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ABSTRACT

This thesis has a dual focus. It criticises the theory of decision-making inherent
in orthodox neoclassical economics, and defines and develops a subjectivist
approach to decision-making. Problems of industrial location are used fo
exenplify the shortcomings of neoclassicai economics. A subjectivist approach
to industria; location decisions overturns the traditionat explanation of a firm's
iocation by showing that cconomic considerations may e reiatively unimportant
when people formulate investment plans.

The analysis contrasts the methodologies of neoclassical economics and
subjectivism, by identifying and cvxamining the distinct episterncicgies
associated with sach of the iwo approaches 1o sconomice. In examining the
epistemoiogies and their implications for the formulation of economic theory,
the thesis draws on the literature of philosophy, sociclogy, psychology,
geography and economics.

The initial premise is that economics, as a social science, invoives a double
hermeneutic. Formulating econornic theory is interpretation, and the economist
has to understand how decision-makers themseives understand their ‘worids’.
A subjectivist theory reflects this double hermeneutic. Based on Verstehen, or
interpretative understanding, this subjectivism, identified as the epistermology
of the first-person perspective, is an appropriate means of exploring the
intersubjective nature of the individuals’ social evistence and for explaining how
and why people make decisions.

The epistemology of neoc’  sical economics is that of a positivist methodology,
which is termed a third-person perspective. This epistemology is common to
all equilibrium theories that conceive of problems in the context of complete
systems, and it overlooks the interpretative nature of human activity. The
epistemaology of the third-person perspective cannot explain how an individual
‘sees’ the fife world and thus orthodox economics is unabla to explain decision-
making.

At a time when there is considorable dissatisfaction with neoclassical theory,
the distinction between first- and third-person perspectives resoives some lony-
standing problems in econornics. it shows that some neoclassical theorists are
concerned with hermensutical g .testions that cannot be answered with a third-
person epistemology, and also that hecause Austrian ecanomics shares this
epistemology, the subjectivism of Austrian theory is not suited to developing
a theory of decision-making. Instead, the sorts of categories that an adequate
subjectivist theory would involve are derived for the example of industrial
lccation decision-making.



DECLARATION

| declare that this thesis is my own, unaided work. itis
- being suomitted for the degree of Doctor of Philosophy.
in the University of the Witwatersrand, Johannesburg.
It has not been submitted before for any degree or
examination in any other University.

Where the thesis incorporates aspects of my own

previously published research, this is explicitly

acknowledged in the text,

it




ACKNOWLEDGEMENTS

My supervisors Professor Mark Orkin and Dr. Karl
Mittermaier gave me-the benefit of their intellects and
experience which were indispensable in writing the
thésis._' - Their .'téna.city also 'ensured'-.that it is a
ranageable length, |

Jen's interest, encouragement, and humour made the
task much easier. | am deeply grateful for ier help and
support. Robert was encrmously patient with a
reglectful parent.

| owe much te a long friendehip with Professor Ludwig
-achmann. His magnanimous spirit and inspirational

schoiarship were a major influence on my work.




‘Once men have been made to realise the crippling
Cmutilations imposed by an objectivist framework - once
the veil of ambiguities covering up thess mutilations has
bean definitely dissolved - many fresh minds will turn to
the task of reinterpreting the worid...."
Micihael Polanyi, Personal Knowiedge: Towards a Post-
Critical Phifosophy, p.381




vi

TABLE OF CONTENTS

ABOTRACT .. i i i ittt ittt e e e e e e ii
DECLARATION ... ittt i s st a s sttt san iit
ACKNOWLEDGEMENTS . ... ... ittt it ittt s et iv
TABLE OF CONTENTS ... ittt it ittt a e s e n e vi
CHAPTER 1: MIAIN THEMES ....... ... .. it ninn 1
I THE PROPOSITIONS ...t i ittt ittt it v nar s tn e 1
. TUEME QNE: THE DOUBLE HERMENEUTIC OF SOCIAL SCIENCE ... .. 3

A, Scienceandunderstanding ......... ... 7

B. Understanding how the individual understands .......... 9

C. Tasksof ecOnomic theory ... v i v v vt v r v vt v b s e o 10

fi. THEME TWO: THE EPISTEMOLOGY OF NEOCLASSICAL ECONOMICS . 12

A. The third-person perspective . . ... .« v vt aras 13
B. Theagent'sworldview ........... it niasn 16
C. The first-personperspactive .. ... ... i 18
D. The two perspectives are incommensurable ............ 20
E. Onneoclassicaleconomics ......... st ernnss 21
IV. THEME THREE: INDUSTRIAL LOCATION THEORY ILLUSTRATES THE
PROBLEMS COF NEOCLASSICALECONCMICS .. ............. 29
A. Two approaches to industrial location ................ 30
B. Location from a subjectivist standpomnt . . .. ... . 0. 33
V. THEME FOUR: SUBJECTIVISM AND DECISION-MAKING .......... 35
A. Austrian subjectivism versus hermeneutics .. ........... 36
B. How Austrian theory and hermeneutics diverge . ......... 38
VI, OTHER DIRECTIONS . ... ot i it i i e s i it a e e eas 43
CHAPTER 2: NEQCLASSICAL ECONOMICS AS EPISTEMOLOGY ....... 46
. VIEWS ONTHENATUREOFSCIENCE ............. ... v... 46
i, THE RECEIVED VIEW OF SCIENCE: MODERNISM ................ 49
A. The nature of scientificendeavour . .................. 52
B. Thetenetsofmodernism .................c¢00..... 53
C. Theoryandexplanation ..............00iviiirnnn. 54
B, What do scientists actuallydo? ........ ... ... . ..... LY




vii

ili. WHAT 15 NEQCLASSICAL ECONOMICS ABOUTY .. ... W r e 59
A, Applied econiomists .. v, vt s s i 62
B. Theoreticaleconomists ... ....... . v aans 63
IV. NEQCLASSICISTS IN PURSUIT OF HERMENEUTICAL PROBLEMS ... .. 67
A, Hahn's hermeneutical turn .. .. oo v v v i v e v i e 62
B. Examples from other neoclassical writers ... ........... 71
V. AN ASSESSMENT OF THE HERMENEUTICAL TURN .. ............ 73
Vi, EQUILIBRIUM VERSUS UNDERSTANDING . ........ .. i vinns 77
A, Maximising behaviour . . . ... i ottt 77
B. The third-person epistémology of a maximiser . . ......... 78
€. The ontology of £ third-parson perspective . ... ...... ... 80
VII.EQUIL.IBRIUM THEORIES CANNOT BE REFORMED . .............. 84
A, More realistic formulations .. ... oo v i i i i i 86
B. The options for neocliassical theorists . ................ 89
CHAPTER 3: A CRITIQUE OF LOCATICN THEORY . ................ 91
I, THE FOCUS ON INDUSTRIAL LOCATION THEORY ............... 91
H. NEOCLASSICAL LOCATION THEORY . ... ... i onnss 93
A. The object of locationtheory .............. .. ....... 93
B. Thelocationdecision .........ccciiiiiinarnnreann a4
C. Thelocationmodels . ... ..., .0t inann 95
Bl. THE NATURE OF LOCATIONPROBLEMS ... ........ ..o e ag
A. Geography and the map-image of spatial relationships, . ... 100
B. Neoclassical theory employs map analogues . .......... 102
C. How the map metaphor misieads .. ................. 104
V. THE ATTRACTION OF ORTHODOX THEORY .. ... v iirnn, an 106
V. THE BEHAVIOURIAL APPROACH TO INDUSTRIAL LOCATION ...... 110
A, Models of decision-making ....................... 111
B. Thelocationproblem ............ ... inreinn 11b
V1. THE ‘NARRATIVE' OF THE ECONOMICS OF LGCATION .......... 118
A. Publicknowledge ........ . it e e 119
B. Space versus plBGE . .. vt it e e e 120
C. Theabsence of Uncertainty . .. . v v v ittt i i s en s eenn 123
Vil ISSUES WHICH LOCATION THEORY MUST ADDRESS ........... 129
A. Is the problem of location primarily a spatial one? ....... 130

B. Aspects of decision-making that need to be considered ... 131




viii

CHAPTER 4: SUBJECTIVISM AND THE FIRST-PERSOMN

PERGPECTIVE .. .t it i vt ie e s e s e s seasannsnnson 134
i, EXPLAINING '‘SOCIAL REALITY” .. ... it it i it s e 134
A. Objectivism and subjectivism .. .... ... v 136
B. The usa of the term ‘subjectivism’ .. ... ... ... o v, 137
iI. THE MEANING OF SUBJECTIVISM . .. ... ... i 138
A. Subjectivism and relativism ....... ... . i an oy 142
B. The mind and subjectivism . ....... ... .. i 144
C. The acceptance of subjectivism .. ...... ... v 145
Hi. THE EVOLUTION QF VERSTEHEN . . . . . .. i i it i i i v i i i 147
A. Verstehen as neutral understanding . ... .. ... 148
B. Max Weber and objectivity in social science ........... 150
C. The emergence of a ‘relativist’ position .............. 162
D. Objectivity: the subjectivist's dilemma . .............. 154
E. Grounding subjective understanding ................. 155
V. VERSTEAEN AND MODERN HERMENEUTICS .. ... ... ........... 158
A. Thehermeneuticuirgle . ... ... ... it i isnnas 159
B. ‘Weak sunjectivism® and Verstehen ... .......... ..., 161
C. Phenomenclogy: the contribution of Alfred Schiitz . ... ... 162
V. HERMENEUTIC CIRCLE AND FIRST-PERSON PERSPECTIVE ........ 166
VI IMPLICATIONSG FORSOCIALSCIENCE ... . . o i i i ot e e e e e 169
A, Forsaking Wertfrefhef*inscience . ..... ..o 170
B. Abandoning predicGtion . .. ..., .. i i s 171
C. Giving up an objective standpoint . ................. 173
D. PReptacing narrow individualism . ......... ... ..., 174
CHAPTER 5: AUSTRIAN ECONCMICS AND SUBJECTIVISM . ......... 176
. 1S AUSTRIAN ECONOMICS SUBJECTIVIST? ..... ... .. ... ... 176
li. THE BASIS OF AUSTRIAN SURJECTIVISM .. ......... . u, 180
fil. THE THEORIST AND WEAK SUBJECTIVISM .................. 184
IV, THE CONCEPTION OF THE INDIVIDUAL . ... .......... 0 0 cu... 187
A. Mises on acion and equilibrium . .. ... ... . . L, 188
8. Havek and equilibrium of the individual ........... ... 192
C. Lachmann and radical subjectivism ................. 1986

V. FROM RADICAL SUBJECTIVISM TO INTERPRETATIVE

UNDERSTANDING ... ..o ittt et et i e e s i e 198
A. Whatis observation'? . ........ .0t ineeennn. 198
B. Changing direction .. ... ... ittt irnnnnnnse 200

C. The importance of the Austrian contribution ........... 202



ix

VI CONSEQUENCES OF MAKING THECHANGE . ... ... . .o vu 204
A. Abandcning a grounded theory ... ... ..., e e 204

B. Abandoning a value-free science .. ... ..o 204

C. Abandoning equilibrium . .. ... . . s i e i e 207

D. A different notion of individualism .................. 210

E. Abandoning prediction . .. .... ..ttt 215
CHAPTER 6: PLANS ANDDECISIONS ........ ¢ it tinncanns 218
. THE NEED TO EXPLAIN DECISION-MAKING .......... e e 219
II. DECISIONS AND PLANS AS BLUEPRINTS ... ... .v e .n. 222
A. An exempile from the theory of managerial finance . ...... 223

B. The behavioural approach to decision-making . ......... 226

C. The received view: plans as blueprints ............... 233

IH. PLANNING: THE HERMENEUTIC CIRCLEAND DUREE . ..o vt 236
A. Plansareathoughts . ... ... v v e vt vt ernennnnesas 236

B. Plans, decisions, andactions ., ... ..... . . ueer... 239

C. Muchactivityisrouting . .......cou i vioernrnenn 240

V. SOCIAL RELATIONSHIPS AND PLANNING . ........ ... e.. 242
A, Schiltzonsccialrelationships ................. ... 244

B. Firm "size’ and decision-making .......... ... . ... .. 247

V. THE MANAGER OF A LARGE ENTERPRISE ................... 249
A. A formally-structured work environment . ... .......... 249

B. Astrongfinancialbase . .................. ... ..., 251

C. Conservatism .. ... it in it e st an e 251

D. Implications forplanning .. ... .. oot i i i vttt oo 253

VI, THE MANAGER OF A SMALLFIRM ,......... ... 255
A. Reliance on’outsiders’ . ...... ... ... . i, 265

B. The importance of ‘metworks’ .. .......... . ..., 258

- €. The more tenuous existence of the small business . ... ... 257

Vil. DECISIONS, JUDGEMENT, ANDEXPERIENCE . ... ............. 259
CHAPTER 7: '"NVESTMENT OPPORTUMITIES AND LOCATION ......... 265
I. THESCOPEOF THE CHAPTER ... . vt vttt ettt e et stnn e nnn 265
II. THE IDENTIFICATION OF INVESTMENT QOPPORTUNITIES ......... 266
A. Opportunities areborninthedurde ... .............. 268

B. Evolutichary growth of large enterprises . ............. 271

C. Investment opportunities and small fiirms .. ........... 273




. MOTIVES AND INVESTMENT DECISIONS ................... . 275
A. Motives refiect the social nature of conduet . .......... 277
B, Large enterprises and diverse intarests ., ....... v 278
€. Persona! circumstances of the small manufacturer . . ... .. 281
V. IMPLICATIONS FOR LOCATION ......... Pnieanreseanenan 282
A.  Spatial knowledge’ is immaterial . . . . . s eaes . 283
B, Largeftrms.........._......._. .................. 284
C. Smallfirms ..., .00, 286
V. THE ROLE OF ECONOMIC FACTORS IN DECI‘:ION—MAKWG e ... 287
A. ~ The double hermeneutic .. ... cesnena e e, 282
B. . 'Hindsight and experiénce ......... BN e eavaaees 202
€. Economic factors and operating decismns IR 293
V. IN‘DUS_TRIAL RELOCATION POLICIES ..... A v Craaaes 295
A, The mobility of industry . .....ccooieeee e rnnas 297
B. Surveys of decentralised companies . .. ... 0.0 Ve es 298
Vil. CONCLUSIONS: RETROSPECT AND PROSPECT ... .. .o .o i vans 304
A. Subjectivism: implications and prospects ............. 306
B. Theendofeconomics? ........c.icciinvnacnninns 308
C. Theioleofinstitutions .. ... ..t iiriniraaras 310
REFERENCES AND BIBLIOGRAPHY .. ....viienreennnanonrenns 314




CHAPTER 1

MAIN THEMES

Scientists do not, in general, resort to philosophical work for
amusement, nor yet for financial gain. They do so, generally, because
the scientific problems they face demand ii.

Ted Benton, Philosophical Foundatinns of the Three Sociologies, p.16

Methodology is not the preceptor or the tutor of the scientist. |t is
always the pupil.... In this role, the methodologist has to ask
intelligent questions ahout the technique of his teacher. And if those
guestions help others to think over what they really do, and perhaps
to sliminate cartain intrinsic difficulties hidden in the foundation f the
scientific edifice whare the scientists never set foot, methodology has
performed its task.
Alfred Schiitz, ‘The Problem of Rationslity in the Social World’, p.149

I. THE PROPOSITIONS

The language of neoclassical theory is the fingua franca of economists. Judged by
its almost universal use A~ the set of conceptual tools for teaching economics, and
als0 by its application to a host of practical problems from education to the location
of industry, neoclassical theory is s successful ‘paradigm’.’ Yet, over the past
two decades and more, orthodox or ‘mainstream’ theory has been the subject of
sustained and unprecedented critique in what has become known as the ‘crisis in

economic theory’ (see Beil and Kristoi {1880j).

Coincidentaily there has been a revolution in the philusophy of science, where the
precepts of science have come to be questhioned and criticised along with the
received view of how scientists set about the task of 'doing s:ience’. It is clear

that the crisis in economic theory is intimately bound wup with a broader

1

The term, used {oosely for a tradiiun of research involving the application of a comrmon
methodology, is borrowed from Kuhn (1962, see pp.10-11), while obssrving his caution
about the existonce of paradigms in the social sciences.
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philosophi¢al 'conversation’ that is taking place.? In this atmosphere the writings
of economists reflect an increasing concern with methodological issues, and the
criticisms of neoclassicai economic-s point to the methodoiogy of this body of
theory. Questions are raised about fundarnental philosophical matters, embracing

both epistemology and tne ontologleal status of economic phenomena.

This thesis questions whether the neoclassical scheme is fit to serve as a

framework for explaining individuals’ decisions. The challenge is based on the

assertion that the epistemology of neoclassical theory makes it unsuitable for this

purpose and, in order to substantiate the argument, it is necessary to examine the
epistemology and ontology. As a critique of mainstream methodology, the thesis
finds precedence in a long tradition of critical writings. The nature of the critique,

however, is modern and takes its cue from current philosophical debates.

in the thesis the aim is to defend two propositions.
{1} As an application of nes :lassical equilibrivm theory the economic theury of

location does not expiain location decisions.

{2} A subjectivist approach to economics based on hermensutics, or interpretative
urderstanding, provides an appropriate basis for explaining location and other

decisions.

By suggesting that the emphasis of the enquiry falls upon the issue of location,
these propositions may be misleading. The matters of concern are methodoiogical
ones and relate 10 the nature of an equilibrium theory, 10 where its limiitations lie,
and to how these can be nvercome. Issues about the location of manufacturing
firms, though important to the thesis, are used to exemplify the limitations of

neoclassical theory.

The term ‘conversation’ is used by Bernstein {1983} and is preferable o ‘debate’ for at
lsast two reasons, both of which are conveyed in Barnstein's wark. The former term
implies thai itiere ara a number of different parties, or ‘sides’, involved in the dialogue,
in additiun it sugpests that the parties are not entirely at cross purposes, but are willing
to listen to the arguments put forward by the others.

P i,
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In their bald form, the propositions also do not intimate the controversial nature of
the issues involved in the inquiry. For example, they imply that there is genera!
agreement that a purpose of economic theory is to explain what firms (or at least
the people who represent these businesses) do, and that the explanation should be

based on an understanding of individuals’ decisions.

Although some may find both these assumptions congenial, the issues themselves
have been, and remarn, the subject of considerable debate in economics. In order
to get to the point at which ¢ subjectivist apptoach ¢d4n be considered and
evaluated {the second proposition!. it is necessary to es'ablish that these are
indeed legitimate tasks of ecenomic theory. In fact, in developing the arguments
that underlie the propositions it is necessary to link together a number of

sonceptual issues.

Because it consists of inter:vove). strends, a useful way of clarifying the structure,
and presenting an overview of thig arguments, is 1o discuss the central themes of
the analysis and identify the main issues involved. The four themies deal with
issues that econor 'sts, and sometimes other social scientists, view as contentious.
At this early stage the issues will be boldly asserted. Subsequently, contentious

points are justified. Throughoeut, methodological considerations are emphasised.

H. T~EME ONE: THE DCYJBLE HERMENEUTIC OF SOCIAL SCIENCE

The first theme, and the main concern of the thesis, invoives the relationship
between the theorist and his subject-matter. The question of how the economist
'visualises’ the world has both epistemological and ontological implications, and it
also implies that there ::: 2 different ways of doing so. If this is 50, thers is a need
to establish how the neoclassical theorist ‘sees’ things, to determine what shapes
his perspective, what the implications are for economic theory, and whether this
is a useful way of looking at the world. These are some of the main considerations
of Chapters 2 and 3.

T I Y
...... ettt by o e - iy rm—nes e L ot Pl Bt vy LS ke, 2 i; Rirbaliszabey Lo - it A ST S S



CHAPTER 1 4

e relationship between theorist and subje. =atter is a long-standing source of
controversy within the scientific community, and is a recurrent and central topic
in the philosophy of science. Esaentially an epistemological problem. it concerns
the scientist’'s knowledge of his subject-matter: what he knows and how F-e comes
to have this knowledge. The problem receives attention, for example, in the
context of the debate about the objectivity, or Wertfreiheit, of science, an issue

that is examined in Chapters 4 and b.

The problem also has an ontological dimension that is apparent in asking what are
the 'facts’ of any science? If the.e are chiective facts, where do the facts, and tne
world itself, exist? Epistemological and ontological issues are intimately related,
and one consequence of developments in the philosophy of science is that the
received view of knowiedge, and of the ‘facts’ of science, has changed

consideraply.

Our chief 1aterest in the relationship between the theorist and his subject-matter
concerns the particular problemns that arise within tre social sciences in general,
and in economics in particular. Hayek wa probably the first economist -to
emphasise the epistemological problems concerned, in a justly celebrated articie,
'Economics and Knowledge’ ({19371 {1948c)).?

In the opening paragraphs of his book on methodoiogy, Boland (1982a, p.2)
highlights similar considerations. indicating that the theorist cannot, or should not,
avoid questions about both what the decision-maker knuws and how he uses this

knowledge {how he makes decisions}.

It is important to realise that Hayek's interest fies in articulating the assumptions about
knowiledge {and foresight), which are irplicit in {orthodux) economic theory, in order to
make eguilffbrium theory more serviceable. His view is that this body of theory consists
of tautologies, 1f ' he pure logic of choice’ - Le. neoclassical theory - is to serve to
explain, or to convey an understanding of, what happens in raality, then economists must
clarify how individuals acquire that knowledge which the theory merely takes as 'given’.
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Any decision-maker rust have some knowledne from which to
determine, and by which to assass the options available. What dn we
prasume about the individual decision-maker's knowledge? Or better
still, what do we presume about the individual decision-maker’'s
methodology that allows for rational choices? ... economics is
suppused to explsin, or even to describe, the process of rnaking
decisions, surely the methods utitized by the decision-maker must play
a central role in the process and thargby in the outcome of ths
process,

The question of what the decision-maker knows or understa,ils - how he interprets
the world - is a hermeneutical one. One cannot ignore the epistemological and
ontological foundations of any discipline and in this sensa there are always
hermeneutical questions about the actor's view of the world, questions such as:
with what issues is he concerpsd; or, how he interprets the world that is his

subject-matter.

implicit in this quotation, however, is the idea that in the social sciences there is
always a double hermeneutic. The idea of a double hermeneutic is attributable to
Giddens {1977, p.12}. The subject-matter of social science is people and their
activities, so the methodologist has two ‘levels’ of understanding or interpretation
to think about. One level pertains to the theorist’s understanding - the nature of
world that he identifies and describes n his theory. This lovel of the double
hermeneutic is common to all inguiry. Then there is a level that is peculiar to social
science. The focus here is on the individuals who inhabit the theory, whose social
conduct is the object of analysis. What does the theorist permit them to know?

What sort of worid do they "sea’?

Recognition of the double hermeneutic raises many differant questions. ‘'With
regard to the theorist’'s 'worid view’, what dces he know about the way in which
individuals - as the object of analys:is - construct, or const'tute, their world? How
does the theorist acquire this knowledge? Is the theorist's knowiedge of the world
in which he lives somehow different from his knowledge of the world of tnoee
individuals who populate his scheme as the cbjects of analysis? Does the theorist
acquire knowledge {of his world) in a way which is different to the way in which

he acquires knowledge of those individuals’ worid?
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in addition to these epistemcliogical cuestions, there are those of an ontological
naturs. Where does the theorist’s world exist? Does it “surround’ him as
something out there? Or is it, perhaps, something of his own making, that he
‘creates’ through his activities? And what of the world of the individuals who he
is studying, where does this exist for th- theorist? s it a part of his world, or

something separate?

On the other level, we might ask what the incividual knows of the woild and how
he acquires that knowledge, What "theory’ ¢f knowledge does the individual apply
in desling with the world? {s tha knowledge of alf individuals the same: Or, if ir

soine sense they create or 'consiitute’ their worlds, how do they do sov

There are also ontological questions about the ‘world’ of the individual {as cpposed
to the theorist). Where does that world exist? Is it a pre-given world out there
which exists “around’ the individual, or which he confronts (an objectivist view),

or, is it @ world of his own making (a sv'-iactivist or relativist view)?

For our purposes it is useful 1o divide all these questions into two categories. One
contains questicns about the theorist’s (or scientist’s} knousiedge of his subjict-
matyer, including those raised by the ‘debate over methods’ in the philosophy of
science. For example, does the social scientist employ methads different from
those of his counterpart in the natural sciences, and should he do s0? The other
category of questions is the main conhcern of the thesis. it overlaps with the
previous category, and covers the problems raised by Hayek {1848¢: and referred
to by doland (1982a, p.2, as quoted earlier). These are guestions related to the
premise that economic theory is about individual conduct and that the economist

has to explain individual conduct. The main issue here is how does he d¢ so?

The cbject now is to see how each of the categories signifies in terms of the
development of the thesis. Starting with the theorist’s knowledge of his subject-
matter, how iz this related to the doubie hermeneutic of social science and what

are the implications for the arguments in the thesis?
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A. Science and understanding

Until guite recently, epistemological prob'ams pertaining to both categories of
auestions were not much of an issue in me.hodologica! discussion. Their topicality
15 a consequence of developments in wnalytical philosophy, on which the influence
of Ludwig Wittgenvtein is clearly discernabls.®* These developments - including
inguiry into the nature of knowledge and the basis of understanding - revived, as
matters for debate, issues that seamed to have heen settled during the time that
the methodology of positivism and empiricism dominated the sciences. Berngtein
{1978) refers to the ‘image of science’, meaning the view of whether a common,
unified method of science should be applied, or whether dual methods are
warranted for the social and natural sciences. In the light of recent philosophical

discussion the image of science has been thrown into confusion.

For nearly a hundred years, some scholars have advocaied separate methods for
the social and natural sciences. The casa for methodological dualism usuzlly rests
on methodological arguments associated with Max Weber's Verstehende
Soziologie. More recently, Petsr Winch {1958) revived that case on the grounds
that explanation in the social sciences must take cognisance of individuais’ ability
to understand vocial action and their need to pply this subjective understanding
in order to interpret the motives and meanings .n activities of others. By contrast,
there is no ‘meaning’ in, or 'behind’, vhe subjec. 1atter of the natural sciences,

which is accessible to the scientist only through observation.

D. velopments in the philosophy of science, however, have changed the basis on
which a line between social and natural science is drawn. Today there is wider

acceptance, though it is by no means universal, of gcience as a hermeneutical

A recent, admirable biography of Wittgenstein is that of Monk {1991}, which explores the
relationship between Wittgenstein’s ideas and his life and which heips to explain some of
the cornersiones of Wittgenstein's contribution to philosophy.
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endeavour®, On this view, people bring their interests, biases, and idzologies to
bear on their scholarly activities, with the corollary that natural-scientific discou se
is anything but neutral. The subject-matter of science does not exist as ‘brute

facts’,

Individuals endow problems and issues with meaning, in the same way that the
literary text is ‘brought to life’ by the interpretation of the reader when he
'interacts’ with it. Without the reader’s 'involvement’ there would be only words
on a page. The emotions, pace, and structure are constituted by the prejudiced
reader wh- brings his own interests, emotions, aid cultural heritage to bear.
Different people constitute the text in different ways. So it is with the
identification and exploration of natural-scientific problems. Al sciences are

interpretive.

Such a view has shifted the methodclogical debate from that of dualism versus
monism 10 science as an epistemoiogy versus science as hermeneutical discourse.
Indeed, some philosophers see the gontrast hetween the episternological view and
the hermeneutical view of science as establishing the foundations of the previous
debate. The reasoning is that the origins of methodological dualism lie in the idea
of science as epistemology: the notion that the task of szience is ty provide an
objective [anguage in terms of which all phenomena can be expiained at all times.
Methodological dualism may be supported on the grounds that, as there ara two

sets of phenomena in the world, the physical and the social, two methodologies

The term ‘hermeneutics’, originally associated with textual exegesis, refers to a philosophy
which treats knowledge as understanding, while undersianding is interpretation. Rorty
{1980} represents harmeneutics as opposing the idea of an epistemology, and in the work
of modern hermeneuticists, like Gadamer, interpretation is creative or constitutive; 'reality’
is what the individual - as consciousness-in-time - makes it. From the standpoint of
hermenautics, the problems of science, like all problems, are subjective, constituied by the
scientist and reflecting his interests, prejudices, and passions. The notion of ‘modern
hermeneutics’ that is relevant to the thesis is examined in Chapter 4, in analysing
subjectivism. It is argued that the hermaneuticai turn belongs to the tradition of
philosophy that has come down from Max Weber's interpretative sociology through
phenomenology.
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are needed to deal with them, People understand other people but not other

objects, so the social sciences nased to reflect this understanding.

The contention that science is hermeneutical establishes different grounds for
separsting the natural and social sciences and, unlike the older view, the basis for
the division is not different types of knowledge, On a hermeneutical reading,
scientific problems do not exist in the world, but are constituted by the scientist,
using the language of his science as a framewaork, the basis of his interpratation.
Any language {(of interpretative understanding) is limited in its sphere of application.
The object of sclence cannot be to provide a universal language, but to discover
what Janguages people use, to understand how they use them, and to establish
how usefui ¢ ticular language is In the context of a particular set of scientific

problems.
B. Understanding how the individual understands

These considzrations identify the task of the scientist as that of understanding and
interpretation, and they shift the focus of methodology from the measurement and
descripdon of what is observed in the world 1o the basis of understanding and to
apistemological issues. And in the social sciences, we have seen, there is a double
hermeneutic. Individuals’ activities and the ramifications of these actlvities are
what interest the social scientist, Indivirduals’ activities reflect their understanding
and, in order to explain their conduct, the social scientist has to understand how

Individuals understand.

These arguments take us to the second category of questions described above as
being the main concern of the thesis: how do individuals understand their wor!&s;
does a particular theory enable the social scientist to expiain un.'erstanding; does
it permit, or facilitate, insight into how people understand; and what sort of theory
is required for this purpose?
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Coddington (1972, pp.14-15) uses the metaphor of theory as a language in
explaining why it is important to examine the nature of one’s theary and to
determine whether the theory is appropriate.

The language of economic theory, like any language provides a
framework for thought: but at the sama time it constrains thought to
remain within that framework. It focuses cur attention; determines
the way wa conceive af things; and even determinas what sort of
things can be said.... A language, or conceptual framawork is,
therafore, at one and the same time both an opportunity and a threat. -
its positive side is that {one hopes) it facilitates thought within the
language or framework. But its negative side arises from the fact that
thought must be within the framawork.

The thesis contends that the language of neoclassical theory is the wrong one for
the purpose of explaining individuals’ decisions. The double hermeneutic of the
social sciences, while not establishing a case for a separate methodology of social

science, will help us to identify what constitutes an appropriate language.

C. Tasks of economic theory

But, it may well be asked, /s it the task of economic theory to axplain individuals'
decisions? In the thesis the methodology of neoclassical theory is sharply
criticised, and the validity of our argumeny - depends on being able to satisfv the
reader that the problems are ‘real’ ones. Since the argument i3 that the
methodology is inappropriate for the tasks that are required of it, we must ensure
that we have identified the task of economic theory coirectly. Coddington {1975b,
p.540-541, ‘emphasis added} explains why it is so important to do so.

Before one can effectively set about appraising a theory, it is
necessary to be clear about what relationship theories have to their
subject matier: what they are theories about or what thay are theories
of.... [Tlhis relationship is not, and cannot be, a straight-forward
matter of "correspondence” between theory and subject matter....

{A]ll theories are "unrealistic”. But the question can still be
asked, whether tha conceptual framework is adequate to sustain the
inteliectual tasks that we set ourselves. Accordingly we cannot
provide a context-free appraisal of a theory, but only an appraisal in
the light of what we are trying to do, what guestion we are trying to
answer’ .
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What questions is neociassical theory trying to answer? Coddington himself states
{see esp. pp.B41-542), with reference to neoclassical general enuilibrium theory
that it is not always clear what neaclassical theorists seek to do with their thecry

{see also Hausman (1984bj)).

Many theorists, starting with Walras ({1874-77] {1854}} and continuing down to
Arrow and Hahn {1971) in the present day, probably do not see their task as that
of explaining the nature and consequances of individuals’ decisi- - s, Alternatively,

while sorme neoclassical theorists may subscribe to this goal, not all do.

The task of explaining individuals’ decisions is one which mainstream economists
themselves have defined by the questions they seek to answer. For there is a
group that includes some of the foremost necclassical theorists - referred 1o in
Chapter 2 as 'reformers’ - who pose hermeneutica’ guestions concerning the nature
of decision-making. Their theory, however, does not enable them to answer these

questions.

Many neoclassica! theorists, including those who formulated focation theory. apply
the theory in order to explain how particular phenomena result from agents’
decisions to maximise or minimise. Their object is to examine the consequences
of rational decision-making, on the understanding that the theory is a means for
drawing inferences about the locations of firms and ahout spatial patterns of
industry that are observed ‘in reality’. The final chapters are devoted to explaining

why location theory is not Suitabie for thic purpose.

The paoint is that some - and probably the large majority of neoclassical economists
- do conceive of ihe task of economic theory in the way in which it has been
defined here. Since the thrust of the second theme of the thesis is only that
neoclassical theory does not serve this particuler purpose, if theorists regard the
task of economics differently, the methodology of nuoclassical theory may indeed

be appropriate for their requirements.
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lil. THEME TWO: THE EPISTEMOLOGY OF NEOCLASSICAL ECONOMICS

The second thermne of the thesis uddresseas the following question® if neoclassical
economic:: does not serve to explain individuals’ decisions, why does it not do so?
Where ', the prablems lie, and what is the nature of the problems? The answer,
in short, is that the epistemology of mainstream theory is the obstacie, and ihe
epistemology is consistent with the reguirements of an equilibrium scheme. So the
root of the problem is the desire to canstruct a determinate scheme to ‘expiain’

market activity.

In order to understand the limitations of the theory, it is necessary 1o define the
‘world view” of the neoclassical theorist, to examine tha epistemolagy, and to
explain how the eristemology is linked to the theorist’s conception of the scheme

of things.

A familiar explanation of the relationship between theorist and subject-matter in
economics is that orthodox economic theory explains phenomena such as prices,
profits (and even the location of industry), from an external, or detached ohserver’s
point of view, as opposed to the point of view of a4 participant in the decision-
making process. The theorist’'s world view is supposedly that of an observer
sometimes referred to as an ‘omniscisnt observer’, taking cognisance of how

people behave, and constructing his theory from the observations.

Neoclassical theory fails as framework for explaining decision-making because the
theorist’s world view, which we refer to as a third-person perspective, is unreiated
to the way in which an individual understands. Whet the theorist and the ‘agents’
of neoclassical theory know is not what an observer, in the ordinary meaning of

that word, knows.
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A. The third-person perspective

The postulate that individuals’ interacticns could, or do, termwinate in equilibrium
states is an assertion that the interactions are determinate. In making this
assertion the theorist adopts a third-person perspective. He conceives of the world
in a particular way and adopts a particular episternclogy; but the epistemology has
no bearing on an individual’s knowledge or u. worstanding and therefore cannot
serve as the foundation of a theory of decision-making. What is the epistemo.ogy

and ontology of the third-parson perspective?

The notion of equitibrium demands, and the third-person perspective characterises,
a world that is absolutely bounded and truly, comprehensively complete. In terms
of determining wtether the market or the economy will settle at an equilibrium,
nothing is unknnweple.® Every single bit of the world that is relevant 1o the
equilibrium problem can be defined, enumerated, measured, and compared with

every ather bit,

The world consists entirely of things, like 'resources’, "tastes’, and ‘knowledge’’

Paretian welfare economics provites an admirable illustration of the ~omplete world of the
third-person perspective. The idea of changes which could make some people better off
and none worse off, starts from the premise that, somehow, the options that could be
pursued - in experimenting with different stares of welfare - exist in some ready-made
‘concrete’ or real form, out there. The idea of a welfara optimum implies that all possible
states of welfare can be known or discovered, and for this to be possibie the world must
be truly complate. The main problem with Paretian welfare theory does not lie in
comparing individuals® levels of welfare ur in the difficulties of aggregation (see Cowen
(1391}, his the underlving apistemolagy that makes this woarld incomprehensible from
a polisy-maker’'s perspective. What doss it mean to say that someone is going to be
"worse off'? and when will they be worse off?; today or next year?, What is a ‘course of
action’? What are the ‘consequences for other people’?

Throughout the thesis terms employed in neoclassical theory and defined by that
episternology, but unrelzted to the same word used in everyday speech, are placed in
quotation marks in order to underscors that the meaning is different. Terms like 'choice’
and ‘decisions’ acquire their meanings in the context in which they are used - the social
interaction of individuals .« the life world. It is untortunate that economists do not have
a separate language to describe the things that agents do. The absence of such a
language is a source of considerable confusion. For example, tha connotations of "rivalry’
and a 'the desire to attain a goal ahead of someone else’, which are integral to the notion

{continued...}



CHAPTER 1 14

lincluding technicai knowledas), which all have a real, corporeal existence.
‘Knowledge” is also something in the world, which fias the same qualities as all the
other things. Knowledge corsists of ‘items’ or "pieces’ {ene imagines like a child’s
blocks) that can be "acquired’ or ‘grasped’. Every piece of knowledge refers to,

and has a counterpart in, a piece of the real warld out there.

Nothing exists beyond what is "given’ as making up the world. Even if some of
what reaily exists out there is hidden from view in this "time period”, the agent or
the theorist knows that it does, or will, exist out there to be uncovered, or
‘learned’, in some 'later time period’ {see Hahn {1973a}). This is what determinism
implies: the agent or the theorist knows exactly what, and how much, it is possible

to know.

Even if 'knowledge’ has to be "acquired’ in "the future’, a part of the scheme - cne
of the things that is known - is how 'knowliedge’ of one "period” is transformed into
knowledge of subsequent ‘periods’. Everything that is needed to in order to
‘explain’ how the system ‘works’ is within one’s grasp; and it is possible to
conceive of the entire scheme of things as being simultaneously and

instantanecusly present to the 'mind’ of the theorist or agent.

The ontology of the third-person perspective is such that the things that make up
the world exist out there, beyond the theorist, or beyond the agent. The world is
not the "'my world’ of the participant who is part of events and who is involved in
social relationships. The agent has no experience of the world, and no insight or
understanding. One could say that things have no meaning, in that they do not
have to be interpreted or understood, but merely exist out there; or one could say

that they mean the same to everyone.

T{...continuad)
of competition, are completely absent from ‘perfect competition’. Yet the latter is used -
inappropriately - as some sort of benchmark in assessing the former. As a consequence
sconomic tneory often does not make sense to businessmen (see Boattinger {1967}), and
policies on '‘competition’ do not promote competition.

I L,
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Both these statements reinforce the idea that 'knowledge® exists without a
knowaer.? Tne epistemology of the third-person perspective, in affording the grasp
of a scheme of things that is complete, transcends {or passes beyond) the
individua!’s understanding and comprehension. The world is not & world that any
individual ‘sees’ and cannot be reconciled with anyone’s point of view. it is,
therefora, rot a point of view at sll, and that is what the phrase 'third-person’
perspective is meant to convey. To speak of "knowledgs’ or "understending’ or ‘a
point of view’ is to refer to someone’s {the knower’s) view of things - a first-persen

parspective,

In attempting to articulate a problematic notion, Van Peursen (1977, p.18&) has
the following to say about "perspective’, as an essential aspect of human cognition.

Human life, iis acts, s thoughts unfold in perspectives. To come
"out of perepective’ is incompatible with being human....

Perspective expresses the idea that a thing or scene is nut
iooked at from all sides at once. Things show a certain part of
themselvas, depending on the «ide from which we approach them.
ideas are likewise grasped in perspectives,

We emghasise izter that the hope of a complete scheme of things would eliminate
the notion of time experienced as curation {Bergson’s notion of durée}, where other
moments will follow this, the present moment. Van Peursen comments that
eliminating time ‘amounts to extracting the world from its horizon. That wouid
make the world unreal; it would no longer be a world for man, or a2 world related
to huran consciousness’ {p.194). In a view outside of time,

Man woud find himself confronted by the most complete and most
apague chaos. it would not be a matter of views, because a vizw of
totaliy presupposes intentionality - a direction, an orientation, and
therefore a point of view in the space-time of a horizon.

Characteristics of the third-person perspective are identified by Spanos (quoted in
Leitch (1988, p.198)}. Spanos identifies a ‘dominant "ontotheological tradition™,

which "transformed, in twc paraliel ways, the temporality of being-in-the-world into

| owe this sxpression ta Dr. Karl Mittermaar.
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an overall insidious "world picture™’. Spanos shows how the essential "temporality
of being-in-the-world’ is transformed through a process of ‘objectification’ which,
in the thesis, is associated with the methodology of the dominant ‘modernist’
conception of science that emerged from positivism and empiricism. The

transformation produced

{1} a tiattensd out, static, and homogeneous Euclidean space - a
totalized and ontologically depthiess systemn of referents (a map) - if
the objectifying consciousness is positivistic or realistic; or (2} a seif-
boundad or sealed off and inclusive image (icon or myth), if the
objectifying consciousness is idealistic or symbolistic. In either case,
this transformation allows Dasein [hurman being} to see existence from
the beginning, i.e., ail at once. In so doing it dis-tancas him, i.e., it
disengages his Care, makes him an objective, or disinterested or
caraless, observer of the ultimately familiar or autonomous pleturs in
which temporality - its threat and its possibilities - has been annuiled.

The ideas in this quotation are tailor-made for the thesis. With reference to
Spanos’s first form of transformation, we explain in Chapter 3 that the map image
at the heart of location theory - a series of points in Euclidean space - encapsulates
the third-person perspective. The second form of transformation , a self-bounded
inclusive image - identifies the equilibrium system of neaoclassical theory, in rgiation

to which the theorist has & grasp of th ~ntire scheme of things.
B. The agent's worid view

Nc one has justified giving ‘homo oz2conomicus’, or the ‘rational’ agent of
aconomic theory, a world view that differs from that of the theorist. !t is difficult
to see how, or why, the theorist, and the agents whose aciivities he is studying,
should be subject to different epistemologies. ironically Talcott Parsons argues
that the actors of social theory should be represented in exactly the same wav as
the theorist, that there should be consistency across both parts of the douhle

hermeneutic - but with the actor being a reflection of the scientist.
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Since science is the rationat achisvernant par exceilence, the mode of
approach here outlined is in terms of the analogy between the
scientific investigator and the actor in ordinary practical activities.
The startirg point is that of conceiving the actor as coming to know
the facts of the situation in which he acts and thus the conditions
nrecessary and means available for the realization of his ends....
{Tlhere is, where the standard is applicabie at all, little difficulty in
conceiving the actor as thus analogous to the scientist whose
knowledge is the principle determinant of his action so far as his
actual course conforms o with the expectations of an observer who
has, as Pareto says, ‘a more extendad knowledge of the
circumstances’.?

These views are quoted by Schitz (1943, pp.130-131) who attacks the
methodology advocated in the quotation, arguing that the ..andpoint of the
scientific observer, as reflected in Parsons’ archetypal scientist, is not the way in
which individuals ‘see’ the worid. 1n Schiitz's terminclogy, the 'level’ of the
researcs is derived from a different meaning of the term ‘rationality’ to that
associated with the individual making decisions in the ‘life world’. The theorist
cannot understand and explain individuals’ conduct from this ‘level’. According to
Schitz {1943, p.134, emphasis added),

[iln our daily life it is only very rarely that we act in a rational way if
we understand this term in the meaning envisaged in Professor
Parsons' previously quoted statement. We do not even interpret the
social world surrounding us in a rational way, except under special
circumstances which compel us to feave our basic aititude of just
living our lives.

Pargons’s vir ws are achoed in the contributions of economists who have tackled the issus
of the relaticnship between theorist and his subject-matter. A list of economists would
include Robert Clower, Alan Coddington, F.A. Hayek, F.H. Knight, and G.B. Richardson.
Thase writers hold that the theorist, as cbserver, has a8 more extended knowledge than
that of the actor, but the nature of the knowledge - what it ‘consists of’ - is the same as
that of the individual. Coddington {1872} uses the terms ‘first-person’ and ‘third-person’
viewpoints, for the perspectives of the actor and observer, respectively. Thougn his terms
Yave been appropriated in the thesis, the meaning ascribed to them is completely different.
The third-person perspective is not the viewpoint of an observer in the everycay meaning
of the word. An observer, as someone who 'sees and notices’, or 'carefully watuhes’, or
‘pays attention to’, particular phenomena always ‘sges the world’ from a particular
perspective, as does any person going about his daily iifa. Thare is no diffarence between
the epistamologies of the actor and the observar. The third-person perspective (which ir
a creation of positive science), howevar, does embody an entirely difter.nt epistemology.
it is a view of the world as compilate - without perspective. In this sense it is not a
viewpoint at all.



CHAPTER 1 18

This criticism can also be stated along thz 'ines that the epistemology of the
scientific observer is not congruant with the way in which the individual ordinarily
understands. Schutz is saying that it is absurd to imagine the agent of economic
theory as being able to grasp the complete scheme of things out there; and only
because h'5 epistemology is mistakenly conceived as the third-per. 1 perspective

is he supposed te be conceivable as a rational maximiser.

The questionamight then be asked, what is the coarrect way of representing the
social world of the individual? The answer takes us back to the distinction drawn

earlier between science as hermeneutical activity and science as enistemology.

The theorist’'s, and equally the agent’s, world view is a product of positivist
methodology associated with the Cartesian notion of science as epistemology. The
guestion, how should the individual’s worid be represented, is one that stems from
a Cartesian desire to show the world as it really is. In adopting the idea of science
as hermeneutics, the question becomes how does the individual understand; how
does he constitute his ‘world’. The object of the first-person perspective is to

undarstand how the individual, whether theorist or agent, understands.
C. The firgt-person perspective

From the time Max Weber brought the notion of Verstehen - interpretative, or
subjective, understanding - to social theory, the subjectivist approach which he
developed has undergnne a process of continuous evolution, as explained in
Chanier 4, The different ‘stages’ in the evolutionary process all recognise that
understanding what is happening involves interpretation, or attaching meaning to
events, though initially subjectivism associated Verstehen only with understanding

the activities of other individuals.

Contrasted with the third-person perspective of the agent confronting a world that
consists of things out there, the more recent subjectivist positions of

phenomenoclogy and modern hermeneutics depic' understanding as ubiquitous
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{because consciousness is interpretative understanding) and creative (the individual
contributes to his world rather than passively experiencing it). The individual’s
‘world’ Is literally his thoughts, but his thoughts always concern ather people who
ghare his social world, so understanding is always intersubjective, s opposed to
the friendless and solitary agent of orthodox theory, the first-person perspective
takes cognisance of each individual’s associations with, and involvement in, the
activities of other people. The ‘life-world’, as the individua! knows it, is a social

world.

Understanding is time-bc and, related always to the present moment, and to the
individual’'s thoughts or perspective at a given moment, Time, here, is not the
mathematician’s notion of extension that ie assoclated with orthodox theory where
events in one period are mechanically transformed into those of another period by
some predetermined formuia. Rather, 'time’ means the time dimension of
consciousness. In the durée understanding is like a continuous dialeg e or
conversation in which, with experience, fresh insights are gained and one’s

standpoint changes.

In the past the individual had certain ideas about things that might happen. At the
time 'the future’ was conjectural. Now, some time having elapsed, he can assess
and interpret the situation. He finds out - to his surprise or disappointment - what
other people are doing. He is caught up in a herrmneneutic circle of discovery, of
finding out, forming new opiniens, and consolidating his beliefs. His perspective

changes, and perhaps he rhodifies his views.

Knowledge is not grounded in facts out there. What a person knows depends on
his understanding (literally, what he knows /s his understanding), and this is always
prejudiced in the sense that what on. understands reflects one’s interast of the

moment, and is shaped by rela*ionships with other people, and one’s ‘history’,

Furthermore, experience is not about reveaiing more of the world out there, it is

just about finding out what has happened, about discovering whether things have
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gone according to plan, and about drawing inferences and forming judgements in
the light of this. The individual does not accumulate knowledge; that is a
characteristic of the epistemology of the third-person perspective, where
knowledge is something tangible that exists in the world. Rather, in the
hermeneutic circle, in the journey from each here-and-now to the next, the 'being-
in-time’ understands diffarently.

The theorist adopting a first-person perspective is interested in how, and why, the
individua!l does certain things. His object is to provide Insight into the activities of
people by exploring the individual's viewpoint. What factors bear upon the
decisions that he makes, and how he takes account - ¢ ‘Mho are the pcria
whose activities have a bearing on his own, and in *s he has to tuke
into account? What is the nature of the ralationsh,  ustween darticular paople

what factors influence their . lationships, and v.hat are the conserences in terms
of the things that they do? Answering such gquestions ¢ antributes to understanding

the social world.

The ideu that there are specific outcomes produced by the interaction of different
individuals is not reconcilable with the epistemoliogy of a first-person perspective.
The question of isolable pieces of the scheme and how they fit together, belongs
to a determinate theory which postulates s complete world view, The coneepts
of optimising and of equilibrium ara “eyond the purview of the first-person

perspective; they belong to a different epi. ‘emology.

D. The two perspectives are incommensurable

Central to the thesis, and also to understanding the limitations of neoclassical

theory, is the assertion that the epistemologies of the third-person uerspective and
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the first-person perspective are incongruent, or incommensurable,® There is no
means of translating the concepts which are part of & theoretical framework based
on the epistemology of a third-person perspective into concepts which belong to
a first-person perspective. The concepts simply belong to two different world

views, or two different ‘languages’.

Theories construcied from first-person and third-persen perspectives appear as
disparate and non-cverlapping thought-schemes. The epistemology of the third-
person perspective precludes understanding, and thus cannot accommodate those
notions which acquire their intersubjective meaning in the context of social

interaction in the hermeneutic circle of social discourse.
E, On neociassical economics

in answer to the central guastion, ‘what is it that makes neoclassical theory
unsatisfactory, the epistemology of the third-person perspective is found to be
inimical to the task of explaining the nature and implications of individuals’
decisions. Neoclassical theory is a paradigm, i.e. a set of theories with a shared
r 2taphysic and similar assumptions, rather than a precisely delimited school of
thaought with a well-defined list of professing members. Before dealing with the
r malning themes, it is important to identify the contributions that comurise the
paradigm that involves applying the third-person perspective to probiems of choice.
The first major contribution concerns decision-making in relation to neoclassical

theory,

Rorty {1980) defines 'commensurable’ as ‘able to be brought under a set of rules which
will tell us how rational agreement can be reached on what would s tle the issue on every
point where statements seem to conflict’ (p.318). Our assertion 1s that thaories which
embody a third-person and first-person perspactive cannot be brought under a set of rules
in order to compare them in terms of, say, their respective abilities to meet some criterion,
such as explaining economic phanomena. Each theory has a different task, each operates
according to different methodological rules. It is uncertain, at bast, whether it is possibla
to construct a set of meta-rules which would make the theories commensurable,
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Decisions or choices became elements of economic theory with the ‘marginal’ or
'subjectivist’ revolution that heralded the arrival of neoclassical economics and
signalled a fundamental shift in the interest of economists compared with their
classical predecessors.'’ Both the terms ‘marginal’ and ‘subjectivist’ are apt to
be misconstrued {see Blaug {1873, p.10))'?, and the term used by Hicks {1876a,
see pp.212-214}, ‘catallactics*®, nas the advantage of conveying something

about the interests of the protagonists in that revolution,

Hicks juxtaposes catallactics - involving exchange, markets, value, and the
formation of prices - with the concept ‘plutology’ - the study of the 'flow of
wealth’ {of nations) - which was the object of classical political economy. As the
forefathers of the catallactic revolution, W.S. Jevons {[1871] (1957}), Carl Menger
{[1871] (1950}), and Leon Walras ([1874-7 7] {1954)}), independently all formulated
confributions that revolve around the main catallactic themes.'® It is now well

recognised {see Jaffé {1978)) that there are important methodological differences

1%

From the vantage point of modsrn methodological analysis, the Classical and neoclassical
schemes have little in common except the notion of eguilibricm, and even that term
assumes completely different connotations in neoclassical theory {see Milgate (1979]); Petri
{1978)). Both are based on the idea of the economy as system and share a third-person
apistemology, but apart from this, their lack of affinity casts doubt on whether the term
‘neoclassical’ was ever apposits.

