, except 

those which entail behavioural arbitrariness, relative to Individualism. 
- 

To see chis, consider, " b t a n c e ,  a setting in.whkh rhe condi- 
. . I ,  , 

= . -  L ,  

tions for classically-optimal contract satisfied, say, be- E 

cause individuals simply do not have sufficient knowledge of the costs and 

benefits of the alternative contractual arrangements open to them (and, 

thus, mispercei;e the. classical equilibrium shadow-price of contract en- . 

dorsement), or, mote simply, because thedomain of feasible contracts 

(relative ts activities) is "incornplete."This mu-classical setting could 

easily produce 
- -  - -  - -- 

n true" institutional 
- ~ 

rigidities, and thus 
-- 

rationalize 
-- - 

11 true" -- 

distortions in the level of employment-but the proponent of the "classical 
- - - - - - - -- - - -- - - 

critique" cannot see anything beyond behavioural arbitrariness here. Again, 

the reason is clear-cut: a comdtment to the (non-arbitrary) explanatory 

pover of only CGR (and, thus, the denial of the explanatory power'of NgGR 



as such) in any "sub-optimal" contract endorsement couldxlead 

'only to the t no distorting contract would ever be endorsed 

by'the class of "sensible" people--as Barro (p. 56) puts it--who exploit 

all available gains from trade. Accordingly, if sub-optimal contract choice 

was actually observed, then it would be impossible to explain--without non- 

individualistic criteria--why agents endorsed the particular'sub-optimal 

contract that they did, out of the infinity available. 

The above arguments directly reveal the methodological reasons why 

it has proved to be so difficult to provide an "acceptablea' explanation of 

"true" (invioluntary) unemployment by reference to the existence of long- -- 
- 

term cpntracts or similar types of rigidity. If the existence of contracts 

can be explained "classically"--as a consequence of CGR--then it simply 

cannot illuminate "true" employment distortions. On the other hand, if 

contract determination is treated as an institutional "given" (i.e., as 

a truly autonomous constraint on individual interaction), then "true" 

employment distortions are straightforward to undemite but, given the 
- - 

conditions of the "classical critique," this can be done only at the cost 

of-forfeiting Global Rationality (and Individualism) altogether, thereby 

legitimizing behavioural arbitrariness. Clearly, it is the existence of 

logical dilemmas of this type which explain why the possibility of produc- 

ing explanations in accord with NCGR (and, in general, non-classical 

Individualism) are so important to the matters at hand, since it is only 

this form of explanatory structure which. can illuminate the type of "sub- 

optimal" contract choices f hat- prduce- " t a e ~ y m e & d i ~ & c m s  &&-- -  -- - 
- 

out, in principle, r e l i n q u i s h i - n ~ i n d i v i d u a l i s t  explanatory standards. pp 

Of course, it should be stressed that the "contracts" example discussed 

here represents only-one specific situation in which logical problems of this 

&t type are raised. In fact, two df the most important and general 
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questions in contemporary macroeconomic theory, a n d ~ n e s  &icChbaye_in-- 

variably figured in all "Keyilesadthe Classics" exchanges--namely, of 

how an "autonomous," non-arbitrary, and individualist macrotheory can be 

constructed, and of how a non-arbitrary and individualist theory of "non- 

neut~al" money can be rationalized--copfront the very same logical pro'blems. 

Thus, by analogy t p  the if all nacroeconomic (mone- 

cary) phenomena can be explained as a cons\auence of CGR, then macro 

(monetary) variables cannot logically possess any autonomous explanatory 

cum constraining power; all macro (monetary) var'ables areforced to take - 
up values which are consistent with the equations of a classical, Walras- 

- 

ian, equilibrium (as determined from tastes and technology alone) 

and cannot, by themselves, effect the position of this hquilibrium. 
\ 
\ r 

Alternatively, if any macro (monetary) variable is assibed an exogenous - .  
status (hence, is assumed to be autono+ously constraining, and qot further 

explainable as a rational choice of individuals), then, barring accident 

and given the "~lassical critique," an individualist theory of macro- 

economic (monetary) behaviour is logically impossible. Once again, it is 

only a non-classical Individualism which-can potenti y reconcile the 9 
\ ,  

11 autonomy" of macro (monetary) variables with the' dictates of individualist 

'., - 
explanation. 

! 

3.4.2 Perhaps the most up-to-dat of the methodological 

problems under consideration is found in ~ucas'- (1980) paper on business 

cycle theory (see also Lucas (1976)). While the strength of Lucas' argu- 

erent s are ef tea c ~ t ~ p r d  se& by k&s s e e m i n g  e o m n t a e  i ~ n s t r m n e n t a ~ ~ l ~  

--a philosophy of science which hardly sits well with an intaest in q u e s -  t '  

tions of "explanationn--there can be no doubt that the essence of 'his 

critical viewpoint lies $n one basic proposition: that historical attempts 
Y 

to unify the explanation of short-run, disequilibrium dynamic, behaviour 



with that of a classrlcal, long-run--to effect a "neoclassical synthesis"-- 

have failed, and must fail for intrinsic logical reasons. On this basis, 

Lucas ultimately proposes that it is better to interpret all the (seemingly) 

disequilibrium dynamic phenomena associated with short-run cyclical move- 

ments in employment and output as classical equilibrium dynamic phenomena, 

rather than to ever admit "true" disequilibria per se. 

Obviously this viewpoint has a number of far-reaching implications 

associated with it, the most important of which is that it trivializes the 

entire historical tradition--from Smith and Marshall--of having to demon- 

strate the "stability" of competitive equilibrium, by specifying an invis- 

ible hand mechanism. What need is there fosan invisible hand which 

guarantees the stability of the mm@etitive process if economies can never 

be out of competitive equilibrium? Alternatively, what explanatory role 

can the invisible hand really play, if, by the "classical critique," it 

can be specified only arbitrarily? Another noteworthy (and perhaps contro- 

versial) implication is that a "true" classical equilibrium Phillips Curve 

need not be vertical. 

J 
1 What, however, is the essential methodological reason for why Lucas 

0 

promotes this extreme viewpoint? It is recognized that, just as with - 
Friedman (1970), Lucas' argument starts from one basic (and, indeed, cor- 

rect) recognition: that to explain any movement from states which are not 

classical equilibria to states which are classical equiMbria, .one requires 

exogenous varisbles (e.g., specification of adjustment ~~arameters) fn 

the l'neoclassical synthesis" ( e .  g., Samuelson (_19g)lpdjd s u s s  a D r o ?  
- -  PA 

gramme to append additional free $parameters to a classical general equi- 

librium structure. Bowever, he contends again (rightly, I think) that, 

vhile this strategy appeared to allow virtually any specification of 



disequilibrium adJustmsnt parameters--"& attractivefeature to the non-- - - -  
2 

dogmathtf'--it was usually employed only as an invitation to theoretical - 
arbitrariness (see.p. 709). 

The central question which Lucas poses is therefore: Is there any 

? 
way in which the relevant parameters of economies "in adjbstment" can be 

(endogenously) determined in a non-arbitrary fashion? Evidently, the way 

the problem is set up, there can be only two methodological options to 
- 

consider, either: (i) such adjustment parameters can actually be deter- 

mined from (an extended concept of) "tastes" and " technology" (assuming 

CGR) in which case they can be non-arbitrarily explained as classical - -  - 

equilibrium adjustment parameters; or (ii) th&e parameters can be fully 

explained by reference only to tastes and technology, plus some other set 
- 

of truly exogenous variables, in which case they qualify to be endogenous, / 
yet bona fide non-classical, coefficients of adjustment. 

In this light, it is apparent that Lu as ends up defending opt-ion (i) L 
only because, by the "classical critique," option (ii) is supposed to be / 

/-- 

i 
logically impossible. More precisely, since Lucas will not accept the F 

/ vocation of arbitrarily-specified (i.e., free) adjustment parametervand 
_P 

since he accepts the-view that it is logically impossible to d k e  these 
B 

parameters endogenously-determined and individualistic unless the achieve- - 
ment of G l o b a y y  maximum gains from trade are ensured, he 

cannot avoid setting up the argument so that he has to choose between 

arbitrary specifications of anyJand all non-classfcal adjustment scenarios. 

a classical equilibrium dynncally, instead of statically; there is still 

no room for non-arbitrary explanations of short-run cyclical phenomena by 

vay of a non-classical Individualism. 

To close this chap.ter, I now interpret the-content of these avant-garde 



classical arguments in terms of the overall logic of the "Keynes and the 
5 

Classics" debate and provide an integrated summary of the fundamental 

\ options open to both sides. 

3.5 "Keynes and the Classics": A Summary .of the Methodological 
- ,  

Opt ions 

In the preceding sections, I have attempted to il&inate a variety 
* 

of dimensions of both traditionalandmodern versions of the "Keynes and 
L 

the Classics" controversy, particularly concentrating on the logic of 

the "classical critique," the logic of the %on-classical critique," and 

questions of the explanatory role for Global Rationality. Although my em- 

phasis in the sections insmediately above has been on contemporary expres- 

sions of the "classical critique," it is not to be thought that these 

classical arguments intrinsically have any more weight than those of any - 
' neo-classical (e.g., Keynesian) critique of classical explanation. As is 

perhaps apparent, what majFes the problems of both sides (symmetrically) 

difficult is the simple fact that the required classical task of providing 

a non-arbitrary guarantee for the existence of the condition of C e ,  which 

entails the maximization of'gains from trade (and which therefore undoes 

the %on-classical critique"), is logicqlly just as difficult as the re- 

quired,non-classical (Keynesian) task of providing a non-arbitrary guaran- 

tee for the existence. of the condition of NCGR, which is consistent with 

the failure of individuals to maximize gains from trade (and which there- 
1 ! 

fore undoes the "classical cri<ique"). 
I , 

For all the many statements of what the "Keynes and the Classics" 
I 

9 A 
- - - -  - -- - 

debate essentially consists of, I believe that there is little more in 

this debate than that wnich is contained in the above idea. Granted, it 

goes without saying that all the substantive issues connected with this 

controversy rotafe around whether there exists a non-arbitrary justjfication 
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for either CGR or NCGRbin the short-run; there are no important points - of - 

debate concerning the long-run. Thus, in general, Keynesians will grant 

that CGR can be non-arbitrarily justified in the long-run and that a long- 

run concept of NCGR *is rather beside the point. The essence of thq Keynesian 

I 

critxque of classical programmes consists of nothing other than the claim 
1 

that there exists no non-arbitrary guarantee for the realization of CGR in 
I: 

the short-run (hence, classical structure must be explanatorily incomplete 
I 

for the short-run), while the essence of the classical critique of Keynss- - 
ian theory is that there exists no non-arbitrary concept of NCGR which fits 

the short-run (hence, Keynesian theory must behaviourally arbitrary in , 

this temporal dimension). 

The logic of the situation here is therefore quite straightfornard: 

for the "Keynes and the Classics" debate to reach a meaningful resolution, 

at least one side must come up with a non-arbitrary rationale for why their + 

particular concept of Global Rationality must apply to short-run situations. 

If neither can, then the debate irretrievably degenerates to one over 

relative arbitrariness in short-run explanation and there can be no inter- 

esting choice between (the relative defects of) the two positions, The 

reason for this is evident: to guarantee even a non-arbitrary (i.e., 

I I &tional") short-run choice between an arbitrary Keynesianism and an 

arbitrary Classicism in fact qecesitates that at ieast one of the re- 

3 spective concepts of Globa Rationality under discussion can be non- 4 

arbitrarily employed. But this is exactly what is denied by the conditions 

arbitrary grounds, - - then what 1s to guarantee - that - the -- choice -- between two 

frameworks on the basis of one or the other of these criteria is other than 

arbitrary? Here even the attempt to effect a choice between the two view- 

points must lead either to an infinite regress, or the denial of rationali?~ 



as such, or to the employment of a long-run argument to justify a short- pp 

run doctrinal &cision. 

In pointing up the difficulties which symmetrically plague any 

Keynesian or,Classical attempt to penetrate the short-run, one further 

point which I have implied above and which I do not wish to underplay is 

the fact that Classicists have frequently presented their position with 

much more clarity than have Keynesians, and have in general been much more 

methodologically self-conscious about their theoretical proposals. As I 

have stressed consistently, a basic problem with virtually all Keynesian 

expositions is their failure to make clear the need to preserve Individual- 

ism (Global Rationality) at all in short-run explanation and, in particular, 

to see that it is only through the construction of a non-arbitrary, non- 

classical Individualism that they possess a debating position which can be 

taken seriously. For Keynesians to justify the incorporation of "given" 

institutional distortions within a non-classical explanatory structure 
,--- 

only on the grounds that such distortions "observably exist in the real 

world" hardly illuminates why these distortions "rationally" exist, and 

serve to improve the intellectual quality of this debate as little as the . 
attempt to move to the consideration of "partial" or "bounded" rational- 

ality concepts, a strategy which can do no more than raise the question 
-A 

of the existence of a Global Rationality criteria by which to pick between 

alternative partial rationality formulations. 

The upshot of the case is therefore that the only interesting Keynes- 
- I 

(as NCGR), to forego the strategy of treating; observedL short-run dis- 
/% 

/' "i 

tortions as "given ,I1 &d to show that "true" institutioml distortions 

can follow as a logical consequence of NCGR, where NCGR can be non- 
'4 

arbitrarily justified to hold in a temporal dimension which is shorter 



than the long-tun. On the bther hand, the required debating strategy for 
- - -  - - - - -  - 

classical thinkers can only fnvolve the provision of the guarantee that 

all observed short-run institutional distortions are, in reality, only 

apparent and can be explained as a logical consequence of CGR, where CGR 

can be non-arbitrarily. justffied to hold in a temporal dimension which 

is shorter than the long/(:.. . 
<&is 

The essential point to observe about the above (and one which will 

become more and more strategic as the exposition proceeds) is that if a 

. non-arbitrary justification for either concept of Global Rationality ulti- 

mately must be founded on a non-arbitrary account of 

procure "sufficient &qwledgel' to act in accord with 
2-, 

of) Global Rationality, then all the basic questions 

Keynes and the Classics debate can be seen to reduce 

how all agents 

(the relevant concept 

connected with the 

to the one question - 

of the extent to which any concept of short-run knowledge acquisition can 

be used to u n d e ~ i t e  the achievement of any_ condition of short-rqp Global 

Rationality. Here the important point is that in such a short-run context 

it is strictly illegitimate for either Keynesians or Classicists eyer to 

- relyilpon long-run arguments concerning "successful learning" and the like 

(even if this learning is posited to be only up to the "true" (stationary) 
1 

values of a probability distribution or, weaker still, a probability dis- 

tribution over all conceivable p~obability distributions). In short, all 

the traditionally convenient, long-run strategiese to justify the sufficiency 

of individual knowledge fiW Global Rationality--strategies which have long 

I* served as the basic ins t w e n  t by which t-o gmranteet k_srr_ucturaal 

closurest* of economic models--are ruled out in the context under discussion, 
- -  - - - - - - - -- - - ppp -- , 

and this is what makes the ultimate methodological problems of both sides 

of this controversy so precarious and so similar. 



CHAPTER FIVE 

THE TBEORY OF AGGREGATE ECONOMIC COORDINATION: 
SOHE BASIC CONCEPTS, DEFINITIONS, AND NOTATION 

< In the preceding four chapters, have atteplpted to illuminate ili a . 

variety of ways the logical structure of an important, long-standing, and 

still unsolved explanatory problem in economic theory. While the analyses 

so far may still appear ~o be far too general (and abstract) to indicate 

exactly how to proceed in question, at least one basic 

methodological point has been established: that, given the formal dis- 
' 4  

tinction between "Fndividualist" and "non-individualist" explanation on 

one hand, and "classical" and non-classical" explanation on the other, 

all the 1.methodological issues concern the logical possibility 

1" explanation's being "individualist" in form. If a non- 

arbitrary, non-classical Individualism can be rationalized, then the 

long-standfng dichotomy which equates ''individu%list" explanation with 

only "classicaf" explanatiron, and "non-classical" explanation with only 

"non-individualist" explanation, can be broken--9d this is the only 
4 

1 
serious strategy to consider when cbpsidering how to ill~minat~e any and 

all observed phenomena which (truly) contradicts the implications of ' 

classicalA theory. 

P What is nissizg, nonetheless, from the above analysis is an expli- 

cit consolidation of the fact that all the expzanatory options under 

"L 
consideration-whether they be individualist/non-individualist, or 

classical Inon-cIass ica1 in cliarac ter--cons ti tuteeattKptstmplain -6rp) 7- 

observed aggr- vw~-comes- a g g r e g & ~  -c;oerbha-Thts, all 

theorists, whether they be Classicists, Keynesians, or even Marxists, have 

aimed traditionally to provide some (determinate) theory of general equi- .- 
librium, even if they have violently disagreed on,wfiat this general 

/ 



equilibrium is supposed to look like and, - in - particular, on what set of 
- - --- -- - 

truly exogenous variables can be seen to be "just sufficient" to completely 
I 

explain observed phenomena as general equilibrium phenorhena. 

The purpose of this chapter is to introduce, the most economical set 

of concepts and definitions which are needed to do justice to any Cand, in . 
particular, historical) attempts to explain obseked aggregate outcomes 

as coordinated ones. The straightforward part of this exercise is to 
h 

define explicitly those categories of variables which have traditionally 

been seen to play a 'necessary. role in any account of aggregate coordination. 

The three general classes of variables that are identified are 0 , ~ s  which 
- - IL -- - 7 

have already been mentioned, and are: (a) the properties of nature (to be 

denoted by N); (b)cthe properties of individuah (to be denoted by I); and 

(c) the properties of social/institutional entities (to be denoted by S) . 
t The more important and complex issue has to do with establishpg a 

general set of concepts to illuminate, on one hand, the relationships be- 

tween observed states and coordinated states and, on the other, the rela- 
, 

tionship between states in whfch coordination is present and ("dis- 

equilibrium") states where coordination is absent. In this connection, four 

I ,  basic ideas will be presented. 

The first is that any attempt to explain observed aggregate phenomena 

as aggregate coordinated phenomena can be viewed as an attempt to specify 

a set of exogenous variables (e.g., drawn from the element$ of the sets, 

I, and S) which is "just sufficient" to limit the set of conceivable 

1 

- -- able and, therefore, which can be "observabke" as equilibria. The second -3 
-- - - - -- - -- - 

ideaais that the aggregate coordinated ("general equilibrium") states 

which are defined by, and explainable by, the exogenous "givens" of one 

particular theory of coordination will, in general, not constitute 
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the aggregate coordinated states of other theories of cookdination, which - - - - -- - - -- -- - - - 

make reference to a different set of "givens. " Thus, the (explainable) 

aggregate coordinated states of one theory are in general the (non- 

explainable) states of aggregate chaos ("general disequilibrium1') of others 
- 

--and vice versa. A third &nplikation/follows from the first two:  if states 

of general disequilibrium therefore can be defined only relative to a 

given theoretical explanation of aggregate coordination, then, in principle, 

there can be no such thing as "true" diseqtiilibria in a universal sense. 

I Any purported, observed disequilibrium should in principle be explainable 3 
i --as general equilibrium phenomena--by'reference to some set of e,xogenous - -- - 

"givens".of some theory of aggregate coordination. The final point is that, 

jukt because all observed aggregate states are potentially explainable as 

an "equilibrium" consequence-of some theory of coordination, does.not imply 

that all such observed states can be explained as an "equilibrium" conse- 

c 
quence of any particular theory of aggregate &ordination. 

1 

L 
Before proceeding, is is useful to briefly illustrate these ideas in 

1 the context of "classical'bexplanation--if only to define a familiar point 

of reference. Thus, as has been implied by the analysis of ~ha~ters Two 

and Three, a classical Individualism theory of aggregate coordination is 

- one which posits that "tastes rationality" (I) and "technology" (N) 
* 

are a "just s~~fficient'~ set of ogenous variables to explain (determine) IP" 
an aggregate coordinated state. According to this theory, the specifica- 

tion of siven values of N and I are causally sufficient to entail an 

(endogenous) set of classical equilibrium "prices" and "quantities:" Since* 
f - - - - - -- - - - - - - - -A - -- -- 

the purpose of this t h e m  is to explain, as "equilibria," only those aggre- 
- - - -- - -- 

gate states which are consistent &th the "reasons" for coordination posited 

by the theory (as embodied in the givenvalues of N and I), it follows 

noreover that any aggregate state which is inconsistent with these posited 
8 



given values %st be, by definition, a non-explainable stste of classical ' , . 

disequilibrium. This is simply because the existence of such a state cannot , - 
be shown to be a logical consequence of the "reasons" for coordiqation 

6 " 

specified by the theory. 

It becomes immediately evident that the term "disequilibrium" only 

j has meaning here when defined relative to classical explanatory structure-- 
" . -  

when it is used to indicate the necessary failure for classical "givens" 
- 

to illuminate aggregate states which are inconsistent with these givens. - I 0. 

"Disequil-ibrium" therefore can indicate only a property connected with 

f explanations,of the real world; it never can refer to a property of the k -- 7 - - -  - - - -- -- --- - -- - - - - - -- - - - - 

F 
- - - - - - - - - - 

i real world as such. Any reference to a disequilibrium state, relative to 
f I ' 

'I 

f -  cl&ical theory, only revealq'the point that, if such a state were in fact 

i f 

f explainable as a (non-accidental.) coordiaated state, then such an explana- 

tion would have to make reference to non-classical "reponsnwhy chi's co- - * 

i 
z ordination could transpire. Accordingly, such a theory would have to 
t 
t "  

; specify'a set of non-classical givens which were just sufficient to entail 
f - -  - - - - -  - - 

i 
i ,. * the classical disequilibrium state in question as a state of non-classical 

1 

equilibrium. A further implication is that states of classical equilibria 
1 

per se'must be viewed as disequilibria, relative to this latter, non- 

1) 
- I 

classical - theory of cookdination. &. 
There are two final poi&emphasire. First, that even if it is 

\ ,  
granted that any observed aggregate' state can be construed as a general 

equilibrium state, relative to s&e set of exogenous givens,. this, in 

i -- L 
itself, -- - does not provide the guarantee that observed phenomena can be - - - -- - - -- - -- 

3 

i explained as conisfWuences of the "givens" of classical general equilibrium 

theory. Thus, if there exists any observed aggregateestate which is not 

completely explainable by reference to N and I alone, then "true" classical , 

disequilibria can exist, and classical structure must be explanatorilyw > 



inaple t e with resp-ect to - some observed phenm~.The sewnd p o i n ~ s  
v 

that, in principle, there are a wide variety of non-classical theories of '. 
coordination available to explain observed classical disequilibria as non- 

classical general equilibria The ultimate problem (to be addressed i* later 

'chapters), is how to specify the exogenous givens of a no&classical theory 

of aggregate coordination in such way as to preserve the properties of 

individualist explanation. This is, by definition, the problem of construct- 

ing any non-arbitrary, non-classical Individualism. 

I now turn to the exposition of "the basics" of this analysis. I 

C ' 

1. The Definition of the Pr~~erties of Individuals, the Pr~perties of 
- 

- 

, 

Nature, the Properties of Society,' and the Domain of Aggregate 

$ Action 

The general setting assumed is one where ;here are n individuals, 
k 

k "ultimate" natural constraints, and II social entitieslconstraints. The 
F 

set, I, is taken to denote the set of "properties of individuals," the 

elements of which are indexed by Ij . The set, N, is taken to denote the 
set of "ultimate" natural cum physical consljiahts--as representing the 

L 

11 properties of natureH--the k elements of which are hdexed by Nh. Finally, 

the set, S, is taken to denote the set of social entities~constraints--as 

an embodiment of the "properties of societyw--the Z elements~of which are C 

indexed by Sg. .3 

I. 

It is apparent that the sets, N and S, must be defined in a way which 

includes a rule for distributing the elements of ,these sets to the n 

individuals in the' environment. Given such a 'rule , r n d - ~ ~ u m i ~ t h a - ~ 2 1 - - ~  -- 1 

naturausocial constraints are distributed tdhaye incidene~-uphn) smnenncl- 

N can be defined more precisely as a k x n array (indexed by V h j ) ,  while s 

can be rendered as a 2 n array (indexed by s ~ ) .  ~j can then be used to 

denote the vector of k natural constraints which have incidence upon the 



straints which- have incidence upon j, while Ij, as above, simply repre- 

sents the (own) properties of this individual. ( ~ j  and d of course must 

be distiwished from Nj and Sj, s$nce the latter denote-the &h natural 

(social) constraint. ) 

It is assumed next that there are m economic "activities" (.or 

"commodities") which individuals in principle can undertake Cprocure) in 
" \ 

b the defined enviroAent. Since there are n individuals defined in the 

problem, a complete description of any aggregate state of the economy is 

achieved by listing the precise aetions of each of the n-individuals over 

. . the m economic. activities. Define any arbitrary m x n array -0.f this'type 

as Z, where xij can be used to denote the action of the jth individual with 
- - 

respect to the ith activity (commodity), and where Zj can be used to denote 

the actions of the. jth individual over all m activities. (It is of course 

fundamental to aistinguish the "actions" of j, Zj, from his "properties," 

Ij '1 

In line with standard convention, it can be assumed that each xij can 

be'represented by a real-valued ''quantity." Accordingly, two aggregate 

states of the -economy sayy ZA and ZB, can be described as identical if 

and only if all of their xi j's areqcantiratively identical. Although it 
. ,- 

will not prove necessary to indicate formally, it% also acceptable to 

think of each xij as being partitioned into separate production, consump- 

tion (and trade) and/or as designating a vector of "quanti- 

ties" over different points in time. 

Given the above, it is then possible to define the set of all=- 

ceivable aggregate states, 11, as the set of all conceivable Z's Ci.e., 

m s n arrays of "quantities"). Since it is not necessary to define II in . 

:*. 
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furzker detail, it is economical to 1etAhs z x S a ~ 7 ~ -  - - - -  

arbitrary element in IT. It is assumed finally that the sets, I, N, ad S 

are all defined on il. ./'- 
In the next section, the set of aggregate coordinated states, II*, and 

the set of aggregate observed states, ilO, will be defined, where (i) both 
5' 

'IT* and IT0 are proper subsets of IT; (ii) IT* is seen to be "explained" by 

reference to the values (or states) of some or all of the elements of I, , 
f 

--\ 
N, and S (the relevant elements/categories chosen and the particular II* 

determined, depending upon the particular theory of aggregate coordination 

consiaered); and Ciii) any successful explanation of an-aggregate - 
6 

- 

coordinated state--mist demonstrate that If is contained 'in'the IT* which 

is generated by (the values of) the exogenous "givens" of the particular 
L 

theory of aggregate coordination in question. 

.At this juncture, however, it is appropriate simply to register the 

point that the above framework of dsfinitions and notation largely fits 
/ 

with the structure of concepts and categories used for modern economic 

theory analysis. In fact, since the definitions presented here are no more 

than a generalization of certain specific concepts used inkstandard economic 

theory--for the purppse of broadening the interpretative foundations of 

this theory--it is quite appropriate to identify the sets, I, N, and S 

with their more specific and familiar economic theory representation. 

1.1 Given the above perspective, any Ij (E I) therefore may be completely 

defined by the two familiar components: (i) j's "tastes" (or preferences) 

over alternative (conceivable) states of the aggregate Fconomy (EEJI); - 

as a decision rule which specifies tHe "bestt' (or "appropriate") way(s) : 

for j to conjo.in his "tastes1' with all (truly) limiting features of his 

decision environment to produce his decision act, Z In the context at 
- , j' 
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1 
hand, it can be assumed moreover that ;he "rationality" principle" is a 

"maximum principle" (for all, j), which stales that all agents aim to \ 

maximize utility (or profits). 

f To anticipate the analysis which will follow, it is worthwhile to make 
L 

the point that, in principle, at least one (though usually all) elements 

of I must be regarded as exogenous variables in any theory of aggregate t 

coordination of an individualist form. Conversely, the claim that no ele- 

ment of I capdd a-truly exogenous variable in the explabation of trans- 

pired coordination must imply the denial of individual explanatory 

character as such and, in particular, must remove any explanatory role for 

individual rationality. In such a case, individual rationality therefore 

can only be seen either as an endogenous product of a (non-individualistic) 

coordinated state, or as irrelevaot to the determination of this state. c 

It is also noted that the commitment to the view (above) which states 

that all agents aim to maximize utility (profits) does not entail a commit- 

ment to the view that all agents actually succeed in maximizing (notional) 
- 

utility (profits) in a state of aggregate coordination. The affiliation of 

these two views of course holds under classical general equilibrfum ex- 

planation, but st holds in no other case. In non-individualist' theories 

of coordination, individual aims are, by definition, not autonomous data 

in the problem while, ueer non-classical Individualism, (notional) aims .. 

are not successfully realized, except by accident. 

1.2 The same type of "specific" interpretation can be put forth for the 
, 

set, N. Evidently,the important word in the definition of N is"u1timate;" - - - - - - - - 

since "what is ultimate" may involve some theoretical choice. In tradi- 
1, - - - 

tional general equilibrium models of pure exchange, for example, $ is 

defined in terms of k = m output endowments, whilecin broader models 

which include production, N is identified with k technologies and/or 



% 
factor endmeuts. fn still broader moats which i n c ~ ~ ~ ~ e c h n o ~ o ~ c a ~ r  ' 

-- 

L - 4 

change, the "ultimate" eonstmifits of nature may be defined only at the * 

level of a "super-technologyt' or a "technology of technologies." (~ecall 

that any of these specifications of N must include a rule for distributing 

the k "ultimate" constraints to the n individuals; thus, def ininq each 

individual ' s d . ) 
For all the leeway which might be seen to exist in specifying the 

"ultimate" constraints of nature,, it is important to recognize that such 
B '1 

specificatgnal decisions are not just arbitrary; they affect the explana- 

tary power of any theory of aggregate coordination. It is no doubt pre- 

cisely for this reason that avantLgarde classical theorists in particular 
A f 

have found it-so attractive to ahd a series of "non-conventional" 

technologies--such, as a transactions technology, an adjustment technology, 

and an information gathering cum search technology--to traditional Arrow- 

Debreu production (activity) formulations, 'in order to explain observed 

phenomena which was properly outside the province of these earlier struc- 

tures (and which could therefore be regarded only as a manifestation of 

true disequilibrium). This strategy of attempting to expand explanatory 

, power by increasing the dimension of N might be conveniently described as 

the "N-plustr option. (Note that this option may or may not require that 

the I-vector be extended over the new activities implied by the addi- 

tional technologies; this depends upon the way in which the new constraints 
# 

are inserted into the structure.) 

While theconsideration of the possible success or failure of an 

-- 

'%-plus1' explanatory optim is obviously crucial to any appredation of - 

CI 
the possible success or failure of avant-garde classical programmes, a 

. . 
much simpler point which must be made in the immediate ,wqtext at hand is 

as follows: that, whatever natural condtraints a theorist deems (for any 



reason) to be "ultimate" natural const;ainrs +R his explanatozy &xuctuse - 
must be regarded as autonomously-binding constraints on all individual 

I 

action a$, therefore, must be given the status of (truly) exogenous vari- 

ables in his explanation of the achievement of aggregate coordination. 

Accordingly, %on-ultimate" natural constraints can be regarded only as 

endogenous (pr irrelevant) constraints in this context, and can be seen 
L 

m o d  conveniently not to be part of N at all but, rather, to be part of t 

the "activity set" defined by any Z E ll (e.g., a structure with endogenous 

factor supplies cannot usefully take the supply of' factors as' constraint 

of nature, since factor~supply . - is deemed to be an "activity" to be co- 

ordinated--along with all other activities--given other pior, and truly 

ultimate, natural constraints). Under this interpretation it becomes a 

matter of definition that all natural constraints which qualify for in- - 
elusion in N are exsgenous variables. ' 

s) 1.3 The specification of the set, S, in traditional economic theorizing 

eem to be less obvious that that'of I or N. For the theorist of a 
may % 
broad "social scie'nce" persuasion, it might be tempting to identify the 

elements of S with z11 the legal, normative, and regulatory structures 

which must exist in any ,general mechanism of socio-economic. coordination 

and which in t u h  manifest the existence of a very definite systems pf - 

property rights and incentives (see Newman (1976)). On the other'hand, for 

the theorist who is largely interested in modern public policy questions, . 
there might b6 a temptation to associate the elements of S with the specific 

institutional mechabisms of government (andLgovefnment p-~lic-y)~, and with . 

specific institutional contractual arrangements underlying firm and 
- - - 

markGt organization. In fact, a case can be made for taking ail of the 
- ' 

above items to be part of the set, S, inasmuch as they can be shown to 

intermediate, f atilitate, and/or constrain aggregate interatioq in a "so- 

cial," as opposed to a ':natural," way. The basic point, however, is what 



--- - - - - - - - - - - -- --- - - - ---- 

rwould be still missing prima facie from the above lPst is the specific type 

of social institution that economic theorists have long held to be the most 

'i important to their analysis, namely, the set of "relative prices" which kan 

be defined between each and every pair of economic activities. I have im- 

plied this view of "prices as social institutions" throughout all earlier 

analysis, . . 

It is not my purpose here to inquire into the reasons why "prices" so 

often seem to be endowed with a quasi-objective (herlce; non-social) status 

in traditional economic explanations, except perhaps to note a long-standing - 
- 

- - - - 

reluctance on the part of theorists to admit explicitly "institutionaft 

considerations into the domain of economic theory proper. Rather, the only 

point which needs to be made is that the viewpoint .espoused here is one that 

$ ? .d 

denies the possibility of any convincing arguments to the effect that the 
- ,  

instruments of price rationing must play a fundamentally different role in 

a process of socio-economic coordination from that played by various laws, 

norms, and regulations which ration, say, by "quantity." The assumed per- 

spective for this analysis is therefore that it is not methodologically 

satisfactory to play down the "social" character of prices while empha-< 

sizing the "social" character of laws, norms, and other more bbvious forms * 

of social control. 

In playing down the distinction between prices and other non-price 

institutions, my purpose of course is to play up the importance of the 

distinction between whether any social institution (or set of institutions) 
- -  - - - - 

possesses exogenous status, or endogenous (irrelevant) status in the explana- 
- - ---- - 

tion of transpired coordination. Thus, the central point about individual- 

ist explanations is thar no social institution can be assigned exogenous 

status, while the central feature of 'non-individualist explanafion is that 
5 

one or more social institutions can be treated as exogenous "givens." This 



distinctim holds qui- independently of what parti- &ns&ktf-- 
* 

tion is specified to play a role in the coordinating process (i.e., whether 

the institutions specified are prices or something else, or a mix of prices 

a and something else). 

Traditional analyses of classical general equilibrium, for instance, 

may suggest (indeed, correctly). that if (R = % - 1) equilibrium relative 
prices are a "just suf f icientl' set of social institutions to ensure a 

classical equilibrium, then all other non-price institutions are unneces-, 

. sary (or, +at is the same; are implied by the m - 1 prices). This analysis 

may also suggest that the only reason that price institutions rather than, -- t, 
d 

=? 

say, quantity.constraints uniformly serve as the basic coordinating in- 

stkents in this theory is because prices are a more efficient (and, thus, 

cheaper) institutional instrument than any other aviilable. ~obever, this 

theory does not suggest either that non-price institutional mechanisms 

would come into dominance if they were in fact moreeffi~~entat coordinat- 

ing than ~rices, or that such non-price institutions eoufd ever possess 
P 

exogenous status in the explanation of coordinat3on. The simple point," 
> 

therefore, is that, under claydcal explanation, all social institutions. , 

1 1  
1 , 

--regardless of type--mu+ be ccompatible with the achievement of classical . 
/ 

equilibrium' and, thus, be fully derivabl'e from N and I alone. * *- 

2 .  The Definition of the S& ofAggregate Coordinated States and , L, 5 

the Set of Aggregate Observed States, and tbe "&plana~ion" of 
s 

Aggregate ObservedStates as ~g~regate Coordinated States 
". 

b 

-- -- - 

Given the above &finitions of; and interpretations of, the sets I, 

X, and S, and the definition of the set ef aggregate eoneeivaHestat~s,- 

il, &ne next steps is to define two proper subsets of ll. These are the set 

of aggregate coordinated states, ll*, and the set of aggregate observed - * 

stares, p. The ,elements of both of the& sets will be treated analogousl; 
h 



to those of II: Z* indicates any arbitrary element in II* while Z0 indicates 
*, 

any arbitrary element in IIO. (1; is to be nbted that formally must be 
I 

regarded as itself a proper subset of the set of observable aggregate 

states--since it need .not follow that all observable states are, actually d 

observed--aAthough this 

2.1 ~p gaid an initial 

cepts are necessary for 

point willbe kept implicit in the analysis.) 

perspective on why both of these additione'l con- 

the analysis at hand, it is-useful to start from 

a basic orienting proposition: -that the ultimate task of any'theory of a .  

& 

aggregate economic behaviourls to offer a complete explanation of the set 
0 

- -  - -  - - 

aggregate observed *stated, IIO. The question theref ore Fmmediately arises : 
t 

Why is it necessary to make reference to ll*, or to theories of ll* (rather 

than f) at all? The answer to this question is, I believe, quite subtle 

and, while tradiaional theorizingfhas shown an obvious preoccupation with 

states of coordination or equilibrium, the question has be& seldom 

addressed. 
- 

The explanation for this focus on "coordination," I believe, stems 

from a rather basic philosophical notion: that,'if economies were ever in 

a state of,true aggregate chaos (as opposed to coordination) at a point in 

time, then' it would be impossible to describe such a state in terms of - 

well-defined, unique, or sustainable aggregate attributes. The essential 

implication of this position is that only arbitrary ob'servation reports , 

about aggregate chaos are possible--a view which in turn implies that it 

is &elf-defeating to attempt to e*pIain lf' non-arbitrarily if the observed - 

states which comprise can be defined only aibitrarily. It is then this 
- 

typdldf philosophical argument which, I conjecture ,' is responsible for the 

tradiqional presump to the effect that o~ly aggregate coordinated 

states are "observab that only (observed) coordination is therefore 

properly explainable, and, more precisely, that the essential reason for 



why aggregate coordinated states can be described/observed' in non-arbitrary 

terms (and states of aggregate chaos cannot) is bexause c~ordinated srates 

are in principle "stable" or "sustainable" enough to be described/observed 

in these. terms (i.e., thi states are not immediqtely changing into some- 

thing else). 
I * 

2.2  *Let us accept the above view as correct--that any aggregate observed 
, 

state must constitute some type of aggregate coordhated state, as a pre- 

.'w 
condition to its being observed--and then define JIO to comprise the set 

of aggregate states which, for whatever reasons, have been "stable" or 

"sustainable" enough to be observed at a point in time (or, in general, 
1 

at all points which comprise past history). For the purposes at hand, what 
-- - -  - - -  
- 

this means is that, if a non-arbitrary (and, possibly, rinique) set of 

historical numbers can be generated, say, at a given point in time, to fill 

,out all the elements of a conceivable state of the aggregate economy, Z, 
7 

then this ~'~ualif ies to be a ZO. (E no), defined ak that point in time. - 
CJ 

As implied above, it is possible to define If explicitly as a profile .of 

obkerved states over time, but such an interpretation is not required to 

expose 'the points of immediate concern. It is also convenient to assme 

that ZO is in fact unique at a point in time, 'which implies that ZO is 

identical to e. 
The important additional point to stress, given the above arguments, 

coordinaed state, Z* (E n*) . 'This implies that the Z in question must be - 
compatible with spme theory of aggregate coordination, 

Y l s  the 
2 in question as a Z*; ofhgrwise, Ehe Z eovld never have been *e&d as 

such. - 

i 
2 . 3  Any careful reading o p h e  above arguments must reveal 

feature of the interpretgon of observed and co6rdinated states being 



proposed; namely, t h a t  s i n c e  t h e  "observabili tyl '  of t h e  aggregate  s t a t e s  
- x - --- - - -- - 

which comprise ' Z?, and t h e i r  differentiati611 from other ,  s t a t e s  which 

a r e  conceivable but  not  observable,  r equ i r e s  t h a t  t he  observer a l ready  

\ 
possess  some (p r io r )  theory of aggregate coordinated states--which l a y s  

down t h e  t h e o r e t i c a l  c r i t e r i a  by which t o  d i s t i n g u i s h  s t a t e s  which a r e  
1 

s t a b l e  o r  sus t a inab le  from those which a r e  not--any must always con- 

s t i t u t e  a confirming ins tance  of t h e  theory of coordinat ion which ren- 

dered t h e  s t a t e  i n  ques t ion  observable qua observable.  Moreover, s ince  11•‹ 

i s  defined (above) as t h e  s e t  of aggregate s t a t e s  which can be constmed f 
a s  observable - cum coordinated s m e s  f o r  any reason, and s i n c e  each p a r t i -  

- - - - - 
- 

c u l a r  theory of aggregate  coordinat ion s p e c i f i e s  p a r t i c u l a r  "reasons" f o r  . 

' coordinat ion ( i n  i ts%exogenous "givens"), i t  can only fol low t h a t  t he  set 

of a l l  poss ib le  t heo r i e s  of coordinat ion must be regarded a s  generat ing 

any and a l l  i?. Thus, each and every ZO must be a Z* of some theory,and, 

i f  t h i s  i s  t r u e ,  each and every i? mu& be explainable  i n  p r i n c i p l e  by the  

exogenous givens of t he  theo ry ( i e s )  of coordinat ion which have rendered 

he aggregate s t a g e  an  "obsemed" s t a t e  i n  t he  f i r s t  place.  I f  i t  Y 
poss ib l e  t o  de f ine  the  set o f Z * ' s  which can be l o g i c a l  Consequences of 

a l l  poss ib le  t h e o r i e s  of aggregate coordination ( i . e . ,  which fol low from 

a l l  poss ib le  c o n s t e l l a t i o n s  of explanatory givens) a s  II* 
Global ' then i t  

fol lows t h a t  must conta in  IP (= ZO) . 
2.4 Given the  above, t he  second p a r t  of t h i s  a n a l y s i s  fol lows from the  d 

recogni t ion  t h a t  t he  acceptance of t h e  view t h a t - a l l  a r e  explainable  
* 

.- 
( a s  Z*'s) by some theory of coordinat ion does not  e n t a i l  a commitment t o  - - -- - - 

t h e  view t h a t  a l l  2' a r e  explainable  ( a s  Z*'s) by any p a r t i c u l a r  theory 
-- - - 

ion-which -1oys a p a r t i c u l a r  s e t  of exogenous givens. 
Of cOOrdi='Y 

To understand t h i s ,  consider  one p a r t i c u l a r  theory of aggregate co- 

ordination, say Theory A. It may be taken a s  axiomatic t h a t  t h e  ob jec t ive  
r' - 
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of Theory A is to provide a logically-consistent and complete explanation 
- - Lp 

- -- 
of p. To achieve this, Theory A must, first, posit a (non-empty) set of 

* 

exogenous variables which is +st sufficient to limit II to a set of (deter- 
f 

mined) equilibria, il;, and then, second, show ?hat (any) ll? is contained ' 

in IIi. If the first part of this exercise can be successfully accomplished: 
then ll; can be said to be successfully "explained," meaning that for any 

given values of the exogenous variables posited by the theory, all Z's 

other than those which are logically entailed by these givens are ruled 

out as being neither "realizable" nor "8ustainable" states, leaving only 

the determined set of P's which comprise ll* (It follows trivially that, A ' 
- - -  - 

once any Z* is determined by the exogenous givens, all iadividuar actions 
- 

which make up the Z* are also determined.) 

More formally, if Theory A is to be a structurally successful (i.e., 

non-trivial and determinate) explanation,of observed aggregate states as 
7 - 

coordinated states, then ir must satis%y the following three basic condi- 

tions: (a) that, for each and every conceivable state, Z(E TI), it can 

specify whether the Z in question is logically entailed by the given 

values of the exogenous variables pointed by the theory--in which case 

it is an explainable Z*(E il2)--or logically inconsistent with these 9 

posited givens--in which case it is a non-explainable "disequilibrium" Z, 

. 
relative to the explanation of TI*. (b) that the se& IIi, be non-empty; A' + - 
and (c) that the set, TI:, be a non-infinite set and dimensionally smaller 

than TI. If Theory A was "overdetermined," then (b) would be sacrificed. 

,If Theory A was "underdetermined," then (c) would be sacrificed. The 
-- -- - - -- - - 

7 

strongest,way of satisfying (b) and (c), of course, is to demonstrate that I 

-- -- - -- - -- - 4  - 

22 contains one and only one Z*, but it is not necessar- to ipsist that all , 

equilibria are unique for the purposes at hand. 

The essential point which follows the above analysis is that, even if 
I 



t h e r e  may be many poss ib l e  t h e o r i e s  of coordinat ion which do not  pass  t he  
-- - - - - -- - - - - -- - - 

i- 

test even a s  f a r  a s  (a ) ,  (b) ,  and ( c ) - a r e  concerned, even those  which do 

+* . 
s z t i s f y ,  these  condi t ions  need n o t "  beme-rplanatori ly  compleqe with r e spec t  

i 

t o  a l l  o h z e d  phenomena. Thus, while t he  f u l f i l l m e n t  of ( a ) ,  (b) ,  and 

( c )  a r e  indeed s u f f i c i e n t  condi t ions  f o r  t he  s ~ c c e s s f u l  explana t icn  of any* ' 

Z0 which happens t o  be a Z* i n  a;, these  condit ions i n  nor way provide t h e  
6 

guarantee  t h a t  any and a i l  P m s t  l i e  i n  ll* ' 

i A' 

What t h i s  means is t h a t ,  i n  l i e u  of t h e  independent b r a n t e e  t h a t  a l l -  
- 

Z" - must l i e  i n  IT;, t h e r e  i s sno  way t o  r u l e  out  t he  p o s s ~ b l e  occurrence of 

(ex is tebce  o f )  P ' s  which a r e  not  i n  IIi, even i zO's of t h i s  type a r e  
- - -  - - - - -  -- -- - -- - 

- - - - -- -- -- 
- - - - - 

ru l ed  out f roq  an explanatory poin t  of view. This  j u s t  says  t h a t ,  i f  any 
I 

f ( a t  any poin t  i n  t ime) cannot be cons t ruedqas  a Z* i n  ll*, then Tbeory A 

A + &  rendered exp lana to r i l y  i n c o q d e t e  with respec t  t o  some observed 

phenomena, and t h e  c l andes t ine  in s t ance  i n  quest ion can b e  regarded only 

- 
a s  a "true" dTsequilibrium, r e l a t i v e  t o  t he  s t a t e s  explained by t h i s  

theory. The ex is tence  of such a disequi l ibr ium, of course,  c o n s t i t u t e s  a 
- - - -  - 

r e f u t i n g  in s t ance  of t h e  t i ~ e o r y  a s  spec i f i ed .  

Once again,  i t  is  s t r e s s e d  t h a t  3 ,eory  A can be seen t o  be explana- 

t o r i l y  incomplete with r e spec t  t o  observed phenomena even i f  i t  i s  1 granted t h a t  any (po ten t i a l )  d i s e q u i l i b r i a  which c o n f l i c t  with t h i s  

theory (and w h ~ c h  cannot be ru l ed  out  a s  "impossible" occurrences by 

theory) could be obsefvable qua observable only i f  they were implied Z k ' s  
- - 

of a l t e r n a t i v e  explanat ions of aggregate coordination. By che above in t e r -  

must be a coniirming in s t ance  of some o the r  theory. This  j u s t  says  t h a t .  
- - - - -- -- - - 

i t  is poss ib le  f o r  2''s t o  be inccmpatible with p a r t i c u l a r  t h e o r i e s  of 

coordinat ion . . (such a s  Theory A) u i thou t  undermining the  idea  t h a t  a l l  ' 

2 " s  must c o n s t i t u t e  explainable  gene ra l equ i l i b r i a  of some type. 

* 
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-1-t is/na appropriate to tie these general ideas to the "specifics" 
I - > 3 L 

- 

of the-debate between classical and non~classical thinkers. 

3 .  The Foundations uf thekcontemporary Debates over the 

"Explanatory Completeness" of Classical and  on-~laisical 

Theories of Aggregate Coordination 

Tne importance of the general perspective developed above is that it 

can place inzo context a number of widely-discussed contemporary issues, 

i 

0 perhaps the mostobasit of which concern tJie question of whether "true" dis- 

equilibria can be seen to exist and, if so, whether they might be illumin- - 
0 ated by way of a "non-market clearing. paradigm" (see Barro (1979) and 

relatea discussion). In particular, the above arguments permit classical 

thinkersro acceptably claim that (observed) economies must be in general 

. \' equilibrium all the time.(including the observable future) and, thus, to 

acc9ably deny the possib'ility of observing markets which do notclear. 

Xoreover, since non-classical thinkers can also agree with this viewpoint 

--as it does not imply a commitment to the position that all observed 

general equilibria must be "classical"--it is therefore necessary to con- 

clude t&t discussions of "true" disequilibria and "true" non-market 

clearing are somewhat beside the point; the relevant discussion is over 

I alternative~e~lanations of equilibria. Needless to say, the only danger 

.' in any of these discussions is that, when classical theorists contend that 

-1 

observed ecqndties are in equilibrium all the time, they really mean that 

? 
- D 

they are in classical equilibrium ali the time. ThiS is exactly the infkr- 
SE 

ence which is precluded by tne arguments of the last section, and it is 

appropriate to initiate the discussion by a considefation.of this problem. 

Let me begin, t h e r e r o m y  posing the basic question: What does a 

defe6der of classiczl equilibrium theorizing .have to do in order to ensure 

the observed economies can be explained as being in classicai general 
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equilibrium all the time (rather than in some other type of equilibrium)? 
- -  

Clearly the answer is: he would haye tz provide the independent guarantee 

that all Z0 (for a= times) are fully explainable only by refemnce to the 

(relevant) values of N and I and, thus, constitute the Z*'s of a classical 

equilibrium, and no other. Such a demonstration would then constitute proof 
P . 

that the "true" reason for the stability of all observed states was that 

everyone was maximizing gains from trade, that 'they therefo;e had no incen- 

tive to change these states, and, correspondingly, that all other possibxe @ 

11 reasons" for this observed stability were spurious. The "spuriousness" of 
*, 

I 
other (non-classical) reasons for observed coordination could then be -suc- 

cessfully grouaded ixx the idea that aggregate seatss inuhich gains from 
1. 

trade are - not maximi~ed are intrinsically "unstable" states--since at least 

some individuals could gain by changing them immediately-and are therefore 

not capable pf (non-arbitrary) observation. This view would then immediately 

produce the theorem thdt "whatever is observed must be.classically optimal," 

which is directly equivalent to the proposition that "all classical dis- 

equilibria are only apparent disequifibria." 
! 

Why does any non-classical thin&er find the above classical arguments 

so unsatisfactory: The .answer is: because he contends that the "reasons" 

for coordination specified by Clasgicists can be only long-run reasons; 

hence, it would be impossible for classical theorists So 

classical Z*'S wduld ever (let alone always) observably 

an infinity of time were granted. This is why non-classical thinkers have 

always been prepared to accept the idea that shorter run ZO'S do exist and 

that, barring accident, these must be construed as manifestations of some 

m-c3assica;t- equi35br5umY which emerges fornon-chssical "reasons?'-R- 

is, of course, vecisel? this situation which makes classical theorists so 

anxious to-demonstrate that their reasons3or coordination apply to both 

the long-run and the short: 

What are these non-classical "reasons" for coordination? A proponent 

of'a non-individualist form of non-classical explanation might, for 



example, sGggest that ali short-run observed coordination was explainable, 
r - 

not by N and I, but by the exogenously-determined values 01 M and/or S. 

(For the illustrative purposes at hand, assume N - and S.. ) Correspondingly, 

. his reasons for claiming that all short-run ZO could be e~lained as the 
Z*'s of non-individualist ge,neral equilibria would be that such states are 

sustained (hence, are observable) because the autonomous constraints of 

nature and society so. severely impinge on.individua1 free choice that 

individuals can have no choice but to accept the going-states, whether 

they are in their bests interests or not. 

- Evidently, both the classical theorist and the non-individualist can 

agree on the propositions that economies can be observed only in equi- 

librim, and that aggregate outcomes can be illuminated only fn "equi- 

librium" terns, while totally disagreeing on the nature of the explanatory 

I1 re.asonsfl for why observed coordination transpires. More precisely, the 

two competing sets of reasons for cooraination can only 5e equivalent by 

accident.: if for a common N, the S which the non-individualist is pre- 
I 

pared to take as given in his explanation jusc happens to be'an S which 

the classical theorist'can derive from N and I. However, if this acci- 

dental case is dimissed, and if indeed Classicists are really willing to 

attempt to explain short-run ZO'S by classical means, then there is genuine 

explanatory conflict to consider, since at most one of the explanations 

can be the "true" one. - 

In this light, there can be little doubt that non-classical thinkers 
' 

of the non-individualist type described here have taken great pains to' 

snow that virtually every instance of short-run behavlour can be explained 

as an outcome of the operation of given material forces and given institu- 

tional rigidities (even it, for particular cases, this may involve consider- , , 
f 

able reinterpretatiou of whac ?I and S consist of). There also can be little i 
I 

P 

i 



1 
doubt that these thinkers have always t&en alledgedly-sb~erve~ontraz - -- - 

dictions of the implications of classical theory in the short-run--which, 

frdn above, must be confirmations of some other irheory of coordination-- 

as in fact confirmations of the non-individualist theory that they espouse. 
' 

Unfortunately, however, none of this counts very much in the debate. 

As discussed Fn earlier.Chapters, the only thing which the classical 

theorist notes about non-individualist explanations which' give autonomous 
T 

explanatory power to S, and deny it to I (rather than the other way aroind) 

ig that they are only artificially detezminate accounts af observed equi- C 

libria. - Thus, the ~lassicikt wou-ld contend-that if individual explanatory 

standards were,really maintainqd in such explanations, S could not be 

assigned exogenous status and, witilout the exogenous r ~ L e  for S, the * 

>, 
explanation would be underdetermined (i.e., behaviourally-arbitrary). Thus, . . 

." no matter- how many (seeming) confi~tions of hYs theory that the non- 
P 

> b 
individualist can produce, the classical cheorist will not listen. The 

Classicist simply contends that non-mndlvidualist theories are too incom-" 

plete (without the explanation for why S is what it is) to ever be 

meaning•’ ully tested as an account of the short-run. Accordingly, it is 

only those non-classical theories which meet the standards of41ndividual- 9 

ism (i.e., non-classical Individualism) which the Classicist will accept 

as capable of being tested interes~ingly. 

By the same token, there can be little doubt th&t classical thinkers 

are currently attempting to explain (hitherto unexplainable) short-run 

P Y s  by redefining, and extending the domain of, tkfHand--f--var&ab3es. . 