The papers in Black, et &/, ({1973) provide useful insights into the ideas of the protagonists
in the ‘marginal revelution’ as well as offering an assessment of the revolution both in
terms of its niche in the history of economic thought and its impact on economic theory.

Hicks did not coin the term, which both Schumpeter and Mises use to describe the
revolution in economics in the eighteen-seventies.

There is considerabie debate about both the methodologies employed by these economists
and the nature of the differences in their methodologies, especially between the
contributions of Walras and Menger, as founders of neoclassical economics and the
Austrian School respactively. Something of the flavour of the debate is contained in, for
example, Schumpeter (1967, pp.911-218}, Tarascio {1968, Ch.2}, Jaffé {1973), various
papers in Black, et a/, {1873} especially that of Blaug, and Hicks {1976a}. See also Gram
and Walsh (1978}. Some of the differences between the methodology of neoclassical
theory and Austrian economics are dealt witn in subsequent chapters.
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arnong their contributions, but the focus is on markets and prices and individuals

and their ‘choices’ or 'decisions’.

in Menger’'s Grundsétze, individuais’ valuations of things in a process of exchange
are central to explaining market prices. Menger (1950, pp.120-121) says of vaiue
that unlike the classical concept of value as ‘cost of production’, it is not
something 'inherent in goods, no property of them, nor an independent thing
existing by itself [but ratherl... a judgement economizing men make about the

importance of goods at their disposal....” {emphasis added}.

The idea that individual’s valuations are ‘behind’ market prices might suggest that
catailactic theory would be formulated to take cognisance of decisions and
motives. But the conceptual scheme of Walras {1954} left the deepest imprint on
the new economic theory because the notion of general equiiibrium, rather than
decisions or valuations themselves, captured the imagination. With equilibrium
comes the epistemology of the third-person perspective and it is worth noting that,
according to Jaffé (1980), Wairas did not intend his general equilibrium scheme to

represent the workings of actual economies.’

The praise for Walras’s contribution, in the following quotation {Schumpetear (1967,

p.918}), is widely supported by economists.

16

Thare has been considerable debate about what purpose Wairas, as the father of general
equilibrium, intended his scheme to serve. Two papers, one by Jaffé {1980} the translator
of the Eldments, and the other by Morishima (1980), a modern interpreter of Walras,
provide some of the flavour of this debate. Jatfé takes the view that the Edments was
not meant to be realistic or to describe the workings of any actual economy. Basing his
argumsnt on textual interpretation, Jaffé {1980, p.53Q) the acknowledged expert on
Walras, suggests that

the Eléments, instead of aiming to delineate a theory of the

working of any real capitaiist system, was designed 1o portray

how an imaginary system might work in conformity with principles

of 'justice’ rooted in traditional natural law phitosophy.
Morishima, quoting from Walras, contends that the author was applying accepted scientific
principles in order to ‘obtain a scientific description of the real world’ {(p.552. See also
p.bb1l.
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So soon as we realize that it is the general-equilibriurn system which
is the really important thing, we discover that, in itself the principla of
marginal utility is not so impostant after all.... [Mlarcinal utility was
the ladder by which Wairas climbed to the level of his general-
equilibrium systam.... [Jevons and the Austriansl... , tog, found the
ladder. Defective technique only prevented them from climbing to the

top of it.... [Tlhey saw in marginal utility the essence of their
innovation instead of seeing in it a heuristically useful methodological
device....

Schumpeter’s disparagement of the Austrians’ technique is revealing. First, it
identifies methodological differs nces between them and Jevons, on the one hand,
and Walras, on the other (see alsp Jaffé (1976)). The Austrians are blamed for
focusing too much attention on individuals’ valuations and for the failure to realise
that the ‘correct’ approach to economic theory lay in leaving such matters behind

in order to reach the concept of general equilibrium,

Though the epistemology of an equilibrium scheme obscures the individual’s
understanding of the world, the criticism that neoclassical theory is unable to
provide insight into the nature of individual conduct and of decision-makiny is in
large measure a consequence of the way in which Pareto (1971) conceptualised

the problem of choice.’®

Pareto’s object, supposedly (see Pareto (1971, pp.109-118}}, is to represent
‘rational choice’. In his formulation, however, the individual 'chooser’ has a
complete and comprehensive world view. All the decisions he could possibly make
are simultaneously present to his mind. This is the third-person perspective par

excellence.

The individual, being equipped to cover avery eventuality, has no perspective and

no interests. This is evider.ced by the fact that it makes no sense to ask questions

16

Pareto succeeded Walras in the chair at the University of Lausanne and, via the work of
Hicks and Allan {1934} and others, in the thirties and forties, had a major impact on the
formulation of medern ‘axiomatic’ neoclassical theory {see below). Tarascio {19868) offers
a useful account of Pareto’s methodology, inchiding an examination of the influences on
Pareto, especially that of August Comte, a staunch advozate of positivism.
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such as, for whom is he making the choices, what is the occasion, what is his aim
{other than to maximise satisfaction). They are all supremely irrelevant. The world
as a whole is laid bare in one instant. Choice is divorced from the flux of time, and

thus from experience.

Shackle’s {1972a) elegant articulation of why he demurs at calling the Paretian
conception of decision-making "choice’, is worth quoting at length.

Ecunomic choice does not consist in comparing the items in a list,
known to be complete, of given fully specified rival and certainly
attainable results. It consists in first creating, by conjecture and
reasened imagination on the basis of mera suggestions... the things
on which hope can be fixed. These things, at the time when they are
available for choice, are thoughts and aven figments {p.986).

Rational choice, choice which can demonstrate its own attainment of
maximum ocbjectively possible advantage, must be fully informed
choice. But there can be no full information except about what is
past’’, or else what is exempt from the world of time altogether....
Rational choice, it seems, must be confined io timeless mattars
{pp.245-246).

To be free to take some course, rather than to obey some necessity,
is to ba confronted with a number of rival courses of action.... The
same must be true of other men.... But the sequel to the course he
takes will be shaped in part by the particular respective courses that
thay take. To be frec to choouse one’s action implies that its sequel
gannot be known (p.365).

Pareto himself accepted that once individuals have left a record of their preference
orderings, or ‘tastes’, they are no longer needed in the scheme {Pareto (1871,
p.120)). According to Hahn (1973a, p.33), who is evidently troubled by the
matter, the absence of a role for the individual still persists in the more modern
Arrow-Debreu general equilibrium theory: '[tihe theory doss best’, he suggests,

"when the individual is of no importance’,

Shackle is surely incorrect on this point. We can have knowledge of the past, but the
individual’s experience is personal. Complete knowledge, arising from experiance, is
inconceivable. Rather, complete knowiedge is a defining characteristic of a third-person
perspactive, an epistemology which does not accommodate experience.
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As others have noted, once the preference function is established there is no need
to explain how choices are made. Those factors U it influence decisions - a whim
or passing fancy, ambition, a desire 10 please - are replaced by ‘tastes’ and become
things that exist /n the world. It is surely absurd to claim that this is a way of
representing, or furthering the understanding of, cheice and decision-making.
Yet, when it is placed in a 'spatial’ setting (see theme three below), that is exactly

the claim of the theory of industrial location.

Modern neociassical theory has two main antecedents. Alongside the Walras-
Paretian general equilibrium scheme scholars deveiopec the partial equilibrium
approach of Alfred Marshall {1966).'"® The differences between Marshall’s
approach to economics and those of Walras and Pareto are marked.2® Apart from
the abvious methodological difference signified in the fermer's use of a partial
equilibrium framework, modern interpreters highlight Marshall's period analysis and
the importance of time in his work (see Boland {1982b)}; Clower {1875); Gram and
Walsh {1883, pp. 520-522): Loasby {1978); Shackle {1972a), Ch.28},

W

Consider the rather less controversial argument of Hicks {1976b, p.317}, that
there are many purpases... for which that assumption [of a fully
formed scale of preferancas] can be justified. Butit is itself a very
odd assumption; to take it, as many economists do, as being
justifiakble for all purposes, must, | now believe, be wrong.

The question is, just how ‘odd’ must the assumption be before it is of no vaiue
whatsnever? Our reservations about the methodology of the orthodox theory of choice
are not weakened by the more racent models of choice with "limited information” or with
search and information costs {see Lippman and McCall {1978) and Rothachild {1973)).
The views of Nelson and Winter (1982, pp.65-71) on the bankruptcy of this theory,
including the limited information models, are quite as blunt and uncompromising as those
expressed here. For a fuller treatment of the problems raised by the notion of a
"zomprahensive preferance field’ see Lachmann {1977¢, pp.9-11) and Raothbard (19586).

Arrow (1968, p.377) cites Cournot and Jenkin as earlier proponents of partial equilibrium.

By cntrast see Hicks's {1983b) early analysis of the contribution of Walras, in which
Hicks indicates an affinity betwseen the ideas of Walras and Marshall.
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In the following gquotation, Gram and Waish (pp.520-521} indicate that Marshall
was interested in analysing the choices of firms, bt forcing Marshallian anslysis
into a (timeless) general aquilibrium rmould joses the essence of what Marshall was

trying to achieve.

The interpretation of Marshall as a partial squilibrium theorist suggests
that a consistent version of his short-period analysis would entail all
the properties of a timeless Walrasian general equilibrium of supply
and demand, But this is to misinterpret Marshall, His analysis is
partial in the more interasting sense that firms are managed by
entrepreneurs operating in a short slice of Aistorical time® - they
make decisions under conditions of uncertainty {(as distinet froi.
calculable risk). To subject the Marshallian model to a rigorous
farmulation within a coherent systemn of general equilibrium would
suppress precisely what Marshall wanted short-period analysis for: tha
study of the cheoices of a particular entreprensur... which may turn
out to be wrong, but which nevertheless rasuit in the firm being in
equilibrium (given the expsctations guiding its conduct) for a short
period of time.

Putting aside minor complaints, such as problems in the logic of his arguments
{e.g., concerning the compatibility of competitive equilibrium and increasing
returns: see Hague (19568, p.682)), does Marshail’s approach bring us closer than

the other strand of theory to being able tc explore individual’'s decisions?

Marshall's is a rich contribution and it avoids many of the pitfalls of modern
orthodox theory.2® A partial equilibrium scheme, which focuses on the effects
of changes on a particular market or industry rather than er “terrelationships in the
economy as a whole, is particularly suited to hi¢ purpoza. n both the Principles

{1966) and Indusiry and Trade {1919), the author keeps ar eve firmly on business

21

2

As opposed 1o what is sometimes called the ‘logical’ time of comparative static and
dynamic formulatinns of equilibrium models. in the thesis, this latter concept of time - the
mathematician’s notion of time as a continuum - is contrasted with Bergson’s notion of
the durde - the "time’ that is experienced.

It is important to distinguish between Marshall's ideas and modern ‘axiomatic’ n2ociassical
theory. Loasby (1978] lists various ways in which the modern schemea deparis from the
spirit of Marshallian economics. See - 'so Leijonhufvud (19786, p.107, ftn.66) and Moss
{1980) on the Marshallian and 'conventional’ nenclassical theory of the firm.
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practices in late Victorian England. Things are changing around the firm all the
time and, without the impediment of having to analyse their effects on ail markets
at once, it is possible to examine their impact on firms and "the industry’ in a
methodical manner. Description and formal analysis can be combined in a way that
is precluded. by the complexity of the formal structure, interrelationships, and

stability conditions, of general equilibrium analysis.

Marshall’s equilibrium framework is still an encumbrance when the object is to
understand the decisions of individuals or ‘firmis’. Entities like "the market’ or "the
industry’ are taken as given, and appear as things that exist in the world. But
explanations of economic issues, such as the nature and scope of competition
between firms, depend on understanding individuals’ differing /mterpretations of
their markets. Similar considerations apply to problems of industrial location,

which depend on understanding the nature of investment opportunities.

Economic crthodoxy has been deveioped over more than a century, and positions
on hoth the subject-ratter of economics and methodological conventions have
changed in that time. It is therefore hardly surprising that economic orthodoxy is
not monolithic nor that there are sometimes fundamental differences of opinion
over issues. Some of the principal players have changed their minds and
repudiated earlier views {(compare Hicks {1978b, pp.137-138} and (1980} with
Hicks {1237)).

Different methodologies also contribute to divisions in orthodox theory, not least
in the area of macroeconomics, added after the ‘Keynesian revolution’, particularly
through the work of Hicks and Samuelison, to become a branch of the ‘neoclassical
synthesis’. The contributions of Keynes, Friedman, and Samuelson in the area of
macroeconomics are distinguished by what some interpreters {e.g., Shackle
(19867}, (1972a, Ch.37}, {1974); Loasby, {1976}; see also Lawson {1985)) see as
a strmng subjectivist element in the work of Keynes, compared with the
instrumentalism of Friedman and the conventionalism of Samuelson {see Boland
{1978}, (1982a, especially Chs.8 and 9); also Caldwell {1982, Chs.8 and 9)}.
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Similarly, methodological considerations separate Hicks® ant Hahn in the area of

microeconomics.

Today, the core of neoclassical theory is a widely-used conceptual scheme which
Loasby (1978) refers to as 'axiomatic economics’. The substance of this scheme
is described by Hausman (1984b, p.345) who identifies sight 'lawlike statements’
as the heart of equilibrium theory. The mathodology of axiomatic economics is
explained by NicCloskey {1883). With various tissures in the neoclassical scheme,
the unifying element is the notion of equilibrium. Hausrman (1984b) is correct in
asserting that '[wlhen one has succeeded in saying clearly what eguilibrium theory
is, one has largely succeeded in saying what neo-c/assical economics is’ (emphasis
added}.

The problems with neoclassical theory are a consequence of combining equilibrium
with “choice’, and that is what both the Marshallian and Walrasian traditions do.
it is not the third-person epistemology of an equilibrium theory, per se, thatr causes
concern. It is when the phenomena under discussion depend on interpretaiions by
different individuals of the phenomena themselves (which is the case with the
‘things’ akout which people make decisions), that the episternology of the third-

pers: n nerspective will not do.

V. THEME THREE: INDUSTRIAL LOCATION THEORY ILLUSTRATES THE
PROBLEMS OF NEOCLASSICAL ECONOMICS

The third them= of the thesis is that the epistemological problems of the
neoclassical scheme are embedded in the economic theory of location. Even if the
methodological shoricomings of meinstream economic theory are dismissed as

irrelevant for some branches of the theory,?® because it is c¢'aimed that their

23

The 'Preface {ond Survey)' of Hicks (1577, pp.v-xviii) aftords a good example of his
eclecticism and of the broad range of his often semina' sontributions to economic theory.

Even if this argument is accepted, provi-ad one also accepts that & task of theory is to
expiain what happens in the wourld, then those who espouse this view must admit that
{continued...)
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purpose is no* to explain decisions or how actual economies work {see, for
example, Arrow #nd Hahn {1971, pp.vi-viii}}, these argumenis do not pass muster

in the context of location theary.

A, Two approaches to industrial location

Location theorists, starting with Alfred Weber {[1303] {1929)}, treat their models
as 8 basis for explaining both what determines the location of industrial
undertakings and the spatial patterns formed by the location of industries. The
main requirement of a location theory is to explain how locations come to identified
or chosen. A complementary *:isk is t= show why there is a tendency for
businesses to cluster tugether. Location theory does not meet this requirement

because its methodology limits its usefulness.

There are in fact two different approaches 1o industrial location analysis. The older
of these is correctly iabelled ‘neoclassical’ location theory, which is also referred
to as orthodox location theory, and it suffers from the limitations of neoclassical
theory, It originated in the work of Alfred Weber {1928] and is developed in the
writings of Losch (1954}, Hoover (1937}, Smith {1871), and others. A useful,
brief overview and assessment of neoclassical location theory is contained in
Carrier and Schriver {1969, Ch.2).

Establishing how the methodology of the orthodox approach limits its usefulness
involves i analysis of the way in which the problem of the choice uf location is
presented, of how far the theory goes in explaining location decisions, and of

where the theory is deficient,

*

...continued)
they do not have a wholly adequate theory, and there is at least room for another theary
which does explain. In any event, eaconomists who espouse this view do so half-heartadly.
In practice, they often draw inferences about the “~eal world’ from the theory. On the
guastion of whether ganeral equilibrium theories explain, Hausman's views are worth
noting {1984b, ses especially pp.3563-3565}.
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The choice of location is implicitly based on & view of the scheme of things as
complete. The third-person epistemolagy is recognisable in the conception of the
location decision-maker’s ‘spatial knowledge’. With the further aescrtion that
individuals base thaeir location decisions on such spatial knowledge, location theory

misrepresents the decision-maker's understanding of the location problem.?®

Location theory siso provides a misieading explanation of the nature of location
dacisions. Thase decision-makers are ordinary Paretian optimisers, except that the
variahies relevant to them have a 'spatial dimension’.?® Given a complete spatial
picture of the world out there, in terms of prices at different points in Euclidean
space, the answer to the location problem is implicit in the formulation of the

problem itself,

The evolution of the neociassical line probably ended in the late sixties, possibiy
with the work of D.M. Smith {1879}, which is still based on a conventional
framework). At that time, geographers dissatisfied with neoclassical location
theory, began to deveiop new models of location decision-making under the
umbreliz of ‘industrial geography’. The theory of decision-making adopted tor this
purpose was developed in the field of behavioural psychology, so the term
"behavioural’ location theory, or the location theory of industrial geography, is used

to identify this approach.

According to Downs (1870, p.68). the behavioural approach of industrial
geography

256

An interesting anomaly is that, in defining the location problem within the context of the
episternology of mainstream theory, the firm exists independsntly of, and prior to, the
iocation that it is going tc choose.

It is argued in Chapter 3 that, like the notion of time in neoclassical theary, the notion of
space is a purnly formal construct associated with a third-person parspective. It has np
bearing on the individual’'s experience.
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repiaces the biack box concapt of man by a ‘white box’. Thus more
realistic assumptions about the nature of man, drawn largely from
other social sciences, are employed, and mean that the basic schema
for analysis is no longer environment/spatial behaviour, but
environment/man/spatial behaviour. Man therefore becomes an
intervening . variabla, and in this behaviours| foraulation is &
significant, if not grucial variable.

The promise that industrial geography would provide a theory of Iocétion decisk_'an-
makfbg' thai néociassical.'economics lacks, has naf materialised. This is because
industriai_ geography has a deterministic conception of the _scheme of fchings, and
thé noﬁon of 'p.rocedu'ral' .rationality associate  with the behavioural approach is
hqt far rehnbv'ed from that associated with "decision-making’ in neoclassical theory.
The third-person perspective is still at the root of the 'explanation’ of locational
choice and this is what makes the modeis unsatisfactory, though in the behavioural

models the theorist’s world \_fiew is not the same as that of decisiori-makers.

In a survey of the field and an assessment of the achievements of the geography
of éntefprise, Hayter and Watts {1383) express an accepted view when they argue
t.hat'most of the tﬁoni‘ributions iack an explicit theoretical underpinning. Many of
the studies of location decisions are smpirical, and insufficient attention has been
paid to conceptuél issues so ‘common threads linking this literature... remain at
bast implicit and the {fieid]... faces problems which arigse from the lack of unifying

methodology’ {p.157}.

The limited sucrness of the behavioural approach is also attributable to its
exponents not having agreed on what is wrong with naociassical theory, Industrial
geographers have not identified the sort of methoJdological short-comings of
neoclassical theury which form the substance or this thesls, They remnain
conimitted to explaining location decisions through the medium of a determinate

theory.
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B. Location from a subjectivist standpoint

Armed with an alternative subjectivist approach to decision-making (see theme
four}, and having used location theory to illustrate the problems of neoclassical
theory, cur object is to re-examine the location of industry from a first-person
nerspective. First, it is necessary 1o explore the meaning of decision-making and
planning from a subjectivist standpoint, and this is the purpose of Chapter 8. After
establishing that the location de.cisions are likely to be taken in planning an
investment in plant and equipment, we then ask what the lecation decision means
to the investment plannars and what factors are ikely to influence their decision
and the firm’s location. These questions are addressed in Chapter 7.

Tha epistemology of the third-person perspective abcoiutely subverts o

understanding of what it is to make a location decision, So, in re-examining e
locaticn of industry, it is necessary to gquestion the entire narrative of the
economics of location, starting with the idea of that individuals possess and use

a map image when they make location decisions.

Schiitz (1943, pp-131-132} describes how different individuats, inciuding an
‘expert’ brought up in the city, a stranger to it, and a cartographer understand a
city. His paints a stark contrast between a first-person perspective and the
ontology associated with the map image of spatial knowledge. Referring to the

expert, Schutz says that he

will find his way in its strests by following the habits he has acquired
in his daily occupations. He may not have a consistent conception of
the organisation of the city, and, if he uses the underground raiiway
to his office, a large part of the city may remain unknown to . m....
[Thel... centre wiil usually be his homs, and it may be sufficient for
him to know that he will find noarby an underground fine or a bus
leading to certain other points.... He can, therefore, say that hs
knows his town, and, though this knowledge is of a very incoherent
kind, it is sufficient for all his practical needs. (p.131)

Schitz makes no reference to spatial relations, but emphasises the subjective

nature of understanding. The centre is merely the area from which {in the expert’s
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experience) everything happens. The city is "defined’ by his own interests and
litestyle, and his understanding of institu .ns is- important in his daily life.
Knowing where to catch a bus is moere important than having a map (or specific

information} of the route from one place to another.

Placing these ideas in a8 hermeneutical context, the individual's city does nol exist
out there. What he knows, and how he knows, it is what se makes of it. The
‘structure’, or the way he thinks about it (which need not have spatiai
connotations), reflects his interests, hahits, work and family relationships, and
many other things. Schiitz also highlights the incoherent and inconsistent nature
of knowledge compared with the comprehensive and well-structured worid-view
associated with the epistemology of the third-person perspective {compare
Langeenbrug (19868}, Barr, et al. (1880), Gould and White {1874), Huff (1260)).

The arguments in Chapters 6 and 7 reveal that, from a different epistemological
perspective, decision-making loocks completely different. Decisions are judgements
and reflect the essential uncertainty of the individual in the durde. Uncertainty
means that the decision-maker cannot estimate the potential benefits, or vaiue, of
different possible courses of action. Decisions always involve his social
relationships, because other peoples’ intersets or requirements matter io the

decision-maker.

A theory of location {or any other) decisions must explain how social relationships
matiter, i.e., the importance to the decision-maker of the people with whom he
mixes. The thesis offers a framework for identifying the dezision-maker’s
associates and for taking account of their influence in the planning of -an
investment. The approach is based on & distinetion between small and large firms
u7-ause the nature of social reiationships is different in the two business

'anvironments’,

Basides the question of whether spatial considerations are relevant to location
decisions, the critique of traditional location theory reveals a need 1o reassess the
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most fundamental elements of a theory of decision-making, and the subjectivist
approach adopted in the thesis provides a means of doing so. The questions that
ara posed include: what is a decision and what is .. location decision?; who makes

these decisions and what are their motives?; and, sre locations chosen?

The answers are more than a liitle surprising in that they contradict the
‘conventional wisdom’ of mainstream economics. We argue that locations are not
selected, the decision-makers do not usually have occasion to think - about
alternative locations, and the idsa of finding an optimal location is irrelevant from
a first-person parspective. In fact, when it comes to planning an investment,

economic considerations may hardly enter the picture.

V. THEME FOUR: SUBJECTIVISM AND DECISION-MAKING

Economics needs a conceptual scheme that permits the theorist to examine the
individual's understanding of his social world, and to ask gue.*ions about how the
individual makes decisions. The approach that is appropriate for the task we call
‘subjectivist’, and the nature of a subjectivist approach is the subject of Chapter
4 where the meaning of subjectivism is defined, the suitahility of the label is

considered, and the epistemology is discussed.

Having identified why the quest for an alternative approach to economic theory is
an important part of the thesis, it is useful to indicate what that approach entails
and how it is used. The second proposition of the thesis refers to a subjectivist
approach to economics, based on hermeneutics, or interpretative understanding.
This form of subjectivism may he unfamiliar, and as one aapect of the thesis is

concerned with whether the subjectivism of the Austrian school® is a basis for
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The Austrian School is defined in Chapter 5 and an effort is made to identify an 'orthodox’'
Austrian position. But the exercise is compiicated by the fact that the history cf Austrian
economics is shoart &and intermittent. There are not many 'classic’ Austrian works, and
those that do exist, such as the contributions of Menger, Mises, Hayek, and Lachmann,
wera produced at different times in different milieus.
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explaining decision-making, it is desirable to cutline differences between Austrian

subjactivism and hermeneutics.

A. Austrian subjectivism versus hermeneutics

The reader who is tamiliar with Austrian economics may have detected an Austrian
‘tone’ in the first two themaes of the thesis, which contain motifs that are present
in the work of Austrian writers. He may assuma that the subjectivism of the thesis
foliows, an Austrian line. That assumption would be incorrect. For, in spite of
rejecting the formalism of neoclassical economics and espousing subjectivism,
Austrian theory embraces a third-person perspective (see Chapter B). The
epistemology of the third-person perspective is inimical to understanding decision-

m.xing, which precludes using Austrian theory for this purpose,

The purpose of a subjectivist theory is to provide concepts which are appropriate
for explaining conduct and those phenomena associated with individuals’ conduct.
Subjectivist methodologies assert that these theories afford knowledge, insights,
or an understanding of "how things happen’ which is general in form and which is

intersubjectively valid.

A hermeneutical approsch adds the important rider that the intersubjectivity of
understanding cannot be taken for granted and the nature of understanding has
itself to be understuod. Understanding, though intersubjective, is not universai,
and depends on who the understanders are, and to what extent they share a

common basis of understanding and interpretation.

A feature of sorne subjectivist methodologies is the {often tacit} acceptance of a
particular ontology - that the world exists out there, independently of the
individuals themselves. Here something more is claimed. The theory is objective
and is able to explicate what the world ‘out there’, beyond the experiences of
individuals, is really like. There is one real world, though individuals’ experiences

of it may differ.
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Because, apparently, the theory is formuiated from the standpoint of individuals’
‘experiences’ of the world, it can lay claim to being subjectivist. This conception
of the scheme of things, however, is part of the foundation of the third-persen
perspective. Completing the foundation requires that this weak subjectivism is
combined with determinism, which means that the world out there can be grasped
and represented in its entirety. Weak subjectivism characterises Austrian
economics and, in most Austrian contributions, is combined with an emphasis on

equilibrium outcomes to produce a thecry that is not subjectivist.

As we have already seen, hermeneutical approach to theorising, which comes from
the tradition of interpretive sociology and of phenomenology, eschews an ontology
associated with the idea of a world that exists. In contrast to a conception of an
individusl as somefhing oriented towards a {given) world out there, the focus of
hermeneutics is on thu individual's world, which he ‘constifutes’ through being
conscious of things and doing things. The individual breathes meaning into his
‘'world’ which is coextensive with this thoughts, changing as his interest, or
perspective, changes. Meaning is temporal, tied to experience in the durde, and

re-constituted with experience.

This approach still claims generality as a theory - i.e., that the categories with
which it deals are general ones and provide the scholar with an insight into, and
understanding of, a scheme of things which can be understeod by different people.
But its subjectivity is complete in the sense that everyone knows, and understands,
differently.?®
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The previous sentence attempts to head off the concern that this approach necessarily is,
or must lead to, solipsism. The matter is dealt with more fully in Chapter 4. The term
‘complete’ subjectivism is used instead of 'radical’, because the lstter is associated with
the contributions of Ludwig Lachmann {see various contributions in Kirzner {1986}}, wheo
argues that the future of Austrian economics lies in ‘radical subjectivism’. The meaning
that Lachmann attaches to the term is discussed in Chaptar 5.
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B. How Austrian theory and hermeneutics diverge

There are a number of ways in which the subjectivism of the thesis deviates from

modern Austrian thinking.2® The three most important are identified below.

The first way concerns the scope of economics. In an unflattering assessment of
the revival of {Austrian) subjectivism in economics, Coats {1883, p.27} comments
on the capacity of subjectivists to borrow from other disciplines. He states that

subjectivists do not fee cunstrained by the conventional beundaries
of economics. Thay r adily incorporate into their analysis slements
from any source - e.g. psychology, anthropology, sociclegy,
organisation and decision-thaory, political science - which help to shed
fight on economic problems,

A feature of an approach hased on interpretative understanding is that the
conventional barriers between disciplines - as much a part of Austrian econemics
as of other theories - disappear. Organisation theory and sociology, for example,
beceme an integral part of economic theory, when the latter is understood as a
theory Jealing with the way in which people make decisions that are related to the

management of resources.

Austrian theory extends into areas that neoclassical economics does not cover and
new directions for Austrian economics are being identified {see Lachmann {1991,
pp.139-142} on the desirability of providing & leading role for institutions). Yet,

even though Mises {1949) treats ecoromics as a part of the broader science of

Lavoie {1991b, pp.7-8}, draws attention tn the influence of hermensutical thinkers on
Austrian economists. In Chapter 4, it is argued that hermeneutics forris part of the
subjectivist tradition that gained momentum with the work of Max Weber. While in
Chapter G, reference is made to the bonds betwean Austrian economics and the
subjectivist tradition. It is submitted that Austrian theory, nevertheless, has retained an
objectivist apistemology. Lavoie also notes that there is, today, a small group champianing
hermeneutics as a basis of economic theory who 'advocate bold revisions to traditional
Austrian economics’ {p.3}. In the light of the distinction between the first-person and
third-person perspectives, as set out in the thesis, hermensuticists (whose epistemology
is consistent with a first-person perspective) have little option but to "advocate bold
revisions’ to Austrian subjectivism.
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human action {'praxeoclogy’), the scope of Austrian economics remains fairly

narrowly circumscribed.

It is not easy to establish why this is the case, but it appears to be a consequence
of an objectivisr, associated with Mises’s neoc-Kantian leanings, that identifies the
actor’s economic interests, on the orne hand, and economic variables and other
variables in the world, on the other, Reason dictates that the actor takes his

orientation from the ecc.,omic variables in order to satisfy his economic interests.

At any rate, in adopting a hermeneutical approach, which recognises that people
do things for different reasons even when they take ’'business decisions’, the
subject-matter of economics is no longer insulated from considerations that,

according to convention, are the domain of other social sciences.

The second respect in which subjectivism daviates from modern Austrian thinking
is that the consistent application of a first-person perspective entaiis the eschewal
of the notion of equilibrium. The analysis of decision-making does not refer to
‘tendencies towards equilibrium’. It also avoids attempts to describe any ‘state of
the world’ as inconsistent with a first-person episternology. To paraphrase Leitch
{1988, p.200), man is thrown into an endless interpretative existence. There is

never closure. Equilibrium demands clos ure, in the form of a complate scheme.

Once the epistemological perspective of the third-parson is dispensed with, and the
conviction that individuals do attempt to maximise is rejected, there is no need for
an all-embracing world view. Austrians remain ambivalent toward 1o role of
equilibrium in economic theory: some readily embrace the notion, others foel that

equilibrium is not without its problems.

One of the products of recent debate on the implications for economics of time and
uncertainty is the view that the state of the world is one of disequilibrium, where
tendencies towards equilibrium exist, but are continually thwarted by unexpected

changes {see Rizzo, 1979b). This reasoning is the product of a third-person
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perspective and has no relevance to a scheme which aims to explain how an
individua! constitutes his world.® The standpoint of the thesis is, bluntly, that
there is no role for a notion of equilibrium in a subjectivist theury.

The individualism of neoclassical theory is a conception of the individual-as-
mechanism. Hayek (1948b) refers to this ind” idualism. associated with Cartesian
ratipnalism, as a 'false’ individualism, and Hodgson {1986, p.219, ftn.1) notes that
it deprives the individual of any sense of 'agency’. In keeping with a general
rejection of attempts to apply a methozology of the nalural sciences to economics,
Austrians try to avoid a machanistic conception of the individual but
methodological individualism is a cornerstone of Austrian theery. This is the third
deviation of Austrian theory from true subjectivism. There appear to be two

reasons for this.

One is an affinity for the eighteenth-century liberal social and political philosophy
found, for example, in the work of Hayek (see Hayek {1248c) and Bary {1979,
Ch.1}}., The other, the more strictly methodological reason, is seen in Mises’
praxeology (see Mises {1978} and {1948, Part 1) on the praxeological method},
which has beer influential in shaping modern Austrian economics. Praxeclogy is
the method of social science. lts function is to provide a formal framework in
which human action is rendered intelligible. The esscnce of the method of
Jraxeology, according 16 Mises, is that individuals have an & priori understanding

of the categories of action.

We have two principal cbjections to the Austrian conception ot individualism, both
of which can be identified as consequences of the concaption of the praxeological

method.

Similar considerations apply to the concept of ‘market process’, which according to
Lachmann {see (1986} should replaca e- .ilibiium, und the 'kalsidic society’ of G.L.S.
Shackie {see {1972a, pp.76-79}). Both represent 5 world view, or cosmoiogy.
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Praxeological reasoning is only appiicable to, and van only explain, action which
has meaning in that it retlects individuals’ purposes - thsir attempts to use .neans
to a..ain particular ends, Economics, therefore, is concerned only with “rational’ -
i.e., conscious, deliberative - action. Other forms of behaviour based on habit or
a response to stimulus, are not intelligible to the praxeologist. What is more,
‘collective’ entities - like the firm or the goverrment - exist as intersubjectively
constituted ‘'meaning structures’, and what they do can be expiained only in terms

of the activities of individuals who work for, or belong t© , them,*

The first problem with the Austrian conception of individualism is raised by
Hodgson {1286, p.215). His concern is that “there is no adequate differentiation
between aciions which are carefully planned and others, such as habits....” The
tenet that the limits of prexeology lie in the area of rational action means that
economists can, or should, have nothing to say about peoples’ habits, customs,

conventions, or routines, and how and why these forms of conduct are important.

Because there is no distinction between planned and habitual conduct (the latter
is not part of economics), the misleading impression is gained that the individual
plans meticulously all his activities, The resuiting view of conduct suggests that
individuals do try to maximise and are guided by careful plans. Epistemslogically,

this is not unlike Pareto’s approach.

The second problem with Austrian individualism is that it is excessively 'atomistic’
and fails to take cognisance of the social nature of action, including the importance

of social institutions. The problem seems lie in a combination of methodological

an

See Hayek {*956bc, pp.53-59) for his discussion of ‘methodological coliactivism’. Haysek
argues that the collectivist approach ‘mistakes for facts what are no maore than provisional
theories... to explain the connection betvwaen same of the individual phenomena wnich wa
observe’ (p.b4.). He states that ‘wholes as such are never given to our observation but
are without axceptions constructions of our mind, They are not 'given facts’ ... we
spontaneously recognise as similar by their cornmon physical attribuies’ lee. cit.). The
difficulty with this type of critiqus, from the standpoint of herreneutics, is that it
presumes that there /s a world "~t there’ of /ndividusl facts, one which can be grasped
spontaneously and, unlike the 'w  les’, is independent of ‘constructions of the mind’.
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precepts. One is the idea that institutions only exist as the individuals {and their
actions) who comprise them. The other is that “oth according to praxeology -
where the explanation of economic phenomenc is achieved by spinning ocut the
implications of a few self-evid:nt thecrems - and in terms of what Hayek {1335¢,
op.38-40) calls the ‘'composiivs meinod’ of the social sciences, nothing much

matiers beyond individuals' choices.

According to Hodgson, {1986, p.222), "the socio-economic and institutional
environment has a significant effect on the kind of infarrnation we receive, our
cognition of it, our preferences, and thereby much of our behaviour'.®?
Hodgson's critique of methodologi~al individualism still contains the idea of the
individual as a passive recipient of information abut the institutional environment,

Hermeneutics goes considerably beyond this critique.

Foliowing a hermeneutical reading, understanding is always in terms of our
relationships with other people - our colleagues, associates, friends, or immediate
family - the people whose interests we have in mind bezause they have a bearing

on the things we are doing at the time. Although the individual is rightly the

32

Compare Hayek’s {1967¢}) exolanation o” individuals’ purchasing decisions . in his rasponse
to Galbraithi’'s argument that . rants are dependent upon the process of production. This
article highlights a phenorr znon commor amongst economists, They understand perfectly
well how the economy “waorke’ but will not reflect this understanding in their modernist
theories, in the article cited, Hayek offers useful insights into the social nature of market
activity, Yet none of thesa insights, which are certainly useful for making a case for
advertising, "spill over’ inte tne theory of advertising or of competitive conduct.

It seems to be essential to keep separate one’s understanding « markat activity and the
theory of market activity. Yet by doii.g so, one is rejecting the vary insights that Hayel
himself deems important for the social theorist - his understanding of human conduct
which forms the basis for the compositive method of ‘building up’ an explanation of
sconomic phenomena, In fact, this apparent paradox is easily explained. Whsen the
Austrians, following Mises, say w.at tha nature of human conduct is known to the theorist
and therefore forms the starting poirt of sccial scientific theory, they do not mean the
practical aspects of hurman scndust, 03 in going shopping. instead, what is referred <o is
the caregory of action itself. Individuals consciously choose ends and the means to
achieve them, people are rational, and economic phenomena can be "explained’ in terms
of these 'a prior’ categories. Whether this is the appropriate way to proceed - giving up
the practical insights for ihe sake of "theory’ - is debated in the next chapter.
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protaganist of a subjectivist theory, the individual's ‘world’ - the life world as he

understands it - is always constituted intersubjectively.
V1. OTHER DIRECTIONS

In Austrian theory the individual is isolated from hiz social relationships and the
nature of interpersenal relationships and their role in decision-making have been
overlookecd, Add to this the absence of social relations and institutions in axiomatic
neoclassical theory, and the resuit is that economists do not have a particularly

penetrating or perspicacious theory to applv 1o social problems.

In this context, Hodgson's argument (1986, pp.219-220) deserves consideration,

iWle are justified in giving [social institutions] some analytical
prominenca combined with the notion of agency of the individual.
The aim should be to avoid the pitfalls of voluntaristic individualism
on the one hand, and structural determinism on the othar. There is
no single or clearly marked route to success, but it is & direction
worth taking nevertheless....

The thesis shows that & subjectivist schermne, based on interpretative
understanding, and borrowing from Schiltz {1872) and others, can ta«<e us along
such & route. Making that journey is not only challenging because it opens new
vistas 1o economists, but algo because it means giving up much of the legacy of

economic theory.

Whether the journey is worth taking depends on how wedded economists are * .,
a narrowly-conceived notion of rational action and to equilibrium. it is deerﬁed
to be neither desirable nor necessary to champion the nction of equilibriuin and if -
as is argueu - there is adequate support for the view of that science neither does,
nor can, provide us with a set of universal truths, then there s ams te be little need
to remain wedded to a narrow notion of human conduct. On the basis that such
a notion precludes economists from asking questions about pertinent and important
issnes, and leaves economics somewhat barren, there is every reason why we

should seek a broader perspective on individual conduct.



CHAPTER 1 44

This discussion of the main themes of the thesis highlights the nature of the
methodological considerations around which the structure of the argument is
developed. No doubt the nature of the argumants upon which the thesis is based
is controversial. What the argumants in this chapter should show, together with
the survey of methodological issues in the next, is that the basis of the thesis is
not idiosyncratic. The thesis is an attempt to place a particular perspactive on, and
80 to clarify, problems of neoclassical theory which have long been felt and have
been articulated in other ways. It is also &n attempt to address some of these

problems.

The critical perspective of the research is a sign of the times. For a changing
outlook {though not yet a ne'v consensus) on what theory is about, and what
theory can or should do, has accompanied a widespread -disquiet, and even a
disgruntiement, with orthodox theory. These changes lend support to ihe
arguments that underpin the thesis. Gur object at the start of the next chapter is
1o survey-them, to show their implications for the formulation of economir theory

and how they lend support to the basic premises of the research.

in developing the themes identified in this chapter, the thesis is structured as
follows. The next two chapters are about neoclassical theory and why it is
unsuited to explaining decision-making. Chapter 2 covers the methodology of
modernism and the epistemology of the third-person perspective. The
hermeneutical questions posed by neoclassical economists about decision-making
are examined. Chapter 3 is an analysis and critique of the orthodox theory of
industrial location which concludes with a critical a- ‘essment of the story that the

theory tells about how location decisions are made.

Chapters 4 and B are devoted to examining and clarifying tha meaning of
subjectivism. in Chapter 4 the tradition of Verstehen and the contributions of
Weber, Schiitz, and modern hermeneuticists are studied in defining the
epistemology of the first-person perspactive. Then in Chapter 5 the epistemology

of Austrian economics is investigated in urder to atucertain whether Austrian
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subjectivism provides the foundation for a first-person approach to decision-
making.

The last two chapters are concerned with the application of a first-person
perspective to de_clsion-making. Chapter 6 addresses the question what are plans
and decisions, contrasting the conventional account of the decision-maker as
optimiser with a hermeneutical view, Chapter 7 reassesses location decisiors,
examining the way in which 'investmenf opportunities are identified by managers
of small and large enterprises. This aﬁalysis is Lised 'to.draw inf'erenc.es zbout

firmms' locations and about the considerations that bear upon the decisio-n_ to invest.
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NEOCLASSICAL ECONOMICS AS EPISTEMOLOGY

The notion that there is a permanent neutral framework whose
‘structure” philesophy can display is the notion that the objects to be
confronted by the mind, or the rules which constrain inquiry, are
commaoan to alt discourse, or at least to every discourse on a given
topie. Thus epistemology proceeds on the assumption that all
contributions to a given discourse are commensurablte. Hermeneutics
is largely a struggle against this assumption. .
Richard Rorty, Phifosophy and the Mirror of Nature, pp.315-316

Detarminism is history without humanity. Men and their roles appear
in the still and complete (though perhaps infinite) picture as mere
detaiis on the same footing as all eise.

G.L.S. Shackie, Time and Choice, p.4

I.  VIEWS ON THE NATURE OF SCIENCE

This chapter is about the methodology of neoclassical thsory. Its object, first, is
to identify what methodology neoclassical economists espouse, and what they aim
to do with it. Then, by examining the sorts of questions that neoclassical theorists
are posing, it aims to establish that wi.at they are trying ito do cannot be
accomplished using the espoused methodology. Finaily, the task is to reveal the
‘world view’, or conception of the scheme of things, that the methodology
supports, and to explain why the methodology is not suited to its purpose, even

as defined by the questions of neouclassicists,

Shaping the direction of the inquiry is the argument of Coddington {1875b, pn.540-
541}, quoted In Chapter 1, that the basis for judging a theory is not its ‘realism’,
but whether it s suited to its purpose. To evaluate a theory it is necessary to
ascertain its purpose and, in the case of neoclassical theory, this is not easy,
because the same theorists have assigned it two different, and contradictory,
purposes. The first arises from the conventional role of theory associated with the

'modernist’ methodology that neoclassicists espouse. In this case, the task of
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theory is to codify, classify, categorise, and predict. The second purpose is
established by the types of quastions which neoclassicai theorists are novy asking
about the nature of decision-making, and these imply a "hermeneutical’ conception

of science, the purpose of which is understanding and insight.

The two different tasks of theory are associated with different conceptions of
science identified in the first quotation used as an epigraph to this chapter.
According to Natanson {1962, p.1986), the first task is associated with the received
{epistemologicall notion of science. it traces its origins to Francis Bacon and

Descartes and emphasises

what theory does, what it produces. what its applications are....
[Alccording to its fruits the theory is judged valid, weak, or impotent.
The acid test... is parformance, and performance is iteelf judged in
accordance with the canons of standard scientific method....
Knowledge is validated by its capacity to transform the world....

The other way of logking at theory has a very different iineage.
From Plato through 5t. Thomas Aquinas... comes the fundamental
idea that knowledge is understanding and that understanding is self-
validating,. The task of theory is comprehension; and not
comprehgnsion for the sake of something eise, but comprehension for
the saka of comprehension. The criteria for a good theory are its
internal coherence, its capacity to llluminate the structure of reality,
its power to transform not the world but the theorist, to make him a
wise man.

As an objective of science, the ‘legitimacy’ of the latter task is stilt somewhat
suspect. The hermeneutical notion of science as secial discourse and inquiry finds
support among certain philosophers today and is part of a post-empiricist
philosophy of science (see Bernstein, 1983; Rorty, 1980). With hindsight, t-e
hermeneuticat interpretation of science has been evolving for some time, as Ebeling
{1986, p.46) indicates with a8 concise explication of the meaning of the
hermeneutical turn:

for the last hundred years the harmeneutical aspect to all human
understanding has slowly become apparent.... Once ‘the facts’ are
seen as theory laden, i.e. bound by context, ... the interpretive element
in both evidence and argumentation becomes an essential quality in
all understanding. A/ sciences become... Auman sciences, for it is
minds and not matter that serve as the tentative arbitrators
concerning the world and its working.
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As the hermseneutical view gains support, the second task of scisnce comes into
its own in that, if all human activity Including science is interpretative and
exploratory, science has no claim to certltude or to un‘versal knowledge. Until
now, however, the Cartesian legacy has maintained a hegemony over scientific
method in the twentieth century and has shaped the method of necclassical

economics,

The significance of the tw- tasks assigned to orthodox econumic tﬁeorv is that
they belong to the Cartesian and. hermeneutical notions of sclence which are
incongruent not only In terms of the objectives they endorse, but also in terms of
their epistemoiogies. The epistemology of the Cartesian view, manifested in the
methodology of orthodox theory, precludes the theorist from answaering his
guestions about decision-making because these involve insight into how the
individual understands. Thay pertain to the double hermeneutic o! vocial science

and the answers require an understanding of individuals’ understanding.

It is this that makes the msthodology and, specifically, the epistemoiougy of
neoclassical theory unsuited to its purpose, and forces economists to choose which

taslk they will pursue, because the same methodology cannot serve both purposes,

So far, the ‘choice’ has been to force hermeneutical problems into an orthodox
methodological mould, but the results are unsatisfactory. Questions about the
meaning of conduct are intrinsically relevant and the social scientist should be able
1o handie tl:em. QOur object in this chapter is to show why the epistemology of
neoc!assiéa! theory is an obstacle to answerihg these questions, In order to do so,
it is necassary to explain the implications of that epistermnclogy in terms of the sort
of world view that it entails. The epistemoiogy, and the limitations of orthodox
theory, are associated with a determinate scheme, identified by the concepts of

equiliprium and optimising behaviour,
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. THE RECEIVED VIEW OF SCIENCE: MODERNISM

The present objective is to examine the philosophical tradition on which
neoclassidal theory is based, highlighting the 'epistemological’ conception of
science, in order to astabiish the role of theory within this tradition and the attitude
towsrds explanstion associated with this conception of the roie of theory.

One is aware that orthodox economics is an amalgam of methodologies, There is
the danger that by describing one 'neoclassi.-  thodology’, differences among
scholars working within the paradigm are underestimated. Even so, there are
grounds for defining the neoclassical approach as having a coherent methodoiogy.

White the contributions assembled under this heading are all rosted in the positivist-
empiricist methodological tradition, there are at least three other unifying elements:
the acceptance of methodological individualis what Boland {1982a} refers to
as ‘psycholegistic’ individualisin (see pp.33-3%.,, .ie particular notion of rationality
related to maximising utility or profits {see Fausman (1984b), p.344 for a succinct
statement of the conditions associated with this notion of maximising); and the
central role ascribed to an equilibrium outcome (either market or genaral) based on
individuals’ and firms’ ‘choices’. Taken together, the latter two signify that
individual "cheice’, or behaviour, is determinate.

McCloskey (1983} refers to the dominant methodological tradition as ‘'modernism’
in order to ‘emphasise its pervasiveness ‘n modern thinking well besyond
scholarship” {p.484). Modernism is an ‘amalgam of logical' positivism,
behaviourism, operationalism, and the hypothatico-deductive model of science’,
its intellectual origins are mixed and the lineage of some strands in this heritage of
modern science stretch back a2t least to the Middie Ager when, according to
Benton {1877},
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[tlhe naw movement in philosophy was intimately connected with
innovations in scientific knowladge and constituted a challange to the
intsllectual authority of tradition, divine revelation and faith, at least
in those spheres being openad up to scientific knowledge. And this
challenge was not, of course, a purely intellectual one. !t had social
and political implications of the most prc round kind.

Modernism is particularly associated with the philosophy of Descartes which,
througt: the tradition of empiricism, made its way into the social sciences. It did
so via scholars such as John Locke, supplemented by the Kantian conception of
an ultimate objective basis for grounding knowledge, and came to social science

through August Comte and positive philosophy {see Benton {1977); Losee {1972}}.

Perhaps the purest expression of this empiricist philosophy of science is to be
found in the writings of members of the Vienna Circle, such as Carnap and Schiick,
in the twentles and thirties, which are identified with logical positivism {see
Caldwell, 1982, Ch.2). An important variant, logica! empiricism, was defined by
Papper at this time. Separating Popper’'s contribution from that o'f the logical
positivists, Magee (1975, p.49) states that 'Popper was never a poshivist of any
kind; quite the reverse, he was the decisive anti-positivist,... who put forward from
the beginning the arguments that led... to logical positivism’s dissolution.’! Since
that time, the enchantment with the Cartesian-Lockean-Kantian view of method
has waned in philosophy, and even successive generdtions of positiviets like Nagel
and Hempel did not make the same claims for their philosophy as the key to

knowiedge.

In making his compeliing case against the inductivism of logical positivism, Popper argues
1hat evidence accumulated through observation is nevar sufficient to prove the validity of
a theory. Instead, the scientist’s task is to attempt o fafs/fy hypothases.- Discovery . f
a single counter-instance is the basis for rejecting one hypothesis and for attempting to
discover others which cannot be refuted. Science progresses by first conjecturing about
new relationships and then attempting to refuts ti.ese. Popper (1963, Ch.1) explains his
phitlosophical position, contrasting it with positivism. There he makes clear that science
is & sccia activity, that cbservation ‘presupposes interests, paints of view’ {p.46} and that
it proceeds by conjecture, verbai argument, and triai aud error,
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Today, in the light of epistemological chalicnges to the Cartesian legacy, and the
debate over method in the philosophy of science that began in the nineteen sixties,
there is an extensive literature defining ths modernist paradigm of science and
exploring its history, with the result that there is fundamental agreement over the

main tenets or precepts.?

Benton {1977, p.18} suggests trat a 'central pre-occupation in epistemology
...{though it is by no means always explicit), is the search for ¢riteria by which to
distinguish scientific knowledge from the non-scientific.” It is in this sense that the
positivist-empiricist paradigm is referred to by Rorty {1980) as an ‘epistemology’?®.
In Rorty's view (see esp. pp.317-318}, the term carries a connotation which is
unflattering because it reflects a narrow and rigid conception of the nature of
intellectual endeavour and of the problematic of philosophy: philosophy’s role is to
serve as referee in respect of claims to knowledge and, since culiure is the sum

total of knowledge, philosophy is the foundation of all enlightenment.

The Cartesian cream or hope was that with sufficient ingenuity we
could discover, and state clearly and distinctly, what is the
quintessence of scientific method and that we could specify once and
for all what is the meta-framework or the permanent criteria for
avaluating, justifying, or ¢riticizing scientific hypotheses and theories.

In this quotation Bernstein {1983, p.71) conveys the essence of a modernist
phiinsophy of science. He adds that

[t]he spirit of Cartesianism is evidenced not only by raticnalists but by
all thoss who subscriba to strong transcendental arguments that
presumably show us what is reguired for scientific knowledgs, as weil
as by smpiricists who have sought for a touchstone of what is to
count as genuine smpirical knowledge.

Useful overviews of the history and main precepts of the lcgical positivist and empiricist,
hvpothetico-deductive conceptions of stience are contained in the following works. On
the tenets sea Benton (1977, Chs. 3 and 4); Caluwell {1982, Chs. 2 and 3): Hollis and Nell
{1975, Ch.1}); also McCloskey {1983, pp.484-485), On the history see Losee {1972).

In referring to this paradigm as an epistemology, the implication is that there are others.
One of thesa is Transcendental Phenomenology, as conceived by Hussarl, who saw in the
method of phenomenological reduction a route to apodeictic knowledge. See Chapter 4.
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In the idea of a meta-framework, associated with modernism, all thought is subject
to the same criteria for evaiuating the corractness of knowledge.* As s
consequence, the oft-cited dichotomy betweei: natural and social science is

without substance.
A. The nature of scientific endeavour

What is the modernist conception of science? The description of tenets of
modernism that follows serves as a background for answering various questions

that are then posed about the nature of theory and its role in science.

The purpose of science is, to borrow Rorty’s felicitous exprescion, to provide a
mirror on nature. This metaphor identifies the subject-matter of science as
something that exists ‘out there’, separate from, and independent of, the
individual. Discovering nature, out there, involves observation, and observation
must be neutral and objective. To justify its claim as such, knowledge must be a

true representation of what happens out there.

The probiem is that observation, being partial and subjective, cannot be counted

upon to yield a true represe~tation, and aven language and terminology gets in the

Polanyi (1973, p.139) argues that the 'paradigm of a conception of science pursuing the
ideal of absolute detachment by representing the world in tarms of its exactly determined
particulars was formulated by Laplace.” He quotes Laplace as follows (p.140):

ali forces by which nature is animated and the respective positions -

of tha entities which compose it, ... would ambrace in the same

formula the movements of the largest bodies in the universe and

those of the lightest atom: nothing would be uncertsin for it, and

the future, iike the past, would be prasent to its eyes.
Polanyi comments that ‘[tlhis ideal of universal knowledge is mistaken, sinces it substitutes
far the subjects in which we are interested a set of data which tells us nothing that we
want to know’. He continues (p.141) that the "tremendous incellectual feat” of Laplace
‘has diverted attention {in a manner commonly practised by conjurers) from the decisive
sleight of hand by which he substitutes a knowledge of all experfence for a knowledge of
afl atomic data. Once you refuse this deceptive substitution, you immediately see that the
Laplacean mind understands precisely nothing and that whatever it knows means precisely
nothing’. (Emphasis added}. Lawvoie (1991b, p.2, fin.2) credits Polanyi with a
harmaneutical approach to the natural sciences.



CHAPTER 2 53

way of describing the world as it really is. How can one tell whether a proposition
actually conveys knowiedge? Only by subjecting it to an empirical test and
confirming its status as knowledge if it passes the test. Science, then, consists
of testing hypotheses. A theory is a hypothetico-deductive system for generating

propositions about observable phenomena - hypotheses - which can be tested.

This i¢ the one view of the purpose of theory, which is judged according to its
results, its applications, and its performance in yielding knowledge about what

happens 'out there’.

Although this account of the Cartesian legacy of science glosses over complex
problems with which successive gsnerations of philosophers grappled, for a long
time there was substantial consensus about the task of scienge. The philosophical
issues revolved around the problems of Auw to construct the neutral, objective
"language’ or conceptual scheme for express...g the reilationships that it was the
task of an empirically-based science to discover.® This is the conception of

siience that neoclassical theory adopted.
B. The tenets of modernism

The main principles of modernism are captured by McCloskey (1383, pp.484-485)
and Hollis and Nell {1275). Between the eleven statements of McCloskey and the

ten tenets identified by Hollic and Nef there are appreciable overlaps.

For example, both agree that the task of science is'prediction and control. Both
agree that claims to knowiedge are based solely on observation. Likewise they

overlap in the claims that it is necessarv to devise abjective, reproducible

Various aspects of the problems which confront theorists in pursuing an inductively-based
science, and of asserting proof on the basis of induction, are examined by Losee {1972,
Ch.10; and also by Boland (see 1282a, Ch.1}, Caldwel {1982, Ch.4), and Ho'lis and Nel|
{1975, Introduction and Ch.1}, who all place considerable emphasis on the particular form
of these problems in economics and tha socisl sciences.
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experiments and that things cannot be known & priori®. There is a need - implicit
in the notion of modernism as an epistemology - to draw a strong fine between the

positive and the normative; judgements of value have no place in science.

McCloskey's list highlights the pre-eminence of mathematics and statistics within
the modernist scientific tradition. Hollis and Nell add the rider, which'is central to
the debate on the methodology of the social sciences, that ‘sciences are
distinguished by their subject-miatter and not by their methodology’. Tne world
‘out there’ is a single entity. Different groups of scientists - from nuychologists to
physicists - are interested in (observing) different bits of it.

C. Theory and explanation

What is a theory within the modernist methodology: how is developed; and what
purpose does it serve? As explained by Benton {1977, pp.64-65) and Caldwell
{1982, pp.25-26), a theory is essentially a hypothetico-deductive system invoiving
an hierarchical structurc.. its purpose is to generate thearetical generalisations

about the world, propositions which can be tested.

In this conception of theory, a higher level of {synthetic) statements consist of
axioms or postulates of a deductive system. The mathematical variables at this
level often refer to unobservable properties of entities or prucesses which are
termed "theoretical’ concepts, as distinct from ‘cbservational’ concepts at the
lowest level of statements, which identify properties that can be observed or
measured directly. From the higher-level statements, propositions can be deduced
which identify quantitative relationships between variables. The lower-level
statements, which are deducible from the former, describe observable phenomena
and are the propositions which may be tested by opservation.

McCloskey’s precept {5} st~ es that ‘... subjective ‘observation’ {intiuspection) is not
scientific knowladge’. This is different to the claim that knowledge cannot be acquired
a priori, since the Kantian view is that & priori knowledge is not subjective:
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In order to make the system empirically meaningful, there must be a means of
linking the theoretical concepts at the higher level {which often réfer to
unobservable entities! to the lower-level observativnal concepts whi_ch exprese
empirical generalisations. This is achieved through linking statements, designated
"correspondence rulas’ or "bridge laws’, which expres}s functiona! relations between

the two classes of variables.

The acceptance of non ¢ servable throretical entities as part of scientific discourse
neans that not all statements or assertions within a theoretical system can be
directly tested, instead, theorntical statements acquire their vaiidity - as clafius to
knowledge - indirectly, when the theory as a whole is confirmed by testing the

deduced conseguences against the data.

This concept of theory covers both of the meanings thz - are generally ascribed to
the term in the modernist tradition, and are identified by Hollis and Nell {1975,
p.8}. “Theory’ is either the set of 1, Jothe<as in the hypothetico-deductive ~ystern,
or the means of transforming the hypotheses into testable predictions about data.
Often, however, the meaning is left implicit and this is a source of possible

confusion,

in the iight of this discussion of modernism, there are two quesidons that need to
be examined: in what sense is i the task of theory within the modernist paradigm
to explain what happens in the world out there; and, do neoclass ~al theorists

adopt the modernist standpoint on the tasks of theory?

Aceording to the canons of empiriﬁism, sclentific explanation invoives bringing a
pheromenon or a law under a higher-level !'aw. This is known as the ‘tovering
law’, or deductive-nomoiogical {D-N) cc:. ~ption of explanation. i.e D-N model,
which dates from the forties, is explained by Caidwell {1982, pp.28-29), {See also
Benton (1977, pp 53-b4) and Losee {1972, pp.158-161)).
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[Alny legit'mate scientific explanation must be expressible in the form
of a deductive argument in which the explanandum, or sentence
describing the event to be explained, is a valid, logical consaquence
of a group of sentences called the explanans. The deductive nature
of explanation is stressed; if the initial conditions along with the
general law{s) obtain, the phenomenon described by the sxplanandum
must occur,

This noiion of explanation enables the scientist to establish where something {that
exists in the world) helongs in ithe world out there. It fulfils the role of classifying
phenomena. The thing is ‘explained’ because it is recognisable as part of class of

other phenomena: it has similar properties or ‘behaves’ in a similar way.

In addition, judging science by what it produces rmakes prediction a focal point of
scientific endeavour. The D-N model establishes the logical, structural symmetry
of explanation (in the particular sense in wnich the term is used) and prediction.
The only difference between the two is a temporal one. If the pt enamenon
described by the explanandum has arready occurred, the theory ‘explains’, ii it is

still to secur, the theory “predicts’.

Besides taking cognisance of the resonant voices that have been raised against this
notion of explanation, it is worthwhile noting that for instrumentalists - represented
in economics by MMilton Friedman (see Boland (1879 and 1882a, Ch.9) and
Caldwell {1982, Ch.8)), whose methodology is widely imitated - even the
connoptation of classificatio,. in explanation is irrelevant., What mat 8 simply
the practical, predictive succsss of a theory’. As the means of producing
predictions a theory is a ‘black box’, in that the content is immaterial as long as it

produces the right results.

Although the hypothetico-deductive model of theory treats theoretical statements
{about uncbservable entities) as valid if the theoretical system as a whole is

Benion (1977, pp.69-70} states tnat instrumentalism rgjects ‘the "underiying”™ or
"-anareirn” machanism conception of cause, as against the positivist conception of
czu.ality a3 "constant conjunction” ur "nacessary and sufficient condition®.’
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confirmed by testing it, Benton (1977, p.87) argues that the instrumentalist
conception of scientific theories is the only one strictly available for verificatiqnists

of the logical positivisi Mach-Carnap school variety.
D. What do scientists actually do?

In the course of the last thirty years - inspired by the seminal contributions of Kuhn
(1962}, Lakatos 11970) and {1976), and Feyerabend (1978} - the study of the
nature of scientific progress and change has become something of a growth
industry.® The question of what it is that scientists actually do has been subjected
to detailed examination. Naturally, the paositivist-empiricist paradiom has not
escaped this scrutiny. Joss the methodolagy intrinsic to modernism really reflect
the nature of scientific endeavour? s it about a neutral, "observation language’,

‘correspondence rules’, "‘covering laws’ and prediction?

Rorty {1980, £.321: says that ‘{wle will be epistemclogical where we undsrstand
perfectly well what s happening but want to codify it in order 1o extend, or
strengthen, or teach, or "ground” it’. A view that is attracting increasing support

is that, even if some of what scientists do fits this description, scientific practice

8 There is now also an extensive literature analysing, comparing, and evaluating the
contributions of these - thors, panicularly the work of Kuhn and Feyerabend, which has
provoked the greatesi reactiun. Imitally, a general response seemed to be that, in
criticising tho positivist view of rational science, these authors were either advocating an
approach to scienuze, or documenting a scientific community, which had abandonad
cbjectivity for relativism. Philosophical discuurse today, reflecting the development of
post-Wittgensteinian analytic philosophy, stressing the importance of language and
adapting & hermeneutical »osition, holds that there are other directions beyond objectivism
arid relativism. These ar2 only treated as ‘natural’ opposites from the standpoint of a
philesophy which seeks e certitude of an epistemology (in Rorty's sense).

Accepting the 'subjestivisin’ of a hermeneutical pcsition does not preclude intersubjective
consensus ar agreement, based on a variety of criteria including aesthetic ones, on what
constitutes on acceptable theory. In this view cnnsensus is not contingent upon
discovering “tha world out there as it really is’ - pern. inent and immutable - but upon
institutional structures and social approbation which will change over time.” A usefu! and
fairly up-vo-date examination of the these issues in the philosophy of science, which
includes an analysis of the contributions of Kuhn and Feyeraband and explores the origins
and assesses the implications of the hermeneutical turn in philosophy, is Bernstein {1983,
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is much more about trying to find out why something is happening, /nterpreting,
and discovering through discourse and interaction, than about generalising over

what exists out there.

Significantly in order to reach this point in the critique of the nature of scientific
endeavour, philosophers of science themselves have had to step outside the
framework of logical positivism and logicai empiricism of formu!ating. hypotheses
about, observing, and testing, what was going on. Instead, they rely on

interpretation and understanding.

One of the reasons why the positivist tradition has had such a hold over
philosophers and scientists is explained by Natanson (1962} in contrasting
naturalistic and phenomerningical methodologies.® He observes that
phenomenoiogical methodologies, which recognise that social action is founded
upon intentional experignce, permit ‘questions about the nature and status of
intentional experience... {to} be raised and resclved within the same framework’
{p.158).

At the conceptual leval,... the method of natural science and the
method of social sclence [phenomenology] are radically different; the
former is rooted in a theoretical system that may never take itself as
the object of its inquiry without yranscending fts own catsgories; tha
latter, in its phenomenologicai character, necessarily becomus self-
inspecting yet remains within the conceptual system involved...,
Furthermors, whereas the phanomenclogica!l approach bagins by
raising the question of its own philosophical status, the naturalistic
standpoint cancels out the possibility of self-inspection by its own
claim that natural science provides the essential method ror stating
and evaluating philosophical claims. |p.159. Emphasis added).

The ‘official rhetoric’ (the term is McClaoskey's) of neoclassical economics is
modernism. By implication, ‘doing economics’ involves applying the precepts

described above. The purpose of econarics is to mirror the economic laws which

In this quotation Natanson, who is espousing the methodologv of phenomenology, squates
phenomenoclogy with the methed of social science. There are certainly many social
scientists, even among those “who accept 8 methodaologicai dualism between the natural
and social sciences, who would not agree with this equation.
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exist in the worid out there, with the object of being able to predict. The
knowledge gained will serve to master that world, and perhaps to transform. it.

In the next section, the object is to examine the practises of economists. To do
80, they are divided into two groups - ‘applied’ and 'theoratical’ - and the methods
that they employ and problems that they pursue are analysed. This provides a
means of determining whether, and how far, the methodology of modernism
actually influences therr activities. When we deal with the hermeneutical turn in
neoclassical theory, the analysis serves as a foil to establish whether those with

a hermeneutical bent are reneging on a strong modernist tradition.
Ul. WHAT IS NEOCLASSICAL ECONOMICS ABOUTY?

A positivist methodology was ‘officially’ propagated as the method of economics
in Hutchison’s {1938) The Significance snd Basic Postuletes of Economic
Theor '® From the time of its publication, the methodological precepts of this

work were criticised, a particularly vicious attack being launched by Knight {1940).

in fact, as noted by Caldwe! {1982, see p.135, Note 1), before this, Pareto
brought s Comtian, positivist conception of scientific rigour to economics. Tarascio
{1968, Ch.3,pp.30-38), argues convincingly for' the Iinfluence of Comte’s
methodoiogical approach on Pareto, despite the latter’s accusation that Comte’s
principles were ’‘pseudo-experimental’ and that he had regressed frem the
‘experimental’ {positive} phase of inteliectual evolution to the lowest, "theological’
(supernatural} phase (pp.34-3b). Pareto has had a marked impact both on the
formulatior. of genera! equilibrium theory and, more generally, on the methodology

of economics.

"0

The contrast between the methodology advogated by Hutchison (1938) and that
associated with Robbins {1949, 1st ed. 1232) should be noted. Faradoxically, it is
Robbins’s definition of economics that has stuck, whils Hutchison’s methodological
prescriptions found favour. See also Caldwell {1982, Ch.6).
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Many factors appear to have combined to create the situation where catallactic
probiems (see Chapter 1) were squeazed into the maould of logical positivism or its
logical empiricist successor. Tarascio says that ‘[dluring the nineteenth-century
development of economics, there was a kind of inteliectual interregnum during
which the procedures used by aconomists were vague, shifting, and tenta*ive’. He
goes on to add (p.4) that "ecunomists, as wel! as sociologists, 1.'t th: need to

"rationalise” their aims and procedures’.

Among various influences on the methodology of economics, empiricism was the
prevailing view of science. Classical Newtonian mechanics had achieved enormous
success In opening windows on the physical univérse and the newly emerging
discipline of economics no doubt gained respectability by adopting the emwpiricist
mantle.’ In addition, with the social sciznces still in their infancy, many early
catallactists had their training in engineering or natura!l science (see Bosttinger
{1867, p.63)). )

Although the subject-matter of economics changed in the eighteen-seventies a
notion of equilibrium remained and the methodolegy was shaped by the language
of equilibrium theory. Later logical empiricism seized the imagination of economists
and Hicks (1846) and Samuelson {1948) and others enthusiastically adopted a
mathematical approach as a means of extending equilibrium models and of

investigating their logical properties.

As an assessment of what motivated the evolution of modernism, McCloskey's
(1983, p.4886) irreverent view is worth noting. 'Modernism’, he says, ‘is influential
it economics not because its premises have been examined carefully and found

goad. It is a revealed, not a reasoned, religion.” McCloskey’s assertion applies to

1

The view that scientific respectability depends on social approbation darives from the
arguments of Kuhn {1970). See also Katouzian's {1980, »p.117-118; also pp.i19-132)
commernts on Kuhn's sociological view of the ‘invisible coliege’. lHermeneutics identifies
theorising as a social activity so economists adept the 'language’ of thair peer and
colleagues.
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economics. The insight of Kuhn (1962) is that induction into a paradigm is like

training for the priesthood.

However, the superficial impression, reinforced by the contents of 'methodelogy’
chapters of introductory textbooks, that the heart of positivisn: beats as vigorously
as ever, is belied by a closer examination of what economists actually do.
Mareover, it was certainly naot ingvitable that economists should have chosen the
positivist path, and the nature of the priblems that occupied them in the early
years of the catallectist revolution made this seem unlikely. Indeed, at the time
that the seeds of the orthodox approach were being sown, the tradition of
Verstehen was beginning 1o emerge in opposition to Comtian philesophy. Max
Weber was prociaiming the desirability of methodological piurality, with different

methods for the natural and social sciences.

To ascertain what methods economists practise, following Coddington {1575b,
p.B44), it is appropriate to divide the practitioners into two catageries. Those
‘ueing theories as an instrument of applied investigation; and [those]... developing,
refining, and extending them as a theoretical exercise or contribution to analysis.’
These two groups are referred to as "applied” and ‘theoretical’ ' economists

raspectively,’?

Our main interest is in the sacond group, which includes the individuals most
closely associated with the .avelopment of general equilibrium (GE) theory.
Answering the question as to whether or not orthodox economists are doing what
they claim to be doing in terms of their modernist methodology, affords an
opportunity to idemify some of the main varieties of criticism levelled against

neoclassical theory.

The categories are not rigid, and the contributions of some mainstream economists -
Friedman and Samuelson come to mind - puts them firmly in both groups. It is also
necessary to distinguish between those theoretical economists whose interest lies in ‘pure
theory’ and those whose goal, ultimately, is to apply the concepts and to establish
empirical relationships.
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A. Appled ecoromists

There are various assassments of the methodologies of applied neoclassical
econcmists (see, inter alia, Boland {1982a), Caldwvell (1882), Katouzian {1980j,
O'Suilivan {1987)), and the charactoristics of 'typical’, modern, contributions in this
categoaty are .Identified by Boland {pp.116-119). All these writers agree that it is
essential to distinguish between what economists sey that they do (the

methodologies they espouse} and what they actually do.

McCloskey {1983} highlights the cortradictions. As far as the claims are
congerned, having noted that ‘few in phiiosophy belisve as many as haif of... [the}
propositions’ that k2 identifies as the ma’ tenets of modernism, he suggests that
'8 large majority of economist: believes them all.” {p.485). Yet, having argued that
the modernist paradigm is unaccepitable and that economists could not, anyway,
hope to pursue the positivist goals {pp.486-493), McCloskey also notes that,
fortunately, they do not try very hard to do so. Economists have a ‘workaday
rhetoric’, which is an important element in their arguments, explanations, and

'proofs’, and which diverges from the official rhetoric.

Coddington (1978b, p.Bb4b) argues in a similar vein. Discussing economists’
attitudes towards the 'scientific’ criterion of falsifiability, he states bluntly that “{als
far as what economists actually do with theories is concerned, “falsi?:y“ is simply
an irrelevant category’ {see also Katouzian {1980, pp.55-71), O'Sullivan (1987,
Ch.11, esp. pp.185-168}, cin the methodology of positive economics in practice).
Caldwell is somewhat kinder. He offers various reasons as to why applied
economists’ reputations (as scientsts) should not be determined by the
consistency with which they Gphold the tenets of modernism, especially that of
testing (or attempting to falsify} a theory. His arguments include the consiusration
that the subject-matter of economics, as a ¢ocial science, does not provide the

canditions for evaluating unambiguously the outcomes o7 tests (see pp.238-242).
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in discussing whether it is important that economists are scrupuious in rejecting a
theory when it fails to pass a test, Caldwell notes that empiricists ‘recognize that
empirical criteria are uften insufficien: for unambiguous choice among competing
theories. Their solrtion is to supplement the empirical criteria with other criteria.”
{p.231}, ¥ economists do not practice what they preach is there anything to be
had from advocating an empiricist or madernist research'agenda? CaldWeiI adoyts
an ambiguous position on this question. ‘The invocation to iry to put
faisificationism into practice in economics need not be dropped, though it seems

that there is little chance for its successful application’ {p.242}.

If neoclassical theorists neither accept nor reject theories on the basis of what they
find, ther Boland’s {1982z, p.128) interpretation is well worth considering.

[Ilf the usual published positive neoclassical articlss... are agtually
considered contributions to “scientific knowledge’, then it can only be
the case that the hidden objective of such positive economics is a
long-term verification of neoclassical economics. Specifically, each
paper which offers a confirmation of the applicability of necclassicsl
economics to ‘real world’ problems must be viewed as one more
positive contributien towards an ultimate inductive proof of the truth
of neoclassical theory. Our reason for concluding this is mersty that
logically alt that can be sccomplished by the typical applicaticn of
negclassical theory to ‘real world’” phenomena is a proof that it is
possibie to fit at least ong necclassical mode! to the available data.

B. Theoretical economists

Criticisms of the theoretical contributions of neoclassical economists are wide-
ranging and often devastating. A comvrnon criticistn emphasises the gap between
what is said and what is done by economists. This problem has long been
recognised in theoretical writings. Knight (1940, p.31) says of Hutchison’s (1938)
work, which fir.t advocated falsificationism in economics, that ‘pe haps [its] chief
merit ... lis that] the author ends up by virtually abandoning the "griteria® on which

at first he lays so much emphasis’.

Katouzian (1980) vigorously attacks mainstream theory from a number of different

directions. He offers his own lucid assessment on the much debated topic of the
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use of mathematics, and is particularly scathing about the slevation of mathematics
to an almost mystical status in economics (see pp.164-172), Pleading for greater
methodologica! tolerance, he argues not that mathematics is an inzppropriate
language for exploring economic problems but that,

the irrational, uncritical and authoritarian elevation of mathematical
economics is prorne to... very serious dangers.... Economic science
can afford mathematical economics in & ‘peaceful coexistence’ or
even 'détente’ with othar approaches. What it cannot afford is the
professional hegemony of mathematical economic ; aspecially if this
is effected by a combination of chauvinism and professional power-

politics.™

As & conclusion to his critique, Katouzian examines the subject-matter of a satnple
of contemporary theoretical writings in journals {pp.184-204;. His audit is spiced
with a good deal of under-stated humaur, probably to underscore the exasperation
evident in his summary 'analysis of the evidence’ipp.204—206). He says that
'[tlhere is a rising trend among economic theorists to propose ideas which are not
empirically testable. It looks as if, in practice, Positive Economics is virtually non-
existent.” Also, Katouzian notes the ‘precedence of furm over _content, of
technique over problem, of mathematics over economics...” (p.204). Finaily he
contends that ‘[mlany - and, especiaily most of the more mathematical - theories
are abstractions with little or no conceivable counterparts in the world of reality’
and the subject-matter is "analytical puzzles as opposed to substantial proﬁlems'

{p.20B). This last point is echoed in arguments later in the thesis.

Hollis and Neli {1975} provide a trenchant critique dealing mainly with flaws in the
positivist methodology of economic theory, including the problems associated with

prediction {Ch.5). Among their criticisms is a familiar one that neoclassical

13

Cur standpoint is that the language of ranathematics may bhave a place in a scheme which
is associated with tie epistemology of the third-person perspective - a complete world that
consists only of things and can be represented by symbols and a set of equations. But
mathematica is inappropriate in a hermeneutical theary which aims to provide answers to
questions about how individuals judgements, beliefs, and interests are associated with
their decisions. 'Mathematics’, Shackle states {19722, p.26), ‘can explore the meaning
of what is already implicitly stated, of what is already given. A mathematical model... has
no rlace for... novelty.”
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economics, with its emphasis on raticnal economic man, abstracts from (and
overlooks} things which are important in understandirg the world. To these
authors, important considerations that are ignored periain to a Classicai-Marxist

description of the world, to which they are amenable.

In summary, there is a reasonably widespread view both 1nat ric2uiassical theory
is not good positivism and that whatever is being practised produc~s unsatistactory
theory. There is probably much less agreement, however, on what neoclassicists
should be doing, and the difficultics here are twofold. The problems, generally, are
rot recognised as methodological ones, so the view is that modernism is essentially
sound, but the theory needs to be developed in some way." Nor is it realised
that some of tha hermeneutical issues of interest are not the scrt that Katouzian

singles out as typicai of neoclassicists’ theoretical research efforts.

Though we can sympathise with the litary of complaints that orthodox theory is
100 ‘abstract’, the difficulty with this argument i3 that it presupnoses a particular,
but different, conception of what t - world is really like and, hence, of what
problems theory should cover. None of the critiques discussed here touch upen the
distinction discussed at the beginning of the chapter - which we attribute to Rorty
{1980) but which is also adopted by Bernstein (1983) - between science {in its
traditional incarnation) as an epistemology and theorising as a hérmcneutical

activity.

it is difficult to know why and when the turn to interpretative understanding
occurred and it is doubiful whether many economists are aware that it has
happened. Fewaer still are likely to admit that the methodology of modernism is
being made obsolete by the types of questions that are now being posed.

4

For exampls, having noted deficiencies of Arrow-Debreu general equilibrium and suggested
issues that have to be addressed, Hahn {1982, p.15) feels 'confident enough to conjecture
that very shortly a large and rigorous caliection of models with these possibilities wil! be

available.’ '
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The questicns that some leading orthodox economists are now ssking, and the
demands they are imposing on their theory, are not of the "traditional’ type'®, but
are an admission that they do not have firm convictions about what the world is
like, and are engaged in a process of interpreting problems. Instead of consensus
about the nature of the world and about how to investigate and to describe it,
neoclassical theorists are trying to understand and interpret. They are seeking

enlighienmen:, and not - at least not immed- ytely - the ability to predict.

Their problems are essentially hermeneutical and they are not ‘legitimate’ ones for
the modesnist to pose. The guestions entail Aow 10 represent and to model
conduct. The problems are those uf the sceptic and they ar¢ self-reflexive in
questioning the comprehension or understanding of the theorist. How do
individuals jearn? What does uncertainty mean, and how can it best be

incorporated inte aconomic models? How can these things best be expiained?

Thase questions are not entirely new. Throughout the history of neoclassical
economics writers have identified that the theory does not provide an accuraie
picture of the nature of human conduct and decision-making. In retrospect, one
can see what they we : getting at. The problems first of comprehending and then
of modelling human conduct are reflscted in earlier attempts, such as that of the

Swedish School, to take account of expectations {see Kreget (1977)).

They are also at the heart of whal Shackie {1965, see p.44) identifies as the
contrast between Keynes' spirit and the method of the Graeral Thenrv. The

hermeneutical problem of how the theorist shouid interpret and exbla. wrrian

16

This point underscores the importance of a8 hermsneutical framework in exploring the
nature of scientific activity, for it is an agsertion that the guesticns that scholars seek to
answaer are relative 1o our ‘state of knowledge'; influenced by 'what individuals, perhaps
with the support of a scientific community, desm to be impcrtant at some time, and 2izo
by what that community (which may be a very small one} considers to be legitimate
techniques for analysis and problem-solving. The social ‘consensus’ can and does change
for various reasons, not least because of new fashions, or "tastes’, within the community.
Aumann {1985, in the section 'Science and Truth’, pp.31-35) has some anecdotes
illustrating the historical relativisry of ‘knowiedgs’.
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conduct Is behind the analogy used by Keynes in a lstter to Harrod (quoted by
Lachmann (1986, p.160)) to convey the fact that, as a ‘'moral’ science; sconomists
need to take account of “the apple’s motives... and whether the ground wanted the
apple to fail, and on mistaken calcuiations on the part of the apple....” Only quits
recently, however, have neoclassical economists shown an interest in the

significance of the these questions.
IV, NEOCLASSICISTS IN PURSUIT OF HERMENEUTICAL PROBLEMS

Our task, now, is to identify seme of the questions which revea! the hermeneutical
direction that neoclassical theorists have taken. !t is in the contributions of Hahn
that the hermeneutical element is perhaps most cbvious to the researcher. Not
only in the top rank of GE theorists, but also sensitive to the sorts of criticisms of
orthodoxy that are itemised above, Hahn has devoted considerable effort to
illustrating what GE taeory has achieved and to what it can still hope to achieve
{see Hahn {1970; 1973a; 1973b; 1978; 1980; 1982)). Paradoxically, the
hermensutical natura of the problems he .s grappling with emerge in the context

of his defence of GE theory.

Hahn's contribution also characterises the interests of a fairly small but influential
group that we term ‘reformists’ within neoctassical theory. The shift towards
hermeneutical issues occurred in the seventies, when = number of articles with
similar themes appeared, coinciding with a deepening swareness - reflected in

wider discussicn - of the crisis in economics.

Although Hahn's contribution is not unigue, it is important not to give the
impression either that the hermeneutical selement is the result of a deliberate choice
of method, or that it is widespread within neociassical economics. Most
neoclassicists are modernists, whose mathods conform to th. .tereot\-;pe depictad
by Katouzian {1980}, though there are a few individuals in the top ranks ot
orthodoxy whose questions take them well beyond the parameters of a modernist

frameworh. Even these are unsasy with the issues they are confronting and
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readily retreat into their accustomed theory by defining, or rephrasing, the problems
s0 that these are amenaidie to analysis within that context - what we have termed

the epistemoiogy of the third-person parspective.

It is useful to precede the wnalysis of hermensutical questions in reoclassical
économics with a thumbnail description of GE theory, the context in which the
questions have emerged. Equilibrium is the heart of orthodox economics and GE
theory has been through many stages of development and refinement so it is not
easy to describe this scheme. Hahn and Arrow {1971) comprehensively examine
GE, and their "historical introd ction’ {pp.1-15} includes on overview of the central
probiems of existence, stability and uniqueness. Kregal (1288) describes the
scheme as follows (p.129),

General equilibrium thegry attempts to explain how the price
mechanism In a free market operates to resolve ... {the] seeming
paradox of increasing independence in decision making requiring
increased co-ordinaticn o7 ecznomic decisions 1o produce coherent
aconomic beha- lour.... )

A ganeral «uuitibaum systemn provides a sufficiently ~omplete
description of individuals’ decisions concerning supply and demand to
determina the guantities and prices of all goods and services produced
and exchanged.

Kregel points out {pp.131-132) that 2lthough Walras [1874-77) was the founder
of GE, much of the contemporary theory, ncluding the Arrow-Debreu version
which was precedrs . by the contributions uf Wald and von Neumann, can be traced
to Cassel's Theory of Social Economy, first published in 1918. it was the work of
Hicks, especially Value and Capital (2nd. ed. 1946), that introduced Walras to an

audience of English-speakers,

In GE theory various devices are been employed to ensure that agents’ indepsndent
‘decisions’ are ci. urdinated. These devices include Walras’s noiion of
'titonnement’ and Edgeworth’s {1881) procedure of ‘recontracting’ {(others are
identified in the last section of this chapter). Such devices are viewed as
unrealistic by mainstream theorists and the hermenautical questions which we now

examine often amerge in the context of posing the guestion, how is equilibrium
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attainod without tdtonnement or recontracti ~ when agents have ’limited

knowledge’ and when they have to ‘learn’ about opportunities to trade.
A. Hahn's hermeneutical turr:

Hahn {1980) expresses his disquiet ut 1the achievements of GE. Observing that GE
continued down the road on which Adam Smith ‘started us off’, he holds that the
Arrow-Debrau version is ‘near the end of that road’.’®

Mow that we have got there w: vind it less enlightening than we had
expected. The reason is parthy... that the road we pursued was
excessively straight and narrow and made - we now feel - with too
little allowance for the wild and varied terrain it had to traverse. We
have certainly arrived at an orderly destination, but it looks
Increasingly likely that we cannot rest there. {p.123}

Paraphrasing the sentiments expressed in the quotation, and echeing the a. gument
at the beginning of the chapter about the relationship between the type of theory
and the guestions that can be posed, one might say that 'our conceptuai
{framework was too narrow {or, perhaps, even wrong;. It prevented us from
investigating the complex issues that we now de: n to be important’. What is it
that is required of an improved theory? Hahn's answer is that it should ‘deal with

a larger range of questions than it now does’ (p.130, emphasis added).

When he identifies how the range should be extended, Hahn reveals that the
probiems of direct concern are not the traditional ones of existence and stability;
although, for the GE theorist, ultimately the ptoblems must be placed within the

context of existence or stability.

This statement begs the obvious question of how Hahn knows that the end of the road
is near. s it mersly because he feels that Arrow-Debreu GE has little more say about the
guestions which Srnith posed? In addition, finking Smith, the ’invisible hand’, and GE, as
Hahn is prone to do {ses Hahn {1982}, surely indicates a beliaf that GE /s able to cast light
on ‘real’, capitalist economies. This inference, however, is confounded a fow papes on
when Hahn states that while one can describe an economy with certain properties, ‘this
of course does not mean that any actual economy has been described. An interesting and
important theoretical quustion has been answarcd and in the first instance that is all that
has been done’ {p.126).
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At issue are fquestions about how 'agents’ matter, not only in terms of numbers -
of, say, adding more markets and increasing the oppertunities for exchange - but
also in respect of how their canduct {'behaviour’) should be understood in crder
better to model that behaviour, What /s this conduct that has now {in the sontext
of the limitations of Arrow-Debreu GE) forced itself upon the theorists attention?
What does it mean 1o say that the individual learns? How does the theorist
understand the notion of learning and how should this be represented? {Hahn,
1973a, pp.18-21}. Agents hold "theories’; what causes thein to change their
theorigs? (p.25)."

It is entirely plausible, espegially if une reads through the forma! languags in which
the arguments are couched, to suggest that Hahn is grappling with hermeneutical
problems. His discussion, which involves the formation of expectations, motives,
beliefs, and iearning, certainly seerns to imply that as the theorist gropes towards
a better theory he has 1o take account of things that we understand - in the sense
of Verstehen - in the conduct of others {see 1980, esp. pp.132-133}.

Even if this interpretation is ioo radical, it must surely be admitted that his
arguments place him well outside the framework of the madermst paradigm.
Agents may have to deai with things that they cannot obiserve (p.132). In entering
into new argas, areas with which they should be concerned as theorists who wish
to provide a more eniightening theory (Hahn's says the old theory was
‘unenlightening’), ‘we certainly have no axicmatic foﬁndations. .. and scarcely have
we a psychologically plausible account’ {p.132). This statement, too, justifies tha
impression that neoclassical economics has moved beyond the reaim of an

epistemology and into that of a hermeneutical discipline in Rorty’'s sense.

17

In the context of this guestion Mahn {1873a, p.16) adds candidly, revealing the
hermeneutical dilemma, that he is ‘at this stage not at all clear of v:hat the pracise
formulation should be. So | content myself with the il-specified hypothasis that an agent
abandons his theory when it is sufficiently and systematically falsifiad.” When confronted
with such problems the solution is to retreat to the safety of the assumption that agents
are logical empiricists!
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The type of explanation being sought is rot that of rendering a phenomenon
familiar by showing that it is one more instance of a covering law. Theorists
concernad with these 'naw’ problems seek enlightenment, insight, or understanding
- the second of the two conceptions of theory described by Natanson - which
romes not from applying a particular predetermined framework, but from discourse
(see Chapter 4, below}.

B. Examples from other neoclassical writers

By addressing only Hahn's ideas, it may be felt that this is a distorted interpre‘ation
of what neoclassical economisis are thinking. His arguments, however, are echoed
in the writings of others. The examples given below are ¢chosen not only because
they sxemplify the same type of thinking, but also because the authors are
neoclassicists of high standing.

Arrow (1974), in his presidential address tc *he American Economic Association,
holids that "the uncertainties about economics are rooted in our need' for a better
understanding of the economics of uncertainty; our Jack of economic knowiedge
is, in good part, our difficulty in modelling the igntrance of the cenomic agent.’
{p.t}. This is a formalistic way of referring *n what Ehackie (see (1283)) terms
'unknowledge’; the fact that much of what we do necessarily involves conjecture,
The individual confronts a world with a less than complete set of futures markets
and “he cannot know the future’ and ‘faces a world of uncertainty’ {p.6). Arrow’'s
s 1empts to deal with the probiem - within the context of an equilibrium tramework
- are edifying in terms of how the equilibrium theorist thinks about the wurld, but

are iess than satisfactory.

Both in this article and a subsequerit o..e (Arrow, 1978}, the essence of 11 issues
can be discerned, even though Arrow speaks about ‘our intuitive understanding,
our verstehen ..., of the market as an institution’ {1974, p.4) but he fails to apply

the same notion to the interpretation of human conduct. By doing so, he would
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have pravided a guite legitimate means of investigating what uncertainty means for

the individual.

‘i expectations are... important, the mode Jf their formation becomes critical’
(1978, p.158). The issues are not, as A row somewhat grudgingly concedes, the
traditional problems of equilibrium theory. In his words, the world which he hag
sketched is not that of the '‘pure neoclassical modei’ {p.7) but one where buyers
and sellers are not 'willing to make commitments which completely’ define their
future actions’ {p.8, emphasis added). In terms of the need for a determinate
theory to be complete, the lack of such commitments is 2 fatal flaw for equilibrium

theory.

As an additional exarnple of necclassical writers confronting hermeneutical issuey,
Fisher {1976 and 1979}, is sensible to the fact that old ruies do not apply in the
area to which his ideas are leading. This is particularly evident in his argument
{1973, p.3. guoted below in a different context) about the difference between the
way in which the behaviour of agents ought to be represented and the way it is
actuaily represanted so as to make the problem tractable within an eguilibrium

framework.

The erigma that Fisher encounters is that of (ealing with ‘consciousness of
disequilibrium’. To his credit, he does not simply rt .  * to ready-made equilibrium
models - as Arrow does - in order to deal with, and etfectively discard, the problem

that has surfaced.

Atthough this paper (Fisher {1978)) was published in Econometrica (Fisher (1881}, the
contrast between the two versions is marked, in respect of the arguments that matter to
the thesis. The later version {Fisher {(1981)) has been "sanitised’. Many of the argumenis
which refer to controversial methodological {especially epistemologic~l) issues, such as
dealing with agents’ uncertainty and their ‘disequilibrium consciousness’ {1981, pp.3-5)
heve been removed. In short, the analysis is more safely back within 8 modernist
apistemology and the hermeneutical problems have been circurnvented or at least have
been nartly conceaied.
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Could we do this adequately [step cutside *the model and allow
consciousness of disequilibriumn], it would be a graat atdvance.
Howevar, we have no adequate theory of disequilioriurm behaviour and
all these [neoclassical GF] models impose equilibrium-derived
behaviour on a disequilibriurn process. This is obviously
unsatisfactory wherever it appears. (1978, pp.22-23).

V. AN ASSESSMENT OF THE HERMENEUTICAL TURN

These 'internal’ criticisrs by would-be raformers of neoclassical theory racagnise
that some aspects of neoclassical theory are "unenlightening’. The authors have
.also posited ' sctions which theorists should take in order to imgrove orthodox
theary. Their suggestions are supposed 1o extend or ‘broaden’ the scope of the

existing theory.

But in voicing their concerns. the reformers have begun to explore questions which
lie beyond their customary purview. They speak about the formation of
expectations, uncertainty, and about the individual’s consciousness. These are
matters which, from a positivist-empiricist point of view, belong to metaphysics
rather than to science. So, the question of whether the modernist paradigm is

appropriate to their interests is hardly at issue any longer.

The internal criticisms do not explain why the theory is unsatisfactory, except by
implying that it is too narrow. Such an explanation is called for, If these issues are
indicative of why the Arrow-Debreu theory is unenlightening, it is because
neoclassical theory does not provide an adequate explanation of the basis of
individual behaviour {decision-making). The matters that are receiving attention
concern the individual’s conscicusness of his world; how he learns about the
world; what learning and uncertainty mean for his (equilibrium) behaviour; and how

expectations affect his equilibrium behaviour.®

19

Proving the existence and stability of equilibrium is a/lways necessary in order 1o support,
or to ‘test’, the postulate that ‘no plausible sequence of economic states will terminats,
if it does at all, in a state which is not an equilibrum’ - which is how Hahn {1973g, p.7}
defines the main proposition of an equilibrium schemea. Because equilibrium per se has not
been identified as tha problem, and because our interest is in the limitations of neoclassical

{continued...)
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The suggestion of the thesis is that the problems can properly be called
hermenautical ones, concarned with interoreting individual benaviour and finding
out how to represent that behavicur. How should the theorist "see’ the world out
there? What aspects of individual behaviour should be inciuded in {an equilibrium)
theory which conveys, more satisfactorily than hitherto, what goes on in an

economy?:

At first blush the answers appear to turn on how to dispense with the auctioneer
or with recontracting, which invoive no trading out of equilibrium and which are
staple elements in.a Walrasian framework. But disciission of these devices, and
the problems of removing them, is quickly seen to be a veneer which masks the
issues identified © e. Once the surface layer is p.e:eled away, the problems are
those of how to ueal with uncertainty, with historical time as "duration’ {when
things are suscaptible to unanticipated changel, rather than with time as extension,

with expectations, and with learning.

In the literature, the problems are identified as price adjustment problems or as
problems of local or global stability, They are actually about what individuals know
and how they know, as seen from the perspective of the theorist who has to model
the behaviour of those individuals. They are also problems which reflect - as some
of the quotations revea! - the theorist’s uncertainty about how to preceed in the

face of the ‘inadequate state of our present knowledge’.

This can be taken to mean that there is no clearly identifiable, satisfactory, way of
dealing with the issues within an equilibrium framework. Laver in the chapter it is
shown that such problems cannot be resolved within an equilibrium framework,
The problems themselves are ‘caused’ by the epistemology of a determinate
scheme (ie., the third-person perspective).

%....continued)
theoiy as perceived by the theorists themsselves, problems of existence and stability can
be excluded from a definition of the ‘new’ problems of economics that are of interest ta
neoclassical theorists.
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There is no suggestion that neoclassical theorists have delibaraxely set out to
explore a previously uncharted region. They have stumbled upon these issues in
the process of trying to escape from the ‘straight and narrow road’ which, Hahn

says, lead to such disappointing results.

Arncidenta) or not, these are issues which economists need 10 fmrsue. An
understanding of conduct and decision-making is a prerequisite for explaining
phenomena such as the location of industries, and neoclassicists are flirting with
them because, when economists are unencumbered by a modernist framework,

they are logical questions to ask.

For the present, however, the reformist authors are doing noe more than thinking
out aloud. As theorists for whorn equilibrium is crucial they realise that detours
frorm the straight and narrow road are fraught with potential dangers, and they are
prone to point out that the implications of pursuing a particular idea are too
complex, or that the present state of knowledge is too unsatisfactory, to move out

of a well circumscribed area.

So when new ideas are mooted {e.g. Hahn (1978), Fisher {1979)} the issues are
cast in such a way as to force them back ii.*o the GE mould, presenting the:
problems from the third-person perspective that is examined below. Fisher's
reflections {1979, p.3) serve to illustrate this poirt.

Even allowing agents to alter their expectations in sensible ways does
not permit them to take into account the fact that their expectations
may be wrong. Simply put, agents in the present model aiways
behave as if they lived in a world of certsinty....

i do not see the way towards a satisfactory solution here.
Microeconomic theory is primarily an equilibrium subjsct. We know
very little about the individual behaviour in disequilibrium. Further, a
full-dress treatment of behaviour under uncertainty in a disequilibrium
situation strikes me as too complex for incorporation inta this sort of
mode! at least in thé present state of our knowledge.

Compare this with Hahin's view of a few years earlier (1973a, pp.20-21). Defining
the equilibrium action of an agent as the action which "an outsic'e observer, say the

econometrician, could describe... by structurally stable equations’, Hahn adds that
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{wlhen tha agent is learning howswvar, then there is a changs in regims
so that one would require a “higher level’ theory of the lsarning
process. Such a theory is not available at present.... In our presant
stats of knowledge... it is routine Sehaviour and not behaviour which
weé can hope to describe.

One may interpret these statements as a tacit admission that thers i no single
t.::ahi::épt'uaii.i‘ramework and methodoiogy that can be appiied to all the guestions
tha‘t _{ha'théoris’c'mav pose and which {'in our present state of - “wiedge’) is
éh"ti'r'él'y indébehdent of the researcher’s social and cultural milieu. 3 .is, in Rorty’s
ifiew, is a conéep’cion of science as a hermeneutical endeavour {see also Warnke
(1967, Ch.5)).

v hese theorists are exploring traditional concerns of the existence and stability of
equilibria by using a ‘'more reslistic theory’ of behaviour. What happens if the
notion of the auctioneer is abandoned and sellers fix prices while buyers search for
the optimal price? Will the system converge to a competitive equilibrium (see
Fisher (1976, pp.23-28}17. Will the equilibrium still be stable if agents may choose

whether or not to exercise their demands in the future?

The purposas of theory, of which reformers speak, are traditional ones. In some
dagree, however, the /angusge they are using is that of the subjectivist-
hermeneutical tradition which includes the notion of Verstehen - interpretative
understanding - reflecting the intentional nature of human conduct. Implicitly, the
task of economics has broadened or has shifted because the theorist has had to
ask questions about how the agents, as subjects, see the world. It is entirely
appropriate that economists, wishing te develop theories based on the decisions
of individuals, should do this. But when the theorist returns to the comfort of

familiar modernist methodology, he finds neoclassical theory unfit for the task,

In the next section, by exposing the epistemclogy and ontology identified as the
third-person perspective, our object Is to understand the limitations of the theory.

In order to do so, it is necessary to establish what the scheme of things ‘looks’
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Hke. What is the theorist postulating about the world and how is that reflected in
what people know?

Vi. EQUILIBPIUM VERSUS UNDERSTANDING

Arrow (1868, p.376) states that the notion of GE has ‘two basic, though
incompletely separabie, aspects’. They are: "the simple notion of
determinateness’, and 'the more specific notion that each relation represents a
batance of forces'. Determinateness means that ‘the refations that describe the
economic system must form a system sufficiently complete to determine the values

of its variables’ {(emphasis added).

Corapleteness is a stete of affairs. What does it mean if applied to an’economy or
market; what would that ‘world’ be like? One way to clarify this is to get 'inside’
the world of an equilibrium scheme, with the object of examining its appearance
to an individual who inhabits it. What does it mean to say that the world in which
he lives is one where the relations that describe it form a complete systern? How
would he understand that world? What would he know? The approach exposes
both the epistemological premisss of an equilibrium theory and the ontological
implications of such a scheme. I heips to reveal the meaning of the third-person

perspective.
A. Maximising behaviour

We do not know much about the ‘agent’ 2nd ‘firm’ of equilibrium theory except
that they are ‘rational choosers’, which means that they ‘aim’ .to optimise
something.™ How does the postulate of optimising arise, and what are its

epistemological implications?

For the purpose of the analysis it does not matter whether the object is to maximise le.g.
profits or utility], to minimise (e.g. costs), to find an aptimal strategy (as in gams theory),
or o ‘satisfice’. 1t is argued in the thesis that the episternological implications in afl cases
are the same. Each conception of optimising is a third-parson perspective.
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it is difficult to answer the first of thase questions because neither through
introspection, nor on an understanding of the conduct of others, does the
possibility of optimising arise.® K is not a way that we can think abrut
ourselves. Such a conception is not associated with consciousness in the durée,
Bergsen’s notion of the inner stream of duration in which we are immersed {see
Schutz (1872, p.4B)}). The stream of experience is about discovering and
continuously becoming aware, the ‘'world’ unfolds as we constitute it in the durée.

Optimisation is only conceivable if one has a grasp of a complete scheme.

Early catallactists, concerned with explaining market behaviour, would have had
littie difficulty convincing themselves ard others that certain things that individuals
do are based on reasor. Cne may even take the view that planning - thinking
about doing something, considering the possible im'plications and, in the light of
this, deciding whether i is worthwhile - is the cardinal human characteristic. Yet
there is an enormous epistemological gulf between the idea that people sometimes
reason about what they do, and that individuals maximise (optimise). Reason’nig
is understanding. QOptimising is the solution to a conundrum - that l;f visualising
tha world as determinate and is the product of the epistemology of the third-person

perspective. The conundrum has nothing to do with being-in-time.
B. - The third-person epistamology of a maximiser

What does optimising imply about the individual’s "knowledge of the world’?

Schiitz (1243} describes "the knowledge that a man living naively has about the

4

See, however, Fusfeld (1980, pp.5 and B). He explains that in its early development, the
neoclassical theory of consumer behaviour was "explicitly hedonistic, particularly among
the English economists’ and that this hedanism "was criticised and ridiculed by prominent
institutionalists.... Veblen, in particular, was able to show not only the weak psychological
foundations of the theory, but algo its idaological bias towards political conservatism and
the maintenance of the staius que.’ He adds that Pareto and others ‘substituted an
objective rationality of ocbeerved benefits and costs[,] in which net benefits were
maximised{,] for the pleasure-pain calculus of hedonistic psychology.” Then, with the
revival of GE in the 1930's "and the rise to dominanecs * the method of logical empiricism,
the hedonistic interpretation of consumer behaviour was replaced by a theoary of rational
choice based on orderly preferences.” Heiner {1983} offers a useful conoensed survay of
the literature, highlighting variations of optimising behaviour and providing an ovarview of
the different interpretations that theorists place on the use and applicability of the
optimisation hypothesis.
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world’ (p.138} and he contrasts this with the knowledge that would be required for
the postulate of rational {optimising) action {p.142). Schiltz also states {p.141,
emphasis added) that

we have to distinguish between the rationality of knowledge which is
a pre-requisite of... rational choice and the rationality of the choice
itself. Rationglity of knowledge is given only if all the elements from
whiczl*; the actor has to choosa are clearly and distinctly conceived by
him.

While notihg that he hardly begins to cover all aspects of th.e knowledge whic an
individual would have to have in order to be able to maximise, Schiitz does list
some of these (p.142) and they inciude knowiedge of the 'place of the end to be
realised’ as well as its 'interrelations with other ends’. Concerning means, Schiitz
suggests that the actor would have to know ‘the different chains of means which
technically or even ontologically are suitable’ and he would have to know whether
and how the means interfered with other ends. Schiitz also recognises that the
problem merely of identifying what knowledge is implied in the maximisation
postulate muitiplies once 1he social context of action is taken into account (see
pp.142-143). The implication of Schiitz’s iist of what each individual would have
to know in order to optimise is just that each would have to know everything there

fs to know about the world.

The individual who could think about optimising is someona who is able to treat the
oppurtunities available to him in the world, and therefore the world itseif, as being
utterly complete. That means a world where there is nothing beyond what he
already knows - nothing that he can even imagine or anticipate. What he confronts
"now’ is all there is and all there ever will be. And everything is accessible to him,
All the impilications of whatever he might 'choose’ to do, including the ways in
which every other individual will respond to what any one eise does, must be
known. His knowledge has be truly comprehensive so that nothing remains hidden

from him and nothing is still-to-be-revealed. Even if some of the knowledge about

See pp.138-139 for a discussion of the different meanings associated with the term
‘rational’.
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the world is currently unavailable to him, completeness means that he must know
precisely what is ‘unknown’, meaning that there is a means avéailable now ot

generating the ‘knowledge’ for “future’ time periods.

An individual who had not vet tried out, and exhausted, all the opportunities for
action, and did not know ali the consequences of pursuing all the opportunities,
would not be able to optimise. He would have tn coﬁjacture about what might be
the right thing to do, but having done it he could not be sure that it was the

optimal,

The idea of optimising must imply a stationary state in which all opportunities could
be, and have been, discovered More precisely, the idea that the world of the
optimiser is complete means that it is timeless, one \vithout a future, be~~ =~ .,us
would imply that there are courses of action that are yet-to-be-revealed. In this

case the full extent of the world is not known and tested.