Euidentily, rhe process o f d e f i n i n g  ?I and I to t u r n ~ ~ g d  shorL-run , 

refutations of the theory into actual confirmations can easily be pursued 

without.limit, and this recognit-ion must constitute a matter of critical 

concern to any non-classi r. In particular, if it happened that 
% 

. .. 



the set of Z*'s which classical t-ry eeuM be seen t+an&mrite n 
G3 

. C 

ultimately extended to all Z in fl, then it would be clear that classical 
i 

explanation, though irrefutable, would Le explanatorily degenerate, since 
P 

it logically ruled out no phenomena what 

The basic point, therefore, is that, f the above option of turning 4 
all clas.sica1 expizition into -- ad hoc explanation is categorically avoided, 

. - 

then no matter how sophisticated a specification of N and I variables that 

classical theorists might eventudrlly come up with, the. avoidance of degen- 

eracy in their explanation absolutely requires that they rule out (hence, 

not explain) .= 2's in II. This is, once again, where Classicists musc 

squarely confront the non-classical charges concerning the snort-run. Thus, ' 

if Classicists cannot provide the guarantee that the phenomqna which they 
" B 

rule out as non-explainable "disequilibria" (refative to ever specifi- 

cation of N and I "givens" is deci6ed upon) is also incapable of (observably) 
/ 

transpiring in Le short-run, then they cannot avoid the possibility that 
1 - 

, at least one short-run state may (observably) occur which is not compat- 

ible with <hence,fuliy explainable by) the posited N and I. Such a situa- 

tion%ust leave classical theory underdetermined n t h  respect to this 

phenomenon. - 
. It is, of course, this (potential) underdetermination of ci_assical 

structure with respecr to Ghe short-run which constitutes the central 

.pivot bf any %on-classical critique" of cla~sical explanation. AS" 

stressed,in the previous chapter', this critique can only be undone by one' 

rhing; namely, the demonstraLion that'chs~icdl G i o 6 a l R a t i o n a l i t y m u s t ~ r 6 v a i l  

Classicists caq successfully use to fend off the charge that classicai 

strucrure-is irretrievably underdeterminea for the short-run. The'only 

remaining question is: What can defenders of non-classical programmes do 



about the underdetermination which Classicsts charge them w i t  
- ,  .. 

To summarize, both defenders of classical and non-classical explana- 
- I 

tions can agree that ,obseked economies must be in sobe type of general 
9 -  

equilibriumall the time and that concepts of "disequilibrium" have mean- 

ing oniy relative to explanations of the world. As well, both camps have 
@ 

access to strategies which can ensure the provision of (seemingly) deter- 

minate equilibrium accoun irtually any observed phenomena which 

comes along. However, nei 'camp has traditionally provided the 

theoretical equipment by which to.parantee that all observed equilibria 

being explained actually follow as a logical consequence of the parti- 

cular theory of aggregate coordination defended. This is why both sides 
9 

charge.their counterparts with providing explanations of observed , 

phan&na which are underdetermined and, hence, logically incomplete. 
* 

As I have emphasized, the only route open for Claksicists to avoid this 

charge is to provide the guaraneqe that Classical Global Rationality 
,, 

prevails throughout the short-run. cor;espondingly, for non-classical 

theorists, the only acceptable routeaopen is to deny all non-, 

individualist specifications of non-classical theories and to produce 

a logically complete, non-classical Individualism. 



INDIVIDUALIST THEORIES OF AGGREGATE COORDINATION 

AND THEIR COMPETITORS: THE ANALYTICAL OFTIONS 

Given the above concepts and definitions, my puypose in this chapter 

is to analyze systematically all the possible theories of II* which might 

be relevant to the objective of explaining observed departures from 

classical equilibrium beh'aviour (as foqs of non-classical equilibrium 

behavioh) and which can be generated under the assumption that the ele- 

ments of I, N, and S (as defined above) constitute an exhaustive set of 
r& 

(potentially) exogenous variables that can be drawn upon to expgi&as 

(some) il*. The assumption that no other explanatory variables beyond I, N, 

and S exist is indeed an heroic one -- but it.has strategic expository 
importance heqe, for it allows a complete "first stage" of analysis to be 
, 
defined. 

s 

The proceeds of this first stage are basically twofold. First, it is 

possible to dGfine a formally complete meta-theory of the possible explana- 

tory roles that I, N, and S can,&-hy in alternative theories of coordination. 

Here it is shown that tEe most important issues are connected with the 
b 

.I ' 

sp&i?ication of the role for"S. Second, the meta-theory p&rmits an ex- 
. .- 

plicit identif~cation of all individualist/non-individualist and classical/ 

non-classical options for explaining ll?, and'thus allows an expllcit isola- 
t 

tion of the properties that any tramework of non-classical Individualism - ,  I 

explanation must $ave, relative to all other-randidates. , - - 
It is essential rro scress t:iat.the crnderstandqng ~f the nature uf 1 

- t 

non-classical individualism achieved in this first stage is by means of '4 
4 an "impossibility theorem": that, if the "neroic a~sum~tion~~about 

exogenous variables (posited above) holds, then a (successful) 
+ 



Since it is also shown that logically-consistent and logically-compJete 
" 

.&ressions of any classical Individualism, or of any non-individualist, 

f.ramework to account for observed coordinatioa in fact can be achieved 

under tl& "heroic assumption," the conditions for. the success of all ex- 

planatory frameworks other than that of nqn-classical Individualism can 

therefore be established at this first stage alone. Accordingly, the objec- 

tives of dqonstrating the logical possibility of successful 

Pndividualism explawtion of IF' is seen to require B "second 

analysis, one in which the "heroic assumption" is abandoned, 

exogenous factors beyond those in I, N, and S are permitted, 

'&uledge" is self-evidently the most important. 

- 
non-classical 

stage" of 

and additional - 

of which 

/ 

It is only the first scage of the problem which concerns me at this- 

point; the second stage will be the dominant-concern of all later chapters. 

1i- should also be remarked that the clarity which is achievable in the 

second sta'ge of analysis depends crucially on how weli the first w a g s  is 

done. J . 
nefore I move to any details, allow me to provide a briefover- 

view of the general problem at hand. As I have consistently emphasized, the 

setting in which all the critical issues conrlected with classical and non- 

classical explanation emerge is one where at least one short-run Z' is 

(truly) not explainable as a classical equilibrium Z*. (For convenience, 
h 

denote such a 9 as p.; In this circumstance, tile conjunciion of the given 
h * 

- - -  I arc not suf f ic=ek to explain 20,  or to explain a n  ele- 

an endagenousbnsepence of these " g i v e R s " 2 k m ~  - B 

explanatory standpoint, therefore, this situatio depicts one of <"truer1) 7 ,  
classical disequilibrium (where "true': sdcial distortions exist) and, con- 

sequently, defines a state which can be explained only as some type of 
r- 



non-classfcal equiiibrium. The essential qttest-ion can be put: How is st- 
A 

possible to specify a role for S yhich is compatible with ZO and which is 

also consistent with the requiremen~s of inuividualist explanation? 

The major thrust of the analysls ot this chapter is that there exists 

+ no satisfactory answer to this question under the analytical assumptions 

posited; In particular, since the individualist holds to the view that *o 

- element of S can be regarded as an exogenous determinant of any z', and 
+ 

since, by the nature of the case, N and I are deemed to be insufficient to 

explain p ,  it f oilows directly that the non-clasiical individualist has 
C l- 

no interesting options to work in illuminating this non-classical phenomena 

--if the' "heroic assumption" holds. Either he is consistent with his indi- 
A ' 

vidualist strictures about S, and slmpiy leaves the explanation of Z' as 

"underdetermined," or he gives up these strictures, and permits at least 

one exogenous eiement of S to complete the determination of 2'. 

way that the individualist can avoid this dilemma is if he has truly ex- 

planatory variables besides I, N, and S to play with; in short, if the 

"heroic assumption" is false. 

It is also seen that the above problem situation is no more than a 

statement of-. the "classical critique": that either all ZO are explainable 

as classical equilibria, in which case any combination of S znd i? (= Z*) 

can be completely and non-arbitrarily determined from N and I alone, or 

the explanation of any state of obsehed coordination which is not so deter- 

minable must either be Sehsviuurdly arbitrary or non-individualistic. IT 

the "classical critique" must hold under the %heroic assumption," then it 

is straightforward to note t3at the denlal af the hem* assmnption <wiifrL 
, I  

introduces stage two of the anaiysis) is a precondition to any interesting 

analysis of the logical possibility of a non-arbitrary, non-classical Indi- 

vidualism which undoes the "classicai critique." 



As I have also implied, it is in this becond stage that knowiedge and 
- - - - - - - - - - 

f 

infokational considerations are invariably placed- into the problem. The 

focus on knowledge as ihe additional factor to consider is clearly not acci- 
C .. 

dental; what other interesting explanatory factors besides knowledge are 

left to consider? ~ccordingly, the fundamental question to be en~ercained 
(I 

becomes: Is the introduction of exogenous knowledge (i.e., autonomously- 

binding knowiedge conmraints) -$nto this set t$ng, along with exogenous N 
d 

and I (but not S), sufficient to produce a non-drbitrdry, noq-classical 

~ndi&dualism For the short-run? Unfortunately , the answer 'to this 

. w i h  ultimately prove to be "No," so that a third stage of analysis will 
- - -  

have to be defined. In this light, the overriding objective of all of the 

analysis which ultimately follows may be put as follows: to demonstrate 

that neither stage onenor stage two treatments of the logical problem-at 

hand can succeed and, thereby, to infer what an acceptable stage three 

treatment must look like. 

-Needless to say, my concerns at this, point are somewhat less enter- 

prising than those sketched above. ihe only point of 

lies in the recognitio~ that the "classical critique" of non-classical ex- 

planation, the defence of the universal applicability of classical explana- 

rions, and the acceptance of explanatory srrategies to treat S as a given 

are' all products of stage one alone. Such viewpoints therefore do not mani- v 
fest a-Qery advanced stage of critical analysis. To ciaim that N and I are 

always sufficient to explain (and the S which ,coiresponds with it), or 

that S can always be treated as the appropriately - - determining, additional -- 

-- -+ 
given -- if N and I are not so sufficient -- are indeed' the "easiest" forms 

J 
- 

of explanation or' aggregate behavDur to produce. Tney not leave any room 
T-F- 

fur the complexities of (explanatory) knowledge, since, by definition, some - 
combination of the elmencs of N, I, and S can always be construed to be a 



- - 112 

srifficient set of exogenous factors to completely exp- 
- -- 

laic observed 
-- - -- 

,coordination. The state of knowledge is therefore always consrrained to 

be consistent uiih these posited givens and can possess no autonomy. Tie 

(second stage) demand-of the nou-ciassical individualist to consider know- 

ledge as an autonmous factor in explaining obsenred coordination is, 
T 

accordingly, just =s it should be for any theorist ilho finds the commitment 

to the universal app.licability of classicai explanation on one had, or 

the commitment to che aenial of Individualism as such on the other, methodo- 

logically (and empirically) unsatisfactory. 

I =ow tuyc to the details of stage one, as defined. 

1. T;,e Axioms of Individualism 

It is useful to-focus any general critical discussion of alteruative 

the~ries of aggregate coordination arsund the axioms of Individualism 

(origidlly described in Chapter Three), since a complete understanding of 

what these axioms entail can also provide direct insight into the ways in 
1 

wF.ich thzse axioms can be denied. Xecalling that any ar;it;ary element of 
- -  - 

'P 

the set, I, is cienotea by Ij (j = 1, 2, ..., n), any arbitrary element of 

the set, N, by %j <h = l, 2, ... li; j= 1, 2, ..., n) and iny arbitrary 
. . -*. 

I L  

+oms are as follow5: 

. 
Axim (1): All elements of the set, I, are exogeno.;ls variables io 

1. the explaneticn of any (as a Z*), 

k~ion (2 ) :  AT1 elements of the set, N, zre 2xogencus variables in - 
the explanation of any ZO, but !: car.not (completely) 
detenine a Zo by itsel$(e.g., without the autonomous 
deteqiining power &I), - 

Axiom (3): All eltmezts of tke set, S, are endogenous variables* - 
p- - 

ihe gplanztion of any Zo, and must be structurzllv co- 
deEermined with the f' being explained. . 

Allow me now to offer some cments on these axioms. 

-As above, ihe explanation 05 2' -,ill always mean the explanation of 

I .  
L 



-- 

ZO as a Z*. The sEipulat~6n-3&ium (2 )  -- that all elements a f  B are 
v 

exogenous -- is a matter of defini~ion, given che interpretation set forth 
in Chapter Five, Section 1.2. Also, as remarked in Chapter Three, the indi- 

yldualist admits the exogeneicy ofL N as such only to avoid the critical 
t 

charge that an explanation of a coordinated state in which N is not pre- 

sumed to be autoiiomousiy-binding i_s,trivial, since "scarcity" and positive 

opportuni$y-,cost do nct p~evail. 

Axiom (3) states .a view which will ncw be denoted formally as the 

ividualist conception sociral institutions." Ii states ca~egorically Z 
that no social insfituiiar tau possess a "life of its QW#:-+ a12 so&& , - 

institutions are therefore epiphenomenal, and can represent only a short- 

hand abbreviation for,the aggregate consequences of the rational decision 

making of all individuals. It is this -;iev which explaia 6hy the iadisidual- 

ist' always contends that the explanaticn of the achievement uf "rational" 

coordination must be identical to the kplanatiou of the set uf social in- 

f stitutions whi&-are ust eompatibl~ with the existence of that coordinatiw: 

*=*3 

+- *' -Tt aiso sxplains why st sees the (seeming) constraining 
-L- 

power- of any observed institution as just a question of the extent to which 
4 

indtviluals rationally endorse tte institution. Thus, if n-1 individuals 

rationally endorse, say, a price, or a law, or a government policy regula- 

tion, the last individual will be fully constrained by the cixsascs of the 

others, and he can be seen to be "bound" by an institution in this sense, 

and in this sense alone. On the other hand, if no one rationally endorses A 
--- --- =a 

iastltuti&, then if can bind no one at all. In all ca;es, siiice ;he 
- 

h 

constraining pas oT-iZcZaT insritutions must beqlal-a's a conse- 

quence of the rational endorsement decisions o•’ individuals, the consriain- 

iiig p ~ q e r  of institations can never be auzonumous. 

It is doted,furthermore, ihat since this last claim abqe crauslates 



tion cf Zo" -- which is consistent -&ti1 the clcim that elements of S ' 

are eitner endogenous or irrelevant variables in such an explanation -- my 
statement of Axiom (3) can tter~fore be seen to reflect the historical . 

tradition xhieh denies th= potential llirrclevance" of aggregate social 
\ 

entities. There is, of course, no intrinsic reason to defend this traditiod, 
A 

but there is also nothing to be gained (except a spurio~s complexity) by 

I I introducing, say, irreievant'? prices into the framevork. Accordingly, che 

phrase "not exogenous'' will in general be identified with the term, 

I I endogenous." 
--- 

FinalJy,~iom (I), in principle, could be mjdifieci to "at least one, 

but not all Aements of the set, I, are exogenous variables in the aplana- /'-- tlon of 23," and still be 'seemingly consistent wfth the general notion that > r , 
individtial2st explanation is logicall.! denied only if no one's I plays a 

role in determining zO. Unfortunately, the weaker forms of Individualism 

which might-be generated under this alternative assuiiipt%on z e  difficult to 

defend ofi l o g i d  grounds. This is largely because the individbaiist is 
< - rary of explaining the failure of anyone to "represent" .their: preferences 

as zt given "in cature," or as a product of some social instftution which 

is not a "rational choiceJ1 of all iridividuals, and is therefore exogenous. 

If any individual's decision to not have (at ieast some) of his preferences - 
"touzt" i;l thc determination of coordinated states therefore must be con- - 
sistent with rationality, then, quite simply, at least some of ids prer'er- 

sovereignty. - - -- - 

3. "Classical" Individualism 

Given the above interpretative qualifications, the next step is to ' 

defize "rlassiral" Individualism as the view which endorses Axioms (11, 
-. 



elemencs of S (and the state(s) of aggregate 
cocrdination which are codeterminrd with them) are 
dogenous variables, - and are completely explainable 

by reference to the elements of the sets, N and I. 

In deference to historical tradition (see Popper (1945) and Agassi 

(1960)), and, in particular in deference'to the contractarian inspiration 

LO explaio the formation of the qocial order from a- natural @ate in which 
, 

all individuals have psych~logically A "pure" (and, thus, ss~ially~uatainted) - 

preferences (see Rawis (1971) ; liozick (1974) ; Buchanan (1975bb also ~ewmih 

- -4- 
- 

1379)), "classicalU1ndividualism will henceforth be denote6 as "Psycholo- 

It is apparent that the most impatant feature of tpis viewpoint is 

that, nsc only are all elements of S taken to bc endogcnox (Axiom ( 3 ) ) ,  

but also all such dements are seen to be explainable by reference to "more 

basic" elements - those of N and I. Let XIS therefor2 detote any social 

entity which can be c;m$etily atplain& by reference to I alonr, oc,to N 
3 

alone, or to N and I together, as a "reducible" social rntity(~ee Wisdom 

(1970)), acd any tte.oiy of coordination which can explaia all such social - 
entities (aad the cdqdinated stzte whish is codetermined with them) in 

as one which exhisits the property sf Global Reducibility. 

Sicce PI can explain all eleinenrs of S by reference to elements of N and 
% 

I, PI therefore exhibits Giobal Reducibility, and--it is cpnvenient tci- de- 

noie the Globally-Reducible set of S implied as S*. Accordingly, PI cap be 

defined as the theory +hid~ states that the exogenous factors, N and I, 
-- - --- -- - - -- 

aiejjust-sufficient to explain S* snd Z* (E IIaI) I: is recalled that this 

iheory is explanatorily coriplete with respect to all obaerced phenomena if 
-4 

-and oaly if ail ZU = 2* (E E$I). 

Before;moving on, it should be rt?ma~ked that same implications pf 
, . .  



Global Reducib i l i ty  -- such a s  t he  propos i t ion  t h a t ,  i n  a PI-equilibrium, 
-' f 

all equi l ibr ium r e l a t i v e  p r i c e s  must be der ivable  from t a s t e s  and technol- 

ogy, along wi th  equi l ibr ium "quant i t ies"  ( i . e . ,  Z* E T[CI) -- a r e  c l e a r l y  

wel l  understood. However, o the r  implicat ions -- such' a s  t he  gfroposition 

1 
t h a t  a l l  d n s t i t u t i o n s  of government pol icy  and a l l  i n s t i t u t i o n s  underlying 

- -1 
'market s t r u c t u r e  must a l s o  be (endogenouSly) der ivable  from t a s t e s  and 

technology i n  a PI-equilibrium -- appear t o  rece ive  a less frequent  hear ing ,  
I 

- 
and t h i s  has obscured c + t i c a l  debates.  

Thus, t h e  ideas  t h a t  government pol icy (even inc luding  "monetary rules")  
# 

cannot a f f e c t  behaviou? i n  a c l a s s i c a ~  equ i l i b r i a  t h a t  n e i t h e r  r e l a t i v e  
+ 

_ p r i c e s  n o r S ( r e a l )  po l icy  v a r i a b l e s  can change unless  a t  l e a s t  one element 

of N o r  I 'change, si'mply fol low from the  d e f i n i t i o n  of Global Reducibi l i ty .  
* .  -- e =? 

I f  e i t h e r  p r i ce s  o r  po l icy  r e a l l y  had any autonomous power t o  change any- 

th ing ,  then a t  l e a s t  one element of S would h a v g t o  be regarded a s  exogen- 

ous, and both Global- Reducib i l i ty  and PI-explanation would have t o  be 
* 

s a c r i f i c e d  (as  overdetermined). All t h i s  says is t h a t  po l icy  and p r i ce s  can 

autonomously a f f e c t  real behaviour only outs ide  of a PI-equilibrium. Keynes- 

i a n s  of course might s t a t e  t h i s  l a s t C i d e a  a s  the  propos i t ion  t h a t  po l icy  - 

can have a non- t r iv i a l  r o l e  i n  inf luenc ing  aggregate behaviour i f  and only 
-.. -- - ,  

i f  a t  l e a s t  one p r i c e  i s  "stuck" at axvalue which ig'.noF consi-stent with 

I t t as tes1 '  and " techn?logy." 

2 .  The Denial of Individualism and the  Denial of ~ s ~ c % l o ~ i s t i c  

Individualism: An I n i t i a l  Perspec t ive  &< - 
It i s  a matter  of d e f i n i t i o n  t h a t  a l l  c r i t i c s  of " c l a s s i ca l "  (PI) 

7 

explanat ion have a t t e m p t 4  t o  deny a t  l e a s t  Axiom ( 4 ) ,  and have proposed 
- 

2on-c lass ica l  explanat ions of observed coordinat-ion which do not  r e l y  on 

t h i s  axiom. By the  same token, i t  i s  a matter  of d e f i n i t i o n  t h a t  a l l  c r i t i c s  

sf Individual ism have a t t q t e d  t o  deny at l e a s t  one of Axioms ( I ) ,  ( 2 ) ,  



or ( 3 ) ,  and have proposed - -- non-individualist explanations - of observed co- - p- p - - 

- .  
ordination which do not rely on fie fulfillment of such. Unfortunately, 

the major histor2ca.l is that kritics of "classical" (PI) explana- 

5 
tion have often thought that PI and Individualism were identical positions, 

J 
so that they ended up criticizing either. (J), (2), or (3) to remove ( 4 ) ,  

_I 

rather than removing (4) by itself, and keepiqg (I)', (2) ,  and: (3). It is 
--? . 
A, 

clearly only this last strategy which can produce a non-classical Indi- 
* 

vidualism, and its neglect has traditionally compromised serious critical 
Z 

discussions of 'PI explanation and&ts alternatives. 

In order to understand thecomplete set of "stage one" options open , 

- to deny at least Axiom ( 4 ) ,  s useful to start by considering the 

strongest critiques of PI -- whi7? eny Individualism $right -- first, and 
then moving to an analysis of the weaker critiques of this position.'More 

precisely, the analysis will begin by etamining those theories of coordina- 

tion which deny Axiom (1) in particular, and then showing that the consequence 

of the denial of (1) is that at least one of (2) or (3) must be denied as 

well. It is'demonstrated then that only the denial of both (1) and (3) 

'generates a non-classical theory of coordination which denies Global Re- 

ducibility. After this, a weaker position which denies (3) alone will be 
s 

considered, and, finally, a position which denies ( 4 ) ,  but maintains all 

of (I), ( 2 ) ,  and (3). This last viewpoint -- which maintains Individualism 

but denies Global- Reducibility - defines therrequirements of a successful 
-. . 

h i d u a l i s m .  Bowev r, .the thrust of the analysis of this - - non-classical rP 
'- - 

chapter is that- this last position cannot: be logically dnfPnrlnd3-E _the 

t t heroic assqtion" holds. 

2.1 To begin, therefore, consider a claim which is often put forth by ' 

* - 1  
thinkers of a broadly Xarxist, Institutionalist, or Galbrathian perspec- . 

t 

tive (but one which would be most certainly denied by most Keynesians): 
4 

: 
t .. 



that individual preferences and rationality can never i_n fact be auto- 

nomous variables in the explanation of observed coordination, since these 

items are determined (shaped by) social and/or natural forces. Morg spe- 

cifically, if it is argued that - all elements in I can be completely ex- 

plained as an endo~enous product of cat least some) elements of N and/or 

S,. then the following axiom holds instead of (1): 

Axiom (1'): .No element of the set I is an exogenous variable in 
the explanation of any zO. 

It follows immediately, however, that the attempt to deny ( I )  -- and 
replace it with (1') -- while maintaining both (2) and ( 3 ) ,  can never pro- 

duce a successfuf account of observed coordination. By this constellation 

of assumptions, and recalling the "heroic assumption" that no variables 

beyond the elements of N, I, and S can be explanatory, the only possible + 

set with explanatory power is N and, as it stands, elements of N are not 

sufficient to explain zO. This is why critics of (1) logically have to 

make a further adjustment in at least one of (2) and (3) to achieve a 

determinate non-individualist explanatiop. Let me deal with these options 

in turn. 

2.2 As has been implied on a variety of.occasions, all traditional parti- 

cipants in debates over "coordination" have been willing to accept the 

idea that a non-trivial account of observed coordination demands that N 

be seen to exert at least some minimal influence on transpired coordina- 

tion. Accordingly, no one will attempt to deny (2) in such a way as to 

make nature endogenous in the problem. Such a strategy is also ruled out 

by the evident underdetersination in the problem at hand. Thus, the only 

interesting way to deny (2) here is to move in the other direction, i.e., 

Axiom (2'): The set of all elements of N, by itself, is just 
sufficient to explain any zO. 

Cnder ( 2 ,  (1') and ( 3 ) ,  the position which may be termed, Naturalism, cln be 



are, endogenously-determined, Lalong with Z* (E %aturalism ), from the set,: * 

N, alone. 

The interest of Naturalism in the context $t hand,evidently lies in , 

the fact that it is the only non-individualist account of observed co- 

ordination which does p not. deny Global Reducibility. In fact, it ts t?~-st 

extreme form of explanatory reduction to "basic elements" possible, since 

it declares both the properties of social entities and the properties ofb/ 
"I 

individuals to be epiphenomenal, relative to the ultimate "laws of nature." 

Thus, for all this position may haye W some following by those who, on 

one hand, were interested in demonstrating that equilibrium prices could 
! 
i 
!be completely determined by considerations of technology and "cost of pro- 

\ ,  

k@ctionl' (see Arrow and Starrett (1973)) and, on the other, by those who 

wdted to defend the view that preferences and rational maximizing be- 

haviour were really part of "human" nature (see Becker (1976)), it is 

apparent that Naturalism can never constitute the "acceptable" debating 

position for-..critics of PI. Since- it simply does .not deny-the Global Re- 
0 

ducibility of social entities and, thus, shares the "reductionist" spirit 
> 

of Psychologistic Individualism itself, Natusalism constitutes more a 

position'that defenders of PI would like to fall back on, if they ever had 

to relinquish the individualist character of their ex$lanati%ns. 

2.3 If the denial of (2) is unacceptable to the critic of PI, then given 

the "heroic assumption" and the maintenance of (1') instead of (I), the 

mantle must f a l Z  to 0).  The denial of (3) produces the f h owing axiom: 
Axi- f 3' ) : k~ Least o w  f b e  p&Hy a13;) elements oftfre s&, S, 

are exogenous variables in the explanation of zO. 

The "at least one, but not all" case of this axiom"wil$ be denoted 

as its "weak" form aqd the "all" case as its "strong" form. 



The n'on-~ndividuaUs t charac te r  of (3  ' ) is  obvious : the axiom musL.  

deny both the  Global Reducib i l i ty  assoc ia ted  with (4) -- i f  a t  least one 
, a  

element of S i s  not  explained,  then, by d e f i n i t i o n ,  i t  cannot be expla ined< 

by re ference  t o  N and I -- and the  " ind iv idua l i s t  conception of s o c i a l  n , 
< .  

3 - - 
i n s t i ' ? . i onsn  (3).  The bas ic  i n s p i r a t i o 9  behind the  den ia l  of (3) i s  t h e  

idea  t h a t  it i s  l o g i c a l l y  impossible t o  expla in  s o c i a l  e n t i t k e s  as a con- 

sequence of any more primary va r i ab l e s ;  they a r e  therefore-  non-reducible 

and autonomous i n  t he  explanat ion of observed coordinat ion.  The autonomy - 

of " s o c i a l  wholes" implied by t h i s  viewpoint is  why the  d e n i a l  of (3) 

- a lone  -- and i t s  replacement by ( 3 ' )  -- is  usua l ly  taken t o  de f ine  the  , 

p o s i t i o n  of Holism (see Popper (1945); Agassi (1960)). This iew i n  t u r n  ). 
e n t a i l s  t h e  " h o l i s t i c  conception of s o c i a l  i n s t i t u t ions" :  t h a t  s o c i a l  

8 

i n s t i t u t i o n s  do have,a  " l i f e  of t h e i r  own" Hnd t h a t  $hey cannot i n  prin- -. 

c i p l e  be explained e i t h e r  a s  a r a t i o n a l  choice of i nd iv idua l s  ( s ince  i 

', . i n i t i t u t i o n s  block o r  o v e k l e  r a t i o n a l  choice) ,  o r  a s  a product of n a t u r a l  

l i m i t a t i o n s  alone, 

The conjunction of (Qllf?, (Z) ,  and ( 3 ' )  then b s t i t u t e s  t h e  s tandard 

-le ," debatzng pos i t i on  f o r  c r i t i c s  of "orthodox" ( P I )  explanat ion 

1 
( see  B d e r  and -+ng -, (1977)). s i n c e  the  pos i t i on  produced by the en-' 

dorsement alone#s a l ready  been designated Holism, i t  i= use fu l  . - 

t o  denote t he  above co junc t ion  of axioms a s  def in ing  the  pos i t i on  of P 
Sophis t ica ted  H O I ~ ~ S H ) .  Assuming, a s  is customary,- t h a t  a symmetrical 

\ 

app l i ca t ion  of t he  " h o l i s t i c  conception of i n s t i t u t i o n s "  t o  a l l  s o c i a l  

e n t i t i e s  l eads  t o  t h e  view t h a t  sock11 e n t i t i e s  a r e  exogenous va r i -  

Ales i n  the explanat ion Q•’ any ZO ( t h ~  "strong" fann ef ( 3 ' ) ) ,  SH 

=zay be s t a t e d  formally a s  t h e  view t h a t  t h e  conjunction of a l l  eGogenous 
ii 

elements of N with those of S i s  j u s t  s u f f i c i e n t  t o  expla in  Z* (E n*SH), 
a 

and I (as  I*). 



bT5e  e a s e - , t i z l ; c k r a c t ~ s t i c  of tk SH-critique 6•’ FI c p l 2 f i a t i o n  Ts  

:that it denies  - both hdi-iid-j 'alism an-lobal ~ e d u c i b i l i t y  ' ( u n l i k ~  Naaturzl- 
2. 

ism). x 6 e  d e n i a l  of (4) through t h e  den iz l  of (1) and (3) may then be 

w r i t t e n  as: *Y 

Axiom (4 ' ) :  90 e l e m a t  of t he  s e t ,  S, i~ explainable  by re ference  t o  
N aitd I alone,  o r  need be explained a t  a l l .  

r- The reason f o r  why ( 4 ' )  is wi i tcen  up i n  such a way a s  t o  deny t h e  p a s s t b i l -  

/ i c y  of g elemen; of S being "reducibletf  follows from t h e  propos i t ion  tha t .  

i: even one element of S i s  %on-reducible,' ' the= any succe;sful explana- 

t i o n  of F ( a s  Z*) must r z q u i r e  t h a t  a l l  elements of S be "non-reducible." 

?his  point  w i l l  be made more pi-ecisely i n  a mment. 

The f i n a l  f e a t u r e  t o  note  about SZ-explanation is  t h a t  i t  is, s t ruc tu r -  \ 
z l l y ,  the  "family twin" t o  PI ,  s ince  the  -roles of S and I have j u s t  been 

reversed. In  'ally S ~ - ~ ~ u i l i b r i ~ , i n d i v i d u a l s  a r e  "puppets" of s o c i a l  ' 

n a t u r a l  forces  and have no pcwe;: t o  shape the  world i n  t h e i r  own bes t  i n t e r -  ' 

 st, given t h e i r  zfutonomous p r e f h c e s  and r a t i o n a l i t y .  I n  any PI- 

eqnilibrium,individuals are r a t i o n a l  choosers of t h e  s o c i a l  a r r z n g a e c t s  

which bes t  s a t i s f y  t h e i r  own autcnmous preferences,  given t h e  l i m i t a t i o n s  

of na ture .  It i s  t h e . s t r u c t u r a 1  s i m i l a r i t y  of these. tuo pos i t i ons  which per- 

explains  rhy t h e  PI-SH debate  has always been such a dcmitant concern 

f o r  both defenders a d  c r i t i c s  of c l a s s i c a l  Individualism explanat ion a l i k e .  

3 .  Breaking t h e  Dic-y Betwezn S ~ p h i s t i c a t e d  Holism and 

Psychologist ic  Individual ism 

It is evident  :ha: t he  PI-SH debate goes nowhere. S i n c ~  defenders  of 

P I  regard SB a s  t he  most f l a g r a n t  u r ~ p l e  of a "behaviourally - a r b i t r a r y n  

eipltlnation.of coordinat ion -- s ince  i t  simply o f f e r s  t o  explanat ion f o r  

b-hy ind iv idua ls  could  not ~ e f o r m  the  posi ted ( h o l i s t i c )  i n s t i t u t i o n a l  COG- 
_-  

s t r a i n t s  i f  they were in f a c t  inmnsi;terit  with "maximization" -- it  i s  
\ .. 



- .  
logically iripossible for non-classfcal thinkers =o eTer convince classic- 

ists of the worth of this position. This entails the fAmiliar dichotomy: 
* 

either one accepts PI explanation or accepts behaviourally arbitrary ex- 
\ 

planations; there is nothhg in betweeq. Hence, the search for smething 

less flagrant thari 'SE, which is not PI, aad which can therefore inter- 

mediate PI and SE. To produce such a theoretical intermediation is, in 

all fairness, the basit Keynesian inspiration, and it has alss become a 

recent preoccupation of all those interested in a theoiy of non-neutral 

money, a thcory of contracts, and a general theoiy of property rights {see 

references a b o v ~ ) .  

Since SH consists sf the conjunction of Axioms -(l ') , ( 2 ) ,  and (3' ) 

-- which by implication m ~ s t  deny ( 4 ) ,  Global Reducibility -- it tan be 
scen immediately that there are really only two interesting options open 

for the "intermediatingtt theorist to consider: (a) to reinstate ( I ) ,  keep 

(2) an2 keep (3 ' )  -- the last in its "weak" vsrsfon -- or (b) to reinstate , I 

all thepxioms of Individualism, (I), ( 2 ) ,  and (3), and establish soine way 

tc d e ~ y  (4) by itself. The firs strategy, of course, denies (4) by deny- 
\ 

\ ging (3). The basic point here is thzt bcth of these strategies aim to do 

Lhe same thing -- to deny ( 4 )  without producing SH; liow~ver, the strategies 

are structarally different a d  can be (and have been) unsatisfakto~ily con- 

f~sed vith one another. 

3.1 Consider that  version of the first strategy which appears to con- 

stitute the smallest conceivable departure frm, PI explanation. Thus, 
- - 

assume that ( 1 )  and (2) are endorsed and that (3') is defined so rhac one 
rTt 

and only one social entity is treated as an exogenous variable in the ex- f- 

?:anation of 2'. For corcretenesa, t5e sccizl entity might be associated 
- .  

with one exogeno~sly-fixed price, wage, o~ interest rate, ur even a "bar- 
, 

! rier to entry." Since, 3p the nature u f  the case, this social entity is 
/ 



presumed to be not derivable from N and I, it is %on-reducible," and can 

be denoted ^s. The proponent of this viewpoint will then contend that 2, N, 

and I are the just sufficient set of exogenous variables to completely ex- 

plain all other social entities and the aggregate coordinated state-which 
%- w 

goes with them. This explanation is still clearly in accord'with Holism 

(since (3) is denied), so that the Z* determined still must be regarded as . 
an element of 

%Of ism' but this is not what the defender of this view 

wishes to stress. Rather, his basic point is that individual preferences 

count in this explanation of coordination (since he maintains (1)) and that 

he leaves ample room for rational choice, since agents can pick all but one 

social institution in their own best interest. Moreover, he .dl1 emphasize 

that it is precisely these features which make his position qualitatively 

distinct from that of SH. 

3.2 Unfortunately, the defender of SH will be constrained to point out to 
- t 

the proponent of this intermediating position that the only reason that he 
? 

obtains his "free choice" is because he has made aspetric use of the 
-5 

"holistic conception of social institions": Why did he treat only one 

social entity as exogenous, rather than them all--and why the particular a? 

Thus, the defender of SH will claimithat his adversary's attempt to weaken 

SH by singling out G ,  and ?2 alone, for holistic treatment is quite arbi- 

trary, and if he removed this arbitrariness--by treating - all social entities 

as exogenous--then individuals would simply have no free choice on any 

element of S. This view, by implication, would also entail that Axiom (1) 

could not be maintained, since if all elements of both N and S were pre- - .  
- - - 

determined, then it would be rendered only accidental that these predeter- 

mind'vglues would fit with those of exogenous I. According to the SH-critic, 

therefore, the attenpt to wed (I), ( 2 ) ,  and (3') in order to effect an 
,P ', 

intermediation ofPI and SH must fail on grounds of arbitrariness; the nly S 
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way to remove the arbitrariness is to transform the intermediating position 

2 into SH itself. (Note, of cou se, that the charge of arbitrariness here 

comes frorn'the SH quarter and not the PI quarter.) 

3.3 The defender of PI, on the other hand, begins his critique by noting 

that the defender of the intermediating position has done more damage than * 

he apparently intends. Thus, the Classicist will note that if 0 is taken 

to be non-reducible (meaning, sical" parlance, is--except by 

accident--a "true" social then all the other social institu- 

d 
tions must,-constitute non-reducible, social distortions as well, since they 

can be completely explaiged as an product of transpired coordi- 

nation if and only if they are de N, I, and 0.  He will state 

that this is no more than an application of the "old" theorem that if one 
i5 

price is ever "stuck" at a non-competitive value, them, in equilibrium, all 

bther prices must be ;wrongn as well: (In general, it will be convenient 

to denote the set of elements of S, all of which are not "reducible," as 
- 

' 

A A 

a Globally Non-Reducible set, S,.where S* represents the equilibrium con- 
/? 

A 

figuration of S to be explained.) Moreover, the Classicist will take this 

Bt observation to imply a fundament criticism of the idea t b t  rationality 

can really prevail in the assumed explanatory context. 
1 

In this respect, what the defender of PI will grant is that an explana- 
e 

J tion in which some elements of S are taken to be endogenous, and which 

therefore endows individuals with some option to set, or reform, these 
\ 

a 
elements of S in their own best interest, is in principle more to his lik- 

- - -  - 

B 
ing that explanations which straitjacket individuals by removing social 

adjustment options altogether. The problemshe sees, however, is that the 
3 

explanatory fraplework in question does not guarantee that "rational" ad- 

justments in the endogenous elements of S can be possible if these are \ 
h 

constrained autonomouslp by s. Stated alternatively, if the (unexplained) 
i 

! 
I 



\ 

8 c'an be consistent with rational choice only by accident, &_all other - 

elements of S must reflect 2, along with N and I," in equilibrium, then it 
t 

follows it can be only a matter of accident that.any element of S can take 

up a coordinating position which is consistent wfth the maximation of*gains 

, from trade. If this is the case, then the defender of PI must also conclude 

that Clwsical Global Rationality cannot prevail, except by accident. 

. . 
The upshot of the discussion, therefore, is that the scenario under 

investigation only 'exhibits "partial" rationality, and according to the 

proponent of PI, this situation still cannot avoid behavioural arbitrari- 

ness. The reason is simply that partial rationality by itself (i.e., with- 
- f - - 

- 

.-. 
out the locking in of s) cdn only pro.&e underdetermination, while 1 

buttressing partial rationality by an autonomous determination of $ can 

only deny Individualism. Moreover, given PI explanatory standards, the 

only way to avoid the problems here is to show that S can actually be ex- 

plained by reference to some specification of N and I and, therefore, con- 

stitutes only an apparent distortion. Under these circumst8nces, all the 

remaining social entities can be seen to take up their unconstrained 

-3 
-"classical" positions in eqdilibrium, and the "maximizing" explanation 

J 
/ 

can hold. Axiom (3)- and., ( 4 )  are reinstated. 

In any event, the above analysis explains why Classicists have always 

been so uncomfortable with all Keynesia~ explanations of aggregate coordi- 

nation which start from an arbitrary invocation of a.private kector rigidity 

(e.g., in prices or wages) and then invoke "rational," and presumably non- 

rigid, govermneut policies to correct the stmation. Not only wuuld *-be- - - 

- $@ 

institutions (in S) are less sluggish than private sector institutions (in 

S) but also it would be claimed that the entire role for "rational" govern- 

.rent in the explanation hinges on the arbitrariness of the institutional 



assumptions made in the first place; namely, that pI-ivat~ sect- age- c z  

endorse and:sustain institutions which are not in their best interests. As 
\ 

is apparent froui the recent classical literature on "optimal" contracts ,* 
.[see refer.&nces in Chapter Pour; also Blanchard (1979)), would it not be 

better to explain the determination of fixed price/wage contracts as a 

(classically) rational choice, given N and I, and thereby aon-arbitrarily 

exorcise the role for government altogether? 

- 3.4 The prospects. for the "intermediating" position created by the con- 

junction of ( I ) ,  (Z), and (3') are therefore clear. Defenders of PI will 

always claim that the position is behaviourally arhttraq if it leaves- * 

- social institution unexplained (i.e. ,@it does kst remove the Holism en- a , - 
tailed by ( 3 ' ) ,  by reinstating (3)). Defenders of SH will always claim that 

the posi~ion is arbitrary if -it does not endorse the "strong" form of (3'1,  

' *  
thereby denying (1) outright. In short, the position is not critically con- 

vincing to anyone, for all it may seem to be an acceptable, "liberal" 

fusion of two extreme and unpalatable viewpoint 9 
I 

' -4.  Non-Classical ~ndivialism 

The only position remaining to consider is one which maintains (I), 

( 2 ) ,  and (3)--and therefore satisfies the requirements of individual'ist 

explanationvbut denies the Global Reducibility implied by (4)--and there- 

fore is non-classical in character. It is in princSple the ply pptentially . 

successful, non-arbitrary intermediation of PI and g form of Holism. The 

o l y  axiomatic adjustnent required is the replacement of (4) by ;he 

- - - - -  

following: 

I -- 

k j m u  ft  W3 ezemezrts of the set, S tmrf the stat;&& af aggregate I 

coordination which'are determined with them) are endogenous 
variables, and are in pfinciple completely explainable only 
by N and I. p l u s  soye addittonal set of exogenous variables. I - 

There are three points to emphasize about Axiom (5). First, it states 
h. 

7 

i 
9 r 

\-- id 
P I 



any ZO (as a Z* E qI). This implies that the set ; can only be explained T- ,/ 
as a Globally-Reducible S* by accident (Axiom (4) is denied) and that the Q 

?. 
general objective of this explanatory programme is to explain the'Globall9 

A 

 on-hducible set, S*. Second, and by definition, Axiom ( 5 )  rules out the 

possibility that any element of S can be treated as an exogenous variable 

in the "additiondlt' set of exogenous variables (which maintains (3) ) ; while 

simultaneously ruling out the .second clause in (4'). Finally; it is appar- 

ent that the essential task of this programme is to specify precisely the 

elements of the ser: of "additional" exogenous variables which are just 
. f 

sufficient to explain observed coordination as non-classical Individualism 

coordination. 

At this point, it is convenient to reduce the cumbersomeness of the 

phrase "non-classical ~ndividualism," and t;p denote this programme as' - . . 
"~eneralized" Individualiq (GI). Hence, Psychologistic Individualism (PI) - - 
and Generalized Individualism (GI) yill~ be 'seen hincefoith as theitwo com- . 

petitors for the mantle of Individualpm: The objective of GI can then be 

formally stated as that of specifying.8 set of additional exogenous vari- 

ables which, when 

"just sufficient" 

It should be 

trarily. Since PI 

. . - I 
combined with akl the elements og the sets-, N and I, are ' 

t 
h 

to completely explad s* and Z* (E n&). 

noted that the term "generalized" is not used here arbi- 

is formally underdetermined relative to GI, GI is the 

general explanatory framework which includes PI as a sp-ecial ("accidental") 
6 

---- 

case. This is unlike any Holistic (traditional ~eynesi*) framework, which 
i - 

Z 

is even r;itr~&etemiZae& W h  respect to PT, thus is a special case 05 * 

takes for granted social constraints which it s6ould 
' 

. The fact that Keynesians often argue that their 
d 

Structure is the "general" one only illustrates a quit_e,unsatisfacrory 



GI vith the exogeneity of S implied by Holism. The fact that defenders of 
P 

PI often claim that their framework & b e  "general" one only illustrates 
Y 

the unsatisfactory equati& of PI with all Individualih, and, thus, the 

faihre to recognize the GI option at. all. 

In short, GI structure provides the only theory of aggregate coording- 
,- 

tion which can explain the (sustained) existence of equilibria with "true" 

social distortions without sacrif i L g  the postulates of Individualism and 

Global Rationality. Indeed, it is %on-reducibility" implied by this view 

which makes it fit so well withethe investigation of the questions of non- 

neutral money, (@assically) 'lsub-optimalll contracts and policies, and all 

issues connected with monopolistic distortion, while it is the maintenance 

of Global Rationality in the explanation of such (bona fide) social distor- 

tions which makes it fit so well with' the appropriate standards of non- 

arbitrary and logically complete explanations. 
f' 

5. The Stage One Codclusion: Generalized Individualism Is - 

Logically Impossible . 
bs I have stressed from ? the utset of this chapter, my approach to the 

, understanding of Generalized (i.e., non-classi6al) Individualism here is ' 

largely by way of the (negative) demonstration that, if elements of N, I, 

% and S are deemed to constitute an exhaustive set of (potentially) exogenous 

variables by which to explain observed coordination-the "heroic" assumption 

of stage one-then GI is logically impossible. - 

5 .  f The proof of this po* is ehmentary: if- K &d ---not - suffickne -- - 

then, given the "heroic" assumption," any determinate explanation of Z0 musf. - 

assign an exogenous role to at least one element of S,. This immediately -\ 
denies (3) --uhich denies ~ndividualism--&d denies (5) --which denies GI. ! 

I 



f PI is the denial of I n d i v ~ u a ~ ~ ~ - 8 u c h . J . ! h ~ -  

of course, is to deny (4) without denying,(3) or ( 5 )  

,and, to achieve this, a "second stage" of analysi@kst be opened up 
?- 

whereby the internal inconsistency between Axiom (5) and the "heroic 

assumption" is removed--by abandoning the "heroic assumption." 

5 . 2  As I have also hdicqted earlier, what characterizes "stage two" 

analysis is that the additional factor, 'exogenous knowlege, is seen to be 
Q .. C - 

the strategic variable in completing the explanation (determination) of 

any Z", given that N and I alone are presumed to be insuffdent to per- 

form this task, and that elements of S cannot be assd 
@ 

- 
- 

- 

, The fact that GI structure cannot be structurally completed without the 

introduction of exogenous knooledge is therefore just the opposite side of 

the coin to the fact that PI and any form of Holism can be structurally 

completed uithout reference -to exogenous knowledge at all. PI explanation 
7, 

and Holistic expIanation are indeed the only interesting products of stage 

one analysi% and the theoretical vacuum which must exist between these two 
3 

modes of explanation under the "heroic assumptionf' +, moreover, what makes - 
the "classical cr;itiqueN so powerful and inevitable. The stage t%b, GI 

demand to transfer knovldge from the endogenous (or irrelevant) category 
C 

to the exogenous category is therefore a. straightforward attempt' to define 
. c 

Is 

an explanatory setting where the "classical critique" cannot logically hold. 
- 

r -2 5.3 In exposing the logic of the above argument in simple terms, I am of - -_ /-- 
course not suggesting thatinteractionsbetveen proponents of PI and GI must 

be pareiftil;arfy str~~forcrarif. W e -  both of t=*e vi~ws-deeduniton 

their d e ~ i a i  of t h e e  i - & a e ' r 4 l T m a k e -  
. '\ 

of -cdtempo#ant-garde classicalposition (see the Barro and Lucas 

references' above) is that it is willing to accept the logical impossibility 
r-- , 

of ever constructing a successful GI-structure-. T$is is equivalent to the 



p r o p o s i t i o n - t h a t  stage tvo Car, far that m a t t e r ,  s t a g e  three o r  f& 
ZI, 

+ w l y s i s  cannot i n  p r i n c i p l e  succeed and, accordingly;" t h a t  there '  is no 1 
+ . . 

poss ib l e  way around t h e  " c l a s s i c a l  c r i t i que"  of s t a g e  one. A r e l a t e d ,  and - 
--i 

-equally important,  view is t h a t  t h e  above s i t u a t i o n  is  not  r e a l l y  prob- 

lematic, s i n c e  bowledge mns idesa t ions  cyn be successfu l ly  handled i n  a a ,- - 
s t a g e  one, P I  fash ion  anyway. 

It i s  t h e  last claim above which deserves c a r e f u l  cons idera t ion ,  

s i q c e  t h e  success-of any P I  progranrme t o  (endogenously) expla in  a l l  b- 
ledge phenomena assoc ia ted  with any and a l l  Z" must r e s t  on t h e  p rov i s ion ,  * 3 
of a c r u c i a l  guarantee-land one which has been c o n s i s t e n t l y  emphasized 

1 
i 2 
1 

above. This  is t h a t ,  i n  no conceivable ins tan& ( i n  p a r t i c u l a r ,  short-run 
7 

ins tance)  can knowledge cons t r a in  t h e  achievement of t he  

C l a s s i c a l  Global Rat ional  e n t a i l s  t h e  r e a l i z a t i o n  of maximum j 
B 

I 1 
gains  from t rade .  With the  guarantee t h a t  knowledge is  always "suf f ic ien t"  1 . 

i 
t o  al low CGR t o  operate ,  i t  indeed fol lows t h a t  any Z" can be successfu l ly  I 

explained a s  Z* E YI, where S = S*, and t h e r e  is  no i n t r i n s i c  reason t o  

consider  G I  explanat ions of Zo, when P I  can do the  job already.  Here t h e  
I 

G I  p r o p o s d  t o  consider  exogenoud. knowledge, "true" s o c i a l  d i s t o h i o n s ,  ! 

-.. 
and t he  kike i s  a genuine u$istake; t he re  i s  no reason t o  move t o  a con- 

=?.+ ,--' . . 
s i d e r a t i o n  of s t a g e  two -+anation except i n  t he  name of destroying 

- /  - - >  (already-demonstrated) s tage,one theorems. 

5.4 In t h e  l i g h t  of the above, t he  i n t e r e s t  and t h r u s t  of any GI- 

argument r e s t s  on o.nly one contention: t h a t  P I V t h i n k e r s  cannot l o g i c a l l y  

2rovide t h e  guarantee t h a t  knowledge is a1waj.s  s u f f i c i e n t  f o r  t h e  ex is tence  
- - 

of i;n the  short-run. Accordingly, proponents of P I  cannot r u l e  out  the  

l o g i c a l  p o s s i b i l i t y  of the e i i s t e n c e  of some (short-run) Z' ,which i s  in- 

z r i n s i c a l l y  incapable of 5eing expiained as a PI-equi l ibr ium &ere "true" 

d i s t o r t i o n s  a r e  absent .  Such a " c l a s s i c a l  disequi l ibr ium" g t a t e  must 



therefore be expla&d as a nan-classical equilibrium, and the only 
. 

individualist, non-classical explanatory candidate available is GI. In 

stating this position, it is emphasized that GI thinkers have no objec- 

tions whatsoever to the classical arguments that CGR must pre 

long-run, where agents possess an infinity of time to learn 

%& 
optima are. 

Lx 

The only possible GI strategy to cover the explanatory incomplete- 

ness of PI explanation in the short-run by moving to "stage two" explana- - 

tion is therefore to produce-some specification of exogenously-constraining 

knowledge, which rules out the possibility of CGR and thereby renders 

achievement of_classical equilibrium S* an accident, but which is nonethe- 
d 

less logically consistent .with the possibility that Non-Classical Global 
g -  1 

Rationality (Nm) always prevails. The guarantee that NCGR always pre- 

vails in the short-run (while CGR does not) is then the guarantee that 

any which cannot be explained as PI-equilibria can be explained success- 
# 

A 

fully as a Z* (E II* ), where S = S*, given N, I, and the exogenous c'on- 
GI 

straints of (limited) knowledge. 

The questions which immediately suggest themselves, and which will be .. 
a dominant concern in all the subsequent anaysis are as follows: 

(a) Is it logically possible for knowledge to be sufficient to 
guarantee NCGR without being sufficient to guarantee CGR? 

(b) Is it logically possible to demonstrate that the knowledge 
sufficient for NCGR can be generated in less than the amount 
of time which is required to generate knowledge sufficient 
for C(=R? And 

(c) If the guarantee of short-run knowlede which is logically 
sufficient for NCGR cannot be established, then does this mean 
that the only logically complete explanations of short-run ZO's 

- - 

available must be non-indivfdpalistic in character re. g . , 
Naturalism or some form of Holism)? 



CHAPTER s~VEN 
* 

K N O ~ D G E  AND THE l g ~ ~ ~ ~ ~ * v  CLASSICAL SYSTEM '. 
r t 

It is useful to begin adiscussion of the knwledse considerations . 
f 

~ntroduced above by considering the simplest possible "stage one" treat- 

ment; namely, that of PI under an Arrow-Debreu specification. TWs,it is 

assumed explicitly that individual decisions are not cons'trained by a 

transactions technology, or by an adjustment technology, or by an informa- 

tion gathering cum search technology; in short,the costs of transacting 

(adjusting, procuring information) are uniformly zero. The initial question 
- 

h: What knowledge must individual agents possess in order to guarantee 

the realization of a PI-II* and S*? It will be seen directly that whatever 

knowledge is "sufficient" t,o guarantee a PI-ll* and S*'must constitute 

exactly the knowledge which is sufficient to guarantee the realization of 

decision making in accord with Classical Global Rationality (CGR). 
1 

1. The Knowledge Requirements of PI-Coordination , 
I 

Rekalling that PI is the theory of aggregate coordination that 

posits that N and I constitute a just sufficient set of exogenous vari- 

ables by which to explain observed coordination, let me begin the discus- 
* 

sion by making some basic observ.ations about the PI problem of "sufficient" 

knowledge as seen through the eyes of any one individual. * 

Thus, for any individual, say j, il: may be assum&that there are 

two decision parameters which j regards as immediately relevant.to his 

economic position-his "personal givens," d and 4. Evidently, j's know- 
ledge of his own personal givens is sufficient for j to calculate d set of 

potential "maximiz.ing" decision acts but it is not sufficient to guarantee 

that any of these potential acts actually can coordinate with those of the 

(n-1) individuals in the environment. For j to'establish the appropriate 



133 

guarantee-of PI-coordination--which is therefore a guarantee of the 
Y - 

Y 

"realizability" of opt least one of) j 's potential "maximizing" acts-- 

further knowledge is necessary; he requires some faithful summary of 

everyone else's "personal givens," from which he can determine those 

maximizing acts of his own that are in fact cqpatible with the realiza- 
\ 

tion of a PI aggregate coordinated state. Thus, the immediate (and - 
unavoidable) conclusion is that j must gain access to that knowledge 

which faithfully reflects'(the values of) element of N and I. 
/ 

, Such conditions on the extent of j's knowledge are indeed stringent 

but what is also apparent is thaE the above requirement only constitutes 

a necessary condition for the realization of.j's desired action. Since the 

realization of j's maximum is conditional on the realization of the maxima 

of all others--vhich presumes -that they also have access to knowledge which 

faithfully reflects I2 very element of N and I--it follows that the sufficient 

condition guaranteeing the coordination of j's maximizing decisions with 

thpse of everyone else can be only that all n individuals have access to 
. . 