Time, uncertainty, expectation, and conjecture are extrarieous niotions in the world
of the optimiser. Time, the durée of being, Is a continuous unfolding of
understanding; /e., becoming aware, finding out, learning. This ‘acquisition of
krnowledge’ means that / fas being-in-time} did not know this before. S_hackle {see
especially 1972a} explores these themes at length in his work, and argues that in
a timeless worid the notion of choice is meaningless. When he spesaks of 'novelty’
- change, newness, variation, innovation, uncertainty - the connctations identify
all that does not pertain to the world of the maximiser {p.424). '

Knowladge, noveity, surprise, are correfative terms. There ¢an be no
surpriss where there is knowledge guaranteed to be complete.
Novalty is incompatible with complete knowledge. Nowvelty... is the
revelation of a gap or flaw in what was deemed to be knowledge.

C. The ontology of a third-psrson perspective
The third-person perspective denotes the comprehensive world view that is

associated with the grasp of a complete scheme of things. The most important

feature of this epistemology and ontolngy is that it is literally a world view,
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embracing at one instant everything thax there is to know, and preciuding any point
of view, or perspective. All conceptiors of determinate systems rely on a third-
person perspective, whether of economies, markats, or even individuals and firms.
The epistemology of the third-person perspective is established by the postulate
that ‘the system’ will produce certain results, or have an outcome, and that the

workings of the system can be determined in order 10 defing the outcome.

Various authors, including Habn as quoted earlier in the chapter, interpret the
‘knower’ of neoclassical theory as a ’‘detached, external observer’ {(see, for
example, Coddington {1272, pp.12-13)), Our discussion should eliminate the
confusion caused by the expression. The term ‘detached observer’ could refer to
sormeone who watches from the sidelines; someone, not involved in the activities
himseif, who studies the activities going on over there ‘abjectively’, with all his
training and expertise. If this is the conception of an observer, the third-person
perspactive has nothing to say about such a person, or about what he observes or
understands.

The third-person perspective prescribes “hat the world is like, in all its
compleieness. To know of everything in the world means that the world is out
there. The ontelogy of a third-person perspective is that world out there;

samething which exists entirely L 2yond (outside of} the individual.

The optimiser must be able to determine how far he is from attaining his goal with
each "choice’, or '..curse of action’, that he could pbssibly make. He must be in
a position to compare the consequences of all “choices’ in order to determine which
are best for him. That be is able to do so depends on the worid being complete,
Everything that pertains to his actions has a concrete existence in the world out
there. 'Tastes’, ‘resources’, "technology’, and even "knowledge’, ha\;e praperties
which enabie them to be compared in respect of the contributions each makes to
the agent’s 'goals’. The goals are not personal or subjective, they are not
associated with impressions, feelings, judgements, or thoughts, but reside in things

out there; in maximising utility or in minimising costs, for exampia. li is the thing
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itself out there, the bundle of goods, or the investment opportunity, that contains
the 'goal’ of utility or profit maximisation. When the right une is selected, the
individual 'attains his goal’. The ontology of knowledge is the same. Knowledge
is something that can be ‘acquired’ and ‘change’ - eomething physical that exis. .

in the world as a thing.®

Shackle (19724, see p.248) u.derstands that neoclassical theory deplcts a world

consisting oniy of things, and arguses that economics should acknowledge that

actions are 'based on’ thoughts. This comes as close as any view to recognising

the ontological incongruities between the individual and the neoclassical agent.
The contrast between a first-person and third-person perspective makes their

epistemological roots explicit.

The idea that the individual is only conscious of the.moment is what is meant by
his perspective. Understanding /s a perspective. His attention is focused on
certain things - his interest - and that constitutes his ‘worid’. The epistemology of
understanding is referred to in the thesis as a ‘first-person perspective’ and a
theory that tries to establish the individual’s perspective, or how he constitutes his
'world’, ag a basis for explaining conduct is one formulated from a first-person
perspectiva. This is the epistemo'oy y of the ‘actor’, and the ‘nsbhserver’ is an actor
and just as much an ‘understan i~ as the actor, ‘seeing’ things from lis cwn

standpoint.

Associated with thio conception of observation, which comes from the tradition of
srmeneutics, is the idea that the individual’'s perspective is one that he
. futes, or creates. Understanding, interpretation, insight, is always a perscnal
perspective. The world of the observer is, in some measure, Ais own world, of his

own making.

23

Thesa considerations help to explain why mathematics has proved to be such a useful tool
in developing equilibrium thaories. Each mathematical variable has a ‘real’ countarpart in
the daterminate scheme. Conceived as things, knnwledge, expectations, pri. +5, and even
time {'weeh s’ or distinct ‘periods’), are physically transfrmed in the way that equations
are manipulated. When the values of the variables change, the things in the woerld change.
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Bernstein {1983, 1.123), summarises Gadamar’'s -terpretation of the concept of
play and of the individual observer's involvement with works of art. By close
analogy, Bernstein offers a view of the individual's ‘relationship’ with the social
warld, for the argument applies not only to the interpretation of works of art or of
texts, but alk ) to his interpretation of events aﬁd his interaction .vith and

understanding of other people.

A work of art is not to be thought of as a self-contained and self-
enciosed object (something an sich} that stands over against a
spectator, who, as a subject, must purify himself or herself in order
to achieve aesthetic conscicusness uf the work of art. There is a
dynamic interaction or transaction between the work of art and the
spectator who "shares” in it.

Even this way of speaking can obscure the fact that a work of
art is essentially incomplete, in the sense that it requires an
interpratar. And the interpreter is not someone who is detached from
the work of art but is somecne upon whom the work of art makes a
claim. The spectator, then, is present to the work of art in the sense
that he or sha participates in it.

There is nsither an epistemological nor ontological distinction between the "worlds’
of actor and observer. Both are understanders and:interpreters. The distinction
pertains to the double hermeneutic, as understood by the theorist. The actor's
perspective refers to how the individual ‘sees’ the world. The observer’'s
understanding involves his interpratation of the interpretations or understanding of

other people.

The sociel scientist, whose object is to explain conduct, is always an observer,
engaging the double hermeneutic, understanding the understanding of others.
Understanding is discovery, not claiming to pile fzct on fact until the whole scheme
is revealed {which is the Cartesian idea of knowledge as objective and impersonal},
There is always ‘more” for the cbserver or individual in the durde. Later, he wiil

understand differently.

Sometimes we speak of the individual’s perspective, as if that was somehow aiven
without understanding or interpretation. But the theorist is as much interpreter as

the individuals whose activities are of interest. Interpretative understanding is
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always there, both on the part of the theorist, or observer, and the actor. The first-
person perspactive, though concerned with the individual’s understanding, is about

how, as theorists, we understand that understanding.

An equilicrium theory is not scheme that explaing conduct, or social institutions
hecause the epistemology of the third-person perspective has nothing to do with
understanding, therefore nothing to do with cobservation. The world - tastes,

resources, the market, and so on - is merely ‘given’- and complete.
VH. EQUILIBRIUM THENRIES CANNOT BE REFORMED

The ingenuity and effort that have gone into attempis to construct a complste
world are remarkable. The devices for doing so, the primary purpose of which was
1o eliminate the durée - with connotations of novelty, uncertainty, the unexpected -
are an important pari of the development of GE theory as revealed by the
existence and stability conditions of GE.

in thic section, we examine thnec devices and then describe atiempts to reform the
thaory with ‘realistic assumptions’ about decision-making in time. Since the
reforms do not alter the epistemology, they do not bring us any closer to
undarstanding conduct, but they begin to cause "technical’ probiems for the

equilibrium theorist because the compieteness of the scheme is in guestion.

Shackle identifies a difficulty for equilibrium theory assoclated with the temporality
of decisions, pointing out that the outcoines of a person’s ‘choices’ depend an
what other individuals Jdo {and even on how they respond to him}. Equilibrium -
involving the consistency of ‘plans’ in the aggregate - requires that ‘choices’ are
'pre-reconciled’ (Shackle {1972a, see pp.b3-54, 2b2-254, 264-2686)).

in order to pre-reconcile choice, it is necessay to resolve a paradox:; how can
individuals choose their own, best courses of action while, at the same time,

kriowing what other individuais are going to do? The paradox is resolved because
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equilibrium market prices convey all the information that agents need. Thay
contain information about all individuals’ ‘cholces’, and every person, taking his
orientation from the equilibrium market prices, can adjust his actions to the actions

of others.?

Pre-reconcitiation involves a sleight of-hand, and Coddington (1975a, p.1b4 fin.
2} identifies the nature of the deception.

[Tlhe result that... market prices are perfect knowledgs surrogatss is
somathing of a swindie or, at best a plece of conceptual conjuring.
This ic so because all the apistemic problems have to Le soived in
reaching equilibrium.... The reason that market prices ‘reflect’
avarything that traders need to know about the market ir ~-~<&usa -
somahow - they have heen rigged to do so.

How is ‘the market rigged’? Numerous different <av. are used to solve the
epistemic problems, but the rcie of each Is essezaviully the same: 1o ~halish time
and the consequences of the passing of time.® For maw years, until the lace
fifties, GE formulations invariably depended upon 'td§ttnnement’ processes tr
ensure stability. A condition of no trading out of equilibrium was imr osed, and for
the most purt the models were confined to situations of "pure exchange’, rather

than including production,®®

26

The main thrust of Kornai's {197 1) critique ot general equilibrium theory is that the theory
substitutes a ‘black box’ for tha important processes by which information is transmitied
in the economy. But, in fact, the mechanisiis by which information is provided and
transmitted are built into equilibrium theory, no matter how inadaquate they may be as a
description of what actually bappens in the sconoiny., The problem is not that of a black
hox, but of a set of arrangements which are devised purely to obtain a determinate
outcome, irrespective of what implications this rnay have for the purposes to which the
theory may be put.

Economists who have wanted 1o construct determinate schernes have found the notion
of a stationary state particufarly useful bsecause it removes all the problems (of
indeterminatenass) associated with time. Marshall (1966, pp.304-306) refers to the
nation as the “famous fiction’, See 2lso Shackls, (1965, pp.19-20 and 1958, p.295) ; and
Hicks (1976, p.139).

Schumpeter states (1967, p.2711) that all three of the protagonists in the catallactist
revolution were concyrned with barter activities. They deal with markets for goods that
are alreadv In existence - a pure exchange sconomy. Neoclassical theorists tend to

{continued...}
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if, in "dynamic’ formulations of GE, consumption and production are permitted,
which affect the excess demands for goods in subsequent ‘periods’, what generaily
happens is that the ‘time’ in which adjustments of prices to equilibrium ocour is
separated from the time of consumption and production {see Fisher {1976, p.7)).
Another assumpticn, which negates the element of time, is a complete set of

futures markets (see Arrow (1978}).

Edgeworth's (1881, see esp. pp.15-56) process of recontracting, Walras's 'fictive
tickets’ {Lejjonhufvud’s (1968} term) or ‘bons’,”” the notion of perfeat
competition,® and even Pareto’s indifference curves - becsuse they prescribe the
full extent of all 'preferences’ and 'choices’ - contribute to the task of pre-

reconciling choices and to solving the probiem of defining a compiete world.
A. NDNlore realistic formulations

Those theorists bent on reforming neoclassical theory have discovered that when

these devices are replaced by ‘'more realistic assumptions’ about human behaviour

28{,..conti wed}

ar

gontinue in this vein and to overiook the considerations - especially the implicatons of
uncertainty - that arise when the investment and the production activity precedes the
" mand for the item, sometimes by many years. See Joan Robinson (1977, p.1321).

This was actuaily a form of recontracting which Walras introduced into later editions of
the Eléments, with a concapt of provisional contracts which he called bons {"tickets’}.
{See Jaffé {1977 and 1981)). The idea behind recontracting is also carried over, in
medern formulations of ganeral equilibrium, in the notinn of the ‘cora’. Thesz forn.Jlations
provide for a process of bargaining amongst economic units which permits a grester
number of feasible equilibrium allocations than could be attrned under perfect
competition. As the number of participants in the bargaining proces. increases, howevaer,
go the number of feasible zllocations constituting the cors will narrow down until they
sventually approximate allocations established in compatitive equilibrium. See Arrow and
Hahn {1971, pp.183-200G; and Chipman {1865, pp.54-59),

Perfect competition is simply a set of conditions which enables "firms’, independently, to
adjust thaeir output to demand, without having to know what other firms are daing. By
stipulating conditions necessary to define a parfectly elastic demand curve for each firm,
the notion of perfect competition gets around the paradox of how firms can take the
market price as given while determining the price through their combined activities. Itis
:uraly and simply a device for pre-reconciling cheices and for paving the way for the
axistence of equilibrium. !t has nothing te say about competition among businesses, for
which purpose a scheme embracing interpretative understanding is necessary.
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{e.g., that people will not wait until equilibrium is attained), and about how the
institutions of the market economy work le.g., there is no auctioneer}, problems
of time begin to be felt and uncertainty lon the part of the agents} enters the
picture. The scheme no longer appears to be complete and the existence of
equilibrium is in doubt, Existence can only be ensured in many cases by making
strange assumptions about human conduct, no less ‘unrealistic’ than the devices

described above.

Hahn {1978} introduces ‘conjectures’ into an equilibrium scheme in which “the
auctioneer is replaced by the agents who change the pricas at Which they are
willing to trade’ {p.Bb}. ’[Tihe designated equilibrium sitates depend on the
conjectures with which we have endowed the agents - e.g. on their beliefs of the
relation there might be between their ration and the announced price’ {p.66). !t

appears to Hahn, and t¢ us, that conjectura opens a Pandora’s Box.

Unless arbitrary constraints are placed on what a person can conjecture and how
conjectures are ‘formed’, in inventing a sys*sm for conjecturing - as has been done,
say, with a distributew lag mechanism in attempts to model expectations - anything
is possible. There is no necessary relationship between prices that are announced
and the conjectures that people hold. Naturaily, Hahn’s basic concern is the
question of how to make conjectures ‘less arbitrary’, for onily by doing so will it be
possible to once again return to the comfort (for the GE theorist) of the complete
world of the third-person perspective,

Simllar considerations are found in papers hy Fisher {1976 and 197%), whose
notion of ‘disequilibrium consciousness’ refers to a situation where individuals do

not know what is going to happen and have to conjecture.

He notes that stability literatura requires the "present action postulate’. Its purpose
is t0 ensure completeness because any excess demands - which is what ‘drives’
prices - must be expressed as actual demands and cannot be reserved (for the

future) as potential demands, otherwise ‘the system will bog down’ {1979, p.6}.
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in the absence of futures markets (which are included to ensure that the scheme
of things is completa), ‘the fact that | expect to reqguire toothpaste ten years hence
is made to prope! me into the snot market for toothpaste even if | am having some

liquidity problems....

Fisher's toothpaste example is particularly interesting because it illustrates how the
third—person' perspective grips the imagination of the equilibrium theorist. In spite
of the conceptual probleams associated with ‘disequilibrium consciousness’, there
is no difficulty in imagining that the individual has a complete {dated) set of

preferences for toothpaste!®®

Arrow’s treatment of uncertainty {1974) exemnplifies the same problem. When he
speaks of ‘'modelling ignorance’, Arrow does not proceed to éxplain what people
do when they are uncertain. His starting point is the {third-persen} notion that
agents could, in principle, know everything. Knowledge is a thing that the agent
has, which corresponds to what the world out there is like. ignorance means that
this knowledge is incomplete. Some part bf the agent’s {measurabie, quantitiable)

stock of knowledge is missing and does not mirror, fully, the world out there.

Since equilibrium s dependent upon being able to treat the scheme of things as
complete, if individuals de not have complete knowledga (i.e., if they are
‘ignorant’}, then quite logically, in order to make the schema complete, the thearist

must include in his formulation what people do not know.

in this context, ‘complete knowiedge’, a defining characteristic of the third-person
perspective, means being able to specify, or to define (as knowledge), the
knovvledge that people do not have. The world consists of the ‘knowledge’ plus
the 'ignorance’ of each agent. lgnorance is the difference between the waorld in

its entirety and what each individual agent ‘knows’ of the world out there.

28

To be fair to Fisher, in an earlier paper (1976}, he protests at the idea that a housshold
requiring toothpaste in the future should immediately entsr the futures markat.
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These are the consequences of attempting to deai with uncertainty within the
epistemology of an equilibrium scheme. The resuiting notion of uncertainty or
ignorance is nonsensical. The much more reasonabie attitude of O'Driscoll and
Rizzo (1985, pp.3-4) to the issue of ignorance is directly relevant to this position
and should be contrasted with it.

lgnorance is not something that, at least at some level, can be
avoided or overcome. It is not a state of imperfect knowledge that
‘some process asymptotically efiminates. As long as we remain in a
worid of real time, unexpected change is inevitable and ignorance is
ineradicable.... lgnorance should not be transformed into a variant of
knowledge. ' '

B. The options for neoclassical theorists

The examples given here iliustrate that the third-person perspective, and the
equilibrium scheme as companion to this epistemolbg\}, cannot survive attempts
to describe or explain action which has the characteristic that the individual does
not know what lies ahead of him. Hicks (1976b) holds that even the dynamic
equilibrium theorles, while not steady state modeis, are based on a comprehensive

waorld view where ’'{tlhere is no room for the unexpected’ (p.144).

Now, as the reformers recognise, uncertainty cannot be ignored; & fortfori when
investment decisions are tie object of investigation. At this juncture, however,
posing questions about the individuals’ understanding of the workd, they are in a
bind. One possibility is to go the whole hermeneutical way, and to take cognisance
of the durée and the subjectivism of undersianding. But allowing different
individuals to understand differently means sacrificing completeness and

abandoning determinism.

The alternative is to pursue the path that the reformers currently tread, The
identification of problem areas, where the treatment by orthodox theory is less than
satisfactory, is followed by a superficial expleration of the problem, which takes
them to the point where they recognise that any thorough-going attémpt to deat

with it means leaving the safe-haven of determinism. Scientists who accept the
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cannons of positivism-empiricism either should not, or will not, do this. So the
desire to understand human conduct is sacrificed in the name of ’'scientific rigour’.

As we argued In the first section of this chapter, the idea that science has
necessarily to be equaied with determinism Is now 'outmode_d; Developments in
the philosophy of science encdﬁrage a more eclectic view ot science and it is
increasingly. acceptable to treat scientific discourse as a hermeneutical activity.
Unfortunately these developments have yet to leave much of a mark on economics,
although hermeneutics is beginning to get a hearing {see Lavoie (‘1.9913)). So
economists are reluctant to seek sofutions beyond their customary habitat.

The reformists” approach is not a solution for those who seek an understanding of
human conduct. All it does it to produce a more compiex, but not necessarily a
more satisfactory, theory. It is still ‘stuck’ in the epistemology of the third-person
perspective. The economist has little option but to abanden this.

The purpose of the critique of the economic theory of location, in the next chapter,
is to show what happens when the epistemology of the third-person perspective
is applied in order to explain particular decisions and their consequences. The
theory of industria! location is suited to this task because there is no doubt that it

is an attempt to construct a determinate theory of decision-making.

Our object is to survey the theory in order {0 establish what sort of “story’ it telis
about how loustions are chosen. Later, with an understanding of what a
subjectivist approach entails, we can re-examine location decisions from & first-
person perspective and compare the explanation of firms’ locations. In this way,
it is hoped, we can show just how seriously the story toid through the language
of an equilibrium scheme misrepresents what businesses actually do.




CHAPTER 3

A CRITIQUE OF LOCATION THEQORY

Our theories, regarded as tools of analysis, are blinkers.... As we use
them, we avert our gyes from things that may be relevent.... {t is
~ entirely proper that we should do this.... But it is obvious that a
theory must be well chosan; otherwise it will ililuming the wrong
things.
Gir John HMicks, ""Revelutions" in Economics’, p.208

. THE FOCUS ON INDUSTRIAL LOCATION THEORY

Our critique of neoclassical theory, that it is unsuited to its purpose, is based on
the acceptance of two important assertions: that neaclassical theorists wish to
explain decisions and choices, and that the expianation which they seek is

synonymous with obtaining insight and practical understanding.

Though the main interest of orthodox theorists is to examine the implications of
agents’ ‘choices’ for an entire system (/.e., 10 estabhsh whether and how the
choices made by different pecple can be, or can become, congruent}, at the heart
of the theory are devices to represent decision-making, revealed by the theory of
consumer choice and ather elements of the neoclassical scheme. The present task
is to illustrate why the theory is unsuited (0 expiaining such decisions, by
examining industrial location theory that incorporates the epistemology of orthodox

theory.

Problems of industrial location are used in this thesis to illustrate the shortcomings
of neoclassical theory and also, in later chapters, to explore implications of an
ahernative anproach to decision-making based on interpretative understanding and

a first-person cerspective.

There are various reasons why location theory was selected for these purposes.

The econsicics of Iocation has been developed in two phases. The initial or
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‘mainstream’ location theory amounted to a straight-forward application of
neoclassival theory to “spatial problems’, and there is no doubt that the writers
who formulated this theory aimed to explain the location of industry. Since the
seventies, neaclassical theory has come under scrutiny from industrial geographers,
who draw on that theory in different ways but davebp an slternative approach to

lacation decision-rnaking based on behavioural psychoiogy.

Both approaches have been supplemented by empirical evidence of the factors that
industrialists take into account when seilecting a location (see, /inter alia, Alhert and
Kellow {1969); Carrier and Schriver (1966 and 1968); Luttrell {1962); = ~rth
(1974); Nishioka and Krumme {1973}; Stafford {1874); Stevens and Brackett
{1967}; Townroe (1868 and 1271}}. Questions were posed to industrialists and
the responses were taken as tests of the validity of the theory and of the rationaiity
of their decisions. Although writers like McMillan {1985) are critical of the value
of such surveys, they support our contention that this one part of neoclassical
theory, developed and refined over half a century, was clearly formulated to
answer practical questions about the principles that should guide the lonation of

firms.

in this ~hapter, we establish whether the theory is successful in this task and
whether, as modified by industrial geographers, it escapes the criticisms that we
have levelled at neoclassical theory. The epigraph of this chapter' warns that
theory may blinker as well as guide. When applied to problems of industrial
location, how does that theory focus the scholar's atter.tin on what? What
are location decisions and how are they explained? The obj.... .7 this chapter is
to reveal, on the one hand, how the location theorist ‘sees’ the w~orld. and, on the
other hand, the nature of the location problen, that the theory &scribes to the

actors involved in ‘locating a business’,!

The phrase ‘locating a business' is placed in uotation marks becausa there is a marked
difference between the way in which location problems are described when these mattars
are discussed by theorists, on the one hand, and the nature of the probiems as they
appear in the formal medels of location, on the other hand. The latter have no bear ng on
business problems.
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il. NEOCLASSICAL L.OCATION THEORY

Models of the iocation of economic activity had begun to be developed in the first
half of the last century. in the context of formulating a scientific theory of rent and
in analysing the spatial configuration of production, attention was given to the
location of primary producers, specially agricultural production, Among the
forerunners of location theery, von Thanen ({1825} {(1878)) is concerned primarily

with the location of agriculture.

Not surprisingly though, given the growth of secondary activity that occurred in
European countries in the second half of the last century, and the social changes
that accompanied this growth, it was issues associated with the location of
manufacturing activity that directed the econemic theory of location. Neoclassical
economics, as the orthodox theory of the time, provided the conceptual tools for
the development of location theory. The contribution of Alfred Weber {[1908]
{1929)) represents the first systematic traatment of problems of industrial location
and marks the origin of modern neoclassical location theory, which carries on
through the work of Palander (1935), Lésch {[1938) {1954}),%2 Hoover ({[1948]
(1968}), Greenhut {1956), Isard (1956), and D.M. Smith (1871}

A. The object of location theory

What is the theory of location about? The answer is clear-cut and Lloyd ¢
Ricken (1972, pp.1-2) provide a definition. Although, in general, economists steer
clear of spatial considerations, there has, nevertheiess, heen an ongoing interest

ir

Certainly until the end of the war, when American writers took up the problems of
location, interest in, and contributions to, the theory of location was much stronger in
Germ-.,iy than elsewhare. |sard (1956, p.27} attributes this strength to the confluence of
the ideas of the German historical school, which gave*attertion to spatial implications of
gconomic development, and to the impact of Walrasian economics upon German
aconomists.
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the construction of general princinles and theories that explain the
operation of the economic system 'n space.... The central r~-em is
the search for the explanation of gen.ral locational tendencies and

patterns.... {p.3}

D.M. Smith (1971, p.b], likewwvise, describes industrial location analysis as ‘the
study of the spatial arrangement of industrial activity’. This subject-matter has
remained the same from the time of Weber. Smith specifically atiudes to the role
ot decisions in location theory.

As the participants in a specific industry make th sir location decisions,
selecting some places for development in preference to others, an
areal distribution pattern emerges.... Aitempting to understand
inc.:strial location patterns, and the individual decisions embodied in
them, constitutes the fundamental task of the field of inquiry which
is [industrial location analysis).

It follows that the spatial arrangement of economic activity involves two inter-
related sets of problems: the issue of the spatial patterns of industrial or economic
activity, and slso what causes, or determines, the pattern. The guotation also
confirms that the theory actually attemats to understand location decisions. it is

the task of the chapter to dispef such hopes.
8. T\ e location decision
In the sontext of the theory, what is a location decision?

Location decisions are made by firms. The firm is generally viewed as small
because, like the archetypal perfectly competitive firm, it is treated as a price-and-
demand-taker.® It is also generally viewed as a single-plant operation, though
again the rationale for this is difficult tc find, because a firm is merety 'a thing” with
‘purely economic relationships’ with c:her firms, suppliers of resources, and
customers. There is no sense of an organisation, as a manager or other employee

would understand the concept, as something that has intery :ojective existence in

3

As Stafford (1972, p.188) notes, ‘the [usunl] simplifying assumption [is} that factor prices
are independent of the operation of the ent: -~rise in uestion.’

B e T
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tutins of people’s relaticnships with one another, with Implications of control and
authority. D.M. Smith {1979, p.38) Identifies the ‘traditional focus’ of location
models as » factor, "viewed in isolation from other elements of the space economy
and society, except for sources of inputs and destinations of outputs. Its individual
acanomic success {(usually the level of profitability) is the sole operativa criterion

of per' rmance.’

Choosing a location means optimising, subject 1o constraints, The diffarence
between location models and other necclassical models of choice is that in the
former the optimisation problem has a "spatal’ dimension. The spatial .lement
means that the things which are relevant to the firm's "decision’ - rasources, other
firms, customers - are arranged, or scattered, un a grid in Euclidean space. These
factors ars not necessarily all relevant in respect of any particular maode! of
decision-making. In some modeis the focus is resources, including their transport
costs, and the locating firm’s relationships with'othar firms are ignored, Other
modeis may highlight the importance of tha market.

The firm has to ‘choose’ the optimal position in space in the tight of the prescribed
agssumptions. Sometimes firms minimise costs, so their proximity to suppliers and
raw materials is important, while revenues are congtant in spacs. In other models
demand and maximising revenue is the object of the exercise, so it is the distance
from the market that is crucial and it is assumed that costs are spatially constant.
The firm may be concerned about iis spatial relationship with other suppliers that
sell into a predefined market area. Where It locates in relation to customers as well

as other firms has a bearing on its saies and roevenus.
C. The location rnodeis

The core of location theory is thus standard 'axiomatic economics’. The agent is
a rational optimiser who must ‘choose’, but in the face of a different sev of
constraints. There are "tastes’, ‘resources’, and “technology’ in the opiimiser’'s

world, but wherever he 'goes’ in Euclidean spac ., either costs or revenues, or
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both, are different, The values of all variables have a ‘spatial’ dimension - varying

with their distances from points within a system of axes.

From one generation of theorists to the next, the analysis of ioccriion decision-
making ieads to more complex models being developed. This complexity is
reflected in the concepts and types of relationships they inciude and that the
theorists seek 1o explain. The early models tend to focus on the importance for
location of one set of factors, say costs of production. Later generations of
writers, such as Loésch (1954) and Greenhut (1956, 1983}, combine different
approaches, which means that their models include a number of objectives as
determinants of location. In some cases, for example those of Weber (1228} and
Palander (1935), it is a partial equilibrium framework, and the authors deal with the
location of a firm or with one market area. In others, a general equilibrium
approach is adopted, where the interrelationships and the problems and patterns

of location pertaln to the economic system as a whale.

Useful overviews of tha naoclassical theory of location are contained in Carrler and
Schriver {1966, see Ch.2), Isard {1958, Ch.2) whose outline of the literature pays
particular attention to the work published in German, and Webber (1972, Ch.2).?
Isard, besides sketching a comparison of the models of different theorists, also
deals with the concurrei't eveolution of neoclassical methodology, highlighting the
shift from a partial to a general equiilbrium approach to location that occurred in
the twenties (see pp.31-34).

The variety of contribuiions can be classified in ways which help to indicate where
the emphases of the different writers fall. In the models of Waber {1929), Palander
{1935}, and Hoover (1937) the rain determinant of location is the desire to
minimise costs (the 'least cost approach’), while Isard (19568) also utilises a
Weberian approach. In these models the firm’s costs are a function of its position

See also Hamilton {1974b), Massay {1978), D.M. Smith {1979), and Stafford {1972).
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in space, determined by its distance from raw materigls, as determined by transport

costs, and so an,

In the twenties and thirties, a number of writers, including Fetter (1924}, Hotelling
{1928), Chambarlin {{1933] {1962)}, and Smithies {1941), produced models that
involve locational interdependence. They were influenced by the newer theories
of imperfect cornpetition and monopolistic competition that emerged in the
thirties® which attempt to model inter-firm ‘rivalry’ (i.e., interdependencies), a
factor that is missing from the perfectly competitive model.? The location models
highlight. the relationship between the firm’s ro nue and its proximity to other
firms, the former being a functional relationship of the distances between firms that

a. e associated with clearly identified market areas.

Lésch's {[1939] (1954)) 'market area approach’ takas account of both production
costs and market area (Weber's approach omits the latter), but does not deal with
locational inter-dependencies among firms, Ldsch, who is responsibie for
formalising the analysis of market areas - showing how general location patterns
emerge - also provides a basis for the development of central place theory in the
hands of Christallsr ({19331 (1266}) and others (ses Beavon, 1977}. Central place
models, bullt on a scheme that defines a snatiaily organised system, have served

to explain settiement hierarchies {see Isard {1958, Ch.3)).

Schumpeter {1867, pp.1150-1152) idertifies many of the scholars who contributed, either
directly or indirectly, to the formulatian of the newaer theorie: based on quasi-monopulistic
market structuras,

None of the orthodox models of competition - imperfect, monopolistic, or perfect
competition - explain the rivalry between individuals associated with competition. Instead,
in keeping with the methodology of neoclassical theory, the modsls of competition dea
with interrelationships betwasn various elements of a system - gither a market or the
economy. The different forms of competition have ditferant implications for cutcomes of
the system, the prices, quantities, and the numbers of producers, associated with
equifibrium. The relative ‘efficiencies’ of differant forms of competition are defined using
these criteria,
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Location-decision modals are capable of aimost infinite variety by the addition,
removai, or changing of assumptions, The differences betwean models are be
found, for example, in assumptions about the nature of competition, perfect or
imperfect; about the nature of the demand curve facing the firm; whether the
markets i'2 points or areas; the ‘shape’ of the market area; and about the spatial
distribution of resources, Webber (1972, see esp. Ch. 2} compares many of the

contributions and highlights the assumptions of the various models.

Most writers, going back to the earliest years of location thoory, criticise the
models of pravious generations for their lack of raalism, or for over- simplification
whish is seen to liriit their usefulness in one way or another {see, for example,
Smith (1979, pp.38-46)). In fact, adding or changing assumptions makes no
difference to the ‘realism’ of the models. None is suitable as an basis for
explaining what location decisions are, and how they are made.

A feature of neoclassical location theory is the simiiarity of the ‘core’ ot esach
contribution: the way in which the location problems are conceived and the
concepts aﬁd relation=hips {such as cost and revenue functions) used to anaiyse
the probiems. These mark the theory as neoclassical and associate the
contributions with a single paradigm. The core - the congeption of the location
probiem and the epistemology of orthodox theory (which are interdependent) -
preciudes the theory from expiaining location decisions. In a far-reaching critique
of iocation theory,” Massey {1978, p.58) argues, that

the most important problems of industrial-iocation theory axist at an
epistemological lavel.... [Tlhe thaory as @ whole lies firmly within one
major, ovarall "paradigm”. MNone of the chenges in direction in the
historical evolution of industrial location theory has produced a
reformulation at surt a basic lavel,

Massey's ‘1979) fairly recent criticne of orthodox location theory is one of the few that
establishes pistemological considerations as being at the root of problems with orthodox
location theory. Wiile we agree with her diagnosis, Massey’s suggestiors for the
reformuiation of location theory (see Massay, 19384) follow an entirely different path. Mer
approzch can be characterised as Marxist-institutionalist,
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The gquestions that we accordingly now have 10 answer are: what is the
epistemological foundation of location theory, nd why is the theory unsuited to

explaining location decisions.
. THE NATURE OF LOCATION PROBLEMS

Suppose that you have a conception of the world as a whole, that the world exists
gut there somewhere, and that you think of it as a ‘'map’ or, rather, a rectilinear
system of axes in two-dimensional Euclidean spacs. Your knowledge-as-map
image includes ’industrial activity’ (different firms, resources, and markets) as
points on a grid. if asked to describe how to locate a firm, your response would
be in terms of finding a suitable place on the map. Asked if there are any other
issues pertaining to manufacturing activity that interest you, the question of how
and why industries ‘fall’ on the map - the spatial pattern - may arouse your
curiosity.® But these two issues appear 1o exhaust the guestions about location

that one could ask someone whose knowledge of the world is a map image.

The problems of location in orthodox theory take precisely the form described
above. Whether this is the ‘right” way of defining the problem of choosing a
focation depends on how peopie understand, or 'see’, the ‘'world’ when they make
location decisions. In the location models, market arsas and other economic
variables - the things that people ‘see’ when they make ‘decisions’ - are defined
as patterns or points in Euclidean space. This is in keeping with the epistemology
and ontology of neociassical theory, Both the worlid-as-map image and the allied
conception of the location problem denote the fhlrd-person perspective par

excellence.

T.> theory, Webber {1972, p.8} suggests, is ‘a theory of location patterns, not of

individual decisions’, and the reagson why it is not a theory of decisions is explained

The second set of probiems of location theory is of little interest in the thasis. At the end,
however, consideration is given to explaining the clustering of industry in areas where
there is substantial economic activity.
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by the arguments in the preceding chapter: the epistemology precludes an
understanding of decision-making, When Hamilton {1974} states that "twentieth
century research on the problem of industrial loc-tion has pursued a dominant
themae: the explanation of the choice of location of new manufacturing plants’, he
is wrong. This may have been what theorists wanted to do, but the methodology

prevented it.

In Identifying the limitations of tocation theory, it is appropriate to begin with the
map image. How did this come to dominate the theory and what ara the

consequences?
A. Geography and the map-image of spatial relationships.

Whan theorists endowed /ocation decision-makers with knowledge, perhaps 'it is
understandable that they should have been given 'spatial knowledge’ and that this
should take the form of a map. That the knowledge of agents takes this form is
probably attributable to a combination of two sets ot factors. One is the
geographer’'s traditional interest in maps. The other is the paradigm of positive

science that has shaped the geography of enterprise, no less than other disciplines.

In the context of the third-person parspective, which Is the artifact of a modernist
mathodelogy, knowledge is abcut what exists out there and knowledge itself has
a physical quality. Because ‘space’ - as distance and area - is a part of the world
out there that the theorist can observe, the agent, ton, can have ‘spatial

knowledge’. What more logical way to represent this than as a map?

Positivism and maps have had a powerfu! influence on geography up to the present
day. In a weli-known contribution to the study of pevples’ ’images of places’,
Gould and White {1974, p.48)} state that

[hiow men perceive their physical and sccial @nvironment is a crucial
question for the contamporary human geographer. itis also impertant
for the way it directs the geographer’s attention to other areas of the
human sciences in which environmental questions are rapidly
emarging.
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To explain perception, they look to behavioural psychology and its objectivist
epistemology. The metaphors used to describe perception are the same as those
that are described below, in examining the theoretica!l framework of industrial
geography. Information from the environment {out there} ‘impinges’ on the
individual,” whose mind ‘filters” the information. The theorist, describing
perception, has no interpretative understanding (Verstehen} of human conduct and
no-understanding of how, or what, people understand. He treats the Individual,
ingiuding ‘his ‘mind’, as a thing that exists in the world out there, perceptica being
.detarmine_d-bv-how and what the mind records of the events in the world.®

Forer {1978, n.233) identifies the map concept of space as "absolute space par
excelience: static, independent of the objects within it and unrelated to the
pr. 2sses occurring about it'. Arguing (p.231) that among gecgraphars "the
fi ‘amental definition of space has received scant attention’, he adds that ‘many
usages of space in geography are inspired by a static absolutist viewpoint,
Absolute space is exemplified in our infatuation with maps and isotropic plains’
{p.233)." Thus the map concept is completely compatible with the ’static
absolutist’ viewpoint, the third-person perspective, that characterises neoclassical

theory.

A map is an appropriate metaphor for the third-person perspective ard it helps the
cause of determinism by suggesting that spatial knowledge about distances and

areas is complete. The map seems to depict a complete system in the sense that

10

In a more up-to-date contribution to conceptions of space by Sack {1980), there s stiii no
reference to interpretative understanding of space and sgatial relationships {(fe., a
hermeneutical approach to spatial considerations). His analysis of 'subjectiva meanings
of space’ in the social sciences {Ch.4), much like that of Gould and ‘White (1974}, deals
with diffarent perceptions fram an objectivist standpoint, and the discussion of chorology
{Ch.4) suggests that the root of a subjectivist analysis is the psychology of perception.

Forer's interest in spattal congepts that ara not independent of time and in the problems
of representing these concepts, is different from the concerns of the dissertation. Hers,
given the need to understand what 'spatial issues’ mean to the individual, the important
issue is whether an individual’s perceptions of spatial relationships have any bearing on
location dacisions.
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it is constant and unchanging; the worid exists on its own, without a knower. It
alsoc captures the essence of the whole world out there. its surface is continuous
and, spesking metaphorically, the observer can travel back and forth cver, or
through, the entire scheme. In this way, all points on the map, all elements of it,
appear to be simuitaneousiy present. No point takes priority over any other one
because there is no recognition of the observer's spatio-tamporal horizon. In
~ addition, it is possible to compare aii points in respect of soma criterion, such their
distance. from a particular point, in order to find out which point is optimal. 1.e
reia.tive values of those variables that are functions of their positions in space, can
be compared at every point,

As a metaphor for complete certainty, the map image appears to offer a
rapresentation of alf the possible spatiai interrelationships. The possessor has
knowledge which must ..ect him to the optimum situation. It is the perfect tool
for the location optimiser who has to optimise ‘in space’. The map metaphor
appesars to be a useful and acceptable way of describing econemic location
problams, not only because maps are important tools of geographers, but alse
because, within the neoclassicai paradigm, alf optimisation issues have a similar

character t0 the ones described above.

The economist may have little reasan to question whether this is a suitable
formulation of the /ocation decision problem because it iooks entirely raasonable,
in that it mirrors the formulation of all neoclassical decision prablems. The map
image is an important metaphor for the third-persan perspective, not just in location
theory but in neoclassical economics in general. Mt is the conventional way of

representing the complete systei.y about which decisions have 1o be made.
B. Neoclassical theory employs imap analogues
The ontology of the third-person perspective described in Chapter .2 is that ali

knowledge has an existence in the world. When economists illustrate ‘decision-

making’ in graphic form, the agent’s ‘knowledge’ - the options that are available
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for choice - are typically represented as points on a plane. The ontoloy,, f ths
third-person perspective translates into a diagram describing a rectitinear systermn
of axes in two- and sometimes three-dimensional space, and the options for choice
are shown as points on this diagram. ‘Spatial knowledge’ of location theory is

compatible with this ontology.

Everything germane to the problem of decision-making is able to be comprehended,
and all relevant interrelationships among the parts described. Everything is
vigible’, ~r accessible, to the ‘¢ ouser’. Options for "‘choice’ exist in the world
embodied in indifference curves, isoquants, or - in location theory where ‘space’
matters - isodapanes, lines of equal cost or expense (for this cancept see Alfrad
Weber {1929, pp.102-104) and Figure 3.7 below).’ The maximising agent
responds to cbservable changes in prices by finding new points on his preferencs

map.

This convention applies to all aspects of choice, from the "decisions’ of consumers
that involve finding the optimal combination of goods to purchase, to the selection
of optima! production technigues involving different combinations of inputs.

E.amining this method of representing choice draws atiention to the peculiar
epistemological agsumptions that are associated with the third-person perspeciive,
and it reinforces the idea that, ontologically, decisions involve picking out things

that exist in the world.

In some formuiations of the optimisation problem, the values of variables are
‘dated’ - they are given time subscripts to identify to which 'period’ they belong.
Location models add a 'soatiai’ dimension the variables, but all the models ambody

the same epistemology and ontology. So, in location theory, the map as the basis

In an editorial footnote, Friedrich {1928, p.102) explains the meaning of Alfred Webar's
term, ’isodapanes’. Bearing in mind that the concapt refers to factors which in practice
wauld be influenced by things that people do, the idea that 'equal cost’ {or 'expense’] is
inspired by the geographical term ‘isotherm' is revedling with regard to the sorts of
analogies which Webar implicitly drew in developing models of human activities.
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for choice brings together the geographer's symbol of ‘space’ and the

neoclassicist’'s metaphor for 'knowledge’.

In assessing the value of this framework as a ‘description” of decision-making,
Forer's remark {7278, p.233) is applicable neoclassical theory in general, inciuding
location theory: ‘Faced by the seductive utility of Euclidean space we have aliowed
an interest in maps to become an obsession.” The reasons why spatial models and
metaphors have become an obsession are found in the epistemology of the third-
person perspective, which lends itself to the construction of such modeis. What

we have to do is to identify how the metaphor misieads theorists.
C. How the map metaphor misleads

The map image represents an epistemology, and the crucial question is whether
this Is the way people in their everyday desision-making know, or understand.
That question is a hermeneuiical one and, as such, cannot be examined with

necclassical thaeory itself.

The map image, as third-person perspective, disregards the double hermeneutic in
a way that no map-mak:r does, Putting aside the questions of how and what
people know, if they have and use maps che assumption is that those maps all
mean the same thing to everyone. There is no question of the user's
interpretation. But the map-maker seldom takes the user for granted and, often,
presuppositions and conventions used in drawing the map are articulated to guide
the user. Different peopie, not familiar with the cunventions, might misinterpret

the map, or might not be able to make any sense of it.

By implication, the world does not simply exist out there and neither the map-
maker nor the map-user merely reproduce a map image of it. A map is not reality,
The features that it conveys are those that on2 or more people have selected and
decided should appear. Maps are based on social conventions, which are not

necessarily universal and which can and do change over time.
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Compare a map drawn by an sighteenth century ex;::'orer with a modern ona. Both
incorporate not just the "objective knowledge’ of the peopls who drew them, hut
their ideas, as » product of the soncial milieu of each, of what users {'readers’}
would expect to find and, whers the early explorer had no knowledge of what he
was supposed to depict, of what Az would expect. In other words, part of a map
is conjecture - ‘here be dragons’ - but .onjecture influenced by social
circumstances, by beliefs, the nature of scientific analysis, and the quality of the
measuring instruments that are availahie. Like a work of art or a book, a map is
the product of two sets of interpretations or ‘understanaings” - those of its creator
{the map maker) and its reader.

Of-course the questions of how and what people know cannot be put aside, and
hérmeneutics acknowledges this in the idea that knovw edge /s interpratation. But
hermaneutics goes further, Following Gadamer, it is not simply that different
people interpret the world differently. Rather, the knower '‘consiftutes’ what he

understands in a way which makes the ‘worid’ his own.

The issue then is, how does he do so. Is the knowledge (understan.dingl that is
useful for making a location decision ‘spatiat knowledge’ of the sort that can gither
be obtained from a map or supplemented by one? This question is the basis on
which, in later chapters, we challenge and rebut the idea ihat individuals think {or
k yow) in terms of map images. and that such ’'spatial knowladge’ is useful to the

location dacision-maker.

Qur arguments are supported by Perroux {1950} who adopts the position that an
emphasis on a static, absolute concept of space can be seriously misleading., He
refers to ‘geoncmic’ space {p.22), or 'banal’ space-as 'defined by the geonomic
relations between points, lines and volumes’. Echoing some of the points made
above, his argument is that the emphasis on banal space can mislead the theorist
and that the banal space of the firm "is not easy to locate, except under several

[simplifying] conditions’. ‘As soon as we eliminate these] simplifications which
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make our jobs easy, it is no ionger possible to locate the firm in banal space’.
{p.94",

According to Perroux, it is ‘aconomic spaces’, of which there is a number, that
matter to geegriphers (see pp. 94-86). Each of them is an abstract'2 concept of
space. One of his concepts, "economic space tefined as a plan’, is appiicable to
a theory of location, which in our view should ask what is a location plan, and
what is its spatial aspect. Do spatial considerations form g .rt of location plans or

decisions?

Our critique of orthodox theory, that the epistemology makes it unvuited to
explaining twuisions, requires that we examine the story that the theory dees tell
about location decisions. Byt it is appropriate 10 defer the exanmunation until we
have analysed the behavioural approach to location which is also critical of the
orthodox theory. Even the proponents of the behavioural approach, hovrever, still
find neoclassical theory useful, and the guestion we now want to investigate is,

why is orthodox theory attractive.
IV. THE ATTRACTION OF QRTHODOX THEORY

Of course we must not ignore the pervasive hoid that modernism has had on the
methodology of the social sciences. But in terms of addressing the particular
problems of industrial location, two considerations underpin the appeal of
mainstream theory. Ons concerns positive attributes of the theory itself. The
other involves the convirtion that alternatives to neoclassical economics either
appear to be completely out of reach or are too problematic 1o warrant further

effort in their development.

12

Following Forer (1978}, the tarm a ‘refative’, as opposed to an ‘absolute’, concept of
space is probably more appropriate than Perroux’s use of the wwvord *abstract’. Euclidean
space is an abstraction even though comparad witn other spatial notions, it is an absoluta
concapt of space.
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A tvypical assersment of the contribution of neoclassical theory (but also its
limitations seen from: the perspective of irdustrial gungraphy! is that of Lioyd and
Dicken (1972, p.138).

In effect, we have been looking at the behaviaur of a very special kind

of human being, one who is generaty known &= Economic Man. For

many purposes he is an extremely useful individual. Economists have

built highly sophisticated economic modsis around him ard, similarly,

wa hove baen able to describe how the spatial form of the economic

sys - .a would appear i the individuals... were to behave perfectly
~ ratigually.

it is claimed that despite simplifying and unrealistic assumptions, scholers,
inciuding geographers, cannot do without the type of framework that neociassical
jocation theory provides. Adams 1970} expiains why sconomic man is an
‘extremely useful individual’, Reviewing a two volume work by Pred {1967 and
1969}, Adems demonstrates the geographer's commitment to the neoclassical
framework and, mwe importantly, provides an indication of why that attachment
exists.

Pred finds the present body of geographic location theory
unsatisfactory because it is based for the most part on two sets of
unrealistic ‘mplifying assumptions, namely economic man and static
equilibrium. Howaver, the use of simplifving assumptions such as
these is standard practice in the social sciances and must remain so.

it must be recoginised that one cannot daal with the total compiexity
of reality all at once.... One is guilty of oversimplification if one
forces more weight on the conclusions than the assumgiions will
permit them to bear. It is oversimplification that deserves to be
attacked - not economic man and static equitibrium. Thei fimitations
ars weil known but they continue to be ussed because they provide
useful insights and because most attempts so far to make sconomic
man mote human and dynamic have bscome hopelessly bogged down
in the complexities of reality.

Taking thess as representative views ir order to answer the quastion, what ‘useful
insights’ has the theory provided, it is necessary to understand what Adams means
when he says that aiternative approaches have become ’‘bogged down in

complexities’.

'Modelling man’ to explain human conduct is a complex exercice and, if the object

is to construct useful theories, it may be impossible to avold these complexities.
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in any event, the complexity of a theory is not itself a reason for rejecting one
approach in favour of another. The theories of sciences like genetics and
astrophysics are so compleﬁc that the layman cannot understand them, but this
does not make them unusable or unsuitable. !t seems that behind Adams’s
sentiments is an unarticulated view about the tyg . of complexity that i;s aceeptable
and about the. criteria thai make a goud theory.

Both quntatio.ns point to the desirability of a simple and elegant theory or an
aesthetically acce-table framework. One of the virtues of natural science, in the
often-cited example of classical mechanics, is that it ‘fits together’ flawlessly and
a few univerzal laws explain ali the phenomena. These relatlonships make up a
self-contained system and apply to the entire system. The theory is also robust,
yielding predictions which can be tested, and which stand up to testing.

It is this sort of simplicity that is beinn involced in the call to socia) scientists to
avold being bogged down in complexities. Theories that do not offer precise
solutions or perrnit propositions to be rigorously tested against the evidence are
best avoided. Yet, if necclassical or 2 deterministic theory is abandoned, what is
lgft?

There is no cloubt that the nrthodox theory of location dozs provide an aesthetically
pleasing coaceptual framework. This Is especially apparent in the maps of
isodapanas which originated with Alfred Weber, and in the symmetry of the
location patterns derived by Lbsch, Both are reproduced overleaf as Figures 3.7
and 3.2, toillustrate the aesthetics of location modals. Their appaal Is in the ability
to repreduce the scheme of things as alegant, two-dimensional, spatial mo-eis {the
appeal of diterminism), but it is also in the coherence and of analytical rigour
which these moriels suggest (the appeal of medernism}.



CHAFTER 3 109
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FIGURE 3.1: The Waberian location problam with isodapanes (from
Webber (1972, p.12}). 'Lines of equal transport cost {isodapanes) are
vonstructed around [two material sourcas! Af, and A, and the
consumption centre, C. The costs of moving, ¥, M,, and the final
product are summad for each location to derive lines of equal
transport cost from which the minimum cost location, X, may be
found.’

FIGURE 3.2: The theoretical arrangement of market centres and
matket areas according to Lésch (from Uoyd and Dicken (1972,
p.24)}.
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Preferences for locations are converted into well defined topographical relations,
and the essential symmetry produced by ‘pure’ locational forces is revealed. There
is none of the 'fuzzineus’, 'imprecision’ or ‘complexity’ that one usually associatas
with human conduct, and scholars who pursue This paradigm are not bogged down
in- mataphysical arguments. The models disclosa the highly structured and logical
design that is behind the manifestly unco-ordinated activities of businesses. Truly
they raveal an ‘invisible hand’ at work.

Though it was argued in Chapter 2 that economists only pay lip-service to the
tenats of modernism, inciuding that of the need to test theories in order to prove
thelr worth, additional claims made about the value of location theory invoive its

usefulness in predicting spatial patterns.

Most often, predictive tests involve central place models - where the data is
aguregatad - rather than the location of individual companies. It is held that the
size distribution and hierarchical structure of central places conform quite well to
the projections of the theory, while market areas for different 'orders’ of gouds are
structured as the theory predicts, The question still remains whether the theory
identifies the factors that account for the geography industry, or whather other
congiderations explain firms’ locations, {See Lloyd and Dicken {1972, Ch. 3} for

an analysis of ‘tests’ of central place theory).
V. THE BEHAVIOURIAL APPROACH TO INDUSTRIAL LOCATION

In the course of the past thres decades, industrial geographers have attempted to
redress shortcoinings of the orthodox theory of locatior and to formulate a ‘more
realistic’ approach to location decision-making. A substantial body of iiterature
now exists around a number of basic themes. These themes are identified and
examined in Watts {1987), and the literature is critically ruviewed by Krumme
{1961), Hamilton {1974b), Kees '> {1978}, Massey {1979}, Wood (1981}, Carr
{1983), Hayter and Watts (1983}, and Taylor and Thrift {1983b).
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4dvocates of the behavioural approach differ in their assessment of the value of
neoclassical location thecry. Carr (1983, pp.391-392) explains that various
behavioural writers including Wood {1969) and Taylor (1970) ‘rejected Weber's

traditional position as the theoretical basis of industrial geography’ (p.382). On the
othar hana Dicken {1977), D.M. Smith {1970}, and Tayier {1976) iake the view
that there are aspects of the earlier theories that are useful to industrial
gaographers. Carr concludes that ‘although industrial geographers deposed
W aberian theory... the theory was not rejected totally, but limited to certsin topics
where its spplication was considered justified’ {p.292}.