\ 

all €he information in N and I, and act (rationally) on this knowledge. 

Thus, all individuals must be able to act upon the same determination of 

a PI-ll* from the given N and I that j does. 

The above analysis *erefore leads to a rather stark conclusion right 
\ 

J from the outset: that the 'informational sufficiency" of PI necessarily 

' requires that,% individuals poss&s knowledge which faithfully reflects 

(the value of) every element in the vectors, N and I. This is the condition 

which guarantees that a PI-II* can be realized, and any observed state which 

might be explained as a PI coordinated state from less' information than 

this can be construed as only an accidental occurrense. 

1.1 "Perfect" Knowledge and "Sufficient" Knowledge 

It is apparent that the PI informational requirement specified above 



can be seen to mean one of two things: . . f - 

(a) that all individuals have perfect and complete knowledge of (the 
values of) all elements of N and I; or 

(b) that all individuals have perfect and complete knowledge pnly 
of their OM personal givens, NJ and I., plus a "rule" or 
"signal" derived from, and which faith$ully reflects, the 
values of all elements of N and I. 

The evident importance of case (b) is that it.does not assume that agents 

have access to the values of the "personal givens" of each and every indi- 

vidual, whereas (a) does. However, since (b) posits b a t  individuals have 
I i 

I i 
1 

access to a faithful aggregate summary of the complete get of elements of 
f 

these vectors, it is still consistent with the universal achievement of 1 
"sufficient" information to reconcile the (known) personal givens with one / i 
another and, thus, to realize PI coordination. -% 

I 

Both (a) and (b) satisfy the condition which will be denoted "Univer- 
L 

sal Sufficient Knowledge (for PI coordination)," hencef.orth USSI. The case, 

! (a), of course defines the condition of "Universal Perfect Knowledge" 
9 i i 

lates enough knowledge for any individual to actually calculate the aggre- 
i 

gate coordinating signal posited in (b) , whereas knowledge of this 

coordinating signal by itself does not' permit the inference of (the 
1 

values of) all elements of N and I. In this regard, (a) may be denoted 

as a case of maximally-sufficient knowledge and (b), a case of minimally- I 

sufficient knowledge. 

It should be stressed that, in what follows, the case of minimally- 
F 

sufficient knowlecfge will #be p the most important. This largely 
1 

stems from the attention p a h i  to Hayek's (1948) ingenious insight that 

perfect knowledge was not required to guarantee PI-coordination: if all 

agents knew their o d 1  givens, plus &he aggregate signal, S* 

(traditionally construed as a set of classical competitive general 



equilibrium relative prices), then they could reach PI coordination with- 

out direct access to the values of N and I, even though S* was'derived 

from N and I. 1n this light, it will prove convenient hereafter to indicate 

the StrC!% US$I only by mGI and reserve US%= (without qualifi- 
D 

cation) for the general ~pression of the minimally-sufficient case. 

1.2 h e  "Conjectural" Recapstruction of the Knowledge Requirements for 

PI Coordination: The Theory of Expectations 

In order .to illuminate the properties of PI-equilibria which follow 

directly from the fulfillment of the above kne~ledge~requirements, it is 

now convenient to assume w c e n a r i o  as the one from which the dis- 
I .  

cussion began, but to in a slightly different way. Thus, 

4 w 
assume each indivfdual has i & @ & l e n t  knowledge only of his own personal 

givens, d and 4, and attempts Lo. determine a maximizing actioh. before, 

individual j's attempt to act on the3e parameters alone will leave him with 
2 -  - 

an unlimited set of potential maximizing acts, none of which, however, are 

paranteed to- be consistent with the realization of a PI-II* and S*. 

The interpretation of this setting now proposed is that each indi- 

- vidual's decision problem is structurally without some 
P 

11 mrljecture" concerning the potential This view- 
.# 

- point then opens up the role for 

--as the-additional variable in each individual decision problem which, P 
when combined with 4 and Ij, can successfully imit potential behaviour to 5 
expected realizable behaviour; and therefore remove the posited under- 

determination. It should be stressed that the need for "expectationslLin 

this formulation must coexist with the need for additional individual 
- - 

knowledge beyond d and 1j (discussed above), so that it is not surprising 

that the condition of US%I is the condition which guarantees the expecta- 

tions of all individuals can be realized. .This is the ultimate point of the . 



analysis which is to follow. 

1.2.1 j's Theory of the Global Reducibility Position 

Given the above perspective, it is appropriate to interpret the 

structure of individual j's problem explicitly as one where j is con- 

strained Yo hold some theory about the aggregate coordinated state under. 

. which he can just rkalize his best-possible ufility position. By the nature 
of the problem, this is then a theory of the PI aggregate coordinated state 

in which a Globally- educible S* prevai- s. More explicitly, this theory 

J 

r 
(henceforth, denoted T.) is a theory about the true properties and circum- 

stances of others, from fjhich can be deduced an "expectatio6" of the true 

properties of nature and individuals in aggregate. Denote these expecta- 

tions, respectively,- as E. (N) and Em (I), where, by assumption, one element 
J J 

of each of. these conjectured aggregate vectors--j 's personal givens, d and 
I --is assumed to be known f.rom the outset (i.e., j can verify that specific 
j 

part of his posited theory which concerns his own properties and circum- 

stances): 

Now, it follows directly that E.(N) and E.(I) are suff 
J 3 

icient data 

for j to calculate'E.(S*)--the expectation of the set of social constraints 
J 

that j would just like to endorse in order to realize his best-possible 

maximum-utility position. Individual j's E.(S*) thus embodies j ' ~  conjec- 
J 

ture on the possi%le PI-ll* wkich could prevail in the environment in ques- 

tion, given that his expectations of N and I were in fact "true." d , Ij , plus 

E. (S*.) then can determine j ' s set of OM actions, Zj , which he perceives 
J 

to be compatible with this (conjectured) PI-ll*. 

It is apparent that the analysis for j holds for all n individuals' 
n 

in the setting. Individual b, for instance, must hold a similar theory, 

Tb 3 from which he can deduce % (N) and Eb (I). In turn b's expectation of 

. the set of social constraints that he would just like to endorse in order 
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to realize PI-lT* interaction, %(s*), can be &-Wed from %(N) and %TI). 

1.2.2 j's Theory of the Actmil Coordinated State ' 

. Just because j would liks to realize his "targetf1 PI-II* does not 
d 

mean however that he actually expects it to transpire. An aggregate state 

in which S is not derivable from N and I might actually transpire, so 

that "j's theory of the actual coordinated state which will come to 

fruition" (henceforth, denoted T') will only be identical to his theory 
j s 

of the PI Global Reducibility position (T.) if he anticipates that maxi- 
J 

mization (relative to N and I) will actually take place. In general, T I 

j 

expands T by iacurporating- an fndependent conjecture on the properties j 

of the set, S, which will actually be realized in a coordinated state. 

/ T. therefore implies the additional expectation, E (s), which is 
J j 

(conditionally) conjoined with the E. (N) and E (I) of the original 
J j 

T . Of course, in the'case where j actually anticipates the realization 
j - 

I 
of a PI-ll* and S*, there is no difference between T. and Tj. ej (S) = +_ 

J 

E.(S*) is derived completely from E (N) and E.(I) and therefore has no 
3 1 J 

I 

structural autonomy. On the other hand, in the case where j does not anti- 

cipate the achievement of a PI-II*--he anticipates PI "in disequilibrium"-- 

E . ( S )  becomes the strategic autonomous datum by which j ca calculate the 
J 1 
non-maximizin~ coordination that he anticipates to prevail. 

1.2.3 The Expectational Requirements of PI Coordination 

aIt follows directly that the conditions under which a PI-n* can be 

realized are that everyone,expects the same PI-I[* to be realized (given 

/ 
the same T where T = T~), everyone anticipates that each other ex- 

j ' j 

pects the PI-fl* in question to be realized and, finally, that the mutually- 

qtieipated PI-II* is in fact logically consistent with the given values 

a 



expectations'' can be writ ten: 

{E,(E), E2(E), - a * ,  Ej(W, ..., En(E)}. 

The claim that the second-order expectations of all individuals are idea- . 

. . 
tical therefore becomes the claim that: B 

for N and I. 

More precisely, the first co@ition--that all individuals' expecta- 

tions of the PI coordinated state are identical--may be conveniently sum- 

marized by ;he expression: 1 

El (S*) = E2(S*) = . . . - q(s*) = . . . En(S*) (1) 

The next condition is that the "second-order" expectations of all 

individuals are identical. In particular, define: 

Then, it follows that the vector of $11 individuals "expectations of 

The final condition is that the S*-environment that all individuals 

expect, .and expect others to expect, is which is consistent with the 

11 true" givens of a PI general equilibrium problem under consideration. 

This condition -entails the realization of the identical expectations in 

(1) and (2) above; i.e., 
. - - 

E. (S*) .= S*, for-.all j. ' 

J 

It is worthwhile noting that the fulfillment of conditions (1) and " 

(2)--which implies the "c~ordination'~ of expectations--does not imply the 

fulfillment of (3):-the "realization" of expectations. (1) and (2) specify 
- - -  

the conditions under which individuals can rationally endorse ali elements 
a 

of the set S with unanimity; it is therefore a potential situation of 
. 

aggregate coordination. Individual action based on this unanimity can only 

be guaranteed to be realizable, however, if the uniformly-anticipated 



institutions are ones which are compatiBle witpihe "true" givens of the 
-- - 

general equilibrium problem (e.g., everyone could expect Utopia, and ex- 

L - pect everyone else to anticipate likewise, but a Utopia need not be 

physically realizable). This is why (3) is such a crucial condition. 

Finally, i be remarked that, assuming that condition (3) holds, it 

is primarily the evement of condition,(2) which allows any PI equi- 

libria to be interpreted as "self-fulfilling." 

1.2.4 The Knowledge Requirements for the Fulfillment of the PI 

Expectational Conditions a 

Given the above, the next-question to consider is just what theoreti- 
'r; 

al 
-0 

cal knowledge agents must possess in order to guarantee the fulfillment of 
- 

/ 

/ ( I F ,  (2); land (3) above. -The integrating answer is: They must possess 
/ 

/ 

To see why this is so, consider first the "strong" case of "suffi- 

cient" knowled&--UP$I. By definition, under this knowledge assump tion, 

it must follow that E . ( N )  = N and E.(I) = I (for all j), which immediately 
J 

implies the fulfillment of conditio 
rL 

$ (1) above, since ail individuals must 

arrive at a common E.(S*). Furthermore, since under UPK all individuals 
J PI ' 

can know that all other individuals are also endowed with perfect know- 

ledge of N and I (note that this point has been kept implicit in mi 

earlier exposition of UPKpI), this is sufficient for each individual ta 

know that everyone anticipates the common Globally-Reducible S*. This 

implies the fulfillment of condition ( 2 ) ,  where all individuals write up 

their own choice problems'under the assumption that T = T' ~~ferrin#- 
f f' 

an individual's specification of his choice problem under the assumption 
- 

/ that T = T. as a "PI specification," it is apparent that the universal 
i J 

endorsement of a "PI 

tion that everyone 

specification" by individuals follows from the condi- 

knows that no one expects PI disequilibria. Finally, 



since E. (N) = N and E. (I) = I (for all j) , it -St also follow that 
J J . - 

E, (S*) = S*, which satisfies condition (3). 
3 e 

Thus, under the conditio &) that the E (S*)'s of all individuals 
j 

are identical; (2) that all individuals use a "PI specification" of their 

individual choice problems (which guarantees the identicality of "second- 
c 

order" expectations) and (3)  that the uniform E.(S*)'s are actually con- 
3 

sistent with the true values for N and I (which follows from E.(N) = N -- ,J 

and E.(I) = I), tfie realization of PI-TI* interaction can be guaranteed. 
3 1 

As has been emphasized above, there is no reason to ma n explicit "qp 
commitment to UPKI, rather than to a (minimally-sufficient) concept of 

USKpI in this exposition. USKpI is still sufficient individual knowledge 

to guarantee thecctruth of a theory of S*, even if it is not sufficient to 

guarantee the truth of a theory of N and I as such. Thus, a USKpI formula- 

tion produces exactly the same E.(S*) = S* result so long as USKpI includes 
3 

the assumption that each individual knows that all others anticipate the 

same Globally-Reducible S*. (Note that since a strategic component of a 

~1oball~-Reducible S* is the set of coordinating PI "prices," this claim 

is, in general, equivalent to the proposition that each individual knows 

that everyone anticipates the same PI equilibrium prices, which in turn is 

equivalent to the assumption that everyone uses a PI-specification of 

their individual choice problems in calculating anticipated prices.) 

1.2.5 The Knowledge Sufficiency of the Arrow-Debreu Assumptions 

+ The principal implication of the above analysis is that any observed 

aggregate state ( p )  can be explained as a Z* c IIFI if and only if condi- 

tions ( I ) ,  (2) , and (3) above can be guaranteed to be fulfilled--and this, 
--- - 

in turn, 'requires the guarantee that US$I is achieved. Evidently, the 

Arrow-Debreu assumption that knowledge can be costlessly (and, presumably, 

instantaneously) procured by all agents represents the most extreme way of 



guaranteeing US%I, sirice it also g u a l a a w  DvP%I, Lf this k s s ~ t i ~ u e r e - L  
/ *. 

demonstrably true, and defined in such a way that'Pt covered all points in 

' v  

time, then it would follow directly that any and all Z" must be explainable 

as PI-equilibria, and there would be no reason to consider the possibility 

of observing non-classical states. As will be discussed in much more detail 
* 

later, however, the problem with any of the traditional assumptions of 

"costless knowledge" is that they ar.ebnly invoked as -an arbitrary means 
' , 

of closing a PI-structure, so that other potentially non-arbitrary ways of 

closing a PI-structure--when knowledge is "costly"--ult-?ely must be 

considered. d 

i 

2. The General Structural Properties of PI-Equilibria 

t 
The above analysts reveals a number of important general properties 

of PI-equilibria which follow specifically f r m  the knowledge requir&nents - t 

of this theory, and these must be consolidated before proceeding. 

2.1 Unanimity, Rationality, and Realized Expectations , 
While it is well established that an essential feature of PL explana- 

tion is tY it ties the existence of states of aggregate coordination to 

the exidtence of states of aggregate unanimity (e.g., o n  "quantities" 

traded and the "prices" traded at), the above analysis makes it perfectly 

clear that the'unanimity on S* and Z* (E qI) follows from the universax 
endorsement of E. (S*) , given'T ~hus, "expectational unaniniity" is a 

J j $ 

necessary condition for unanimity "in action"; the sufficient condition 

for the latter is that expectational unanimity follows from USKpI, which 

- - - - - - -pvP - 

ensures E. CS") =-9, for all j. 3 

Moreover, S* and Z* (E HhI)--e.g., competittve equflfbrinm 'WcesLL- 

and "quantities'"--can be explained as a rational choice of all "maximizing" 
- 

1 individuals, given N and I, which satisfies the requirements 

vidualist concqption of institutions." Since the realization - - 

of the "indi- 



("rathnal") S* is a logical consequence of the universal endorsement of 

E (Sf) and the guarantee of the truth of everyonel's T. (= T!), it also fol-, 
j J J 

lows that expectatio6must be non-accidentally in accord with ~lassical~ 
- 

Global Rationality as a precondition to the realization of ("rational") S*. 
II 

This proposition just states chat, it a classical equilibrium set of prices 

and quantities transpires, then expectatisns must have been "rational," 

The abve points then can be seen to illuminate a further dimension 

of the "individualist conception of institutions": that a fundamental 

f 
6. 

reason why S can be granted no autonomy"under Individualism is because 
\ 

the rational endorsement of S by i d;viduals (which entails th; sustain- 3 
1 - 

ability of S) can '6 seen oniy as f callowing from the T and E. (s) that 1 - 
. fi 

J 

individuals hold. By this view, therefore, {social institutions are no 
e 

more than an aggregate hifestation of individual exp&ctations, as based 2 
on the theories of coordination that agents hold. - 

In turn, the sustainability or stability of S* in particular follows 

from the fact that the realization of S* 6onstitutes the successful 

achievement of a position of maximum'gains from trade (given N and I). 
-. 

This simply states that everyone's predicted maximizing position, given 
I 

USKpI, is the one which is just implied by the (true) given values of N 

and I; hence, *o one will (knowingly) attempt to upset this equuibrium 

'%fir in the pursuit of further gain, once the equilibri is established. An 

alternative statement of this last idea is that no individual can be in 

the position to rationally "reform" any social institution at the same 

time as he forms part of the unanimous consensus which rationally endorses 

s*. 
4 

The above insights then can be seen to bring into focus three fur- 

ther features of PI-equilibria which must serve as a benchmark for the 

analysis of any and all non-classical theories of coordination, and which " 



2.2 The "Expectational Indeperidenck" - of PI Equilibria 
f 

The f-irst of these features may be stated in terms of the follobdng 

proposition: If knowledge is sufficient for the achievement of (non- 

îr 
- accidental) PI-co~rdination (i. e. , USKpf ~revails) , then the determination 

of any particular S* and Z* (E qZ) is independent of expectational con- 
siderations, This pt-oposition just states that hy particular PI-equi- 

librium can be calculated from the values of N and I alone without refer- 

ence to E. (S*) or, for that matter, to E (N) .and E. (I). This result follows 
3 j 3 

from the conditions that, at a PI-equilibrium: - (i) S* is fully derived 
- 

from N and I; and (if) 'E. (S*) = S* for all j; hence, neither's* nor 
3 * 

E.(S*) can possess any autonomous determining power. An equilibrium which 
7 

possesses these characteristics may be referred to,- an "expectationally - 

independent" equilbrium. 

2.3> The Endogeneity of Knodedge 
/ .  

The corollary to the above proposition isone which I have stressed 
v 

consistently in previoqchapt er s : If knowledge is%uf f i c i e n ~  for a PI- 

equilibrium, then knovledge can never be an exogenous variable in the 

explanation of transpired (PI) coordination. This result follows from the 
/ 

observation that it is only if knowledge can autonomously constrain the 

achievement of E (Sf) = S* that knowledge can be an exogeyus determinant 
j 

of aggregate coordination. Thus, if Ej(S*) $ S* (derived from N and I 

above), then the state of,(constrainingj knowledge must be used to ex- 

The essential polnt therefore is that considerations of knowledge- . 

can enter the problem o n l y  through the E.(S) term..If knowledge is corn- - 7 

patible with the achievement of E.(s*) = S*, then knowledge cannot be J 



exogenous, since S* is completely determined by N and I, a d -  EL (+)-must 
P j 

fit S*. 'If E. (S*) # S*, then knowledge can be assigned autonomous explana- 
J 

tory powei and, correspondingly, the type of non-claisical equilibrium 

: which can be explained under these conditions must be "expectationally 

I dep&dent ." In short, the exogeneity of knowledge must be the denial of 
the "gxpectational independence" of PI-equilibria. 

2.3 The Denial of Informational Asymmetries in PI Equilibrium 

a; e The final propos~tion to emphasize is as follows: The determination 

of any (stable) PI-equilibrium is independent of the initial distribution 

of knowledge between individuals. All this proposition states is that, in 

the neighbourhood of any non-accidental PI-equilibrium, all "informational 

asymmetries'' which may have existed prior to the achievement of this equi- 

librium must bQ removed. In shqrt, all individuals must possess the same 

"sufficient" knowledge for PL-coordination, which is exactly what USKpI 
6 

guarantees. The additional point that informational asymmetries could not 
1 

1 
I 

in any case be explanatory under PI structure simply follows from the 4 I 
I 

above recognition that knowledge considerations per se cannot be regarded 4 
! 

as exogenous determinants of PI-coordination. d 
3 

2.4 A Cue to the Non-Classical Treatments of Knowledge 1 1 
As I have remarked earlier, the above propositions serve as a bench- d 

1 
4 

mark for the analysis of all non-classical explanatory options. Thus, . [ 
F 

barring accident, informational aswetries can be preserved, and given 
0 

* .  

an explanatory role, only in accounts of non-classical coordination. By 
I 
4 

- -- - - 4  
the same token, explanations in which know1edge is exogenous (barring 

plained are "expectationally dependent." -?f the demonstrated purpose of 
f 

any PI-programme is to establish which particular knowledge environments 4 
are logically sufficient to guarantee the realization of PI-equilibria 



(e.g., US%I), then it is apparenr that all the basic issues sfL*--- 
4 

classical explanationconccrnwhich particular knowledge environments 

are logically sufticient to guarantee non-classical coordination in I 

, - 
* 

accord with S*, while, at the same time, are logically insufficient to 

rationalize coordination in accord with S*. 

- - 
lnethis regard, it becomes essential to recognize that defenders of 

the "holistic conception of social institutions" (e.g., defenders of SH) 

trivialize this knowledge problem. Since Holists are prepared to take c' 

elements of S as "givens," they simply do not have to worry about taking 

the explanation back to expectational cum informational concerns at all. 

Here, E . ( S )  can be seen to follow from the exogenous determination of S, 
3 

rather than" the other' way round. (The fact that defenders of PI do not 

have to worry about expectations and knowledge either in explaining S* 

2-since everything folloh from N and I--once again only illustrates why 

PI and SH are the easiest "first stage" explanatory strategies to consider.) 

The only substantive "second stage" position is therefore that of 

GI. Since a proponent of GI--like any other defender of Individualism--is 
A 

not prepared to take S for granted in his expfanation, he must explain S* 

by reference to at least the E.(S*)'s which agents hold. In general, how- 
3 

A . . 
ever, he is not prepared to even take k.(S*) as a "given11 since, like the 

'u 
proponent of PI, he wishes to see individuaJ.&xpectations as an endogenous 

consequence of more "ultimate" factors. This is why the proponent of GI is 

prepared to accept the notion of "expectation lly dependent" equilibria 4 % ,  
witkeut granting that expectatio~ts-, as such, are-exogckus. ~t&~s- 

methodologica_l situation which i r ~  tu-xplains w h ~ _ a n l y Y u l d i m a t e  --? 

exogenous variables (besides N and I) which the proponent of8GI can 

acceptably consider are the autonomous consttraints of knowledge and the 

"logic: of cheory choice" which agents confront, given such informational 
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constraints. E.(S*), S*, and the non-classical Z*(& TI) which goes with 
3 - - 

them, must therefore all be seen as endogenous products of a process of 

coordination involving only N, I, and the ultimate considerations of con- 

straining knowledge. 

3 .  Alternative Knowledge Environments and the Achievement of 

PI-Equilibria 

In the above analysis, I have stressed the crucial importance ot 

USpI in any successful explanation of any PI-equilibrium. To conclude 

this chapter, it is useful to reinforce all the earlier analysis by demon- 

strating that no weaker assumption 'than .USKpI can be iogically compatible 

with the achievement of non-accidental PI coordination. Two alternaEfve 

assumptions concerninghowledge environments are sufficient for this 

purpose: "Universal Insufficient Knowledge" (UIKpI) and "Non-Universal 

Sufficient Kdowledge" (NUSKpI). It goes without saying that the sustain- ------ 
ability of these two alternative knowledge environments must be grounded 

on assumptions other than.knowledge is flcostlesslf--but this is not my im- 

mediate concern. tiy only point is that these alternative environments are 

not consiqtent with PI explanation. 
a 

3.1 Universal Insufficient Knowledge (UIKpT) 

UIKpI is an assumption at the opposite extreme from USKpI, and can 

be defined simply as follows: 

USKpI does not prevail (i.e., no one can know the "trueff S*). 

I think that it is worthwhile to record that Hayek (1945, 1948) felt 

that this type of enviro~lment--where individuals can never-independently 
\ 

know society or nature as a whole--is probably the only interesting 
-- 

-~r;textinwhi~h to discuss questions of aggregate coordination. In 

?articular, such a view-point allowed the explanation of the facts 



that "... manyof the institutions on which human achievement rests nave 
I arisen and are functioning wLthout a designing and directing mind" and 

that It... the spontaneous collaboration of free men often creates things 
- 

which are greater than their individual minds can ever fully comprehend 

to ~ v e r s d  (foresee) aggregate coordinated 

..." (1948, pp. 6-7). Moreover, it was precisely the inability for anyone 
* .  

outcomes which was seen to be a. 

fundamental to guarding the freedom of all 

The evident problem, of any UII$I 

does not permit individuals to have enough 

of T . If any agent manages to hld a true 
j 

individual action. d 

setting is that it 

knowledge to justify the truth 

theory of S* under these cir- 

cumstances, then it will be a matter of accident--he cannot show the theory 

to be true. 

In this light, it requires little analysis to recognize that the 

principal characteristic of such a setting is that each individual can 

possibly hold any one of an infinity of potentially false T Is, where 
j 

there is logically no guarantee that all agents will manage to land on 

the same (false) theory (let alone the same true one). If different indi- 

viduals hold different Tj's then it follows that, except by accident, the 

.E.(S)'s of individuals will not coincide. in turn, it becomes logically 
3 

impossible to satisfy the condition that E.(s*) = S* (for all j) or, for 
3 

that matter, any one of the three expectational conditions required for PI 

coordination mentioned above. 

The above line of argument doubtlessly creates severe problems for 

the theorist interested in explaining observed coordination as PI coordina- 

tion, and it Zs no wonzer that fiis UIKPI case often has been regarded as 

"the end of the line" as far as serious theorizing goes and, in particular, 

as the "gateway to indeterminate and arbitrary theory." In this light, the 

obvious attractiveness pif the assumption of US$I is that it can at least 
/ 



make the explanation of any agent's choice ot theory non'arbitrary and-, if 

there can'be at most one true Tj, then at least agents can be coordinated 

as to their theory choice, from which expectational coordination can follow. 

The basic structural problem involved in any explanation of behaviour 
# 

under UISI accordingly lies in the sheer difficulty of even illuminating 

-- why any agent chooses.the (initial) theory that he does--and this is the 

first step in explaining why he holds the (initial) expectations that he 

does. In particular, the specified setting provides insufficient equipment 

to explain an mdividual's choice of initial theory as a non-arbitrary 

choice between alternative T.'s as to their (relative) truth value. While 
4 3 

,it is possible to stress the accidental cases--that agents might all land 

on the true theory, that they might all come up with true and identical 

expectations even though they started from false assumptions (Friedman's 

(1953) "F-Tw$stl'; see also Boland (1980))--it is apparent that these cases 

are hardly strong enough to be compelling. It is, by definition,not 

possible to explain why these accidental cases would emerge, and this can 

be only interpreted as tantamount to the admission that, in general, PI- 

coordination cannot be explained as a logical consequence of UIElp1. Under 

such insufficiencies of knowledge, PI-structure therefore possesses an 

explanatory gap ;ight at its very foundations. 

4 
3.2 "Non-Universal Sufficient  nowl ledge" (NUSKEI) 

@ 
Consider now a case which lies between USKpI and UIKpl--one where 

some (but not all) individuals are posited to have sufficient knowledge to 

achieve a PI-equilibrium, and the rema~nder do not. The questfom-5s-- .Is, 

it possible to guarantee the achievement of PI-equilibria out of NU+I+ 

even if it is not possibie to rationalize such equilibria out of UIKpI, 

e&ept by accident? 

To consider this question in the starkest possible terms, assume 
\ 
i 
i 



the extreme f arm of NUS%I, i . e. ,  on-Universal Perfect Knowledge" 
(wKpI> 

At least/one, but not all, individuals can gain access to complete 
and perfect knowledge of N and I; individuals not so endowed have 
access only to imperfect knowledge which is also not sufficient for 
the calculation of a PI coordinated state. 

Under this assumption, a direct calculation of a PI equilibrium is still 

seen to be possible but not all individuals have enough knowledge to under- 

take the exercise. An alternative name for this case is "Asymmetrical Per- 

f ect Knowredge . " 
Evidently, the most interesting feature of this case is that, in 

order -to underwrite the achievement of PI-equilibr~a, some mechanism must 

be posited by which individuals with sufficient knowledge to calculate the 

appropriatePI equilibrium values transfer this information to those who 

cannot do so. More formally,- those who have perfect and complete knowledge 

of E and I must be able to "signal" this information to individuals 

saddled with knowledge insufficiencies, such that the conjunction of the 

. existing (insufficient) information possessed by the latter with the ' 

(additional) signal will produce "sufficient" knowledge for everyone to 

achieve a PI-ll*. This condition is of course no more than a statement of 

-- the theorem that no informational asymmetries can be sustained in the 

neighbourhood of a PI-ll*. 

- In this regard, the most robust (but perhaps most cumbersome) sig- 

nalling mechanism involves the transfer of information about all d 's and 

I 's not directly accessible to these individuals. A less cumbersome mechan- 
j 

ism simply involves the transfer of the appropriate S*, derived from all 

e-ts of M & •’. A s  has been remarked t l l e r ,  €hS rorm~r meclianisii 

ex post leads to maximally-sufficient knowledge for all individuals whereas - 
the latter entails minimally-sufficient knowledge. 

1 



So much is straightforward. However, it is the basic info ational i 
- -  - - 

asymmety posited in this environment which creates the inherent th<tiT 

cal p~~oblems, problems which have been well known at least since Plato's 

"Parable of the Cave. " Since the individuals with insufficient k*Lwledge 

have ,no way -- ex ante of c(rdCking the calculation of 5* and Z* (E IIbI) by 

those who fully know N and I, what is to prevent the latter from using 

their monopoly power over knowledge to exploit those with limited knowledge? . 

More fundamentally, what incentive do those who have perfect knowledge have 
d 

to provide the "right" PI signals f ~ r  those saddled with limited'knowledge, 

or even to invest in any signalling apparatus? 

Some may think that these are not fundamental difficulties. Thus, it 

might be argued that any attempt by those with sufficient (superior) know- 

ledge to art on this knowledge could never be concealed since it would 

always be reflected in S* (e.g., PI equilibrium prices). However, this 

argument already assumes the existence of a signalling apparatus which 

registers . the ("correctl')'PI-equilibrium signals, rather than, say, some 

other type of "monopoly equilibrium" signal. Moreover, it does not provide 

a rationale For why the signalling mechanism exists and, more specifically, 

why those with superior knowledge would ever consent to the exiskence of 

such a mechanism. As will be shown later, it is exactly this problem which 

plagues most treatments of the so-called "efficien~ markets" hypothesis. 

Another argument might be that. those with insufficient knowledge 

could always offer a bribe to those with perfect knowledge to make them 

reveal the just-suificdt (optimal) signals to get everyone to il*. How- 
- 

ever, by the nature of the case, it would be impossible informationally 
- - - - - - - - for the uninformed to calculate the optimai (PI) ;due fol; this bribe / 

without the assumption of After all, the appropriat'e bribe its 
9 %.- 

id-. 

must be a "signal" derived from N and I which "coordinate; th'e transfer of - '+ 



knowledge from the perfectly informed to the poorly informed. To assume 
- 

the existence of such a signal and then to posit that individual action 

produces a "coordinated" and "non-distorting" transfer of knowledge based 

on this bribe already assumes the transfer of knowledge sufficient to 

achieve USKpI. 

The upshot of the above discussion is therefore thac, short of 

transforming m K p I  into some version of US SI, there is no guarantee of 
the achievement of a PI-equilibrium from NUPI(pI as such. In short, rational 

(self-interested) use of the superior knowledge on the part of the informed 

will be for the purpose of exploiting the uninformed--by preserving, rather 

than removing, the existing informational asymmetry. Such a situation must 
,' 

be logically incompatible with the achievement of an aggregate coordinated 

state which reflects the best interest of all. 
A 

Once again, thre is the "accidentalw-case to consider, where those 

with the superior.information self-consciously refrain from exploiting 

their monopoly position in their own best interests--the case of the , 
, 

"benevolent elite." The reason why this case must be an accidental one is . 
obvious: there is simply no rationale specified in this explanation of -. 
coordination for why those with the informational advantage should act 

More specifically, th'e only way to guaranteq the benevolence of any 
I. 

knowledge elite in this setting is to explain it as a consequence=of an 

incentive system which constrains the elite to act benevolently. But on 

what foundation would such an incentive system be rationalized? I 
- --- 

vision of the appropriate incentive system is regarded as part of 
- - - - - -  

I 
L - 

problem of aggregate coordination under consideration, then its existence 
\ 

(and enforcement) must aiready assume the achievement of PI coordination 
1 '  

based on US%=. Alternatively, if 'the existence of such an incentive? 



system is rationalized by an "outside institution," then it is difficult 

to see k c ~  the intefrr& consistency of- can be-sa;IVagei-since PI- 

expla&?"ion cannot permit the invocation of "outside institutions. " In 
,' 

short, the only logically consistent way to guarantee the benevolence of 

tile knowledge elite is to remove the elite's informational advantage 

altogether, by positing the achievement of USpI. 

3.3 The conclusion therefore is that +ither NUPKpI ndr UISI defines a 

knowledge environment which is sufficient to rationalize the achievement . 

of PI results on other than an accidental basis; only USRpI can do this. 

In noting this failure of both UIKpI and NITPSI in the context at hand, ir: 

is of course nag to-be,thought that these two eases are very similar. m e -  - 

problem with the UIKpZ case is that no one possesses knowledge sufficient - 
to identify the (PI) S* position or, in other words, that no one possesses 

the knowledge sufficient to establish which of the infinity of possible - 
T 's is the "true" one. Accordingly, the achievement of E (S*) = S* can ' 

j j 

only be sheer accident. 
- - -  

On the other hand, the essential characteristic of the m~~~ case 

is that it is not in ehe best interests of the 'knowledge elite to reaaize 

Ej ( S * )  = S* even though it is possible for the elite to calculate S* with 

'd certainty. The problem here is therefore not n absence of knowledge "in 

the system" altogecher~. 

Since the elite can guarantee that their own T 's are true, they -- j 
could, given benevolence, transfer to the uninformed just the knowledge 

required for everyone to establish the truth of their theory of S*. Here, 
- - - --- -- 

Ej (S*) = S* could be immediately established and USKpI would prevail. 
- -- -- -- 

~ ~ ~ e v e r ,  under the "general" =as= of non-benevolence, the elite's maximiz- 
A 

ing objective is to achieve the S* which is in their own best interest and 

to transfer.just the ''distorting" information to others which realizes 
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E (s*) = S*. It is therefore not the insufficiency of knowledge per se, b u ~  
j 

i -- - - 

the lack of incentive to transfersufficient information to everyone, which 
! 
I explains why PI coordination can be only an accidental consequence of a 

(sustained) NUPl$,l. The fact that TI (or NUSKpI) does not logically fit 

well with PI results, however, does mean that it can potentially fit very 

weil with GI outcomes, and I will examine this point more closely later. 

At this stage, I now move from the3glysis of the role of knowledge 
C 

/'- 

in a "simple" classical system to a consideration of its' role, along with 
B 4 

transactions costs and adjustment cosrs, in an extended ("avant-garde") ' 

h 

classical framework. 
1 

- - - - - - 



€HAPTER EIGHT 

TWSACTIOKS COSTS, ADJUSTMENT COSTS, AND 
INFORMATION COSTS IN THE "FXZNEED?' CLASSICAL SYSTEM 

1. The Basic Motivation for an "Extended" Classical System 
2 

As I have implied above,. all a-~ant-gsrde expressions of a 

"classical" (PI) viewpoint represent a response to traditional non- . 

classical criticism to the effect rhat "simple" Arrow-Debreu (henceforth, 

A-D) formuiations could iever offer "realistic" explanations of observed 

phenomena. Since non-classical critics were willing to identify classical , 

explanation only with A-D explanation and, thus, to erpetuate the view RB 1 

ihai ali nou A-D explanations must be non-classical in form, che debating 

position of the avant-garde classical theorist is clear:' he is willing to o 
) 

accept that A-D explanation is inaaequate, but refuses to accept thar the .. 
failure of +-D theury entails the failure of classical explanation as such. ' 

His objective is therefore to produce a general non-Arrow-ijebreu classical 

structure, which maintains all the "maximizing" p;operties of A-D _without 

producing A-li conclusions. In short, the avant-garde classical theorist 

wishes to produce a theory of the successful maximization of gains from 

trade in a world where thz failure co transact to, or adjust t VD 
positions can be explained as a cunsequence of Classical Global imtionality. 

In this context, the principal critical argument which the avant- 
41 . . 

garde classical theorist puts forth is that A-D theorists were naive to 

assume a world wher the activities of: (a) transacting; (b) adjusting; 2 
- a d  (e) procuring infumt ion are costless Ci-. e . , not bom& by*-- 
Accordingly, his piopo~d to mitigate the unrealism of A-I) $nm]~~atbns @ 

/ 

is simply to incorporate such activities into an "extendedfi classical 

framework, along with the rest of the more conventional A-D activities. 

In this system, transactions activities, adjustment activities, and 



information activities are produced outputs, given an appropeate tech- - -- - 
-F 

-- -- - .. 
nology, and are "costly. 'I 

It is then the costliness of these activities which becomes so cen- 

tral to the explanation for why A-D outcomes are seldom, if ever, observed: 

it would not be rational for individuals to attempt to reach an A-D state, 
P 

given the costs of doing so. As such; thC ultimate objectives of the. 

classical theorist are to demonstrate: (i) that it is possible to explain 
-- 

all seeming failures to reach A-D outcomes as true "m&imizingl' outcomes, - 
relative to his "extended" set of N-constraints; and (ii) that there is _ _  

consequently no need to retreat to non-classical programmes to explain 
-- - 

failures to reach A-D outcomes a& bona fide %on-maximizing" behaviour. 

(Note, of course, that one.might refer to additional technologies or 
- 

11 costs" besides the three types listed h ~ e ,  but this is sufficient for 

the purposes at hand. For instance, Buchanan and Tullock (1962) use "the 
- 

costs of achieving unanimity" in somewhat avaqt-garde classical style--to 

rationalize majority rule--although such a usage gets close to circularity 

in a theory which assumes unanimity.) 

1.1 As I have also stressed, the reason why the avant-garde classical 

theorist wishes to pursue such a programme of explanation is intimately 

tied up with his defence of the "classical critique" of non-classical ex- 

- planation. Thus, the avant-garde classical'theorist proposes his explanatory 

programme only to avoid the behavioural arbidariness or the denial of. 
,' / .. 

individual character which he sees to be the overriding failing of tradi- 

tional non-classid attempts to explain departures-f r o W  outcomes, -- 

Here he attacks - - -  not only Holists, but also - some of his own - "classical" -- 
- 

I 
. I - allies--both of which (the latter unwittingly) were apparently pr to 

assume the existence of externalities, or market failure, or distorting 

regulatory policies, bg long-term "contracts," or monopoly, to explain 



- .  
departures from A-D outcomes, without also shoving how the "distorting" 2'' 

- Lx 

externalities, market faihres, and the like could be grounded in rational 
t' 

choice. He contends that to treat any,. of these distorting conditions as 

l I givens," if they are not natural givens, must be the G e s t  route to 

arbitrary or non-individualist explanation. This is why the ,avant-gardes 

classical theoroist is absolutely adamant that any non-natural' market / '  
I 

failures monopolies, 02 distorting policy 9 co,ntractual arrangements 

--in d ort, "social" distortions--be explahed as endogenous consequences 
of the true natural and individual "givens" in the setting. The strategic 

natural givens cited are no more than the technologies of transacting, 
- 

adjusting, and information procuring.' Of course, if such social distor- 

tions can be-successfully explained as onsequence of rational'choice,- 
1 ' 

given the extended notion of N and7 appropriate to any avant-garde -- 
" 2 

classical system, then the sustained existence of these items must be re- 

garded as (classically) "optimal" and not a social distortion at all; . 

there can be no (true) social distortions in a classical equilibrium. 

1 . 2  The above focus furthermore reveals why the avant-garde classical 

theorist is less interested in the "welfare implications" of classical 

theory than his more traditional allies. Thus, when the traditional .)r 

classical theorist assumes, say, the existence of a ("distorting") mono- 

> - .  
poly and proceeds -to demonstrate that one powerful implication of classi- 

I 

cal theory is that aggregate welfare must be lower under a situation.of O -  a 

1 

monopoly than in an environment of competition, the avant~garde classi- 

cal theorist will simply accuse his traditional coqnterpart of stating a . 
t . t 

truism which misses the point. 

The avant-garde classical theorist is not, per se, Interested 

(absolute) welfare levels; rather, he is.only interested in whether 

observed instance in which a monopoly is present can be "explained" 



maxtpiz- outcome, given some con_stellatio~ o f ~ t o ~ h n ~ ~ o ~ i c a 1 c ~ n s t r a i n t s  

on tranpacting, adjusting, or procuring information. Thus, the avant-garde 
+ .  
/ 

~lassicist'can easily grant that a Z0 in which monopoly power is present 

may involve less realizable gains from trade (at the maximum) than an A-D 

world, yet still cantend that his concern is only with how this Zo is ex- 
* 

plained, irrespe&ive of its welfare st&us. More precisely, his concern , 

* - is to show-that t in question-which is presumably-not a Z* implied 

by A-D structure, and which presumably has a uniquely-defined level of 
* 

welfare and gains from trade associated with it in any case--can be com- 

pletely explained by reference to classical "givens," and no others. I•’ he - 
- --- - 

can,do this, then he can show that it is not necessary to move to non- 

classical explanations (and- in particular, holistic explanations which a, 
grant the exogeneity of elements of S) in order to illdinate the Zo in 

questi on. 

It is precisely for the above reasons that the avant-garde classical - 
theorist finds his traditional counterpart's exposition of monopoly theory 

so naive and so frustrating. Thus, if the traditional theorist succeeds 

in ?ationalizing the existence of .monopolistic equilibria (and the welfare 

cost'associated with such) only by assuming an exogenous, non-natural con- 
. 
straint (e.g . , a (socia1)"barrier to entry") in his explanation, then he 

- 0 

puts himself in a fatal positibn right from the outset: he has denied 

Individualism. If hecontends that this is not what he is doing-he &ally 

holds that "barriers to entryt' are endogenous variables in his explanation 

t What all this Deans therefore is that the traditional theorist-cannotJ 
'L - 

success"•’ully explain (determine) the "deadweight loss" attributed to mono- 

poly, and still maintain consistent explanatory standards. Clearly, his 
% 



conventional strategy is to explain competitive outcomes via Individualism 
- - - - - - - - - - - 

and monopolistic ones via Holism--but this pins down the welfare loss of 
A 

monopoly only at the cost of logical inconsistency. If he attempts to 

maintain Individualism for the explanation of both situations--which.pre- 

serves logical consistency--then his only options, barring th'e considera- 

tion of a.GI explanatory structure, are twofold, Either he explains the 
f 

"barrier to entry" as a consequence of rational (classical) optimization 
.5 

--in which case the monopoly is not a true distortion, and has no dead- 

weight loss associated with it at all--or he leaves the explanation of the 

barrier--as a true distortion--underdetermined, and finds that he has no 

determinate monopoly outcome to compare with its competitive counterpar% 

so as to calculate a deadweight loss. 

Since the avant-garde classical theorist wishes to maintain con- 

sistent explanatory,standards--to ensure against behavioural arbitrariness 

--and since he wishes to show that classical givens-can ilhninate all Zo 

--to ensure that a retreat to non-classical explanations is unnecbssary 

-he simply has no option but to a h d o n  the welfare comparisons of his 

earlier allies and to claim that monopolies are only apparent distortions, 
w 

1 

explainable as a cwsequence of classical maximization, relative to an 

apprbpriate'ky-extended concept of N and I. Clearly, if monopolies can be 

explained as consistent rtith N and I--as a product of."optimall' barriei to % 
Z 
enery, given the existence of positive transactions cum adjustment 

information costs--then it is apparent that the only way to criticize the 

monopolies so rationalized is to criticize the givens which produced them. 
- - - -  - -- - - - -- - -- - 

However, Classicists would never argue ,that tastes and technology should 
- - - - - - - - - - - 

have been different, since these are the sacrosanct "givens" which must be 

beyond social criticism in this theory: 

The overriding further implication of this argument is of course that 



it is only a GI explanatory structure which in principle can explain mono- 
- - - - - - - - - - - -- -- 

polies as true social distortions (with a non-trivial deadweight loss) 

yet, at the same time, as products of individual rational choice. Here 

monopolistic arrangements (and the "true" welfare loss associated with 

them) can be regarded as both nod-arbitrarily explainable as "distortions" 

and non-arbitrarily criticizable as "distortions." 

1.3 The above analysis of the differences between an avant-garde classi- 

cal perspective and the perspectives offgred by both GI and a more tradi- 

tional Classicism hopefully provides some initial ins'ight into the possible 

methodological advantages and disadvantages of adopting this avant-garde 

view. While the thrust of this avant-garde positlbn is that it is p5Si16le 

to illuminate P f s ,  which have long y o d  as clear contradictions of A-D 

results, as Z*'s of a classical Btru ur with an extended activity set, 

the thrust o'f the argument of this apte is that the avant-garde classi- kJ 
cal programme must be a "minor" departure from earlier A-D theorizing 

rather than a "major" on@. The basic structural characteristics of the 

avant-garde programme can in principle be no different from those of its 
n 

more traditional counterpart. The only categories of exogenous variables 

which can be utilized in either are N and I (however defined), and both 

structures explain only outcomes which are in accord with Classical Global 

Rationality. In short, 430th structures must be identical manifestations of 

"stage one" analytical characteristics. 

It is this last point which is crucial, since, as I will show, no 

matter how extended a eoncept of N and I is used to ill ate observed 
- - -- - - - r --- -- -- * - 

phenomena, the guarantee that any of thesephenomena can be explained as 
- -- - -- - - - - --- - - - -  - -- - - 

"classical equilibrium" phenomena must rest on the demonstration that the 

(endogenous) knowledge condition specified in the last chapter--namely, 

USKpI--can be satisfied. If the achievement of US%I cannot be 
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by way of non-arbitrary argument, then the guarantee of a (classical) 
-- 

- Globally-Rational response to transaction constraints, adjustment con- 

straints, or informational constraints cannot be procured, and the 

realizationof classical equilibria can be construed as only an acci- 

dental occurrence. - , 
\ - 

% 

The immediate (and problematic) question which springs to mind 

is: Just how constraining cam informational constraints in particular 

really be in this structure if the guarantee of a "rational" response 

to informatiEbna1 limitations by agents hinges on the very achievement 

As I will show, this is the question which embodies amajorpart of 

i &=- 
the failure of any proposed avant-garde classical explanatory framework 

\ 

to illuminate the short-run. Here, the conclusion must remain identkal 

to that put forth for the "simple" classical system: there can never be 

any room for informational limitations which autonomously constrain the 

achievement of a position of maximum gains from trade; knowledge must 

be endogenous in the determination of any. "extended" classical 

2% 

equilibrium. 
3 

Before I deal with these specific issues, however, I wish first of 
Q* 

all to provide a brief exposition of the theory of transactions costs 

and the theory of adjustment costs. It can then be;shown that these two 

--- 

extensions of-classical explanatory structure are quite beyond criticism 

so long as the condition of USKpI can be guaranteed; the theoretical 

problems of an avant-garde Classicism concern only the issue of how 
r' 

Icrtowledge i's treated. 



2. The Theory of Transactions Costs 
- - - - - - 

As I have implied above, the inspiration for-the recent concern with 

incorporating transactions constraints into classical explanatory structure 

is to avoid the problems posed by an-unsatisfactory traditional research' ,. 

strategy. This strategy was to treat phenomena such as "market failure" )* 
ht 

and "externalities" as exogenous phenomena--which must compromise the 

achievement of classical equilibria as such--rather than as something which 

could be regarded as truly part bf a classicAl equilibrium, as defined 
C 

relative to an exogenously-constraining transactions technology. If the 

traditional view was therefore that the observed existence of market failure 
-- 
- 

and externalities could not be explained as a consequence of Classical. 

Global Rationality (i.e., these items were "true" social distortions), .thh 

it was apparently not dossible to produce the.argument that the reason why 
---d 

' observed market failures persisted, and externalities were not removed, was 

simply that it was not "aptimal" for individuals to provide the missing 

. markets and internalize the externalities, given the costs and benefits 

(defined relative to some specification of N and I) of doing so. Accord- 

ingly, traditional theorists were forced into the position of having to 

limit the domain of classical explanation (rationality) to only'those cir- 

cumstances in which markets were universal and externalities were non- 

. existent. 
This traditional view was adhered to in almost all A-D analysis 

(however, see Arrow (1968) and Buchanan and Stubblebine (1962)) and was 

tive allocations -- (i.e., - an S* derivablefrom -- N and I alon&could be -- 

guaranteed to prevail only in a world &ere there were no binding trans- 

actions constraints vhatsoever--"a zero transactions costs world." Such a 

vorld was of course one uhich was taken to ensure the provision of universal 
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markets and the internalization of all externalities, since these activities 

were, by assumption, costless. The apparent corollary to this theorem was 

as follows: that any observed situation where ma failed as a cgnse- 
P 

quence of the exhtence of positive (exogenous) t tions costs could be 

Lz explained only ~olistically and, therefore, independently of considerations 

8 
of individual rationality. 

The avant-garde strategy to remove the deficiencies of this tradi- 
-- 

tional view iq straightforward. Market failures, externalities, and the 

level of transactions costs are all regarded as endogenous products of _ 
-/' * 

classical optimization, given I and N, where N is seen explicitly to in- 

corporate the ultimate natural constraint of a "transactions technology." 
v 

Thus, classical &lanatory parer can be preserved even when transactions 

costs are positive (and, therefore, when externalities are not completely 

internalized), so long as the outcomes can be construed as a rational choice 
\\ 

of everyone, relative to the ultimate constraints, and "costs" implied by, 

the ultimate transactions technology, plus the rest of the mote "cenven- 

-*ant - tional" elements of N and I. Once again, the obvious point of th 

garde exercise is to show that "true" social distortions, relative to A-D 

structure, can be viewed as only "apparent" 

In order to expose the logic of, and complexities of, avant-garde 

classical research in the area of transactions constraints (see especially 
Y 

wiiliamsm (1975, l916), Alchian and Demsetz (1972) ; Dahlman (1979) ; 
4 

Furubotn and Pejovich (1972); also'Demsetz (1964, 1967)), allow me now to 

provide a brief outline of a ge3eraI tEeoreticaT stfuctuF In w 3 l c h  marrket \ 
ees€s €I, be e3qAa%a& 

as endogenous products of PI coordination. 1 

I spend some time with details here for two reasons. First, such a 

satisfactory general structure has not yet been produced, even by the most 



4 - d  ardent defenders of an avant-garde there still 
- - 

exists the unfortunate .tendency to 

as an exogenous given in analysis, such as when it is argued that "trans- 

actions costs are too high" to permit certain types of interaction, wheq 

the only (classical) question is whether these costs are "optimal," rela- 
- 

tive to posited technology. 

Second; as I will show in the next chapter, quest'ions concerning . - --Y, 

ukrket +ovisiqn in general have long been tied to specific questions con- - 
cerning the "in•’ ormational trans•’ erring'' capacities of markets, and such 

issues must be of relevance to any discussion of the knowledge foundations 

- 
-- of PI theory. In such a context, the important questiqn is: Are the "sig- 

nalling'' capabilities of markets sufficient to guarantee the achievement 
C 

of USKpI by agents, or does the existence of optimal markets (to do this * 
signalling) follow from the (prior) guarantee of US%I? C - 

Since I am not however concerned with these informational ques ions J - 
in the analysis which immediately follows, it is convenient to - assume 

(unless otherwise stated) that information costs and adjustment costs are 

bagh zero. In this way, the ctionh costs analysis can be run by 
1 

itself, where the problems of the aohievement of USKpI are trivial. This 
, 

assumption also has the virtue of being quite accurmistorical tradi- 

tion, since limited information has been seldom cited as'an explanatory 

factor in 'the explanation of the existence of externalities or market 

failure . 
2. L A Basic Distinction: "Coordinating! versus "Eaci 1 i tatinPl(1nstitutions -- 

.d 

me simple perspective that I b3in from is - - that all questions regard- 

ing transactions costs, market failure, and the like are "institutional" 

questions. In this respect, what seems to be implicit in all research on 

these matters is that there are a variety of different types of social 
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C 

institutions which are necessary to the successful operation of "a price 
- 

~ ~ s t e m . ~  * 4 b 

A basic distinction here would appear to be that between what I wils 

\ 
\ term "coordinating institutions1'--typically "prices11--and "facilitating 
i, 

institutions1'--typically institutions of "market" structure. Accordingly, 

the fundameqtal dea is that coordinating institutions do not 'emerge or I' 
perform appropriately "out of the blue"; rather, their performance charac- 

teristics depend strategically on an additional set of institutional in- 

struments which "facilitate" their workings. 

In this cobtext, it is appropriate to regard "coordinating institu- 
* 

tions" as a set of social constraints which,.if perfectly adhered to by all 

individuals,.could hypothetically entail action (and interaction) which is 

coordinated in aggregate. The reason why I stress the word "hypothetically" 
/ 

is that the mire existence of a (sufficient) set of coordinating co*"rain 
, 

(somewhere) neither guarantees that there exists mechanisms by which these 
- 

constraints can be effectively transmitted to or enforced upon 1 indi- 6 - 

viduals, nor that thete exists mechanisms through which i n d w l s  can 
b 

feasibly undertake the actions (interaction?, trades) specified by these 

- H u t s  to achieve a toordinated state. This idea then provides the 

A foundations for the v w that the "emergence," 'Iperformance," "effective- 

ness" of coordinating institutions must depend upon other '!facilitatingw 

institutisns which provide (at least in partlothe requisite guarantees. 
-7 

More precisely, any given set of "facilitating institutions" can be 
-4 

L-- seen to determine the extent to 4zhich: 

(a) the social constraints specified -- by the coordinating institu- -- 

. tions can be efficiently transmitted to and 
individuals, 

(b) there exist efficient physical avenues for realizing the inter- 
action or exchange necessary to achieve a coordinated state, and 

(c) the interaction or exchange in (b) can be protected or insured; 



e.g., as to rights of "property," "contract 
f onus oi? =change risk. 