- To many of its advocates, the behavioural approach is supposed to extend
orthodox . theory by relaxing some of the restrictions Imposed by 'unrealistic
assumptions’, and by including conslderations beyond purely economic
relationships (see Hamilton (1974b, pp.4-8)). The lack of an expiici: theoretical
framework for industrial geography, however, is a theme echosd in a number of
evaluations of this literature (see, for example, Carr {1883, p.386). Hamilton
(1974b, p.3), Hamilton and Linge (1979, p.1), Harrison, Bull and Hart {1979,
p.337), and Hayter and Watts {1983, p.173)).

Our object, now, is to survay this literature, J'ealing only with the definition of the
scope of the theory and the explanation ¢f location decisions. Do the contributions
of industrial geography remedy the methodological shortcomings of neoclassical
location theory? We answer this guestion by examining the methodology of the

bshavioural approach.
A. Models of decision-making

According to Dov-ns (1970, p.69), the behavioural approach aims to replace the
assumptions of the older theory

by ones which are more realistic and adequate expressions of manr’=
nature.... [Tlhe variable nature of man’s capabilitiss is allowed ta
intervene batween the anvironment and the spatial behaviour pattern
in our attempts at explanation and theory deveiopment.
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The behavioural approach draws on models of decision-making and industrial
organisation from social psychology (Katz and Kahn {1866)) and the work of Simon
(1952, 1957, 1959, 1860) and March and Simon {1958} on organisations, Cyert
and Marenh (1963), McNee (1960a, 1972) and Wolpert {1964} on the firm and
decision-making., Mechanical analogies are a feature of these theories of cognition
and percepiion that were developed in the fifties and sixties under the umbrella of
behavioural psychology and, like most branches of social science, that fell victim

to some extent to the form of positivism which was in vogue at the time.

Decision-making is conceived of in a mechanistic way. Feedback processes,
filters’ and ‘channels’ of information, ‘stores’ of knovledge, and ‘searches’ for
information™ are part of the language of that theory (see Lloyd and Dicken (1972,
Chapfer 8)). The 'real world’ is rransformed into an ’image’ which the individual
{or firm} has. The following quotation from Katz and Kahn (192686) in Dicken (1971,
p.428), "explaining” how information is acquired, typifies the discourse that is used.

Systems can react only to thoss information signals to which they are
attuned... [theyl... develop their own mechanisms for biocking out
certain typeas of alien influence and for transforming what is received
intc: a series of code categories.

in neoclassical theory, agents have a comprehens'ive sct of preferences. The
behavioural approach gives them sogcial and economic characteristics to which
'perception and preference are functionally related” {Downs (1970, p.69)), and
perceptions determine behaviour, Like the agents of neoclassical theory,
individuals are guided by a desire to ‘obtain the "best" location in terms of optimur -~
management satisfaction compatible with public policy. [Although tlhis location
is... not necessarily the economic optimum derived by [nheoclassicail} location
theory.” {Townroe {19869, p.18}).

13

Search theory is also a creature of the ontology of the third-person perspective. | =
postulated that the individual goes looking for information, as he would for treasure, th
reinforcing the idea that information is something that exists in the world,
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Explaining location dsecision-making in an industrial organisation means
understanding the interrelationships among the firm's struciure, its place in the
environment, and its decisions. The internal procedurcs of the enterprise are
deemed to be important, says Steed {19713, p.324), because

{flrom the viewpoint of the entarprise, the identification of its relevant

environment is a function of two genera! variables: first, the intarnal

resources and procedures or operations of the enterprise; and second,
~ the qualities of the management team.

it is the _"r_alevant environment’ that influences why, how, and where, the firm
locates.

Because the firm’s size is seen as a key factor in the relationship between structure
and decisions, industrial geographers tend to concentrate on large, generally
muttiplant, and often muitinational, enterprises. The activities of the large
enterprise, with a number of plants, are probably not only more inte (.sting to the
geographer, but also contributing to this emphasis is the view that ’[‘t]ﬁere appears
rarely to be a conscious location policy except among very iarge or market-

dominant corporations...” {Hamilion, 1974b, p.14).

Location problems arise from the firm’s activities and location decisions have to be
integrated with those activities. In fact they are made in the context of the firm’s
investment decisions {see, for exampie, North {1874, pp.213-214), an approa

that we follow in the dissertation}. By contrast, in neoclassical theory, there is no
reason to locate excapt to minimise costs or to maximise profits {/.e., the 'reason’

exists ‘out there’).

Models of the decision-making process in large organisations, highlighting the
factors that play a role in decisions about location, are presented by Dicken {1971},
Lloyd and Dicken (1972, see pp.146-151), Reas (19724, 1972b, 1974), Stafford
{1269}, Taylor {1978}, and Townroe {1968, pp.17-24; 1971, Ch.2), Watts (1987,
pp.168-177) and outlined by Downs (1970, pp.69-70). Figure 3.3 overleaf
illustrates the structure of one such model. The diagrams are described {Townroe
{1969, p.16)) as treating "the question of the choice of logation for industrial

invesiment as essentially a process of decision-making under the stimuli of factors
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(a} The Development and Environment of Management Palicy
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FIGURE 3.3: Choice of location: the process of decision-making {from
Townroe {1969, 1971)).
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internal and external to the... firm....” {Because Figure 3.3 serves only to illustrate
the models associated with the behavioural approach, one of Townroe’s original

four diagrams is omitted.)

Decision-making is a lengthy iterative process, with individuals at different levels
investigating a myriad of different faciors, to ascertain the nature of the problem
involving the Jocation of the firm. Decision-making thus involves a structured
system that is analogous to following a flow-chart of the company’s operations
which identifies the types of decisions that have to be taksn about each of the
operations. The model proposes that location decisions emerge out of this system
when decision-makers evaluate and review different parts of it. Eventually
‘pressuras emerge for a change in space’, and these may after further consideration
and another set of iterations involving consideration of the firm’s overall

management policy (Sig. 3.3fal}, iead to pressure to find a ‘'new sita’.
B. Tne location probleam

The modei reveals that the behavioural approach also conceives of the location
problem in the context of a closed system. This system is the company’s decision-
F

making procedures, the environment within which it aperates, and the interaction

betwaeen the procsdures and the environment.

Industrial geoi- phers are not interested in what constitutes a location decision;
this Is implicit in the structure of dec¢ision-making. The location preblem is rather
how ‘pressures’, either from inside the company or .outside in the 'environment’,
produce responses through the decision structure which may or may not resuit in
a new location being selected, The decision structure traces the organisation’s

response (as part of a system} to such pressures,

The ontology of these models manifesis the third-person perspective, A firm's
decision system and individuals” information-gathering mechanisms exist as objects

in the world. Information also exists out there and is received as ‘signals’. The
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theorist is interested in how the system 'fits together’ to reveal the operation of the
decision structure. The enterprise is still an optimising sntity, but does so within
a particular decision structure, and is subject to various constraints such as those
imposed by existing relationships {'linkages’} with other firms. These factors may

limit the range of possible solutions which the system can produce.

With a third-person epistemology, an understanding of how decision-makers
understand the 'problem of location’ is just as much bsyond the behavioural
approach as it is beyond neoclassical theory. The behavioural approach merely
adds a set of concepts to the list of ‘givens’. The system is influenced not just by
individuals or firms, but kv their interaction with an environment. So additional
concepts are needed to account for the interaction. These are the decision-making
structures of organisations, the information or signals that individuvals receive, and

the procedures for decading signals.

The epistemology of neoclassical theory is consistent in defining both the theori
st’'s and the agents’ 'knowledge’ of the worid. The I-attar know about what exists
out there - other agents’ preferencas, technology, and profit opportunities - through
prices. There is one world, but because different agents have different preferences

they are pradisposaed to respond differently to price signais.

The epistemology of the behavioural approach, however, is puzzling, because the
theorist’s "understanding’ is fundamentally different from that of decision-maker
s. The former knows of the complete scheme of things, whereas the latter only
have a partiai view. Only part of what really exists in the world gets through the
filter’ that is the human mind." The theorist, thersfore, has two types of

14

On the naturs of the individual’s "percaption’ that forms the basis of decision-making in
the theory geography of enterprise, see Dicken {1871} and Uoyd and Dicken {1972,
pp.138-146). The latter show, in diagrammatic form, how the behavioural environment
is perceived. In brief, the individual is a mechanism, obliged by his characteristics to
respond and behave in particular ways. HMis "mind’, a part of whst {to the thaorist) exists
out there, Is treated as a *filter’ which has *n 'decade’ the information which (to the
individual} exists out there, beyond and separate from him. Once decoded the fiitered
information is placed into its context in the firm’s decision structure, to which we referred,

{continued...}
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knowledge. First, there is the knowledge of the ‘objective environment’ {Lloyd and
Dicken (1972, p.138}) - the world ‘out there’ in its entirety. Then, he also knows

of the individual's 'filtered’ knowledge of part of the cbjective environment,’

Why and how the theorist should know more than any individual, who only knows
his 'perceived’ environment, is a guestion Which is neither posed nor answered.
The aim of industriai geographers to construct a more reaiistic theory of iocation
decisions is certainly hampered by the puzzle of the dualism of knowledge, which
makes the epistemological foundation of the behavioural approach more

problematic that of than neoclassical theory.

Also, though the model! builders caution that the elements In a decision structure
are not equally important, and that in particular cases some elements are
immaterial, there is no way of establishing how and why particular factors do, or

do not, play a role. The whole structure is simply taken as piven.'®

There is a notable difference, however, between the way i which location

decisions are modelled and the way in which they are described by industrial

34(...conunued)

1%

with the object of producing an efficient respanse {for tha firm}. A ‘considerable amount’
of the information transmitted to the individual is apparently received visually (Lloyd and
Dickan (1872, p.139])). The decision-maker Is depicted much like & camera that records
and stores visual images.

The reformist neoclassical theorists who seek answers to hermeneutical guestions {e.g.,
Hahn {970 and 1973a}} adopt a similar approach to decision-making. In order to daal
with ‘learning’ (where the agent interacts with the environment! with!n an egquilibrium
framework, it appears to be necessary to advance an epistemological dualism. To ensure
that plans dovetail "the world’ must be the same for evaryone. Every individual, though
narhaps initially somewhat ignorant of the "true’ facts, must eventually come to learn the
same things as everyone else. This will only happen if we postulate a complete and
unchanging ‘reality’ behind the perceptions and knowledge of 2ach individual,

Wouoe {1987, p.175) observes that while various writers ‘have tried to represent the
decision sequence in diagrammatic torm..., such is the variety of experience uncovered in
investigations of individual firms that it is very difficult to generalise [about decision
structurasl.”
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geographers. A number of writers suggest that location decisions are taken within
the context of the individual's ‘horizons’ {see, for example, McuJermott and Tayior
(1876} and North {1977)), based on his experience, interests and objectives; but

this selectivity in perception is not reflected in the models of decision-making.

Carr {158835) identifies that industria! geographers fail to recognise the individual’s
perspective and horizons {i.e., that the “location problem’ reflects the individual's
own interests). He argues (p.389) that researchers misunderstood the purpose of
the profit maximisation construct in neoclassical theory.  As a result, they
attempted

to "prove" satisficing behaviour when the idea of proving it or profit
maximization are both meaningless. One of the aims of these
satisficing soudies was to provide evidence against the idea that an
industrialist would consider every pos:ihle Incation to find the proper
profit-maximizing location - an unrealistic belief for a school of
thought arguing realism!

In develeping a model of decision-making, it appears that the theorist nas a duty
to produce a highly formalised conception of how things work. Writers who simniy
wish to describe location decisions, howr rer, are under no such obligation. No one
has justitied the discrepancy. Is it that the formalismi of the modeis serves to

circumvent the ‘complexity’ of location decisions?
V1. THE 'NARRATIVE’ OF THE ECONOMICS OF LOCATION

If we look at the economics of location s a narrative, the ‘story’ told by the
theory is wrong, The problem has been attributed to the epistemology and
ontology of the third-person persoective of both the neaclassical and behavioural
approaches which produces an explanation of numan conduct that does not accord

with our experience, or understanding.

Although certain of the implications have already been identified in previous
chapters, it is useful to examine the connotations of the theory in terms of what

it reveals about world. if the 'story’ is unacceptable, there are questions which
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need to be answaered; presumably employing a different framework capable of

vielding fresh insights, These questions are adumbrated at *he end of Lhe chapter.
A, Public knowiedge

By virtue of the antology, the ‘data’ on which choices rest is public knowledge that
exists in the world and is potentia.ly available to everyone and anyone. individuals
are able to 'search’ for an cptima!l location, and the location decision ean be made
by comparing slternative locations. WMoreover, everyone should have the same

ability to exploit these opportunities.’

Although in the ‘pressures’ that induge an investment the behavioural approach
gives firms a 'reason’ or locating both approaches have an assentially similar story
to tell. The firm is merely an institution that exists to produce in order to oprtimise.
Profits exist, to be discovered or pgursued, out there. Although they vary with
output, they are simply thinas which firms inevitably pursue. There is no sense of
creating profits by, for example, taking a chance on naw technology, or by
gambling on the idea that demographic changes will resuit in a iucrative market in

a particular region.

Both neoclassical theory and the behavioural approach imply that people possess
coherent and internally coneistent systems for making decisions. The former
because people have ‘tastes’, and the latter because they possess mechanisms fo
‘decoding’ the "signals’ about what is out there. Confronted with the same data,

individuals should make the samg choices time after time.

On all these issues, the third-person perspective despite being wrong in its

ontological premises is insidious in its penetration.

17

Richardson’s critique of the idea of "public knuwladge; is warth noting. The critigue is
contained in the statement that ‘a profit opportunity which is available equally for
everyone is in fact available to no one at all’ (1971, reprint, p.14). See ‘lso {1950, p.14}}.
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Rather, ig it not more plausible to conceive that a manager may think that he has
the opportunity to run a profitable businsss, becausa he pelieves that there are
peopie who will buy his products and he hAopes that he will be abie to produce at
a lower cost than those producers whom he has /dentified as competitors, A
location decision is inecessarily ‘founded’ on conjecture so0, even if a manager had
a map of the costs and revenues of other firms it would not 2nable him to select

an optimal locaticn.

From a hermeneutical standpoint beliefs are Lime-bound, capabie of reconsideratinn
from what is literally a different perspective in the durée. One’s likes and dislikes,
100, are relative to what one knows and to one’s interests ¢«.. the moment. lt may
be that time and interests are anzthama to the idea of a complete scheme of
things. But they are inescapabiy relevant to interpretation and understanding, cnd

they make knowiedge personal, not public.
B. Space versus place

Though different people may be predisposed, by their tastes or decoding systems,
to ‘know’ of different opportunities, in both schemes the location problem merely
exists. There is no scope for understanding. Yet without an insight inte how a.d
what they understand by the ‘problem of location’, the sorts of factors that may

be important to them, including spatial considerations, cannct be established.

The very thing the theory was intanded to llluminate - the spatial element in
economic decisions - is elusive. Bpace, like everything else, is part of the data,
Thrugh depicted as Euclidean space, to agents it has no form. As 2 property, or
component of things, the treatmen: of scere in neoclassical theorv is analogous

to ihe treatment of time.

Shackle emphasises (see especially {1958, 1359, 1969, 1974} that time - the
mathematician’s concept of time as extension, or as a continuum - is a purely

formal notion that bears no relationship to the experience of time, Bergson's
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concapt of the durée. Shackle is supported in this by Hicks (1876b). In time, we
are conscious of new insights, disappointment, or surprise, and this is what
experience means. But the only way an agent would recognise the ‘passing of
time’ is that the values of variables are different. Time has passed because prices
are higher at t, than at t,,and so on. in a deterrninate world, nowever, he would
be able to know beforehand what the valugs were going 1o be.

What marks the change from cne spatial point to another? Wages and revenue are
different. If there are two points located the same distance from markets of the
same size, and from identical sources of raw material with the same costs of
production at each, firms will necessarily be attracted to both points in the same

degree.

The subject of perceptinn of spatial relations is important in industrial geography
(see, for example, Aangeenbrug {1968), Barr, et al. {1980), Barr and Fairbairn
{1978}, Downs (1570), Forer {1978), Huff (1860}, McDermott and Taylor {1976),
M.J. Taylor (1975, 1978)). Tha topic is a central thread, and informs on other
areas ¢ f wwarest such as industrial linkage studies. With few exceptions - Farer's
{1978) contribudon is notable in keeping an open mind about alternative
approaches to the conceptual'sation spatial perceptions - the analysis of spatial
perception employs the same c.aceptual scheme as the behavioural approach to

location {see, in particular, Downs {1270)).

In these studies, map space is not pre-eminent and it is held that "'management
teams... may not perceive and leain of the space ecanomy... in terms of Euclidean
or geographic space but in terms of more abstract hierarchic space’ (Tayior, 1978,
p.1171). Yet the indiviaual is still held to possess a ‘mental Image’ of spatial
relations {see Barr, ¢ al. (1880, p.870), which has a concrete structure and form,
This is exemplified by McDermott and Taylor (1976, p.328), in assessing earlier

contributions to perception, who hold that

"_‘*W.H.’f_.—-*\*ﬂ_-‘j.'—m-,_e} sz s
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[these contributions] giva no indication of the ctructure of the image
that management has of places within this space. Yet the nature of
the image will be extremely influential for decision making and
locational choics... {(emphasis added).

So, although the individual’'s perception of space may not be of Euclidean
space,” he has a ‘mental image’, postulated to be a two-dimensional areal
picture, that he can call up in a corporeal form to make "spatial decisions’. Again,
reflecting tha ontology of the third-person perspective, the weakness of both
approaches to location is that neither refers to, or ofiers justification for, a
decision-maker’s interest in particular pfaces.'® These latter considerations belong
to a different epistemology, and they are a recognition of what Polanyi (1973}

terms ‘personal knowledge' as the basis of understanoing.

In industrial geography, when the need for a new locatien is indicated by the

decision process, people embark on searches for suitable locations without any

18

iote, however, that various authors have found it usaful to conceptualise this irage as
an areal one, Taylor {1975) formulated the congepts of "operational’ space {as the area
defined by the imaginary boundary drawn around the points representing the firm's
linkages), ‘action’ space, and information’ space. These concepts have found fairly
widespreud acceptance in industrial geography, despite the fzet that they involve the
transformation of punctiform ‘space’ into areal space. Harrison, et. al, {1879) offer
various criticisms of the wnalysis of spatial relationships in industrial geography. They
argue {p.334) that '

there is a fundamental confusion between "space” defined

as a continuous areal phenomanon and "space” defined as

a discrete, punctiform phenomanon.... [Tlhe assumption

that... points can be taken as boundary points on an

imaeginary line enclosing a continuous spage within which

the firm operates... is a logical fallacy.
These authors also ge on 1o criticise the tendency of confiating ‘geographical {map) space
on the one hand, and a series of abstract spaces which may or may not be directly related
io it, on the other.’

Many studies do recognise that 'personal factors’ may determine the location of a
business, but it usually implied that this is irrationa! behaviour. Greenhut {1958) holds
that, from the appropriate theoretical standpoint, even when decisions cannot be explained
in terms of traditional microeconomic determinants of location - when personal factors sre
important - thare is no evidence that industrialists behave irrationally and make
inappropriate choices.

T O VU YN S S
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preconceptions about where to iook,? about what places might be suitable, or
who might be abie to help them in their search. Actually, when they make
decisions, people are wont to ask for advice. They do net typically conjure up two-
dimensional images of épatiai refations with implicit or explicit economic values
built into them. Experience is more usually of a social world, shared with friends,
acguaintances, and colleagues, who pass on bits of information and know who

might be able 10 assist us.
.C. The absence of uncariainty

The "story’ of industrial location theory is that when decision-makers are unceriain
they detormine the probability of different outcomes and calculate an optimal

location given this uncertainty.

The notion of time endemic to the third-person perspective is that of extension or
mathematical transformation. In both the comparative-static and dynamic
formulations of neoclassicat theory, the configuration of *events” such as prices or
expectations at t, are fransformed into a different configuration at t,, and that at
t, into the configuration at t,, in some predetermined way le.g., through dynar .

equations that specify how events evolve over time). Because vhe transforination

20

Ia this areas again one finds the dichotomy that is evident betwean the formal models of
strugtures of ducision-making on the one hand, aid writers’ interpretations of how location
decisions are made on the other. North (1874} is an important case in point. His
discussion of location dacisions, based on analysis of survay data, stands in marked
contrast to his model. His analysis not only offers useful insights into the Tactors
influencing tocation, but indirectly it subverts the basis of the received approach to
lncation which emphasises the ‘search’ for alternative locations. North argues {p.242) that

as far as the locational search and selection process is

concerned, two things are abundantly clear. In the first

place, it was very rare for firms to perform a strictly

objective analy (. of alternativa locations.... Even where

firms did employ objsctive mathods... the ultimate decision

was often made on the basis of hunch,... and pravious

experience of an area,
These arguments are important. See also Luttrell (1962, p.74). A subjectivist approach
1o decision-making provides a context for such inferences.
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is mechanical and the mechanisms are known, any one 'period’ contains the seeds

for events in all "futur. ’ periods, and completeness is sustained.

in this scheme there is no distinction between the uncertainty of the future and the
experience of the past. ‘Time is a det ial of the omnipotence of reason’, says
S’ sokle (1972a, p.27), refarring to the ability of agents, who possass complete
knowtedge, to optimise by ‘reasoning’ about the alternatives that they face.
Shackle hoids that this notion of rationality applies to a timeless world, whers
everything that is ‘going to happen’ has already been 'foreseen’. "Time’, however,
_-’divin-'es the antirety of things into that part about vshich we can “eason, and that

part about which we cannot.”®

T:me as durée is of the essence of being. The individual has to get things done the
hupes) before the opportunity {that he beleves exists) passes, for then it will be
too late. Should he wait hecause things might improve? Events at moments
keyond th  .esent, to which plans and decisions 'point’, are not in some sense
pre-existing and waiting te be revealed. The future that is relevant is entirely
‘open’, and depends on what he does, now, Not only will he conatitute that future
by his activ ties, but also what he "learns’ - how he understands - depends on what

he does now. In all these senses the future is uncertain.

A complete schem.. by definition, excludes uncertainty that is associated with
heing-in-time, and with expectations about the future. The only form of
‘uncertainty’ compatible with the third-person perspective is risk, related to the
statistical probability of different outcomas of, say, a game of chance, or human

life expectancy. Expectations belong to interpretation and understanding. Risk,

2 Inn this section and in later chapters, in explaining uncertainty and ziso the relationship

batween time and uncertainty, we draw extensively on the ideas of G.L.S. Shackle whose
contribution to economics makes these considerations central ones.
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and statistical probability, pertains to a scheme of thirys that is complete, ot one

can be treated as such.”®

Uncertainty is not removed either by "acquiring knowledge’ or through eperience,
and it cannot be measured or described by probability statements. Uncn™x'rty, 28
Shackle puts it, is ‘unknowledge' (see for example {1983)). A prubablty
statement is knowledge (of the workings of a system} and once we hava
knowledge we are not uncertain. Attempts to approach uncertainty from the point
of view of statistical probabiiity theory attempt tb corflate the epistemoiogies of
the first- and third-person perspectives, and ~onfuse what Shackle terms "“two

opposing and discordant meanings’ of probability.

One important difference between the two notionas is that, unlike risk, expectations
are not determined by drawing from a class of outcomes. A class of outcemes is
consistent with a complete, self-contained system of things from which a sample
of outcomes can be drawn. Expectations are {subjective) feelings <r heliefs, based
on {subjective) experience. There is no basis for determining how likely it is that
the expectations will be fulfilled. They do not belong te a class and do not form

part of a complete system.®

Webber {1972) attempts to add unceriainty to location theory, but he goes badly
awry, He is familiar with some of Shackle’s work and with the work of Knight,
whose seminal contribution (1933} iniroduced the distinction between risk and

uncertainty to economists and, in discussing the mathematical theory of probability

I R A e

Although demographic factors and & variable like the rate of morbldity are changing, the
changes are for the most part slow and gradual. An actuary will work on the ascumptlon
that he does have 2 complete picture and that any sampie used in devising actuarial
estimates is part of the same genera! scheme of things,

Far this reason it is not at all irrationat for different people to hold completely Jivergent
expectations about a future event, as we find in spaculative markets. It is simply not
possible to say before hand that the "bears’ are more correct than the ‘pulls’, or have a
batter chance, and vice versa. It is not possible to reason on the basis of probabilities or
by any other means, about what the actual outcome will be,




CHAPTER 3 126

as a means of madeliing ‘uncertainty’, Webber (1872, Ch. b} actualbr highlights the

distinction between risk’ and ‘uncertainty’.

Citing various sources, however, he adopts the position {p.95) that uncertaindy is
either impossible to incorporate into any theoretical framework, or there is really
no difference between risk and uncertainty. This leaves the way clear him to apisly
probability theory to situations of uncertainty and so perpetuate a problem which
Jefferson (1983, p.122} highlights in the follov/ing quotation.

Despite the pervading miist of uncertainty there is a deeply embedded
desire in human pature to impose order on disorder;... to speak and
act as if we had knowledge where it cannot exist; to seek firm
answers and ‘optimum’ solutions as if uncertainty were eliminated.
There is thus a tendency to live in a pretand world where by...
intraducing and using tachniguas, claiming systermatic approaches and
objective assessments, people can come 1o believa th=* their capacity
for sound decision-making is fe- more robust than is ..1e case.

The conditions of rigsk, under which probability staterents can be meaningfully
assigned to events, as described by Shackle, pertain 10 ‘a concrete, existing and
delimited system’ {a ‘complete system’ in our terminology) and, "as a sine qua non
of [the existence of such probabilities there must be), some underiying stability and
invariance of the system being described’ {(1972a, pp.17 and 18}. '[Slo long as
that system continues 1o conform to the delimitations specified in the statement
of what the measurements mean, these measurements are knowledge. They are
krnowledge in the same sense as measurements of the volume or mass of an
object’ (p.17).**

T e S T ) T M M LT s P P e e s

The issve of uncertainty receives scant attention from industrial geographers. When it
does, they are up against the problem of an exclusive scheme. Pred {1987) deals with
uncertainty as a motivating factor in the choice of location {firms try to minimisy
uncertainty). While Lloyd and Dicken {1972, see pp.157-158) deal with the probiem only
briefly at the end of a chapter on 'The Decision-Making Process’. The stratsgiass which
they suggest for minimising uncertainty are important and sensible, but they fail to
integrate these insights into the theory of location decision-making. industrial
geographers’ questions related to uncertainty, concerning the individual's 'picture’ of an
area, naturally have to fit the epistemology of the behavioural approach. The type of
uncartainty upon which tha analysis of location problems is premised is uncertainty about
the actual ‘real worid’ circumstances (which are appearent to the theorist} that lie behind
the ‘perceived environment' {that is known to the decision maker} {see Dicken, 1971,
p.431), or about different possible 'states of nature’. 1t i3 postulated that events may

{continued...)
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In the quotation below, Shaclkde {pp.19-20} juxtapnses thes: conditions with the
circumstances of an investnent decision. Investment decisizns are central to the
thesis as the context in which location decisions are made. An investment decision
typifies uncertainty, rather than risk. Risk appiies to situations where the number
of possible outcomes is finite and the frequency-ratios of the different outcomes
sum to unity. In contrast, the total discounted value of a saeries of projecied future
earnings on an investment is a conjecture. The expectation cf a particuiar cutcome
may be an ‘educated guess’, bit it is a guess all the same (see Chamberlain (1968,
p.40}).

Many different numbers of pounds... can be entertzined as possibly
representing it. The cost of [acnuiring the machine] may also of
course in some degree be uncertain. But if one or both of the two
amounts is uncertain, what is it to be comparad with what?

To he uncertain is to entertain many rival hypotheses., The
hypotheses are rivals in the sense that they all refer to the same
question, and that only one of them can prove trus in the cvent. Wil
it, then, make senss to average these suggested mutually exclusive
answers?... Moreover, the average can bz a weighted one .... There
will he a temptation to call such weights probebilitiss. But what is
their source?... The various hypotheses or contingsncies to which
frequency ratios are assigned by statistical obrarvation are not
rivals.... All of them are true, each in a certain proportion of the
cases with which, alff taken rogether as whole, the freguency
distribution is concernecd,

The probability which can ba assigned to one of many rival
hypotheses is a ‘subjective’ probability, it beiongs to... “a langusge
for exprassing personal judgements” %

24(...continued)
have more than one possible outcoms, the list of potential outcomas is complate and
known {to the analyst of degcision-makine), but uncertainty arises because the decision-
maker has to find out which outcomes are most iikely. See also Siafford {1972, Saction
v},

% Far much of his career Shackie has striven to develop a language of subjective probabilq-

and this may be why the formalism of his work sometimes belias the nature of his ideas.
In the suggestion that decision-makers entertain many rival hyotheses, there is an echo
of the agent of neoclassical theory calling up a list of all the alternatives trom which he is
going to optimise. There is a sense in Shackle’s work that expectations are more than
ideas and that in forming expectations the individual is engaged in constructing a complets
picture - we use the term deliberately - of different possible states of the world. As far
as an investment decision is concerned, there is no expectation of a particular outcoma,

{continued...)
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Some of the models in neoclassical location theory incorporate ‘locational
interdependence’; the locator has to take cognisance of the activities and proximity
of other flyms, for they affect his revenue. Webber uses game theory to anzlyse
what he calls {1872, Ch.8) 'uncertainty about rivals’, but similar objections appiy
to its use, in that it is an attempt to substitute knowledge for uncertainty {see also
Stafford {1972, Section I)). Game theory, in Shackie’s words, is an “extraordinary
paradox’, because although it is a product of a “great mathematician’s originative
genius... it assumes away the whole of that aspsct of business, science... and
contest, which allows originative genius to exist’ {1972a, p.422}.* individuais
who inhabit a world consisting of game-theoretic rivalry, would live a life without
surprises {they already know the possible strategies that their rivals may adopt),

and thus without urcertainty.

A theory that aims to provide an understanding of how people make location
decisions cannot ignore ‘unknowledge’ or how decision-makers cope with

uncertainty.,

When the future Is very uncertain bacause of political instability or great ecoromic
upheaval, * is difficuit even {0 conjecture sbout business conditions so any
investment plans are shelved. At other times, decision-makers take steps 1o
insulate thernselves from adverse circumstances that might affect thelr activities,
Some institutional arrangements serve this purpose. While not removing
uncertainty, they help to cope with the consequences of not knowing what will

happen. Institutions, such as insurance and particular market structures® help

%(...continuad)
only optimism or pessimism.

2 Far an intarpretation of the objectives of game theory see Aumann (198b),
=z Ses Richardson {1971} for an Hluminating analysis cf how oligopolistic market structures
contribute to tha businessman's ability to cops with uncertainty.
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to mitigate the sffects of unexpected changes. Maps and contingent plans can

assist in nove! situations.®

One of the factors that contributes to coping with uncartainty is the firm’s location
and the business community that ‘surrounds” each manufacturer. ln'generai, the
larger that community, the greater the sense of security that a location provides.
Location decisions involve investment in plant and equipment and have long- term
implications. It is therefore important that the conceptual framework is able to
recognise uncertainty for what it is. Rather than trivialising the concept or
rendering it nugatory, there is a need to explain how and why uncertainty

influences decisions.

Either the epistermoiogy of the conceptual framework accommodates uncertainty
or it does not. It is not possible to add uncertainty to an epistemology which
excludes it, as if uncertainly were another detail that has to be filled in before the
piccure is complete. The epistemology of the behavioural approach and the

necclassical theory of location excludes uncertainty,
Vit. 1ISSUES WHICH LOCATION THEORY MUST ADDRESS

Precading sections have identified unfillable lacupae in location theory, unresolved
probleims that need to be addressed in order to obitain a satisfactory explanation of
decision-making. In a way the whole theory is “wrong’, because it talls us nothing
about how individuals think about the location of factories, and it needs to be
reformulated. Still, it is appropriate to identify key quastions tivat need to be
asked.

= Maps are not keys 1o ‘rational’ lin the sense of optimall decisions, bui-are means of
reducing uncertainty, though not of removing it. Their vaius is not in directing the user
to undertake the correct course of action, but in helping him to interpeet,
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A. is the problam of location primarily a spatial ons?

One of the central questions is whether the individuals who take decisions about
a firm’s location think about ‘spatial issues’, or spatial relations. such as the
distance from one place to another, or the number of potential suppliers within a
particular area or radius from a place. Are these the sorts of issues which pertain
te location decisions? If they are, the choice of location might be aided by a map
or a map image of an area. Or are such spatial considerations largely irrelevant
when it comes to the location of a factory?:

The answers depend on an answer tc the gquestion of whether locations are
actually chosen, in the sense that the siting of a manufacturing facility is an
important element in the planning process, as opposed to being an incidentai
aspect of the decision to invest in a plant. |f locations are chosen, then how are
they chosen? When people decide to invest in a factory, do they think in spatial

terms {or constitute the problem as a spatial one}?

Questioning whether locations are chosen may seem absurd because each
industrial undertaking has a location and someone made a decision about the
location, ¢ ther ta build or to buy a factory at a particular place. Yet, this does not
mean that the location was examined to see whether there was anything to gain
by putting the factory in a different place, or whether the factory was appropriately

positioned in relation to suppliers, or buyers, or to a transport route.’

Hamilton (1974, p.6) explains that, as far as most smali businesses are concer :ad,
'often the guestion of any location, let alone any a/ffernative location, never enters

[the entrepreneur’s] mind.” Does this also apply to large businesses?
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B. Aspects of decision-making that neen to be considered

The first task, in tackling these questions, is to examine the nature of decision-
making in general, and apply this to location decisions. The following is an outline
of the considerations that guide the analysis of location decision-making in
Chapters © and 7.

Familiarity with neoclassical economics ieaves an indelible impression that choice
means consulting and evaluating 8 huge list of aiternatives which are aasy to

identify. To thw. economist, whose territory is the third-person perspective, making

- a cholce is synonymous with optimising, in the process of which tl 3 individual

rejects other {well-defined} opportunities. But what dees it mean to choose to
something? Choosging to do something is not necessarily associated with showing

a preference for that thing over something else,

Although a decision t0 do something is interpreted to mean that the individual
wanted to do it - it was in his interest - there is no presumption that was in his
best interest to do so. ('Best’, in the sense of optimal, only makes sense in a
complete scheme.} Nor is t'ere necessarily an impiication that he considered other

things that he might hiave done instead.

‘When contemplating an investment, \he decision-makers may not pay much
attention to the issue of location, and they may not be particularly concernad with

‘spatial issues’.

It is important that location be contextual'sed, in ordar to determine whether, or
how and why, spatial considerations play a part. Townroe (1269) and others refes
to location in the context of an investment by the firm, aithough there is seldom
more than a mention of the interconnection {see, for example, Krumme (1969,
p.32), Rees {1272a, p.204)). The investment decisiori, however, should be the
substance of the analysis and an examination of location decgisions must establish

how they fit into the process of planning an investment,

-
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The issue of location may come to the fore when an investment decision is made,
but explanations of location decisions cannot start with the assumption that the
location is of singular importance {Rees {1972a, p.2G4) makes a similar point), let
alone the sole consideration that led to ths factory being established at a particular
place. The theorist who does so may overlook much of what he is trying to

explain.*

Even when considerable thought is given to a location, that location need not have
been selected from amongst a number of potential sites. The issue is whether

decision-makers evaluate the prospects of locating at more than one possible place.

Consideration of the circumstances surrounding the identification of an investmang
opportunity ought to cast light o.: whether locations are chosen. A subijectivist
framework highlights the importance of the social context of location {investment;]
decisions. Business networks are useful in creating new opportunities {see Chaptur
6). There is reason to believa that social networks also play an important role in
the identification of investment opportunities, nerhaps infiuencing the location +f
the buisiness. The more the decisiorn-maker relies on the advice and information of
others, the less likely he will be to make comparisons of possible alternative

jocations,

Whatever the basis for identifying a location, it is importait to establish what
criteria are applied and how people go about ‘finding” the site. Do chey pay
attention to the sorts of spatial relationships that characteriss the esongmics of
location? Are the refative labour costs at different piaces, or the number of
competitors within a particuiar area, likely to be important? Even if they are taken

into account, do economic gonsiderations make, or hreak, an investment dacision?

28 Unfortunately, Townroe {1969} is guilty of this. Having stated that location issues have
10 be examined within the context of the firm’s investment policy {p.16}, he then simply
assumes that location is an important element of the policy. His framework lacks the
means for sxamining whether it is, or is not, important.
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< patial patterns of industry form a dominant theme in the economics of location,
because the third-person perspective directs attention to the ‘spatial system’ and
to interrelationships among the parts. Spatial clustering is attributed to factors
such as economies of agglomeration and the location of raw materials, or simply
2 the cnn's_idératim that resources are not spread evenly over the planar surface
t'hat.piay_s-éu_i:b én important role in location theory,

U_hﬁ_qu_a!"sfpéﬁél development is regarded as something that happens, sometimes
'- encouragedby unsuitable regional policies which create an *urban bias’. A general

'. VEéw-, however, is that it would be preferable if things were otherwise. Reality
ifnhdses imperfections and withot. these the location wf industry would
a-ﬁﬁrmima‘te the elegant patterns created by the symmetric arra ngeme'nt of market
centres and areus predicted by neoclassical location models {see Figure 3.2 above).

The object of policy should be to try to offset some of the imperfections and to

make location patterns look mors like ~he ideal as indicated by the theory.

A subjactivist approach can shed additional light on ‘spatial patterns’ and provide
reasons why the clustering of businesses is a sensible arrangement from a
businessman’s pri.: of view. A corgiiary of these argumrents is that an uneven
geographic spread of industry is a feature of the growth of industry and attempts
to ‘redistribute’ industry are likely to meet with resistance, and may harm the

growth of manufacturing.

Having indicated why orthodox theory is unsuited to the task of explaining
decisions and, now, having identified the failings of the theory of locatior, it is time
to turn attention to the foundations of a subjectivist or hermeneutical approach to
decision-making. in the next two chapters we investigate the epistemology of
subjectivism, in order to¢ = <plain the first-person perspective. In Chapters 6 and 7
we return to the problems of industrial location and apply the first-person

perspective to location dacisions.
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CHAPTER 4

SUBJECTIVISM AND THE FIRST-F. ~ON PERSPECTIVE

Hermsaneutics is no longer conceived as a subdiscipiine of humanistic
studies or even as the characteristic Megthod of the Geisteswissen-
schaften, but rather as pertaining to questions concerning what
human baings are. We are "thrown" into the world as beings who
understand and interpret - so if we are to undarstand what it is to be
tuman beings, we must seek to understand understanding itself, in its
rich, full, and complex dimensions. Furthermore, understanding is not
ons type of acuvity to be contrasted with other human activities....
Understanding is universal and may properly be said to underlie and
pervade all activities.

R.J. Bernstein, Beyond Qbfectivism and Relativism: Science, Hermeneutics

and Praxis, pp.113-114

. EXPLAINING 'SQCIAL REALITY'

As a social science, economic theory must take account of people and their
activities. In the following quotation Schiitz {1977, pp.228-228} identifies the
purpose of the st cial sciences, and few would ¢ ject to this characterisation.

The pqamary goal of the social sciences is to obtain organised
knowledge of social reality. By the term "social reality” | wish to be
understood the sum total of objects and occurrences within the social
cultural world as experienced by the common-sensa thinking of men
living their daily lives among their fellw men, coninacied with them
in manifold relations of interaction. !t is the world of cuhturs! objects
and social institutions into which we are all born,... and with which
wo have to come to terms.

The main issue is how to obtain that ‘organisec knowledge’. By what methods can
we satisfactorily come to terms with the 'objects and occurrences within the social
cultural world as experienced by the common-sense thinking of men’? Though
neoclassical theory tries to provide the organised knowledged, we have seen the
respects in which the results are unsatisfactory beth in relation to general
equillorium theory and the application of neoclassical esonomics to probiems of

location,
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We  have drawn attention to the importance of Giddens's (19277) double
hermeneutic as a defining characteristic of sonial science. Dealing with the double
hermeneutic requires a language of concepts and relationships which help to clarify
how individuals experience the "soclal woril’ {in this case, especially, the "business
world’), The {anguage is "scientific’ in that the semantics are not those of ordinary,
everyday life, and its purpose, in part, is to understand how the individual

understands 'social reality’ as a necessary step in explaining sonduct.

A theory formulated to serve this purpose is referred to as ‘subjectivist’, and the
epistemology is termed a ‘first-person perspective’. This chapter is concerned with
describing subjectivism as it is used in the thesis, examining its features, and
clarifying the implications of using it. At the same time it is important resolve
differences in meaning by examining how subjectivism has evolved through
successive philosophical movements, leading up to modern hermeneutics, with

which the term, as used in the thesis, is associated.

Equipped with a definition of subjectivism and an underetanding of the
epistemology that is associated with a subjectivist scheme, we then go on to
survey aspects of Austrian economiss, which some regard as a candidate for a
workable subjectivist theory. This is done in Chapter B, in order to ascertain
whether the subjectivism of Austrian economics is a satisfactory foundation for
expiaining decision-making and for analysing location decisions. We have to
investigate the nature of Austrian subjectivism and how it compares with the
subjectivism of a first-person perspective. in defining subjectivism, an important
part of the exercise is to conitrast the epistemology of the first-person perspective

with that of the third-person perspective.

At the heart of this analysis is the tradition of 'subjective understanding’, or
Verstehen, and issues that concern the relationship betweaen the theorist and his
subject-matter. How does the theorist investigate the way in which people ‘see’
the social {business) world? How does he gain insight into their experiences? The

answers to such questions have changed over time, with subjectivists posing
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different epistemological and ontologica! questions at different times. in order
explain the first-person persnective, it is necessary to understand how and why the

guestions and answers have chanped.

A. Objectivism and subjectivism

The epistemology of . third-psrson perspective characterises an objectivist
pos:tior, associated with positive scienge. According to Bernstein {1983, p.9) in
its conventional or ‘dominent’ form, oliectivista is

the claim that there is a world of objective reality that exists
independantly of us and that has a daterminave nature or essernce that
we can know. 1n modern times cbjectivism has been closely linked
with an acceptaznce of a basic metaphysival or epistemological
distinction between the subject and the object. What is "out thare'
(objective) is presumed to be indspendent of us (subjects), and
knowledge is achieved when a subjzct correctly mirrors or represents
objective reality.’

The ontology of objectivism specifias a wo. 1 i-at exists, self-contained, at some
distance from me, its existence separate frorn me and known only by observation -
what Maki (1980, p.294} categorises as 'indepe.dent exictence’. To the
objectivist, the theorist's role is te observe and 10 ‘describe’ the 'world as it really

exists.

Subjectivism is associated with the clarification of understanding. Its origins are
in textual interpretation and, more recently, in thé methodological problems
associated with the sciences of man. The philosophical movement representing
subjectivism includes the considerable contribution of Max Weber on Verstehen and
the phenomenological writings of Edmund Husserl and Alfred Schiitz, as well as

modern hermeneutics associated with Hans-Georg Gadamer and others.

Compars the following definition of objectivism. "One of several doctrines holding thet all
reality is objective and exiernal to the mind and that knowledge is reliably based on
observed objects and evants' (The American Heritage Dictionary (1987)).
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There will ba differences of opinion over whether the term ‘subjectivist’ is justified

in this conteit, so it is appropriate to examine and 1o defend its use.

B. The use of the term ‘subjsctivism’

The rsasons why the term may prove controversial are twofold. In contrast to
objestivisim, there is less agreement over what subjectivism means (See Gewirth
{1954) on different ways in which the term 'subjectivism’ can be used), and there
is no generally-recogriised subjectivist philosophy. The term is not widely used by
philosephers or others, which may account for the fact that in economics when it
is' used, it tends to br used very loosely,®> and is consequently subject to
misinterpretation. In short, considerable confusion surrounds its use. In
economics, subjectivism is generally, though not exclusively,? associated with

Austrian economics and that, too, is confusing, &3 we will see in Chapter b.

In fact, Natanson {1562} warns against applying the term ‘subjective’ to the sort
of methodological approach advocated in this chapter. His objection, that the term
is often misunderstood and ‘is equated... with personal or private or merely
introspective, intuitive attitudes' {p.157), is valid but problematic. The problem is

that aimost any expression used to describe '[methodolagicall positions that stress

Sea Boshm {1982), Littlechiid {1983}, Wisamen {1983b) and Chapter b, below. Coats
(1983} says that he had difficulty in finding a definition of subjectivism, That is not
surprising, but the definition which he cites - 'any theory which takes private experience
9 be the sole foundation of factual knowledge’ {1.88) - is rather narrow and idiosyncratic.
Coats does not provide an alternative definition and, after digesting his review of the
revival of Austrian economics, the reader is not much wiser about <he meaning of the
tarm.

See Coats (1983). As an sxample of non-Austrian subjectivism, one wuuld ook to the
work of Keynes, particularly his emphasis on individuals" expectations. But the
subjectivism is einbodied in a concept such as ‘user cost’ {a notion which today is largaly
neglected). User cost also brings to mind the tradition of ‘L.S.E. cost theory', on which
the work of Lionel Robbins had a considerable influence. Some of the important
contriputions to this tradition are collected in Buchanan and Thirlby (1973} and, in his
introduction to the volume, Buchanar (1973} notes its subjectivist flavour and also
identiﬂes ties t0 Austrian economics.
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the primacy of consciousness and subjective meaning in the interpretation of social

action’ is open to criticism.

The main problem with its use is that the connotations of the term subjectivism are
often neither necessarily applicable le.g., equating subjectivism and solipsism} ror
ones that we would want to see applied. The difficufty is to find a readily
acceptable substitute for the term. Most alternatives are not sufficiently general
to embrace g tradition, and are already associated with a particular type of

subjectivism or with a phase in the development of a subjectivist paradigm.

Natanson prefers ‘phenomenoicgical’ to subjectivist, but admits to the possible
confusion that its use may engender. ‘Hermeneutic’ might serve as an alternative,
but the tradition of hermeneutics is more specific than the approach in the thesis,

which owes much to the phenomenological ideas of Alfred Schitz,

For all these reasons and also because modern subjectivism, represented by
hermeneutics, identifies relativism as the essence of a subjectivist epistemology,
the term subjectivist is appropriate provided its meaning is properly specified.*

It is appropriate, hera, 10 comment on O'Sullivan’s {1987} dafence of subjectivism. While
his interasts overlap with the themes of the thesis, it is important to point out that there
are fundamental differences of an epistemological nature betwaen the methodological
position which he advocates and the one adopted in the thesis. His contribution serves
more as a foil against which the epistemology of the first-person perspective can be
evaluatad. Q'Sullivan supports a ‘subjectivist-interpretive’ approach against the
‘abjectivist-behaviourist’ one that is purporiedly the foundation of mainstream economic
theory. He regards th? former as “the only philosophically defensible approach to the
human sciences’ {p.161). O'Sullivan apparently also advocates a methodological dualism
with regard to the methods of the natural and social scignces.

'Subjectivist-interpretative’ to O'Suilivan means a methodelogy based on Hussarian
phenomenology, with the claim to obiectivity which Husserl demanded {as discussed later
in this chapter}), and nelieved was achieved through the process of phenomenological
reduction {see O'Sullivan, pp.13-14 and pp.175-185). Thus, in Rorty s terminclogy,
O'Sullivan propounds a view of (social) science as epistemology, rathar than as
hermeneutic. O'Sullivan disapproves strongly Jf the sort of relativist position associated
with modern hermeneutics {see pp.26-30}, whereas in our view - adopting argurments
associated with Gadamer - recognising the relativism of ail understanding (and knowledpge)
is a cantral consideration in understanding how Individuals understand,

{continued.,.)
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fil. THE MEANING OF SUBJECTIVISM

Subjectivism is traditionally linked to the social sciences and is associated with
quastions about how an individual ‘observes’ the conduct of other people and how
the observer’'s knowledge of others should Le conceptualised. Another position,
outlined in the course of the chapter, is that subjectivism is more fundamental than
this and addresses a¥ understanding through the question how does the individual
know.

Subjsctivism was initially concerned with what could be termed a ‘single
hermenautic’, the problem of interpretation occasioned by "observation” of human
activities or th-  sults of such activities where, it was argued, thg purpose or
intention ‘behing  the activities could be understood and had fo be recognised and

interpreted.

4...continued)

What is problematic, in separating our approach from O’Sullivan’s, is that he treats his
subjectivism as originating from the Weber-Schilitz tradition. The fact that our approach
is referrad to as subjectivist and hermeneutical, and is also seen to derive from Weaber and
Schiltz, but - in opposition to Husserl - rejects the idea of grounded knowledge, indicates
how much confusion and uncertainty surrounds the meaning of subjectivism. Clearly ocur
reading of Weber's contribution, as set out in this chapter, is at odds with that of
O'Sullivan. We emphasise the hermeneutical and ‘relativist’ leanings of Webser, and
balieve that Schiitz's work, much more than that of Husserl, belongs in a similar category.
Schitz (1977) does not stress the ability of transcendental phenomenclogy to vyisld
knowledge which is apodeictically certain, nor is such certalnty central to Schiltz’'s object
wiiich is to apply a phenomenolagical philosophy in order to explicate the individual's life
world, Schiltz is ‘saved’ from a relativist position (especially s solipsist one} by his
emphasising the intersubjective nature of the life world as the individual constitutes it.

In the light of the difficulties in separating the two approaches based simply on a
superficial dascription of their methodologies and antecedents, it seems to us that the
distinction between a first-person and third-person perspective is valuable in resolving
different methodelogical positions. If the arguments in this chapter are accapted then, like
neociassical and Austrian methodologias {both of which O'Sullivan classifies as
subjectivist-interpretive as against the advocacy by neoclassical theorists »f an objectivist
methodology}, O'Sullivan’s methodological position is consistent with the epistemology
of a third-person perspective. Understanding is grounded in {given) reality. The
epistemology, and associated ontology, stands in stark contrast to the continual unfolding
- the knowing tifferently, rather than knowing more about the world out there - that is
associated with experience in the hermeneutic circle and is at the root of the first-person
perspective {seg below in this chapter}.
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The observer automatically recognises purposes ’‘in” the phenomena and
occurrences associated with individuals’ activities - such as houses, the business
of fiuancial institutions, works of #:t. money, Hterature, tae country’s constitution,

shopping in the supermarket, and scientific research,

The term 'house’ in the phrase, '} prefer my house to the new one down the road’,
has a meaning to the individua! concerned, and recognition of that meaning is
interpretative understanding {Verstehen}. A house is not just an observable object
made of varipus construction materials but is 8 "home’ with connotations of
beionging to a family and relationships between family members. Meaning is
‘subjective’, both because the connotations are intuitive rather than observed, and

also because different people understand the meanmg differently.

The rationale for caliing this ‘subjectivism’ is explained by Weber (1964}, Setting
out his framework for sociological analysis, he states {p.88) that action includes
'all human behaviour when and in so far as the acting individual attaches a
subjective meaning to it’. In defining ‘'meaning’, Weber (p.89) argues that

[iln no case does it refer to an objectively 'correct’ meaning or one
which is true in some metaphysical sense. It is this which
distinguishes the empirical scignces of action, such as sociology and
history, from the dogmatic discipl es in that area, such as
jurisprudence, ... and aesthetics, which seek to ascertain the ‘true’
and ‘valid” meanings asscciated with the oojects of thair investigation.

Recognition of a double hermeneutic in the 'observation’ of human conduct means
acknowledging that all knowledge, not just the understanding of other people, is
Verstehen. To the social scientist who is interested in explaining my conduct, the
meaning of the phrase, '| prefer my house 1o the new nne down the road’ depends
as much on his interpretation or understanding of things - why the phrase is
significant, what it means to him, whether he has reason 10 pay attention te my

utterances - as it does on his understanding of me and why | made such a remark.