- - -  --- 
Before going any further it-is appropriate to be 

r' what variety of items can be seen to fit into the categories of "coordinat- 

ing" and "facili'tating" institutions. ?+us, standard examples of coqrdinat-- 

Z 
ing institutions might be: prices, output commands, nolhLs or regulations 

'-3 

(issued by organizations over specific econwic activities) monetary rules, 

and explicit or implicit contracts-(invalving specific economic activities). 
4 

Correspondingly, standard examples of facilitating institutions might be: 
1 

markets; media of exchange, contract and.property law, and segulatq 

agencies\(organizatioes, - 
-- -- - - - - 

heirarchies, - --- "planning bo&ds, - - - " - monetary - - - - authori- 
- - 

-- 
- 

ties). Thus, markets, money and contract/property law might "facilitate" 

C coordination through a set of ),prices. Organizational heirarchies (as in 

"fi-") might "facilitate" coordination through a system'of heirarchical 

output connnands. Statutes regarding the sovereignty of stat~might "facili- 

tate" coordination through regulations on the output.of, say, petroleum, 

and so on. . - - 

Given this distinction, I think that it is important to stress that -. 
there need be no (independent) presumption chat facilitating institutions 

are inevitably more rigid than their coordinating counterparts, or that 

facilitating institutions are inevitably exogenous variables. I should also' 

P\. note that there exists some tendency in the literature to use the term 

1 -  "institution" to refer explicitly to "facilitating" institution$. Thy 
P 

possibly explains why "institutions" aye often seen to beythe rules of the 

'-\, /' 

# - L gaze" lying bekb&&f ecenm%e fnteraetiau f see-~o&q--~9-74a+mcFNorttr - 

L197EW and dxy c~- inst i tut . lons such-aricenzfrpnrliky- 

not regarded as "institutions" at all. 
, 

In this light, I think that it is appropriate t6 state formally that 

both the set of coordinating institutions and the set of'facilitating 



institutions consist of elements of S and are proper subsets of S. There is 
- 

little reason to affiliate one set with the term "institution" and not the 

other. Moreover, there is no prior presumption about whether the elements 

of-these sets are exogenous, or endogenous, variables. This breakdown is 

determined by the nature of the theoretical explanation in question. 

As will be sham, the important point about PI explanation is that 

all coordinating and facilitating institutions must be egarded as endo- 

senous variables, derivable from N and I alone. Correspondingly, the 

thrust of all non-classical critiques of classical explanation is that it 

is logically imposkible to rule out the short-run prospect that at least 
- - 

one coordinatinglfacilitating institution cannot reach its "reducible" 

--, position and, therefore, produces a "true" social distortion of maxi- 

1 mizing interaction. In holistic critiques, where social entities can be 

both non-reducible and exogenous, it is easily seen that the idea that at 

least one facilitating institution can be exogenous is the "instflutional- 

ist" analogue to the standard Keynesianideathat at least one price can be 

exogenous. 
3 

2.2 A More Formal Structure: The Theory of Transactions Costs 

The one concept whicbis absent from my treatment thus far is that of 
. - 6 

transactions costs. This is.not accidental; the standard explanatory role 

rassigned to transactions costs is too naive to fit with the framework at 

hand. Certainly, it is familiar to account for the absence of facilitating 

institutions (e.g., markets) by saying that transactions CQ& were-"too 

high." However, - - this - is - - more - - of a tautology -- - - than - anything else, and simply 
- - - - -- - -- 

does not reveal why these costs were "too high." - 
- - - - - -< - - 

- - 

Here I wish to present the foundation of a theory where the level of 

transactions costs is a joint prodwt-of (specific types of) coordinating 

institutions and (specific types of.) facilitating institutions, where each 



conjunction of coordinating and facilitating institutions is produced at ' 
- - - -  - 

- - 

a (positive) "economic-" cost. intuitive 'idea upon which this theory is 

based is that sets of coordinating institutions must be "qmtchedw'with sets 

of facilitating institutions and that,for a given level of economic cosr, 

it is 'his-matches" in these institutions which produce the "higher" costs 

to individuals of trawtting and enforcing the coordinating constraints 

-f trading go the coordinated state; i.e., "high" transactions 

costs. .F P view rejects the naive proposition that it is the level of. 
transactions costs--as *determined exoienously--which determines the extent 

i 

to wdich facilitating institutions can "support" their coordinating counter- 
- L - -- --- 

- -  - - - 

parts.-..Rather, the level of transaction costs is seen in general as an 

endogenous product of a "technology" which conjoins (values of) coordinat- 

ing and facilitating institutions, and a "technology" which relates each 

particular conjunction of (levels of) coordinating and facilitating insti- 
,,- 

. / '  
A- tutions to a particular level of economic costs. Both of these. technologies 

are exogenous "givens," even though the inputs of production are elements 
, -- 

the important point is that if it can be shown--in a PI- 

coordinating and facilitating institutions are codeter- - 
mined b k ~  and I, then the facilitating institutions, by definition, cannot 

autonomousLy constrain the adjustment of coordinating instruments to their 

appropriate PI values and it is possibl for a PI coordinated state to be 61 
achieved even with positive transactions costs. 

w 

2 . 2 k  The Partitioning of S and the Status of the Facilitating Substructure 

In order to bring out the essentials of the above view, it is apEro: 
- - - - - - - - - - - 

r- -- > -- \ 
priate now to partition the set.S into a number of relevant subsets. Thus, 

-- -- -- --- -- 

the set S will nar be partitioned into the following: 

S,: set of coordinating institutions 
' ,  

Sf: set of facilitating institugions 



CR: set of institutions which allocate elements of S to Sc and 
P 

- - 

determines their "mix" within Sc; this defines a "coordinating 

regime .I' 

FR: set of institutions which allocate elements 'f S to S and 
e f 

determines their "mix" within Sf; this defines a "facilitating 

, regime." 
* /  

The sets CR and FR are used to save confiderable notational complex- ar  
" ity. Thetr purpose is to specify the particular types of coordinating and - 

facilitating'institutions which can be employed in any given setting. Thus, . 
CR pins down the elements of S which are available for a "coordinating" 

- 

purpose (e . g . , prices, output commands, social norms, implicit contracts) , 
and specifies the m3x bepeen them; Correspondingl~. FR pins down the 

elements of S which are available for the "facilitating" purpose (whether . . / 
they be markets, particular media qf &change, planning boards, or organi- 

L 

zat,ional heTrarchies) , and specif fis the 'mix between them. Two further - 
1 * 

points should be stressed in this connection:. (i) that both the coordi- 
- - 

nating regime and the ~aci'litatin~ regime may be themselves endogenous 

(choice) variables (e. g., PI explanation), so thae the mix of institutionalv 
D 

instruments is &I no sense "givenl:and (ii) that since both CX and FR be- 
* @  

long to S and define the allocation of the s 's to the sets, Sc and Sf, 
g j 

there must: be a logical c&sistency between both allocating institutions 

with respect to all elements of .S. 

I now conveniently group toge-ther the sets Sf, FR and CR, and denote 

this (expanded) subset, the "facilitating substructure" . (henceforth FS) 
- -- - - - - -- - - - 

r r- - 

for the set Sc. < -v+ =-. 

- --- -- - 
For a PI-II* to ~ b t a i ~ ,  it follows that all elements of S must be de- 

rivable from N and I (i.., S*), so that it is implied that both FS and Sc , - 
must be mutually co atible.at FS* and Sz. By this argument, it follows 



that if one element of, say, FS, was not explainable by reference to N and 
- - - -- -- -- 

I (i.e., was a' "true" social distortion) f then, in he non-classical equi- f 
librium &ch would emerge, all other elements of such as those in Sc, 

A 

would be "distorted" (at Sc) ., 
2.2.2. The Level of Transactions Costs and the Level of Economic Costs 

ub Given the above perspective, it is possible to interpret the geperal 

system being proposed in two analytical stages. Abstract first from the 

economik costs of producing any FS:It implied that each particular con- $ 
junction of (the levels Sf (i.e., FS) entails a particulgr 
L 

1 level of transactions expresses the intuitive idea that, 
- - - -  - 

independently of considerations of economic cost, a specified level of 

' "markets" may entail a lower TC when combined with "prices" than its equi- , 

valent in "output commands"; that a given set of "social norms" may entail 

a lower TC when employed &th "heirarchal organizational structures'' than 
4 

when conjoined with its equivalent in "markets"; that a m i x  of "implicit 

(quantity) contracts" and "prices" may entail a lower TC when facilitated 

' by a mix of markets and heirarchies rather than by ,its equivalent in markets 
=% 

alone or heirarchies alone; or that coordination through prices alone may 
i 

be facilitated at a lower TC through a monetary exchange technology than 

through one of barter--and so on:It Is of course also implied that no mat- 

ter how badly coordinating and facilitating iiistruments are ':matched," it 
- - 

is always possible to drive TC to zero--say, at an infinite level of econo- 
a- 

mic cost. 
\ 
h 

The secondanalytic stGe then explicitly recognizes that each par- 

ticular FS & TC is costly to produce. Thus, to each given level of FS 
-- -- - - -- 

(and TC) corresponds a level of economic costs,as dictated by a "production 

function." Since this implies that the activity of producing a given level 
* 

of FS has an implicit value ("price") which is to be conveyed by the 



coordinating institutions, Sc, it follows that TC may be expressed as a 

function CR, m* Sf, and Sc; in short, of 411 elements of S .  

A n  important point to note about this structure is that TC can be 
* 

regarded as exogenously fixed in explanations of observed outcomes if and 

only if it is also claimed that all elements of S are exogenously fixed 

(i.e., under SH). If even one element of S is a choice variable, then TC 

must endogenously vary with it. I now-examine the PI case where all ele- 

ments of -3 are endogenous variables. \ 

2 . 3  The Extended PI System under a Transactions Technology with US% 

0 

Under the assumption of costless knowled& (USK~I), the above system 
- - - - - - - - 

can'be solved as a straightfornard ~lassical "production theory" problem. 

Given the posited trans&tions technology, the coordinated pr&ision of FS 
i 

(at FS*) and, in particular the determination of optin+ CR*, FR*, and Sf*, 

along with TC* is now simultaneous with the coordinated undertaking of all, 
0 

other activities and the determination of S *--where all elements of S are f 
- I  

determined by N and I alone,   ere the most efficient conjunction of CR, FR, 

and Sf--relative to (economic) costs-is guaranteed to prevail, and the TC 

which is produced by this conjunction can be appropriately designated as 

(classically) optimal. Moreover, since FS* and SC* must be both compatible 
'I 
given values of M and I, FS* and Sc* must be compatible with each 

* 

othe hence the implied value ("price") of FS provision cannot be other "'7 / 

t&n a PI equilibrium value, compatible with Sc*. Finally, externalities 
I 

qay exist in this system, but 11 are "optimal" (i.e., none are "Pareto- a 
~elevant'~] , since iniiifiduals 3ave rationalTy chosen t o  Ieave thcinthe 

system) is therefore rendered "rational" as well. 

2.3.1 One intereszing vay of testing the generality of the above structure 

vould be to consider &licitly what answers this framework would p=ovide 
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to the following :- , -* 

--- -- A 

(a) cax=t-of ~ ~ Z o r d i n a G ~  institutions always be supported 
(facilitated) by an FS*? 

(b) Can FS-provisfon always be coordinated by S *? 
Q e /  / 

(c) Q n  an FS-provision itself always be_fa&lSated? 
- 

- - 

(d) Can the provfsion of an Sc* itself always be guaranteed? 
1 

The answers to both (a) and (b) are clearly "yes," and I have dealt 

with (a) above. The &mer to (b) is more subtle. What it states f$ that 
r 

the FS* which supports Sc* can be achieved at the very same time as the , 

provision of the (supporting) FS* is coordinated by S *, Since the deter- C 

provision of a Supporting FS. 

Now consider (c). Critics of this approach may accept that"tbe pro- 
* "  

can itself be coordinated by "prices") and, accordingly, that. it is useful' w 
- - 

to regard FS-provisXon as an economic activity just like arif other. However, 

they might claim that: say, market formation is intrinsically a "public good"; 

hence, suffers f.rom typical problems of "free riding" and "ndn~approp6iabil- 

ityl':Since such problems are sympt atic of nothing o~her than a deff~iency 9, 
in FS i .  e., an "FS-f ailure"), this Bgument reduces to the claim' that the 

institutions to "coordinate" the activity of FS-provision itself may be 

a ' 
rendered ineffective by a deficiency in facilitating apparata. 

* 

Is this PI-structure reduced to circularity at this'point? The answer - 
- - ----- - -- - -- - 

is no. Assuming the existence of a.II* (derivable from N and I alone), S * 
F - - - - - P -- - - - - - 

-must be "effective" over all activities, ineluding in  provision "itself. -- 
8 . Hence, the coordfnation of FS-provision through Sc*.wst be consistent with -- 

- Z 

the provision of the sufficient facilitating apparata to achiev6 the optimal 
I - -r 



FS* through Sc*. In this sense, FS* is "self-supporting." FS* supports all 
- -  

- _tpp -- 
- - 

PI coordinating values including the ones - A- whic -T regulate its own provision. 
More generally, what this proposition says is that individuals will always 

choose an FS* which s eci es facilitating apparata Wmake non-appropria- * 
bility and free riding "opti~&l." In a more C O U V ~ N ~ O U ~ ~  context, it also 

f 

- says that, at a PI-8*, there must exist, a "market" for market formation. - 
If the answer to question (c)*is therefore "yes" as well, what .about, 

(d)? (d) is the epttial question, since an affirmative answer to it hingesL - 

on the proposition that prevails. If could not be 

to prevail, then it nxrld be only accidental that FS* and Sc* could be 
- - --  

- - -  - -- - - - - - - 
- 

realized, since it vould be only accidental that E (S *I 
\ 1 c = Sc* and EJ (FS*) 

3 FS* (for 'al* j); all the properties of (guaranteed) PI-equilibria would 

% 
be lost. ~e-ination of the level of transactions costs must be 

explained by reference to either the exogeneity of S (Holism), or N, I, 

and the exogenou~onstraint of limited knowledge (GI). 

2 . 3 . 2  Even if the- problem of guaranteeing the achievement of US%= is the- 
* 

ultimate concern in making the above analysis viable, this is of course not - 

to say that these PI results, as such, are unilluminating from a critical 
P .7 

perspective. In fact, the implied idea that (PI) equilibrium chang~s in . 

both coordinating and facilitating instruments simultaneo&sly follow from * . - 
exogenous "shocks" is an important idea to set against what I think is a 

% 

common presumption. This presumption. is that, whi3e PI coordinating insti- 

tutions (e.g., prices) adjust to such shocks, the facilitating "rules of 
-. . -  

' :i . .. -+ , * -  

the g m ~ "  da not* -- - - - - ---. ' -i. c.*% ,_ -- -< -.- 

Under PI, there is no logical basis for this viewpoint whars~)_eyer.---- 

Any change in N andfor I will change the equilibrium values of both,Sc* 

and FS*. Thus, police forces and leg-a& 'regulations do not remain as the 

invariant guardians of individual interaction. while prices alone change; 



any price change following from a changed N and/or I must change the im- 
p I - -  - - - - - - - -- -- -- - - - - -- 

, plicit prices relevant to the provision of such facilitating apparata and 

thus change the "rules of the game." This PI sthcture may &tail that such 
\ 
"rules of the game" will always support PI coordinating institutions, that 

the "rules of the game" are indeed in everyone's interest; it simply does 

not entail that they are fixed. ~ k t  this is exaqly the point: if all 

"rules of the game" were fixed and exogenous, there would be no earantee 

, that they could support s* or be in anyone's interest, except accidentally. 
I focus onxhis last issue largely because I think that a central 

weakness in the literature of modern economic theory is its tendency to 
- - - - -  - - - - - 

- - 

separate questions of, say, price adjustment, from questions of adjustment 

- of other (e.g.,- facilitating) institutions. Here the adjus 
/ 

is somehow seen to occupy a sacrosanct domain which is independent of the 

a&justment of all other institueions, Such a view, however, is misleading. . 
- - = , -  

~he;' is no reason to glorify prices in particular oyt of the whole set of L 
coordinating institutions and there is no reaion to see price adjustmknt 

- - - - - 

as occupying aaseparate, more elevated plane than the adjustment of any 
% 

other institutions. 
- .  \ 2.4 A Perspective on the Traditional Debates k 

I have set up an extended clas'sical structure with "optimal" exter- 

nalities and transations costs, first, to illustrate the ease with which 

avant-gatde classical theorizing cqn proceed and, second, to provide a 
&.. 

point of reference from which to interpret traditional debates in this 

-- area. As I wilL n o ~ ~ ~ ~ a _ u , ~ t h e ~ o n ~ ~ o n c l u s i ~ n ~ _ ~ h i ~ h ~ a ~ ~ h e ~ f _ e a c h e d ~  - 

respect to the latter is that these debates can produce no substantive 
- 

insights. 
i. &- 

I believe that a faithful characterization of the "accepted" assump- 

tions of the traditional debates (see references above) involves the & 



following /four ideas : 
- - - - - - - 

(i) that while externalities may originate as a natural tech- 
. nological phenomena (i.e., a "jointness" in production or 
consumption), their sustainability or persistence is an issue 
connected wit$ social institutions; 

@ (ii) that the existence of "markets" is "the" social solution to 
the problem of the existence of externalities, the success of - which depends upon the existence (or absenie) of transacaons 
costs; 

(iii) that the coordinating regime (CR) consists of a single instru- 
ment-"prices," while the facilitating regime consfsts of a 
single instrument--organized "markets"; and 

- 
! iv) that "~ertainty"--US%~ always prevails. ., 

While some may have departed from (iv)--by claiming that transactions 
- ---- 

-- 

costs really included information costs (see Demsetz (1967); to be dealt 

with in Section Four of this chapter)--those whodidnot, and who also de- 

fended Individualism, werg Fmmediately put in a strange positiqp. Sincd 
i 

US+* was sufficient to ensure the existence of Classical Global' kational- . - 
ity, it would have been difficult at the best of times to claim that: exter- 

nalities - cum market failures were - true social distortions, rather than 
- 

manifestations of the rational choices of a classical eauilibrium. If this 

point had been explicitly re'cognized, then an extended classical system 

doubtlessly would have been produced right from the outset, and no one (at 

least of an,,individualist persuasion) would have worried about externalities 

except irk-fnstances in which US%I really could not be satisfied. More pre- 
t 

cisely, it would have been recognized that the only way in which to explain 

true social distortions under US%I is to invoke Holism, where social insti- 
I 
tutions can take up positions which override rationality. Such a strategy 

- -- - -- - -- - - - - - - - - - - - -- --- - 

would clearly be unacceptable to the individualist. 
- - - - 

2 . 4 . 2  The Holistic Movement 
# 

It is perhaps -fair to many traditional classical general equilibrium 

theorists to accuse them of being "holistic" in their interpretation-of 
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of externalities (and, indeed, monopolies) when most of their research was 
- - - - - - - - - -- 

so individualistic in spirir. However, these theorists would have never 

treated the existexice of externalities as a bona fide impediment to the 

achievement of class equilibria had they recognized that externalities 

could only be s "apparent" distortions under Individualism and 

far as Individualism goes, a&( they perhaps could have begun work on a 
\ 

s i I  interpretation. 
'9, 

In any event, by force of logic, the principal idea of this hoJistic 
'\ 

tradition is that even though USKpI pr vails, at least one element of FS 
-- a;, - - - -  

has a "life of its own," and, thus, can oyy be regarded as an a. Except 
, k h 

by accident, the system must now solve for Shh where the implied TC is TC* --. 
> TC*. 

Any examination of the "accepted" assdptions of this debate reveals * 

that it cannot be very difficult to produce holistic explanations of market 
1 w  

failure. Since by the very conditions of (iii) above, it is already assumed - 
that the coordinating regime ish&genously-fixed and allows only one 

that the facilitating regime is exogenously fixed 

it is easily seen that the addi- 

tion of the one further assumption-that the ''supply of markets" (Sf) is 
F 

costly and exogenous-can stop the "adjustability" of FS completely: it 

can only be accidental that PI equilibrium prices are compatible with the 

predetermined FS. Here, it is impossible for FS to adjust 9 consistency 

h 

spares m t h  t h e  given FS (at S ,*) . fkm of t h e m t i c  c r i ~  
-?-' C 

explanation. / 
4 tique of PI 

There 

environment 

can be little doubt that the type of coordinaticg/facilftating 
P 

specified here severely ccnstrained most of the traditional 



thinking on "market failure," and ended up perpetuating an analytical case 
- - -  - - -  - - 

which is so. special that it could only generate a misleading view about the 

structure of the relationship between coordinating institutions, facilitat- 

ing substructures and transactions costs. Indeed, the reason why there are 

so few apparent degrees of freedom in this problem is only because of the- 

arbitrary initial assumptions thzt the (given) CR'must consist of prices 

alone and the (given) FR, of markets alone. There is simply no substitution 

from prices to, say, implicit norms, or from markets to, say, organizational 

heirarchies permittled. Thus, even the initial specification of the problem 

would have made it a matter of accident that a  PI^* could emerge in this 
- 

- 

environment--unless, of course, it could be independently guaranteed that 

it was never optimal to substitute out of "prices" and "markets" into com- 

peting instruments. The holistic treatment of Sf did not change the nature/ 

of the problem; it simplymade the problem worse. 

Now there can be little doubt that traditional writers on market fail- 

ure did recognize that there were no degrees of freedom left in this problem. . 

This perhaps explain? why they were led to espouse-two unacceptable views: 
9 

(il that the level of transactions costs was largely fixed outside the 

problem under investigation and (ii) that the invocation of outside control 

institutions (such as government policy with respect to externalities) was 

the only way that a degree of freedom could be put into this problem $0 as 

io lower tr-sactions costs. 

. . 
According to the latter view, government was supposed to provide the 

. - 

activities yhich la-ckgd the markets--in short, pr~vide themarkets--or to 

produce the activities themselves. One wonders what yet other social insti- 

tutions-the institutions of "retional" government policy--could be doing 

in this explanation, especially when the private sector apparently was 

-. . 

't 
\ 



prepared to let the original institutional failure persistevenwith UTI. 

Moreover, why should it be presumed that any adjustment in government 

institutions should be quicker or easier to accomplish than the adjustment 

in any'other institution (such as the original coordinating or the facili- 

tating institutions themselve4? But this was the trap at Holists invariably 

got into: they arbitrarily assumed the institutional distortions which 

removed the degree of freedom in the problem and then had to invoke other 

institutional deus ex machina to open the problem up again. 

The exogenous fixity of the level of transactions costs a h  follows 

as a straightforvard - - - -  implication - of the assumptions - .- - of t this - setting: if 
- - -  - - 
- 

all three of the components of FS-the coordinating regime, the facilitat- 

ing regime and ,supply of facilitating institutions--are fixed ex-ously, 

a fixed (i.e., determined) level of transactions costs is indeed implied. 
7 

.However, it is not the fixed height of the transactions costs which stops 

the supply of the facilitating institution, "markets1'--as the usual story 

goes; rather, it is the autonomous fixity in CR, FR, and 

the fixed hBh level of TC. Thus, the fixed height of 

only "appears" to be an explanation.of facilitating institution failure 

because the original problem assumed too many exogenous variables. If at 

least one element in FS possessed endogenous status, then the level of TC 
1, 

vould be a variable, codetermined with whatever is given endogenous status. 
\ 

2.4.2 The "Zero Transact ions cost s"' Assumption 

If traditional theorists committed themselves to the view that ob- 

this view was the idea that classical explanation could only hold in ob- 

served situations vhere externalities wed completely internalized and 

mrket failures could not exist. This was the obvious point of the "zero- 



transactions costs" assumption; 

Since the thrust of this vikpoint was that FS-provision was costless, 1 

all 'economic" intpediments to establishing theappropriate congruency between 

FS (at FS*) and Sc (at Sc*) cydld conceivably be removed. More specifically, 

since, under such assumptions, it did not matter which types of institutional 

iristruments were used in the coordihaking and facilitating roles--they were 

all costless--a codtment to the view (iii), that the only available instru- 

ments of CR and FR are respectively "prices" and "markets," was not a prob- 

lem: the use of these two specafic instruments could be as "optimal" as-the 

use of any others. Since there was no "material" constraint posited on S f 
- - - - - - - - - -- 

either, what was to stop the formation of markets up to the point where all 

externalities were removed? 

The obvious attractiveness of such an environment lies, of course, 
I , .  

in the idea that it is poSsible for individuals to continue the investment 

in any and all coordinating and facilitating instruments up to the Foint 

where the marginal benefits of doing so are driven to zero. At such a point, 
- 

FS* must be compatible with Sc* (determined by N and I alone), and TC* a 0; 
/ 

a31 ejrternalities are intemalized, are priced in accord with Sc*, and mar- 

ket failure cannot exist. 

The logic of the above setting ik straightfordard, but the reason why 

such a- setting was invoked in the context at hand and, in particular,.why * 

Coase's Theorem was gh closely identified with it, remain difficult to corn- - 
/ . > 

prebend .' This is primarily because the achievement of a zero transactions 
cost world (i.e., the successf& re&.zation of that action which leads all -- -- 

externalities to be internalized) presum& Classical Global Rationalfiy. - - t-- - - - -- - 

Under the assumption of US%I, it is of course quite acceptable to f 
/ 

assume rationality, but to invoke this concept at this stage in the proceed- 

ings while foregoing it earlier on, only raises the question 'of &at 
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explanatory standards were really being employed in the discussion. Thus, 
- -- - - -  - -- - - - --- - 

if a rationality based on USKpI had been assumed from the outset, it would 
-7 

have supplanted the assumed Holism-which entailed the retreat to zero , 

transactions costs--in the first place. Given, however, that Holism was 

endorsed to account •’0; market failures, the question is: Wh; should it \ 
/ 

be revoked just because FS is assumed to be costless; the costlessnessd' 
C- 

7 FS does not entail the existence of rational decision making with respect 

to FS? Indeed, by these standards, why should rationality ever enter the , 

problem formulation? 

Once again, the overriding point is that the original reliance on 

Holism in explanations of hrket failure was completely unnecessary--since 

USbI was available-so that there was nothing initially standing in the 

way of viewing market failures fand any and all related distortiqns) as h 

consequences of Classical Global Rationality and, thus, explainable as only 

I I apparent" social distortions. If this road had been taken--as it should 

have been--then everyone would have recognized that--it was possible to rule 

out a view which posited that FS was costly exogenous, not by kving to a 

view vhich suggested that FS was costless,but by moving to a position which 

stat3 that FS was endogenous (even if costly). Thus, everyone would have 

accepted that classical explanation could account for ("optimal") market 
a 

failure and externalities even when TC* was greater than zero, and the re- 

treat toqthe assumption of a world of costless transactions would have never 

taken place. No exogenous elements of S would have,ever been cited in the 

of natural and - individual - - - - - - givens-just - -  as in the extended classical struc-p - 
u 

ture, with a binding transactions technology. Moreover, Coase's Thewem 
* 

would have been seen as just a statement of the Global Reducibility of PI- 

equilibria--that if X and I are sufficient for a PI-II*, then, by deunition, ' 



no social= legal rules Ce.g., liability rules) can autonomously constrain 
- - - - - -- - - -- C 

the achievement of (determine the position of) this equilibrium--and would- 

have been written up to cover the general case where transactions costs werd 

positive, but "optimal." 

In any case, the moral of this story is that there can be no conceiv- 

able difficulty in accounting for any and all institutional failures as only 

11 apparent'' if US%I is assumed. The only interpretation of the traditional 
.- 

literature which really makes sense is therefore one which assumes an un- I -  
certainty which is sufficient to undermine USK Here there can be ns 

PI' I 
guarantee of classical equilibria (even with FS providion costless), and 

* 

the onus on the individualist is to show that GI can offer the preferred 

explanation of market failure to Holism. 
/"f I 

3. The Theory of Adjustment Costs 
% 

If an avant-garde classical theory.of an exogenous transactior;'~ 

technology and endogenous ("optimal") transactions costs was designed to 

deal with those contradictions of A-D structure which involved apparent 
t - . 

market failures, then a theory of an exogenous adjustment tec6oiogy and 

endogenous ("optimal") adjustment costs was &signed to deal with alleged 
1 

? 

failures to adjust instantaneo;sly to an A-D general equilibrium. 

To understand the objectives of any PI adjustment costs theory, con- 

sider the following case under A-D theory. The economy is at So*, given theB 
I 

initial givens, No and Io; all individualspossess Now, assume an 
5. 

--< - 
ei&xtous shock, which changes No to N The solution values for the sys- 1 ' 

I 
Clearly, if the reform of S * to S1* was instantaneous, then it would 

0 i 
be impossible to observe any incompatibility between the givens of the prob- I 

and S1*; it would be impossible to observe classical disequilibria as 
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such, Sowever. supgmse-as a non-eZassi& eri-e-m- e o n ~ ~ a ~ ~ h ~ ' - - - - - -  

refirm of So* to SI* takes real time to complete, even though S1* is par- 

f ectly anticipated (e. g., it takes real time to change the prices, laws, 

f 
B monetary policies, or perhaps even the facade on the Legislative buildings). 

f .  
f Then, non-classical critics would contend that, at all points iq time where 

11 this economy was in adjustment to, but not at, S1*, true" classical diq- 

equilibria could be observed, and classical explanatory structure would be 
I 
i incapable of illuminating these points. Classical theory is thus rendered 
i "i 

&anatorily incomplete with respect to swa obserred phenomena in any 
situation w h e r e  t i m e  rates of inatitu~ional adjustment are leis twn- - 

- 

1 

i finite Ji.e., "institutional rigidities" prevail). 
j 

The avant-garde Classicist regards this non-classical criticism as 
t 

, trivial. He contends that, since US%= prev811s, it is impossible to cop- 

strue any observed point along the adjustment path to Sl* as being other 

i than in accord with Classical Global Rationality. More precisely, if agents 
t 

[ are willing to voluntarily accept a non-infinite adjustment speed to Sli, 

i then it must he because adjustment is costly, and agents are rational-ly 

picking "optimal" adjustment costs and "optimal," non-infinite time-rates 

of institutional chan$e simultaneously, given a binding adjustment technol- 

ogy. Accordingly, the classical theorist would contend t lassical dis- 

equilibria are still impossible to observe at any point 

path--since the only correct way to set up the problem in question involves 

the recognition that 'a crucial element of the set, N, is an adjustment 
- - -  - - - - - -- - - -- - --- ?------ 

technology, which implies positive adjustment costs, where &nts are 

alwafFGen to be rZEional1with~~rG~ect to these costs,. 

Under this interpretation, the entire adjustment path may therefore 

be seen as S f ,  &ere raticma3i.t~ relative CQ adjustment costs, paevail.s,at 
- 

each aird every point on the such that Ej g) = dS*, for all j . If the & r 
\ 
-. 



adjustment technology was really not binding, - -  then of ourse-rationality _ 

* 
would dictate that Ej ($ ) = $* fl +, and S* would shrink ta. the original 

point, S1*, since adjustment is costless. 

There is little point in going into details regarding the spe.cifica- 
I. 

C tion of the adjustment technology. Its role as a natural given in the avant- 

garde explanation is self-evident, and there would be little difficulty in 

specifying its characteristics by analogy to the transactions technology 

4 
constructed in the last section. What is relevant, however, is che recogni- 

tion that the success of the avant-garde classical explanation under con- 

1 sideration.hinges entirely on the achievement of US%?. It is the achieve- - 

merit of US%= which makes the structure qualify as a successful (classical) 

equilibrium dynamics of adjustment or, stated alternatively, a successful 

classical equilibrium explanation of perfectly-anticipated and unanimous 
4- 

/ institutional reform. If the assumption of USKpI was relinqhished, then 
1 

the guarantee that agents would successfully choose the classical equi- 

librium adjustment path wodd be lost (i.e., it is a matter of 'asxident) 

and, if points off the optimal path were ever observed, then they would.have 

to be taken as true classical disequilibrium positions. The charges of non- 

classical critics would nar be fully relevant, and the standard individual- 

ist problem of how to explain such points via GI, and not.Holism, would arise. 

3 I spend no more time with such explanatory concerns, since any avant- 

garde classical structure uith an adjustment techn logy and/or a transactions 9 
technology posited in the set N, and assuming UsGI, is relatively easy to 

assi&f ate. T h e  M y  sukk poi;nt-vhfchmighttmentrOne~Fisthat,np 

the case where loth n f _ t t L e a h a p e e t e c b n d q j & s s ~  - 

equilibrium' level of transactions costs must be. mutually consistent vibh the 
# 

classical equilibrium level of adjustment costs--as derived from (."extended1') 

N' and I. ~here therefore can be no justification for treating transactions 



costs independently of adjustment costs, and vice versa. 
- - - -- - - 

Evidently, the only remaining item to examine in the triad of avant- 

garde classical explanatory weapons is that .of an information procuring = 
search technology, which presumably produces "optimal" information costs. 

The crucial questions here are: Can the analysis of information costs be 

'developed in exactly the same way as the previous two parts of the triad? 

Must the explanation of a classically rational response by agents to the 

constraints of an informational technology (i. e. , costly information) pre- 

sume the achievement of USKpI (as in the above formulations), or can 

rationality with respect to information be grounded in less knowledge than 
- - - - 

this? Clearly, if USKpI must in fact be used to close off this last exer- 

cise, then PI-structures must still be committed to the guarantee of the 

demonstrated truth of T and one can only wonder what substantive infor- 
f '  

mational constraints can really appear in a world where information is 

costly. I turn to these issues directly. 

4 .  The Avant-Garde Classical Theory of "Imperfect" and Costly 
- - - 

Inf onnat ion 

The first question vhich one must ask in considering .avant-garde - 
efforts to place an information technology into its classical structure is: 

Why is it necessary to do it? ~resumabl~, the conjunction of an adjustment 

A l- technology and a transactions technology should be suffic2ent to handle any 

and all observed departures frm A-D results, so .why invoke any more explana- 
i 

tory instruments? 

" 'I conjecture - - that - - - the - - reason - is this: non-classicalcrfticswill 

invariably claim that the above extension of classical structure to incor- 
- 

rr 

porate additional technologies may be artful, but that the successful . % 

achievement of such ("extended") classical equilibria still requires that 

all agents possess the knowledge necessary to guarantee that their Tf'a are - 
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true; hence, classical structure cannot deal with situaticps (such as many 
4 

- - - - -- -- - - - -- 

of the short-run) where knowledge constraints are substantive and uncertainty 

is "real ,I1 rather than "apparent. l' The avant-'garde classicist 's attempts to 

introduce the constraints of costly (and limit&) information is then ren- 

dered as the only way by which to remove these non-classical critical 

charges; hence, to show that classical programmes which are built on costly 

transacting and adjustment can be viable in %on-extreme" (some might say, 

%on-trivial") circumstances. 

4.1 -Let me begin naively on this analysis. In the spirit of the 

contemporary "rational expectations" movement, assume that, at any point in 
+ d 

- - - - - - - - - 

time, agents are confronted wish a production technology, which specifies 

the relation between the probabilitz of the truth of an estimate (say, of 

S*) and the economic - cost of procuring the information which produc&s this 

estimate. Presumably, if knowledge was costless, everybody would, collect 
C 

the information necessary to establish unitary probabilities, and perfect 
Y 1 

hoviedge would prevail. However, if knowledge was costly, then no one 
- 

would procure information to certainty; hence, some uncertainty must always 

t 
prevail. 

Let me presume, again naively, that the production function .specified 

above is always some function of "existing" information (i . e., the (capital) 
stock of information already acquired). At,any, point in time, the technology 

is fixed, but will change as soon as any one acts on existing infon&tion, 
d 

since this will generate new information for the next period. Thus, in 

general, there will be a different knowledge techriology at each different 
L _  - - -  

-- 

poPnt in time. (Note, also that there is no presumption that agents are 
- - - -- --- -- -- a .  

initially emtoyed pith the same knowledge technology.) 

C 4.2 Given the above, now consider the standard classical scenario: 
> 

agents a h  to maxhize over all activities--including information 



procuration-giwn I and N, where N is extended to include the above know- 
- - -- - - -- - - - -- - -- - 

f ledge technology. Glenrly, the knowledge technology is-the new exogenous 
1 

variable in this formulation, whiie the level of new hformation--to be 

" ", added to the stock of "sxisting" Snformation--is the strategic endogencats 
* 

' I  

variable which agents are - optimizing over; an "optimal" level -ofb-inf pma- - 1 

tion costs is therefore simultaneously implied along with an "opt7mdl." 
3 

probability of estimat; (i.e., optimal "uncertainty"). 
, -- 

Now, corkiider a point in time analysis. No matter how the- above 
e + 

technology is specified, the guarantee that agents can successfully optim- 
. A  

i still requires that, at.minimum, they possess an aggregate summary of all 
t 

i information contained in N and I; they must know the solutionvalue to the 
* \ 

i PI general equilibrium structure which contains the information technology 

in particular. Thus, they must be able to guarantee the truth of Tj, which 
I I 

entails E- (S*f = S* (for all j 1. If S* was represented (at aeast in part) - 3  * 
hy prices, all this therefore states is th& all agents mat be able tor=- 

'3 

rectly to perceive ;he PI equilibrium price of' informa4on; othervise, they 

i , 
could have no Garantee of the successful optimization wfth respect to 

cosfly knowledge (uncertainty). 

Unfortunately, this is exactly equivalent to the claim that the 
'I 

agents possess US%*-- so JJrGa facie the form of the prob hasn't C a " changed. In the next period, the new information generated in the initial 
i 
s period vill change the knowledge technology--but - agents still must have 

i -- - - - k a & e d g - C d 4 e r - o r  - a t 4 e - - t h r 6 t t g f t + r W - - t M e a ~ -  
I 
I 
- - - that they still require U S $ , . 1 l o .  miia is c-(HL. 

i 4 . 3  There is, I believe, no way around the coklusion reached here: 

the introduction of knowledge constraints into an avant-garde classical - 
f r analysis can never be compatible vith non-accidental PI equilibr'ia unless 



the basic condition of US%I can also be guaranteed. 411 of this is, un- 

- f ortumely , obvf ous : the guarantee t y  depends 

on the achievement of USKpI, so it makes no sens 

rational with respect to existing information without already presuming 

USKpI. Tnformation may be constraining in these avant-garde structures--in 

the sense that it is "imperfectw--but it, by definition, can never be suffi- 

ciently coristraining to rule out the existence of that knowledge required 

for agents to maximize gains from trade, given a knowledge technology. This 

is no more than the basic "stage one" proposition of Chapter Seven: that 

knowledge can never autonomously constrain the achievement of PI equilibria; 
C 

that all autonomous constraints of knowledge must be removed (hence, are - -- 

endogenized) in the neighbourhood of a PI equilibrih, even though the 

position of such PI equilibria are determined, in part, by the autonomous 

natural constraint of a knowledge technology. 1 

The "sleight of hand" aspects of this avant-garde treatment of 
> 

knowledge constraints, of course, emerge from the fact that, in PI equilibria 
v -  ' 
of the type impIied, probabilities of estimate are determined with -a valie 

of less than unity, which "appears" to be a less stringent requirement than 
0 

USKpI. This seeming paradox is resolved, however, by the xeco2pition that . 
/ 

the very "determinationf' of the probabilities which are c&&a;ible with the 

achievement of PI equilibrium ar'e an outcome of successfuL classical optimi- 

zation, given the (non-probabilistic) truth of T. based on USK . How can 
J C 

PI -. 
the probabilities on the knowledge production function be representative of 

an autonomous constraint onbehaviour if they are an endogenous outcome of 

successful optimization, the truth of T On the other hand, if T. wa$ 
j -. J 

of estimate could be autonomous, since there would no longer be any guaran- 

tee that it could be successfully derivkd from N and I. This of course just 



says that probabilities can "count" only in explanations of observed stkes 

which are not classical equilibria--which just states that PI explanations 

can hold if and only if "uncertainty" is perfectly-anticipated. 

The above argument, I believe, has major critical implications for 

avant-garde classical research. There is simply no way of avoiding the 

condition of USKpI as a requirement for the non-accidental achievement & 
"rational" classical equilibria. More precisely, it is simply a "red- 

herring" to argue that individuals can exhibit Classical Global Rationality 

wit% respect to &sting information without providing th= independent 

guarantee that prevails. "Rational" information acquisition does not 
- - - 

lead (over time) to a state of USK rather, the rationality of information PI; 

acquisition follows from the (prior) achievement of USKpI. 

. 4.4 Allow me to illustrate.the failure of the avant-garde classical 

strategy with respect to knowledge in simple terms. 

Thus, that there exists a complete set of A-D demand and 

supply curves derived from a non-extended concept of N and I. Consider any 

one market and let the point at which these curves intersect be denoted 

x$-~ (E Z&D). Suppose now that x0 (# xX-~) was observed, and the question 
, 

becomes: How is x0 to be explained? 

By the analysis of Chapter Five, it follows that x0 can be success- 
e 

fully "explained" if and only if the A-D supply and demand curves are 

altered so as to pass thrcugh xO. 1n short, x0 must be explai~ed as part of . 
a general equilibrium which is not an A-D general equilibrium, and this can - 
be effected only by positing - additional exogenous - -- yariables in the problem 

vhich will just generate supply and d h n d  curves which do pass through xO. 
-- - 

Now, Holists may argue' that the reason why x0 wasqobserved is that 

exogenous elements of S are determinants of these curves as well as N, with 5 

--- 
I- - 

b 

w 
r 



or without I. Thus, if exogenous elements of S were considered in the prob- 
-- -- -- -- -Ap- - - --- - 

lem, one would find thatpthe (S-constrained) demand and supply curves just 

passed through xO, and this x0 could be completely explained in this fashion. 
i 

The individualist, however, will not accept this mode of explanation, 

since he claims that S (as S*) is a consequence of the intersection of (all) 

supply and demand curves, and cannot therefore determine the position of 

these curves. Accordingly, it follows that the classical theorist has no 

option but to explain x0 by positing the existence of additional exogenous - 

variables which are beyond the A-D specification but which, nonetheless, are 

eligible components of N and I. In this regard, suppose that he fi&+at 

he can just account for @ by extending incorporate only a trans- 

actions technology. He therefore argues that individuals would have been at 

if transacting was costless but, since it isn't, it was rational for 

individuals to settle for x0 (where x0 is an x* of an extended classical 

structure), 

Now, everyone would agfee that this would be a satisfactory explana- 

tion of x0 if it could be guaranteed that all agents possessed sufficient 

knohedge eo identify with certainty that x0 was the true maximizing posi- 

tion, relative to the posited specification of N and I. This condition is, 

of course, exactly USKpI: individuals have just the knowledge by which to 

establish where the "true" supply and demand curves derived only from ele- 

ments of N and elements of I intersect. 

Suppose now the same strategy was tried with an information technol- 

ogy and without a transactions (or adjustment) technology. The argument 
-- -- - 

would be identical in form: x0 could be construed as a maximizing position 
- -- - 

relative to the costs of information gathering, even if agents would have 
< 

'rationally endorsed only ~ f f - ~  if information was 'costless. Nonethless, it 

is easily seen that the success of this explanation still hinges on the 
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guarantee t h t  all agents can identify with certainty where the extended \ 
classical supply and demand curves intersect* This requ- 1There i~  .t* 
simply no way around the guarantee of ~sK&in a structure which emands P 
thatequilibrium positions manifest the unanimity of 5.(~*) = S*, far all j. 

Alternatively, no matter how a knowledge technology exogenously affects the 

equlfkDiium position of suppiY and demand, knowledge per se can never be exo- 

genous at the point where a classical equilibrium is realized; if this equi- 

librium is realized, then, by definitiontan insufficiency of knowledge could 

never have been present. 

4.5 The ultimate conclusion is straightforward. If it is not 

logicdlly possible for Classicists to develop a theory of informatioaally- 

constrained, "rational" decision making which requires less knowledge than 
--b 

US%=, it is still not possible for Classicists to convince ,their non- 

classical critics that they can illuminate short-run situations where in- 

formational constraints are really binding; avant-garde classical reference 

to informational constraints can be regarded as only an unsatisfactory 

sleight of hand. Accordingly, the only route-open for Classicists is the 

direct one: to provide a non-arbitrary argument for why USKp= (and, thus,, 

Classical Global Rationality) - must prevail in all short-run observed in- 

stances. If Classicists can provide this, then the extended classical 

system emerges triumphant, and there should be no further questions. If 

not, then classical theory must fail outright in the short-run, and again 

there should be no further questions. I turn to this ultimate issue in the 

next chapter. 

-- 



CHAPTER NINE 

TEE LOGICAL IMPOSSIBILITY OF A SUCCESSW CLASSICAL 
t 

EXPLANATORY PROGRAMME FOR THE SHORT-RUN: The Problem 

of Short-Run Knowledge Sufficiency 

In the last chapter, .I have demonstrated that no matter how 

-- 
sophisticated a specification of N and I variables--and, in particular 

of-informational constraints on individual decision-making--the 
2 - 
i .  

avant-garde proponent of PI might come up with, he cannot logically m i d  

the task of guaranteeing the fulfillment of US%I a& a fundLenta1 require- 
- - 

lment of being able to successfully explain observed states as classical 

equilibrium states. Reference to the constraints of costly information in 

the context of PI structure is therefore simply a4sleight of hand," since 

knowledge in principle can never be seen as sufficiently constraining to 
?4 

rule Qut the achievement of and thereby remove the guarantee of thc 

truth of everyone's T which entails the E' (s*) = S* result. In sh&t, if 3 ' j 

the achievement of US%I was really compromised by posited imperfections 

in knowledge, then maximization (relative to N and I) could only be regarded 

as an accident, .and there would be no logical foundation for the view that 

observed stares must be a logical consequence of deckion-making in accord 

with Classical Global Rationality. 

If the success of PI explanation therefore ultimately comes down to 
e - 

the-one issue of whether there exists a non-arbitrary explanation for the 

- -- 

achievement *f US%I by ag*nts, then it follows that t3e dHii6instFatKon 

that PI stzxtcwre can sweesffully illuminate ~k sh r i - -mm i i ~  parkicdar - -- 

hinges on the existence of a non-arbitrary argument for the achievement of 

USKpI which'also does not presume that an infinity of time is available for 
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this state of k*owl&p;e to be realized (see Boland (1978); ~oland and 
- - - - -- 

Newman (1979)). It is therefore required that any successful explanation i 
L 

of the transformati0.p of UI%I (or, possibly, NUS$=) into USKpI not 

employ "long-run" arguments . 
It follows that the condition for PI structure to provide a non- 

accidental account of gvenoneshort-run ZO is that the transformation of 

at some point in time to the long run. The condition for PI struc- 
1- 

ture to be explanatorily complete for short-run 2''s requires that the 

transformation to US%I be non-arbitrarily rationalized as complete before - 
- - 

(or simultaneous with) the earliest point in time at which short-run action' 

begins. 

The purpose of this chapter is to argue that there exists no success- 

ful explanation of the achievement of,USKFI in less than an infinity of 

time; all explanations which underwrite this achievement of USKpI in less - 
than this amount of time are therefore ad hoc and possess nothing other 

3- 

h t an arbitrary undations. The central conclusion reached is therefore fs 
that, while PI Aructure can be seen to be quite beyond criticism as a 

long-run explanation of aggregate states, it has no power to illuminate 
4 

even one short-run state, except on arbitrary grounds. 

If one wishes to .procure a non-arbitrary theory of short-run aggre- 

gate behaviour, there is no option but to look to the non-classical 

alternatives, of which only the GI option can even qualify from the outset 

as one which,meets the explanatory-stdardsaf Individualism- The ultimate 

question to be examined in' the following chapters is therefore: Does there 
f 

exist a non-arbitrary explanation for the achievement of some state. of . 
, 

8 

short-fun knowledge which is less stringent than USKpI, -bat which is none- 

theless sufficient to guarantee the achievement of (short-run) GI 
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coordination, where S = S* and Non-Classical Global Rationality pzevails? 
- - --- -- - - - -- - 

This question is-the essential question of anyvadalysis beyond "stage one,". I 
6 

and it must be answered,in the affirmative if any programme to explain 

short-run, classical disequilibria as non-classical (GI) equilibria is 

ever to be successful. For now, however, the more modest point is only 
\ 

- I . _  - - 

that classical explanatory structure per se cannot in principle penetrate 

short-run behaviour. .. 

1. An Initial Perspective on the Problem of Knowled~e Sufficiency 

of PI 

With deference to historical tradition, it is useful to distinguish 
- 

two approaches to explaining -the achievement of USKpI. The first (now 
. ,  

typically associated with the "rational expectations" movement) may be 

termed the "individual knowledge procurement" approach and the second 

(typically associated with a defence of "efficient marketsJ'ad the like) 

can be called the "institutional signalling" approach. While the former 

requires arguments which can rationalize a process by which each individual 
- - 

can achieve sufficient knowledge on his own (usually through inferential 

mechanisms), the latter does not; it simply requires a non-arbitrary ex- 

planation for why certain institutional mechanisms (e.g., PI equilibrium< 

prices, as signalled by "markets") can always come through to remove any 

insufficiency of knowledge which individuals might otherwise'possess. 

I will show in the course of this chapter that the same types .of 

logical arguments must be used to rationalize the success of either one 

of these approaches--more to the point, .they - both fail f~r~identical - - 

reasons--so there is ultimately not much use in distinguishiiig them. I 
- - 

keep them separate in what immediately follows for expository clarity, and 

start the analysis of the possible arguments by which to underwrite the 

transformation of knowledge to US%I by defining- &I initial UI%= 
v; 



environment, from whic-transformation can be seen to begin. 
- - 

1.1 A UIKpI Scenario . 

The UIKpI setting assumed is one which I will denote "The Intract- 

able UIKpI Setting," since it leaves virt;ally ;lo options op'en by which to 

rationalize the movement from UI%I to any stat= of 
I' 

Thus, assume an environment where at a point in time: 

(a) each individual has perfect and complete knowledge of his own 
"personal givens," Id and Ij , 

(b) each individual knows the whereabouts of all other individuals 
but'has no independent knowledge of t& personal givens of others, 

(c) no aggregate coordinating'signals, or signalling mechanisms 
' (e.g,,nSTketsi or other aspects of FS exist, 

(d) ky the assumed conditions of N, FS-provision is not a costless 
activity, . - 

$ 1  (e) by the assumed conditions of N, searching out the s and I 's of 
others is neither technologically nor economically fe?si&le; 
and 

(f) no individual has (exogenous) access to knowledge of the history 
of the personal givens of others or to the history of past trad- 
ing out~omes . -- 

It is -assumed, moreover,'that the following "classical" assumption holds: 
.n 

each individual aims to select a set of ,actiozs which maximize , *a 

his utility (given his own and Ij). 

/ * 
The above specification is intende&Q set up to be "static" in charac- I 

\ 
ter. Some of the items (notably ( f ) )  invplve questions of intettemporality 

/' 

and this specification will be modified later to deal with these Fgsues. 
L" 

It is noted-that, since all agents are assumed to kriow their person~l givens, 

there is no "technological uncertainty1' present; all uncertaipty is "market 
- - - -- - 

uncertainty." I also note, but leave aside, the objection that (a) and (c) 
- 

may conflict; that some (facilitating] institution must be assumed to exist 

in brder for individual "endowinents" or "property" to be initially defined. 

The obvious point, however, of defining (a) - (f) in the above way is to 



characterize an _extreme_ $et5 iag in which no in_dlYid_ual ca&initidly-. 

establish the gains frw trade (.interaction) open to him, or identify the 

types of institutions which will lead to "wximizing" coordination; in - 
short, where the constraints of insufficient knowledge are all-constraining 

hnd where PI-equilibria must be accidental. 

Now, prima facie it might be conjectured that very few propositions 

,about individual intera,ction could ever be put forth in such a setting. 

Why might this be? A possible answer is because, under 'the assumed condi- 

f ions: (3) no individual need perceive the gains from any trade or inter- 

action with others; and, accordingly, (iij all individuals will just consume 
i 

* their own endbments in isolation aqd win coordinate in a no-trade state. 

Thus, according to this argument, the posited extent of uncertai ty will -5 
simply force all iddividuals to autarky, where autarkik behaviour is just 

another form of -coordination (albeit a grossly inferior form, by PI 
- 0 

standards). 

+ Proposition (i) is, of course, correct--individuals neeh not recognize 

any gains from interaction under the assumed conditions--but (ii) is mis- 

leading, and it is important to understand why before any further analysis 

is undertaken. The essential point here is that, while it may in fact tran- 

s ire that no individual conjectures that he can gain from voluntary exchange, P .t - .  

there is no reason to believe that involuntary interaction (i.e., predation) 

will not take place. Once again, the problem is about guaranteeing that any 

individual can successfully achieve a state of self-containment; that the 

others won't interfere with or impinge upon him. Evidently, 40 provide such - 

a guarantee, it is necessary to denanstrate the existence* of a (factlitatink;) 

institution which outlaws predation and permits only voluntary exchanges. 

/-- 
And this is exactly the problem: under PI, this institutioq cannot be a 

taken as an exogenous given and, under U I % I ,  there is not enough knowledge 
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i n  t h e  system t o  guarantee t h e  unanimous endorsement of such an i n s t i t u t i o n  
- - - - - 

(even i f  f u l l y  informed indiv idua ls  i n  f a c t  would endorse the  i n s t i t u t i o n  

wi th  Gnanimity) . Thus, t h e  e f f e c t i v e  operat ion of t h e  requi red  aggregite 
V 

i n s t i t u t i o n  can be seen a s  only an acc identa l  occurrence under t h e  circum- 

s t ances  pos i ted ,  and it i s  riecessary t o  conclude t h a t ,  under UI%=,  even 

au ta rk ik  e q u i l i b r i a  a r e  no more o r  l e s s  accidental than any o ther  types of 

PI -equi l ibr ia .  

The upshot of t h i s  i n i t i a l  d i scuss ion  i s  the re fo re  t h a t  the  only  rou te  

.* t o  "gqaranteed," r a t h e r  than "accidental,".  (PI) e q u i l i b r i a  is t o  provide a 

non-arbitrary explanat ion f o r  why a t  l e a s t  one of condit ions (b) - ( f ) ,  do 
" i 

-- - 

not  hold i n  observed s i t u a t i o n s .  The "individual  knowledge procurement" 
L 

approach t o  the  t ransformation of UIKpI i n t o  USKpI i s  &ssen t i a l l y  t o  r e j e c t  

a t  l e a s t  one of (b) ,  ( e ) ,  o r  ( f ) ,  while t he  " i n s t i t u t i o n a l  s igna l l ing"  ap- 
F 

proach is  t o  r e j e c t  a t  l e a s t  one of (c)  o r  (d) .  I begin with the  former-. 