The double hermeneutic defines an epistemological ‘relationship’ between the

theorist and his subject-matter that sets apart the social and r.atural scientist. Both
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are engaged in Versishen, but since the former interprets the activities of other
people, the answers 1o his questions - what are they doing, why are +hey doing it -
depend on his understanding of their understanding of ‘social reality’, of the
meaning they ascribe to their activities, We identiiv a first-person perspective as
recognising the interpretative interrelationships associcted with the double

harmenautic,

More inodern interpretations of understanding, adopting Edmund - ,sserl’s ideas,
redognise that the individual is actively invelved in the construal of meaning, not
‘as observer or as eyewitness to what is happening out there, and not as a passive
recipient of information, but as creator of meaning. Interpretation and the
constitution of phenomen are one and the same. Individuals do not interpret what
exists out there. Wtat exists is how they understand or ‘see’ events. In
Bernstein's words {1983, p.1286), ‘'meaning is not ceif-contained - simply "there”
to be discovered; meaning comes to realisat:on coly in and through the

"happening” of understanding’.

in the modern, hermeneutical form of subjectivism, attributed to Hans-Georg
Gadamer, meaning is the result of a coming together, like a ‘fusion’ of the text and
of the reader’'s Ideas about it {see Warrke {1987, pp.81-82 and 107-108).
Meaning is also not fixed, but emerges and changes with the 'understander’s’

experience, as if through a "conversation’.

"Knowledge’ or understanding is intersubjective, and meaning is always constitutad
itersubjectively. The individual lives and works among and with other peapie.
Even in solitary continement {his predicament being a consequence of the activities
of particular people) or on a desert island {where he is conacious of the absence of
"civilisation’ or of company), his ‘interests’ - whether brooding or working - involve

his relationships with, and understanding of, other people and of social institutions.

Understanding is "prejudiced’, shaped by one’s social history. One’s upbringing,

education, and so on, are social processes. It is almast impossible to conceive of

eb G e AR T S T

M = Tt e e AUt g gLt g



CHAPTER 4 142

an individual who does not "share’ his understanding with other people, unless he

has never lived in the company of others.®
A. Subjectivism and relativism

Subjectivism needs to be distinguished from relativism. The term 'relativism’
denotes an epistemology which asserts that knowledge is relative, based on the
individual’s culture, experience, or other gircumstances, and the term is often used
in a pejorative sense. At the farthest extreme of relativism lies solipsism, where
the individual's world is essentially private (see O'Sullivan {1987, pp.23-30) on

different rodels of relativism and a critique of epistemoliogical reiativism).

Subjectivism in its %roader meaning has been criticised as relativist, and the
implication is that the subjectivist is bound to end up having to defend a solipsist
position. it is not difficult to appreciate the nature of this type of criticism against
subjectivism but % is based on a twofold misconception. The first is the idea that
there is a dickotomy between objectivism on the one hand - heid te be the true
euistemological basis of science - and subjectivism on the other. Because
objectivism is right and natural, subjectivism is wrong and unnatural. Secondly, the
espousal of subjectivism puts one onto the continuum of ‘degrees of relativism’

which ends with solipsism, whereas opjectivism means absolute objectivity and

The caricature of the individuai who is unable - because his experience is private ar
subjective - to communicate with others, is common to critiques of subjectivism, and is
associated with the ider that subjectivism leads 1o solipsism. In fact, this reasoning is a
product of the Cartesian ideal and of the belief that there couw/d be 2 neutral and objective
language with which to describe the wond as-it-really-exists. out there, [Individuals’
subjective experience and understanding condemns ihem to solipsistic isalation only
becausa the epistemology of objectivism fails to account for the intersubjective nature of
all understanding and the fact that paople ‘share’ their social world. From an objectivist
standpoint, each individual is a {solitary} observer of the world out there. Knowledge is
acquired by observation. Each observes what is happening out there independently of
others, #nd than communicates what he knows. To do so, he needs to ‘translate’ the
observations into a language which means the same to everyone. Without a neutral
fanguage with which to describe the sanse-data to each other, it follows that individuals
have no means of ensuring that others resfly understand what the world, and their
experiences of it, really aro like. The false dichotomy of objectivism versus subjectivism
is taken up in this chapter helow.
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precludes solipsism. A subjectivist can never claim objectivity and any subjectivist
position is necessarily not far from solipsism. It is this sort of view which regards

subjectivism as nihilistic.

The problem, that the advocacy of interpretative understanding means a lack of
objectivity, has plagusd subjectivists themselves. Scholars who held that
Verstehen is a necessary basis of theories it .@ social sciences bore the
responsibility of assuring a sceptical, and sometimes hostile, scientific community
that the theories vielded objactive knowledge (sre the discussion of Husserl's
positinn in section 1l below}. And one can see from the considerable effort that
they devoted to this task, which is evident in the writings of Austrian economists,
that the responsibility was an onerous one. Thair efforis to ‘prove’ the objectivity
of subjectivism had & constraining effect on the construction a subjectivist scheme,

necessitated by circumscribing the scope of interpretative understanding.

Bfecause of the importance of thic issue and its bearing on our immediate concern,
which is the epistemological relationship between the theorist and his subject-
matter, the problem of subjectivism and relativism is a theme which runs through

subsequent sections of the chapter.

Following Barnstsin {1283} and others, we argue that the concern to provide an
cbjective scheme is a misplaced one. Descombes (1885, p.5b) suggests that

cns cannot abolish the category of fact without abolishing also the
catagory of interpretation; the words "fact” and "interpretation” get
their meaning from the contrast betwaan a fact and an interpretation
of this fact,

The dichotomy between subjectivism and objectivism is a false one. The
contnibutions of hermeneuticists, such as Habermas and Gadamer, in the course
of the past thirty years, offer a possible resolution of what appears to be an
essential tension between objectivism and subjectivism. Their standpoint is that
the problem is actually a consequence of the legacy of Cartesian science which

claims that scientific knowiedge /s, or should be, universaliy valid. In fact, the



CHAPTER 4 144

dichotomy is inherent in what Roriy (1980) refers to as "epistemologically-centred

philesophy’ which has characterised virtually all philosophical thinking.

The subjectivism-objectivism divide is a consequence of efforts to "ground” our
beliefs by demonstrating that they correspond with what things are really like. The
promise of science, in the Cartesian mould, is to provide that grounding. Once it
is recognised that science, as a human activity, is interpretative and that it cannot
sustain the claim to provide objective knowledge, the tension between subjectivism

and objectivism is not resolved so much as it disappears.

B. The mind and subjectivism

Subjectivism sometimes is viewed, misleadingly, as taking account of the minds
that ‘lie behind’ individuals’ activities.® Attributing to Verstehen the connotation
of 'exploring the structure of the human mind’ is as unjustified as arguing that
Verstehen is rooted in psychoanalysis. A subjectivist methodology does not
require. hor does it involve, any attempt by the theorist to put himself ‘inside a
person’s head’, in order to understand the particular thoughts, expectations, ideas,

or 'experiences’ that underlie his activities.

The aim of subjectivism is to use empathetic understanding to provide insight into
human activities. The theorist is interested in how a "typical’ individual under
‘typical’ circumstances - for example a manager who is invoilved in undertaking an

investment - constitutes the problem of ‘undertaking an investment’. {On the

in Austrian economics, subjectivism has come to be associated with recognising the
existence of a human mind. The term is used not merely to refer to the fact that people
think, anu converse with one another, but 'mind’ has acquired the connotation of
something that has a real, physical existencs, like the notion which Schrap {19886, pp.26-
27} attributes to Descartes: one which "still called upon the classical doctrine of substance
to provide consciousness with a stable support, an abiding and ever-present ego, an
Archimedian [sic] point of certainty.’ O'Driscoli and Rizzo's {1985) 'mind construct’ (p.20
.}, which they postulate as the basis of a subjectivist sciieme, is confusing. Such a
notion is not found in the subjectivist tradition which is under axamination hers. It may,
hov.ever, be appropriate in the context in which these authors use it, for their approach
involves a third-person perspective.
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constitution of interpretive schemas embracing ideal types see Schiitz {1972, esp.
pp.176-201).} What is the ‘world” of the investment decision-makaer like? In what
issues is he interested? What is the nature of his relationships with other people

and how do these relationships bear upon what ke does?

The answers to such questions require a framework i categories and concepts
some of which are the result of an attempt to reflect on and to understand
empathetically the way in which others would constitute their circumstances. The
ability ‘o do so is the fact that empathetic understanding is part and parcel uf
cognition. It is not necessary to have been an industrialist and to have made
investment decisions in order to understand the 'predicament” of someone who is

one and does make these types of decisions.

There is certainly no presumption that a subjectivist approach to anebng
investment decisions requires a knowledge of psychology or an abilizy tc specify
the ‘contents’ of a decision-maker’'s mind. With reference specifically to Weber's
work, Freund \1972, p. 98) states that ’interpretative sociology is not in the least
concerned with enumerating the psychic and physicat manifestations and elements

which accompany, or even result in, meaningful goal-oriented behaviour’.”
C. The acceptance of subjectivism

Initially, the subjectivist tradition was narrowly regarded by its protagonists as an

enquiry into the methodology of the social sciences,® in terms of which a

An important difference between subjectivism, espousad as a methodoilogy for a theory
of location decision-making, and the behavioural approach to locational decision-making
which was outlined in the previous chapter, is that the latter is explicit in looking to
psychology for its foundations. Downs {1870} characterises the behavioural approach as
being concerned with the “way in which... knowledge is stored and organised in the mind’
(p.70). He goes on to state that ‘we can ask several basic quastions.... What information
is stored in our minds? How is it stored...?’ This psychologism has nothing to do with
subjectivism per se, and in its modern incarnation of hermeneutics, subjectivism derties the
mechanistic, or behaviourist, implications of this quotation. Mermeneutics rejects the idea
of & world ‘out there’ which ‘sends out” knowiedge, or from whiih the individual ‘receives’
information, that is then 'stored’ in tha mind.

It is worth remembering, as Benton {1577, p.120} points out, that Weber did not regard
Verstehen as a method of social science, ‘but an ’‘objective’, an 'achieavernent’ - ... a
{continuad...)
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subjective element in these sciences was contrasted with the objectivism of natural
science. In the middle decades of this century, wl.en positivism was at its height,
subjectivism was almost entirely repudiated.? According to Bernstein {1983,
n.27h

Ths oravailing attitude at the time among professional socigl scientists
was that their discipline was now on the secure path of bacoming a
genuine nawural science of individuals in society, a natural science that
differed in degree and not in kind from the rest of the natural
sciencas. Progress in the social sciences,... required adopting and
following those methods, procedures, and criteria... that had proven
so successful in the natural sciences. They therefore scorned
“interpretive sociology”, with its appeal to "subjective meaning”,
Verstehen..., and such concepts as empathy and intepretation.

Those who remain wedded 1o a positivist-empiricist conception of science still treat
subjectivism with scepticism and sometimes scorn, and regard subjectivists as
misguided {see the arguments of Abel {1977}). As Dallmayr and McCarthy {1977,
pp.78-79) put it,

those defending the methodological unity of the sciences typically
proffer a rather low estimate of the importance of Verstehen for the
iogic of the social sciences. It is either rejected as un- or pre-
scientific, or analysed as g "heuristic device™ that, while useful,
belongs in the anteronm of science oroper.

Such views, however, may be on the way out. Today, the hermeneutical tradition,
derived from Max Weber and his predecessors, forms an important ingredient of
a much more broadiy-based discourse on existentialism."™ It is now respectable,

as indeed it has been from the time of Popper's Logic ur Scientific Discovery, to

(...continued)

19

distinctive type of knowledpe which may be achieved by a variety of methods, or no
‘method’ at all’. (See also p.121.)

For an overview of the impact of positivism on the philosophy of social science during this
period see Bernstein (1976, pp.4-24).

According to Dalimayr and McCarthy (1977, p.9) the shift from treating understanding as
a method of social enquiry - the prerogative of individual cognition or consciousness’ - to
‘a basic attribute of man’s existentiai condition or Dasein’, is largely attributable to
Heidegger.
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suggest that the scientist constitutes the problems that interest him. As ideas -
created, communicated, and interpreted within » community of people - science is

subjective, not objective.

The reformation of science as epistemology to science as hermeneutics is by no
means complete and, perhaps, never will be widespread. Its significance from the
point of view of the thesis, however, is enormous. Subjectivism has been brought
out of the closet. It is now a serious subject, worthy of the attention of

philosophers of the top rank.

For a iong time subjectivism was regarded with disdain by the majority of
philosophers and scientists. 't was the domain of certain social scientists who
believed that their subject-matter either could not, or should not, be studied by the
methods employed by their natural-scientific counterparts. Today it is acceptable
to return to the tradition which began as the attempt to justify a separate method
for the (Fe/sieswissenschaften, in order to answer questions about the ontology

and epistemology of science per se.

. THE EVOLUTION OF VERSTEHEN

In order to clarify the relat..nship between the theorist and his subject-matier
associated with subjectivism, we must examine the changing conception of
understanding { Verstehen) within the subjectivist tradition. The object is to identify
changes in the interpretation of understanding, and to show how these are
associated with different views about the nature and task of social science and, in

particular, about the objectivity of social science,

In what follows the focus falls entirely upon what may be tsrmed mainstream
subjectivism. Although the boundaries are not always ciear-cut because, for example, a
subjectivist in our sense can espouse an objectivist epistemology (Husserl is a case in
point), the analysis specifically ignares contributions, such as that of Parsons, which make
an effort to assimilate Verstehen into a positivistically-inspirad methodology. Because tne
objact is to show how the approach embracing Verstehen has chargyed, and what its
implic ations are for the formulation of economic theory, there is no further reference hers
to the methodological arguments for rejesting subjectivism, By implication, subjectivism

{continued...}
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A. Verstehen as neutral understanding

The tradition of Verstehen that concerns us includes phenomenology and, in the
work of mwodern hermeneutical writers, leads to the radical r~iection of the

epistemologina! basis of pasiuvist sciance.

This line has its origins in early nineteenth century, in the writings of Friedrich
Schieiermacher {1768-1834} and later Wilhelm Dilthey {1833-1911).% The latter
was the first phiiosobher to argue for a separate method of the social sciences,
employing hermeneutics, based on the roia which interpretive understanding plays
in the ¢ sciences. Initially, Verstehen was viewed as a distinctive characteristic
of the social sciences and, by its advocates, as the essential determinant of a

separate methodology of the sogcial sciences.®

In the following quotavion, concerning the nature of Rilthey’s contribution, Warnke
11987, p.2) points to a similarity of outlook between paositivists and the initial
efforts to develop a theory of Verstehen out of the tradition of textual exegesis.
{See also Bernstein {1983, pp. 112-113)) |

{...continued)
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offers a practical and useful basis for constructing social-scientific theories, The ctiticisms
of subjectivism that interest us are the internal ones, those levellad by subjectivists
thamsslves at thei predecessors or contemporaries who they believad had, somehow,
gone astray or who had failed to see the iinplications of their arguments.

Sea Truzzi {1974, pp.B-8) for a brief statemant of Dilthey’s approach to the sucial
sciences. Warnke (1987, saee asp. Ch.1) offers a useful overviaw, initially from Gadamar's
perspactive, of the evolution of hermeneutical thinking through "Romantic harmeneutics” -
from Schieiermacher and Diithey - to Heidegger. Different views emerged concerning the
purpose of harmeneutics in respect of textual interpretation. For exarmple, from the idea
that the role of harmenreutics was to establish the fruth of the text, to that of establishing
the quthor’s intention, to shedding light on wilere {and how) the meaning o the text is
established, including the idea that the readsr does not simply intarp-2t what is already
there hut actually co-creates the waork.

Freund {1968, p.93) attributes the invention c¢f the ‘method’ of interpretative
understanding to the historian Droysen, ‘roun: about 1850,
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Dilthey had tried to estabiish the autonomy of the logic of the
Geisteswissenschaften or of... the investigation of social norms,
practices and institutions. That is, his desire had Deen to Hluminate
the differance betwsen the structure of these sciences of meaning
and the natural scieniific explanation of events based on the
formulation of theoretical frameworks and discovery of causal laws.
Neverthsless he concsived of hoth kinds of study as ofyjective
sciences; the point of both was to develop a neutral understanding of
social or human phenomena, an understanding that would be
accessibie to all interpreters or ohseyvers from whatever historical or
cultural vantage point they might inhabit. The positivism of the mid-
twentieth century differad only in denying any distinction in the lagics
of the natural sciences and Gelsteswissenschaften {emphasis
added}.

individuals responsible for promoting the concept Verstehen have long cnerished
the desire to represent the sciences of meaning as objective, on a war with the
objectivity of the natura! sciences. We shall see that the requirement of an
objective foundation of economics is also a factor that has shaped the subjertivist
methodology of Austrian economics. Like Dilthey, most subjectivists have
struggled with the problam

that viewing the sccial sciences as a continuation or refinement of the
salf-understandirg veveloped in ardinary experiance leaves tham pray
to the same self-daceptions to whicn ordinary lifa is subject (Warnke
{1287, p.34})).

Bearing in mind the conviction of earlier subjectivists, whc held to the objectivity
of social science, ard feared the problem of relativism identified here, it is desirable
to consider Max Weber's position. Although addressing himse.f to the objectivity
of social science and taking care to preserve its Wertfreiheit, his arguments take
Verstehen further away from an objectivist position, the subtlety of which is lost

in his epigones.

Examining Weber's views provide. a useful bridge from the ideas of his
predscessors to a hermeneutical reading of all scientific discoursa that is associated
with Gadamer’s critique of objectivism and with Rorty’s (1380} analysis. Such an
examination affords a means of identitying how the meaning of Verstehen has
changed.
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B. Max Weber and objactivity in social science

When considering Weber’s standpoint on the position of the theorist as observer
and interpreter of human conduct and aiso on the objectivity of social science, it
is important to heed Bernstein’s argument {198786) concerning the Interpretation of
Weber's position, |

Webaer's sociology is probably known to most English-speaking scholars through
Parsons’s transiation and explication (Weber {1864)), In Chapter 1, where
reference was made to Parsons’s desctiption of the thenriyt as ‘observer’, his

positivistic standpoint is anparent. Bernstain {187 ' *g 26) adds tha*
Parson’s own blases have influenced his pr Ort . Jer and
have affected the way in which a ganeratiL mainstraam sociai

scienusts have rear and interpieted Webar.... Weber saw clearly...
that ari adequeie social theory must n-t only axamine causal
relationships.... We are only begi.ining tc reaiize how Weber -vas
much more profound and perceptive about thaao issues than those
who prograssed beyond him, '

Mugck, of Weber's writing can be sgen as a struggle against a narrowly coneeived
methodology of science which was becoming more and more dominant and which
would culminate in logical positivism. What he objected to was a dogmatic andg
rigidly prescriptive approach 1o science which zalso refused to acknowledge

differennes hetween the natura! and sncial sciences.

His open-minded approach produced a fundamental defence of subjectivism in
soc’ ! science and brought him much closer than his predecessors to the position
of modern hermeneutics, though Weber was adamant that the subjective basis of
social science was not in conflict with the need for social scientiszts to produce

objactively valid knowledge.**

4

A particularly useful examination of Weber's ideas on the tertainty of understanding and
on the objectivity of a science of interpretative understanding is that of Freund {1968, ses
pp.96-101],
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CHAPTER 4 181

Examining the issue of objectivity in social science {1977, pp.26-27), Weber
provides a point-by-point comparison of the methodology of the natural and social
sciences. He rejects the view that a psychologistic explanatior. of social
phenomena - reducing them to psychic conditions - is desirable, and that, if
pursued, would give the analysis of social life a solid grounding, cemparable with

the objectivity of mechanics.

Weber’'s argument {see 1977, pp.27-..!. that the task of explaining social
phenomena is rnot assisted by the search for causal laws, rests on the consideration
that the events or phenomena in which the scientist is interested have a
‘significance’ to individuals based on an underlying ‘value-arientation” which
individuals have towards cultura! events. When he speaks of the ‘cultural
significance of a phenomernon’ - and Weber provides the example of exchange in
a monetary economy - he is saying that the phenomenon is not just a thing in the
world which exists out there, but it has a meaning 1o individuais as a means to
ends which they pursue. It has a subjective meaning or significance, based on the

individual’s appraisal of it in a particular rola.

;1 is not difficult to see Weber's hermenetitical leanings in these arguments, and it
is suggested that the views 2re a foretaste of modern hermeneutics. It is the
appraisal by individuals of phenomena that gives them their significance, and
allows their nature, function, and importance, to be understood. If we were to
take away or to overiook the mieaning that phenomena havsa for individuals - their
value-orientation - the phenomena would not be of interest to the social scientist.
It is the cultural values of things that makes them wvocial phenomena and it is the
examination (interpretation} of their significance in a social context which

determines both how and why the social scientist is interested in them.

As meaning depends on contaxt, s¢ significance is specific  a particular period
of history. [n order to explain phenomena, social theory must reveal what
significance they have for individuals in particular circumstances. It stands to

reason that an understanding of significance at a particular time or place cannot be
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gained through abstract, formal causal relationships nor can it be sought in

universal analytical laws.

Regarding these arguments, Weber states (pp.30-31):

An "objective” analysis of cultural events, which proceeds according
to the thesis that the ideal of science is the reduction of empirical
reality... [to] "laws", is maeaningless.... [Blecause knowledge of
cut al events is inconceivable except on the basis of the significance
“which the concrete constellations of reality hava for us in ¢ertain
individual concrete situations. In which sense and in which situations
this is the case is not revealed 10 us by any law; it is decided
according to the value-ideas in the light of which vve view “culture”
in each individual case.... The transcendental presupposition of every
cuituraf seience fies not in our finding a certain culture or any culturs
in general to be valuable, but rather in the fact that we are culturai
beings, endowed with the capacity and the will to take a defiberate
attitude towards the worfd and to fend it significance {emphasis
added}. :

What is particularly important, if this is a valid interpretation of Weber’s ideas, '
is a hint - which certainly foreshadows the position of Husserl and
phenomenologists and after them iigrmeneuticists - thai significance does not
reside in things; it is constituted by the individual. Something has significance
because the individual deems it so. So an explanation of the phenomena of the
social sciences requires an understanding of the way in which problems or
siuations are constituted by individuals.

C. Ths emergance of a ‘relativist’ position

Weber's arguments prefigure {Sadamer’'s idea that the individual observer, or
‘analyser’, who is born into and immersed in a tradition and culture, is already
"thrown' into the world. Meaning and significance are only constituted through a
pre-existing, pre-judged, 'understanding’ {see Bernstein {1883, p.142), Warnke
{1987, pp.82-91})), Weber makes the point {p.31) that 'knowledge of cultural
reality... is always knowiledge from particular poinis of view', What is treated by

1%

The interpretation is supported by Freund’s {1368) reading of Waber. Ses pp.54-55.

......
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the researcher as important or trivial is not determined by the facts of the situation,
but by the ‘evaluative ideas with which fthe specialist] unconsciously approaches
his subject-matter,... iselecting.... & tiny portion with the study of which he

concerns himsslf’ {p.32).

Waeber’'s exposition contrasts sharply with the ambitions of determinism and its
complete scheme of things. He points out that to try to embrace, or to analyse,
all aspects of 'reality’ would be impossible, Freund {1968, p.39) attributes this
conviction to Weber's adherence to the spirit of Kantian philosophy, that “Irleality
is infinite and inexhaustible'. Observing Weber's position, one would argue that
understanding - linked as it is to the meaning that individuals attach to phenemena
as means 1o ends - ‘unfolds’; it involves an ongoing process of interpretation over
time. This perspective is the antithesis of a comprehensive "'world view’,

Time frustrates attempts to construct a8 compiete scheme, This is the substance
of Shackle’s {1872a, p.151; also Preface and p.105) epithet that "“time is alien to
reason’. "Reason’ - the ability to find out what course of action will enable one to
maximise - is dependent upon having complete knowledge. The same
considerations are aiso at the bottom of Lachmann’s {187 7b, p.38) statement that
‘[tlime and knowledge belong together. As scon as we permit time to elapse, we
must permit knowledge to change.’

For Weber, the fact that the theorist always approaches problems in a particular
historical context and at a particular time, guided by particular value-ideas, are
some of the reasons why & subjectivist approach always vields a partial view and
why the findings of social scientists are in some respects always relative, despite
being subjected to rigorous analysis. The central role, in orienting understanding,
of the individual's historical or cultural perspective and his particular interests, is

identified by modern bermeneutics.

From this vantage point, the inevitable 'relativism’ of interpretation as a

consequence of the individual’s "situatedness’, is the essence of subjectivism. This
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is not something to be apologetic ahout or to be avoided, but something upon
which to capitalise and to build in order to gain insight into the irdividual's
understanding and the circumstances of cecision-making. Explaining Gadamer’s
position on the importance of recognising the ‘prejudices’ that shape the
individual’'s understanding, Bernstein {1983, p.128} states that ‘{tlhere is no
knowledge without preconceptions and prejudices. The task is not to remove such

preconceptions, but to test them critically in the course of inquiry’,
D,  Objectivity: the subjectivist’'s dilemma

The inference can legitimately be drawn that the epistemological implications of
Woeber’s subjectivism place him at a considerable distance both from the Cartesian
objectivism that is associated with modernism and positive science and fiom the
subjectivism of nineteenth century hermeneutics. Animportant difference between
Weber and nineteenth century hermeneutics is that in Weber’s analysis the spectre
of relativism begins to loom large. Interpretative understanding reveals an
epistemology where nothing is certain, where it is impossible to "test’ the validity
of c~2's understandine because each individual has a different perspective on
things. Unless scientific knowledge is grounded and is intersubjectively valid, who
is to say whether the theorist’s interpretation and understanding is cotrect? Is it
not true that if one were to accept Weber's arguments all explanation would have
to be treated as either equally valid or equally arbitrary, since there is no objective,
correct explanation? In a similar vein, if individuals’ decisions merely reflect the
way 'in which they constitute their worlds, what are the possibilities of people
miaking the correct decisions? How do we know whether individuals base their
decisions and conduct on a correct understanding, or whether they are simply

mistaken in their {subjective} assessmaents of any situation?®

Benton's critiqgue of a lack of obiectivity in Weber's approach is apparentiy of a different
naturg, Benton {1977, p.126} argues that Weber’s conceptual position {methodological
individualism combined with the 1dea that historical concepts are constructad according
to the griterion of vaiue-relevance) prevents ona from determining, along scientific lines,
whether the techniques and criteria for understanding cultural objects are objective.
Benton’s suggestion {p.127), to overcome this difficulty, is to have a scientific theory of

{continued...)
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A reply to these questions, from a hermeneutical standpoint, would be that the
questions are misguided. No one necessarily knows what to do, or what to make
of a particular situation. Eventuaily, but possibly too late to do much about it,

people find out whether their understanding of the situation was appropriate.

If the questions involve a presupposition that people could be in a position, by
having the right information, to make decisions which are objectively the best, the
guestions are certainly misguided. In order to take demonstratively superior
decisions, the individuals would have to have a comprehensive world view, but no
one has a third-person perspective. At the same time, the argument that the

individual’s understanding /s relative does not mean that decisions are arbitrary.
E. Grounding subjective understanding

Various ‘solutions’ have been proposed to the apparent dilemma of recognising the
subjective nature of experience and of wanting to provide a grounded theory of

individual conduct, based on more than private experience. How can this be so?

One approach, represanted by behavioural lecation theory, holds that experience
is conditioned by psychological or mental characteristics and these, in turn, might
have a physiological origin. In this way, psychology {and perhaps physiology)
‘grounds’ a theory of decision-making, providing the assurance that there. is
something real - in the form of, say, dispasitions towards different goods - behind
capricious human conduct. Traits, or even the physiological structures that ‘cause’

perceptiun, provide a scientific {objective) basis for, and explanation of, human

T8¢ ..continued)

objective technigues and criteria of evaluation, which would produce ‘criteria for the
construction of concepts and interpretations not dependent upon any relevance to values,
or upon any particular ideclogical standpoint, but upon logical technigues for analysing the
structure of conceptual systems’. From a hermeneutical point of view, the wealkness of
this suggestion, whirh Weber might possibly have identified, is precisely the probiam of
providing a value- and ideolngy-free framework. Once the hermeneutical nature of any
conceptual framework is recognised, Benton's suggestion leads to an infinite regress. A
framework is needed to evaluate a framework, which is needed to evaluate another
framawork, and so on,
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conduct. As noted above, this is a "solution’ that Weber explicitly rejects (see also
Freund {1968, pp.40-41 and 115-116)).

Subjectivists, in the tradition considered here, have usually adopted a different
approach. Taking various forms, it involves the idea that 'behind’ the individual's
{subjective) experience of the world is a structure, which the theorist discerns and
can refer to, which shapes peoples’ experience and knowledge. For Husserl,
access to this structure can only be gained transcendentally, by ‘bracketing’ out
the worid of everyday experience through phenomenological reduction. From his
point of view, by ‘showing’ that there is a real, unchanging, structure at the core
of the individual’'s (subjective} perceptions of what is, this process provides an

objective basis to phenomenoiogy.

Alternatively, it may be proposed that there exists a "real world’ against which
experience is tasted. The theorist draws a distinction between the reality that
exists independently of the individual's ideas {see M&ki {1920, p.294)) on the one
hand, and world as the individual experiences it on the other. Although experience
is not always a good guide to action and the individual may be uncertain about
what 10 do, in principle he can find out what he ought to do, and the real world
acts to circumscribe the range of feasible action. In a similar vein, the sociai-
institutional context of action is regarded as a “‘constant’, or substructure, providing
the parameters which determine the l.imits within which individuais can operate.
Initially, the individual may not realise what things are really like, hut over time his
knowledge vsill come to mirror the reality of the world and then his actions will be

optimal, conforming to the objective circumstances of the situation."”

A difficulty with all attempts to ground experience - by way of a fixed structure
that forms a background to sacial life - is that they involve some form of
epistemulonical dualism in relation to the two elements of the double hermeneutic.

The thesrist’'s knowledge of ihe world is different from that of ordinary individuals.

Ewidantly, it is just such a conception that underping Kirzner's {1978) concept of error.




CHAPTER 4 157

This is not a matter of ihe theorist having an expertise in analysing social situations
or employing a language of theory that facilitates 2 discourse that is not possessed
by the ordinary, untrained person. The theorist, who has ‘access’ 1o the structure
of things as they really are, understonds, or knows, differently. His reality is
ditferent from ttat of the people whom he observes. How the theorist should have
a superior, more sophisticated understanding is not explained. In any event, by
virtue of his epistemology, the theorist is assigned a special role. He is not an
observer in the ordinary sense of someone understanding the activities o his

colieagues.

It seems that the very efforts to ground a subjectivist theory lead to the
abandonment of the endeavour to understand how individuals understand. In order
ta ground the theory it is necessary to demonstrate that there is more to the world
than the individual’s understanding of #t; that understanding is not self-contained
but always refers to something beyond understanding itself, beyond what is

actually understood.

We discoaver, thus, that a sort of third-person perspective is at the back of attempts
to ground subjective experience. The theorist, unlike the individuals whose
activities have to be explained, can see the whole scheme of things. On the oie
hand he understands the individuals and what they know. On ihe other, he can
'see’ the reality of the entire structure of the world agairst which the individuals’

activities stand out in relief and to which their understanting refers,

Theorists who espouse the cause of subjective understanding in social science, but
who also want to ground the theory, are in the predicament >f having to conciude
that interpretative understanding is not very useful either to individuals or the
theorist. For the former it is an ingufficient hasis from which to act, or to decide,
for it may lead to the wrong decisions being taken. For the theorist, without
recourse to the underlying scheme of things, it is not possible to explain human

conduct and to show that conduct does have a rational basis.
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V. VERSTEHEN AND MODERN HERMENEUTICS

A fundamental critique of all these efforts, as explained by Warnke {1887), is that
in the eyes of a modern hermeneuticist like Gadamer they are misplaced, because

their foundations are wrongly conceived.

In this secfion we examine the ideas that have been most closely associated with
the 'erﬁergenée' of the epistemology defined in the thesis as. a first-person
perspective.. These ideas, which lead to the complets r'ejec._tibn of attempts to
ground understanding, treat knowiedge as hermeneutical, and provide the
foundation of a thorough-going subjectivism embracing the relativity of
understanding. In examining these ideas, we also define the notion of ‘weak

subjectivism’ as a contrast to the subjectivism of the first-person perspective.

The desire for an objective social science is the Cartesian ideal of science as
epistemology, providing knowledge which is a mirror of the true nature of things.
Influenced by the Cartesian sesarch for certainty, social scientists who seek
universally valid knowledge and who wish to put the inferences which they draw
beyond doubt, look at the social world from a false perspective and so they ask the
wrong sorts of questions. Reflecting Gadamer’s views, Warnke notes {1987,
pp.32-33)," that social scientists failed

1o distinguish betweean two different kinds of doubt: the doubt that
arises in the course of life and a methodologically sanctioned doubt.
In life itself certain experiences can cast doubt upon one's
conceptions, prejudicss and self-underswanding. Such doubts can lead
1o further raflection, revision in one's interpretation of dne’'s fife or
one’s projects.... This kind of doubt is thus part of the connection
between experience and understanding.... in contrast, the
mathodological decision to doubt all of one’s experisnces in advance -
the strategy of Cartesian doubt - does not have its roots in lifa but is
rather directed "against life". Gadamer suggests that such doubt is
overly intellectual; it does not arise in response to the interpretive
conflicts embedded in actual experiences but tries to resolve ali
conflict in advance.... {Tlhe goal is to achieve not & better under-

See also Bernstein (1983, pp.36-37).
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standing of onesslf or the history of one’s culture, brt rather a
definitive understanding, an unde standing secured ugainst the need
for future revisions. The knowledge attnined through this kind of
doubt Is thus to have nothing situational, contextual or partial left in
i {emphasis added}.

The implication is that a theory concerned with explaining human conduct cannot
be grounded, in the Cartesian sense of huving an objective basis, because
understanding is not grounded, except in understanding, in history or experiente.

Understanding is universal in several sense .. It is not just one activity
which is to be distinguishad from other human activities, but underlies
all human activities. It is universal {1 the sense that nothing is in
principle beyond understanding, even though we never exhaust the
"things themselves" through understanding.

This quotation is fram Bernstein {1983, p.144). When he szys that ‘nothing... is
beyond understanding’. he means that understanding is all there is: knowledge /s
understanding {and reflects a particular perspective). Uncertainty and doubt are a
necessary part of understanding. We do not come to know more, but in the course
of time we understand differently, and so the 'things themselves’ are nsver
<Xhausted. A subjectivist theory must, &t both levels of the double hermeneutic,

reflect the doubt and uncertainty that people feel,'®

Taker. in their proper context of Gadamer's explication of the hermensutic circle,
the conseq nces of this reasoning are as devastating for the ‘old’ subjactivism
{ine belief that interpretative understanding can have an objective foundation} as
the hermeneutical turn has been for the positivist-empiricist view of sciencz as
epistemology. The methodology of 'old’ subjectivism is turned upside down arnd
the idea of Wertfreiheit in social science loses its foundation.

1P

The idea that all knowledge is understanding {from # particular perspective) and that, in
this sense, nothing exists bevond understanding, is corveyed in Winch's ‘relativist’
standpoint which Benton regards as uxtreme. See Benton {1977, pp.121 #f.]. See also
Bernstein {1883, pp.25 ff.).
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A. The hermeneutic circle®®

Recognitio!, of the herrneneutic circle - of the interrelationship between part and
whole - is attributed to Dilthey who credits the formutation to Matthias Flacius, a
iLutheran, working at the time of the Reformation (Warnke, 1987, p.5). Inrejecting
Cathu... teaching as a guide to the meaning of the Bible, Flacius had to create its
meaning frem an understanding of the individual parr:. Butin order to understand
the parts it was necessary to be guided by, and to have an understanding of, the

work as a whole.

The circle has rnost often been treat .d as a virious circie (Bernstein (1983, p.133)
and to the theorist who zeeks grounded understanding this characterisation may
seem to be a just cne. The circle is one more exampile of the problem of relativism

which a sound theory must seek to avoid.

Bernstein, however, argues that the cirgle is ‘seen as such only when judged by the
mistaken and unwarranted epistemological demands for empirical verification - the
appeal to some "brute data”™ (p.134). He goes on to note (1. 135) that, in general,
references to the circle of understanding are ""object”™ oriented.... No essential
reference is made to the interpreter, to the individual who is engaged in the process
of understanding and guestioning, except in so far as he or she must have insight,

imagination... and patience to acquire this art.’

An important distinction is drawn here. On the one hand there is the idea that the
circle applies to what exists ‘out there', to things which have an independent
existence in the form of, say, books, works of art, societies, or traditions. On the
other hand, there is the idea that the circle is what intarpretation is about, that its
‘existence’ Is bound up with the understander and his understanding, and to

understand is 10 do so within the gcontext of a hermeneutic circie,

20

Barnstein {1983} and Taylor (1977) refer to a herme- sutical circle, Warnke (1887) to a
hermeneutic circle. The latter seems to be the correct usage.
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The distinction is a fundamental one from the point of view of subjectivist
methodology, for it serves to separate two conceptions of the position of the
theorist, each embracing a different meaning of the concept of Verstehen. gefore
completing the discussion of the circle, it is necessary to identify the first of these

conceptions.

8. ‘Waak subjectivism’ and Versrehen
Until the advent of phenomenology, the main methodological guestion that the
subjectivist tradition sought to answer was: what is the appropriate v.ay of
explaining the individual’s conduct and his situation i» the world. That guestion
reveals the idea of the individual with his motives and historical-cultural
perspective, confroniing a set of circumstances. Over here is the individual, over

there the cuitura! worid which has meaning to him.

The idea that individuals live in a (pra-given! world ‘out there’, albeit one which is
conditioned by historical-cultural circumstances and in which certain things have
meaning to individuals, is what enables the theorist 10 demand that subljentivist
theory should accurately convey what rsally happens in the world. The emphasis
on understanding implies that the theory is founded upon the subjective
experiences of individuals, but this should net, and need not, be an obstacle.to
obtaining a faithful representation of the scherne of things that constitutes the

social world.

The notion of ‘weak subjectivism’, a term used in Chapter 1 in conjunction with
Austrian economics, applies to this epistemology and ontology. The arguments of
the past few pages are intended to clarify both the meaning of the term and the
tasks of social science that are associated with it. There are two inter-related
tasks. The one is that of explaining social phenomena, taking cognisance of the
role of interpretative understanding and, allied to this, is the need to produce a

grounded theory.



CHAPTER 4 162

What is the meaning of Verstehen within a weak subjectivist theoretical
framework? To the theorist who has a third-person perspective, rational action
means that the individual has understood what is really happening in the world and
acts in aceordance with this reality. Understanding consists of transferring what
happens in the world to the apprehension of the individual. Social phenomena in
“the world have meaning as means to ends, and through the process of
interpretative understanding the individua! comes to understand the meaning that
things have.

The third-person perspective of the theorist, wnt tands betwean the realitv of the
~ world and the individual understanding the world, precludes attempts to understand
understanding. The question that a third-perscn perspective seeks to answer is
what do individuals understand (sbout the world out there) - rather than how da
they understand. The latter issue is already resolved by the epistermnology of the
third-person perspective: understanding means ’learning’, or 'acquiring information’,
about the world out there.

A'Ithough weak subjectivism recognises the individual’s subjective understanding
of his world, the thrust of our argument is that the third-person perspective
undermines and, in fact, destroys the explanatory role of subjective understanding.
Verstehen becomes just something that people do in order to get access to the

meaning of the world out there,

The Verstehen agsociated with the subjectivism of modern hermeneutics is
markedly different. Given the distinction in meanings, it is probably inappropriate
to use the term ‘subjectivism’ in association with weak suijectivism. It will also
be apparent that, on our interpretation, Weber escapes classification as a weak

subjectivist,
C. Phenomenology: the contribution of Alfrad Schiitz

It was the contributions of phenomenologists in general and Schiitz {1972} in

particular that, breaking with weak subjectivism, set the course towards the
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modern hermeneutical position with a radically different concept of Verstehen.
This suggestion, .that phenomenoiogy undermings the foundations of weak
subjectivism by casting doubt on the ability of social science to yield an objective
view of the world, may be received with scepticism and needs to be substantiated.

One reason for scepticism is that Husser! regards transcendental phenomenology
as a method capable of yielding knowledge that is apodeictically certain? (see,
however, Warnke {1987, pp.34-41)). Yetin phenomenology the werld is not pre-
given. W-hat the individual understands or knows is what he actively ‘constitutes’
in- his consciousness. This marks a radical departure from the spirit of earlier
subjectivist thinking.

Atthough Husserl tried to find a way out of the dilemma poscd by the relativity of
individuals® life-worlds, postizlating a world of “transcendental subjectivity” beyond
the diffrrent life-worlds constituted by the ego,? the last are relative to the
individual’s histarical and cultural circumstances. I addition, since for Husserl the
natural sciences are projects that arise out of the circumstances of the life-worid,
science is inevitably situated in history. In his words (iHusserl, {1870, p.332)},

in;atural science is & culture, [and] it belongs only within the cultural
world of that human civifization which has devaloped this culture and
within which, for the individual, possible ways of unJderstanding this
culture are present. {See also Warnke {1987, p.36)).

Where Husserl provides the concepts and methodology of phenomenaology, Schiliz
mekes it his goal to apply these to the social sciences. His contribution to the

formulation of a subjectivist scheme is an importzit one,®

n

22

23

Hussarl was definitely not a relativist but an objectivist because he claimed that it is
{transcendental} subjectrve structures, ganed through the philosophical act of pure
reflection, the transcendantal epoché, that form the basis of knowledge of the life world
and of science {see also Bernstein {1976, pp.128-131}}.

The conce, of the life-world, which is central to Schiitz’s phenomenclogy, was oniy
introduced by Husser! right at the end of his life, in ‘' The Crisis of European Sciences...,’
{1970},

For an overview of Schiitz’s contribution, sae Barnstein {1976, pp.135-1891 and also
O'Sullivan {1987, Ch.14).
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Schiitz adopts the -pos?tion that Weber left his notion of subjective meaning ill-
defined and unexpiored {1872, p.xxvii}. Schiitz _ses phenomenological categories,
including Husserl’s notion of ‘internal time-consciousness’, or Bergson's durée, 1o
examine Verstehen, the constitution of meaning and experience, and the concept
of action, Tha conceptual tools which Schutz develops are valuable in explaining
decision-makingi espaﬁiallzv his increasing emphasis on the importance of social
rala‘!;iunships and-fhe intersubjective nature of the life world (see Dalimayr and
McCart"w {1977, pp.219~220)}

Ex’pfanatiané"-ﬁf the phenomena of the life-world are rooted in the constituting
actlvmes m‘ the individual and, for Schiitz, the life-world into which individuals are
born s a shared social world of centemporaries and associates. He states this
succincﬂy (1972, p.32, emphasis added}.*

" [Ejvery act of mine through which ] endow the world with meaning
. refers hack to some meaning-endowing act... of yours with respect
" to the same world. Meaning is thus constiruted as an intersubfective
phencmenon.

In this respect Schiitz’s approach represents a substantial, and welcome, departure
frprh_the subjectivism of his predecessors in which the indfvidual’s understanding
is hafﬁra!!y a key element, but who overlook the reciprocal nature of social
relationships. Earlier formulations of the problem of subjective understanding have
t.he individual as an interpreter of what is happening out there, rather than as

someone who is aware of, and influenced by, his relationships with other people.

Modern hermeneutics disposes of the problem of relativism which, as we have
seen, was a vexed issue for subjectivists, by emphasising the intersubjective nature
of understanding. It is really only once this is recognised that the difficulties faced
by earlier generations of subjectivists over the problem of relativism can be clearly
i+ gieciated. Treating the individual as a solitary figure, who interprets a world that

29

In places, Husserl's ideus ‘oreshadow Schiitz’s emphasis on the social mature of
understanding. See, for example, Husserl {1970, p.327-3281,
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exists around him but who lacks the social relationships of family and business

atsociates, abviously opened them to the sharge of relativism,?

For Schiitz, time, as durde, is an inseparable element in constituting meaning.
Analysing experience in the iife-world, he argues that ‘[allf action takes place in
time, or mure precisely in the internal time-consciousness, in the durde. It is
duration-immanent enactment’ (p.40). The individual, immersed in activity or
engaged in the process of constituting meaning, is a stream of consciousness with
a temporal element. The awareness of duration is only achieved, as Schiitz puts
it. when we "turn back’, or ‘reflect’, on that stream.

As long as my whole conscicuaness remains temporally uni-directional
and irreversible, | am unaware... of any difterence betwesn presant
and past, The very awarepess of the stream of duration presupposes
a... special kind of attitude toward that stream, a "reflaction”. (p.47}.

Coonsciousness, howsever, is of a “world that is at every moment one of becoming
and passing away’ and as such is always being constituted, never completed
(p.36).

In the constituting process, 'meaning 18 a certain way of directing one’s gaze at an
item of one’s experience. This item is thus "selected out” and rendered discrete....
Meaning indicates, therefore, a peculiar attitude on the part of the Ego toward the
flow of its own duration’ {p.42). What is experienced is always the prasent, but
action involves projection; s$o consciousness - the presant - has an orientation
towards the future. Constituting is a constant shifting of consciousness, of
becoming aware of different things which are then one’s experience. in the
constituting precess thoughts turn te the future with which experience (of the

present) is bound up.

2%

As a supreme irony, Apel (1977) accuses the proponents of positive science of the sort
of solipsism which they hold to be the problem of subjectivism. The sentiments that lie
behind the charge are similar to the point made in the text about subjectivism's failure to
recognise that understanding is /intersubjective. Apel states that 'modern analytical iogic
of science, based on semantical reconstruction of the language of science, ... [has]
methodologicel solinsism as its tacit presupoosition’ (p.297). The problem, in hia view,
ig that positive science assumes that ‘objective knowledge should be possible without
intersubjective understanding by communication being prasupposed’ (p.298),
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The durée gives an additional dimension to the ‘situatedness’ of experience and
understanding. Earlier it was suggested that the constitution of meaning is always
within an intersubjective, cultural-historical context. Now we recognise that
understanding has a more personal and temporal dimension. The individual's
experience is constituted through his own focus or interests, as he 'directs his

consciousness’.”®

Meaning changes as his perspective alters in the light of experience. Where there
was uncertainty there is additional insight, doubt and scepticism give way 10 hope.
Where oniy recently the prospects seemed good, there is now a feeling of despair.
it is the nature of being-in-time that consciocusness and meaning are part of_ the
temporal sequence, and we cannot help but understand ditferently in the light of

exparignce.

This brief examination of Schiltz’s contribution to interpretative understanding
brings the discussion back to the hermeneutic circle and to the point where the
meaning of Verstehen begins to intersect with the ideas of modern
hermeneuticists. After dealing with the circle, we can once again give attention

1o the epistemological relationship between the thecrist and his subject-matter.
V. HERMENEUTIC CIRCLE AND FIRST-PERSON PERSPECTIVE

Fram one point of view, the subjectivist tradition that is under examination takes
us further and further down the road of relativism. But, according to Gadamer, the
concern with relativism is only the resuit of being indoctrinated with Cartesian
objectivity. On that mistaken view, relativism means uncertainty about whether
we have arrived at the truth, and whether our understanding is correct. Science

must dispel doubt. .

This is not ta give the impression that the individual is alone or acts alona. Subsequent
chapters stress that activities, such as the day-to-day ‘business’ of managers, arise out
of the interrelationships between pegple. MHow any individual constitutes these
relationships - what he sees in them, how he decides to cuitivate relationships, and evan
up to a paint the relationships he forms - depends ¢ 1 his understanding and his choices.
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The position of modern hermeneutics is that the Cartesian ideal is a deception and
is a consequence of turning away from understanding. The dichotomy b2tween
objectivism and relativism is a false one. When the theorist attends to the nature
of human understanding, it is appreciated that the world does not just exist "out
there’, but that meaning is constituted and the constitution of meaning. is

intersubjective.

The modern view is conveyed by Bernstein {1983, p.137} when he suggests that
'we are essentislly beings constituted by and engaged in interpretative
understanding’. The impiications of this statement extend the phenomenclogical
notion of meaning being constituted, bscause in the process of understanding
(Verstehen) the individual not only actively shapes his ‘view’, but in the process
the individual - as an understanting, interpreting, sentient being - is himseif being
constituted.

The hermeneutic circle, the inter-relationship between whole and part in the
process of interpretation, is seen to be not just a problem or puzzle that applies to,
say, texts or works of art, but is the essence of all understanding. An appreciation
of the circle, 'clarifies the relationship between the interpreter and what he or she
seeks 1o understand’ {Bernstein (1983, p.137).

What he seeks to understand concerns the activities of other people - friends,
colleagues, suppliers, managers. The individual brings to the process of
constituting his history, culture, tradition, language, and his understanding of other
people. These shape the meanings that he ascribes to particu/ar phenomena,
events, and activities. But in the ..ght of experience, in the course of events in the

durée, the prejudices that shape understanding are themselves changed.?’

Gadamer sees prejudice and tradition as playing not only necessary, but also positive, roles
in interpretation. For & very readable analysis of Gadamer’s standpoint, which includes a
discussion of how he treats the question of assessing, or evaluating, the ‘adequacy of
prejudice’, see Warnke (1987, Ch.3).
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Understanding, in this view, is always relative, not only from one individual to
another, but - allowing for hyperbole - from moment to moment.*® The important
conclusion is that the relativity of understanding is what understanding is about;
it cannot be otherwise. The conceptual schemes of social science shouid recognise
this and enable the implications to be examined, including the many questiona
related to the nature of the communication, co-operation, and other inter-
refationships among people. Once the hermeneutical nature of experience is
understood, and the idsa of science as a hermeneutical activity is grasped,
subjecth’ ,t social theory, in the Jllest sense of the word, becomes the basis for
examining the methodology of science rather than natural science providing the

paradigm for social science.

The meaning of Versiehen has undergone a considerable change as -subjective

- understanding has been re-interpreted at successive points in the evolution of a

subjeciivist paradigm. Initially the notion of understanding emphasised strongly
how the individual attached meaning 1o events which were seen to exist out there,

In this incarnation, subjectivism treated individuals as ‘producers’ of actions, the
imneanings of which {including their matives) could be understood by others, and the
purpose of Varstehen was to do just that. interpretative understanding was what
individuais, the objects of the theorist’s investigations, did to the actions of others
out there. The theorist’s position, as cbhserver and explorer of sacial life, remained

unaffected by the application of Verstehen.

Under the infiuence of phenomenology, the emphasis shifted to highlight the
constitutive and intersubjective nature of meaning. To constitute the meaning of
phenomena was necessarily to understand the motives of others whose activities

were interwoven in what was ‘intuitively’ a sociaf world.

an

Sometimes it would seem that this statement is literally true, In dealings in financial asset
markets, such as a stock market, the individual’'s changing perspective, in the light of
developments in or outside the market, may be associated with a sudden change in
sentiment almost from one moment to the next.
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With modern hermeneutics Verstehen. is not about recognising and clarifying
peoples’ motives, but is about with the nature of, and also the obstacies to,
intersublective understanding. Interpretation is the essence of understanding, of
being-in-time. Verstehen is not understanding you, but is my understanding (of you
and everything eise). In interpreting, | not only come to understand you, | come
to understand. Mv perspective is shaped or transformed by understanding, which
takes me on to other things. The focus nf Verstehen now includes the theorist and
involves the recognition, as well as a clarification, of the double hermeneutic of
social studies. By exploring their activities, we make people part of our world. We
engage with them in understanding and they become part of our hermensutic

circle,

A subjectivist methodolugy is one that serves to illuminate and to explain how and
what the individual knows. [ts starting point is that understanding conduet means |
understanding how the individual understands. The first-person perspective, an
epistermology of which recognises the intersubjective nature of understanding, is
the foundation of a subjectivist methodology. The theorist brings the individuals
into his sphere of understanding. Like the individuals whose activities are the
object of his interest, he is engaged in a continucus hermeneutical process which

involves moving from pariicular to general and back again.