2. The ~ n d i v i d u a l  Knowledge Procurement". Approach t o  t h e  Problem of 

Knowledge Suff iciency - 

It is  e a s i l y  seen t h a t ,  i f  the  defender of t h i s  approach r e j ec t ed  (e )  - 
--and replaced i t  byfhe .assumption of c o s t l e s s  search--then h$ would im- 

a SJ 

mediately achieve theLknowledge environment presumed by an Arrow-Debreu 

world--namely, UPK. However, t h e r e  would be no convincing j u s t i f i c a t i o n  

ava i l ab l e  f o r  why search was i n  f a c t  c o s t l ~ s s  and, t o  j u s t  assume t h i s  

s i t u a t i o n ,  could only be a r b i t r a r y .  I f  t he  defender of t h i s  approach again 
-3 

r e j e c t s  (e )  , but  moves only t o  t h e  assumption of (non-prohibitively) c o s t l y  

search-in the-name of realhm-+ken h e  s t i l l  f a e e s  t-ke pr-bkm oufl-ined 

i n  t he  l a s t  chapter:  t o  guarantee f c l a s s i c a l l y )  "opt igal"  s ea rch ,  r e l a t i v e  

t o  t he  c o s t s  of information, heAmust a lready presume the  achievement of 

U S S I  Accordingly, the  de'fender of P I  must f i nd  some more s u b t l e  arguments 

t o  work with,  and here  he must d i p  i n t o  the  deposi tory of t r a d i t i o n a l  
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- philos~pi5ical arguments. -- - - -  - - -  

The discussion therefore immediately ~ s t  tun to a consideration of 

- thr; two long-standing philosophical traditions which have sought to proliide 

E 
L justifications for the existence of true theoretical knowledge of the type 
j 
i 
; which is required to underwrite US%I. These traditions are: Apriorism and 

Inductivism. The former view endows all individuals with 5 priori true 7 
I 

7 theories from the outset, while the latterqew provides the rationale for 
4 . -  - 

3 
the-achievement of theorectical truth by a (time-based) process of induc- 

i t tive inference from true factual knowledge. 

2.1 Apr&arlsm- -- i 

Unfortunately, not much need be said on this option. In the context 
d 

'of the UIKpI setting specified above, this option simply suggests that 
3 

agents possess far more independent knowledge than just the factual know- 

ledge of their own personal givens. Perhaps, as is often entertained, all 

agents really have independent access to the true T.--an apriori true 
1 

J 

model of the "maximizing" aggregate economy- If7this is really the case, 
* 

then the problems of underwriting the achievement of US%I are simply 

trivial. All agents must end up with true and identical E j (s*)Vs, sdch, 

that action based on these common expectations will coordinate at a PI-II* 

in a self-fulfilling fashion. 
, 

Clearly, assigning a priori true knowledge to agents in such a way 

that they can reach at least some condition of USSI immediately is 2 
' r 

priori not very appealing. This is precisely why Apriorism is so difficult 
- - - - - - - ppp 

to accept. Thus, it is one thing to argue that-agents conceivably possess 

-- p- 

some g priori true knowledge, even if this* knowledge, in and of itseTTs 
d 

not sufficient for PI coordination; it is quite another to push the extent 

of a priori true knowledge to US%= ot UPK outright. In fact, the exact -- 

question raised here is: How does one "explain" non-arbitrarily just how' 
d 



since by this . 
- 

much 5 priori true knowledge agents possess? More precisely, 

approach there is no way to explain why agents possess less _a priori know- 

ledge than that required for US%I (or~~~~)--axc@ptby reference to another 

a gfz&dcriterion--what is to stop the argument that the world must always - 
be in PI-equilibri-ms? It is the sheer ease- of this argument which reveals 

I 
its singular arbitrariness, and that it can only constitute the (philo- . 

sophical) twin to (economic) arguments concerning costldss knowledge and 
* 

the like. Accordingly, the task of providing non-arbitrary justifications 

for the achievement of must fall to Inductivism, 
6 

2.2 Inductivism 
- - - - 

As is well known from much empirical research in economics, Inddc- 

tivism is the view that all theoretical knowledge is founded upon, and 

verified by, true factual propositions. In the context at hand, the guaran- 

tee of the truth of T. (and thus the guarantee of the truth of the E (S*)'s 
J 1 .. 

held by individuals) now must be' explained as a process by which individuals 

gain access to "sufficient" true facts so as to verify universal theories. 

(The collection of factual propositions--gathered up to a point in time-- 

is usually taken to comprise an "information set.") Clearly,-in the "in- 

tractable'' UI%I setting. originally posited, all individuals have access 

to an extremely limited set of t h e  factual propositions--only those con- 

cerning their own personal givens and the whereabouts of others--and need- " 

less to say, few inductivists would regard these facts as a sufficient 

basis from which to rationalize successfu~ individual inference of the 
w 

conditions of PI coordination. AccordingLy-it hecomes necess--to-account 

for the existence of some process by which further facts are collected. 
- - -  - --- - -- 

It is at this juncture in the argument that the denial of assumption 

. ( • ’ I  becomes the important strategy to examine. More precisely, if it is 

accepted that strategies to deny (c) , by ~ositing an optimale search 
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mechanism, ke -eLther arbitsasyor entail 

is tihether the granting of individual access to knowledge of-past history 
+ 

can do any better. The basic idea is-that ii individuals can be seen-to 

have access to a wide variety of historical data on aggregate states of 

the economy (e.g., past price, output, and inflation statistics), then . 

supposedly theydght be able to infer-the "true" conditions of (current) 

aggregate coordination 7 by his route. 

?he essential point to ackdowledge about this proposed strategy is 

that it is quite beyond criticism--and offers a completely non-arbitrary 
-b. 

theory of knowle_dge procurement to US$z--so long as it is. presumed_-&hat_ - -- 

agents have access to all the historical facts-a "completet'+information - 
Is 

set. Th4s is howexer exactly where the "infinite time" problems arise, ' 

since if history is unbounded, then the guarantee of the'succ&ssful infer- 

ence of the truth of theor-ies (like T.) from the facts must await the end 
J 

of historical time--"the long-run." If the guarantee of USKpI--which is 

just the knowledge which is equivalent to a complete and acc~ratsfactual - -  - 

history-can only be procured in the long-run, then it is straightforward 

to arrive st the ~onclusion that PI-equilibria can be non-arbitrarily 

justified to hold only in the- same temporal dimendion. 

The standard logical problems of any inductiv--view-and this in- 

cludes second-best positions such as "probabilism" which rely on knodn 

("stationary") probabilities-therefore arise as soon as analysis turns to 

settings in which the-factual knowledge of agents is not complete; this is, 

(intertemporal) setting where in particular future facts have not yet re- 

vealed themselves. In such (short-run) circumstances, it is simply not 

possible to guarantee that agents can successfully infer the truth of any 



enter temporal)  theory of P I  coordinat ion from ;he f a c t s  alone. For t h a t  
4 

- -- - - A -  

mat ter ,  i t  is  nbt  2 y e n p o s s i b l e  t o  expla in  ind iv idua l  
/ \ .  -- 

pet ing  T. 's a s  b e i d  based upon non-arbitrary c r i g e r i a  t h a t .  i n d i c a t e  which 
J 

* of t h e  competing theo r i e s  is "best  'supportedn by, t h e  f a c t s .  To prmvide 

bona f i d e  guarantees,  something "beyond the  f ac t s "  must be adde 8 t o  t h e  

problem. - 

7 It i s  important t o  s t r e s s  t h a t  t h e  above argument is q u i t e  com- 

p a t i b l e  with any agent be l iev ing  t h a t  an incomplete s e t  of f a c t s  does 

r e a l l y  v e r i f y  some tgeory o r  another (.thus, rendering i t  preferred t o  - 
* 

a e r n a t i v e s )  o r ,  i f  no t  ' th i s ,  t h a t  kt  l e a s t  he has c r i t e r i a  by which t o  

- -  - 

choose theo r i e s  on the  b a s i s  of t h e i r  ( r e l a t i ve )  degree of f a c t u a l  support.  

Thrrs, any agent may i n d e d a i m  t h a t  h i s  choice of ( i n i t i a l )  T along with 
j *  

h i s  Ej (S*), i s . n o t  a t  a l l  a r b i t r a r y  and he of course may be right--by acci-  

, dent .  P r i o r  t o  the long-run, however, t he re  is no way t h a t  t he  agent can 

L ensure t h a t  any perceived ve r f f i ea t io r r  is  o the r  than acc iden ta l  and the re  
rn 
L 

is  no way t h a t  he can ensure cha t  any s t a t i s t i c a l  c r i t e r i o n -  t h a t  n ight  be 
"P 

used t o  choose ( r e l a t i v e )  degrees of f a c t u a l  support fol lows from a "true" . 
theory of c r i t e r i a ,  a s  supported by a complete s e t  of f a c t s .  I f  t he  agent 

< 

i s  t r u l y  saddled with incomplete f a c t u a l  bowledge,  then i t  fol lows t h a t  

he can have no e a s i e r  a time picking between c r i t e r i a  t o  judge theo r i e s  

as picking between t h e  ogsginal  t heo r i e s  which e n t a i l  E.(S*). 
3 

It i s  p rec i se ly  because of the  na tu re  of the  above problem t h a t  t he  
r' 

i b j e c t i o n  of ( a t  l e x t  some) a p r i o r i  true'knowledge i n t o  such short-run 
i--C 

s e t t i n p  G p e a r s  t o  be inevitable. .  Evidently,  what i s  needed ,to guarantee 

IP 
t he , i n fe rence  of t h e o r e t i c a l  t & t h  from an incomplete s e t  of f a c t s  is  a '  

ne t a - theo re t i ca l  p r i n c i p l e  t o  guarantee t h a t  the f a c t s  not  searched out ,  

o r  t h e ' h i s t o r y  not  ge t  ava i l ab l e ,  20 n-ontain counterexamples t o  any 

agen t t s . pos i t ed* theo rp .  However, s i n c e  i t  follows t h a t  t he  t r u t h  of such 
< .  - 



a principle itself cannot b= in•’ erred sf =om the posited incomplete history, . li 
& - - - - - -- - - 

the only road open to guaranteeing this principle can be an a.priori ' 

- - 

one. The need to inject even one a priorirtrue principle--the "inductive 

principle" --into a setting which otherwise denies Apriorism complete1.y i ~ ,  

v 
of course, the classical failure of Inductivism. It iswthe" submission*to 

F' 0 

arbitrariness in the explanation of how true theorietical knowledge can 
0 

emetge. 

There are many ways that 'the above types of argthent can be stated, 
/ 

alternative is to note that an incomplete set of ,facts in principle can 

"fit" many false theories-by accident. Accordingly, to show that any poten- 
- - - - -  

T 

tial verification of a posited theory is really a verificatioh of a true 

theory and not an accidental corroboration of a false theory, it is neces- 

sary to have an additional - a priori true principle to distinguish bona fide --- 
fl 

verifications from their accidental counterparts. In the extreme, this im- 
1 

plies the somewhat paradoxical view that the true theory must be known 5 
- -- -- -- - 

priori before any factual support can be shown to verify - it. 

Of course, the above arguments only define the "naive" critique of 

Inductivism (see Agassi (1966)), since they assume that the problem is the 
' I  

incompleteness of facts and not the truth of the facts themselves. In this 

light, the "sophisticated" critique posits the view that all factual pro- 
* 

positions are theory-laden, so that the independence between a (pr 4'"' factual base and the theories which this factual base is supposed to be 

verifying is broken. Here the problem of Inductivism is simply that any 

proof of the truth of fa~tua~propositions used to-verify onethearyal--- - 

ready must presume the truth of another prior theory.on -- which the facis pp 
- 

are based. Since the verification of the prior theory raises the very same 
, - 

justificational problem as the verification of the hitial theory, an infi- 
9 

-' nite regress is implied. This regress can only be stopped by specifying 



ad hoc criteria for accepting at least on& theory as "given" or ''truew-- -- 
-2 _ - 

even if it is not (conventionalism), or by the invocation of 5 priori true 

knowledge, at some juncture in the argument. It is,,of course, only the 

apriorist strategy which provides the guarahtee--albeit spurious--of the - 
truth of at least one theory or meta-theory, since it allows theoretical 

justification to be seen to'take place yithout any reference to the facts, 

or the time needed to dollect .the facts. 

2 . 3  The,Methodological Problem of Apriorih and Inductivism, and the 

"Classical Critique" of Theories df Knowledge Procurement . .  
The basic conclusion which follows from.the above analysis is 

straightforward: in any eeting where individual decision makers cannot - 
A A- + .  

have access to a complete set of known facts, the explanation of the suc- 
* 

cess of their decision making-as following from the guaranteed truth of 

a theory that they hold--must involve the assumption that individuals 
h 

possess some priori true theoretical knowledge. Since, in the context at. 

- -  - -  - -  -- --- 
hand, it is the guarantee of the Guth of the indivihual's theory of S* 

- 

(i.e., Tj) which underwrites the truth of his E. (S*) and which, at the 
3 

same time,-is concommftant with his achievement of informational suffi- 
d 

ciency, the more general expression of this argument is that the guaran- 

tee of any type of PI coordination requires e+ther that complete factual 

histories, or some _a pP5ori true principle, .be accessible to all individual 

decision makers. In any case where individual agents have access neither 

to complete faotual histories nor to any a priori true knowledge, it fol- 

lows that US%I cannot be reached, T. cannot be successfully verified,-and 
- 3rP---- - 

PI equilibria cannot be rationalized on anything other than an accidental 
--- --- 

basis. 

I 

2.3.1 It is important to see the above ideas as comprising a "classical 

critiqu$l(of theories of +owledge procurement), and to note that the 
< 
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logical form of this critique is identical to the "classical critique" (of 
- - -  - -  Pi 7- 

non-classical explanation) exposed earlier. Thus, the "classical critiqu~" 

(of knowledge) may be expressed: 

If all theoretical knowledge possessed by indiviauals must be based 
on "facts," then either: (a) an infinity of time is granted to per- 
.mit*"sufficientl' facts to come forth to successfully verify (univer- 
sal) theories, or (b) aay explanation of successful inference prior 
to this long-run point must employ arbitrary principles (e.g., 5 
priori true principles). 

Alternatively, the "classical critique (of non-classical explanation) 
i 

may be expressed: r 

Either (c ) '  a "rational" classicaZ equilibrium prevails, or (dl the 
explanation of any behaviour which transpires outside of7his equi- 
librium must be-arbitrary, relative to the postulate-s of Inkiividualism, 

Given these symmetrical propositions, a crucial methodological point 

can be seen: if the gu8rante.e of the non-arbitrary success of classical 
, 

equilibrium explanations, (via Classical Global Rationality) in (cl hinges 

od the non-arbitrkrineis of the explanation qf successful inductive infer- 

ence -in (a), then it follows that classical explanation  an only hold non- 
-1 _ - _ _ _  --- 

i -  
arbitrarily in f2he long~run. The important cgrollary to this proposition. 

5. 
is that any attempt by avant-garde classical t'binkers to move classical 

explanation back into the short-'mn through any specification of an "indi- 

vidual knowledge promrement" mechanism must meet with the charge of arbi- 

trariness implied by (b) . 
2.3.2 - It is of course precisely for the 
retreat to a priori true knowledge in the - 
models can appear to be such an enigmatic 

non-arbitrariness of cfer-equilibria 

. 
above reasons that the recent 

context of "rational expectati&il' 

strategy; it secures ihe supposed 

only by introducfzg a fuIGfledged 
-'r 

arhirratiness with respecLta the mechanism by wk&zl~zhe kne-~b --- 

for such equilibria is procured. In this regard, why not just admit depart- 

ures from classical equilibrium, and explain them arbitrarily right from the 



outset--by forfeiting Individualism and rationality altogether? This is 

what Holists do, and it would take considerable argument to claim that it 

was less "efficient" to expla'in observed outco y arbitrarily treating 

S as exogenous,as to deny the exogeneity of S, t the role for ration- 
% 

ality, and the; to guarantee the rationality o hrough the endowment of 

a priori true knowledge to agents. (I discount the strategy of simply assp- - 
ing that agents are "rati~nal.~') 

In any event, given the above arguments, it cannot be logically satis- 

factory for Classicists to criticize their Holist counterparts on the 

grounds that assuming the exogeneity of S ke. g., exogenously-f bed prices) 

is "behaviourally arbitrary" at the same time as Classicists themselves 

assume the existence of a priorf true knowledge: both types of assumptions 

are equivalently arbitrgry. It would also be unvise for avant-garde defend- 

ers of "rational" expectations to criticiek their earlier "adaptive Gpec- ' 
% 

S)Y tations" counterparts (see Cagan (1956); M. Friedman (1970)) too heav 

After all, the behavioural arbitrariness which accompani& nnsucc~essful 

short-run induction--before adaptation is complete--is the "dual" to short- 

run decision-making success with a priori true knowledge (see B. Friedmari - 
. , 

More precisely, a logically consisfent defence of an adaptive expec- 
ir 

tations programme--based on Inductivism--will allow some learning dynamics 
* 

to the long-run state where USSI and PI coordination prevails but, in 
%.. 

general, will not be able to provide a non-arhitrary explanation of the 

short-run.non-classical behaviour which leads to this state. Alternatively, 

an Apriorist, rational expectations view will collapse the long-run to the 
L ' - 

short-run and, in general, give up a 'learning dynamics completely for an 

-,,arbitrary assumption about knowledge procurement.. The merit of the adaptive 
, - 

viewpoint is that it at least takes the inductivist argument for what it 



says: that successful learning 

infinity of the. 

2 . 3 . 3  The essential implication of all of the above arguments is that 
i 

there can be no non-arbitrary theory of the short-run if both the "classi-. , - 
L - . - ~  - < 

cal critique" of short-run knobledge sufficiency and theFclassical critique 
d 

of non-classical explanation hold. , 

For avant-garde'Classicists, in particular, the onPy conceivable 

options remaining to illuminate the short-run are:- (i) to abandon the 

"individual knowledge procurement" approach, and-to see if an "institu- . 
- -  - - 

tional signalling" approach can do any better; or (ii) to maintain' the 

former strategy, but to deny the "classical critique" of short-run know- 

ledge procurement by denying both Inductivism and Apriorism outright, and 

constructing a third alternative. 

Unfortunately, the basic problem here is that there does not exist 

-any non-arbitrary programme to underwrite the successful knowledge acquisi- 
I 

tion required by PI explanation except Inductivism; all other non-arbitrary 

theories of knowledge involve the commitment to the failure to procure 

demons trably-true thedretical knowledge. Moreover, since I will argue in 

the next section that the success of any "institutional signalling" appro'ach 
n * a  

\ .  

to the Procurement of US%I mast either presume the succcess of the "indi- 

vidual knowledge procurement" approach, or assume Holism outright, it is. 
I ,  

simply necessary to conclude that PI-structure cannot in principle illumin- 
1 

ate short-run aggregate behaviour . Stated somewhat more optimistically, PI 
structure proviites the best possible explanatory yield in thceasi@st 

arbitrary explanations of even one Instance of short-run behaviour. 
$ 

I now complete my critique of the knowledge foundations of PI struc- 
I 

ture by showing that any "institutional signalling" approach to the 
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achievement of USKpI must logically fail, and then, in conclusion, briefly 
9 - - - - - - . - 

discuss the implications of the two "classical critiquesw presented above 

. 
for the prospects of a successful short-run GI explanatory structure. 

Knowledge Sufficiency 

In the aboye analysis, Inductivism and Apriorism were viewed as . 
1 

alternative ways of rationalizing %ow individ~ai~~uld reach The suffic 

79 /-- 
knowledge required for PI-equilibria "on their own." In particular, since 

a realizable E.(S*) can only logically follow from a true theory.of the PI 
5 

coordinated state, inductivist and apriorist arguments were used as alter- 

native means of justifying the truth of any and al1,individuals' posited 
# 

T 's. It was seen that, in order to allow such strategies to work, various 
j 

In fact the only assumptions of this original setting which were left un- 

touched were (c) and (d), which concern the provision of FS and other 

"social" signalling processes. These are my immediate, concerns here. 

Now, if one argues that neither the apriorist or inductivist argu- 
J 

constitute unsatisfactory ways of aplaining the achievement of 

US%I, then this is tantamount to arguing that there is no way to explain 

how individuals can achieve any condition of US%= "on their own." Rather, 

individuals must be given external help to reach informational sufficiency 

and this is where an institutional signalling explanation enters as the 

last-ditch alternative. In particular, if it is claimed that individuals 

never can possess "sufficient" - a prior1 true -knowledge, and that indi-v2duals 

never can have access to complete factual histories--except in the long-run 

--then, in any short-run situation, individuals must be saddled wifh UIEh1 

unless some aggregate signalling mechanism &mes through tdremve the in- 
\. 

sufficiency of knowledge. It is to be emphasized that the role of a 



206 
\1 

signalling solutibd to the problem of UI%I, such ;s that - played by the --- - 

- - - - - - 

"efficient markets hypothesis" is logically equivalent to those played by 

rational expectations under Apriorism and adaptive-expectations under 

Inductivism. As far as solving the problem of ensuring that all individ- 

uals possess USK the three solutions are perfect substitutes. " 
PI ' 

- 3.1 The Hayek Argument 
i 

The most important historical exposition of the institutional sig- 

nalling approach is that contained in Hayek (1945, 1948), and I believe 

that the essential ideas of this approach are now very well known (see 

Grossman and Stiglitz (1976)). 
-- - 

Thus,+assume a PI-setting under U1sI. All individuals pmsess 

' 
"specialized" knowledge over their own limited domain but none can know 

8 society or nature as a whole. All individuals therefore require additional 

knowledge to coordinate. Assume furthermore a "naive" setting where the 

coordinating regime (CR) consists only of one type of coordinating instity- . 

tion--prices--and where the facilitating regime (FR) consists of a single 

type of facilitaeing institut'ion--(organized) markets. 

argument is that it is possible for markets to 

knowledge possessed by all (widely-dispersed) individuals and to dissemin- 
. 

ate this information in a "signal," which if acted upon by everyone, is 

sufficient to achieve PI-coordination. The signal is, of course, the 

competitive equilibrium relative prices of activities (as an embodiment of 
a* 

S*), where markets are seen "to facilitate" the provision of a coordinating 

price signal. 

Cansider this argument in Haydc's (1948) a m  terms: - 

". . .But the 'man on the spot' cannot decide solely on the basise of 
his limited but intimate knowledge of the facts of his immediate 
surroundings. There still remains the problem of communicating to 
him such further information as he needs to fit his decisions into 
the whole pattern of changes of the larger economic system." (p. 84) 



"...in a system in which the knowledge of the relevant facts is 
dfspersed mmg many people, prices can act tomrainate the 
separate actions of different people in the same way as suhjec- 
tive values help the individual to.co-ordinate the parts of his 
plan.'' (p. 85) 

". . .~he'whole acts as one market, not because any of its members 
survey the whole field* but because their limited fields of vision 
sufficiently overlap so that through many intermediaries the rele- 
vant information is communicated to all." (p. 86) 

i 
5 

"...The same situation exists on the side of consumers or buyers. 
Again the knowledge they are supposed to possess in a state of 
competitive equilibrium cannbt be legitimately assumed to be at 
their command before the process of competition starts. Their 
knowledge of the alternatives before them is-the result of what 
happens on the market...and the whole organization of the market 
serves mainly the need of spreading the information on which the 
buyer is to act." (p. 96). 

It is readily seen that the essence of the Hayek view is that both 

prices and tnarkets possess "dual" roles, whgre the dual role for markets 

11 supports" the dual role for prices. Thus, competitive equilibrium rela- 

0 

tive prices-take on the role of being (1) a sufficient set of "technical" 

constraints by which to limit individual action to a PI-E*, at the same 

time as they constitute (ii) a set of information signals sufficient •’.or 

this equilibrium. Similarly, markets take on the role f being (i) a trans- \ 
actions medium which is sufficient for the physical realization of all 

individual action leading to the coordination consistent with these equi- 

librium prices, at the same time as they constitute (ii) a sufficient 

signalling institution by which to transmit all information about the 

aggregate economy to individuals. 1; is also apparent that a central impli- 

cation of such a viewpoint is that (true) "market failure" must inevitably 

compromise the perforfEance of the (coordinating) prices m*technically 

and informationally. Thus, -a basic proposition of the Hayek framework is 

that the qufficiency of FS provision is a logical precondition-for the 

transmi.ss<od of the sufficient knowledge (signals) necessary to realize 

a PI-II*, starting from UI•’$,I. 



'3 S- 

Firially, 1 should 'stress that; for all Hayek's coyern w3th disequi- 

librium processes (1948, p. 4 5 ) ,  the argument, As he presents it, is best 

interpreted as an equilibrium argument. Clearly, the crucial questions 

which &mediately arise in this treatment are: "What is to guarantee that r 

markets do in fact come ' through to communicate the approprikte additional 

signals to individuals?". and 'What is to parantee that price signals in 
C 

particular do take on their PI coordinating values?" These questions are 
f 

indeed the fundamental ones, but they can be seen to go beyond Hayek's 

objective. The Hayek question is&nly:+ Given that PI coordination is 
-ri 

observed to ;revail; is it possible to explain such coordination &n a way 

which is compatible with some initial state of UIKpI? Hence, the argument 
' 

is best stated in the form: , if any PI-ll* obtains, then both prices and 
w 

markets-must have been sufficient to achieve this coordination* where 

both prices and markets are mutually compatible with each other, con- 

sistent with the giv&i values of N and I. 

3.2 The Logical Failure of the Signalling Approach 

Given the above exposition, I now provide the stark conclusion: 

that all institutional signalling solctions to the problem of guarantee- 

ing USKBI either must presume the success of Induc!tivism or Apriorism, or 

sacrifice certain essential postulates of Individualism. Accordingly, there 

does not exist a (non-accidental) signalling explanation of the achievement 

of PI coordination which is consistent with Individualism and which also 

does not employ the Apriorism or Inductivism requiredby the "individual 

knowledge procut-entent approacli." 

begin from the single perspective that the existence of a (."sufficient") - 
signalling mechanism of the sort required can be interpreted either as an 

, 
intesally-generated product of rational individual choice, or 



'external, "outside" institution. Prima facie, both interpretations have 

severe problems. If one attempts to explain the existence of the appro- 

priateqsignalling mechanism internally--as following from the coordinated 

decisions of individuals in a' PI equilibmiurn--then its successful provision 

already must presume the successful achievement of some condition of US%=, 

or its existence is rendered only a matter of accident. By the nature of 

the case, individuals cannot already have Peached USKpI; hence, successful 
< 

provision of the signalling mechanism by these individuals can only be 

construed as accidental. On the other hand, if agents were seen to already 

possess USKpI; then they would not require an informative signalling mechan- 

ism at all; they have achieved US%I ''on their own," presumably through 5 

priori true knowledge or inductive inference. It is because of this argu- 

ment'that the only feasible option is to move to the alternative view that 

the signalling mechanism is'an "outside" institution of .sorts. Here, too, - 
we meet the familiar criticism that a logically consistent PI structure can- 

not invoke "out bde" ins t itut ions. i- 

If these arguments hardly promise well for the signalling approach, 
.. 

then the situation is only made worse by the recognition that, under Indi- 

vidualism, Simply demonstrating the existence of an appropriate signalling 

mechanism is not good enough; it is necessary to explain why all individuals 
4 

would rationally endorse the,particular signals emitted by the mechanism, 

given iheiB a@sumed initial state of UI%=. If this issue is handled 

C- - 
crudely, Holism must. appear. If it is not dealt with at all, then' the only 

1 
option will be to assume PI-equilibriunf in the explanation, andtTSgue 

that sufficient PI s fgrrak  m u s t  have come through. This 1- optiowis not 

an option. 

3.2.1 Expectations and the Acceptance of Externally-Given Signals: The 

Holistic Retreat. 



. 
To illustrate-the ahme concerns, consider a hypotktfeaL-sftuat-ion 

/ where a supposed "outside" signalling institution succeeds in transmitting 

to all individuals (at no cost) a set 'oil informational signals which are 
- 

just sufficient for a PI-11"--PI equilibrium prices. Here I offer qp explana- 

tion for why this might occur; I am only interested in whether it is possible 

to explain individual acceptance of these signals, given their availability. 

To see how this argument will proceed, I return to the type of structural 
I 

A- - 

f 
' analysis involving an agerft's initial theory and eqectations of a co- 

/ .- 
ordinated state. 3 - 

For topicality, presume that the setting under consideration is one 

where S* is signalled..Furthe*re, assume, by the nature of the case, that 

individuals do not know that the signalled's* is the "true" S*; they >T 
0 F 

initially in a setting of U I S 1 .  As before, each agent holds some theory , 

J 
of the Global ~educibility position (T. 1 and some theory of the anticipated 

J 

]coordinated state (Ti), where these theories will be identical if, as is 
J 

also assumed, the agent anticipates that PI coordination will prevail. Each 

indivfdual's T. defines his E. (s*). 
J J 

/--~----- 
Now assume that any agent (say, j) chooses his (going) heory-OF the 6 

coordinated state only on the presumption that the theory is a true one, 

even if he has no way of justifying it. Accordingly, he.believes that the 

E. (S*) associated with this theory is also true and constitutes a sufficient 
J 

basis for j to undertake "realizable" PI action. Given this, the question 

becomes: Why would j accept the ext&nally-transmitted signal, S*, unless , 
-- -- - -, - - -6- - 

it happened to be consistent with his original theory and expectations? 
-- 

Evidently, the crucial point is that, unless j can independently know that 

the signal he is being given is in fact the PI coordinating one; he has no 

reason to accept the signal if it conflicts with his posited T and E (s*). 
j j 

Clearly, under the assumed circumstances, j cannot provide any guarantee 

" 
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of the truth of the coordinating signal (this would require USsI); he can 
A -  - - - - pp - - 

only conjecture about its truth. And if j was to accept the theory of the . 

PI coordinated state consistent with the externally-signalled S*, then this - 
- would conflict with his assumption that his originally posited theory was P 

the true one. There is therefore no way to explain vhy j would give up his 

original T for the one implied by the signal unless he possessed an indi- 
j 

vidual guarantee that the signalled S* was closer to the truth. has no 

such guarantee. 

Once again, this analysis applies to ahl individuals, so that the 

basic conclusion which comes forth is that only those individuals whose 

' E.(S*) coinci e with the signalled S* will have any incentive to endorse 
J 4 
the signal (i.e., it is a confirmation of their original theory). If no 

one holds expectations consistent with the signalled S*, then the external 

signal (institutiod) wtll simply be ignored. On the other hand, in the 

situation where the Ej (S) 's of all agents happen to coincide with each 

other and with S*, then the signal (institution) will be endorsed with 

unanimity. This last case, however, is purely accidental. 
*- 

'I have remarked earlier that a basic characteristic of any U-= 

setting is that there is no reason to believe that all agents will hold ' 

f the same prior T 's. Thus, in general, there will be a distribution of 
j 

E. (S*)'s corresponding to the precise distribution of initial theories. 
3 

Those who happen to hold the same theories will defend (endorse) the same 

social institutions (prices) and may use their agreement on thkse institu- 

ti&s to snccessfully interact among themselves. Those i = d i v i & d s  w b h s l d  -- 

* 
dif ferent  F.>'s tkae others, and who &h LO presenre rhcfr mjeclrvfed 

J 
- 

utility-maximizing position will not, in general, interact with each other. 
t 

-.a 

The overriding point, therefore, is that since there is nothing in this 

CIKI setting which rantees that - all individuals will endorse the same 



initial theory and E fS*f, i~ is nor p o s s T h l e L , b a r r T n g a c c i d e n t , T 6  
-- 

/' 1 - 
rationalize the existence of other than'partially-binding social institu- 

Cr 
.tions, based on partial consensus (e.g., commodities would be traded at 

unif o m  prices only by accident). Hence,- the obvious c~nclusion: such a 

setting can explain how in i ividuals might arrive at the wregate unanimity 
required of any PI equilibrium state only as a mat-ter of accident. This is 

not a successful explanation for why a signalling instituti~q~must lead 

I-- . < A -  

agents to PI coordination. 

The above argument explains why, even discounting the problems asso- 

ciated with ass- the d c e n c e  of an "external" sfgrraz is the first - - 

place, it is $0 extremely difficult to produce a viable signalling explana- 

-- 
tion of the achievement of a PI-II* out of UI%I. Providing individuals with 

an S* "from outside" does not in any way explain why they would accept this 

signal if it happens to conflict with their prior theories and expectations. s - '  

Evidently, there are o assumptions of this scenario which,conspire 
r 

to make the unanimous en rsement of the signalled S* quite accidental. The 
x? ' 

first is, of courze, the assumption of UI%I itself. The second, however, 

is the "individualist conception of social institutions? that the "con- 

straiqingrf properties of any set of social institutions or signals are not 

autonomous; that such properties exist only by virtue of the fact that (at 

least some) individuals rationally endorse tee institution or signal, give* T 
3 3  ..? 

their T- s and E. ( S f )  Is. It follows immediately that in order to remove the 
3 J 

...+ 
accidental character of PI-equilibria in the above, and thus to produce the 

-- - - - -- - -- - 

4 guarantee that unaniukus endorsement of S* must ta e place, either the assump- J 
- - - -- 

tion of TI must simply be replaced by ~ ~ % ~ , * o r  the individualistic con- 

ception of institutions must be relinquished for its !'holistic" counterpart. 

Tfms, either the unanimous "rational" endorsement of the PI equilibrium S* 

must 5e ensured by giving agents sufficient knowledge to successfully verify 



7 -  4 .  

that the signalled S* is the true's* (hence E. (S*) = St for all j),, or in- 
J 

- - -  - - - -- -- -- 
dividuals must be forced to accept the S*, whether they like it or not and, 

bn partfcular , whether or not anyone's"-E. (S*) Is coincide with. it. The 
3 

holistik conception of institutions states that all E (S*)'s of individuals 
j 

must square with the exogenously-determined S*, and not the other way round. 

1 
It is apparent that neither of these strategies is at all satisfdctory. 

3 
Explaining the emergence of a PI** (under UIKpI) by way of a holistic con- 

cep tion of instituf ions may b e  properly denoted the "Raradox of Individualim," 

a whPle moving to the assumption of US%,,simply begs the question, since it 

implies that individuals already have procured sufficient,knowledge for PI 
- - - -  - - 

coordination through ,inductive or apriorist means and, theref ore, do not 
- 

. 
require any signdling mechanism at all, Hence, the proposition from which 

.- 
the am-lysis began: 'there does not exist.a (non-accidental) signalling - 
explanation o•’ the :achievement 05 PI-coordination which is consistent with' 

.a _ -  
Individualism and which also does not employ the Apriorism or Inductivism 

required by the "individual knowledge procurement" approach: 

3.2.2 The Contemporary Arguments for the Signalling Solution: The Zero 

Transactions Costs Argument 

From the above structural considerations, it becomes apparent that 

any present-day theorist whb advocates a market signalling solution to the 

problem of PI coordination must have a very diffi'cult time being convinc- 
- 

I . ing. If he cannot assume an appropriate concepkof 
involve unacceptable apriofist or'inductivist arguments and, besides, would 

.render any signalling solution logically trivial--and if he cannot.advocate 
- - - --- -- -- - - - - - - - - - - - - - - - - - 

tic strategies--since that would be contrary to Individu-alism-land if* 
- - - - 

he cannot advocate "accidental" equilibria--sin@e that would be too arbi- 

trarp from an explanatory point of view, then he faces an unresolvable 

problem; he cannot achieve all three required objectives. Thus, either he 



admits that there is no "acceptable1' signalling explanation for PI equi- 
p- 

- ' - -  

libria possible, or he retreats to "unacceptable" sofutions, or he forfeits 

explanation completely and simply makes the signaliing solution a descrip- 

tion of the conditions of PI equilibria. 

This last strategy is no more than a sophisticated way of atguing , 

that such equilibria are accidental from-an explanatory view since it is 
J 

equivalent to the claim that "if a PI coordinated stateis observed, and . 

if agents could never have achieved any state of without signals, 

then an appragriate signalling mechanism must have come through." It is 

unfortunately this lase position which seems to capture the flavour of 
- - 

- - - -  
- 

- 

- . many; modern signalling arguments (e.g., "fff icient markets"). Be this as 

it may, I now turn to one final effort to transcend the poverty to this - 
vieGoint, by arguing from the assum@tion of zero transaction 

shbuld remark that this last effort cannot succeed. 

In order to understand the viewpoint, assume a 
J 

familiar classical world where coordinating institutions can only c~nsist 
- - -  - 

J 

of prices and where FS can only consist of markets. Evidently, there are 

two strategic questions which must be anmeredin connection with any PI- 

signalling solution: (a) what is to guarantee that a complete set of 

markets (including futures markets) exist, so that markets can success- 

fully facilitate ssion of price signals? and (b) what is to 

guarantee that the price signals so transmitted are in fact PI-equilibrium 
t 

ones?.In general, these questions must receive distinct answers, although 

2 ' a satisfactory answer to (b) presumes the existence o f =  =ti_s_factory 
- 

answer ,to (a). 
- 

- ,/ -- -- 

Now, what is characteristic of the contemporary viewpoint under dis- .? 

i 

cussion is thatr its prime objective is 'to answer question (.a), question (b) 

being regarded as largely able to look after itself. The answer to (a) in 

\ 
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turn pays a familiar debt to a propos$tion of Coase (1960): that in a world 

- -  - 

of zerq transactions costs, a cmrete set of mZrRets must emerge tb-f-ti-- 
,' 

tate price signals. If zero transactions costs rules out market failure, 

then the converse proposition is evident: that the existence of market sig- 

nalling failure follows from the existence of posftive (high) transactions 
\ 

costs. 

1,do not pretend that thare is any  articular novelty in this view- 

point as developeg - so far; I have discussed this.position in detail in 
a 

Chapter Eight, and earlier in this chapter. I bring it up again here be- . 
cause this stile of argument still floyrishes in the contemporary literature 

in much the s-tme form as Coase origina3ly pr~sented it (-see Carlton (1979, 

p. 1035) and Barro (1979, p. 55)). Even leaving aside the fundamental ques- 

tion of whether ehe guarantee of (complete) market formation implies the 

I I  correctness" of the price signals emitted by markets, the first item to 

note is that the argument appears to perpetuate an obvious error which I 
I 

have mentioned before; namely, that it regards the level of transactions 

costs as an explanatory variable rather than an endogenous outcome of indi- 

vidual decisions regarding the (optimal) conjunction of coordinating and 

facilitating apparata. Such a view of transactions costs, I think, simply 

invites ad hoc explanation (since it begs the question of why transactions 

costs are permitted to remain so high), but it is seriously defective in' 

another respect if employed in the context of UIRpI. 

To see this, allow me to correct the causality of the zero'trans- 

actions- costs proposition by stating it as a proposition about the cost- ,. 
2 -  - -  - -- 

lessness of FS-provision: that, if FS is costlessly available, then there 

- 

can be no material constraint on the provision of an FS* (markets) which 
2' 

is suffictent to support a PI-n*, and it would be rational for fully- 

informed individuals to invest in FS (markets) up until the-point where 



transactions costs are zero. CIt follows by th"e properties of this 

-- - - -  

optimum that any (incremental) adjustment away from the FS* consistent 

with zero transactions costs will cause transaction costs to rise and the 
. - 

total utility. (product) of indzviduals to fall.) ~ ~ ~ a r e n t f ~ ,  the important 

words in the above re-utatement are "fully~informed," since the individuals 

is the setting under consideration cannot be fully informed if they require 
1 

a signalling solution. However, if they operate from UI%I, then an im- 
3 

portant question must arise: H& is it possi.ble to guarantee that indi- . 

viduals can identify and arrive at the FS* which just produces zero trans- 
i 

actions costs (except by accident)? 

T raise the above issue only t o  illustrate how a seemingly obvious 

b 
proposition can be premised on an internal contradiction between UIK and 

USKpI. The raponale for a signalling solution presumes UIICpI while the 

ability for individuals to set and sustain a zero transactions costs world / 
. It is difficult to know what t& do with this argument. If a 

~~nsistent commitment to UIKpI is made, then the achievement of a zero 

transactions cbsts world is accidental without additional signals' being 

provided. Altern&tively, if US%I is coniistently assmbed, then FS (markets) 
7 

have no informational role. 

Fortunately, the basic argument for market-formation can be structured 

acceptably, even if important qualifications must be aonsidered. Thus, under 

v' 
the assumption that FS-provision is costless that UfKpI prevails, it is 

at least possible to argue convincingly that there will be no dnderinSest- 

ment in markets, even if a zero transactions costs world remains an acci- 
- - - - -  - - - 

dentaLpossibility. This is perhaps all that is really necessary to under- 
- --- - - 

. write the sufficiency of market signalling instruments. Such a vi wpoint, 4 
however, does entail a commitment to the theory that over-investxiient in FS 

(prarkets) does not imply an insufficiency in FS, say, because elements of 



FS now begin to interfere with one another. This in turn implies that 

t potentially sub-optimal forms f FS can still be sufficient signalling . 
apparata. 

The above argument would appear to constitute the maximum thar can 
, a 

ever be achieved through the assumption that FS is costless. Some propon- 

erits of PI may acceptable but any n~n~classical critic would not. 

Such a critic that it is not possible to maintain PI-structure 

if it cannot be guaranteed-that all elements of FS are Globally-Reducible, 

and follow from .Classical Global Rationality. Thus, he would claim that the 

costlessness of FS does not in any way imply the existence of (classically) 

rational decision making with respect to FS; the latter must presume USKpI; 

3.2.2.4 Does the Sufficiency of Markets Guarantee the Determination of 

PI-Equilibrium Prices? 

Let me nonetheless put all of the above qualifications aside and grant 

that the assumption that FS is :costless is sufficient to g'uar2ntee the 

("rational") formation of a.complete set of markets to signal prices. The 
I 

.a 

crucial question now becomes: is the guarantee of the existence of-kets --.. 

sufficient to guarantee the determination of a set of PI-equilibrium prices? 

4 Unfortunately, this question is the impasse once again; no matter how the -- 
existence of markets is justified, the explanation of the achievement of - 

the "correct," coordinating PI-prices when agents possess only U I h  must 

rest on accident. The reasons are familiar from above: even if it was 

granted' that at least one individual possessed sufficient knowledge to 

identify and set PI-equilibrium prices (and even this is contrary to the 

assumption of UIs1), there is no guarantee that all individuals would uni- 

formly endorse this set of prices rather than some other constellation(s). 

This argument would even hold if it was assumed that an (unspecified) market 
z 

process always succeeded in transmitting PI-equilibrium signals to individuals. 



What rationale would individual$ have to uniformly accept the s.ignals if 

they did not know that they are the PI coordiwting signals? 

As before, the only way to avoid this problem is to force uniform 

signal-acceptance on individuals holistically. But this is hardly accept- 

able. The reliance on a holistic mechanism here is inconsistent with Indi- 

vidualism and only encourages the a_d h ~ c  view Fhat the adjustment of prices 
I 

tb PI equilibrium can be explained independently of the achievement of 
> 

t 

sufficient knowledge by individuals. This is tantamount to assuming that 
- 

-prices always achieve PI equilibrium quite independently of the aims and 

d 
decisions of individuals and hardly qualifies to be called an explanation. 

I stress the deficiencies of a holistic retreat once again simply be- 

cause some comfort seems to have been taken-in proposing that these basic 

methodological obstacles could be overcome by the recognition that, if 

markets were "ideally well organized1'--as identified with a costless FS-- 

then the classical "tstonnement" adjustment mechanism could be posited 

(see Negishi (1962, p. 647) and Korliras (1977; .p. 466)). The thrust of 

this view is thaz, if the tGtonnement holds, then prices can be seen to 

move in•’ initely quickly to equilibrium and PI-disequilibria will never be 

observed at any point in time. I see little reason to take comfort in this 

sort of argument. The structure of this explanation already assumes that 

ail individuals must "follow" holistically-given signals, independent of 

their own knowledge and expectations, and the idea that prices have an 

infinite price velocity does not illuminate why prices move instantane- 

ously to thek appropriate PI positions rather than some other place (e.g., 
? .  

that of a GI-IT*). 

Certainly, one might visualize this proceis as one where an (outside) 

auctioneer is able to search out and signal the PI-equilibrium prices from 

the set of all possible prices instantaneously--which is equivalent to 



knowledge sufficient for a PI-n* on the part of the auctioneer--but even 

-- 

this m%I specification requires the assiuhption that tlie aucTTo5iSris- - -  

I benevolent! To assume holism to ensure that all ind-hriduals will accept 

the auctioneer's signals and then to expect benevolence on the part of the 

auctioneer himself is simply too much of a load to place on this explana- 

tory structure. Even if the holistic constraint on individuals is granted, 

where is the constraint on the auctioneer which guarantees his benevolence? * 

Clearly the auctioneer must be constrained to accept another (prior) signa2 

from a meta-auctioneer which can guarantee the initial auctioneer's bene- 

volence, and so on. Such a structure is evidently too severely regressive , 

to ever be able to tmderw-rite the achievement of a PI-IT*. 

In any event, the attempt to graft holistic solutions (which poten- 
1 

tially rely on an -- ad hoc benevolence) to the initial assumption that FS is 

costless cannot be a successful way of demonstrating that markets - must get 
3 

prices to theirp1-~[*positions. This is just the negative conclusion about 

the Fmpossibility of rationalizing an acceptable PI signalling solution 
4 

discussed earlier. To remove the holism associated with all these strate- 

gies, traditional PI: theory must show that ind'ividuals can (somehow) achieve 

1' 
USKpI 04 their own" and that the transformation of UIKpI into some form of 

\ 

USKpI is h necessary prelude to the explanation of how Sny institutions 
more to equilibrium. This forces the argument back to rationalizing apriori 

or inductive success on the part of agents and, needless to say, this is 

not a happy prospect either. 

Of course, all of the above arguments hinge on the assumption that 1 
FS is costless, which allows a (qualified) guarantee of the absence of mar- i 

ket failure. This assumption itself may appear even somewhat extreme, so 

that, if it is relinquished, then other parts of this argment fall away. I 
t 

If FS is costly and endogenous (as in the avant-yde 

, . 



then FS provision must be coordinated by PI-equilibrium prices, just like 
e I 

- - ',i 
all other economic activities. The guarantee of "ideally well organized" 

I 
markets (a PI-FS*)--or as Robert Lucas (.1976) might term it, the absence 

I 

of any "informational separation" between markets--now assumes the achieve- 

ment of a PI-I[*. ~ccordi~~l;, if a sufficient market signalling structure 

can only be rationalized at the point of PI-equilibrium, then it follows 
I 

that reference to such a signalling structure can never illuminate the- 
a' 

movement to a PI-B*. In the light of the above statement from Negishi, 

this essentially says that the tstonnement can only be employed in equi- 
. 

librium, which is indeed paradoxical. a 

3.2.3 *The Logical Equivalence of the Signalling Approach and the, 

Individual Knowledge Procurement Approach under Individualism: 

an Integration 

The above analysis revials that the only thing that. a signalling . 

approach can-add to an individual's "on their own" approach to knowledge 

procurement is an unwanted Holism; o e, both approaches come to the 

i same thing--a long-run inductivist argument for USKpI or an arbitrary short- 

run invocation of a - -  priori true knowledge sufficient for USKpI. In conclu- 

sion, it is useful to,prove the formal equivalence of these approaches. 

Thus, a y e  that institutional sigdalling arguments--as developed 
'---'. 

in an individualist fashion ~ n d T % ~ - - c a n  be interpreted only as argu- 
A 

ments for the existenceofsome aggr gate process by which the initial \ 
of a "specialized" e possessed by individuals u P * 
., knowledge of and I.) can be mutuauy-tra sferred 

J - -- - 

to everyone; thus, achieving US%I. More precisely, if information can be 
-- 

viewed as a tradeable "cammodityrl (see Arrow,(1962) and Newman (1976) for 
. 

a 
the problems of treating information in this fashion), then all market 

signalling approaches become an embodiment of a process by which competitive 
. :d 
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"trades" in information are established, such that the P5-I[* which emerges 

no informational asymmetries exist ip equilibrium. 

It follows immediately that the guarantee of "optimal" trades in 
i - 

information at a PI equilibrium price of information (note that this is 

equivalent to establishing competitive prices for insuring uncertainty) 

presumes the azhievement of .USI$,I--which completes the proof, since the 

(prior) guarantee of U~I.presumes indwtivist or apriorist arguments. 

4 .  The Implications for GI-Explanatory Structure , 

The arguments stated here are clearly very important in isolating 
h 

&. 

what an acceptable GI structure might look like and, in-particularsin 

identifying what it is not permissible to assume in GI-explanations. Since 
P 

,' 
the object of GI-explanation is precisely t? ratibnalize the emergence, of 

h 

a "non-maximizing1' GI-f[* and S* out of UI i t  & immediately apparents$ r 
*?K 

(" 
that it cannot presume any form of Holism--since that would be logically. 

9 

k inconsistent with the viewpoint--or presume ahy type of inductivist or 

1 .$ 
apriorist arguments for successful knowledge procurement--since these would 

A 

be s;l+ient to underwrite th; achievement of S* (not S*). Indeed, the 
q 

?t 
latterarguments would be problematic in any case, since they would saddle . . .  

GI with the same unfortunate tradeoff between the arbitrariness of Aprior- 

i& and the long-run restriction of Inductivism. Such a state of affhirs 

must be an unfortunate one f6r a view which aims to explain the short-run 

non-arbitrarily . 
I My judguient is that the long-standing PI tradition of using only 

- -- 

holistic devices for the signalling approach and only inductivist or aprior- 
4 

ist arguments for rhe individual howTedge procurement approach has m d e  c -- 

it very difficult for theorists to see how to go about constructing suc- 
L 

cessful GI explanations. It is therefore important to acknowledge the 



character of these impediments as a .prelude to a formal discussion of the 

requirements of GI structure. I deal with the impediments which have emerged 

from the heritage of holistic signalling first and then discuss the issu&s 
\ 

connected with Apriorism and Inductivism. 

4.1 The Problem of Holism, "Comperitiveness" and the Theory of 

~nstitutionaf Reform 
, . 

As is aGparent even at this point, the reason that I criticize , 

the ''holistic" conception of institutions so heavily is not only because 

this assumption is logically inconsistent with Individualism but also be- 

cause it makes it logically difficult to explain how institutions ever 

change as a consequence of indivsuaI reform decisions. Thus, tEe methodo- 
- 

logical cost of any view which forces all individuals to treat all existing 
I 

institutiow, including (signalled) prices, p&anetrically in any state 

other than one which is guaranteed to be a PI competitive equilibrium is 

that it will be fmpossible to explain how individuals can be adjushigin- 

stitutions (presumably in the direction of a PI-ll*)'at the same time that 

they are forced to treat. them as given. This is, I think, the basic point 

L 
of Arrow's classic (1959) paper and it is precisely the inability for tradi- 

%. tional theorizing to get around the logical problem implied--and its con- , 

commitant inability to deal with individual reform--which has more or less 
1 

4 forced explanations of aggregate 'states "in adjustment" to PI-TI* to rely . 

on outside institutions, since, by .assumption, there was no possibility , 

open for individuals to change any institut'ons by their own means. Thus, 2 
it was only because of the traditional rgliance on holistic devices that 

a "signal-following" or "signal-taking" paradigm could have ever been 
- - 

entertained outside the situation where a PI-II* prevalied. Needless to say, 

this tradition is quite incompatible with successful GI explanation of non- 

classical states. 



It is apparent 'that the traditional seat of this Holism is the concept 

of llcompetitiveness,'' or what might be termed, the "No Power to ~eform" 
I 

assumption. In any situation* other than one where a PI bompetitive equi- 

librium prevails under US%I--wher,e individuals have no conceivable 

incentive to reform &qting institutions, and where a holistic explana- 

tiod of this equilibrium (,through parametric prices) doe9 not matter, since 

*  individual,^ have sufficient knowledge to rationally endorse the prices 

anyway--the .use of any concept of "competitiveness1' must lead to serious 
. 

methodological problems. The seriousness of these problems is easily seen 

if it is recognized that had the "holistic" conception of institutions 

been replaced by its "individualistic" counterpart in traditional charac- 

terizations of states of PI disequilibria (in particular, states where 
- 

did not prevail), there irould have been no incentive whatsoever for 
* 

individuals to take all existing institutions (including prices) as uni- 

formly given when writing up their individual decision problems. This claim 

implies two things:,(a) that, in such states, social institutions in 

general would not be uniformly given; rather, there would exist a distri- 

bution of (partially-endorsed) social entities, and (b) that (at least 

some) individuals in principle would haveIan incentive to *farm, or to . ! 
< 

not endorse, at least some social constraihts, rather than to treat them 

as binding determinants of their action. 

All this analysis says therefore is that, if USRpI and a pz-n* are i 
achieved, then it is not necessary to define a reform process at all, since 1 

no beneficial institutional reforms are possible. Accordingly, the question - 
- -- 

7 

J 

of whether reform is generated internally through tions of individuals % !  
1 

or externally through an outside process becomes a matter. When i 
! 

US$= and a PI-ll* are not achieved, however, the specification of a reform 

process becomes crucial, since beneficial institutional reforms (to S*) 



are really possible. In this case, it matters very much whether reforms 

emerge from an internal or external process. Under Holism - cum Competitive- - 

ness, internal reform is rendered impossible and external reform is the 

only option. External reform, however, is not only ad hoc but also incon- 

sistent with anysform of GI. Thus, the only viable GI speciffcation of the T- 
reform process is one which sees institutional reform as fnternally gener- 

ated through the explicit decisions of individuals. 

Of course, I say hll of the above with the recognition that it is so 

ingrained in traditional economic thinking to see agents as "signal- 

following" that the explanation for why agents endorse and follow any par- - 
titular set of signals is seldom made explicit. In particular, it is so 

well entrenched in traditional PI literature to regard an individual's 

current expectations as being determined from current and past price sig- 

nals, that the basic individualist idea that an individual's current ex- 

pectations (following from his going theory) determine his endorsement of 

current prices is neglected. While I have stressed that the causality 

- .. 
difference here does not matter if it is assuqedthat 8 PI competitive 

equilibrium is already achieved, it is simply unthinking to posit fixed and - 
.* 
f 

* 

fully-binding classical disequilibrium prices as "the" starting point for 
' 

. . 
the development of a non-classical, individuali3t (i,e. GI) theory of be- 

, . 
haviour, as so much of the wn-Walrasian literature ~tarting, say, from 

1 - / 
I 

Barro and Grossman (1971) does. The perceived problem of the traditional 

11 auctioneer with the aggregate price dynamics equation" approach to dis- 

equilibrium behaviour LSamue130n ( 1 9 4 7 ) )  is Erecc_isely its arbitrary _Bol. SIX, , $' 
so that it hardly makes sense to think that the problems of producing a 

- - - - - -- - - 

logically consistent and complete non-classical Individualism can beover- 

come simply by in.troducing new and more subtle holistic strategies. 
. - 
2 

4.2 Avoiding the Cmitment to Apriorism or inductivism + 

* -  r 

4 
4 



I have shown in Section Two of this chapter that-almost all of the 

Failure of dxmrnm - PT-exghmtton muht be ex - 
"classicaJ critiques1'-of knowledge procurement, + 

\ 
and of non-classical explanation. In particular, it was argued that, if 

both of these critiques held, then the ody possible explanation of co- 

ordination which was non-arbitrary relative to'the standards of Individual- 

ism @ non-arbitrary in its acc6unt of knowledge procurement was PI under 

a long-run Inductivism. 
P 

1 

in the beginning of this thesis that, while 

classical structure must fail in its endeavour to produce non-arbitrary 

not fail in this regard. This last claim is very important and, to see 

what it means, let me put forth the following theorem: that any explana- 

tory structure which avofds both of tEe above "classical critiques" must 

produce a non-arbitrary and logically consistent GI explanation of short- 
* 

run behaviour. By arguing that GI "need not fail," I therefore mean that 

it is "logically conceivable" to avoid'both critiques without inteniaI 

contradiction. 

In Chapter Six, I have showp* that there'exists a logically consistent 

axiom set which denies the "classical critique" of nm-classical explanation 

--which is one step. If it is then possible to argue that there exists a 

1 
theoqy of knowledge procurement which is non-arbitrary %ut which does not 

require the inductivfst or apriorist demand for the demonstrated verifica- 

tipn of t m e  theories--it is consistent with decision making failure and 

the falsity of theories-then the task-is complete: a theory of "rational," 

. failure. can be in principle constructed. 

BappiLy, non-arbitrary theories of knowledge exist which ar& 



consistent with the failure to procure demonstrated theoretical truth and, 
- - - - - - - * 

hence, do not rely on either inductivist or apri&ist principles (e.g.,, 
Y 

Popper (1957); Agassi (1966)). This is in contradistinction to theories'of 

successful theoretical verification, which permit of no other options be- 
I 

sides ~nductivism or Apriorism. This is exactly -why it is not even logic- 

ally conceivable to extend classical structure into the short-run. 
b 

Since classical theory can be structurally. "closed" in a fashion . 
i 

) which is consistent with Iudividualism if and only if it provides some - 
1 rationalization for the successful vekification of theories (entailed b~ 

USKpI) it can never ultimately break out of the "classical critique" of 
- - 

knowledge. Either it accepts the +inductivist arguments--and commits itself 
- 

to only long-run explanation--or it accepts the invocation of apriori 

true knowledge--and commits itself to arbitrariness in explaining know- 
- 

ledge procurement in the short-run. Short of guaranteeing USKpI, classical 

explanation can rely only on holistic devices to ensure classical equi:, 

libria, which. introduce a logicax cbntradiction outright, and serve only 
- 1  * - ? 

as a spurious means by whichx& avoid the arbitrariness of short-run h 

priori knowledge, since arbitrariness with respect to knowledge is just 
\ 

replaced by "behavioural arbitrariness," relative , to Individualism. 

I now,move on to an explicit consideration of- the structure of GI 

explanat ion. 



CHAPTER TEN 

LIMITED KNOWLEDGE, THE GI EIlPLANATORY PROGRAMHE, 
ANTI THE FAILURE OF EXISTING ROK-SICAL STRUCTURE 

. * The major conclusion of the last chipter was that, if US,,,, cpuld be' 
. ~ 

guaranteed to W l d  cmly in the long-run, the* the achievement of &I-S* in 
* . > 

C -,'any shorter run must be a matter of accident. Accordingly, the only interest- 
\ 

9 

fng candidates for the explanation of %on-accidental coordination in the 

short-run become GI and ism, &ere -it is apparent $hat it is only the 
39 

former which can meet the' standards of Individualism. S U C ~  an observation 

indeed brings to light the ultimate objective of the GI-theorist: ta'show - 
that a retreat to Holism in the explanation of short-run, classical dis- 

c 

equilibrium situations is logically unnecessary and, thus, toddemo&trate 
* 

that Individualism can offer successful explanations at any a d  all points 

of observation, even if "classicalf' explanation cannot. 

It may be taken as axiomatic that the GI-theorist wishes to explain 
. , 

h 

classical disequilibria as individualist equilibria where S* prevails; hence, 
8 

as states where at least one element of S is no&reducible, and constitutes 
A 

a "true" social distortion. Since he admits that S* (as opposed to S*) 

should never be observed under US%I if classical rationality prevails, and 

h 

since he will not accept explanations of S* under US%I which deny ration- 
h 

ality via Holism, his overriding task becomes one of explaining S* as a 
F 

/--' - 
consequence of the fact that agents dq not possess US$ I ; that, in the 

short-run, they are saddled with U%=, Stated alternatively, since & 

proponent Q•’ G I  accepts that B and I alone 9 never be sufficient tamx- 
h 

plain S*-as opposed to S*-and since he will not allw any element of S to 

-'be exogenous in his explanation of short-run non-classical coordination, be 
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must accept th state of short-run insufficient knowledge, UIXpI-, as one 

potential exogenous fiactor which can be used to complete the determination 
h 

of S*. Any framework which assigns an exogenous role to knowledge is a 

I1 stage two" framework and can, in principle, avoid the methodological con- 
* 

- straint of any stage one analysis--namely, the "classical critique" of noq- 

classical explanation. , a 

In isolating the GI-theotist's preoccupation with a -"stage "two" ro 

for (limited) knowledge, it is of course to be emphasized chat it is not only. 

GI theorists who are interested. in the specification of limited knowledge 
> 

environments. Indeed, the desire to avoid an explicit conrmitment to the 
-- - 

knowledge assumption of US%=, while maintaining an appropriate "determinacy" 
'=& 

% + 

in economic model construction, represents a fundamental preoccupation of 
7 -. 

t 

all avant-garde theorizing. The implied dichotomy between the types of - 
knowledge assumptions which might be considered in th$s context is perfectly 

illustrated by the following quotation (Lucas (1956), p. 1138): 

On the one hand, it is easy to postulate agents and market institu- 
tions which ignore or foolishly waste information: the result is a 
theory which seriously understates agents' abilities to vary their 
decision rules with changes in the environment.... It is equally 
easy to postulate "efTicient" securities markets which rapidly 
transmit &. information to all traders: the result is a static ' 

general equilibrium model, To observe that one must avoid both ex- 
tremes to understand the business cycle does not take one very far 
in discovering the correct "centrist" model, but it seems nonethe- 
less an essentia1,point of departure. 

- As I have shown, the avant-garde classical response to this problem 

situdtion is to propose an analytical framework in which knowledge is 
\ 

"Frn&fectl'--because knowledge is costly--yet one in which agents maintain 
- - -  

classical rationality in making ("optimal") informational decisions. Unfor- 
.d 

tunately, as I have also shown, such an approach-Is not succeTsfuTXnce frr 

only ends up transforming a (traditionally) explicit commitment to US%I in 
7 

the long-run into an implicit counnitment to USKpI in the short-run, thus 
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chaiging notKing substantial. The 61-theorist ' s propcsal to consid2 only - 
-- 

UIKpI as an acceptable slio~iun knowledgFa~tion Can 
1 

garded as a direct response to the failure of an avant-garde 6assicism to 

illuminate questions ofalimited knowledge from a "stage one" analytical per- 

\ spective: to argue that the cor4rect "centrist model that Lucas mentions 

can never be one which is compatible with short-run classical equilibria, 

- it must 6e a "stage two" model of non-classical equilibria. 

In isolating,the obvious role for stage two analysis here, it is not 
i 

to be thaught that the provision of a successful "stage two" treatment of 
- 

limited and exogenous knowledge is other than extremely difficult. The basic 

reason is that it 2s not at a11 str-aijghtforwara to produce a limited know- 
@ 

ledge specification which: (i) denies US%I (and is therefore compatible 

with UI%=I; (ii)' can be non-arbitrarily justified to hold in the short-run; 

yet, at the same time (iii) is sufficient to uarantee that GI equilibria + 
can be non-accidentally determined. 

To 'illustrate, it is straightforward to satisfy (i) and Cii) by a 

knowledge specificatim which assigns no knowledge to agents whatsoever. 

However, such a specification would normally render short-run GI-equilibria 

/ ' 
as accidental as PI-equj'libria and, hence, would be uninteresting, as it 

denies (iii). Then again, one might try to shtisfy (iii)--by giving indi- 

viduals enough knowledge to correctly perceive social distortions (but not 

S* positions)--yet find that the only non-arbitrary justification for the 
/ 

existence of such knowledge is a long-run one, which denies (ii). Such a /T 
6 

strategy would of course obviate the need to deny (i) in the first place-- 
- - 

since can be justified in the long-run as well. 

The basic theorem here- is straight•’ orward: if- the GI theorist cannot 

satisfy (i), (Ti), and (iii) simultaneously and, if he contends that he can 

still produce determinate explanations of short-run equilibria, then he 



must be using some sorts of holistic devices. Accordingly, he cannot be 
- - - 

A 

producing a su~~essful "stage two" GI explanation of S*; he has simply re- 

treated to the non-classical sfde of "stage one" analysis wheregexogenous 
, 

social entities are performing'\$the explanatory work which erogenous know& 

ledge is supposed to be doing. Knowledge is rendired endogenous again, and 

the "classical critique" is 'binding; N, I, and ^s alone are explaining ̂S*. 
I 

The above issues are evidently made topical by  the^ fact that no one 
A 

has ever succeeded in producing a viable "stage two" GI explanation of S*. 

Given the central proposition of the last two chapters--&at classical 

structure cannot in principle illuminate the short-run--my contention now 

is that all existing attempts to construct a aon-classical and individual- 

ist explanatory' framework for ,the short-run, whqre knowledge is &ogenous 

and all elements of S are endogenous, have failed; they have all denied 

the (global) endogeneity of S and the exogeneity of knowledge in some way 

or another. 

In demonstrating this cl !a im, two ideas sho Id be understood by way 

i of orientation. First; the above claim can hardly be regarded as surprising. 

As I have made clear in Chapter Six, there are only two conceivable theor- 
. . 

etical forms which fit between PI af~d SH. One is the (weak) form of Holism 

which posits that N, I, and non-reducible elements of S are 
> 

A 

sufficient for the detednation of S*. This positioh is arbi rary with re- ' F . ,  
spect to both PI and SH, and, by definition, denies Individualism. Its com- 

petitor is GI, vhich states thatN, I, plus additional exagenws. variables 

besides-elements of S - (e.g., - - -  knowledge) are sufficient to ---- explain ̂ S* as a 

(non-classical) coordinated state where all elements of S are non-reducible 

and endogenous. This position denies Holism outright and is non-arbitrarily 

in accord with Individualism. 

Since it is evident however that GI constitutes an infinitely .more 



subtle "intermediation" of PI and SH than its holistic counterpart, and one 

which requires a clear-cut mmferski&ing of why XII ~oIIIstfc foEiulationS 

are explanatori ly, incomplete relative to Individualism, I have no 0th $ 
option but to conclude that it is the simple absence of methodological self- 

h 

consciousness on the part of non-classical theorists (e.g., see Drazen (1980) 
- i 

for a survey of recent approaches) which explains why (weak)forms of Holism 

are invari ly confounded with GI and, thus, why traditional non-classical =$ 
approaches to the short-run have always ended up perpetuating an unsatisfac- 

+IF tory Holism rather t an GI. Indeed, it is the singular failure of non- 

classical theorists to appreciate why Holism is ~ethodologically and explana- ,E 
% 

torily-4nkrior to IEtdivfdualism which explains why the subtle- of the GI 

t position is never appreciated in this context. 

r Even if'it is no more than the failure of non-classical theorists to 

initially distinguish GI from weak 'forms of Holism (i-e., limited knowledge 

on their part) which constitutes the central fact= in explaining why a 

~ncce~sful GI structure has npt emerged, the second point to be emphasized\ 

and I believe that this tran-scends all existing literature--is that, even if 

a GI-programme to lain 5* by way of N, I, and &he exogenous limitations 

of knowledge was consistently carried through, it would still not offer a 

logically-complete and non-arbitrary account of observed $*-coordination. 

Something el& besides exogenous knowledge - must be added to the explanation 

f 
I; and this is the ultimate conclusion of this thesis. 

Y' 
N 

a v e n  the above, there are t s twobasic critical themes which will d .---- 
permeate all of the analysis to fzllow: .(a) the failure of any (purported) 

h 

GI approach to explaining S* which (perhaps unwittingly) relies on (some) 

holistic assumptions; and (b) the failure of any GI approach which, while 

avoiding holistic assumptions, relies on only N, I, and exogenous knovledge 
A 

to explain S*. The f o m r  explains the failure of extant non-classical 
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'\ theorizing, while the latter clarifies the.qinimum conditions for the provi- 

'k, - 

* 
sion of a successful GI structure. 

1. The Specification of the Analytical Setting 
i 
I 

In order to bring out the above arguments clearly, it f---WJ is mand ory 

to specify an analytical setting which emphasizes the similarities between 

GI and (weak forms of) Holism at the same time it exposes the differences 

between these positions. In the tradition of the arguments of Chapter Six, 
. A  

I therefore assume an environment in which an observed S* is associated with 

the existence of a distorting ("non-reducible") value of one and only one 

element of,S, denoted 2. This specification is used because it starkly illus- 
i 

trates the point that, if ?I was not "stuck" at a non-redufible value, then 

it could be derived from N and I, and a PI-S* could be rationalized outright. 

This case therefore represents sort of a "minimum" departure from PI1cbndi- 
h 

@ions: Since it - is a departure, however, the'consequent S* can only be ex- 

plained as a GI-equilibrium'-or as a holistic one. 
A 

Assume, more precisely, that, if a (weak) holistic explanation of S* , 

y s  to be produced, then it would be one in uhich ^S* could be completely 

/ explained by reference to N, I 'and 8 ,  where ŝ is here treated as non- 

reducible - and exogenous. It follows that the values of all social institu- 

tions other than 2, are explained as non-reducible and endogenous conse- 
A 

quences of the values of N, I and .e at the (holistically-determfned) S*. The 
issue of critical oncern to the GI theorist therefore can be narrowed to f one basic issue: he Holist's willingness to treat the one social institu- 

tion, 5, as a given. Since the GI theorist demands that 9 itself be explained 
- -- - 

at the same time S* is explaided, he must attempt to explain $ as a conse- 
-- 

.-5 

queace of N, I, and exogenous fC&owledge, since neither 3 nor S* cakbe 

logically deduced from N and alone when the exogeneity of B is foregone. 

The basic character of the critical debates between these two positions can 
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then be summarized in the recognition that if 2 is treated as exogenous in 
A 

ttie explanation of S*, then kzror*ledge carmot be--& vfce versa. - 

In presenting the above case, I emphasize that there is no difficulty 

in preserving all its essential analytical attributes under the assumption 

that the/ scope of i-nitial social distortions (3's) extends to more than one 

social institution, so long as it does not extend to all of them (e.g., so 

long as (Leak) Holism does not turn into Sophisticated Holism (SH)). As dis- 
k 

cussed in Chapter Six, the reason for this is that the "straitjacket" cases 

where all elements of S are non-reducible and exogenous is the one where the 

explanatory role for I is compromised, and GI and Holism can no longer be 

regarded as eontpetitors in the explanatary arena which "intermediates" SH 

and PI. 
0 

2. The "Intermediating" Knowledge Specifications 

It is easily seen that, while agents are (endogenously) constrained 
A 

to possess minimally-sufficient knowledge of N and I (which entails S*) 

under PI, and to possess minimally-sufficient knowledge of N and S (which 
A ' 

entails I*) under SH, the fundamental characteristic of anyMintmediating" 

theo7 of coordination is that agents must be seen to have access to know- 
\ 

\ 
ledge which ref1ects.a w I and s. This, is simply because informa- 
tion about S is not derivable from N and I, and information about I is not 

derivable from N and S, in the implied circumstances where I plays an ex- 

planatory role & S contains non-reducible Blements. 

Any knowledge specification which: (a) involves all three of N, I, 

and $; and (b) denies the existence of US%I, will be denoted a specifica- ' 
tion of "GI-form." Whether uSe of knowledge specifications of a GI-form are 

actually consistent with GI explanation--where knowIedgeais exogenous--or 

simply result in variants of (,'weakw) Holism--where knowledge is endogenous I :  

--is, of course, the principal issue to be examined. 



It should also be remarked that the knowledge specifications to be 

presented here are developed in strict analogy to those presented in Chap- 

ter Seven in co~ection with PI. This makes the knowledge requirements of 
< 

PI the reference point for this analysis, so that the logic of the posited 

(minimum) departure-from this reference point is made absolqtely clear. 

Thus, consider the following alterdative knowledge specifications : 

UPKGI: All individuals possess complete and perfect knowledge of 
N, I and ^s; 

USkI: All individuals possess complete and knowledge of 
. their "personal givens," plus only a rule or signal, S*, 
which faithfully reflects N, I, and, ̂s; 

NUPEEI: At leaat one, but not all individuals possess complete and 
perfect knowledge of N, I, and s;  the remainder possess 
knowledge insufficient to identify the "true" Sz but which 
is nonetheless sufficient to identify a "truen S* and the 
I1 true" values of their personal givens; 

NUSkI: At least one, but not all, 'individual possesses skfficient 
knowledge to identify a "true" 9* and the "true" values 
of their personal givens; the remainder possess insuffi- . 
cient knowledge to identify either a "true" S* or g*; 

UIKGI: USKGI does- not prevail (i.e. no one possesses knowledge of 
: a t- S* or 21'). 

The first item to note here is that, while UPKGI is a knowledge 
- 

specification which does involve all three of N, I, and ŝ, it is not a 
/ 

specification which denies US%* or accordingly, is not in . 
accord-vith the requirements of "GI-form." In fact, UPkI entails both 

USKpI and UPSI, and is therefore sufficient knowledge to calculate S*. 

i + 

This just says that, under ~ndividualism, will be able to kplain 
A 

only S* (and not g*), the alternative expression of which is that S* and 

qI can be l&gically compatible only under holism. 1 
0x1 rhe mher k&, * of i3e remainzng speclf-lcatXcm quam as Fn 

% accord with "GI-form" insofar as at least some individuals cannot identify 

the true (PI) S* positicm; is denied. Moreover, in all cases other 



A 

than ULKGI, at least some individuals can know S*, derived from N, I, and 

h 

s, even though they cannot extract the values of the N and I components out 
h 

of S*. The principal features of t,es "signal extraction" problem may be 
a 

summarized by the proposition that USQI does not entail USE$,I. (flote that 

this result coptrasts with the proposition that UPK entails bo h UPKpI and GI 1 
US%I.) Finally, the NIJPKGI and NUSRGI assumptions may be re 

stronghold of any-(non-classical) position2hich aims to rat 

compatibility of sustained informational asymmetries - cum exploitation with 

the existence of general equilibria (see Grossman and Stiglitz (1976) ) .  

3.  "Conventional" References for KnowLedge ~ssumptions of a GI-Form: 
The Theory ofMonopoly and the Theory of Non-Walrasian Equilibrium 

3 . 1  The Theory of Monopoly and NITPKGI 
? 

For all the textbook treatments which appear to just "assume" the 

existence 'of a "distorping" monopoly (say, where ̂s is defined as a "barrier 

to entry" which cannot be derived from N and I), the traditional theory of 

monopoly is an almost perfect example of an explanatory structure which re- 

lies on the specification of a knowledge assumption of the GI-form. It is 

7' 
for this reason that the individualist is always very careful to make sure 

that the knowledge foundations of any explanation of q e  existence of a 
* 

monopolistic S* are logically consistent with the ewilibria being explained P 
and not something else. , 

In this respect, the individualist would cp9tend that it is singu- - 
/ 

larly impossible to ground the sustainability of monopoliD$ic distortioe 
I 

on an assumption such as US•’$I, since this is sufficient knowledget for in- 

h 

it would be impossible to explain distorting monopolistic S*'s at all unless 

Holism was invoked outrigh-,which is unacceptable. A basic commitment to 
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--since USKGI does not specify the type of ihformational asymmetries neces- 
f 

sary to underwrite monopolistic "exploitation." ~ccordin~l6 the mantle must 

fall to NIJPECGI or NUSKGI (although it might be noted that the latter speci- 

ficqion is problematic and is seldom used). 
I 

3 .  I-. 1 The 'standard" Monopoly Decision Problem 

To see these issues in a more concrete way, consider the traditional 

textbook account of successful monopoly decision making in a simplified set- 

ting where the economy has only one monopolistically supplied output and 

where the consumption environntetxt is compet&t&ve. It is evident that the 

basic coqclusion which comes forth from this analysis is that if: (a) the 
I 

monopolist knows his own Id and Ij , the non-reducible social "barriers" * ' -  

which protect his decision-making power (i.e., ,in general, his degree of 

j monopoly poper); and (%) the monopolist has perfect knowledge of the N 's 

and I.'s o P  all other individuals--as represented in an aggregate demand 
J 

curve for the output--then the monopolist is in a position to successfully 

set monqpoly equilibrium prices and quantities on the basis of this infor- 

mat ion. 

. It is then normally remarked $hat the monopolistic equilibrium prices 
"*  

and quantities must be inferior from a welfare standpoint to those which 

would have been achieved by a comparable competitive firm whose position 

was not protected by a non-reducible social institution. In particular, if 
'../ *- 

the locus of prices and quantities which faithfully reflect all the tastes 
- - - - - - - - - -  

and endowments of other individuals is no more than the aggregate demand 

curve Sr the monopolist's prtdEE,  then €E m e s t  of the argument isthat, 

except by accident, the monopolist would never use the aggregate demand ' - /" 
curve as a criterion by which to set the coordfnatMg prices and quantities. 

As is well-known, it is most the monopolist's own interests to employ the 



aggregate marginal revenue curve for this purpose. The accidental case & 
- 

no more than the one where the monopolist is "benevolent" and either trans- 

fers sufficient, information to others so as to satisfy US%I, of 'make; the 
c 

"barrier t,o entry" optimal, or sets the5PI-S* position himself on the basis 

of his knowledge of N and I. 
. - 

It isnotaparticularly obscure interpretation of these standard argu- 

ments to see them as fitting the NU'PKGI mould. The monopolist has independent 

access to perfect and com&ete knowledge of the N, I, and ^s; all individuals 

on the demand side do not have access to information regarding the (true) S*. 

Thus, under NUS%I and non-benevolence, the intended, maximizing decision 

of the monopolist is to set an aggregate state which is simultaneously a 

(non-classical) coordinated state, and one which is most in his own int &t. 
* 

Under conventional interp;etations, this implies S*, where all elements of S 
A 

other than 5 are set at endogenous maximizing positions, and where S* is 

&- 
taken to be deriyed from N: I, and 8. Thus, a "maximizing" monopoly price ' 

(and output) is derived from tastes, technology, and the barrier to entry. 

Leaving aside the crucial methodological question associated with 

this formulation--namely, whether 2 Ps really a "given" or not--the virtues 
, A 

of the NIJPRGI specification in underwriting monopoly S*'s are obvious. If 

all individuals possessed knowledge sufficient for a'PI-II* (i.e., U%I), - 
7 

then it would nit be possible to explain the perpetuation of any social dis- 

tortions whatsoever (if Individualism was maintained). Alternatively, if 

individuals were uniformly saddled with, say, UIKGI, then it would be ex- 1 
! 

tremely easy to rationalize the existence of social distortions, but I 

1 

extremely difficult to explain how any monopolist in this environment could i 

7\, 
i 

undertake the type of successfu~, exploitative decision-making necessary to 
h 

realize his maximizing S*--except by accident. It is because NUPKGI simul- 

taneously gives the monopolist sufficient knowledge to successfully exploit 
L 



- + . iocial distortions a& denies other ind&idPals thehpossibility of establish- 
- - -  --- --- 

A 

ing that distorting institGtions are in fact "distorting," which makes it! 

work so well in the setting under examination. 

3.1.2 Monopolistic prick Adjustment 

Let me,nov critically reinterpret- this "simple" case presented here 
t 

so that it can be seen to yield sqthing more substantial and topical. Thus,' 

consider the following proposal: if one could produce a non-arbitrary - 

guarantee for thebexistence of NUPKGI in a temporal dimension which was 
. 

shorter than the long-run, then it would be possible to explain, in indi- * . .c h 

vidualist terms, how short-run (S*) prices are set, and ultimately move to 
- - - - - -- - 

- 

their long-run competitive S* values (.& W K G 1  is transformed into y%*). 
1 

Such a proposal, I think, reflects the basic inspiration (in the 
< 

li-terature following from Arrow ( 1 4 5 9 ) )  to see "monopolistic price adjust- - 

ment" as at least a tempting strategy For constructing a non-classical~ax& ? 

individualistic "price dynamicst'--one, in particular, which avoids the . 
I 

obvious Holism of earlier "auctioneer" approaches, following from Samueilson 

(1947). ~f one consults Arrow and Hahn (19711, Fisher (1976b), or ~ahn (1978) 

the precise issue in fact concerns how to remove Holism in the expl&tion 

of non-competitive behaviour; of how to ensure that price adjustment can be. 

explained as a con quence of decision making "by individuals" and not seen sf 
ad hoc to be a consequence of the "forces of the market," etc. (see Barro * -- 
(1972) I. Indeed, this is the issue to be considered. 

My reading of the general situation is as follows: All treatments 

af (Ustorting) monopoly behaviout which have denMllS+, andwhickhave 9 

grounded analysis in an assumption like NUPK have at leasf established 
GI* -- - 

the logical possibility of monopoly explanation in accord with Inaividual- 
h 

ism (i.e., GI). However, any explanation of a monopoly S* which assumes both 

NUPKGI and the exoneneity of S (i.e., barriers to entry) cannot be a 



successful GI explanation; it must lie a weak fo'm of Holism. Accordingly, 
- -- A-p-- 

A 
the only successful GI account of the S* in question is one which explains 

/c 
both f and S* as a consequence of N, I, and NUPKGI, since all elements of - 
S must be endogeoous, yet non-reducible rational choices of individuals in 

d 

Y a GI equilibrium. Once again, the critical GI question is: 'Are N, I, and 
A 

the exogenous knowledge of NUPKCI in fact sufficient to explain 3 and S*? 
- -. 

The significance of the role for exogenous knowledge-here can easily be seen: 
r - 

A 

. if N, I, and 2 were in fact deemed to be sufficient to determine S* (i.e., 
h 

Geak Holism), then the explanation of S* must be of "stage one" form, and 

knowledge (NUPI$,.) ci& possess no explanatory autonomy. The overall conclu- 

sion for monopolistic price adjustment: it is one thing to purge outrageous 
I 

-. 
A 

forms of Holism by moving to weaken versions of Holism (which free the S*, 
1 1 .  

prices but maintain 5 as a given); it is quite~nother to explain both ^s 
3 

- 
h 

and S* a s a  rational choice of individuals--and it is only this last 
r >  

option which preserves individualis; character. 
I 
7- 

4 

The "standard" reading cited above goes as follows: 

If Competitiveness (i.e., parametric treatment of.prices) is assumed out- 
0 

side of a competitive equilibrium, then it is logically impossible td ex- 

plain how prices change except by reference to an external institution, 

which is -- ad hoc and Holistic in the extrene,What individual is left to 
t 

change the prikes if eveone treats prices as given? Since however, mono- 
J 

poly theory specifies the ability for an agent to make his own decisions 

with respect to both prices and quantities, any theory of (non-classical) 
'--- 

price adjustment must involve the assumption of monopoly power. 
-- -- - 

Now, one might criticize this standard reading onbthe grounds that 
- -- - - - - 

it equates monopoly t h e 0  with GI theory (whbch is a false fdentification), 

or that it implicitly presumes that the existence of monopolies cannot be 

consistent with classical optimality. Alternatively, one might criticize 
/ 



\ this reading on the grounds that it regards kaipetlitiveness as a property 
-- - 

.of (actual) decision-making environments rather than as just a pedagogical 
> 

device g a i s i n g  the individual's "quantit~'decisions which make up a PI- 
? 

equili6rium (given that the unanimous endorsement of S* is already estab- 
i 

lishedj. However, leave'all this aside. The only essential critical point 
,' 

i d a t  the demonstration that prices can be set and changed by (ritional) 

individuals outside of a competitive equilibrium is - a fortiori not the demon- 
2, 

stration that there is anyone specified in the explanation who can make a 

(rational) decision on the 5 which led to the exi8tmseofthe monopoly en- 
L 

vironment in the first place. 

The upshot of this argumenr is therefore that for Individualism to 

be maintained (and for behavioural arbitrariness to be avoided) in the ex- 
.. 

planation of a monopoly price dynamics, both ŝ and S* must be construed as 

a matter of kdividual choice; to ':assume" a monopoly who changes price&- 

without further explaining- the monopoly_-can only constitute a commitment 

to (weak) Holism, not GI. It is this last point which is not made in the 
- 

standard literature. 

3 .1 .3 -  "Efficient Markets" and 1nformational1~-~synrrnetr& Equilibria: 
Do Prices Convey "All" Information? 

The final illustration of informationally-asymmetric settings (like 

those of and NLTSI+-) that it is worthwhile to consider involves the 

"efficient markets" literature. As is well established in Grossman and 

Stiglit; U976), Ross (1977), and others, a central proposition of this 

literature is as follows: if maGets are (globally) efficient, then "market 
- - - - -- - -  - -  ---- 

prices must convey - ali information" (necessary to achieve a PI-~*). 'This 

claim is of course true by definitioTse the a~hie~ementof~s* must be 

simultaneous vith the achievement of S* and Sc*. Bowever, its importance in 

the context at hand lies in its ixupfied equation of the idea that "prices 



* convey all information" with the idea that all informational asymmetries and 
- - - - - - - - 

all "distorting" social institutions which might be associated with these 

asymmetries must be removed in the neighbourhood of a PI-equilibrium li.e., - 
where US%* prevails). 

Given the above, now c0nsider.a standard theorem of. "efficient mar- 

kets" analysis: that, if any "inside" frader attempted to act on his (ini- 
4 

tially-assumed) superior information, an& markets =re globally efficient, 

then he would mediately reveal his superior information to all  others; 
I 

since all his information would be completely assimilated and transferred 

in market price signals. Prima facie, this theorem seems to be little more -- 
- 

than an application of the ideas presented above--that no one can have 

superior information if USKpI prevails--yet Grossman and Stiglitz are none- 

theless bothered by this result. In par-ular, they take this theorem to 

imply that, at a PI-IT*, there can be no gains from the activities of specu- 
*I 

lation or arbitrage--activities which are invariably regarded as being 

central to the explai~tion$or why market efficiency exists. By this argu- 
v 

J 1 

ment, if (beneficial) speculation and arbitrage are observed--as they are-- 

/- then market efficieacy, by definition, could not be realized while these 

activities are still ongoing; prices could not be conveying "all" informa- 

- tion if and when the marginal benefits of arbitrage are still positive. 

C CNote the rekemblance of this argument to one which states that there can 

be no gains from price adjustment unless one is outside of a PI-equilibrium.) 

The authors are evidently worried both about the paradoxical aspects 

of the above argument and whether any model in which prices do not convey 
- - - 

- -- -- - - ----- - 
- 

all information, and- arbitrage is observably ongoing, can be called a true 
- - -- - --- 

equilibrium. Bowever, the solution to these riddles is sts.+$ghtfoniard, 

given the interpretative framework of-earlier seaiions. 
-' . 

S e  

. The equilibrium that the authors are aiming aL7-where.arbitrage is 



ongoing rather than complet~--cano*Wed an t h e n c m - ~ e ~ S U - y ~ f -  - 

A 
A A 

s--a true social distortion--which entails S*, and not S*. S* price.s do 

convey - all information relative to N, I and 3 ,  but do not convey all in- - f i  
formation, in the sense that an S*, derived from N and I alone, is signalled. 

L 
n 

S* prices are classical disequilibrium prices. Under (weak) Holism, these 
u 

A 

prices could be construed as a consequence of the distortion, s, but the 
A 

individualist will not accept $ as explanatory. Under GI, therefore, S* 
-- 

and ^s must be explained by reference ,to N, I, and the (exogenous) conditions 
n 

of knowledge. N L T P q Z  could be used to potentially explain S* as a conse- 

quence of an _explicit informational asymmetry, but 44 is not necessary So 

rely on this a~yarmetry--US~~ could get the result. Under USKGI, everyone 

would be equally uninformed abqut S*,;-hence, no one has (relatively) superior 

information. 

This last idea of course refutes the presumption that just because 

'there can be no informational asymmetries in the neighbourhood of a PI 
C 

equilibrium, there must be informatiohkl asymasrfes involved in the deter- . 
A 

mination of hny non-classical S*. Once again, the essential 'feature of an 

S* equilibrium built on (not WI$,,) is that everyone is equally in- 

formed about S* but equally uninformed about the S* which would follow from 

3.2 Non-Walrasian (."Quantity Constrained") Equilibria and USGT 

Perhaps the most important contemporary attempt to explain S* equi- 
k 

libria is the Theory of Non-Walrasian Equilibrium, foll&ng originally from 

is to be specified as USKGI: everyone has sufficient knowledge 
h 

S*, but no one can identify the true S*. It should be stressed 

to identify 
B 

thit the use 

of US%= in lieu of NIJPKGI is not arbitrary. It is grounded on the idea that 
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it is methodological~y prequmpruous fi short-runniiirs-o-pre~~ethat - - 

anyone (e.g., a monopolist) can identify the true S* position. Does not the 

monopolist's knowledge under NUPK& have to be rationalized by a long-run 

'argument? 

% 
In any case, the standard characterization of a Non-Walrasian 

A 

(quantity constrained) S* under is one in which an endogenous set of 

of quantity rationing constraints is generated from N, I, and 2, where 3 is 

-no.rmally identified with the existence of "non-market clearing" prices or 
. Q 

wages--which entail "quantity constraints" on the notional plans of indi- 

viduals. As is &dent, under GI, Q carmot be taken as agiven--it mast be 

explained by N, I, and US$..--so that existing versions of this programme 

which assume exogenously-fixed prices 'can never transcend (weak) Holism from 

the outset. Moreover, those structu* which attempt to avoid assuqti~ns 

about the exogeneity of prices--by appending monopolistic price adjustment , 
-, 

to otherwise fixed price models (Hahn (1978); Benassy (1976))-create a 

dir'ficult methodological dilemma. 

In this respect, since it is possible to find a "monopoly equivalent" 
A 

(with flexible prices) to any given quantity-constrained S* (with fixed 

prices), the resort to monopolistic price adjustment arguments in the con- 

text of the latter only really suggests that one should give up the "quan- 
J 

tity constrained" approach altogether and return to developini a consistent 

monopoly approach; why fuse two bad models when one is sufficient? 

3 What I mean by a reference to two "bad" models is evident: the mono- 
- -- - A - -- 

puly model may procure a flexible price characterization of S* but it in no 
- - - 

way guarantees that the $ which undemites the existence ofmonopoly in the 
- 

first place can be successfully construed as an endogenous variable. If- 

It barriers to entry" or their equivalent may be regarded as part of FS(#FS*), 

then all the monopoly model may succeed in doing is to flex the prices of 

4 
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- -  - 

a quantity constrained fixing a WistorTing) FS .-fnsuch a 

circumstance, one form of holistic explanation just replaces another.. 

On the other hand, however, the methodological cost of moving to a 
I 

monopoly approach overalz is that the evident virtues-bf bhe assumption of 

US%I must be foregone. This assumption in,principle cannot underwrite the 

type of informational asymmetry needed to rationalize monopolistic exploita- 

t ion. 

In any event, the basic problem situation is clear: . if the move back 

to monopoly models is foregone, and a "quantity constrained," Non-Walrasian 

7 
expzanatory programme bas& on is maintained, fien it can meet the 

A 

standards of GI explanation if and only if it can explain both 3 and S* as 

an endogenous consequence of rational choice. Classical critics are indeed 

correct when they contend that the only way. this programme can avoid behav- 

ioural arbitrarinps is if it shows that the sustained existence of 

price distortions can be explained as a consequence of rationality. (See my 

earlier discussion of the "contracts" literature in chapter Four. ) 

The above completes 

equilibrium. I. now examine 

of equilibria. 

h 

my survey of ''conventional" references to S* 

the general "expectational" features of this type 

4. Expectations and S*-Equilibria 
h 

4.1 The Expectational Conditions for S*-Equilibria 
* 

If it is contended that the type of S* equilibria described here can 

be regarded as a bona fide general equilibria if and orily if everyone's 
- - * * - -- - -- - - -- -- -- -- 

expectations of S* are realized, then a direct commitment is made to ----'----.. 
x' 

guaranteeing the fulfillment of the same three types of expectational condi- 

tions specified in connection with PI w t e r  Seven). Thus, it is re- 
-, 

.. A 

that WerYone ' s E j  ( S * )  ' s are identical, that, everyone mutually w- 
A 

each other to expect the same S* as they'd0 (i.e., second-grder 



is satisfied. T & d  three conditions are identical to those stated for PI- 

J equilibria except that ̂ S* has replaced S*. 

Given the constraid'oi these expectational conditions, and given the 
A 

requirements of Individualism, it then follows that any Sf must be explained 
I\ 

as a state of aggregate unanimity, vhere the unanimous endorsement of S* 

must be seen to follow from the unanimitywm expectations. The unanimity on 

expectations must then in turn be reduced to the universal agreement - of 

agents on a "theor$* of aggregate coordination which just -- generates the ex- 
,' - 

pectatio~l unanimity. 

/ 
4.2. The '%I-Specif icationf' and Tj 

In my discussion of PI, I distinguished very clearly between T --j's 
I j 

I 
theory of the (~1oball~-~educible) S* position, and Tj--j's theory of the 

coordinated state which will actually come to fruition. Since US%I was 

deemed to be sufficient knwledge for any agent to know S*, and to know that 

everyone else, likewise endowed with US%I, diy,anticipate PI dis- 

I 
equilibria, Tfcould be guaranteed to be a true theory of S*, and Tj and Tj 

/ 
were rendered identical. The equivalence of Tj and T was taken to indicate J 

,, -----, 
moreover, that, all agqnts were using a "PI-specification" of their individ- 

/ - 

ual  choice p=obled in short, that agents viewed only elements of N and I 
/ 

(and, i-, &a& IJ) as the true determinants of their behaviour, 
i 

since ,they acted on the presumption that all elements of S could be derived 

from, and chosen, given N and I. It was f u r t h e ~ ~ ~ i e a  that the &I- ) 

/ / employed this PI-specification. 

i In the case at hand, however, where E.(s*) = Sf holds, it follows 
J 

\ 
that no agent can be using a PI specification of his choice problem. Agents 
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expectations must be generated from T and not T since the expectations 
j j ' 

A 

of all agents are realized on an aggregate state, S*, which is a distortion 

of the Global Reducib'ility implied by S*. 

Any specification of an udividual's choice problem in which the 

agent anticipates at least one "non-reducible" element of S to actually 

transpire--thu% here T 'and T are not taken to be identical--may be 1 I 
denoted a "GI- specification^" This situation may be conveniently charac- - 

terized by Fisher's (l976Q notion that all agents are "conscious'of (PI) 
h A 

disequilibria." It follows that Ej(S*) - S* (for all j) can obtain if and 
only if all agents hold a "GI-specification" of their choice problem (hence, 

- 

/ 
no one holds a PI-specification), everyone's Ti is identical. 

J 

4.3 NUPKGI, USKGI, and th ization of ~x~ectations 

L TQe singularly important poin bout the knowledge assumptiqns of a 

"GI4 " which have been discussed so far is that they specify sufficient 

for - all agents to guarantee the truth of T' but insufficient know- 
j - - 

ledge for - all agents to guarantee the truth of T 
1 ' 

/ 
- .  

the truth of both T and T but others can only guaraGee the truth of ~' . i  
j 1 j 

* f 

This is what gives the monopolist the power to set S* as a consequence of 

maximization, relative to N, I, and ^s, since all others have insufficient 

knowledge to identify "non-distorted" states except by accident (i.e., they 

cannot establish whether G is a "true" distortion), yet they stAll have 

sufficient knowledge to correctly anticipate (and thus realize) the mono- 
- 

pp - - - - - - - -- --- -- - - - -- 
n 

polist's intentions in setting S* prices. (Note, of course, that PI equi- 
p 

- --- -- - - - -- - 

libria are accidental under W K G I  not because the monopolist ' cannot iden- 

tify S* but only because the mor~opolistic "benevolence'; for S* to 

be set, cannot be guaranteed. ) 2 - 
a Under US%I, the basic character of the formulation is much the same-- 

-> _ 
i 



except that no one can establish the truth of Tj. Here the realization of: 
n 

expectations on S* depends only on the fact that everyone can verIfy T ;; ; 
is insufficient knowledge for any guarantees beyond this Ce.g., of PI \ 

'4- 

equilibria). 

It was emphasized in the discussion of PI structure that, if S* was 

unique (at least up to a non-infinite set), then the guarantee-of the truth 

of everyone ' s theory of S*, given US%I, must entail that they held identi- 

cal T 's and E (S*)'s. In the non-classical setting under discussion, ow- 
j j d JQf - *  

ever, there can be'no presumption other  in that there are a. infi 
possi6le ̂ S* which might transpire, all of which are potentially reflizable 

distortions of the S* position. 

h 

t-follows, by definition that, if some S* is realized, say, - 
n 

then all agents must be generating their (realized) E (S*)'s 
j 

from the same T' If this was not the case, and different individuals held 
j ' 

A 

differen; theories of the S* to transpire, then the T;'S of at least some 

individuals must be demonstrably falsified by the aggregate state which 

actually emerges. This would violate the initial assumption of USKGI. Thus, 
h 

the-unanimity on T! must obtain no matter which S* really transpires. 
. J -  

... The ultimate question of explanatory importance in the context of 

GI structure, however, is as follows: Are the givens, N, I, and USKGI 
h 

sufficient to determine which particular S*-will obtain (even if it is 

granted that N, I, and USKGI are sufficient to guarantee that some non- - 
accidental S* equilibria must obtain)? This is not a problem for the weak 

- - - 

Holist, since he can allow exogenous 2 to pin down the particular S*--and 
h h -- 

the f r s  of agents are simp5 constrained to produce the E.<s*) = S*, deter- 
J 3 

mined by N, 'I, and the posited g. In the latter case, bowledge is not. 
- 

\ 
1 
J n 

explanatory (since N, I, and exogerrous 2 complete the determination of S*} 
A 

4 

vhereas, under GI, knowledge must be explanatoqa..Ori& again, the str&tegic 
q \ .  ? 



, GI issue concerns whether the "givens" N, I, and US%, can offer a complete 
determination of S* (and $), or only an uqderdetermination. 

/. 
4 . 4   h he Stabilityacd Reformability of S*-Equilibria 

h 

The characteristics of S*-equilibria described so far are relatively 

subtle. They are also somewhat enigmatic, since individuals are seen to per- 

fectly anticipate an aggregate state that contains social distortions which 
5 

- -e-L- 

are not in 'their best interest. Consider individual j. He has a theory of S* 
- 

A 

(in his Tj)--but he cannot show T to be true. He also has a theory of S* 
j 

(in his TI)--which he can show to be true. Suppose that he 1 - - - -  - 

A A 

T' and realizes S*. S* is not the S* which is implied by 
j 

he dislikes the state intensely. The questiomis: What forces expl$$n why 
h 

1- 
j endorses S*, rather than trying to immediately upset (refornl) the state -- 

h 

in the l%ght of his T -cwjectured s*? More precisely, if no explanation can 3 
h A 

be given for why immediate reform of any S* iq impossible, b w  can S* equi- 

libria be "stable" or even observable? p 

Now, one might invoke the assumption that everyone thinks that the 
h 

C3 
A 

anticipated S* is really the PI-S*, that S* does not therefore conflict with 
A 

Tj--but there is no justification for this when there are in infinity of S*'s 

available. Alternatively, one might argue that Competitiveness holds--that 
h 

agents have no power to upset the determined S* whatsoever--but this would 

completely undermine the existence of the individual power necessary to set 
-4 

the state in the first place (i.e., if they wanted it), and would be an out- 

The above argument then explains why neither the weak Holist nor the ,A 

proponent of GI will accept the use of the concept of Competitiveness in ,. 
the setting under discussion--where beneficial reforms of any S* are really 

possible. In particalir, the weak Holist will claim that the very achieve-. 
h 

ment of S* already involves the successful and beneficial individual reform 
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of azl -S of s et+ter w C-+e -a H, - 

I, and 2. Characteristically, however, this argument is still not acceptable 

to the GI theorist. 

The latter will contend that being able to explain the (rationaD en- 

dorsement of all institutions other than 3 as a cQnseq nce of maximizing 7 
behaviour, where all agents treat ̂s parametrically, is simply not sufficient 

I' f 

to explain why •˜ was rationally endzrsed and, thus, not ref okned. Accordingly,. 

the GI-theorist will accept only a stability argument'which explains the 

decision - not to reform as a rational choice of individuals; the non- 

refomabil~y a•’ rlnpgt be taken as a 'lgivgn" in the &ysLs The GI- 
h 

theorist will contend, moreover, that if the non-reformability of $ is not 
h 

construed as a rational choice, then the stability 6f any S* that the weak 

Holist cites can'be only regarded as accidental. 

It is precisely for the above reasons that the GI theorist contends 

that it is possible to guarante~stability" of non-classical equilibria, 
A 

1 
and to maintain Individualism, if a d  only if both a& S* are expfaheb 

as a rational consequence of N, I and exogenous knowledge. An alternative 

Aed( 
statement of this "stage two" viewpoint is as follows: that the guarant,ee 

of Globally-Rational decision making when Global Reducibility does not pre- 

vaiT requires the gtiarantqe of Global Refonnabilicy ef S, which requires 

that kncwledge be an endogenous.variab1e in the explanation of trans- 

pired coordination. 

Evidently, all of this'discuasion reduces to the queqtion of whether 

the GI -theorist p a  sufficient explarZato~poW%r -to explainpthttationpd 
, 

choice between A. #Fi3oiifY, Uassical Globs1 Raifmaiity e a s d  on 

cannot perform this explanatory exercise--since the only choike ex- 

plainable as rational is S*. This explains why the ultimate objective of 

any GI programgte is to specify a concept of Non-Classical Global Rationality 



arbitrariness) of a weak Holism unnecessary. 

To conclude this section, allow me to illustrate -the above issues by 

a rather simple example. Thus, consider a Non-Walrasian structure which ini- 
b 

I' 

tially assumes a distortion in theform of fixed, existing PI-disequilibrium 
'- ,- 

prices. Clearly, if individuals conjecture that these prices are not in their 

own best interest (even if they cannot 'identify PI equilibrium prices as' 

such), then prim facie they will not endorse them or trade at them. Thus, 

why are prices fixed here? The SE explanation is simply that everyone must 

P 
viduals, and Po8si~1y n 8  one, wants to accept them, given their respective 

A .  

Tjrs. k/ is does not make sense in any would-be individualist theory. The 

only viable explanation possible here must refer to the "expectations" of 

individuals 'that they could never reform the going prices, and it is not 

clear that this even makes sense as applied to existing social distortions. 

Evidently, abetter and more genezal way to handle tliis type of 
\ -- 

problem--and one moves in the direction of GI, not Holism--is to interpret 
c 

all anticipated social distortions as post-reform, rather than pse-refow. 

Thus, individuals can very well anticipate a'change in all existing social 
II 

distortions (e.g., the given PI disequilibrium price vector),. actually 

effect the anticipated change through reform, without nonetheless expecting 

to reach, or actually reaching, a position of Global Reducibility, except 

by accident. Under US%I, this Giewpoint is consistent with the realiza- 
- - -- - - - - -- -- - 

tion of success~l~institutional reform, the correcraaticipation of the 

* 
a framework in which the stability of Sf equilibria can be grounded in the 

realization of "reform expectitions" with respec.t to - all elements of S. I 

will 'return to a discussion of the "reform process" later, and from a q 

- 



rather different perspect*. 

4.5 qectations and UIEIGI 
w 

* '-- The one knowledge specification of the "GI-form" that I have neglected 

A 

so far is UIKGI. such a specification is clearly problematic for any S* 
A A 

theory which demands that E (S*) = S* (for all j)--since UIKGI does not spe- 
j 

cify sufficient knowledge for agents to guarantee the truth of either T 
j Or 

; T-. , and, thus, cannot ensure the unanimous endorsement of any E &*). Since 
3 3- 

that this knowledge specification can only be accidentally cqatible with 
A 

the uniform realization of expectations necessary for expIafning S* 

equilibria. 
i ' Z 

If "traditional" indiv theory demands that any "true equi- 
A 

librium" explqhation of Sf (or S*) satisfy the the expecta- 
*- 

tions of all agents be realized (which presAes ':expectatio& unanlJityl'), 

it is simply necessary to conclude-that the knowledge specifzcation of 

USKGI is logically incbmpatible with the construction of successful ik- 

dividualist account of observed aggregate coordination. Stated alternatively, 

it is in principle possible to produce successful individualist explanations 

of s* equilibria if and only if it can be shown that there exists a non-. 
t 

arbitrary rationale for the existence of at least one type of3*non-accidental 

equilibria in uhich individual expectations are systematically not realized, 

=. yet Global Rationality prevails. This cannot be a theory which relies on 
k 

aggregate unanimity. 

5, The "Stage Twot' Failure of GI Explanation and the Failure of 
Existing Non-Classical Programmes: &Overview 

I 
A dominant theme of the above analysis is that existing non-classical 

research has (possibly unwittingly> made a commitment to weak or strong forms 

of holistic explanation rather t h a e o  GI explanation. If this is in f&t the 
j 



case, then the failureofllon-clansical m a r c h  is straightfemard U e r  - 
stand. Since all fdrrae of Holism are "stage one" explanations, they can never 

- avoid the cenfial contention of the classical critique: that any .explar&tion 
" 

whi~h assumes (rather than explains) even one 3 must be "behaviourally arbi- 

trary." Accordingly non-classical theorizing must fail in the eyes of any 

individualist until "stage one" analysis is transcended, and a non-arbitrary 

and logically complete GI structure is produced. 

For all the stark clarity of this account of the failure of existing 
@ 

non-classical theorizing, I believe that it misses important subtle-ties. Thus, 

while it, map be true that s o  non-classical theorists have really felt that 
L 

the test of the viability of any theory of the short-run lies in its predic- 

tive success and not in its structural consistency with the postulates of 

Individualism, and while still others may have truly believed that observed 

institutions really do have a constraining force "beyond individuals," I 

doubt that these qre really predominant foci. Thus, the recent literature 

on Non-Walrasian equilibria may "appear" to start from aa initial card.-= 

to Holism-because the analysis normally starts from the (purportedly 
L 

"realistic") short-run assumption that some prices or wages, plus a "ration- 

ing scheme,'* are truly exogenous "givens" in the setting to be examined-but 

a methodological reconstruction of Non-Walrasian theory would reveal that - 

these exogenous givens are really being invoked only to "close the system,". 

in lieu of any other interesting explanatory apparatus. 

In this light, I believe that it is fair to say that both the mono- 

arbitrary GI structure which simply run out of steam, and therefore invoke 

some type of Holism to ensure an appropriate structural determinacy. These 

two approaches appear to be radically different , (e.g.. with respect $0 price r- 
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adiusbnent because the 8 needed to close these systems happens to belocated 
I 

in output prices in one case--which is blatant--and in "barriers to entry" 

which fix the extent of monopoly power in the other--which is less obvious. 

Unfortunately, the failure teprovide a successful GI at a "stage 

two" level can be proved straightforwardly, so that the "real" failure of 

bh/ existing non-classical theory is its implicit decision to retreat & a stage 

one Holism rather than pushing on to consider a stage three treatment of GI. 

The traditional reluctance to move to a stage three GI--where N, I, exogen- 

ous knowledge, are regarded ss explanatory--is, I think, 

no more than a A stage one weak Holism looks (at 

least technically) much closer to "accepted" classical theory (i.e., except 

for the G, which denies Individualism outright), while a "stage three" GI 

looks like a ludicrous flight of fancy (even though it is a genuine attempt 

to preserve Individualism). The precise reason thawweak Holism can pre- ' 

* 

serve most of the structural attributes of classical analysis -is because it . 
<-?- 

is only an ad hoc departure from classical theory; the reason tha: a stage 

three GI cannot preserve these attributes is because it is a genuine deparl 

ture.fromclassica1 theory uhile not being a departure at all from 

Individualism. 

In any event, given this perspective, I now wish to otitline briefly 

the logical failure of a "stage twof' GI; these arguments vill be amplified 

in the next chapter. It may be added that the reason why it is so wortant 
J 

. F to understand the failure of a "stage two" GI is that it can both clarify 

place and, perhaps even more important, isolate the minimum conditions neces- 
\ 
\ 

sary to avoid this retreat altogether. / -. 
5.1 The Logic of the Failure of a "Stage Tvo" GI for the Sbort-Run 

For expository purposes, I consider the GI-USKGI fusion discussed 



above, &though t4xr same aqputenm ap@g €e €he T I ,  ~-q8~+&&3~ - = - 
* 

cation. The reason for this focus is that USQI is a better and more generai 

- specification of UIKpI. 
5.1.1 The Problem of Structural Underdetermination 

i 

' Consider the basic attributes of the setting to be analyzed. USKGI 

, constitutes sufficient knowledge to p a r a d e  the truth of each and every - 
A A 

Ej (S*) = S* (for all j) transgres-in short, 'why social distortions can be - 
p e r ~ l y  anticipated with un s 

Y- 

f A 

the-non-uniqueness of S*. The fulfillment of E (g*) = ^S* is cmpatible with 
j * 

A 

po;entially an infinity of different S*' s , so that additional explanatory 
A 

power is needed to complete the determination of S* (i.@., to identify which 
A 

particular S* transpires). 

. . 
By logic, one can attack of two -9s: eJther 

.\ 
, one can lock in t3e p-articular thiiow OF t rans7freil-coordinaeiok~ich agents 

h 

, hpld (i. e. ,' T')--which in turn renders E (S*) unique-and then explain the J j 
A h 

uniqueness of S* as a logical consequence of the uniqueness of Ej (S*), or 
8 .  

h 

* one can operate from the other d-ection and pin dam S* &dependently, and 
h - * * -  

then show Ej (S*) must fit the posited S*. 

Evidently, the latter strategy employs the "holistic conception of 
* 

institutionst'--since S* is determined indkpendently of individual expecta- 

tions-and perfectly illustrates the move to weak Holism. Thus, once 9 is 
- - - - - -  - -  - - - - - - - - 

specified as a given, then ~lmization, relative to N, I, and 2, can lead 

- a\ 
- -- 

to a unique S*, where uSKGI is just the &Zogenous knowledge necessary top 
h 

realize this S*. 
J 

li C 

For the individuaffst,, it is apparent that e must avoid this move 

to weak Holisrn at all cgsts. Thus, he must demonstrate that he can pin down- . 



Ej ($*) in some non-arbitrary fashion. If he cannot, then any complete u- 

planation of S* p must be holistic in form. 