The notion of a discourse, In which ideas are exchanged and evaluated and
positions reassessed, provides the analogy for the hermeneutical view of individual
conduct and the theorist’s condition.2® At the ‘start’, he brings a particular
interpretation to the problem and, in the course of .he enquiry, his perception of

the nature of the problem is modified, and his questions and focus change.
V1. IMPLICATIONS FOR SOCIAL SCIENCE

As a conclusion to the exploration of subjectivism, it is worthwhils identifying

some of the implications of adopting a hermeneutical form of subjectivism. We

29

The discourse is contrasted with a /esson, in which knowledge is supposed to be
accumulated, transmitted, and acquired.
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distinguish between what is ‘lost’, or has to be abandoned on the journey from the

older to the newer subjectivist paradigm, and aisc what is ained.
A. Forsaking Wertfreiheit in science

What ig [ost is not inconsequential, One implic..on of this post-modernist view of
scientific activity Is that there is no value-free science. The distinction between
positive and normative science, 30 much a pnrt of the modernist paradigm

discussed in Chapter 2, falls away.

Taylor {1977, p. 30}, in noting that a science which is developed within the
context of the hermeneutical circle cannot be Mertfrei, ~uggests that such an ides
is ‘still radically shocking and unassimitable to the mainstream of modern science’.
What matters from the point of view of the thesis is that ‘mportant contributions
to the Austrian subjectivist tradition, such as those of Robbing {1949} and Mises
{1949}, have been formulated arcund the advocacy of economics as a value-free

science.

For these autho.s, the boundary between economics and cther disciplines is
determined by that fact that economists, qua economists, have 1o ramain on
neutral ground. Anything which induces them to make vslue judgements - for
eample, a desire to comment upon the relative importance of the ends that
individuals seek ~ takes them into territory in which they do not belong. So the
consequences for Austrian economists of throwing off the me 1tis of value-free

sciance are ¢onsiderable.

The thrust of hermeneutical subjectivisin is that understanding is prejudiced in a
way that no scientist can escape. One’s perspective is literally pre-judged.
Prejudice is recreated and perhaps revised over time, but understanding remains
prejudiced. Econamists, like everyone else, bring these prejudices to their inquiries.

Their gquestions also refiect tne value-judgements o7 a community of colleagues
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whe condemn or sanction a particular type of resesrch, set norms and impose

stanc rds, or establish conventiong, to which scholars must adhere.

B. Abandoning prediction

Some economists set great store by the ability to build modeis which have
predictive capabilities. If prediction was ever a legitimate pursuit of economists,
adoption of the methodology of interpretative understanding rules out prediction
as a goal of social science. Prediction, like equilibrium, demands a determinate,

closed system.

The questions of whether a hermeneutical view of science supzorts prediction as
a goal of science, and of what prediction means in the context of a whilosophy
which holds that the gquest for certitude is misplaced, raise 8 number of thorny
issues. indeed, Rorty's (1980) arguments are challenged on the basis that we may
be able to argue, by appeal to facts, that Gal'can astronomy is batter than the
dogma of the Catholic church about explaining the relationships between heavenly
bodies (see Warnke {1987, pp.151-156).

What matters for the thesis is the issue of prediction in the social sciences.
Although these more general concerns are pertinent, there is a sense in which they
are distinguished from the main issues of the thesis by the matter of whether
modernist methodclogy of orthodox economics has ever been compatible with

arediction {as understood in terms of the deductive-nomaological model}.

Economists’ predictions are not based on being able to claim that certain
phenomena fall under particular covering laws, but rely on discovering regularities
in historical data explained, perhavos, by modeis which postulate theoretical
relationships among variables, If the data 'fits’ the relationship postulated by the
model, the forecasts are based on statistical relationships found tc exist in
historical data (see Caldwell {1982, p.22}). So, in arguing that economists who

embrace interpretative subjectivisn “ave to give up the possibility of predicting, it
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sould be held that they have never possaessed that ability anyway, and that their
efforts at predicting were ‘illecitimate’ (see Caddington 1972), Kaivuzian {1980,
Ch.3}, McCloskey {1383}, O Sullivan (1287)).

The unpredictability of human nature is one of a number of reacons put forward by
Tavior {1877, see pp.128-128)}, in denving the possibility of ‘exac: prediction’ for
the science ¢’ .nterpretation. His position is cartainly worth considering, as he
argues that ‘only if past and future can be brought vnder the same conceptual na*
can one understand the states of the latter 2s some functinn of states of the
former, and hence predict’ {p.129).%° An implication of this argument is that
because the individual is transformed .n the durée he understands differently with
the passage of time), past and future can never be brought under the same

conceptual net.

A first-person perspective, howevei, provides a different, compelling argument. as
to why prediction is precluded as a goal of theory, which gets to the heart of the
epistemology. There is nc sense of a general scheme of things against which to
formulate predictions. Predictions are based on the idea that as the world works
in a particular wavy, they rely on knowing the system and the relationships which
operate within that system. It is not in the nature of a first-person perspective to
ask questions which presuppose a ‘systt ms view’, and the typa of ~xplanation
which is sought through interpretative understanding is different. The issue of

prediction is simply irrelevant to this epistemology.

in the first chapter we referred to the epistemologies of the third-person ind firsi-
person perspectives being incommensurable. The question of prediction and
understanding {or, rather, prediction versus understanding) flluminates the divide
and indicates the two mutually exclusive options that are available to the theorist.

By formulating his scheme, 3 neoclassical theorists do, from a third-person

30

Tavlor's position is that "it is much easier to understand after the fact than it is to predigt.
Human science is largely ex post understanding’ (1977, p.129). This view has mucth in
common with the standpoint of Lachrann {see, for exampia (1978hb, pp.15-17).
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perspective he might be able to discern those regularities which are a basis for
prediction. The cautionary note is sounded because, consideting the arguments
above, the nature of his subject-matter probably precludes prediction. From this
standpoint, however, he will not be ahe to explain individual conduct; that is
beyond his epistemological ‘grasp’. The alternative, first-person perspectivs, is

congruant with interpretation, but precludes prediction.

C. Giving up an objective standpoint

For many economists the most unsetting aspect of embracing a first-person
perspective will that of abandoning an objective basis of theory. We have seen
that some subjectivists have sought the best of both worlds. Recognising the
importance of interprerative understanding for theories intended to iluminate social
reality, they have tried to assure themselves, and others, that their theorigs are
truly scientific and do not paint the theorist into a corner of relativism. They will
suraly wish to anchor understanding to something firm.er and more parmanent than

ideas that are formed in an ongoing 'conversation’.

Those who are sceptical of modern hermeneutics {including Rorty’s interpretation
of Gadamer's work), and are concerned that it represents a position of
irrationalism, will find ample support. Warnke draws attention to the idea that
Gadamer’s expe ition of the hermeneutic circle is an attempt to move beyond
objectivism and relativism, and this is also the position adopted by Bernstein
'1983) with regard to Gadamer’'s work. These authors and others, ne.artheless,
express their conce'ns about placing too radical an interpretation on modern
hermeneutics - one which undermines any attempt at grounding the theory {see
Warnke {1287, Ch.5)).

We cannot, here, resolve the question of whether abandoning the quest for an
epistemology - as Rorty intends that we should - is irrational. The ramifications are
undoubtedly enormous, and the question hes implications for the foundations of
sociai norms {see O'Sullivan {1987, pp.26-27)).
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Our conviction is that, through modern hermeneutics, the sort of position which
Rorty adopts constitutes a powerful challenge to conventional views of the
distinction between the rniatural and sccial sciences. In addition, the iconoglastic
stand against the conventional wisdom removes barriers to an examination of the

foundations of knowliedge and understanding.

By pointing to the discursive nature of understanding, the position that theorising
occurs within an historically-based hermeneutic circle is an appealing one.
Adopting the view of science as hermeneutic means accepting that the scholar is
open to, and receptive of, new ideas. One of the least admirable aspects of
modernism is the dagmatism that accompanies its claim to offer the path to truth
and knowledge. The methodology itseif is chauvinistic and denies adherents the

opportunity *o quesion its foundations.

Because mogdernism was transformed from methodology into ideology, it came to
represent a reiection of the rationzl idea! of scholarship. A hermeneutical
conception of scientific discourse offers the orospect of restoring a sense of
engquiry and challenge to methodoiogy, where before the only things worth

invastigating were the scientific problems themselves,

D. Replacing narrow individualism

For the social sciances in particular an important consequence of adopting a first-
person perspective is that the narrow Individualisn of economic theory is
supplanted by an emphasis on social inte~ elationships. Although both the natural
and social sciences recognise that each successive generation of theorists, as
Newton put it, ‘stands on the shouldsrs of giants', positivism cultivated the idea
that all that was necessary to discover the truth was for sameone, in isolation, to
observe whal goes on out there. The advance made by Popper consisted of
recognising that science was not discovery in isolation but in critical discourse.
Hermeneutics, of course, emphasises that what we lrarn, we learn in a social

coriext, through discourse.
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in the social sciences, the narrow individualism covers both elements of the doubie
hermeneutic. The third-person perspective has underpinned the idea of an isolated
individual who is hardly aware of the existence of others. This caricature is
particularly strong in economics where the agent has no relationships with other
people except through impersonal ‘market forces’, as a supplier, distributor, or
anonymous consumer, He communicates indirectly, through the medium of

'market signals’.

Hermeneutical subjectivism, the basis of a first-person perspective, recognises that
understanding is intersubjective, and so must establish who the others are who
‘share’ the world of the individuals whose activities are of interest to the theorist.
Why does the individual consider them to be important, what is the nature of the

relationships, and what sorts of roles do they play in influencing his activities?

The recognition of the intersubjective nature of understanding, juxtaposed with the
nature of understanding itself irn the hermeneutic circle, requires the theorist to
attend to the nature of the discourse between individuals at both levels of the
double hermeneutic. How do individuals communicate? How well do they do so?
To what extent do they understand each other, and why do they do so? Coming
as these do on top of the linguistic turn in analytic philosophy, such questions point

to exciting areas of study for ali the social sciences.

In the last xwo chapters of the thesis, where the ohject is to analyse location from
a first-person perspective we will have an opportunity to examine how souial
relationships bear upon investment decisions. Having established what a
subjectivist theory is and outlined Its purpose, what is needed now are the
conceptual tools that can be applied to 'social reality’ in order to investigate
decision-making. Austrian economics, as a subjectivist scheme, has been thought
to be ahle to furnish those toois. QOur imnediate abject, tnerefore, is to axamine
the subjectivism of "ustrian economics in order to determine whether it is
compatible with the epistemology of a first-person perspective and capable of

serving the ends of interpretative understanding.
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AUSTRIAN ECONOMICS AND SUBJECTIVIEM

One knew thera was much wrong with modern economics, but one
did not yet know how to put it right. 't was necessary first... to
figure out what difference this “Austriar perspective"” made for
understanding the real worid. To the much asked question "What is
Austrian sconomics?” there was simply not a ready answer,

Karen Vaughn, ‘The Merigerlan Roots of the Austrian Revival', p.402.

. 18 AUSTRIAN ECONOMICS SUBJECTIVIST?

We have defined subjectivism as a methodology and episternology of social
science. To be useful subjectivism needs a ‘language’; a conceptual scheme to

serve as a framework for interpreting the life-world or ‘souial reality’.

In looking for a suitable framework it is natural to go to the Austrian School.
' Austrian economists’, Kirzner (1976b, p.4G} says, "are subjectivists....” {(See also
Hayek (1955a, p.31); Lachmann {1977b, p. 28); Littlechild {1978, p.19);
O'Sullivan {1987, pp.152-1556}). Although subjectivism is idertified as a
distinguishing feature of Austrian theory and the factor that separates it from

neoclassical economists,” Vaughn's question, in the epigraph to this chapter,

O'Driscoll and Rizzo {1385, see Ch.2) suggest that neoclassical theory constitutes a
‘static’ form of subjectivism because it recognises ‘tastes’ or ‘preferences’ (subjective
notions) as the basis of individual choice. Individuals are assumed to have given tastes,
hence the static nature of neoclassical subjectivism. Q’Sullivan {1987) characterises
neoclassizal economics 8§ 'subjectivist-intarpretive’ with a ‘teleological mode of
explanation’. The ‘unmistakably interpretive character of economic theory... arises from
the pervasiveness and centrality of the 'optimization” or ‘maximization’ principle to all
economic explanations.’ (p.74). What is puzzling about this characterisation is that o one
does any interpreting. The whole scheme of things is given, Discussion of the
er .stemological and ontological distinction between the third-person and the first-person
perspective serves to undersnore the argument that it is misleading to refer to neoclassical
econornics as in any way subjectivist. The epistemology of the third-person perspactive
dictates that the 'subjective’ slements - tastes and so on - are as much objects in that
scheme as prices or commodities. Maki's (1990, p.294) classification of Auvstrian
economics as ‘ontic subjectivism’ combined with 'ontologlcal objsctivism’ (see below in
this chapter} may help to resolve the paradox of D'Sullivan’s characterisation of
neoclassical theory.
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shows the uncertainty among some members of the school about what it is that

rmakes Austrian economics different.

For us, this is a key question. Neoclassical theory is unsatisfactory so a schems
with a different epistemoclogy is required. Does Austrian economics fit the hill?

The -question needs to be investigated not least because others express doubt
about the accuracy of the subjectivist labei. Boehm {1982, p.43) says that {alt
the risk of being stamped on for heresy | venture to propose that there are some
important obscurities in the thesis that Austrians adhere to the principle of
subjectivism.’ indeed, Mé&ki (1920, p.294) goes so far as 10 suggest that Austrian
economists are objectivists, basing his justification on a realist interpretation of

Mengerian economics.

In this chapter, again taking cognisance of the double hermeneutic, the relationship
betwseen theorist and subject-matter is the initial focus, after which we examing
how the individual and his knowledge is conceived by Austrian economists. In
doing so we are able 1o clarify the nature of Austrian subjectivism and tc * ywveal
that it is associated with a third-person epistemology, Besides resclving an
important practical problem - whether there is £ ready-made framework embracing
a first-person perspectiva - the investigation into Austrian subjectivism reveals the
vatue of distinguishing between third-person and first-person epistemologies. The
distinction helps to classify Austrian theory and to show why there is confusion

about the relatlonship between Austrian and mainstream economics.

A problem arises, however, in identifying a definitive 'Austrian position’. The
reviewer of neoclassical theory is on fairly safe ground in addressing ‘orthodox’,
or 'mainstream’, economics particularly in its modern, and modernist, ‘axiomatic’
embodiment identified in Chapter 1. Because of its dominance as the language of
economists and its long history, thare is a conventional notion of what constitutes
neoclassical economics. With Austrian economics the position is somewhat
different, |
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Since its beginnings, in the catallactist revolution, Austrian economics has
experigenced mixed fortunes. After the eclipse of the 'Older Austrian School’ -
comprising Carl Menger, the founder, and immediate foliowers like Friedrich Wieser
and Eugene von Bohm-Bawerk {see Mises {1969}; Kauder {1957); White (1977)} -
the school enjoyed a brief, but conspicuous, revival in the nineteen-thirties,
Various factors led to the subsequent decline of the school's fortunes {see Coats

(1983, pp.95-86)) and they were revived again only in the seventias,

Since then Austrian economics has gone from sirength to strength. The difficulty
is that, because the schoo) has enjoyed only sporadic support, there is an inevitable
lack of continuity of ideas. Apart trom tha diversity of opinion and method
amongst its pratagonists in earlier periods during times when the fortunes of the
school ware at their height, today in the Austrian revival when the ideas of the
leading members are being re-evaluated, an even greates .. iety of methodological

views is in evidence.?

In the liierature Menger is often regarded as an Aristotelian and methodelogical
essentialist {Hutchison {1973, p.18}), although his allegiance to Aristotelianism is
now called into question.® Mises is viewed by various authors as a nao-Kantian
{Lachmann {1882, pp.35-36), B. Smith {1990)) who faced the problem of
protecting economics, as a social science, from positivism, while Menger’'s task,
certainly in hia later major work the Untersuchungen (11883] (1963)) in which he

clarified his methodological position, was to defend a theoretical science of

Compara, for example, the methodological underpinnings of O’Driscoll and Rizza's work
{1985} with contributions to Lavoie (1921a). Evidence of the extent of the divergence
over differeni conceptions of Austrian economics is irzner's {undated) ‘An Overview-
Comment’ of O'Driscoll and Rizzo,

A common source for many writers crediting Menger with being an Aristotelian is Kauder
{1957). More recently, however, schelars have begun 1o re-assess this claim. See the
contributions in Caldweli {1250}, especially Méki {19280) who classifies Menger as a realist
sowing the seeds of realist Austrian theary; Milford (1890); end Silverman {1990}, who
is particular critical of the Kauder interpretation, and identifies the cameralist roots of
Mengar's idaas.
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economics against the attack of Gustav Schmoller, the main figure in the German
Historical School {see Bostaph {1978)}.

Hayek, whose predicarnent was not dissimitar to that of Mises, had support tor iis
ideas from a group of economists at the London Schoo: of Economics where his
work first atiracted real attention. In the thirties in England, Hivks suggests that
Hayek had a popularity to rival Keynes (s  Machlup {1974} and Shackle {1981)).
Mises lacked the support of a devoted audience, having moved from coundy to
country after fleeing from Hitler., W.: e settled in the United States, he was not
accorded any great esteern and he wrote for a largely unknown audience. This

may account for the polemical character of much of his work.

Later generations faced different problems and adopted different methodologicai
standpoints. Lachmann {1970}, seeina Waber as a kindred subjectivist spirit , asks
Austrians to adopt Versteheri as a sf Austrian theory. The last few years
have seen a sprinkiing of efforts to mai: y Austrian economics with phenomenoiogy
and hermeneutics {see Lavoie {1536, 1920, 1991a}). This heterogeneity of ideas
and methodologies makes it difficult to identify an ‘orthodox’ Austrian position.
Even the task of who establishing who belongs to the school is not straight-
forward.?

As this chapter shows, ciassifying economists in terms of the critarion of their espousal
of a subjectivist methodology is problematic, and additional problems of definition arise
from the fact that in the schooi’s fo-mative vears, when its members did indeed live in
Austria, there were many ecrnomists of Austrian nationality who did not, and would not,
claim any affiliation to the Austrian School. (See Schumpeter, 1952, pp.844-849 for a
list of members of the ‘older’ Austrian School, including biographical details. Soms of the
points made below are also discussed by Littlechild, 1978, pp.14-17). Friedrich von
Weiser, both on account of nationality and academic affiliation, is categorised as Austrian,
but his cu .tribution does not fit the mould of Ausirian subjectivism. Then there are
economists who are commonly associated with the Austrian School, but incorrectly so
when their methodcological positions are considered. “chumpeter is sometimes referred
io as a ‘second generation’ Austrian, as are Fritz M. .hlup and Gottfried Harberler.
Individuals like G.L.8. St vis ks« inflyenced Austrian thinking, but would not consider
themselves Austr -, L. - ~-. ...ws Shackie as a kindred spirit and has done much to
incorporate Shackle's ideas into Austrian economics. In a similar category, but a more
extreme example, is Keynes, whaose writings on expectations ally him with Austrian
si-bjectivism {ses Lachmann (1891}}.
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ihe Austrian revival, the start of which coincided with the centenary of the
publication of Menger's Grundsétze der Volkwirtschaftsiehre {(Menger (1871)
{1950)), provides ample material on which to gain an understanding of Austrian
themes. An early English commentary identifying a distinctive Austrian
contribution is Bonar {1888). More modern surveys and appraisais, that also
provide insight into Austrian methodology inciude: contributions to Atlantic
Economic Journal, Sept. 1878; essays in Caldwell {1990}; the contributions to
Dolan {1976}; essays in Grassl and Smith (19886); Hayek, (1988); contributions to
Hicks and Weber [1973); Kirzner, {1873, 1978); contributions to Kirzner {1982a)
and (1886); Lachmann, {1973a, 1973b, 1976, 1977h, 1282, 1986); Littlechild
(1978, 1990a, 1990b}); Mises {1949, 1960, 1968, 1878); Nozick (1977);
O’Sullivan {1987); essays in Spadaro (1978); White (1977).

O’Driscoll and Rizzo (1985, pp.1-2} provide an excellent definition of Austrian
subjectivism that is worth quoting in full.

On the most general level, subjectivism refers 10 the presupposition
that the contents of the human mind, and hence decision-making, are
not rigidly determined by axternal events. Subjectivisrn makes room
for the creativity and autonomy of individual choice. Dsaling as it
does with the individual mind and individua!l decision-making, it is also
intimately related to methodological individualism. This is the view
that overall markst outcomes ocught to be explained in terms of
individual acts of cheice. Thus, for the Austrians, and for
subjectivists gererzlly, economics is first ‘and foremost about the
thoughts leading up to choice....

WF. + are the origins of Austrian subjectivism, and how does it differ from
hermeneutical subjectivism? While recognising that this may mean overlooking
differences betweer: Austrian scholars 1hat are sometimes important, our object is
to identifv an Austrian methodology and epistemology and then to look more

closely at the Austrian conception of the individual in economic theory,

Il. THE BASIS OF AUSTRIAN SUBJECTIVISM

M~anger, regarded as one of the great economic thinkers, is also the forerunner of

Austrian subjectivism. Although generally seen alongside Walras and Jevone as a
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founder of catailactic economics - /.e., the ‘marginal revolution” - it is now
conceded that, methodologically, Manger is zame distance from them as regards
his eschewal of equilibrium and other considerations (see Gram and Walsh (1978);
Jaffé (1976}); Shackle {1972b); Streissler {1972); and other essays in Black, et a/.
{1973}). In acknowledging that Menger and Walras in particular are at variance,
and in regarding Walras as the originator of neoclassical general equilibrium theory,

is it correct to view Menger as a proto-subjectivist?®

The evidence of Menger's subjectivist leaning revolves around his "atomistic’,
'compositive’, or ‘causal-genetic’ {see Silverman {1990, pp.70-7 1)) method - which
teday would be referred to as methodological individualism {Hayek {1973, p.8}}.
The elemnents out of which the ‘'complex phenomena’ of economics evolve {Menger
{1950, pp.46-47})} are the 'individuais and their efforts, the final elements of our
analysis, [that] are of an empirical nature’ {Menger {1863, p.142, fin.51)).

The ‘goods-character” and value of things in exchange - things that are capable of
satisfying an individual's needs - are derived from the needs (Bediirfnisses)
themseives, and the individual’s knowledge of the ability of the good to saticfy a
need {see Menger (1950, p.52])). The classification of goods (as first, second,
third, or higher order} depends on the good’s proximity, in the production process,
to being able to satisfy a nead (pp.55-67). This proximity, in turn, hinges on the
individual’s knowledge and ‘is nothing inherent ir the good itself and stil less a

property of it* {p.58).

One obvious methodological difference is Menger's eschewal of mathematics (see K,
Menger (1973, esp. pp.52-58) on the differences between Austrian and mathematical
economists including arguments concerning the limitations of a mathematical approach),
Jaffs {197€, p.521} quotes from Menger’'s correspondenca with Walras and statas that

the former
declared his objection &7 princirle to the use of mathematics as a
method ot advancing ecrnamic knowledge.... For the

performance of this task what is requived... [lis] a method of

process analvsis ["the analytic-compositive method’] tracing the

complex phenomena of the social economy to the underlying

atomistic {orces at work,
This quotation is also suggestive of Menger's objection to the use of the concept of
general equilibrium which is documented (in Streissle: (1972},



CHAPTER B 182

Such considerations - whether something is a good and its ciassification as being
of a high or low order - which constitute the foundations of Menger’s conceptual
scheme, are taken as avidence of subjectivism in that they indicate an evaluating

and appraising human mind at work.

According to a modern Austrian interpretation of subjectivism, “social phenomena..,
[are] the cutcome of hurnan action guided by plans {even though these often fail)
amd prompted by mental acts' {Lachmann (1986, p.23)). In Menger there is that
element which Q'Driscoll and Rizzo refer to, in their definition quoted above, as
‘room for the creativity and autonomy of individual choice’. Milford 1990, p.218)
draws attention to this.

Menger perceived the aconomic agents not as pass.ve, but as active,
problem solving individuals. He depicted a world in which individuals
do not simply react to their changing surroundings in & passive way
[as one would interpret the agent of neoclassical theory to dol but try
to discover new possibilities.... These individual agents continuously
solve probiems and... they will err in this procass.

Seeking out new possibilities is the esserce of Kirzner's {1973} formulation of the
entrepreneurial element in human action. Entrepreneurship, meaning an "alertness
te new opportunities for profit’, is regarded as a characteristic of the agent in
Austrian theory fr .m Menger to Mises and beyond. While Menger’'s classification
as early subjectivist is associated with the conception of subjectivism as a theory
that recognises an active human mind at work, this notion of subjectivism is an
unconventional one viewed next teo the tradition of Versrehen in phenomenology

and hermeneutics.

Boehm (1982}, warning of the proliferation of definitions of subjectivism in
economics, identifies various notions, ‘entertained in the literature by economists
of very different persuasions’ {pp.43-44). While a number of Austrians do
associate subjectivism with the tradition of interpretative understanding that gained
stature and credence through the work of Weber {Lachmann, 1970), Austrian
subjectivism on the whole does not correspond with the subjectivism of

he:meneutical or interpretative understanding. This gives rise to the apparently
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paradoxical situation where Menger is seen by some as a 'subjectivist’, while Maki

{1990} classifies Mengerians {and Ausirians} as objectivists.

Arguing that Austriar economics is realist,® Maki explains how the apparent
contradiction between the self-characterisation of Austrians and his own
classification can be resolved. The reconciliation is achieved by understanding
Austrian economics as a combination of ‘ontic subjectivism and ontological
objectivism’ (p.294).

Ontic subjectivisrn says that the economy is at least partly constituted
by individual’s subjective valuations, expectations, purposas, etc.
Ontological objectivism says that the economy as the object of
econamic theories is unconstituted by those theories and exists
independently of them.

An additional and usefui dimensio.: 10 understanding Austrian subjectivism is found
in Maki's suggestion (p.308) that the Austrian conception of the ‘agent’ - homo
agens, or aciing man (to be contrasted with the neoclassical nction of homo
oeconomicus) - belongs to what is referred to as “folk psychology’.

Folk psychology is the conception of human action deployed by
ordinary folk and also by scisntists in ordinary life situations. This
conception is formule 2d in a framework of minds with thoughts,
emotiens, desires, motives, intsentions, beliefs. Within  folk
psychology, human action is explained ana predicted as an emanation
from these mental entities. lndeed mental ertities are the ultimate
explaingrs; they are not to be sliminated in favour of something eise,
unlike some radicaliy materialist approaches thal seek to substitute
neuroiogical or computational accounts for the intentions! accounts
of folk psychology....

Reference to ‘ordinary life situations’ in the guotation, indicates simply that

Austrian economics depicts action as @ manifestation of thoughts, motives, and

Maki {1990, pp.289) identifies realism as a 'family’ of philosophical doctrines opposed to
doctrines such as instrumentalism, phenomenalism, idealism, conventionalism and others.
He defines various kinds of realism including omtological realism: 'X axists.., "X" is a
variable that can be given many qualitative values, such as the world,... physical objects
and mental states’. MA3ki also refers to semantic realism, commonsense raalism - the view
that everyday experience has access to what is real - and scientific realism. According to
the latter scientific thecries can reprasent entities in the world, although common sense
may not provide access to these (see pp. 292-283}.
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expectations. It does not mean an interest in exploring the ‘life world’, or world
of ‘social reality’, in the manner suggested by Schitz; for whom doing so entails
understanding how the individual constitutes the life world. In general, Austrians

make no commitment to do this.

According to Lachmann (18771, pp.261-282) the task of (Austrian) ecc 1omics “is
10 make the world around us intalligible in terms of human ac.ion and the pursuit
of plans’. How does the Austrian theorist make the world intelligible and, in

particular, What is the epistemology of the theory?
Hl. THE THEORIST AND WEAK SUBJECTIVISM

Plans, knowledge, expectations, and motives are manifestations of a human mind
and are things that ex/st in the world. The Austrian theorist’s task, in explaining
economic phenomena in terms of human action, is conceived as relating what is
happening out there (the observable phenomena of the social worid such as
markets and pir.es) 1o the mental acts {of »eople out there) - the choices, the

expectations, and plans - that give rise to the observable phenomena.

Subjectivism, here, refers to the fact that different people, or different ‘minds’,
possess different ‘facts’. Because the knowledge which each one has is different,
thay make different plans. in the course of time they akio acquire new, and
different, knowledge - they interpret the world out there differently - and so they
continue to do different things.

The knowledge that 1s acquired ang the expectations that are formed through
mental acts do not correspond in a determinate way with what happens out there -
i.e. there are no known functional relationships linking the individual’s knowledge
and expectations to the world out there. 50 knowledge and expectations are

described as subjective, and the methodology is identified as subjectivist.
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This is the weak subjectivism discussed in the previous chapter. The theorist
stands between an “external world’ and an ‘internal vsorld’ of the mind - associated
with the formation of expactations and the acquisition of knowledge - ouserving
both and relating one to the other. Mises’s {1949, p.18} description of the two
worlds, or ‘reaims’, that are known to the theorist supports this interpretation.”

Reason and axperience show us two separate realms: the external
world of physical, chemical, and psychological phenomena and the
internal world of thought, feeling, vatuation, and purposeful action.
No prdge connects - as far as we can see today - these two spheares.
ldentiral external events result in different human responses, and
different external svents produce sometimes the samz human
rasponss. e do not know why.

The distinction between the external and interna. worlds is an important aspect of
the ep.stemology of Austrian economics which embraces the mind, and its
associated 'doings’, as objects. Cntologicallv the internal world is private and
subjective but it exists and, to the theorist, 1t is part of the world cut there. Other
things that happen in tf - world are known to depend on everts in the internal
world; so, for example, when knowledge - which belongs *o people out there -

changes, people do different things and prices change.

In this regard, the theorist is a peculiar type of observer and we must clarify the
way in which he 'sees’ the world and, alsc, the notinn of understanding., The
warld is a system out there, that consists of minds - with their agsociated activities
- and things. The theorist's grasp of the world involves linking the observable
phenomena (things) with the mental phenomena {pians} that give rise to them, and

then drawing inferences about the system.

Even though some Austrians may not associate themselves wiih the 8 priorism of
Mises’s methodology (sce sectinn IV below), as O'Sullivan (1937, p.160) notes,

a priorism of some sort is present in the work o ‘all the Austrians’ and a prior’

According to Barry (1979, p.12}, Hayek makes use of a similar distincton "between the
objective physical warld and the phenomenal world, that is the world we perceive through
our senses’.
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catagories seem to be important for the process of ‘observation’. These include
the category of action itself, invalving means and ends, as well as manifestations
of the alert human mind, such as plans, expzactations, and knowledge. Their g

priori nature provides the means of "understanding’.

Watching people buy and sell shares or build a factory, and ‘understanding’ stock
market activity or investment decisions, means ’seeing’ knowledge and
expectations at work. The i dividual is purposeful and chooses means 10 specific
ends; that is human action. What he does depends on his 'stock’ of knowledge
or the expectations he holds. The a priori existence of knowledge and expectations

- the internal world - is necessary 10 explain why particular actions are observed.

Based on this 'understanding’ the theorist can pose questions about the
relationships emong individuals or, specifically, their plans. Are these compatible
or incompatible? If what is observed is people competing, then the plans are
incompatible. Are the expectations of different individuals convergent or
divergent? If what is observed is speculative activity, then the expectations are
divergent. In the light of these questions conciusions are drawn ahout the
consequences of action for the state of the world. The actions will lead to an
equilibrium or will induce sther people, with divergent plans, to revise them.

The epistemology is that of .ne third-person perspective. The world = 'given’,
though it is not nacessarily all directly observabie. Some of what  .sts, the
mental phenomena, are only known as & priori categories, known through

introspection, but known to ail.

As Msaki's {1990} arguments suggest, there is a presumption that all the
phenomena that economists seek to explain - such as money, prices,
entrepreneurs, or pieces of machinery - have a real, unambiguous existence.

Except for asserting that the categories of action are known a8 priori, Austrian

ecanomics does not ask how or what the theorist knows or cbserves.
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Menger {1850, see Ch.B), for example, treats prices in much as the same way as
neoclassical theory does. Prices manifest the subjective values that people place
on things that they exchange. Menger’'s object is to explain how prices are related
to individuals’ valuations. Both prices and values are things that exist in the world
and the theorist’s task is to show how thev are linked. There is no recognitien of
either the theorist or the actor as an ‘understander’, interpreting pricaes or price

changes.

Lachmann's (1978) analysis of the capital structure provides an similar example.
The theorist’s object is to explain changes in the structure of capital, with
reference to values, expectations, and plans; but the structure itself is there. The
theorist is not interested in how the stock of capital is understood or what it

means, other than ss something that manifests peoples’ plans.

Similarly, in Austrian theory money is a sogcial institution, but there is no recognition
that it may have meaning for people. Money exists in terms of peoples’ plans to
transact, without reference to their understanding of institutions, as implied in a

notion like Keynes's "liquidity preference’.

The absence of Verstehen is also reflected in the notion of entrepreneurship which
is defined by the existence of gaps in the market out there because plans do not
‘dovetail’ {Kirzner, 197”" Individuals are 'alert to price differentials’, they do not
conjecture about or understand the raquirements of shoppers in the neighbourhood,
nor are they out-aof-work actors struggling to make a living; motives are not part of
the picture. As far as the theorist’s knowledge of the world ig concerned, the

Austrian scheme is not hermeneutical.
IV, THE CONCEPTION OF THE INDiVI[bUAL

This general characterisation of the epistemology and ontology of Austrian

subjectivism is important as a bacikdrop to our next task of examining the other
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aspect of the double herrneneutic, the individual. How is he conceived? What role

is ascribed to him? How and what does he know?

Because they espouse different philosophies, the treatment of the individua! is
different in the contributions of priincipa!l Austrian writers. In the context of a brief
examination of some of their views, however, th? object is to igentify a general
conception of the individual in Austrian theory. There seems to be sufficient

common ground to permit this.

A. Mises on action and equilibrium

Although he acknowledges his debt to Menger, the foundation of Mises’s
methodglogy is his conviction that praxeoclogy, the deductive science of human
action, is a priorf valid and its axioms are "self-evident truths’ {1978, pp.11-21}.

Mises’s a priorism has made his methodology 8 subject of extensive debate and it
probably has more detractors than supporters amongst economists and
philosophers, though not necessarily amongst Austrian economists. Because the
thesis is concerred with the epistemological implications of Mises’s metho’’ logy,

the methodology itself is not scrutinised in detait here.?

Mises’s concept of action {1949, see esp. pp.92-38) is similar 10 Weber’s notion
of economic action {1964, se2 esp. pp.15%-1 34} and probably owes much to the

latter, but Mises's analysis of actian - choosiny means te attain ‘given’ ends - will

Listed hsre are some morg recent assessmants of Misus's methodology. Caldwell {1832,
see esp. np.117-124} is critical of Mises's methodolr gy but is sympathstic 1o Austran
ideas, and he refers to Kirzner's view that Mises vas almost forced into giving his Kantian
a oriorism more prominence than he would have wamtad (see p.137, #tn.4b). Nozink
{1977) pives Mises’'s views an impartial haaring fram a philosopher’s point of view, whi's
Smith {19866} and (1 .20} vise brings a philosapher’'s perspective to bear in examining
Austrian & prioriem and thez relationship betwegn the ideas of Menger and Mises.
O'Sullivan {1987, see pp.155-158) regards Austrian a priorism as 'extreme’,
‘philosyphically challangeable’, and 'not even apn acuurats description of the genwural
practice of sconomists’ (p.161). Sev also Boshm (1982); Katouzian (1980, pp.39-44});
Lachmann (1951, 1978, 1982). On Xayek's & priovisra see Hayek {19484, pp.67-68),
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appear quite orthodox to economists. individuals are not omniscient, they have to
speculate, and they make mistakes, but otherwise they appear to be quite good,
rational agents who wou'd maxirnise if their essential condition permitied it. They
choose in accordance with a sub,ective and changing scale of preferences which
they 1ave {Mises {1949, pp.94-25, | 18}} and their actions are geared to removing
uneas ness (p.97, 120).% Substituts ‘increasing utility’ for 'ramoving uneasiness’,
and adJ the idea of the attainment of an equilibrium {a determinate outcome), and
Mises’s analysis bears a striking resemblance to the neoclassical theory of choice.
It is impo-tart to acknowiledge, though, that Austrians have repudiated the Paretian

]

idea of a complete preference field {(see Rothbard {1956},

In his conceation of human action Mises does not pestulate that individuals’
activities are nquilibriating and people are not in a position to optimise - which in
his terms wouid maan removing the most uneasiness. At the same time Mises
holds that gquilibrium is an indispensable notion when analysing action and he
state: 349, p.245) that

Mises’'s conviction that the ‘only method of dealing with the problem of action is to
conceive that action uitimately aims at bringiny about a stave of affairs in which there is
ne longer any action ... {1949, p,248) appears, at least from a hermenactical perspective,
completely idiosyneratic. It is certainty not consistent with the weay in whicth we
understand the activities of others. There is no presumption that our colieagues or filands
do things in nrder to ramove felt uneasiness. Mises’'s scoption of this approach is puziling
but, perhaps, can be explained in terms of an adherence to Benthamite principles. Action
is an attempt to overcorme feelings of unease or of dsprivation, possibly caused by hunger
and gther symptoms of physiolagical distress {see p.245).

Mises's justification for postulating tendencies towards eavilibriunn and his interest in the
"final vtate of rest’ derive from - he idea that, rather than wrying o achieve sumething,
people act to remove something 1o end up in a position where they no longer have to act.
"What makes iv "ecessary 10 take “sccurse to this imaginary constr sction {(the finel state
of rest] is the fact that the market it every instant is rnoving toward a final state of rect’
{p.246). The diffarence in emplasis betweesn the neoclassical concept of penaral
equilibrium ano Mises’s final state of rest is interesting. In neociassical theory, what
would happen if equsiibrium were established and all agents 'dacisions’ we’e compatible?
Presumably a stationary state would prevail wherz people would go on doing the sama
vhing in perind afier period. For Mises, however, i everyone succeeded in doing what
they are trying to o, namaly io remove uneesiness. thare would be no need for further
action. Perhaps indviduals would simply languish amd tter have 1o act again to overcome
the 'felt uneasness’
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[tihe only method of deafing with the probiem of action is to conceive
that action ultimately aims at bringing about a stare of affairs in which
therg is no longer any action.... Action thus tends toward a state of
rest, absence of action.

furthermrore, in order to understand how an economy works, it 18 necessary 1o
resort to the "imaginary construction” of an 'evenly rotating econumy’ ‘esse ntially
a stationary state)'’ and of a ‘final state of rest’ (general equilibriur.). The inrmaer
serves as an argumentum & contrario {p.251) ir order 1o highlight the differrrnces
betweenr the imaginary and real worlds, while the lattsr identifies the direction in
which ‘the market’ would go if it were not perpetually disturbed. The market ‘is

alwavs disquieted by a striving after a definite fina! siate of rest’ (p.246).

The assertion that a notion of general equilibrium assists the theorist in making
sense of the «.1anging real world is an odd «ne indeeq, and underscores Mises’'s
adoption of a third-person perspective. Paradoxically he is saying that the theorist
needs a conception of a sthems of things that is complete and, indeed, one that

is in equilibrium, in order to understand the real changing world out there.

According to Mises, the ditference between orthodox, ‘'mathematical’ economics
and ‘togical’, praxeciogical economics is this: 1he former postuiates u determinate
outcome and makes equilibrium its centrepiece; the latter is concerned with

processes and treats equilibrium as makeshift (see pp.352-353).

Mises regards the difference as significant because logical economics recognises
the impuortance, for explanations of hurnan action, of tirne and uncertainty, whereas
mathematical economics does not. Yet in respect of the epistemological bases of
the theories, there is not a lot to separate the mathematical and logical approaches

as Mises ¢onceives them.,

Logical economics still implies that the individual confronts a world cut there,

which reveals opportunities to him, but which he can nevar quite grasp in its

Sea, however, Mises's objections to equating the two notions {1948, pp.251-252).
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entirety, Contrasted with the neoclassical theory, either the individual is not
‘given’ complete knowledge or the world changes anyway, so there are always
unexploited apportunities.’’ £ nd, because he never g . . xactly what he wants
and his uneasiness is never fully removed, there is always scope for action,
Tendencies towards equilibrium are never aliowed to assert themselves, but in
order to explain human action the world has to be conceived transcendentally’?

as manifesting tendencies towards equilibrium.

Mises does not embrace subiectivism. His methodology is not that of interpretative
understanding of individuals’ understanding. Individuals and their conduct are thare
in the world. Explaining conduct invoives superimposing on the observation of
action the a priori categories and tendencies towards equilibrium. The individual
{over here} forms judgements sbout the world {ove. here}. The task of social
science is to connect economic phenomena with individuals’ judgements, to explain
what happens in the world as a consequencs of the fact that peopie form
judgements and have expectations, to explain the conditions under which action

takes place; but not to understand, or to obtain insight inta, action itself.

Misas’s ‘subjectivism’ rests on judgements and expectations as part of 2 world, but
separate from anoiher physical, world. The world out there means different things

n

i2

It is just this foundation on which Kirzner (1973} builds his theory of entrepreneurship.
These unexploited opportunities provide the scope for entreprensurial activity which is
charactarised by attempts to exploit such opportunities for profit as are discovered 1o exist
{our there) by "alort’ individuals. The puzzle which Kirzner's analysis does not resolve is,
where do the unexploited opportunities come from? If entrepreneurs are alert, why have
they not spotted them before? If they have spotted them, why have all the profitable
oppertunities not disappeared by now? Or, if new opportunities can be “thrown up’ as a
result of chanpges that occur, how does anyone know that existing opportunitias will fast?
{If they may not last, then soeculation is an important element in entrepreneurial activity
that has been ignored.} Schurapeter’'s analysis of the entrapreneur as a force of ‘creative
dastruction’ makes the entrepreneur a disequilibriating agent, while competiticn works to
restore equilibrium {see Schumpeter (1955, wzp. pp.74-94, 128-166, 217-236)). By
contrast, Kirzner's scheme leaves one half of the implied sequerce of events unexplained.
Of course this does not deny the importance of an analvsis of entrepreneurship. The
quastion is whether anything is gained by placing that analysis in the context of tendencies
towards {or away from) equilibrium.

The term is used in the Kantian sense of what is beyond the limits of experiencs.




el i N ST T T

CHAPTER & 182

to different peopie. Why it means different things, and what it means, cannot be
established. As Lachmann (1982, p.37) puts it, foi Mises subjectivism really

means no morg than that different men pursue different ends.’

Others have noted that at times Mises’s position borders on behaviourism (see
Lachmann (1982, p.38}}. This is ironical because praxeology was supposed 1o
serve as an alternative 1o the positivist concep*ion of science which behaviourism
exemplifies, and because behaviourism is the epitome of an uttempt to construct
a rmodernist, nen-suijectivist explanation of conduct. Yet the following qi' ~tation
ceriainly bears out such a view and illustrates e enormous gap between Mises
and the subjectivism of modern hermeneutics. Mizes {1978, p.37) states that
‘valuing’ is

man’'s emotional reacuion to the various states of his environment,
both that of the external world and that of the physiological
conditions of his own bedy. Man distinguishes between more and
less desirable states.... He acts when he believes that action can
rasult in substituting a8 more desirable state for a lags desirabla.

Does this approach to the concepi of valuing and decision-making go beyond
neoclassical theory? There is no hermeneutic, lat alone a double hermeneutic, of
social science. The theorist confronts a world and his understanding «f it is given
a priori, Individuals are objects that possess certain properties, such as the ability
to value. Endowing them with such ¢haracteristics does not alter, or disguise, an

objectivist epistemology.

B. Hayek and equilibrivum of the individual

in common with that of Mises, Hayek’s work reflects the idea that individual
conduct has to be studied against the backdrop of equilibrium. Indeed, the notion

of equitibrium features more prominently in Havek’'s contribution to econorn.'rs.

Though he pionecred the analysis of epistemological issues in economics, Hayek
{1948¢) takes it for granted that an equilibrium framework is the proper context in

which to pose questions about what individuals know and how they acquire
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knowledge. This severely constrains the scope of any epistemological enguiry. His
economic writings reveal a strong attachment to the notion of equilibrium and this
brief analysis, dealing with the notion of equilibrium of the individual, shows that

they harbour a third-person perspective.’®

Hayek is credited with conceiving the rotion o inter-temporal equilibrium (Milgate
{1979); Petri (1978)}. in his earlier writings he held that the task of aconomics is
1o explain the unintended o ‘undesigned’ consequences of human conduct {see
Havek {1948¢, pp.39-40}). His is a Walrasian conception of decentralised market
activity exhibiting coherence, in the (orm of a co-ordinated equifibrium solution.
Co-ordination emerges out of the myriad of independent decisioris made by

individuals, where no such co-ardination was intended.

One analysis of Hayek's economic writings (O’Driscoll (1977} presents his
contribution under the title, Economics as a Go-ordination Problem. Rather than
just wanting to show the logical possibility of equilibrium, Hayek's inierest {e.g.
{1948c) and {1948f)) is in showing how equilibrium is related to individuais’
decisions or plans. Although he refers to the subjective nature of social science
{19b% ., p.28, see also pp.29-30}, as with Mises, that subjectivism has to be
congri.ent with a conception of the economy as a series of equilibriating {and

possibly also, disequilibriating) forces at work.

The epistemological underpinnings of Hayek’s scheme constitute a typical Austrian

approach. tconomists, unfike natural scientists, should attermpt to take account

13

turlwig Lachmann recounted a saying of Terrence Hutchison that ‘there are at least five
Hayeks’. Hi. yek-the-¢conomist almost disappeared from view in later vears in favour of
Hayek-the-social-philosopher and, when he is there, Havek-the-economist is not aiways
an equilibrium theorist. Sometimes Hayek makes much of interpretative understarding,
and sometimes whei, advocating an evolutionary theory of social change he is hard to
distinguish from a modernist. Qur contention, however, is that tendencies towards
equilibrium are an important component of his aconomic thinking and also L. aracterise his
political philosophy, where the evolutionary hature of the social order is « s:rong element
{sea Hayek {1973)). Lachmann {1976, p.58, fin.5) notes Hayek’s sarly attachment to
general equilibrium  See also Barry's remarks {1979, pp.42-43) on Hayek’'s posttios in
respect of the notion of equilibrium.
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of “what men think and or do about [things]... {t]he views people hold about the
external world’ {1955a, p.23). Yet economists do not attempt to understand those
views, nor do individuals themselves understand their "worlds’. Different people
have different views and this is important for the analysis of conduct, but itis a
given. For Hayek the important issue is that the market system produces
coherence from these divergent views. The theorist’s task is to explain how this

happens.

"Economics and Knowledge’ (Hayek (1948c¢)) contributes to fulfilling that task and
Hayek’s explanation of the co-ordinating process rests upon a dual gpistemology
{see Addleson (1984a, pp.514-516}). There is one worid view for the theorist and
another for the individuals whose decisions are the object of study. The theorist’s
is a “typical’ third-person perspective. He can discern the equilibrating forces at
work and knows about the whole scheme of trings. Individuals, however, have
a limited viaw, but are concerned to find out what the world out there is really like.

They have to come to know ‘the facts of the situation’.

A central guestion to !iayek is how and through what mechanisms does the
individual’s knowledge come to correspond with the facts of the world ocut there.
This, more than any aspect of the analysis, identifies an objectivist epistemology

and a third-person perspective.

Havyek aiso supports Mises's idiosyncratic approach 1o human action. Criticising
the Walrasian notion of equiiibrium because it is static, Hayek's view is that the
notion of equilibrium is relevant in economics in the context ot the plans of a single
individual. He proceeds to explain how, spelling out the implications of equilibrium
including its time Jimernsion. The actions of the individual are in equilibrium, Hayek
holds, if they form part of a single plan. As observers of individual conduct, wae
need to recognise that anly actions that are part of a single plan can be treated as

equilibrium actions.
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Now, according to Mises, the postulate that people act rationally is true a priorf
(1949, pp.18-20}. To be able to draw inferences based on the proposition of
rational action, about individuals’ ‘observed’ actions, all actions must be part of the
same plan, QOtherwise, actions may appear to be contradictory because the goals
of one pian, on one day, are not the same as those of another plan formulated on

znother day.

Yet, what does it mean to say that all actions form part of a single plan? Perhaps
the implication is that a "plan’ is something like a set of Paretian indifference
curves. What seems to be implied is that Paretian curves, representing the
'choices’ available on a particular day, are fine for describing the nature of planning
and decision-making but the curves cfange over time and orthodox "static’ analysis

fails to recognise this,

The statement that equilibrium actions must be part of the same plan suggests that
a plan, like a blueprint, is something that exists in the world. This is consistent
with the way plans are conceived in £ 'strian economics. A realist conception of
a plan with 'elements’ and ‘shape’ is clearly identified in Lachmann’s statament
{1970, p.31}) that

liln sccial theory our main task is to explain observable social
phenomana by reducing them tec the individual plans {their elements,
their shape and design) that typicaily giva rise to them.

Hayek's logic is impeccable. If equilibrium of the individual means that actions are
consistent (and we know of no other conception;, and if actions are planned, they
must form part of a single pian. But the notion of planning that is compatiule with
this logic has nothing to do with how a person plans or with what a planner

understands by planning.

This is a concept of a plan as a complete system, within which different 'actions’
can be consistent. And €ach part of the plan has a counterpart in an action out
there. Every observation of an action - and it ig not clear what this means - is the

cbservation of a piece of plan being carried out. Hayek’s notion of equilibrium of
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the individual involves the epistemology and ontology of the third-person

perspective as much as any other notion of equilibrium.

Equilibrium, even that of the individuai, involves a transcendent conception of the
schame of things. An interest in equilibrium gonstructs means turning away from
understending (Verstehen) and from insight into planning and shoice. The
sudfectivist, \hen, cannot go along with Lach. ann {1986, pp.140-141) in arguing
that ‘lelquillbrium has its legitimate uses’ and that the notion of equilibrium is

unambiguous when it refers o actions that are “under the control of a single mind’.
C. Lachmann and radical subjectivism

Looking to the ‘radical subjectivism’ of Lachmain - what he calls "the subjectivism
of the active mind’, we find that this does not change the nature of Austrian
subjerctivism but, as is Lachmann's ohject, extends its scepe. That extension
involvas incorporating the subjectivism of plans and expectations, in addition to
knowledge. What does this mean in terms of the conception of plans and

gxpectations?

In the following quotation {(Lachmann (1 970, n.30, emphasic added}), reference to
‘comprehensive surveys’ echoes Hayek’'s ideas discussed above.

One trait distinguishes all cultural phencmena from natural ones,
When men act they carry in their minds an image of what they want
to achieve. Al human action can be regarded as the carrying out of
projects that are designed to give effect to imagined ends.... To act
at gll, men have to make plans, comprehensive surveys 0, & means
at their disposal and the ways in which thay might be used, and le.
their actions be guided by themn,

Plans, expectations, and knowiedge arz things that co-exist within the individual.
Each individual acquires particular knowledge, forms partici.lar expectations, and
makes particular plans. Different individuals have different, and sometimes
divergent, expectations. As the individual 'changes’ - as he has new experiences

of the world - so his knowledge and expectations change.

1 e R e T T
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The theorist has a duty to reflect the existence of knowledge, expectations, and
plans in his scheme because they are an essential part of the individual and what
he does. Just as the economist would fail in his duty to provide a satisfactory
theory if he did not recognise and take acuount of prices, so he must also build in
plans and {sometimes divergent} expectations. Plans and expectations are a part
of the world, even though they cannot be seen. The theorist understands that
individuals have pians. [t is this that makes the theory a subjectivist one

lincorporating the Weberian notion of Verstehen).

However, in the conceptualisation of these attributes of the human mind and in the
‘explanation” of human conduct - which involves relating the activities of
individuals, their knowledge, and expectations, to an ongoing ‘'market procese’ -

the epistemology Is that of the third-person perspective.

The world exists out there as a system that contains both eauilibriating "nd
disequilibriating forces. It consists of individuals who themselves experience a
world ‘around’ them and respond to charges with new knowledge and re.i~ad
expectations. Their responses are not always consistent, and the result is that the

system produces ohgoing changes over time.