As is evident from the above, the general problem cbn~rontin~ the GI- 

theorist is one of underdetermination. The conjunction of N, I, and exogenous 

knowledge can explain why agents are not at S* (i.e., because of autonomous 
A A 

knowledge constraints), it can explain why they are at some S* (i.e. S* 
h 

"exists"), but it cannot explain which S* prevails. Thus, this GI explana- 

tion is not complete, and the basic question is: Can an "arbitrary" com- 

pletion of this structure be avoided? b 

Consider, therefore, the two possible GI options open to deal with 
% 

A 
- - - 

this problem. If E.(S*) must be pinned down, then this can be done by 
J 

A 
,- 

either (a) treating I! or E. (Sf) as exogenous outright; or (b) explaining , 3 J 

(determining) E (S*) as a logical consequence of a "theory" of non-arbitrary 1 
/ T.-choice by agents. 
J 

Option (a) is all too easy, and is not satisfactory. The cost of (a) 

- is that it becomes logically impossible to explain why T/ ever changes-- 
1 

except as a matter of individual caprice. Thus, consider a once-for-all - C 
h 

change in N. presumably the change in N entails a new S*--if the required t 

1 .  - institution reforms can take place. If T. is .~ogenously fixed, however, 
3 

fore shuts off reform much in the spirit of Holism. Since the essencerof 

,any genuine GI framewbrk is to allow changes in N and I, and even the con- 

flict between T. and (the noinn T') to produce anticipated reforms of the 
3 I 

A Z 
* x  

going S*, it ,is simply not possible to take 'I! a, 3 given: In short if 
-- 

- - d  L - --. -- 

* 

successful reform of any Sf is to be possible within this framework--which 
- - -  -- - - - - - - - - - - 

it must be to avoid an implicit commitment to Competitiveness and the like, 

.. 
S*must be seen as a consequence of a changed T / 

j 
b 



If the strategy to treat T' as a given is therefore notk'a s&cess, 
j * 

+ -  L - then f t follows that the individual chotceo4must b-mddgeno%sly ex- 
j .d 

A 

plained such that the endogenous determination of T! with E (S*) , can com- 
h 

J ' j 

plete the determination of S*. Consider the problem-in this way. The (weak) 

Holist states that he does not have to worry about pinning down T' independ- 
A 

5 
ently since he can assume 5 and let individuals produce S* as a maximizing 

outcome relative to N, I, and 3, given US%I. The individualist, however, 

refuses to take ̂s as a given and proposes to. explain ̂s as a consequence of 
. . L 

f 4 
a given Tj. The Holist bresponds by asserting that ghere is no methodological 

difference between these two strategies; they are different only in name. 

Thus, the olby sigtrllf icant move th=the indixfTdna1is t cainiieerls t-tt- 

plain the individual choice of T: as a non-arbitrary, endogenous "rational" 
, choice. 

L 

~nfortuhatel~, the pro3lem of any "stage>ol' GI programme is that - 
it cannot handle this task. Since the knowledge ion of USqI is 

logically insufficient to explain why any agent w t h e  p particular T / 
- - - - - -  - - -  - - - - - -  

1 
- 

that he does, and since the applioation of a "classical" rationality cri- 

/ terion would only be able tocxpTain the choice of T as Tj, a "stage two" j 

the behavioural arbitrariness of this structure must lie. In lieu of >adding 

further explanatory power, and constructing a "stage three" GI structure,'' 

/ this sys~em can yield "determinzte" equilibrium outcomes only if T is 
j 

treated as a given--which is a travesty of the logic of the explanation--or 

is the retreat to ~olism (e.g.; exogenously-fixed prices). 

5.1.2 The Problem of Short-Run Knowledge Sufficiency: USKGI As a Long-Run 
Concept of Knowledge 

If the above problem of underdetermination in a "stage twoN G1,based 



on USKGI,is severe enough, then the situation simply becomes intractable once 

-. . ehe pr&ems& assuming 5 itself are considered,&this l i g h t - s i n c e  

the structure under discussion commits itself to universally-realized ex- 

pectations and the concomitant guarantee of the truth of T;, it must pro- 

vide a non-arbitrary explanation for how such sufficient knowledge is procured 
I 

by agents. As will be argued in more detail in the next chapter, the problems 

of guaranteeing the successful prediction of social-distortions (under 
-2 

cannot be that different from those connected with the successful prediction 
- 

of social optima (under USKpI). In fact, the problem of guaranteeing theor- 
ny 

etical "truth" is identical in both cases. 

- - The above observation has a most seriop implication: that the only - 

% 

non-arbitrary explanation for the successful procurement of USkI by agents 

(as with USKpI) is one based on Inductivism. sin& I have already made clear 

9' 
last chapter that successful induction r&uires the long-run, all . 
be concluded here is that USKGI can be non-arbitrarily justified to 

tion discussed above were discounted, the structure under dfscttssion is still 
I 

not capable of illuminating even one instance of short-run behavidur in a 

non-arbitrary fashion. (This situation is, of course, only made worse by the 

substitution of NLJPKGI for U T I ,  since NUPKGI is an evenamore stringent 
1' 

a 5- 
knowledge assumption,) 

In saying the above, I am not sugeesting that, say, a non-Walrasian 

or monopoly theory could not move its domain of explanation back into the 

short-run--by the introduction of a priori true knowledge, or by the invoca- 
A 

tion of an auctioneer vho instantaneously sigSls-SffffWhat f 5i i  G y w ,  Em- 

ever, Ts fiat the ar 'olrrrarl;ness- of --ar-ppr- 

just add to the behavioural arbitrariness implied by the underdetermination 

of the structure already, and that the Holism involved in enforc acceptance "Q 



of external 

ronsrzlidate 

& 

signals Ci.e., independently of agents' TI and E (s*)) would just 
1 j 

the H o l i s m  w h k h  would be in the structure anyway i•’.ftsImder- 

determination was removed by assuming 2. 

What all this means therefore is tpat a badly-handled "stage two" GI 
,- 

can lead only to the worst type of short-run theorizing. Assuming a concept 
/----=- 

of USKGI, which c only work successfulky in a long-run context, to back up Y 
(purportedly) sh t-run arguments is simply unconvincing. Moreover, attempt- .e 
ing to use long-run results is beside the point, since the 

. - 

\ 
long-run is sufficient to guarantee the procurement of US%I or, for that 

matter, UPKpI ( U P k I ) .  (Note that, since these arguments appFy with equal 

force to the case, the paradax is implied t & -the mon-d- 

ist can possess sufficient knowledge to guarantee successful exploitative 

monopoly pricing only at that point in time where all agents possess just 

the sufficient knowledge to (knowingly) remove all distorting monopolies.) 

5.1.3 While I will amplify aspects of the above critical arguments directly 

- -- -- in the - - next chapter, it is now becoming apparent what the constraints on 
-- -- 

--- - -- - - - -- 

any "stage three" GI must leek a h .  fn particrtiak-, sbce Gf can * ~ O M  - 

triviality only if it 'is rxplanatory in the short-run, and since it can 

be non-arbitrary witla respect to short-run knowledge procurement only if it 

avoMs working from any knowledge assumption which presumes long-run induc- 

tive success, this structure is forced to work from the assumption of UIKGI; 

there is no other' option left. 
C 

As soon as both uSKGI and are exorcised from the 'setting, it 

is inmediately apparent chat the rim-accidental fulfillment of the condition 
- -  ---  -C--- - - 

of realized expectations, * = S*, goes with it, as does expectaticrd 

u n a n , m .  m,lr lr is claimed that there m s t s  no %on-arbitrary notion 

of "coordination" compatible vith the failure to realize' expectations and 

viiich avoids Idistic deterrninatioa of Sf--as traditiorsal theori zing might 
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t, 

suggest-then a commitment to U%f prima facie can be seen to only lead to 
- -  - - - -- - - - - -  

an "indeterminate*' dead-end; determinate theorizing about the short-run 
6 

theref ore must involve at least one arbitrary assumption about "suf f iclentt* 

knowledge procurement. 

For all this, I do nut hold that a commitment to UZKG1 is the end of 

serious theorizing. Certainly, the endorsement of this assumption by itself, 

leaving the remainder of the structure of traditional theory intact, cannot 

produce anything. However, this is precisely why I have focussed on questions 

of "the reform processt* and the nm-arbitrariness of  as the other con- 
j 

stituent ingredients of any short-run "stage three" GI structure built on 

I will sketch further aspects of this'lstage three*proposal in the I/' 

cohcluding chapter. 



-%,Sf 
INDIVIDUALISM AND THE PROBLEM OF KWWLEDGE DYNAMICS: Y 

A HETEOBOWX:ICAL INTEGRATION 
B 

In the above chapters, I have kept implicit many "intertemporal" and 

"dyaamic" aspects of the theoretical structures under discussion. I now wish 

to integrate earlier critical 

concerns. 4 

The setting defined is 
,- 

Y 

a r e  t denotes any arbitrary 

arguments in the context of such "real time" - 

one which contah T discrete time periods, 

t- period in T. A IIo = ZO is o'bserved at 

every point in time, and the explanatory objective of any theory of aggre- 
- - -- - - - - - - - - - - - - - - 

gate coordination is to explain each and every Z' as a Z*. N, I, and S are 

now defined as a time profile of values (from 1, ...,T), %ere the values of 

these nriables in the tthperiod are, respectively, Nt , It, and S t .  I. general, 

can be.' expiained only by reference toS- the values of posited exo&enaus 

variables (drawn, at least in part, from N, I, and S) as defined over all 

points in time. Thus, the successfail - - explanation - of i$ as a PI-equilibrium - 

- 1 
st 

where S t  prevails relies on the specificat4on of It and Nt for all t, as a / 
"sufficient" set of ertogenous variables. b.-complete intertemporal explanation 

of coordination must be able to explain all (t = 1,. . . ,T) by reference 
- f 

to the~wsited time-profiles of the exogenous variables. Thus, a complete 

PI intertemporal explanation of coordination must be able to generate the 

. full time profile of S (as S*) from the full time profiles of N* and I. 

The knowledge specifications, U P S I ,  UPKGI, USKpI, USKGI, and the 

I I sufBdmd knovledge over a11 Tzime periods. Defining these concepts of 

sufficient and perfect knwledge in such a way brings out the obvious point 

that the assumption that agents possess sufficient or perfect knowledge in 
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any oae time period is not sufficient to satisfy intertemporal concepts of 

UPK pr USK, except, if T - I. If T > 1, sufficient (or-erfect) lmarledie 
0 

at a point in time does not entail sufficient (or perfect) knowledge over 

time. - 
Such an interpretation also brings out the fact that the theories of 

/ 
and/or Tj, now must .be seen to apply to all time periods. Thus, 

each\ agent must conjecture tlie (potential) Global-Reducibility action and/or 

the (potential) conditions of aggregate coordination which can transpire in 

each and every period. This in turn implies that each agent's E (S) ia de- 
j 

- - 

fined over the same temporal dimensiqn. 

There is of course verjr little formal difference between the . 

(implicitly) "statics" problem of knowledge sufcficiency presented earlier 

and its intertemporal counterpart outlined hqediately above. If there is 

anythim which distinguishes the latter formulation, however, it is that it 
-4 

.- 

involvea the future properties of nature, individuals and society in a 

strategic way. Since any individualist explanation of intertemporal co- - . 
\ 

- 

ordination which requires the uniform realization of expectations on all 

states of the econm must depend on the fulfillment of an inter- *- 
1 concept of USKpl or U q I ,  -it becomes essential to explain how 

* 
individuals gain access to sufficient knowledge of those relevant future 

, 
properties Irf the present. \, 

f 

This "p~oblem of knotiledf the future" must be pppreciated in the 

' 

context of the "problem qf knowledge of the present" disc~sed earlier. 

Thus, thinkers such as Hayek would deny that individuals could know all * 
- -  - -- -- --- 

the properties of nature, individuals, or society even at a point in time, 
-1 

- - - - - -- - 

so th"a2 raising additional questions about the sufficiency of individual 
*.9 
'i 

knowledge over time would be seen to make the original methodological 

problem even more intractable. In this sense, the problem of knowledge of 
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the future would still exist even if all agents were endowed with sufficient 
-- - - - 

cot perfect) knaedge of all past and current N i s ,  1's and S'Q or, alter- - 

natively, a complete factual history of the characteristics of states of the 

aggregate economy up to the present. < .  

This recognition, of course, is central tb the methodological posi- ' . 

tions of Keynes (1936, 1937) and Shackle (see the latter's (1972) as 
5 

't 
exemplary and my (1974) discussion of this viewpoint): that no matter how 

C 

much knowledge of . - past and current conditions agents possess it ia ~ Q B -  

sible to rationalize the transformation of knowledge to any concept of USK 

in an intertemporal contFt unless agents can successfully solve the problem 

of achieving IcnMe6ge uk tfre futar%r. Eore precisely, ftis 6rZy Tf'SuCli 
I - 

future knowledge can $e procured that it is possible to guarantee that all 

individuals can coo@nate their interactions today, in the light of the 
i! 

future, and coordinate with each other when the future actually arrives. 
F 

ow examine theC"dynamic" issues connected with any explanation of 
T - 

the movement from UIKGI, to USKGI, to USRpI, where, of course, €3SKGI and 

I J I K ~ ~  are two possible specifications of UII$,I. / 
I. The Temporal Relationship between the Transformation of UIK 

into USK and Individual Action: The General "Dynamic" 
Structure of Individualism 

3 ). 2- > 

I have emphasized the "traditJona1" necessity of underwriting PI 
d. 

(GI) explanations of aggregate coordination by USKpI (USKGI).in previous 
. % 

chapters. The idea is as fundameGta1 a part bf the "statics" of traditional 
k 

Individualism as it is to its intertempordl counterpart. What makes the 

=f'- 
t 

interp eta ion oythis structural requirement so in-resting in the latter 
- - - ---- -- Q 

context, however, is the question of just when the transformation of UIKpjC 

ship of this transformation in time to individual decision-making- in time. 

It is appropriate to initiate a discussion of these issues by 



c o ~ s o l i d a t i n g  an obvious point  of reference: by a "dyaamic" process, I . 
- 

mean a process which takes place mer t b e  and by a "temporal r e l a t i o n  

between dpnamic processes," I am referring t o  a r e l a t i o n  where it is 

e s s e n t i a l  t o  specify wbether the  events in one process t r ansp i re  before, 

s ~ a m e o w ~ y  with, or a f t e r  the evw& i n  another  procese. I now t u rn  t o  

the basic temporal r e s t r i c t i o n s  of any successful  account of P I  o r  G I  inter- 

coordination, where, unless o t h e w i s e  strrte8,the GI-programne w i l l  be iden- 

obtain. 

1.1 The Requircatents f o r  PI  Intertemporal Equilibrirta 
- - -  - - - - 

Even a s u p e r f i c i a l  reading of the above d e f i n i t i o n s  reveals a bas ic  
I 

requirement of any explanation of P I  in te r t&ora l  equilibrium: i f  t h e  
Cr 

&antee of a P I  - II* requi res  that agents possese U S l p I ,  thcn it is - 
necessary t h a t  the  traxzsformation of UIIEpf i n t o  USKp1 be seen as takiw 

place p r i o r  to ,  o r  s i u l t a n e o u s  w i t h ,  the earliest point  in t i m e  t h a t  any 
- 

agent attesupts a c t c n  o r  t n t e r a c t i m  v i t h  others. The corol&ry tp th& 
- - k 

C 

proposition is a l s o  tvid-: t h a t  if b d i v i d u a l  actiw does-take place 

before the  tramformation of i n t o  Usl$, is complete (e.g. , &en only I 

preva i l ) ,  then i t  will be only acc iden ta la tha t  such ac t ion  3s consis tent  

' G t h  the  c o n d i t i o a ~  of an intaFtesipoM PI  - Il*. (I emphasize again t h a t  

the  si tuat ion 'where all agents have knowledge of t h e  N and E which will 

preva i l  in some, but not all, of the  T perTods does not s a t i s f y  the  in te r -  

temporal concept of US$I; in general, t h i s  s e t t i n g  Is one of and == 

condit ioa fo r  the  achieve~lent of a successful  PI intertemporal programme. 
* 

Not only must agents possess US$I before they ever a c t  but, furthermore, - 
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all action is constrained 40 take place a t  the ("correct") P I  ins t i tut ions .  

- What-this - is that  a l l  social  ins t i tu t ions  (including prices) must 

ahso 6c a t  tha i r  anticipated S*-positions pr ior  to, or simultrrneous with, . . 
- 

the eatliest W a t t  in tfme tha t  any agent attempts action or  iuteractTon 

with ethers. !bh condition guarantees that  E (s*) S* fo r  a l l  j, prtor t o  1 
or  simultaneous v i t h  the point in 'time a t  which any individual action based 

P - \. (S*) transpires. 

1 The c-omr are clearZy very stringent. 'What they s q  is 

that ,  in order t o  guarantee the euccess of any PI intertemporal programme, 
I - %s 

no agent is permitt& t o  malce non-reversible errors  in action a t  any point 

in the. The reference t o  "non-rwersible" errors  Indicates the possibi l i ty  

that  a successftrl P I  intertemporal progranme miat be mainta$ned even i f  
f 

agents made errors  i n  action (say, during the t h e ~ t h a t  thy-were ,saddled 

with U 'pbZ) ,  so long as past e r rors  could be corrected or  perfectly compen- 

sated for  a t  some future date a ,  when they reached USl[pI). Needless t o  
A -  _ ---_- 

say, t h e  revers i5i l i ty  of h i s tor ica l  action implied here is not acceptable 
- - 

- and, i f  there fs therefore no rationale fo r  the revers ibi l i ty  of errors,  , . 

then a successful P I  intertenporal  progranwne cannot aUow any errors  in . 

action a t  all. 

1.2 The Requirements of G I  Intertemporal Structure 

The es8eatIa.l fihplication of the above W y s f s  is that i f  any agent 

ever makem a (ma-rever,sibla) error  a t  any point i n  time, then the condi- 
f 

ti- for  ct successful PI, i n t ~ t e m p o r a l  explanation must be sacrificed. 

S* have not transpired w i l l  e n t a i l  (barring accident) individual endorsement - 

-- -- 

of social &titut ions  which a re  &t:inq,the aggreghte but in te res t  of a11 

individuals (i.e., not derivable from N a .  I), it  is only a GI-structure 

a c h  can ever be potentially entertllfbed here..In short, the existence of 



- <,. 
individual epafQin action at any point in time must be mantfeated in the 

&stern df " n o w r e c ~ ~ ~ m e "  see- -ifaces e ehitf p e w  se &*, a d  
m 

x 

ttiese "social distortions" must independently constrain all further 

decis+on-making. P 

It is, of course, one thing to state that errors in action can only 

be examined.within a GI-structure and quite another to argue that such 

errors can be' successfully explained as part of an intertemporal GI - II*. 
Discounting the p ~ ~ b i l i t y  of a GI structure under 9.. ( a c h  I will 

2 > P' 
briefly examine in the final chapter) "traditional" theo* would be con- 

strained to argue that any successful GI explanation of intertemporal co- 

ordination- (5 .  e., PI coordw- w%eh errors ia actAon) must- require that 

the transformation of TI into (at +east) USKGI take place prior to, or 
~lt(u1eous with, the earliest point in time that any agent undertakes 

action or interaction.with others.'This will guarantei that Ej (a*) = a*, for 

A 
all j, where the difference +tween S a n d  S* rep3ents no more than errors 

I . . 
in institutional choice .that everyohe addorsea with unanimity, si&e they 

cannot infer U q I  from USKGI. 
1 7 

I should remark that the condttions on this type of explanation are 

still rather severe: agents must posses& US%. (without possessing US$I) 
in ordk to meet the condition that they can successfully anticipate all 

errors (including :future ohes). If agents cannot do thls-and, indeed, it 

is a lot to ask-then UfRG-. must prevail and, given the traditional commit- 
ment to Unpversally-rtdlfzed expectarions intertemporal coordination can be 

construed as d y  accidental. 
- -- -- -- 

For c&TetG and-in light of some of my brlier expositions of 

F T - S t Z G c t u t F ,  I iXIgbt remark that the -specification associated 

with the existence of monopoly in principle can produce the same results 
-1-: 

as the benerd) specification, does. Here the condition for an 
J 



intertemporal GI - n* is that action cannot take plgce before monopolist 
Yearns" and sets ̂S*. 

1.3 A Generhi Structure for Eranining the Dynautic Relationship Between 
Knowledge, Institutions and Action 'r 

Any consideration of the t-al relationship between individual 

action, the achievement of US%I or USKGI, and the movement of PI or GI. 
A 

institutions to their intertemporal S* or S* positions must reveal some . .  h 

more general structural properties of the dynamic processes underlying 
- -" 

Individualism. Ttnts, at the greatest level of generality, it follows that 

any "dyagmics 

relationships 

(1) 

(ii) 

(iii) 

(iv) 

Noting 

"coordinated" 

of Individuali'sm" must involve an amuination of the temporal 

between the following dynamic processes: 
- - - - -  - - 

the nmv-t of mpI to USKp1, 

the movement of UIRGI to US%I, 

the movement of (any) ^S* to S*, 
A A 

the movement of one S* to another S*. 

that it is implicitly assumed here that one can only observe 
h 

states-that atleasts* always observably prevails-anddhat *d -- 
*I can be represented by USKG I and UII+=, it then can be recognized that, 

at any specified point in time, it would in principle be possible to observe 
' v  

one of six possible cases in which action is transpiring, defJned by the 

coincidence of: 

- - -  -- 

Te7 q and* 
(f 1 UIK,.. and 5* 

- 

It can inaraediately be seen that only case (a) can be explained as a . , 



non-accidental PI-equilibrium; (c) and Ce) must be "accidental" occurrences 

-since knowledge is insufficient. Qn thL other- hand,cese (d) is --- 
L 

tase of GI theories which are based upon perfectly-anticipated social dis- 
A A 

tortions and the achievement of E (S*) - S* (e.g., Non-Walrasian Theory). 
1 

However, case (b) overrides rationality and can be errplained only holisti- w 

tally, while (f) can be construed only as an "accidental" GI-equilibritnn if - 
A 

it is insisted that "true" GI equilibria must satisfy E (G*) = s*. n, h- 
1 

mediate conclusion, therefore, is tht, given the "traditi&ar requirements 

for the successful explanation of obseved coordination, only (a) and- (d) 

offer &ses which are explainable as non-accidental equilibria &d are 
%. - 

explainable in accord with Individualism. - -  - - - -  

! 

- 

Yve3 if these initial explanatory constraints are somewhat severe, 

let us add another one in any case. This is that case (d) does- not constitute 
A 

a structurally-complete explanation of S*-that, as stressed in the last 

chapter, this "stage two" GI formulation is irretrievably underdetermined 

unless it moves to (weak) Holism. Given this, it therefore follows that it I 

is only case (a)-classical theory-which qualifies to be a non-accidental t 
- 1  

and individualist explanation of observed coordination. Are the avant-garde - 
& . - 

! 
classical arguments surprising? 

But these are not all the methodological constraints to consider- i I 

there is no reference as of yet to the relationship between real time and 

bowledge. P r e s y  that case (a) happened to be observed at a ppint in time 

# 
I 

defined "in the ong-run. I* Then inductively~mccessful procurement of US%I 

could in factlce non-arbitrarjl) rationalized and the PI explanation of this 
f - - - 

state would,k non-arbitrp& and logi cally complete. However, presume that 
1 

L -- 

case fa2 4 h e &  a s  zqmtzit f i i  ~ l j i i j i i ~  to this '%ow run" point; 
I , 

i.e., Fn tlp short-run. Then, given the critical issues connected with 1 
\ 

1 , 
I 

Inductivism in the short--, there could be no non-arbitrary ezplanation , . : 
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for hou agents procured U short-run, and even case (a) could not 
fl 

- - - - - -- - - - 

be explained completely (i.e., witbut arbitrary assumptions about short-run 

knowledge procurement). 
C 

1.3.1 The Dilemma of Short-Run Explanation 

Ruling out the successful explanation of all of the above cases in 

tbiq way allore an appreciqtlon of the ultimate points being put Sorthrin 

-this thesis. Thus, stating the arguments about IcnowIedge and time in a some- , 

r i D 

what different fashion, the central proposition proposed here is that the - 

achieynent of either US%I or US% can be non-arbitrarily atplainad only . 

at long-run points. Thus, even discounting the oaer problem which might 
* 

- - - - - - - - - -- - - - - - - - -- - 
- - 

be connected- with cases (a)-Cd], a complete and non-arbitrary explGtf6n 
.- 

of the states implied by these cases could only be put forth if they were 

observed at long-run points in time; there is no successful account of 
i 

their observed existence in the short-run. 

On the other hand, it is contended that the last tyo cases, (e) and 

(f ) , are non-arbitrarily consistent ,with -the knowledge agents possess at 
- - - 

short-run points of observation, since they assume UII$.,. It is therefore 
. P 

only these last two cases which can ever hope to produce a theory of short- 
P 

run behaviour which is not arbitraryAwith respect to knowledge procurement, - 

Since "traditional" theory, however, would rule out these two cases on the . . 

grounds that they can produce no more than "accidental" errplanation of OW ' 
L 

served short-run coordination (i. e., they are derdetermined, sQce expec" 

tations are not realized), it follows that th interesting research * 

strategy & explaining the short-run is to turn either (e) or (f) into i' 
- -  - -- - - - -  - - - -- --- 

non-accidental cases. Case (e) is intractable, so that my objective is to 
s 

b m e  purpose of a "stage threen GI is therefore to remove the under- . ' , 

f 
determination in (f) as well as, implicitly, the underdeterminaaon in (dle. 
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The chief "dynamic" concern here is to explain non-arbitrarily the short-run 
- -- - - -- -- - - 

transformation of one b into another a*, while leaving the aciievement of 
I S* as an accidental occurrence. / 

F 
t 

Given this orientation, I now critically turn to the &nation of 

more traditional issues in dynamic explanation. 
,, 

1.4 The Traditional PI Strategies to Avoid Explaining PI-  id equilibria 

In the light of the foregoing, I think that there can be little doubt 

that the traditional assumption of the "tatonnemexk" process--that there- can 

be no trading at false prices--&d the traditional restriction of the 

k a r ~ e b r e u  models-that agents know all PI-equilibrium prices for all .times 
- 

- - - - -- - - - - - -- - - 

from-the very fir* market day-were designed simplytomake the existence of 

sett,ings other than (a) above impossible to observe. Under these circum- 
t 

- .  

&tames, the successful achievement of a PI intertemporal equilibrium could 
8, 

L 

&dly be avoided. ~eferhee to individual knowledge of (all) "true" PI- 
% 

prices in both of hese formulatio*~ also reveals another- unifging view- 

point of this traditional analysis; namely, that a complete set of markets 
- - 

-and/ or an oGtside "auctioneer" would alvays come through to signal agente 

to US%= before any actfon took place. 
s 

None of these twitional assumptions are very palatable, but it is 

perhaps the nature of the signalling solution implied which is most worri- 

..1 
scrme. As I have implied earlier, traditional auctioneer signalling approache9 

a 

were W g e l y  an attempt to m i d  facing up to the problems of m a i n i n g  the 

the t r a n s f o r m a t i o n ~ f ~ i n t ~  - by essentially replacing UIK . with 
PI - - 

\ 

(under "auctioneer benevolencetT), and then shoving how NllSKGl could 
- - - -- - - -  - - - 

-. 
be transformed into This 'in turn created the problem that a "holistic" 

-- - -- - ," .* 
conception of institutions had to be employed ;&guarantee unanimous endorse- . 

\ 

merit of the auctioneer's signals before US%I (and a PI - B*) was achieved, 
m c h  furthermore rendered the price -dynamfcs to a PI - II* "beyond 

I 



Such criticaJ. matters constitute familiar terrain. In the context of 

the dynamic questions under consideration, however, the chief point to be 

made-is that a traditional signalling solution also implies a somewhat enig- 

matic reseiction on the temporal structure of any PI structure. T h s  is 

that the determination, and signalling of, the "correct" PI intertemporal 

prices must be seen to be prior to, or simultaneous with, the a&ievement 

# of US& by ipdividuals. I refer to this restriction as mipatic-primarily - 
because any intuitive reading of the temporal restrictions on PI would sug- 

gest that US$I could not be reached after- Sg, since the guarantee of the 
- - - - - - e - -- -- - -- - -- 

~ ~ ~ a ~ i m o u s  &orsemePt OF Sy would seem to require that all iodivid&ls have 

sufficient knowledge of N and I. 

It is for the qbove reasons that it becomes important to emphasize 

that figonly l~gi~allyc~~i~t-~t temporal specification of a PI signalling 

structure is one where it is assumed that the determination of a PI - Sg is 

w simultaneous with, and cannot .be before, t&.determlnation of The 
I' . - - - .  -- - - 

- gur-antee o?' s i d i u s  detkmination of these items, of cgurse, still . 

need not be good enough to secure PI-results-after 'all, tde determination ' 

of a PI - S: and could be simultaneous, but still require an infinityr( 

of time-and I think this explains why the special case of simultaneous 
e \ 

u adjustment so often chosen by traditional proponents of PI was that of 1 

Instantaneous adjustment. Such a view, of course-, is equivalent to the idea 

M 
tbat both howledge and social institutions move to their required PI- 

- positions via (iterative or search) , processes defined "outside" of real .time. 
- - - - - - --- - - - - - - - - - 

1.5 The Case of InstantnnpMra Miustment Under PI 

The analysis up go this point implies two conditions that any ISU cess- 9' 
i ful PI intertemporal program2te nust meet: 

(a) both IJ%~ and S*.must be achieved before ind$vidual action ever 'I 
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takes place, and 

(b'w the achievement qf S: (and S*) is to explain the achievedent 

of US%, (as a ~ i ~ l l i ~ o l u t i o n ) ,  then the achievement of 

Sg (and S*) must be simultaneous in time with the achievement 

of 

It is apparent that there may be a problem vith satisfying both (a) and- (b) 

since, in general, (a) can be satisfied without (b), and vice versa. The 

significance of the special case of instantaneous adjustment therefore lies 

in the fact that it avoids this problem: both (a) and (b) must be satisfied 

together. 
4 

A further characteristic of this case is that it now makes no essen- 
- - - -  - - - - -- - - - - - - - - - - 

- - - -- 
- 

\ 
tial difference whether the movement from UIl$I to is seen to follow 

from a .  assumed movement of PI-prices (&lA other elements of S) to their 

PI equilibrium values or, alternatively, from the (albeit arbitrary) assmp- 

tion that all individuals directly possess true aud sufficient a priori know- 

ledge from the beginning of time. This is because instantaneous adjustment 

of TI into US$,= is equivalent to the as-tion that all individuals 

- possess sufficient and true apriori knowledge from the outset. Accordingly, 

to any observer of this type of instantaneous adjustment setting, it becomes * 

impossible for him to differentiate whether the achievement of US%I follows 

from the achievement of a (signalled) S* or whether the achievement of S* , 

follows as a consequence of fIPdividual decisions based upon the (independent) - 
achievement of The only observation which can be made is that, in 

* - - 

this setting, no agent ever gets a chance to make a decision without suffi- 4 

I 

* .  
=in -1 Scisibn-makinnQrS Fan eve= 

arise and that PI disequilibria can never transpire. I 
i 
3 

i 
i 
i 
i 



1.6 The ''Dynamic'' Propert ies of a Successful PI Inter tesporal  

In the li'ght of the above analysis, i t  i s  now useful t o  consider the 

propert ies of any successful PI intertemporal programme in terms of a few 
-- 

'-- - 
simple s t t uc tu r a l  a t t r i bu t e s  of dynamic explanations. I w i l l  state the  co- 

i 

ordinsting focus-from the  namely, that  any theory of coordination 
a 

Wch involves time i n  a way may be seen t o  involve two di f fe ren t  
I -  

- 
types of dyllamic p ruceses :  (i) a " d ~ c s  when act ion kctually takes - 

- a 
- 

place" (henceforth, a "dynamics of action"), and ( i i )  a "dynamics before 
\ 

act ion takes placen (henceforth, a 'kredynamics"). The "predynamics" of the 

vhereas the eorres&ing PI  "dynamics of &ionv' involves the actual  work- __ - \ * 

Ing out of individual decisfona w e r  T time pe iods, given the termination 

of the predynamic process. 
\ \* 

\ 

1 \ 

. It is apparent, mmemer, that  there a r e  two h i f f e r en t  types of. 

"dyrramics of action" depending s t ra teg ica l ly ,  on whether or  not the 
d 

% 

predynamic process is completed before (or simultaneouswith) t h e  point  i n  - - 

time when action begins. Lf_ the  predynamic process i s  completed before '(or 

sirmsltaneous with) the point in time action is undert &en (meaning, 

J= 
"% 

16 the coat t of PI ,  tya US%I and S*, are,  fn principle,  already 

&&wed) { t h m  there J&n only be a P I  equilibrium "dynamics of actioo." 

On the  other hand, i f  the  p redpaa ic  process is  not finished a t  the  time 

action begins (i-e., US$I  ahd S* have not yet  been reached), then a PI 
A *  

disequilibritan "dynamics of action" must prevail  ( a t  l e a s t  up u n t i l  the  
-- 

p&nt 3 r  tfme vtren tin-pr&ymwtc-prosTss c a m p l e t e I ~ C t h i - s C  =t be =- 
I 

---* 
-- 

Given these def ini t ioae ,  it follows d i rec t ly  that 'any successful PI 

intcrt&al prograume must possess an equilibr3um "dymml c s o f a c t i o d ) '  o , 

/ 
f 



may uossess a "~redvnamfcs.~' and cannot lontca l lv  e n t a i l  a diseauil ibrium 
h 

11 -cs of  ~ e t f o n . ~ -  - - - -- - - 
- - -- -- 

3 

- 1.7 Does P I  St ructure  Possess a 'm" Dynamics? 

It is &dent t h a t  almost a l l  of the  relevant  charac te r f s t i c s  of a 

successful PI intertemporal programme can be mmmrized i n  the  f a c t  t h a t  

such a programme can never permit anyerrors  i n  transpired action. It is 

this recognition which has a l s o  doubtlessly led some thinkers t o  c r i t i c a l l y  

a s s e r t  t h a t  there  can be no "real" dynamics i n  t h i s  framework, that it is 

"intertemporal and static," s ince  all individual  decisions necessary t o  

achieve the  intertemporal P I  - II* can be successfully predete&ed on the  

f i r a t  market day, While arrch g i t i c i s m s  may simply t e s t - t o  the f a c t - t h a t  - - 

t h e  t r a d i t i o n a l  P I  arguments simply covered up the  problems of short-run 

knowledge sufficiency by ad hoc devices, and ruled out c l a s s i c a l  disequi- 

librium by f i a t ,  there is indeed a th rus t  t o  this c r i t i c i s m  i f  it is 

argued tha t  successful induction t o  USK PI requires an i n f i n i t y  of time. 

I n  such a case, the  guarantee of PI  intertemporal coordinatf%n 6 

f o r t i o r i  requires  that a l l  indivfdual  ac t ion take place a t  only one point 

- in t i m e t h e  point where the fu tu re  ends. (Note tha t  this involves an 

11 asymptotic" argument i f  the  fu tu re  is regarded a s  unbounded.) Here an 
C 

infini tely-long predynamics 4s -lied and there  is  n* e ~ i e c t i v e  "dynamics 

of action1'--acti~n only t h s  place a t  t h e  ( s t a t i c )  point  in time where the  

fu tu re  ends. I n  this sense, a "true" dynamics of ac t ion can t r ansp i re  i f  and 

only if it does not (explanatorily) presume an infini te-t ime predynamics. 

2. The Ifme t o  a G I  Intertemporal Programme and The Idea of 
l d n h g  Po ten t i a l  PI-Disequilibria - -- as GI-Equilibria 

- - - - - - - - - - - - --- 

The e s s e n t i a l  conclusion of the above analysis  is t h a t  i f  a pre- 
- p p- p p p p- p 

dynamics i n  accord with PI  i s  not completed before (or simultaneous with) 

the point i n  tipe when a "dynamics of action" begins, then (except by 



accident) individual decision-making errors will transpire and a PI inter- 

tempor%Zst%%c!ure cannot be - m a z e d .  Tt is Z i f  iZ5urSSlogically conceiv~ 

able' that a PI predynamics can be campleted befare a "dynamics of action" 

ends (at T); the onli  problem is prwiding a non-arbitrary explanation for 
- 

why this might occur. Thus, if a PI predynamics is (for any reason) completed 
L 

before T, then the time pro'file of t 1, 2, ..., T can be seen to be split 
into two qualitatively-different parts: one where decision making errors 

/ 

are made and social distortions are endorsed, and another where no further - 

errors are made and only socially-optimal institutions are endorsed, relative 

to past errors. The latter part of this history might be seen as a truncated 

this case can be is a GI intertemporal equilibrium, since the error-free' 

decisions at the end of the are based on d * s  which are a direct 

function of the errors (and, thus,sub-optimal social institutions endorsed) 

at the beginning of the progr-. This is the charact;ristic of all non- 

tatonnement settings d poses some substantive problems of "path dependency " 

wfiich I will discuss in a mamnnt. 

In the light of earlier argrnnents concerning Inductivism, is is of 1' 
course also convincing to argw that any (explainable) PI-predynamics 

5.7 
requires an infinity of time to complete. Here the PI pr.eddplamics can only . 
be completed at T, here T + =, and decision&ing errors prevail up until 

= 
this final point in time. At this "long-run" position, a (final-period) PI- 

4 

equilibrium can be rationalized (relative to past errors), where idivi- 

h . duals in principle have enough knowledge to endorse only those social 

to reject all Tdist&tiz;8-~ial irra~~&ements orthe paet. ' - 
2.1 The Bole of USgGI 

If neither of the above cases satisfy the conditions for PI 



275 

intertemporal equilibrium, then it is evident the best that the defender of 

. not prevail, and action t&es place, can still be exblained as consistent 

with the overall conditions for GI intertemporal coordination; hence, PI- 

disequilibria can be explained as GI-equilibria. Given the analytical struc- 

ture of "traditional" economic theory, tP/e requirements for the success of 

this strategy are evident; namely: in any circumstance where a PI-predynamics 

t 
(to USQ1 and S*) is not complete at the time that individual action begins, 

the guarantee of GI intertemporal coordination still requires that a GI- 

predynadcs to US%= and ^S* is completed before (or s@ultaneous with) the 

point in time when this-action- takes place. - 

If these conditions can be met, then intertemporal coordlination with 

correctly-anticipated errors can be guaranteed, irrespective of the fact - 
that at some point after action has begun (e. g., in the long-run) , decision- 

making errys might be removed entirely (when USKGI approaches USSI and ;* 
- ,  

approaches S*). This just says that it is possible to guarantee,that any 

aad all observed points dung the t h e  path from 1, 2, ..., T can be at 
least GI-equilibria, even if some points (Say, toward the end of the path) 

actually satisfy t h  cond>tions for (static) PI coordination. The basic 

problem case here, of course, is one where it is not possible to guarantee 

that' (at least) USgGI p r e v d s  at points in time when action takes place 

since, if UIg;;,, actually prevailed at any point in time *en individual 
2 

deci~ions were a'de, then traditional analysis must produce t h ~  conclusion 

% that GI intertemporal coordination can be only accidental. 
1 

b t  me; cmsideratixxr of the- cruct&puestiolls--of-whetRerr -or 

nnt there exist logical irratrfrrltrrmafnt the -3- -&&tbttaa6&-- 

predyDamics must necessarily be complete (with US%I achieved) before (or 

sfmnltaneous with) the point at vhich a GI "dynamics 
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-in particular; (ii) that the achievement of USK in prhciple can be GI 
--- 

rationalized in a t e m p o r d d k i c m ~ c h  is shorter than that which is 

.necessary to undemrite the achievement of US%I itself, and examine same 
, 

properties of a successful GI-structure which rely on the truth of the -- 

above assumptions.-Here, it is perhaps most compelling expositionally to . 

start from the assumption that agents can achieve both USK and the re- GI 

quired GI-equilibrium social institutions instantaneously-via a GI sig- 

n&lling route or through an assumption of a priori true knowledge--eve. if 
rC 

it is also assumed that the achievement of USsI and a Globally Reducible 

S* potentially may require an infinity of time. 
- a a  

W e r  a ~cfffcatian-&nd I stress tlat it is only an ad hoc -- 
* 

one-it Is straightforward to adapt the essential attributes of the recent 

(GI) theories of Non-Walrasian equilibrium to an intertemporal context. 

Whereas the basic condition for a successful PI intertemporal equ3librim 

can be captured in the proposition that all agents can know their (inter- 

tenporw-speciffied) Tj s to be true before they ever attempt action, the 
- 

analagous proposition for a successful intertemporal GI - Ii* is that all 
/ 

agents can know that their (intertemporally-specifid) T,'s are true  before^ 
J X 

any action begins. As fs evident, both of these specifications are compatible 

6 * with the idea that 'all ageats can reliize their relevant E (S*)'dor E (S*)'s 
j J 

in any and all t periods; the GI formulation differs from its PI counter- 9- 
part,only insofar aa the Flistence of US$I, which guarantees the truth of 

T" is not sufficient to guarantee the truth of T -an idividual's theory 
j ' d j ,  
of the G r o M  Reducibility position. The truth of T therefore is not suffi- 

4 
r - --- --- - ---- 1-0- -- 

cient to guarantee E (S*] = S*. 
j 

- - - - - --- - - -- 

As I have stressed above, a basic property of the GI structure under 

.reducible social constraints Cdecision-maWng "errors") in all periods. - - 
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{Note in,this context that the anticipation of exogenous social constraints 

,map 'mean the oT ttie fa-iIUre to ever T&~oI%I ed-8- distortians 

F 
to their S* positions, and that the case of a poiat in time where ageots 

correctly ant$cipa;te,that there will be no social distortions at all can 

, only be realized by accident, given Thus, this structure is one 
, 

,- /' - 
where, except by accident, social distortions (and, in particular, insti- 

tutional endorsement errors) will appear in all future periods, yet be 

correctly anticipated by all agents in advance of any action. It is pre- 

cisely the guarantee of uniformly correct anticipation of institutional 

errors for all times which pennits this type of intertemporal GI to be 

2.2 The t%derdeterraination" of A GI-USQI Structure: 
s 

'&e Philosophical Underpinnings 
f l  

It is appaxmt that the problematic feature of GI-USI$. structure 

is that a l e  it allows ample r o a  for the correct antici~ation of errors, 

tt leaves very little room f013 agents to rationally respum3.t~ the ;existence 

of, or anticipation of error,as part of an effort to get closer to a (conjec- 
t 

tured) PI-equilibrium position (e.g., by attenp;ing to stop future soci.1 

1 A 
distortions from emerging, or by changing their TA and, thus, E (s*) in the 

J j 

light of a potential exploitation of reform possibilities). In fact, the 

determinacy and stability of this sort of structure rather depends on the 

absence of at least any unanticipated institutional reforms after action has 

% / 
begin and, certainly, leaves little room for T1-revision which consistently 

.Fs perhana--SFPC& &ere ea% b e - ~ t ( f F - e x p - f a a a t i u n f o r  
\ 

/ 
changes in T except T ' moves in the .dirktion of the true theory of the 

j 1 
?i error-free" coordinated state---which cannot be guaranteed, given only  
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U%.--the admission of arbitrary and, In  particular, non-tmiform changes 

t - -- - 
in T once actionas begun must render this type of struc'ture underdeter- 

j 

mined. Here, - soere GI - IT* may be ultimately guaranteed,*but vhich particular 
I 

GI - II* will transpire depends on the particular T *s and E ( h s  which 
. . j j 

arbitrarily c- inta play. (~ec-all that, except by accident, all agents 

met hold the same T' and E (?*)at the point of qI-cqui1ibriu.m.) 
f 1 

Of course, all this issue really isolates is a crucial failing of 

' 
most recent Non-Halras ian  models: that they neither provide much Insight 

into why any agent holds the (initial) T' that he does (I.=., why he 
1 

initially expects the particular social distortions that he does to tran- 
--- - -- - 

spire), nor ~ 1 m d n a t e  b y  nou-arb-&ary process by vhich theory (expects- 
- 

tion) change can transpire. 

Thee6 models have all the "static" qualiti& of classical models of 

PI intertemporal coordination, except that by admitting only the possibility 
s 

that a GI (but not a PI) predyaamies is complete befpre action begins, they 

can explain a PI disequilibrltnn "dynsmics of action" as a GI equilibrium 
L- 

"dynamics of action." 

It ;s not to be denied that auch a paradigm appears to constitut f 
an (explanatory) step foruard over classical PI-structures based on USSI 

but, since the process of accounting for some first-order disequilibrium 

as a second-order equilibrium is really part of an infinite regress, what 

X 
is to guarantee that stepping back to USKGI is good enough? Thus, unless it 

can be guaranteed that USKGI must prevau at all points of obserpation, the 
- 

cost of stopping the regress at a type of GI-structure which assumes USKGI 
- - - - - -- - - - - - - --- - -- -- 

is that it will be extremely difficult to account in turn for observed GI - 
- - 

disequilibrium situations and this must limit the possibility of ever 

Another way of looking at this regress is through the recognition 



that any successful GI - USK explanation must cowrnit itself to the 
GI 

c p o € ~ l j ~ ~ ~ i e v - a f f ~ b - c a n ~ ~ ~ -  - - -  

error all the institutional endorsement "errors" which transpire at a - 
GI - II*. It takes little reading betveen the lines to recognize that this 

viewpoint,can really only succeed in raising the question of whether there 

2s any rationale for assuming the absence of sacond-order errors In a 
. . 

structure which relies on the existence of first-order errors (i.e., social 
C. 

distqrtions). Evidently, the logical character of the regress remains un- 

altered no matter at vhat level the (nonremovable) error is defined: the 

only way & stopping the regress non-arbitrarily is to rule out the possi- 

1 3. A More Sophisticated GI Structure: The Possibility of a Pf 
Equilibrium at a Poht in Time in a GI Xntertemporal Coordination 
Context: Error Correction and PatB Dependency 

Let me forego for the moment any further discussion of the general 

methodologic+ problems raised above, and also postpone consideration of the . . 
r 
/ 
{ultimately) cruci& issue ralsd throughout this discussion; rramdly, whether 

- -  - 

there is any logical rationale for prestrming ghat a GI-predynamics to USK 
GI 

can be completed M o r e  (short-run) observed action transpires. Even under 

these circumstances, it is still reasonable to ask whether it is possible 
,-- 

to successfully explain the achievement of an (error-free) PI equilibrium 

out df an assumed GI equilibriL dynamics, say, at the point in time where 

the I intertemporal progranrme terminates. % 
This question is especially important to any "traditional" proponent 

to show how US%I ultfmately changes in such a way so that individual know- 

Ledge is sufficient+to avoid a l l  errora  (social distortions) at the long-run - 
w 
J 
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(terminal) PI equilibrium position. Stated alternatively, he must show how - 
-- - - -- 

the guarantee of- the truth of 5 is Spplanted by the guarantee of the truth 
of a theory of the (final period) Global Reducibility position, conditional 

on the existence of all past errors. This is furthermbre equivalent to the . . 
A A 

demonstration that the general GI - n* condition, E (S) = S*, must satisfy 
j 

5 (S*) = S* in the find period alone. 
- - 

Such a problem situation is familiar frop all classical "error 
- 

correction" scenarios, particularly those connected with adaptive expec- . -- 

tations. If the long-run is really assumed, it is of course no problem to 

push through an inductivist argument to guarantee that some final period 
- - - -p - - - 

PI position rmi~%~o6tain out ofpthe otherwise error-?lad& ~1-path; This is 
- 

equivalent to the guarantee of successful error-correction; all indi- 

viduals in principle have sufficient knowledge to endorse and to anti- 
L 

cipate only those social institutions which are derivable from the final 

and to reject all sub-optimal social arrangements of 

- - 

Unfortunately, the demonstration of the existence of some long-run 

int in time" PI equilibrium in the context of a GI intertemporal pro- 

graunne is the easy part.of this exercise. Moreover, it is possible to put 

forth the theorems that: (i) any point on the GI - fJ* path to a final- 
< 

period PI equilibrium must be welfare inferior to a oint on a proto- 
7 

I 

period PI equikbrium which is generated from any GI - II* path must'be 
welfare-inferior to the final-period PI equilibrium generated from the 

P pp --pp---p--I - 

t prototype PI-path, without using dch more equipment that the observa- 
- - -- - - -- - 

rions noted above. Hovever, the fundamental 

plaining wfiich particular GI - IT* path will 
mination of the final period PI equilibrium 

problems here arise in ex- * 

be follwed since the deter- 

must depend on the GI - II* path ," 



followed. 
C 

3.1 The Problem of "Path Dependency" and "&cpectational Dependencytt 

I do not pretend that the recognition of the "path dependency" fea- 

ture of any explanation of the achievement of a long-run, static PI equi- 

fibrim here is particularly novel (see Fisher (1976b) and Korliras (1977) 

for surveys); it is, by and large, equivalent to the recognition that any 

non-tatonnernent 'process generates (non-reversible) income effects. This 

just says that the action undertaken in any one period on the basis of some 

set of non-reducible social institutions, and the N and I prevailing in that 

period, will affect the N (and, in particular, the "distribution" of N over 

prevails in the>last period and, thus to determine the final period PI 

equilibrium associated with it, it is necessary to pin down the exact%time 

profile of distorting social institutions which determines this final- 

perfod N. This requires a formal determination of a "unique" GI-path to PI J 

coordination, since, without such an explanation, the account of the long- - 
run PI coordwted state is underdetenined--a different final p e r y  PI- 

equilibrium emerges from every different GI - ll* pdth. 
If the success in pinning down a long-run PI position hinges on the 

I 

successful determination of which GI -*path actually prevails, then it 

would be comforting to think that the fulfillment of the latter task was an 

easy b e .  Unfortunately, it is not. 

What 'is required here is the determination of the decision-making 

errors that each individual makes at each and every point injime. This is 
* 

- - - - - - - - - - - - - - -- -- -- 

in principle equivalent to the explanation of the precise social distortions 

vail, at each and every p ~ &  in time. Moreover, as I have stressed earlier, 

a critical characteristit of any such path of "coordination with errors" is - 



' that it is "expectationally dependent," unlike a prototype PI-path. What = 
I 

- -  -- 
ktmmms is that-any-&ete-ffon of the decision-making e ~ o r s  and social c 

I 

distortions prevdfng at any point in time ultimat&Iy must be explained'by " .' 

reference to the char&teristics of the expectations of individuals; 

Ej(i*), and, in turn, back to their theories, TJ. (It- is recalled that -thib 
- 

proposition follows from the fact that there are in principle an infinity , 

of non-S* regimes, where E (g*) - ?* (for ill j), so that E (s*)mst,be 
j 1 

pinned do- to determine - which 8* prevails. A PI-path is not e&pectctionallp.- 
a 

- 

-qm dependent precisely because there is in principh only one S* positioh, . 

determined front N and I alone, so that E (S*) does not have, and is not " 
r J 

0 

+ 

3.1.1 It is the conjunction of the path-dependency of any final-period PI 

equilibrium with the expectational dependency of any GI - II* path itself 
which creates the theoretical problems. Once again, it might be tempting 

C 1  

initially for a theorist to approach the of pinning down the-GI- 
h 

path simply by declarihg E (S*) erogenous, which is tantamount towviewing 
f 

/ 
some initid T as erogeno&. Bowever, sGch a stratGgy would be fatal. since . - 

, j 

the guarakee of the truth of ' this initial TI US%I) is not suffi-a 
, ~ 1 1 

cienr tb .expIaLa how agents ever consci-ly arrive at the fins# p a i d  PI 
equilibrium (kept by accident), any guarantee of the ultimate arrival at 

1 
this PI position must involve same process by which the initial f' is 1 

d changed a k  ultimately refuted in favour of a theory which just produces 

the E CS*) required-for final-period equilibrium. 
j \ 

WDre explicitly, denote T' (*) "as any agent ' s '(interkporad% theor). 1 
, '  

t '  1 

- - --pppp- p- -- - - -- -- - -- -- 

of t b  final period Global-Reducibility position, conditional omall post 
', 

f 
. 

mars, and maintain Ti =.pis + 
I - 'ial theory ofthe actual (GI) coordinat=d 

. . 
states which are anticipated to transpire over time. The basic point then is 
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IC*) can be only accidental under this state of knowledge. Thus, in r 
of T 

-- -- - - - - - - - - - - - - - - - - - -, 

general, it is implied that at any point in time when knowledge beyond 
-. 

USgGI arrives, TI must be in transition, ultimatel; to T 
j 

'(*I at the period 
j 

of final PI equilibrium. (Note that, if agents act on a theory other 

than their initial TI then, in general, they must refute the 
j 

v- 

of this biitial theory, wen though they would have confirmed its predic- 

tions had they held onto it.) This leads to the essential point; namely, 
A 

that if the initial T' is changed, then in general E (S*) must change with 
3 j 

it. It follows directly tfiat, if a theorist really wants to explain the 
I 

"dyna~~&cs" of the movement to theyfinal period PI position, then he cannot 
+ -- --- 
- - 

treat individugll expectations as exogenous vaiiables. At all points in time 
I( 

/ where knowledge beyond US%= arrives on the scene and the initial T is 
j 

dispensed with, to the final point Ph time where knowledge becomes suffi- 

cient to guarantee the truth of T'(*) , there must be a theory cum expecta- - j - 
tional dynamics transpiring and, accordingly, the GI-path must be altering; 

/ (The special case of this transformation is one where the initial T is 
L 1 
maintained right up until the .final,point in time and then is instantane- 

-ously changed to T!(*); .here there is no non-trivial dynamics.) f 
i 

3.1.2 If the above strategy of viewing expectations as exogenous vari- 

ables' succeeds only removing the required dynamic explanation, then,as8 

seen in the last chapter,a move to the'alternative viewpoint that expecta- 

tions are really endogenous 4ariables can hardly avoid basic problems . 

either. ff the expectations of all individuals are not locked in, then an 

appropriate 'knowledge - dynamics" is possible but there -* 
-- are far - too many - -- - - . - * - 

GI-paths available; the situation i s  underdetermined. Thy, the request for 
7 

- --- - - - - 
a further set of (truly) exogenous variables to explain how expectations 

change en route to the f i n d  period PI equilibrium. This is -, equivalent e to 

an intertemporal theory of "theory change" or an intertemporal theory of 



error adf ustment . 

. headway on this explanatory objective if l*epistimological'l or meta-theoretical 

variables are used to pin down (non-arbitrary) responses to error, and I will 
d 

argue another case in the final chapter. The point, however, is that, as far 

'-n as "traditional" analysis goes, there s no possibility of a non-arbitrary 

account of expectation (theory) change. In particular, since standard analy- 

sis would have no criteria to limit the infinity of potential TI'S agents 
j 

/ 
could arrive upon after the initial T was rejected and before the long-run 

j 

point where TI(*) could be guaranteed to be true, it would be impossible to 
1 

determine the particular path of errors cum social distortions which deflae 

the p.articular GI-path to the final period PI equilibrium. Thus, traditional 

analysis with the assumption of *endogenous expekations would simply give 

vent to the conclusion stated earlier: that if, for every different GI-path 

there is a different "path dependent" PI equilibrium, then there can be no 

"determinate" explanation for why any particular final period PI equilibrium 

prevails. 

Moreover, it is precisely the failure of both of the above strategies 

to produce a successful account of the movement to a terminal PI position 

which explains the characteristic &treat to holistic detexlnination at this 

stage of the argument. Thus, as is evidencedbyrecent proposals in both the 

Theory of Non-Walrasian and Temporary Competitive Equilibrium (see references 

above), if it is possible go argue that the institutional constraints which 

prevail at agp point in time are generated (and enforced by) some outside 
A - --- 

process, then it is possible to underwrite the d&terminancy of-institutional 

errors which trans3355 Kroute to t B  terminal PI position Wrth-mtr fiacimg 
- -- 

the qectational problems mentioned above. This 'is simply because the 

holistically-given path of institutional constraints (combined with those 



implied by N and I) l&e no room for individual expectations to 
- -- - - - -- -- -- 

play an explanatory role. I have of course stressed repeatedly that 

it is a travesty of ~ndividualism to complete this doctrine by 
. 

moving to a weak Holism and the ttfiolistic" conception of institutions. 

t' 
3.1;3 It is useful to summarize the above arguments more systematically. 

The obvious starting point for this task is the obseroation that, in the 

extreme circumstance that a PI-predynamics is complete before action ever " 

begins, both the problem of path dependency and the problem of expecta- 

tional dependency can be entirely avoided. The existence of both of these 

problems thus depends upon the condition of an unf igished PI-predynamfcs at 
-% 

the time of action. In the case at hand, the asshed situation. is one where 

a 21-predynamics is seen as complete, but where a P.1-predynamics is not. 

While this specification constitutes a rather weak case--since it does not 

guarantee that, even'if a GI-predynamics is complete at a point where a PI- 

predynamic's is not, no (observed) action can transpire prior to the comple- 
- 

tion of GI-predynamics-it is still strong enough to allow all the problems 

of path =u= expectational dependency to be appreciated. d 

It has been shown that the problem of expectational dependency ini- 

tially can be at tacked either by assuming that individual exp'ectations are 

exogenously-given, or by assuming that they are endogenous products of a 

(prior) exogenous process. As I have argued, neither of these expectational 

assumptions can succeed, at least in the context of "traditional" theoreti- 

cal apparatus. The former strategy purges essential features of the re- 
-- - p- 

quired dynamics and makes it a matter of accident that individual expecta- 
- -  - -  - 

tions will adjust to their E (S*) po&itions at the terminal PI position. The 1 
latter strategy simply produces underdetermination if it is employed in the 

(traditional) context where there is no non-arbitrary theory' of. expectation 



change, or response to error, ormalized. r - If the problenruf +hi& b p n h x y  c a m r ~ s o ~ ~ u ~ l y  In - - 
/ 

@andled in either of thesgways, then the temptgtion to assume away this 

problem altogether can be understood. This objective t+pn be accomplished 
1, 
C 

only by assuming that a PI-predynamics is really complete before action 

begins, or by assuming Holism, where institutions can be regarded as deter- 

mining variables even if they are not consistent with individual expecta- 

tions. The' former assumption is ad boc; the latter strategy, where expecta- 
-- 

tional determination is overruled by institutional determination, evidently 

solves the difficult problem of explaining the expectational dynamics to the 

\ 
t e d m l  PI podtim only at the -cost of giving up a complete ind&vidualist 

explanation of - the institutional reform dynamics to this 

Accordingly, the' basic conclusion which comes forth is that the GI- 

. US%I structure offers no way of successfully explaining how any particular 

type of PI coordination can ever prevail at even one point in time, given 
L 

the existence of decision making "error" at any point in time. Of course, 

some form of PI coordination must "exist" inithe lopg run, but this is a 

trivial point; the issue here involves fhe possibility of a succeasful 

explanatipn of which PI - TI* will prevail, and the particular dynamic 
route to this position. If such an explanation cannot be provided, then 

all we are left with is the static, long-run equililx$um proposition of the 

form: if a particular long-run PI - TI* is ever observed, then individual 
knowledge, qectations, and.elements of S all must have adjusted to make 

it so-or its existence is accidental. 

3 . 2  Knowledge ~ u f  f iciency under  at^ ~ependenc~ 
' .  

In the above analysfs, I have seB-consciously left Tt abs~ure zxS 

actly what knowledge agents must have i p  order to guarantee the realization 

of a terminal PI - IT*. Of course,it follows by definition that a11,agents 



must uniformly possess sufficient knowledge to guaratee the truth of a 

"theory of the final period Global Reducibility position, conditional on a 
\ 

I complete $story of prior e=ors'%. e* Tj (*)), m d  ,st unif o&y act on 

this theory. However, the question is whether US$I is sufficient to do this 

- 
job. The analytical subtlety &ich should be recognized here is that 

:(*I is not sufficient knowledge to guaranteg the verification of T, ; hence, 
-1 

the foilowing proposition about knowledge sufficiency under path dependency: 

If the determination of any terminal PI - II* is path dependent 
(i.e. ,- depends on the complete past history of errors/social 
distortions), then neither the achievement of USKGI or USKpI 
constitute sufficient individual knowledge for the non-accidental 
determination of this position. 

- 'l --- - - 

. The idea that USKGI is not sufficient knowledge to underwrite the 

terminal PI position is the truistic part of this proposition. Obviously, 

any GI-equilibrium sigtlal (e.g., GI-prices or G'I quantity rationing con- 

straints), or the equivalent in independent individual knowledge, does not 

comey separable and direct information about N, I, and S (even if it con- 

stitutes an aggregative informational summary derived from N, I, and S 

together). Accordingly, can never be sufficient to isolate out the 

precise information about the final-period N and I (or a signal based on 

N and I alone) necessary for the achievement of a non-accidental terminal 

PI - n*. 
The idea that USQI is also not sufficient in this context is the 

important part of the proposition. The basis for this claim may be easily 

understood if it is recognized that would always be sufficient for a 

PI - B* if cum sueid di&rtions never-emergd (Le, in ~ S U C C ~ S S -  

ful PI intertemporal pro_gr-e, where a PI-~edynamics is complete before 

action begins). If no decision-making errors were ever made, then the 

Globally-Reducible time-path of S could, by definition, never affect the 

value- of the final period N.,On the other hand, if even one error is ,made 
4 



L 

at any point in history, then (except by accident) this will constitute 

period N-and this is aU. that path dependency really amounts to. Given 

these ideas, it becomes directly apparent that, for agents to successfully 

reach the terminal PI - n*, even perfect knowledge of the value. of N and I \ 
for all times, as unconstrained by transpired errors will not be sufficient . 

knowledge to reach a path dependent PI - II*. Rather, agents must know the 

complete history of the unconstrained values of N and I, plus the complete 

history of social distorti& cum errors, plus the precise way in which the 
time path of errors affects the final period N. 

N, I and S, but where the information about N and I is related to, but 

separable from, that about S. This requires a condition of knovledg:>suf f i- 

ciency which must go beyond (i.e., UPKGI would satisfy it). 

4 .  The Crux of the Argument: Can the Transformation of UIKGI 

into USKGI Be Rationalized Short of the Long-Run? 

Thus far in the ar-nt, I have carefully avoided the crucial pes- 
+ 

' tion of whether there exists any non-arbitrary explanation of the transforma- 

tion'of UI+I into USKGI short of the long-run only to highlight the 

methodological problems which exist in a GI-USKGI structure even if it is 

a assumed that a GI-predynamics is complete before any actimjtakes place. 

As is evident, the central critical proposition in this context is that the 

existence of decision-making errors at even one point in theywhich must 

imply a departure from a dynamic P I  - II* path-will make it logically diffi- 
cult to explain how agents can ever move from a non-PI path (e.g., a G I  FII* 

t 

L path) b& to asq  p€k&a~ sea- state & PI-coordination, even &a &e - 

long-run. This is no more than a gen&al statement 'of a proposition of . 

Leijonhufvad (1973): that if an economy ever gets off the PI - II* 



;fntertemporal "corridor," then there may be no adjustgent mechanism avail- 

able to gee i!t back to any form o n 1 - c o o F ~ t i o n . T c ~ r ~ y ,  tEe only --- 
2 

really convincing explanation for the achievement of PI coordination again 

becomes the one which uses classical assumptions; namely, that a PL- 

predynamics is complete before action takes place and, thus,* decision- 

making errors and social distortions can never transpire. 

In nay event, the major concern at this point is not with the exist- 

ence of PI-equilibria but with whether or not a time path of -PI disequilibri* 

can always be explained as a GI-equilibria path, given USl$.-,. As I have 

implied throughout the discussion, the success of this type of explanatory 

objective must hinge on- two critical assumptions : (i) that' a GI-prdynaudes - '--- 

in fact can be complete (with USKGI achieved) not later than the poht in 

time at which a "dynamics of action" observably begins, and (ii) that the 

achievement of USKGI in principle requsres an amount of time which is shorter 

than that which is necessary to rationalize the achievement of USE$,I or 9,. 

I now argue formally that there exists no convincing reason to accept these 

assumptions. In particular, I claim thit there exists no non-arbitrary (non- 

accidental) explanation for why the transformation of UIKGI into USKGI should 

require any less than the infinity of time required to transform U%I into 

9, (or, for that matter, to transform USK into mq1, as 'in the above 
GI 

exercise). If this argument is correct, then the successful coplpletion of a 

GI-predynamics must take just as long as the successful completion of a PI- 

predynamies. Accordingly, it would never be possible to observe a situation 

where USKGI obtains, and USKp1 (and UPKp1) do not, and, thus, it would not 
# 

I - - 

be possible to explain the existence of PI-disequilibria at a in time 
t 
k (based on the denial of USKpI) as ~1-e~uil36ria CbaseT on the fuisrfrlbtenf - 

of USKGI). Here observed points which are PI disequilibria must also be 

GI disequilibria. 



4.1 The Problem of Inductivism Generalized 
c. 

The basis for theabow methodological argument i s i i  straightforward 

appreciation of the requirements for successful-inductive inference discussed 

in ~h&ter Nine. In particular, * if the existence of sufficient a' priori true 

knowledge in the hands of agents is denied, then the parantee of the factual 

verification of T (for a PI - Ti*), or T ' (for a GI - TI*), or TI(*) ($OF a 
j j j 

t 
path-dependent PI - Ti*) all uniformly require that agents have access to a 

complete and accurate factdl history. Such a history is only available at 

T, here T + a.   he essential point, therefore, is that all of the -1k- 

dons of coordination considered require the guarantee of the truth of same 

universal theory; accotdingly, all of them face the same basic philospphical " 

problems of inductive inference. 

The reason for this state of affairs is obvious: the guarantee of 

coordination in any of these fbrms requires that all agents base their 

action on the same true,theory, which guarantees the coordination and 

realization of expectations. &s, the difference between a PI - IT* and a 
GI - n* isSonly a difference between the theories of the coordinated state 

that agents hold; there is no structural difference fn the basic conditions 

o f  the non-accidental verification of these theories from factual history; 

they, all require an infinity of time to successfully verify. 
i 

, I TPe rntrt of a GI inteitentporal dynamics, in particular, all the ' 

. /' 

U b o v e  argument states is that a ~~-~redyr$mics can be complete only  at the 

point where historical time ends'. Accordingly, successful GI action is con- 

strained to take place ody at this long-run terminal point. This observa- 
--- 

tfon leads to two further implications: (i) there now can be no explanation 
- -- 

of the dynamic aovemem to this terminal GI - II* position which is in accord 
with GI - Ti* structure, and (ii) since the length of time allowed to complete 

the GI-predynamics should also be sufficient in principle to complete a - c 
i 

2 

- I - - 



1 i 
PI-predynamics, a P I  - II*, not a G I  - I[*, should be obberved a t  t h i s  

4 
- - - - - -  

7 posit ion.  
s 

I f  these fmplfeations of Inductivfsm a re  pushed t o  t h e i r  logic&& con- 
,* 

clusion,  then the  h t i m a t e  methodological problems of Indivi&~al ism surface ' 

Y 

di rec t ly .  I n  the  s e t t i n g  a t  hand, there  is only room f o r  ( s t a t i c )  P I  &-- 
t ions-of coordination "in the  long-run" (i.e., long-nm G I  is t r i v i a l ) ,  and, 

. there  i s  'no dynamic explanation possible. More precisely,  s ince,  under the  

, 
assumed conditions, ne i ther  a P I  o r  a GI predynamics can be completed before . - 

the  terminal point i n  h i s t o r y , t h e r e  can be no explanation in accord with.* i 

IndivMualism which can illuminate coordinated behaviour (as opposed t o  

cham) before t h i s  t e f t i auarpos i t ion  is  reached. This f s  equivalent t o  t h e  - 

L 1 

claim t h a t  there is no possible individual is t  explanation of the  movement 

t o  this terminal posi t ion,  - i f  any a c t i o n  ever takes place before the  end 
& 

of time; the  only feas ib le  explanations of coordinated behaviour avai lable  

a r e  Holism or  Naturalism. 

The cen t ra l  problem of allc Individualism is  t o  handle exactly + what 

cannot be handled i n  t h i s  se t t ing:  t o  show tha t  there  e x i s t s  a form of G I  

dyaemic explanation which can be non-arbitrarily successful  i n  short-fun 

obsenred se t t ings  where only UII$,, prevails .  This is  "the" problem addressed 
0 

by a "stage three" G I .  r, 

5 .  A ~ o t e  on UIKGI and the  Keynesianm~radi t ion  

Given the matters discussed.above,' i t  is appropriate, i n  conclusion, 

t o  record that, i f  the  "essence" - of Keynes' own writings-as opposed t o  the 

%eynesian ~radit.ion"-can be seen t o  be imbedded i n  the  view t h a t  agents 
- 

- I - 

cannot overcome the  "problem of knowledge of the  future1'-either because 
- -- 

they have insuf f i c ien t  a p r i o r i  t r u e  knqwledge, or  because t h e  short-run is  

insuf f i c ien t  time f o r  them t o  inductively learn  what the  fu ture  w i l l  bring, 

o r ,  a s  the most popular s tory  goes, because markets f a i l  t o  communicate - 



sufficient C'correct") information for agents to exploit and es~haust all 
-- - -- - - - 

available gains from trade-then it is not surprising that a- Keynesian 

intertemporal structure must be of a GI-form and, thus, inconsistent with ' 

Y 

PI (see especially Keynes (1937)). Moreover, the basic implications of this 

G1-UZKGI viewpoint, as consistently developed, can only be that, in general: 

(i) individual expectations of the future will not be realized; and (ii) all 

future plans will contain errors. It is also consistent with this framework 

that government policy in principle can af f ect realpavariables (e.g . ,' output), 
--, 

although the determination of this effect need not transcend accidental 

status under the conditiod posited. 
i I 

- - 

Now, if such a GI-UIK fusion does in fact capture the fundamental 
GI 

Q flavour of tbe Keynesian viewpoint, then this is a major insight on Keynes 

part. However, to even speak of the existence of non-accidental Keynesian 

equilibria qua equilibria is somewhat misleading, unless it could be shown 

that a GI - iI* can be produced from the conditions of ULKGI alone and did 

of this viewpoint to see any framework which posits "rational expectations" 

with short-run institutiondl distortions as being "Keynesian" in character, 

as some recent research is prone to do (e.g., see Blanchard (1979)). Since 

"rational expectations"must .guarantee the fulfillment of expectations of 

the future, it simply cannot fit consistently with any "Keynesian" view 

which assumes TI and, therefore, claims that there can be no guarantee 

whatsoever for the realization of individual expectations of the future. 
t 

While there can be little doubt that it is Keynes' 'focus on decision- 

making under UIkI which attracta thinks like Shackle (J972) and Lachmann 
\ -- 

(1976), I conjecture, as a matter of historiography, that Keynes himself 

f o&d it difficult to live with the GI-UIJCGI. fusiaa. After all, shce  Keynes 

dfd not directly face the pra61& of guaranteeing that GI-equilibria could 
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exist under such limited knowledge, he would have~been theoretically left 
- - 

pp 

only with accidental individualist coordination undeir KKKGI, and that is not 

very much to work with, especially iince he was apparently not prepared to 

give up Individualism. This viewpoint also would have made it only a matter 

of accident that the hand .of government policy, in particular, could every 

come through to ensure aggregate coordinat;lon in states of PI-disequilibrium. 

Accordingly, I suggest that it was Keynes' failure to show that a 

GI - It* could be consistent with which led him to espouse a variety 

of ad hoc explanations of the existence of GI-coordination-a coordination 

which he could have never explained if he had kept to Un[GT.done. Thus, it 

is not surprising that knouledge specifications such as NUSKGI (witE 
benevolence)--where goverrrment had the sufficient knowledge to ensure 

9 

policy success--could be traditionally affiliated with "the" Keynesian 

viewpoint (note how ironic it is that NIJSKGI (with benevolence) is also 

the specification required for the classical PI auctioneer, and that 

msKGI (Without benevolence) is the specification for monopoly) and,, later, 

that USK- could be seen to provide the formal basis for explanations of 
bI 

Keynesian equilibria with unemployment-in the hands of Non-Walirasian 

theorists. 
f 

It is clear that the GI-UIK viehoint .is not the same as the GI- 
GI 

or 6 1 - u ~ ~  positions. As is evident from the modem Non-Walrasian "sK~~ . GI 
literature, the Keynesian viewpoint is no longer remotely identified d t h  

the view that individual expectations of the future c%n be realized only by 

accident. In fact, a Non-Walrasian equilibrium reguir;s the guarantee that 
-- - 

all future expectations are realized; thus, .the substantive "Keynesian" 
% - 

claim now becomes that-individual expectations may be realized on an S*, not 
S 

a Globally-Reducible S*. This is, of c'ourse, how price and wage vectors 

which are not consistent with a PI - It* can be compatible with a GI 
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coordinated state-and all of this follows from the basic informational 
--- 

constraint f hat carmot. be dnf e r r e ~ 3 M $ ~ ; 1 ,  frr -, 

demonstration that Keynesian equilibria can prevail non-accidentally under 
L C 

in the long-nm is a long vay from an appropriate demonstration of 

short-run equilibria under UII$...., but it-is at least comforting to think 
I 

that it was Keynes' QM ambivalence over how to deal with the problem of 

conjoining GI and UIKGI-and not the inabilitiesrof the profession--which 

has produced the vast proliferation of views on '%hat Keynes really meant." 

7 



CONCLUSION: THE ROAD TO A SUCCESSm 
GENERALIZED I N D I V I D U A L I ~  

+ 1 
This thesis has attempted to show that neither avant-garde classical 

'i 

I 

..\ 
- < 

theorizing nor avant-garde non-classical theorizing can provid 4 

-"," complete and non-arbitrary accounts of observed short-run behaviour. In this 
4 

respect, it has been argued that the avant-garde classical programme does 
a - 

not possess sufficient explanatory power to successfully account for all 4 

observed instances of short-9 behaviour as only "apparent" departures from - 
classical equilibrium,' while existing non-classicalprogfammes - do n s  - - -  - 

-Ic possess sufficient explanatory power to successfully accourit for such dis- 

tortions as "real." While it is accepted that classical explanations are . 

beyond criticism for long-run observed states--and that H non-classical 

alternatives are of trivial concern in such a temporal' dimension--the- only 

conclusion which can be reached concerning present debates over the short 
a 

run is that they are debates over-(relative) arbitrariness in theorizing. - -- - 
All extant theories of the short-run are either arbitrary with respect to 

short-run knowledge procurement, or "behaviourally - arbitrary," relative to 

the stwdards of Individualism, or both. 

In saying the above, I do not pretend that the idea that "we do not 

have a decent theory of the short-run" is particularly novel. Clearly, this 

idea is as well known as criticisms of the research strategies of both non- 
, . 

classical and classical camps are pervasive; there is indeed a certain 

fashionability about arP@ing for thefailure ofeconomictheory.Thepurpose--- .- _ 

of this thesis, h o w e v ~ ,  is not? M b e I ~ - d ~ ~ ~ ~ & s  

sole purpose is to isolate the logic ofthe arguments which produce such 

critical conclusions, and to present this logic in an integrated and methodo- 
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logically s'elf-conscious fashion. Its principal inspiration is that it is 

' ' "a  
only if we can understand d y  w e  do not have a decent theory of the short- 

run that we are ever going to be in a position to do anything about it. 

Some might question *ether performing such an exercise is really * 

necessary. Is the lpgic of economic theory- construction not well understood? 

Is it not, the empirical aide of the dhci:line which needs the -st work? 

f would n6t deny that the logic of economic theory construction; as such, 

is verywell understood$ what I do deny, however, is tlpt the logic of - 
- theory construction is understood in a methodologically self-conscious way. 

/ 

Thus, the fact that the problems of explaining unemployment, errternalities 

monopoly, contracts, and non-neutral money are not seen as problems of a n _  

identical logical form, the fact that "prices" can be viewed as somehow dis- 

tinct from other iwtruqehts of institutional coordination, the fact that 

Coase's Theorem never receives mention when institutional signalling ap- L 

A 9  
proaches a h  developed, or the fact that the assumption that "agents are 

rstional" can be invoked even when the ekistence of sufficient knowledge 
- 

for rationality is not ensured-all seem to indicate that there are'mofe 

basic gaps in current thinking about thee-tical foundations (and especially 
in the area of informatioaal assumptions and institutional assumptions) than 

might otherwise be thought. 

The existence of such theoretical gaps-and the observable theoreti- 

cal fragmentation which goes with it-comes down to one thing, I believe. 
' 

This is that most of the crucial theoretical problems of contemporary times 

(to cite the obviouo, explaining inf lationluneqrployment) cannot be handled 
-- - 

successfully with "stage oAe" research strategies. It is therefore the . 
s - 

lostanding commiment of theorists to the "stage one1' dichotomy between 

classical Individualism and Holism, and their seeming attempt to force 
+ 

current observed p h e v - h i s  mould, which explains why so many- 





/, 
debads between the respective proponents of these two sides are just (arti- 

P - - - -- 

ficial) debates over who is really more arbitrary in procuring short-run 

closure. 

,The moral of the story is therefore that one can be non-arbitrary 

about short-run closure if and only if stage one-analysis is .transcended. 

I have not seen a terse statement of this'viewpoint in the literature, and 
P. 

things do not look promising. The reasons are two-fold: first, the attempt 

at a "stage two1' GI-USKGI programme in the hands of  on-~alrasian theorists 
d 

has proven to be no more than a very sophisticated retreat to (weak) Holism, 

and thus has succeeded on;y in perpetuating the arbitrariness of stage one 

options for the short-run, rather than removing it; second,, there would- 

appear to be an up-and-coming view to the effect that the only way to break 

the dichotomy inherent in stage one analysis is to simply fuse -- ad hoc 

closure conditions of a classical type with ad hoc closure conditioas of a. 

d non-classical type (Blanchard (1979); Taylor (1980); Weiss' (198 ). I need 

, only remark that this latter view is incongruous; there exists no ad hoc 

fusion of stage one strategiek which can ever remove the deficiencies of 

I I stage one" theorizing as such. j 

- 1. What Goes Wrong With a Stage Two GI Structure? 

In previous chapters, I have spent' considerable time analyzing the 

GI-USKGI structure--built on N, I, and exogenous knowledge--for three 
* 

reasons: (i) to differentiate it in principle from the types of weak 

Holism with which it is often confused; (ii) to show it to be the-explana- 
P 

tory analogue to the PI-US%I structure -"in classical disequilibrium";; and 

most important (iii) to allow its clear-cut "failure" - to produce success- 

ful GI explanations (i.e., its retreat to arbitrary holistic devices to 

ensure structural closure) to cast light upon what a successful "stage 

three" GI structure must look like. It goes without saying that a 



successful GI explanatory programme must avoid a commitment to the assump- 
- - 

& 

tions of PI at the same time as it categorically avoid Holism. . 
, As I have emphasized in the chapters immediately preceding, the over- 

riding me'thodological problem of the GI-USKGI fusion (e.g., Non-Walrasian 

theory) is that, by duplicating so many of the structural properties of PI 

theory, it ends up by being a long-run model; hence, a long~run model which 

is appropriate neither to the short-run nor to the long-run. Such an outcome 

only testifies to a serious misreading of the objectives of any short-runc<- 

GI structure; namely, tp remove those structural characteristics of PI 

theory which make the latter so unsuccessful ds a short-n explanation. 
- 

The critical condition here i's that of the realization of E (S*) = S*, for 
j 

all j, since the guarantee of this unanimity condition can only be covered 

non-arbitrayily by a longrun inductivist argument, which guarantees the , -L 

J existence of theoretical "ttuth." Since the GT-USKGI fusion aims to keep - 
this very- attrihuee of PI the-ory--.except -in the "distorted" form of 

C 

h 

= S*--it gets~off on the-wrong foot _right away. It i?&erits all the 
+ 

"stationarity" properties of classical structure--and, hence, foregoes the 

provision bf a "realrt dynamics--in a setting which is entirely inappropriate. 
5 

What I mean by this last claim is that it is quite acceptable to 

argue for a (stable) stationary state if all individuals are in fact know- 

ingly maximizing, since in principle no one will rationally.attempt to upset 

or reform the known (PI) maximum. It is singul&ly unsatisfactory2to attempt 

to keep the same characteristics when agents are presumed to be not, know- 

ingfy maximizing, since what fs te ruleaut lAe possilti1At-y-of. ~ ~ i u n a ~  

attempts by individuals to =dennine the stability of any GI-equilibria'in 

their quest to maximize? 
." 

I .  

This observation explains why the recent efforts to ensure the 

"stability" of Non-Walrasian equilibria have found it so difficult to avoid 



Holism: the existence of rationalTreform efforts by individuals in non- 
- 

states where does not prevail is incompatible with the 

stability '* even the unanimity) implied by Non-Walrasian eq&.libria. 
Hence,the only option open for these structures is to secure stability and . 

unanimity through the denial of rationality, andxational reform, alto- 
* 

gether. It is apparent that, as soon as an s (or stronger still, Competi- 

tiveness) is invoked in these structures, the role for exogenous knowledge 
* 

is finished; only N, I and s are doing the explaining, and the recurn to' 

11 stage one" analysis i,s complete. 

I The above exposition just reinforces'the basic point that the recent 

Non-Walrasian structures, built on US%I, stand as contrary to the entire 

inspiration for GI-explanation. The obj&ctives of any -- bona fide GI structure 

can be only: . . 

(i) to deny "stat-ionarity," and thus make a commitment. to the 
provision of a,"real" dynamics; 

P 

(ii) to provide an explanatory structure which is appropria&e to 
the short-run--where only UIQI can be non-arbitrarily ju'sti- 
fied to gold and where,. except by accident, individual' expec- 
tations are not realized; and e 

, - (iii) to give a prime role to "the process of,rational ins,titutional 
refon&-as constrained by exogenously-limited knowledge--as 
the chief ingredient of any short-run real-time dynamics. 

It is (iii) which is extremely important, since the proponent of this 
'I 

sort of GI recognizes that it is fruitless to attempt to establish the 

"stability" of "point in time" non-maximizing .positions except by reference 

to a demonstrated (prior) "stabilityn in the reform process .itself. This is 

part-and-parcel of the GI-theorist's refusal to'identify rationality and- 

stability with the "end points" of dynamic'processes.;Be sees the dilemma 
- 

1 

clearly: if he concentrates on end-points independently of the dynamic 

process which generated them, then he will be forced to argue that the only 

stable points are ones of rational maximization, and he will never be able 

P 
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to construe non-maximizing positions as both stable and explainable by 
- - - L  

individual rationality. This is exactly the problem of Non-Walrasian tEieory: 

It is precisely the above state of affairs which-errplains &y the GI: 

theorist always contends that any account of the observed "stability" of 

'short-run non-maximiging pdsitions must be grounded in a notion . " .  of Non- a : -  

Classical Global Rationality, which involves the iationality of changing , 

short-run non-maximizing points, given the constraints (e .g . , UIKGI) of 
doing so. ~hus, he contends that agents can be "rational," relative to ,the 

A A 

(dynamic) constraints on institutional change--i.e. S* znd s may be ex- - 
plained as a "rational" consequence of N, I, exogenously-limiting knowledge, 

- - - - 

and "the logic of constrained reform1'--evenu if a "rational S* end-point is 

never knowingly reached. 

2. The Ingredients of a Successful GI-UIKGI Structure 

2.1 The Rationality of Institutional Endorsement and the Rationality 
of Institutional Reform 

The crucfal inroad into understanding the GI theorist's preoccupation 
4 

with placing corkiderations-of institutional reform into theories of the 

short run is to consider an obvious methodological dilemma confronted by 

"traditional" theorizing: namely, how to model situations in which insti- 

tutional endorsement is observed to transpire at the same point in time that 

institutional reform is taking place. Apparently, the problem here is no 

more than one hgic: - if all individuals are seen to be rationally endors- 

ing (reforming) all institutions at a point in time, then how is it I 
possible for them simultaneously to be reforming (endorsing) these insti- 

tutions? The fact that this statement is a generalizatioi of a claim by I 
Arrow (1959) is obvious. The more important point, however, lies in the 

recognition' that "traditional" theorizing has always attempted to cement I 
6ome the rational-endorsement side of the problem, rather than its reform I 



counterpart. This is, of course, why the traditional popenaty tg define - -- 

I 

states of general eguilib&m only as states in which universal and unanimous , 

endorsement of institutions transpires creates such a theoretical impediment 

to placing reform into models of behaviour; who can be reforming and endors-- 

ing institutions =at thk same time if "reforming" means !'not endorsing''? 

This traditional viewpoint was of course quite ceatible with the 

explanation of states of,competitive (PI) equilibrium--since, here, the 

process by which all gains from institutional ref~rm were exploited could 

be seen to be already completed. Moreover, if it was also claimed that 

(rational) qeforms to a PI maximum must proceed at an infinite speed, then 

it would be impassible a fortiori to ever observe.situations where reform - 
was ongoing; all one could observe is the unanimous institutional endorser 

ment which defined the-end point of the reform path. Even granting in,this 

context that institutional reform was in fact constrained by N and, thus, 

entailed non-infinite adjustment speeds,could hardly remove the basic 

problem. Since such a theory of "rationaIg'reform was constrained to pre- 

sume the achievement of USI(pI, it could still only illuminate reform--and, 
- 

indeed only unanimous reform--at .the end point in time (the "long run"). It 

was therefore singularly incapable of both illuminating the short run dis-. 

equilibrium movement to the long-run equilibrium reform path, and expl'aining 

how any short-run reform behaviour in principle could be consistent with 

"rationality. " 

The fact that such a PI approach could only explain situations 

where refow was'trivial, non-observable, or defined %*€he long-rum,-- 

clarifies the essence of the GI theorist's proposal. He cc~ntends tht, in 

any short-run setting where U S$I does not hold, a genuine classical dis- 
d-" 

equilibrium reform dynamicd must be transpiring (where beneficial reforms 

are poss~ble), that this reform dynamics evolves at a non-inf inite speed, 
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. ' and thst it is explainable in accord w i t h  raticmality. ,At the same t h ,  - - - . 
. t 

however, he refuses ,to give up the (static) endorsement part of the problem.% 

He contends that the "stability" and "determinacyJ1 of short-run, "point in - / 
time" non-maximizing positions still requires that they be explained as a 

consequence of the rational endorsement decisions of individuals. 
I 

The reason that thevGI theorist accepts the (seemingly paradoxical) 

conjunction of simultaneous short-run rational reform and rational endorse- 
* 

ment is that he sees that it is only if he walks this "tightrope" that the 

basic problems of 'traditional theorizing can be overcome. Thus, if he com- 

mits himself to the view that--:everyone is an "endorser" of institutions,' 

thenhe cannot explain the) reform which produces the short-run dynamics; 
0 

if he commits himself. to the view that everyone- is a "reformer, I' he loses " 

the apparatus by which to pin down non-arbitrarily the stability of "point 

in time" non-maximizing positions. 

In this context, the GI theorist emphasizes that the central problem 

..of traditional individualist theorizing was that it dichotomized the reform ' 

and endorsement'processes in real time--by allowing universal, rational 
6L 
f: 

endorsement of institutions only in the long-run, and nothing but reform in 

the short-run. Of course, it was the traditional failure to be non-arbitrary 

and individualistic about the reform part of the problem which created the - 
intractable dilemma: that, if the move to Holism was invoked so as to pro- 

9 . cure a "determinate" short-run disequilibrium dynamics (see Samuelson (194711, 

then rational reform by individuals would be rendered logically incompatible 

with the assumed "holistic conception of ins~itutions." Eere the only - -  - 

reform, A d  it is no surprise that this situ tion produced the view that 9 
Holism must be used in the short-run, even if PI can be employed to explain 

the rational unanimity of the long-run. The upshot of the GI-theorist's 



argument is therefore that this long-standing d i ~ ~  can be broken by 

positing'that reform and endorsement go on together in real time. 

The above analysis also clarifies exactly why the.GI theorist 

accepts UIKGI as the only non-arbitrary knowledge specification for the 

short-run, and is not tempted to move to USKGI--as  on-~alrasian theorists 

have been. The GI theorist claims that the desire to move to USKGI to "close" 

a GI structure is simply a manifestation of the traditional desire to pro- ,* 
. . 

cure a universal endorsement condition, which" shuts off ref orm altogether, 

and one which can only perpetuate the (false) view that the ility of 

equilibria is inconsistent with the existence of even one reformer. Thus, 
d 

he notes that one can grant that the stability (and non-arbitrariness) of 
P 

short-run individualist equilibria would be sacrified if everyone gas a 

reformer, without arguing that such stability is possible if and only if 

everyone is an endorser. The fact that a Non-Walrasian structure built on 

USKGI also- comits itself to a long-run concept of knowledge procurement 

only makes the situation traumatic. There is no reform in this model, and 
& 

even the universal endorsement condition does not make sense without Holism 

--since the long~run is sufficient to guarantee the endorsement of PI 

institutions. 

2.2 The GI "Intermediation" 
i 

As the GI theorist sees it, the problem of making institutional 

endorsement and reform siinultaneous at a point in time is noC problematic ' 

if one dispenses with tbe methodologically-constraining features of a 

traditional long-runrshort-run dichotomy. The central GI idea is that the 

short-run environment of t3TI 2s rrot one where everyone uniformly edorses, 

or uniformly reforms (let alone unarlimously endorses/reforms) all institu-2 

tions. In general, any one individual will be attempting to reform (endorse) 

some, but not all, institutions, and endorsing (reforming) the remainder. 



T&is v i e w  daes not pqeclude the possibUy that someone individual may 

wish to zefotm all institutions, while another may wish to endorse them 

all; what is precluded are the extreme cases in which, on one hand, fi 

institutions are subject to reform byr.everyone-and, on the other, - all insti- 

tutions are endorsed by 'everyone. 

. The specification of such an environment is clearly consistent with 
P 

the presumption that UIkI prevails. In such a setting, it can be only acci- 

dental that the TI'S of agents coincide ?nd, thus, that they d l 1  all wish 
j 

tb endorse the same institutional conditions of coordination: By the same 
d 

token, there is nothing ruling opt a con•’ lict between anyone's specified 

T. and T' so that individuals can.conjecture that beneficial reforms are J j ' 
possible and worth undertaking. The question now is: How can such a setting 

be seen to lead to "rational" action? 

2.3 The "Reform Technology" 

The essential integrating idea proposed by the GI theorist is that 

the process by which institutions 'are changed .in time is not independent of 

the process by which institutions are endorsed 'in time. ~he'basis for this 

7 
I view is the idea that the process of reforming a defined short-run point 

cannot be explained except in t-ems of the "resources" available to indi- 

viduals to change the given point at the time when reform-is planned--and 

where the principa4 "inputs" of institutional change are not only the 

going natural "givens," but also the prevailing institutions themselves. 

The implication of such a view is therefore that one principal explanation 

for why some institutions are observably endorsed in a short-run setting 

is &cause they are being w d a s  (fixed) "inputsw in a dynamic process of 
-.I 

reforming other institutional entities. This explanation is in addition to 
\ 

the view which states that such instituttons are endors=d because they are 
5 

thought to be (staticallyAl." 



The importance of the above idea to discussian&&ratianalit& - 

not to be underestimated. This idea is directed precisely at the one sit d a- 
- 

tion where traditional theory offers nothing. This is the situation in which 

some institution (e.g.? a long-term contract) is endorsed by an individual, 

yet the institution is apparently sub-optimal from th: standpoint of static' 

, optimization. The Classicist will charge that rationality--relative to the , . 
end points of a dynamic process--does not prevail here, the Holist wtll claim 

that rationality does not prevail anyway because autonomous institutions x. 

dominate individuals, while the "stage two" GI thqorist will explain this 

situation by reference to exogenous knowledge limitations. The last of these 

viewpoints will not succeed in explaining why the particular sub-optimal 

institution was endorsed (out of the infinity available), and is under- 

determined. This is exactly why a "stage three" GI is necessary. Thus, the 

"stage three" GI theorist will also refer to knowledge limitations--sinch . 
they will be central to his explanation for why reform is non-trivial--but J 

he will further explain the endorse&nt of the sub-optimal inst3tution as 

a rational choice, given the (dynamic) objective of reforming other institu- 

tions in an environment where UIK prevails. 
GI 

Here therefore is the explanatory programme to reconcile the exist- 

ence of rationality with the endorsement of (statically) sub-optimal insti- 

tutions; the secret of it is to define rationality not in terms of end 
8 .. 

points, but in terms of the (forward-looking) dynamic process by which any 

short-run state can be transformed by individuals, towards end points. 

The idea that an individual uses some institutions as hpu ts  into a 

process of changing others is a relatively straiwrward idea, i•’ con- 

sidered on 'its own. Thus, it is even implied by stanhard theory that a 

monopolist attempts to set monopoly equilibrium prices, 5iven.a fixed 

institution which protects his monopoly power (e.g., a barrier to entry), 
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and presumably o the r  elements of FS w h k h  ensure h i s  a b i l i t y  t o  l e g a l l y  

appropr ia te  t h e  ~ roc ' eeds  of -change a t  t h o s e  p r i ce s .  Sfmi la r ly ,  it would , 
i '  

4' not be t o t a l l y  unfami l ia r  t o  s e e  t h e  i n s t i t u t i o n  of ( ex i s t i ng )  government 
Y 

a s  an input  i n t o  a process  of changing, say, petroleum explora t ion  r i g h t s ,  

j u s t  a s  e p s i l y , a s  one might see a "given" p r i c e  of petroleum as t h e  b a s i s  

f o r  e f f e c t i n g  government pol icy  adjustments (see S t i g l e r  (1971)). 
- 1 

These ex&tpl'es may be mul t ip l ied  i n d e f i n i t e l y ,  but  t h e  only important 

point  about t hese  i l l u s t r a t i o n s  concerns theword,"given." T+s, while  i t  i s  

straightforward t o  employ t h i s  type of idea  about "pa r t i a l "  reform i n  the  
- 

- 

context of (weak) Holism, such a usage a l toge the r  m i s s &  t h e  po in t  of G I  

s t ruc tu re .  This i s  t h a t  such "givens" a r e  r a t i o n a l l y  chosen a s  p a r t  of t h e  i 

i nd iv idua l ' s  dynamic reform prob&and thus, can possess  no autonomy i n  
I 

the  explanat ion of t h e  aggregate short-run ac t ion  which t r ansp i r e s .  I n  t h i s  

l i g h t ,  t he  e s s e n t i a l  po in t  i s  t h a t  t he  G I  t h e o r i s t  demands t h a t  i n s t i r  

t u t i o n a l  va r i ab l e s  be endogenous v a r i a b l e s  i n  t he  explanat ion,  even i f  he 
- 

w i l l  permit t he  recons t ruc t ion  of t he  ind iv idua l  dec is ion  problems which 

lead t o  aggregate outcomes t o  leave  room f o r  ind iv idua ls  t o  choose t o  

_ t r e a t  some i n s t i t u t i o n s  "parametrically" when wr i t ing  up t h e i r  reform 

problems. 
> 

2.4 The "Logic" of Constrained Reform Under UIKGI 

It is appa ren t . t ha t  t he  above "input-output" view of "producing" 

i n s t i t u t i o n a l  change is only of i n t e r e s t  i n  a s i t u a t i o n  i n  which US%T 
b 

does not  p r e v a i l  and thus where "nett-redueibk!' elements  of S appear .12  - - 

US%T d i d  p reva i l ,  t h e n d o r m  would he txixial aad all elements of S -  - 

could be explained a s  an S*, der ivable  from N and I alone; t h e r e  would 

be no need t o  r e f e r  t o  a reform technology a t  a l l  i n  the 'explana t ion  of 

observed coordinat ion.  The s ign i f i cance  of t he  reform technology posi ted 
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Lr 
Consider the ~ h 0 r t - r ~  ULKGI setting re.levant to the context under 

discussion. ~eneticial? institutional refonas are really .possible, but no 

one can guarantee the successful realization (coordination) of reform 

, efforts; successful reform and the realization of-reform Apectations can 

be only accidental. To a tradtional theorist, this setting 'would. appear to 

be intractable, and he would be teopted immediately to remove the @plied 

11 indeterminacy" of this scenario by invoking a concept of USK, or by invoking 

3oli&1. The point, however, is that such a strategy 5 fortiori -Id remove 

the relevance of, or individualist character of, explanations of 'reform 

altogether-so that a return to "stage one" strategies here must be an ad- 

mission of methodological defeat. 

My plan for dealing with this setting is t o w k e  the apparent 
# L t 

unsatisfactoriness of this explanatory setting into virtue. Thus, my 

leading question is: How would agents rationally respond to a world where 

successful reform cannot be guaranteed, yet where beneficial reforms are 

possible? My conjectural answer is as follows: Individuals would attempt 

to use "institution+" aevices to make the success of interaction and 
- - .F 

potential reform less accidental and more predictable. The problem of how 

to do this non-arbitrarily confronts every individual in the environment. 

The "trade-off" which comprises the "lo 
. , f the situbion" for 

I 

any individual under UIKGI is as follows: that th greater (lesser) the 4 
- - 

extent to which an individual stops the, reform of k&f~tions~to gain 
L- 

- - 

predictabil5ty cum stability, tKe more (less) hegives up total porema1 
a 

gains from trade, but the more (less) he can guarantee the realization of 

the gains from that (truncated) set of insitutional reforms which he,in fact 

does undertake. In this context, individual attempts to change . 



t" specification--in principle maximizes the total potential gains 
a d j u s v  
from reform, buyve individuals neither "th a" llstabilized" insti- 

tutions to use to ef e the reform, nor with any guarantee of the realha-- 
f 

1 

tion of the gains from reform beyond the "ac6ideptal." (This is, of course, - I 

the standard case of "accidental".. equilibria under U R I .  ) Alternatively, e 
-- / 
"no adjustment': specification, where all institutions are "stabilized"-by 

C *  - 

everyone, and none are up for reform in principle allows the fall guaraqted F- 

- 
of the realization of the gains from non-existent reforms. 

It is the I1givd Logic of this trade-off w&h is &erefore seen eo - - - = 

1 

explain rational, individual endorsement of fixed, sub-optimal instituti-ons 

as a device for r e f o m s  other sub-optimal institutions. The "input" insti- 

tutions are seen as "resources" to limit fhe possibility of unanticipated 

(unintended) effects of a reform effort--a benefit: which is gained at the 

cost of giving up the pot~ntially beneficial effects of reforming the "input" , . . 
institutions themselves, It is also this exogenous "logictL which explains - 

5 

why agents, in general, use a GI-specification of their choice problem 

I i 
(i.e~ employ Tj, rather than T.) : individuals, by\design, do not want the 

3 
(potentially sub-optimal) "input" institutions to be changing (presumably 

towards S*) at the same time as the items which are up for reform. 

Consider a simple example of this point. A mining entrepreneur con- 

jectures that he is likely' to be successful in removing a legal restrictipn 

on'a mining output-and, ths, gain-so long as the present govermnent stays 
- - -- - - - -- - - - - 

in power and so long as the price of this output retains its existing level. 

3 - -- -- 
Clearly, the entrepreneur may disIl?le t3e current govG?n.iFent int emery, an& 

also feel that the price of output is "wrong." However, if he lobbied for 

s change in govemnt and tried to alter the price of output at the same - 

tine as he attempted to effect the legal reform, then he would have too many a 

* 



unknowns in his problem to alPow him to forecast the effects of th&removal 

4 
a of the legal restriction alone other than arbitrarily. 

. not be able to use the reform resources offered by the government. Thus, 

his objective is to use devices to "slow down" any change in governen: and 

the price of output (even though he may view both as sub-optimal) so asxo 

increase the probability of a successful and quick change in the mining 

regulation alone. 

No one would deny- that there is'rationality in the mining entrepre- 

neur's strategy (given his coastraints on successful reform under UIKGI), 

even though he refrains from reforming a current government and output 
- - 

price which he nonetheless regards as sub-optimal. (Nextqar, perhaps, he " '  -. 
attempts. to change the govermnent, treat& the changed mining regulation A - 

Q of this year as parametric.) Rather, the point is that it is simply- 
-\ 

, irrational under the*posited circumstances for the entrepreneur to a5tempt 
" 

to reform all elements of S to the "rational" end-point, S*, rigKt away. 

I have dealt with the relationship between institutional stability 

and "piecemeal" reform in Newman (1976, 1979), so that it is not worthwhile 

to discuss it in much further detail here. A final point which should be 

stressed, however, is that the trade-off specified in this setting looks 

like it cati be illuminated by optimization techniques--but cannot be. Any 
-. 
\ I , 

success 'rhat an agent Ipigv have in p'icking an optimum probability of esti- 

mate and optinprm degre'e of input institution stabilization can be on$y 
I 

accidental under bIX Successful guaranteed optimization in €%is context 
GI' 

m s t  presume US% --which denies the existence of the t-r'ade-off in the first I -- - - - - - 

place, since there in no informationa"1 reason to stabilize any institution 
- -- - - - 

unless it -5s at its S* position. Rationality here is th&efore.relative to 

a theory of anticipated aggregate outcomes, given the logic of a reform 

11 f 
trade-off" (i.e., T. )--a- theory which cannot )e non-arbit&rily verified in . 

7 
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the short-run by the existence of succe*ssful reforms but which can b? non- 
- - - - - -- - - - - - -- - - - - - 

arbitrarily refuted by the existence of unsu,ccessful reforms. 

= .  
The proposed concept of rationality is therefore quite different from + 

that implied by the avant-garde Classicist's notion of "rationality" with 

respect to information'procurement costs. This-is in spite of the fact that 

4 
the basic trade-off.involved, and the explanation of the truncation of the 

I 

set of potential gains from trade open to individuals as a rational choice, 

given "cost," may appear to be sidlar. The Classicistls.concept of informa- 

tional rationality is totally arbitrary without presuming the (long-run) 

know&edgesufficient to verrify theories (USKpI), while the proposed conceFt 
- - -  - - -  - - - 

of rationality gains non-arbitrariness only because US%I is denied add 
r-7 

/ institutional reform is non-trivia&. The concept of rationality defended 

Ib here is the rationality the failure to reach S*, not-the 

- th; successful achievement of S*. 

The-"Coordination" Problem 

~hus-far, I have been-concerned with the logic of reform under UIKGI 

M as seen through the eyes of any one individual. Evidently, this is not 
-4 

good enough to make ;he case for a GI-UIKGI *structure. It must be sham that 

it is possible for all individuals to non-accidentally '%ordinate" their 

actions in this short run setting, even though only UIKGI prevails. If such 

a demonstration can be procured, then GI can be seen to explain observed 
./, 

coordination at all points in time, and both the dichotomies which have 

plagued traditional theorizing--between Individualism and Holism, and between 

short-run and long-run explanation-can be avoided. 
f - - - - - 

f 

~i&e the notion of "coordination" which must be employed here cannot 
- r -- - - - - - -- - - -- - - - -- - 

depend on the uniform realization of expectetfops or on the guarantee of 

aggtegate unanimity, it is immediately apparent that the only (explainable) 

c o ~ o f  aggregate coordination available is one which involves the 
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existence of stable, "partial" agreements between individuals in institu- 
- - - - - -  - 

tional settings, where the character of, and changes in, such agreements 
/- 

must be explained as a non-arbitraq consequence 

in the reform process. 

To briefly consider the problemq involved 

of an underlying stability 

here, let me construct the 

simplest possible ex-le of the short-run dynam ics of coordiriation that .I 

have in mind. Assume only two existing institutions, Ss and S2. There are 

three individuals in the environment, A, By and C, each of whom holds an 

initial conjecture conierning the S* positions of S1 and S2, and where all 

can know (the values of) existing S1 and S2. These conjectures are defined 

respectively as ATj, BTj, CTj. Under UIKG., there can be no presumption that 

the T.'s coincide (i.e., this is a matter of accident). Thus, for generality 
3 ., 

and realism, it is appropriate to assume that Individual A holds that 
5 

existing SI and S2 are - both consistent with S*, Individual B holds that 

.neither S1 and S2 are so consistent, while Individual C holds that S1 is 

suboptimal but S is optimal. 
2. 

The evident characteristics of this setting are that, given 

Individual A will not be a reformer; he will attempt to stop all reforms 

of the going s1 and st. Given gTj, Individual B in principle would like 1 

to be able to reform both SL-and S2 in light of his T while Individual C 
j , 

wishes to reform S1, but stop changes in S2. It is understood that, by 

conventional definitions, there can be no "coordination" defined within the 

posited setting, since neither S1 nor S2 is endorsed by everyone. 
4 

Given the expaeition af previous sections, it is clear that Indi~idual 

C ideally would like to write up his reform problem so that he stabilizes 
- 

S2 in order to predictably achieve the change in Sly and,Individual B would - 

like to be able to stabilize one of S1 and S2 (even though he dislikes both) 

in order to limit the variance on the change in the other. Individual A 



would like to stop all changes ,in S1 and S2. 
- -- 

Now consider naively what is possible inrthis setting. Suppose that 

B conjectures that it is better to stabilize S2 (to change S1) than vice 
- < 

versa. Hence, he agrees (unknowingly) that S1 fs the crucial institution to 
1 

ref om, and all three unanimoujdy endorse- S2. Thus, B and' C effectively use 
m .% 

the coordination on S as the' "inputn-by which to change S . Suppose- that' 2 1 

, . B and C do manage to effect a predictable change in S ' .that A cannot stop 
1 , 

- 
the change. Then, it is possible that A will find that the newly obsenred 

value of Sl refutes his theory (Tj) that the biginal yalues of both S1 and , 

S2 were in fact "optimal," and he is now in a position to endorse the new 
- - 

- 

' value of S in order to reform S . Individual B will now side with A, and 
1 2- - 

be opposed by C, even though everyone will defend the new value of S If 
2- 1 ' 

A and B effect the change in S2, then C's theory of transpired coordina- 

tion will be refuted, and the same type of process will continue. 

This scenario of coursedefinesno more than one possible case 

of what is logically concei+able in this environment, but it is sufficient 

to capture the essential flavour of the short-run theory I have in mind. 

The fundamental feature of this theory is that it allows the possidrility 

of non-arbitrary explanations of the existence of some (coordinated) 

endorsementof social institutions, at the same time as reform is proceeda 
I 

ing, and where at least one individual's theory of trgnspired action is 

.being falsified. In this light, central <pivot of this explanatory pro- 

gramme lies in its contention that the "reasons" for the endorsement of any 

gzven institution at a short-run point in time are two-fold : &>-- beea~e- - -- 

Fndividuals think the ineitution is aptimn'l: and (ii] kclause i~dividu~ls - - -  - 

want to use the stability of the institution (whether they.see it as 

statically optimal or not) as the fulcrum from which to change other' 

institutions. Clearly, traditional theorizing relies on the former alone 



and is forced into the position of being able to explain aggregate coordina- 
- - -  - A - A 

tiori non-arbitrarily if and only.if a mechanism is specified to ensure that 

everyone thinks that all institutions are optimal. The cost of this (long- 

run) strategy is that the reform process is .trivialized. 
b .  

4.c 
The other central idea is that individuals can unanimously endorse 

some insiitutions--for different reasons--even though the consequence of 
- - - .  

this endorskment is that at least someone's intended reforms will .succeed " 

and thereby, refute the theories held by others. This will in turn. change 

the conditions of in~titutional~endorsement and the "logic of reform'' con- 

fronting individuals in the next period. In this sense," all observations of 

short-run, "point in time" institutional endorsement can be seen to conceal 

the potential reforh which changes these points, and all observations of 

short-run institutional reform can be )een to conceal the institutional 

endorsements which gave rise to these changes. 

3 =  Conclusion " 

I do not pretend that the brief discussion - of short-run dynamics 

, 
presented here constitutes other an introduction to the topic (see 

also Boland (1978, 1979) ; Boland and Newman (1979) ; Newman (1976; 1979)). 

The basic inspiration which lies behind the above discussion, however, is 

that it is logically conceivable that a GI-UIKGI structure can illuminate* -' 

the short-run non-arbitarily, while it is not even logically conceivable 

that existing PI-US%-i or GI-USKGI programmes can do this job. 
f 

There are two specific methodological reasons why I think that 

there is promise in the GI-U?= fusicmpresented here. Thefirstis that 

such a structure can potentially -lain - short-run - institutional - - endorse- pp -- - 

ment as a rational, non-arbitrary response to the constraints'of reforming - 
short-run points--without commit~ting itself top the exogeneity of institu- 

tions or to their (known) optimality. Second, this structure can permit 
A 
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I 
s 

changes in the T 's and T.'s held by agents, which-are non-arbitrary relative 
j 3 d -  

- - - -  - - -- 

to the existence of refutins short-run facts, even if such theory changes 
C 

t 

can only be Been as arbitrary relative to a process of short-run theoretical 

verification from the facts. I can visualize no successful theory of the 

short-run which does not possess at least these attributes. 

Of course, whether this plea for non-arbitrariness in short-run 

theoriziag really matters depenas upon one's theory about what is significant 

in Samuelsou's Foundations. Does the crucial contribution of this work lie 

in its development of "classical" maximization proofs and optimization 

techniques, or in its mathematical specification of a holistic "price 
- 

- - - - 

dynamics," or only in its concern with' the philosophical issues conneated . 

with the "Correspondence Principle1'? I can only hope to have endorsed \ ,  

enough of the apparatus of classical maximization theories in my present 

expositi& to reform current thinking to see both. the overriding importance 

of the methodological issues connected with the "Correspondence Principle," 

and- the .explanatory poverty of holistic approaches to the short-run.. 
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