Like Lachmann’s idea of ‘the market as an economic process’ {1986}, Shackle's
cancept of a "kaleidic society’ (see Shackle {1272a)} embodies a similar view of the
world as a complate system. In contrast to Lachmann's explanation of the market
process which resfs upon such considerations as divergent expectations, Shackle
does not attempt to explain what makes the world kaleidic except to say that

expectations suddenly shift and change.™

The distinction between these two concepts on the one hand and general

equilibrium on the other, concerns what - rather than fiow  ne theorist knows,

14

Shackle does not examine the notion of a kaleidic society at any length (see [1972a,
pp.7¢ 73 and 427-428)) but the idea of a course of affairs that is bounded while offering
2 ‘rich manifo'd of rivairy and indeterminism’ {p.77) suggests a variant of Lachmann’s
market process.
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The theorist confrenting a kaleidic -verid and to an extent also a market process,
does not have knowledge - and may neot be able to acquire it - of mechanisms that
would enable him to classify and to separate equilibriating from disequilibriating
forces and, therefore, to teli which ‘way’ the process is going at any time.
Although these systems do not possess the formal structure of a general
equilibrium scheme, their epistemological basis is the same as that of general

equilibrivm,
V. FROM RADICAL SUBJEC IVISM TO INTERPRETATIVE UNDERSTANDING

How do we get from this weak su jjectivism to interpretative understanding and the
first-person perspective? Should Austrians reject weak subjectivism? What are the

consequences’ of doing so? Thess are the questions that we now address.

The answer to the first ques-ion ‘s chat embracing interpretative understanding
regquires adopiing a different npistemology and cntology. Thus the difference
between Austrian subjectivism and hermeneutics is not in what the theorist or
individuals know {i.e., what is there in the world), but in Aow they know. To speak
of understar #"-.g something means that the thing has become part of one’s being
or of one's awareness of the moment, So understanding is personal, reflecting the

understander’'s prejudices.
A. What is "observation’?

A scheme hased on a first-person perspective of interpretative understanding
begins with questions which Austrian subjectivism - by virtue of its epistemology -
glosses over; how does the theorist, or an individual, ‘observe’ or understand;

what does ‘knowi” . mean?

"Observation’ ({finding out what is happening) is interpretative understanding.
Understanding is always within the hermenedutic circle, colaured by interests and
beliefs. Using the example of factories and their location, observation is never

neutral as in 'l see a factory over there’. interest or curic ity is prejudiced and
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influences o2 ‘guestions’ that are asked. Fore. ~ole: This factory is a blot on the
landscape; how was it granted planning permission, and what is going to happen
to the valuss of the houses nearby? Or, this is an attractive building, | wonder wiy
it is going up in an industrial area, can it really be a factory? Or, it looks as though

there has been some rapid industris! development, why out here?

Being conscious of a new factory means that | have reason, or arn predisposed tc
he interested in it, and the reasons or predispositions establish in what | am
interested and what questions are going through my mind. They also shape the

answers and my understanding.

Meither neoclassical theory nor Austrian economics in its present form is capable
of dealing with interpretation, in this case of what constitutes the problem of
location. Factories exist, the theorist's task is to "explain’ where they exist (in
space), and the language of neoclasrical theory prescribes what sort of explanation
is appropriate, The explanation will take the form of equilibriating forces working

upon economic data.

Although there is no Austrian theory of location, it is not difficult to imagine what
it would be, It would include - as objects in the scheme - the expectations and
‘ plans of 'focators’, asking whether these were compatibie with other interreiated
plans, and under what circumstances. Perhaps, it would also highlight a particular
type of innovative locator who is alert to new, more profitable opportunities for

location,

In both neoclassical theory and the hypothetical Austrian example, the central
issues is whaose view of the location probier- is this, and whose understanding of
the faciors involved in location. Once it is appreciated that the theorist is a
prejudiced observer, the same sorts of questions have to be asked of the
individuals who are involved in locating factories, in order to understand their

prejudices.
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Who is the ‘locator’ and how does he 'see’ the ‘location problem’? What is his
interest and why does he ‘see’ things that way? What motivated his decision? Did
hz make an estimate of costs and profits? Unti! such questions are answered,
economics does not have a conceptual basis for explaining location decisions, and
has not performed the task that Lachmann requires of it - ‘rendaerling] the [social]

world inteiligible in terms of human pians’.
B. Changing direction

Should Austrians adopt a methodology of interpretative understanding? Austrian
theory has been associated with a number of philosophical turns in its cyclical
history, and awareness of problems with the epistemology may be reason enough
for re-evaluating the methodology and deciding whether a hermeneutical turn is
now warranted.

This chapter reveals that Austrian and neoclassical methodology have much in
common, aithough Austrians are outsr.oken in their criticism of positivism and
modernism. Hicks {1978b, p.214, fin.13} states that '[t]he Lausanne and Austrian
versions of catailactics are by no means identical.... But it is noticeable that as
time has gone on, these versions, at first distinct, have grown together.’® His
view is that many modarn writers do not readily identify a well-defined Austrian

paradigm, but 'draw upon Menger and upon Walras in equal measure’.

The distinction between first- and third-person perspectives helps to identify why
there are greaier methodological similarities betwean the two approaches than first
meet the eye. Austrian theory tackies the terminology but not the epistemology

of economic theory. Though the language is less 'mechanicalist’[sic],"® the

16

6

Mises {1969, p.41), himself, holds that by the twenties Austrian economics had been
ahsorbed into mainstream theory.

It is characteristic of Austrian economists that they do attempt to avoid what Mittermaier
{1986} appropriately terms ‘mechasomorphisms’, though not always successfully. in the
nature of the Austrian conceptuai framework, mechanical analogies are probabiy

{continuad...)
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transcendent epistemology of the third-person perspective constraing the scope of

inquiry in the same way.

Whether it is Hayek's interest in the unintended consequences of ¢conduct {1348f),
Kirzner analysing the implications of entrepreneurial activity (1973, 1985), or
Lachmann reflecting ur~.n the character of the market system (1986, see
'Appendix’), like nec.lassical equilibrium theory, the object of the enquiry is the

whole scheme of things.

Though Austrians generally eschew the idea of optimising, because people do not
have the complete knowledge that is needed to do so, the reasons why people act
are essentialiy the same, and they are guided by the same 'external’
considerations. They take advantage of cpportunities for profit or for attaining
greater satisfaction, revealed in the relationships between prices, or costs and
revenues, out there.’” The similarity between the types of explanations of human
conduct offered in the two schemes i5 r-1 co-""cidental but is a reflection of the

underlying epistemologies.

There is a sensz, and it is bardly more then the i, that some . ustrians have found
the framework restrictive but were unad'e clearly to identify the constraints. 4
reason for this, as Boehm {1982) infers, is that insufficient thought has baen given
to the meaning of subjectivism. More than half a century on, since the previous
generation of Austrians - which includes Hayek, Lachmann, and Mises - [id down
their first thoughts on Austrian methodology, we are beiter placed to put Austrian

subjertivisin into methodological and epistemological petspoctive.

8. ..continued)

iv

unavoidable, since explanation - the linking of particular ecn. amic phenomena to
individuals’ plans and decisions - is really about of showing correlations between things.
See Mittermaier on the use of metaphors as means of explanation, and nn the questions
of whether, and why, the use of mechanomorphisms is probiematical.

See, however, the discussion in the text regarding Misss's views about what motivates
individuals,
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In any school there is an understandable ret'cence to be regarded as a
revolutionary. Even if the scholar recognises that his ideas take him away from his
intallectus! roots, there is a desire to emphc sise the continuity of ideas, Ty glress
the importance of the heritage of previous generations, and even to refashion parts
of an existing concaptual frameweorl to suit new purposes for which they may

prove tn be inappropriste.’®

i it is # conceptual framework rooted in irterpratative understanding that some
Austrians have been after, then Lachmann’s work in pearticular falls into this
category. His contribution is characterised by the effort always to reach beyand
the boundaries of his contemporaries’ interests, forging links with economists and
others outside the Austrian tradition. His discussion of ‘subjectivism of
interpretation’ {1986, see Ch.3, esp. pp.b4-55} supports these claims (see also
Lachmann {1991}).

In Hayek's contributions, too, the evidence is there that the author is predisposed
towards Verstehen. In addition, the current generation of Austrian economists has
actually turned to hermeneutics, realising that their interests take them away from
the mainstream of Austrian economics, but perhaps not appreciating the fuli import
of their pursuits (see Ebeling (1988}, (1991); Lavoie {18861}, {1990}, (1891b)).

C. The importance of the Austrian con' "hution

The significance of the Austrian contribution 1o economic theory goes far beyond
" & ‘'visible’ impart of Austrian economics,'™ At a time when positivism was

It is recognised that in an academic environment which stresses conformity in order to
meet the requirements for tenure, and which places weight on such measures of
performance as a citations index, scholars certainly will want to avcid being seen as
disseniers,

Q'Sullivan {1987, p.161) argues that in devoting a whole chapte to the school, he has
piven Austrian mathodology an amount of attention ‘which is quite disproportionate to the
intiuence which it has had on the methodological precepts of most mainstream
gconomists’.
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rampant it was the Austrians who fought a limited, but spirited, battle against a
methodology that was perceived by them to ernasculate social theory. Recent
developrients in the area of methodology have vindicated those efforts. At the
same time they reveal that the methodology of the Austrian resistance is

somewhat rickety,

With hindsight we can say that the counter-attack on positivism was net well-
dgirected. The causte was a just one but, without identifying the issues as
epistemuloyical onas, in many cases Austrians were right for the wrong reasons.
Not wanti-  to disparage their stand nor to undersstimate its vaiue, this analysis
shows that having once been in the vanguard of subjectivism, today Austrian
economics is struggling along with ideas that are rather dated and which should,

perhaps, be jettisoned.®

Austrian theory still represents the only consistent attempt to provide a subjectivist
approach to economics, and for some this may be a sufficient reason to continue
down the present path. Another view is that in its current form, and with other
options open, Austrian subjectivism is ambiguous and confusing. It is meant to
provide an econoemic theory of decision and human action that does away with the
formalism of neoclassical economics but fails to do so, and itr brand of

subjectivism is esoteric.

Over the years, the questions that Austrians posed have yvielded insights which are
useful in exploring decision-making. An approach that extends our understanding
and also puts the subjectivism of economics on a conventional footing, one that
conforms with current thinking on interpretative understanding, ought to be

welcomed.

20

Vaughn {1990, see esp. pp.400-402) puts forward a similar argument. She notes that in
the early days of its revival, from the mid-seventies, Austrian economics had the ‘aura of
crusade’, and goes on to suggest that scholars devoted themselves to preserving old ideas
rather than to developing new onas. More recently, however, progress has been achieved
by taking Austrian economics in new directions,
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Vil. CONSEQUENCES CF MAKING THE CHANGE

There are many good reasons for Austrians to take a hermeneutical turn but there
are costs involved. As a conclusion to this chapter it is useful to identify the
changes that Austrian economics would have to undergo in pursuing interpretative
understanding. A theorist adopting a first-person perspective abandons the idea
of ‘grounding’ his tneory and, with this, the possibility of pursuing a value-free
science. The noti -n of equilibrium and a third-person perspective go hand-in-hand.
A first~-person perspective entails abandoning equilibrium. It also involves &
relection of the narrowly-conceived notion of individualism which is associated with
2 third-person perspactive. For reasons given in Chapter 4, a theory based on
interpretative  ierstandinyg does not offer the piospect of constiucting predictive

maodels.
A. Abandoning a grounded theory

Given their long-standing opposition 1o a positivist-empiricist methodology for
economics, and their willingness to accept a heterodox methodology, Austrians will
not necessarily reject the sort of argumeits, associated with Rorty and Gadamer,
that attemprts to produce a grounded theory are misplaced. Given their history of
opposition to mainstream methodology, one expects that these arguments will find

a readier ear in Austrian than in other circles.

B. Abandoning a value-free scienice
Wertfreiheit and interpretative understanding belong to two different conceptions
of the scheme of things. Each is the product of a different epistemology and

ontology.

Defense of the Wertfreiheit of science rests on the need for g scientist to maintain

an arms-length relationship with his subject-matter so that he does not bring his
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own prejudices, values, and moral precepts to bear in drawing inferences or
conclusions about the relationships tha. ne is investigating.

The rejection of a value-free theory is bound up with the question of grounding the
theory and rests on twin assertions, associated with the work of Gadamer. The
first is the idea that each individual does not arrive to undertake his theoretical
investlgations with a clean slate, but is “thrown” into the world and, therefore, into
his research, In addition, understanding - within the hermeneutic circle - is 2
process of interaction, a dialogue, or conversation. This applies as much to the

theorist as it does to those interpreting the work, supporters and critics alike.

Although it was suggested that giving up the idea of a value-free science may be
‘radically shocking’, there may be Austrians who share the view that the pursuit
of the ideal of Wertfreit2it is an obstacle that restricts the development of Austrian

theory by limiting the range and type of questions which can be posed.

Kirzner {1978c) offet . a useful overview of the principle of Weritfreiheit and an
appraisal and defence of its application to Austrian economics. He highlights the
embodiment of the principle in Mises's definition of economics, a definition that
has become the standard definition of the s\ bject-rmatter of economics, and which
is usually attributed to Robbins {1249}, but which is in fact a typicall, Austrian
conception of the scnpe of economic science {see Addleson {1984a)%),

That definition is generally interpreted (note our emphasis), as ‘the science which
studies human behaviour as a relationship between [given] ends and [given] scarce
means which have alternative uses’ {Robbins, p.18) . The spirit of the Robbins-
Austrian definition is inexorably bound up with the adoption of a third-pe-enn

perspective. Aithough Mises {1949, p.92) argues that "{mleans are not " the

Fal

The arguments in this dissertation represent a substantial modification of the position on
Robbins's contribution adupted in Addleson {1984a), where the distinction between first-
person and third-person perspectives, and the significance of the distinction for Austrian
economics, is ili-clefined and is not associated with different epistemologies.
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given univarse; in this universe there exist only things’. in the context of an
econamic theory constructed around Robbins's definition it is imy.. actical to treat
means and ends as anything other than things which simply exist in the worid,

In this definition, all matters that are of interest to the ‘interpreictive understander’
- why individuals choose to do certain things, how they make their choices, what
exactly it means to ‘choose ends’ or means - are ruled out. They are defined away
partly because, in order to maintain his value-free standpoint, th=  ;anomist should
not be interested in the nature of the ends that people choose.® Wertfreifeit is
only compatible with a third-persaon perspective and, in maintaining this principle,
the theorist is precluded from understanding. Relinguishing the principle broadens

the scope of economic heory immeasurably,

The defense of Wertfreiheit in economics which Ku'zner offers fails to recognise
that the hermeneutic circle applies as much to the reader, or to the scholar
interpreting the work, as it does to the author or theorist himself., Naturally this is
not a criticism of Kirzner, but even if the theorist was able to distance himself and
his beliefs and values from his analysis, he would still face the problem of the

audiences’ interpretations.

A work, constituted intersubjectively, is reinterpreted as the hermeneutical
conversation among scholars leads to new insights and to different ways of
understanding it. The passage of time, the durée, ie important 1o how the meaning
is constituted. Accepting the principle of a value-free science means either thaf
there is only one real interpretation of any work or thai different interpretations are
attributable to factors (perhaps ones like neural pathways) which are known to be

independent of the individual’s beliefs and value-judgements.

The Austrian response to the radical suggestion of abandoning the principle of

value-free science could be to take encouragement from Hayek's argument that it

ki3

We noted earlier that Mises's desire to avoid psychologising leads him to a adopt a
behaviourist position, not realising that an analysis of decision-making or choice in its
social context can avoid psychoiogy.
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is important for economists to explain how individuals find cut about the facts of
the world. For Hayek, equilibrium is the natural domain of econumisis and these
guestions refer to gaining knowledge about the {real) vsorld out thera, From a first-
person perspective the gquestions appear somewhat similar although the
episte.nological and ontclogical connotations are entirely different. What do
individuals know about the world? What do they treat as facts? how thay agree

on what constitutes “the facts’ of any situation?
C. Abandoning equilibrium

Whether Austrians would readily rejact equilibrium - and disequilibrium (see Rizzo
{1979b)) - is a matter of conjecture. For despite the appearance of various notions
of equilibrium in the sontributions of virtually all Austrian economists, throughout
the history of the school their attitude to the relevance and the role of equilibrium
has been one of ambivalence. General equilibrium is rejected by most Austrians,
but equilibriurn of the individual is seen to be important, and there is substantial,
it tacit, agreement that market equliibrium - Marshallian partial aquilibrium - is a

useful notion.

Lachrmann explores the role of equilibrium in many of his contributions, but in a
recent work (1986) coenveys something of the dilemma confronting the theorist
whose interest lies with interpretative understanding but who wishes to find a
place for equilibrium in economic theory {see alsc Lachmann (1977b, pp.37-38)).
Lachmann hoids that "[elquilibrium of interaction between individuals, households
and firms, i.e. between different minds is clearly a problematic notion’. He goes
on to argus, however, that '

[elguilibrium has its uses. For all that has... been said, it would be
quite wrong to conciude from it that all use made of the notion of
equilibrium outside the sphure of action of the individual must he
iltegitimate. Marshall’s partial equilibrium concept is a striking
counter-example... (1988, pp.141-142, emphasis added).

Equilibrium has no part in the epistemology of the first-person perspective.
Equiiibrium designates a complete scheme, a seli-contained system with clearly
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designated parts and well-defined mterrelationships. Whether that system
constitutes the economy, or a market, or the plans of an individual, makes no

ditference,

By the same token, it is immaterial whe*her the theory postulates an equilibrium
cutcome or a process, where equilibriating forces are dislodged by their continual
interaction with disequilibriating ones {see Rizzo {1979b)}, or even "pattern co-
ordination’ {O'Driscoll and Rizzo (1985, pp.85-88)}. Al these invclve the

epistemology of a third-person perspective,

In arguing that an equilibrium schame takes as ‘given’ the very things - such as the
concept of tha market - which a theory of interpretative understanding must
explain, we echo s view expressed by Hayek (1948f, p.93). How do individuals
constitute ‘the market’? What does the notion mean to them? How does one
person’'s understanding of "the competition’ - of who is competing with whom -
differ from that of another? What are the implications for the competitive
strategies which esach formulates? In response to the potential criticism that
rejecting equilibrium amounts to "throwing out the baby with the bath water’ -
which is Hahn's argument (see 1973a and 1973b} - economists still have a lot to
say without equilibrium. The idea that equilibrium is indispensah’e stems from the
viev - that the only good economic theory is one which follows the canons of

positive science, and that there is only one sort of ‘explanation’.

A theory that explains decision-making and the activities of individuals must take
cognisance of the social nature of decision-making and conduct. Understanding
is intersubjective and social in its orientation. One may ask, therefore, whether
some concept of co-ordination involving the activities of different pesople is not

necessary in any social theory.

Austrian thecry desls with interrelationships among people, bun the emphasis falls
on the conseguences of interrelationships, rather than the nature of the

interrelationships themselves. Unfortunately, the problem of ‘interdependency’ as




CHAPTER 5 209

conceived by Austrians is the Hayekian and neoclassical one of whether, and how,
co-ordination occurs and, also, whether different actions are, or become,
compatible. These problems with which Austrians have been preoccupied, as
exemplified by Kirzner's theory of entreprenaurship (1973, 1985} which gives
prominence to the co-ordinating role of the entrepreneur, reflect the adoption of a

third-person perspective,

There is much more to social interaction than the co-ordination of activities, and
eliminating euilibrium from economic theory does not consiitute a case for
ignoring or overlooking the interrelationships between people and between different
groups or between businesses themselves. In fact, just the opposite. Freed from
the constraints of a systems view’, there is an opportunity to examine social
relationships more fully. Cne ¢f the important tasks is to understand how people
understand, and make use of, institutionat arrangements in order 1o get things done
when - as inevitably they do - they require the co-operation, participation,

involvement, and assistance of others.

For instance, a functien of middlermen in a distribution chain, or of various types
of intermediaries such as brokers and agents. is to "bring together’ potential buyers
and sellers or lenders and borrowers. The morc successful they are at doing this,
the more money the intermediaries will make. Often, as in the case of merchants,
these enterprises fulfil other functions as well {see Hicks, 1969). But whether one
focuses on the role they play in holding reasonable stacks (so that retailers are able
to replenish their shelves at short notice}, or hoiding a range of goods from
different manufacturers, or in being abie to purchase ir bulk because they supply
a large number of retailers, they facilitate the process of production and distribution

among a number of people and businesses.

The specialised businesses and other institutions which organise, manage, and
orchestrate the activities of different parties are legion., They range from
auctioneers, banks, lawyers, and consuitants of all kinds, to advertising and other
elements of the marketing function, and even include ‘business lunches’. Lobbyists
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exist in order to ensure that legislators and others take into account their clients’
interests when it comes 1o formulating, amending, or approving legislation. A
congeptual framework that enables the theorist to examine these institutions and
arrangemennts is surely desirable, even though that framework does not include an

equilibriating function.

Explaining where and how relationships have to be managed or co-ordinated
depends, first, on recognising the mutue interests of individuals. All business
activities involve mutual, or commor interests, whether or not these interests
converge or diverge {as in the case of competitors).?® Peopie who have 2 mutual
interest in each ather’s business are not confined to the same ‘industry’ or ‘market’
as these are conventionallv defined, nor, in a world of ‘global competition’ and

‘transnational corporations’, even to the same country.

So fulfilling these objectives requires an understanding of the interrelationships and
their implicatiorns. Who are the customers, suppliiers, subcontractors, partners,
subsidiaries, or competitors? Who is the opposition? How important are these
relationships? Current as well as former business interests may influence plans,
as might the individual’'s views about possibie future relationships with particular
parties. Interpretative understanding is the foundation for gatting to grips with
theze issues

. A different notion of individualism
A first-person perspective is naturally a form of individualism bi't it is not the

individualism of either mainstream or Austrian theories. In arguing that

methodological individualism is troublesome, it is the form of individualism

23

it is precisely the recognition of a mutual interest amongst individuals who regard
themselves o competitors that may lead to attempts to try te ‘eliminate the compatition’
in one of two ways: sither by forcirg the competition nut {to which end numerous
strategies may be adoptad), o by co-operating instsad of competing, say by forming a
cartel, or by way of a ‘gentlemen’s agreemeant’,
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associated with economic theory that is at issue, not the idea of ‘seeing’ things

from the individuai’s perspective,

In spite of Hayek’s contention {1848b, p.8) that ‘true individualism’ is primarily a
theory ot society, an attempt to understand the forces which determine the social
life of man....” {emphasis omitted), there is littie in Austrian economics which can
be described as relating to the social life of man., Much like neoclassical theory,

and for the same reasons. it abstracts from, social relations.

For example, the Austrian theory of money, how it evolved and its role {see Menger
{1850, Ch.8)), the analysis of speculative markets {Lachmann {12886, pp.10-11 and
125-127) and of other social institutions, expressly recognises the interaction of
individuals; but their interaction is indirect and anonymous® - threugh (rather than
im markets - and their impersonal 'relationships’ are based on purceived market

opportunities and on price signals.

The individualism of Austrian economics has its roots in two sets of factors. The
compositive method has been associated witn Austrizn economics since Menger
{see Hayek {19853, esp. pp.38-32)}. I viduals’ actions, or choices, are regarded
as the basic buifding blocks of social phenomena, and explaining these phenomena
means showing how actions, plans, expectations, and knowier'ge give rise to them
(see Lachmann (1977¢), pp.152-155} for an account of the compositive method).
The other factor is the pervasive influence . the im it third-person perspective
which rules ¢. - discussion of people’s motives {see Chapter 7). Motives belong
to the language of interpretative understanding and without them neither

friendship, trust, filial duty, nor loyalty to the company, can form part' of the

2

In some respects the evolution of the modern market economy has resulted in certain
types of transactions becoming increasinply anonymous and impersonal. Compared with
a hundred years ago, manufacturing firtns, banks, and even certain retailers. do not now
have the same relationships with their customers, ond perhaps there is no ene in the firm
who actually knows a particular custorner. Yet thic is not true of all transactions and, at
different levels within a compar.y, individuals’ relationships with others - both inside and
outside the organisation - are important 1o “doing business’.
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explanation of conduct. It is motives such as these, however, which identify the

social nature of conduct.

The individualism of Austrian economics is also a reaction to, and rejection of,
collectivism. This is particularly true of Hayek's contribution {e.g. (1955a, pp.bb-
59)), which is marked by a tireless crusade against collectivism and also against
central planning which was seer. as a corollary of collectivism {19%8a, Chs,7, 8 &
9). Mises {1936) and {1973) is also a strong opponent of collectivism (see also
Lavoie {1985)).

Apnart from throwing individualism into sharp relief, the rejection of collectivism
seems to have tvvo sets of implications. The first, which causes little trouble and
is less relevant to the thesis, Is a critigue of macroeconomics based on the
argument that th 2 notion of an aggregate social welfare function, conceived as a
basis for policy, malies no sense; one cannot produce an aggregate of individual's
preferences (see Kirzner {1978¢}}).%®

The second implication, however, is more problematic, for it seems to us that the
rejection of collectivism is linked tn the rejection of a role, and especially an
explanatory role, for institutisns. in Austrian economics, institutions exist as
products, and often unintende. products, of human action; but, institutions da not
shape individuals' activities or their decisions. As Hodgson {1986, p.220) puts it,
"[tlhe inclusior of social structures and institutions in the moulding of human
action, appearing both as partia! explanations and things to be explained, would be

insonsistent with work of methodological individualists such as Hayek....’

We support the contention that collectives, or “wholes’, as Hayek sometitnes refers

to them, cannot have motives, and that an explanation of collectives’ activities

26

The idea of aggregating individuals’ preferences would, at any rate, only manifest itself in
a scheme where preferences are treated as things that exist in the world, that have =
struct ire {like a shopping list) and, presumably, are durable, so that they can ail be
scrutir ised for compatibility and consistency and then combined. The social welfare
fungtion is a child of a third-person epistemology.
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means understanding the motives, objectives, or activities, of all the individuals
who manage, or are associated with, the institutions. At the same time, it is also
possibie 10 subscribe tc the view that individuals have an understanding of
institutions, and tha meaning wh';h is ascribed to social institution: ~cords them
an existence which is secuarate from the people who manage thermn or are

associated with them,

Institutions are constituted in social interaction as part of the life world and their
very purpose and existence is defined in the context of social interaction. The
individual’'s understanding of institutions is interpretative understanding and
individoals attribute characteristics to instituticns - such as stability, reliability,
honesty, inefficiency, corruption - which are not associated with specific peopie in
the institution. How they view the institutions has a bearing on what they do, or

do not do,

It is because institutions are durable beyond the life-span of the average individual,
and have an existence which is independent of their present owners, managers, or
employees, that their managers can undertake long-term investments by’ the
institutions. Similarly, it is his trust in the banking system, rather than in the
directors of a particular financial institution (who in any event are probably not
even known) that encourages the individual depositor to place his life savings on
long-term deposit.?® Or it is a belief in the inefficiency of the postal service that
leads the individual to insure his parcel or to send an important document by

special courier, rather tiran entrusting it to the vagaries of the malls.

Mises argues that ‘social entities have real existence’ and ‘determine the course
of human events’ (1949, p.42). At one level his view is that it is desirable to

highlight the importance of institutions in an analysis of human action.

FL]

This is rot to deny that, an occasion, a manager or amployee may make a differenzy: to
the way in which, $ay, the customer perceives his bank. Customers may leavz 4 branch
when the marager is wansferrad because, frem their point of view, the personal
relationship that exists with the manager is the most important aspuct of their relationship
with the bank. The point, though, is that i Jividu, .5 do develop business or other
relationships with institutions which can outi.'t their relationships with particular
individuals in those institutions.
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Methodological individualism, far from contesting the signiticance of
such social wholes, considers it as one of its main tasks to describe
and to analyse their becoming and disappearing, their changing
structures, and their operation.
This statement, however, makes no reference to integrating an analysis of

institutions into an explanation of action, and his epistemology makes such a goal

irrelevant.

On a number of occasions Lachmann has made a case for providing a role for social
institutions in Austrian theory.® Austrian individualism confounds this object,®®
at least in a manner whiclr would enable the analysis of institutions to be integrated
into an explanation of indiv.duals’ understanding and, thus, into the explanation of

individual conduct.

Understanding people’s activities - what they are doing and why - involves an
understanding of institutions - from religious to businesses - and of how individ als

themselves understand the social nature of institutions.

In different circumstances ihe individual is a churchgoer ard a businessman,
though sometimes the two activities, and his motives regarding these, are not
entirely separate. As economists wae are particuiarly concerned with individual and
his ‘business environment’, but it will be evident in the analysis of decision-making
in the remaining chapters, that the individual’s 'business’ decisions cannot, and

should not, be divorced from his other social relaticnships.

By taking cognisance of people’s undrrstanding of institutions and their changing
consensus, at different times, on the desirability of relying upon particular

institutional arranygesments, the theorist concerned with problems of social

z7

28

Sea the second essay ‘On Institutions” in Lachmann {1970). See also Lachmann {1988)
and {1991},

In recent years, there has been an increased interest in an ‘institutional economics’. One
attempt to draw together Austrian thenry and a theorv of institutions is that of Langlois
{1982a} which contains a number of additional, interwaven threads.
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interaction adds an important dimension to economic theorv. For, as Hodgson
argues (1988, p.222),

if we wars to belisve that action was entirgly the result of constrained
hut otherwise free individual choices, then we may be quickly drawn
to the conclusion that a great number of people are stupid, irrational,
evil, or insane. In contrast the institutionalist view leads us to
amphasise that much of this behaviour is moulded by factors outside
the individual concerned, and it leagds to a gruater respect for that
person in his or her predicament, as well as a mare fruitful and lass
simplistic explanation of those actions themselves.

Assisted by the notion of third-person perspective, we can see that Hodgsn's

view is not compsatible wi'h interpretative und-rstandir  fc Yyt the astitut ors
exist ‘outside’ the individua! and, presumably, orc . ..h he respo ids,
We can, nevertheless, accept the spirit of his argu: ~nd hav. supgested that

recognising the role of institi * ons In shaping conduct is entirely cengruent wit1 the

individualism of a first-person epistemolog,.
E. Abandoning predicdon

Prediction, as the term is used conventicnally to mean forecasts based on the
discovery of underlying regularities within a system, is not part of the Ianguage_ of
interpretative understanding, Austrians are less likely than economists of other
persuasions 10 be perlurbed by these arguments. Although they hold a variety of
positions on prediction in economics - sume rejecting outright the possibility of
prediction and others arguing that a form of prediction is possible - Avstrian
econgcinists have emphasised explanation, as opposed to prediction, as the main
purpo-¢ of economic theory ® There is certainly no presumption amongst
Austrian theorists of the symmetry of explanation and prediction, which is a feature
of the ‘covering law’ notion of explanation associated with positivism.

Perhaps it should be noted that even the notion of explanation 15 given different
inturpretations. Hayek (1948d, pp.67-648), for example, though at times a proponent of
Varstehen {see Hayek (1973, p.8)), argues that explaining conscious action is ‘a task for
psychology but not for economics or linguistics, jurisprudence or any other social science.
What we do is to merely t0 classify types of individual behaviour which we can
understand... providling] an orderly arrangement of the material....” (p.67).
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Caldwell {1982, pp.122-123} provides an overview of a general Austrian position
on what he identifies as the two most important uses of the term ‘prediction’ in
economics: forecasting and the testing of hypotheses. He explains that Austrians
reject forecasts as 'nothing more than summaries (with projections) of certain
recent statistical regularities....” {(p.122) and he sets out the reasons why Austrians
reject botb the need far, and ahility of, economists 1o test hypotheses.

Caldwell is probably correct in his identification of the general Austrian positinn on
prediction, though there are differences of opinion on the matter and this is where
the lack of a well-defined, commonly-held Austrian methodology and theory is

ravealed,

Characteristically, Mises (1949) adopts the position that praxeclogical knowiedge -
the a priori categories of understanding - ‘makes it possible to predict with
apodictic certainty the outcecme of various modes of action’ {p.117), ‘Prediction’
here applies purely to logically necessary relationships which Mises treats as the
basts of knowledge. When it comes to practical ‘quantitative matters’, all that
individuals have to go on is understanding, which is the ‘only appropriate method

,f dealing with the uncertainty of future conditions’ {p.118}.

vachmann, too, reveals extrema scepticism about the possibilities of prediction {sez
{1950} and (1986, p.140)}, taking the view - one that he shares with Shackie -
that the task of economics is tundamentally 'beckward-lcoking’ ({1986, p.32} and
{1977e, p.89}). Its purpose is to explain what has happened rather than to predics
what wili happen.

At the other end of the spectrum of views, Hayek has argued for some time (sze,
for exampla, Hayek {1967b) and (197%)} that economics permits ’pattern
predictions’, of "the kinds of structures that could be formed rom the available
kinds of elements’ (Hayek (1973, p.8}}. Pattern prediction finds support from
O’Driscoll and Rizzo {1885, see p.27) who introduce “favourable relevance’ as an
analogous, but not identical, naotion.
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A taxonomy of different positions on the issue of prediction is less important than
the epistemologies which those positions reflect. Though their reasons for doing
so differ, possibly because they subscribe to different philosophies, all the’se
authors repudiate a modernist methodology. Even when they support some form
ot prediction, this support does not 3tem from a belief that economics has, can, or

should, identify empirical regularities or underlying mechanisms at work.

It is one thing to establish a general position an what Austrians reject, but another
to discern a middle ground in terms of what they accept. It would be useful to be
able to say that these positions represent differences between those who are more,
and those who are less, hermeneutically inclined. On a general reading of their
work, one would put Hayek and Lachman' into the former paosition but, on the

question of prediction, the two are fairly far apart.

One has a sense that Austrian theorists are not particularly concerned w_ith
prediction and do not wish 1o be. Somehow, since they espouse a view that the
world is not determinate, prediction shoauid not really be part of the picture, but the
epistemology associated with the conceptual scheme that they employ alwavs
directs thought back to questions about prediction. The point is that they take the
view that the world should be conceptualised as a whole, and as one that exists
out there. From this effectively third-person perspective it is difficult to conceive

of 'knowing’ withoui a counterpart ‘predicting’.

To the subjectivist, understanding is all and is all there is to understand. Nothing
is beyond the open-ended hermeneutic circle of interpretation, an ongoing dialogue
of finding out. Prediction defeats understanding and the hermeneutic circle, for it
implies that the scheme of things out there can be known in its entirety. We need
to know all the possible options in order to be able to predict which wilt accur.
Lachmann {1988, p.152) is correct in saying that 'prediction... would mean that
the growth of knowledge has, at least for the time being, reached its end.’

We can, and must, conjecture about what may happen. Wae are conscious of the

futurc because the things in which we are engaged teday, or now, point us ahead
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in the durée, in the same way that they may take us back in time, thinking about

activities and relationships ot the past.

In thinking about how someone may respond to a suggestion o request, it is
natural to rely on an understanding of that individual's character or habits. The
expectation that a person will do something is a belief that he will act "according
to type’. It is a conjecture, which does not repiace unknowledge with knowledge.
| hape, or think, that it will do sometﬁing, but { am still uncertain It is entirely
appropriate to fall back on one’s experience of other people. If they act according
to expectation, well and good; but judgements about what others will do are not
'pradictions’ as the term is used in positive science. A conjecture is nci a belief
that ! have discovered in his conduct some underlying mechanism or law. If the
person does not do what | expect, | may be surprised or disappointed and will
certainly put it down to experience, but ! will not seek to revise a theory of
behaviour, as if my surprise is evidence of the violation of some important rule or
postulate concerning the interrelationships and the workings of a system,

Individuals are creatures of habit. We argue in the next chapter that activities are
not necessarily guided by well-thought-out plans. Knowing {understanding)
people’s habits can stand us in good stead, enabling us to embark on courses of
action with high hopes, and even a ‘fair degree of certainty’, that we are doing the
right thing. None of this, however, presupposes a third-person epistemology -
knowledge of a complete system and its mechanisms. This epistemology means
all possible outcomes can be defined and enumerated or the probabilities of all

events can be determined and this, quite literally, is beyond understanding.

Decisions are based on experience and judgement, not khowledge of what will
happen. They take account of what we think might happen, and do not involve the
certainty that only specific things can happen. This is the main idea of the next
chapter where the object is to examine planning and decision-making from a first-
person perspective and tc compare this with the conventional treatment of
business decision-making in order to prepare the ground for an analysis of location

decisions.
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PLANS AND DECISIONS

‘Uncertainty’, so often completely forgotten, or regarded as a
"trimming’, by sconomists, is something that it would be disastrous
not to introduce into administrative theory at the outset. i money
ravenue is the bucinegssman’s sole aim, cost, as well as revanue, is
always somebody’s uncertain, fallible estimate or projection of future
prices and is a 'function’ of that varticular narson’s mind. If the first
approximation allows s to forget this, it becomes a ‘vicious
abstraction’,
G.F.Thirlby, "The Economist’s Description of Business Behaviour’, p.206.

. THE NEED TO EXPLAIN DECISION-MAKING

The object of this chapter is to examine the nature of planning and the
considerations that bear upon the plans made in both large and small firms, so that
we have an idea of what factors inflience the decisions of managers of such

organisations.

The more general aim is to develop a language, a set of concepts, that is useful in
explaining decision-making and, specifically. location decisions. From a first-person
perspective, recognising the importance of the double hermeneutic, understanding
plans and decisions involves establishing how planners go about planning, and that
requires an understanding of the planner’s circumstances in order to reveal the

considerations that have a bearing on the formulation of plans.

The analysis of planning is accomplished in a number of stages. First we set the
scene for the analysis, indiczting that in the remaining chapters it is the formulaticn
of investment plans that directs the enquiry. We then examine briefly how
business decision-mak.ng is portrayed in the hterature on business management.
Noting the "viciously abstract’ character of that portrayal, as Thirlby {1973} quoted
above might put it, we focus on the nature of a plan from a first-person
perspective, iooking at the individual constituting plans in the duréde.
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Having stressed the social nature of all activities, it is necessary to investigate the
social context of planning and, to this end, we distinguish between investmant
planners in large or small manufacturing concerns. An examination of their social
relationships, together with an understanding of the nature of planning, provides
a setting for addressing the issue of location. In the course of the enquiry the
conventional view, derived from the economics of location, about how locations

are chosen, is challenged and overturned.

Our starting peint is the premise, to be found in the behavioural approach to
location, that location decisions are made, and have to be viewed, in the context
of an investment decision. Posing the guestion, how does a planner or the
manager of a business approach the locetion of production facilities - what he has
in mind when he deals with the location - the likely answer is that he does so in the

course of planning an investment.

in the behavioural approach to location, some authors place the location decision
in the context of investment decisions (see, for example, North {1974, pp.213-
214}), though they have little to say regarding the implications of juxtaposing
location problems and investment decisions. As discussed in Chapter 3, within the
decision structures of the firm "pressures’ build up for action which subseguently
may necessitate an investment and this may, or may not, have implications for
location. The ‘problem’ of incation is identified, but the behavioural approach does

not furnish 1ools to explore it.

Decigions that have implications for location are matters that have 0 do with
managing production capabilities: whether it is worth acquiring new production
facilities, whether to rationalise or reorganise what already exists, whether to
reduce tha production capacity, or to extend the existing facilities. Understanding
why such activities are contemplated means examining how particular individuals -

the managers and pianners - assess their situation.
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Senior management may have decided to diver.”'y in the light of exceptionally
strong growth, or to rationalise when faced with declining profitability, or they may
have decided to buy out the competition. Each of these decisions will have

different implications for the location of production facilities.

Within the organisation, decisions to build a new factory, to purchase one, or 10
extend existing production facilities, will be viewed as ‘strategic’.’ Strategic plans
might revolve around all or some of the following: diversification into new markets,
restructuring the management of the enterprise, or developing alternative
distribution channels for products. Measured in terms of the financial capacity of
the company, the consequences of strategic decisions are usually costly. Because
they may result in changes in the way organ’ ition is managed or involve an
upheaval as far as the production activities are concerned, strategy formulations
are likely to be accompanied by a large-scale planning exercise involving various

people or departments in the organisation.

By studying the ‘character’ of investrnent plans - the circumstances under which
they are made, the nature of the plans themseives, and the sorts of considerations
which bear upon the way in which the decision-maker thinks about undertaking an
investment - the object is to throw light on how locations come to be identified
and the sorts of factors that dwect the ‘choice’ of a location. To this end,
questions that are addressed in the chapter include: what is a plan, and what on
what do decisions rest; and how do the social circumstances of the people involved

influence the planning of investments.

in fact, economic theory does not guide us in answering these guestions.? We

See Mamerraesh (1883, p.1} whe quotes a definition of {corporate} strategy as "the pattern
of objectives, purposes, or goals and major policies and plans for achieving those goals,
stated in such a way as to define what businaess the company is in or is to be in and the
kind »f sompany it is or is to be.’

An important exception is the contribution of G.L 8. Shackle. No study of inves:ment
decision-iaking is complete withont an examination of his work, The problem of finding
{continued,..)
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want to challenge the view of plans and planning that is commonly associated with
economics and is implicit in both the ‘map-image’ of location theory and the
comprehensive preference fields of consumer choice theory. In all cases, in
keeping with the epistemology of the third-person perspective, plans are conceived
as blueprints.” This conception fails to address the character of the sort of

investment plans in which we are interested.

If economics does not provide theory of planning, can theories of decision-making
in business management provide the direction that is needed to examine
investment plans? The next section is a brief investigation of some contributions
in this area and what they have to offer, in order to see whether the frameworks

employed are suitable for our purposes.

ll. DECISIONS AND PLANS AS BLUEPRINTS

For convenience, different approaches to business decision-making in management
theory can be classified into two categories. The first are partial equilibrium
modeis which present techniques for making decisions. These are associated with
discipiines such as marketing, managerial finaice, and corporate strategy and thev
purport to specify the logic for making effective, ‘rational’ decisions. In generai,
the methodological underpinnings of the conceptual frameworks employed and the
frameworks themselves are not made explicit, b they are the same as those of
neoclassical theory. The contributions define an ‘optime ‘ion’ in the context

of different 'business problems’, and they dentify the ..onditions associated

2{...continued)

a 'language Tor expectation’ is one with which he has grappled (see, inter alia, 19656,
1969, 1970, 19723a]), and he makes a serious attemnpt to develop a formal framewaork for
analysing investments, recognising that while ‘expensi ‘e tools need much time in which
to repay their costl, tlhat time must neaeds lis in the future which is out of reach of direct
obssarvation, which in strictness is unknowabie’ {1970, p.97, emphasis in original}. OQf
particuiar interest is Shackie's attempt to reconcile "unknowledge’ with a desire t. be abie
to "quantify’ the prospects of returns from different investmants so that the investments
can be compared ex ante. {See, 1870, pp.97-105; 19722, Chs.18, 33 and 34.} The
account of the hermeneutic circle highlights a formalism in Shackle’s description of
decision-making that is at odds with the spirit of his thinking on spistemclogical issues.
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optimal decisions. (See, for example, Weston and Brigham (1975} on financial

decision-making and compsre Kotler {1971) on marketing decisions.)

A second category serves a somewhat similar purpose, that of specifying what
constitutes an optima! process of decision-making. The foundation of the
behavioural theory of decision-making is behavioural psychology - the same
conceptual scheme associated with behavioural location theory - and the

foundation is often identified explicitly. These contributions sometimes examine

the psychology of decision-making on the premise that, if he understands this, the

manager - whose primary role is to manage peopie - will be more effective in his

role. {See, tor example Hogarth {1987}.)

Meither category approaches decision-making from the point of view of the
indgividuals Involved, asking how they understand the problem at hand. The
probiem is taken to be "there’ {it exists in the world) and decision-makers have 10
solve it in an optimal way. I[n toth categories the spirit of modernism is very
strong and its tenets {as identified in Chapter 2) are plainly visible, Modeis of
financial decision-mzking, for example, rely extensively on mathematical
formulations of the decision problem and they frequently appeal to probability

theory as the foundation for determining the outcomes of 'uncertain’ events. -

Impilicit both in the appiication of mathematical models and in the use of stat..ucal
probabilities is the idea that the decision-making problem pertains t0 a complete,
or closed, system as defined in Chapters 1 and 2. The system can be represented
in its entirety and all the possible results or outcomes determined, if only on the
basis of the probability of their occurrence, Behavioural theorists also use

experiments to test how individuals make decisions or form judgements.

A. An example from the theory of managerial finance

For examptes of the first category of approaches to business decision-making, one

can look to contributions in the area of managerial finance - an assemblage of
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partial equilibrium rmodels rather than an integrated theoreticai scheme - 1o see how
the process of decision-making is represented and whyv the models are unsuited to

answcring the sorts of guestions that we have set ourselves.

Like neoclassical theory, the focus of modern corporate or managerial finance is
optimisation, In this case the object of each model is to solve a partial equiiibrium
probizm, by determining an optimal asset portfolin, or finding the optimum capital
budget - "the level of investment that maximises the present value of the firm’
{Weston and Brigham {1978, p.257)). For each problem, there is a technique
which should be applied, say, to identify an optimal ihvestment portfolio, by
allocating a sum of money among a portfolic of assets with different streams of

expected returns with which are associated varying degrees of risk.

In the definition of the capital budgeting problem, all the elements of tne third-
person epistemology are present. The nature of the investment decicien is
determined by the way in which the problem is formulated, typically that of
maximising ‘risk-adjusted returns’. It is presupposed that there are specific
alternative investment opportunities available to the firm. Strearns of earnings from
each ‘nastment are estimated for various daies in the 'future’. The magnitude of
the earnings . ‘uncertain’ but their probability distributions arz known. For each
investment, the ohject is to find a suitable risk-adjusted rate of discount, which can
be applied to these earnings to estimate a present value. This exercise identifie-s
which investment yields the maximum present value and, by cumparing that value
with the cost of each investment, which are the profitable investments. (See
Beenhakker {1974, 1875) on this standard approach to modelling investment

decisions.}

Planning in this context means defining all relevant aspe~ts of the world in order
to find the best combination of elements. There is a ‘correct’ (or even just a
‘good’) estimate of future earnings, and there is an optimal solution to the
investment probiem. Optimising involv. - the assumption of a limited number of

‘states of nature’ that can occur out there. The modeiler is able 1o identify and
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exhaust all, or at least the most probable, of thase in determining an investment

or decision stratagy.

The epistemology of these models identifies the decision-maker as someone whose
object is to grasp all aspects of the world in order to find a3 solution in a particular
co:..atenaticn of external events that has developed, or one that - caiculated on

the basis of statistical probabilities - will develop.

The exercise of attaching specific figur as to different streams of earnings under
various assumptions - such as market growth and levels of interest rates - in order
to optimise, is not at all conson 1t with e perspective of the individual in the
durée, 'thrown into the world’, making plans, thinking about what lies ahead, and
considering possibilities in a logical way. With the redefinition of the problem from
‘thinking about” to ‘optimising’, the epistemology has undergone a change. The
argument that there is an optimal, determinate solution to allocating a sum of
money is based on a different conception of the scheme of things to that of the

decision-maker as 'being-in-time’,

To illustrate this, let us consider a few questions concerning investment, in the
form in which these models treat the subject. What is the ‘outcome’ of a proposed
investment? Is anyone able to say when the outcome is attained? What is the
decision-maker’s objective, and how is this specified? !s it "higher than average
profits’, ‘an acceptable level of profitability’, or ‘a better than average return’?
What do such "goals” mean? How would we know when, or whether, the decision-

maker had achieved his objective?

The answer to the last question is that we wo Id do not, unless he tells us that he
thinks he has achieved it. Profits and streame of earnings are not things that we
can find out there. They are the resuit of the day to day activities of pecple .- the
firm and their competitors and other related issues. Profite or earnings can only be
measured ¢x post and then they are reported (i.e., interpreted) using accounting

conventions and practices. To a degree, profits are what the reporters want them
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to be. Whether reported profits are deemed to be 'high’ or ‘low’ is also an
interpretation, over which there will be at least some differences of opinior.. Are

we taking a short- or long-term view? With what are the profits h<lg compared?

At the planning stage, there is uncertainty about what a proposad investment will
vield, which means that ‘estimates’ of return- are pure conjecture. The idea of an
investment having an ‘outcome’ and of specifying expected earnings in different
vears into the future is a product of an epistemology which represents the world
as comprising concrete and discrete things. Plans and decisions, too, are
conceived to be consistent with this view of the scheme of things., The
behavioural approach to decision-making considers the nature of the process of
decision-making rather than optimising situations. Does the behavioural approach

yield more anpropriate insights?

B. The behavioural approach to decision-making

Simon (1979, p.66} notes that one of two research programmes associated with
the theory of the firms is ‘economic behaviouralism’, rooted in psychology and
"brought into econemics to handle certain problems that appeared not be treated
satisfactorily by the [other} sttuational approach.” Simen was instrument=f both in
developing the behavioural theory of decision-making and in applying it to problems

of economics and of business (see Siron (1952, 1957, 1960}).3

Benavicural decision theorists see decision-making as a process, with a definite
structure. Their ohject is to identify the structure and aiso the process by which
the decision-maker 'grasps’ the world out there, in order to show what constitutes
an efficient decision-making process and whether the decision-maker uses a

process that is ‘procedurally rational’.

Gverviews of the theory are provided by Edwards {19672 and 1267h). Ses also Hogarth
and Rader (1887a); and Kahneman, ef &/ {1982) for the contributions of psychologists to
behavioural decision theory.
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The decision-making process is identifiable as a self-contained entity, and the
process Is analogous to the operation of a mechanism.* in addition, the p}ocess
exists within a system of events and circumstances which also form the closed,
self-contained external worid the decision-maker.® The decision-maker respohds
to events in the world, which happen in a mechanical way, by having to calculate

the probability of their ocourrence.

The behavioural theory of decision-making postulates a scheme of things which is
no different from that of neociassical theory ¢ 1 the partial equilibrium models of

business decisions.

Simon calls the rationality associated with the optimising agent 'substantive
rationality’, which 'is viewed in terms of the choices it produces’ {1987, p.26).
Behavioural theory is concerned with ‘procedural rationality’ which refers to
processes, while substantive rationality emphasises outcomes or resuits.

'Behaviour is procedurally rational when it is the outcome of appropriate

See Katz and Kahn (1966, Ch.2} on the ’system concept’ that is the foundation of
bahavioural theory. Their reference o organisations as "open systems’ does not contradict
our argument that the spistemology of a third-person perspective denotes a complete,
closaed system. Opennass, for Katz and [Kahn and for other behavioura! theorists, signifies
that the firm is subject to influences from outside. The important consideration is that the
‘outside’ is conceived as being complete. The world out there forms a whole entity and
is capable of being comprehended in its entirety. Qnly in this contaxi does aptimisation
make sanse,

The third-person parception of the econory, or the market as a2 svstem, is identified
explicitly in the following gquotation from Coteman {1287, p.184}). He exzmines the
assumptions of modsls of rational action and argues that

the straightforward modei of rational ection that satisfies

normative theory will, despite all the evidence about its

descriptive deficiency, be adeguata for rrost problems in

economic theory as a descriptive theory. It is deficiencies in

the apparatus for moving from tho level af the individual actor

to the behaviour of the system that hold the grestest promise

of gain. The reasons, 1 belisve, liz in part with evolutionary

processes in social and psychological organization.... [Tihare

is wider variability in social organization through which

individuals’ actions combine tp produce system-level

bhehaviour.
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deliberation. Its procedural rationality depends on the process that generated it’
{Simon {1979, p.68)).

Taken at face value, the definition of procedural rationality as behaviour that is 'the
outcome of appropriate deliberation” {p.69), is liable to mislead because there is no
indication of the third-person perspective associated with optimising behaviour.
Yet, procedural rationality does involve a third-person perspective and its ontology
is identical to that of orthodox economics. Knowledge is "grounded’ and refers to
things out there. The scheme of things out there is complete, although the
individual’s knowledge of what is out there may not be complete. Simon's
statement {1987, p.27) about the context in which procedural rationality is refevant
identifies the episternaciogy as the third-person rerspective.

If... we accept the proposition that both the knowi.dge and the
computationatl power of the decision maker are severaly limited, then
we must distinguish between the real world and the actor's
percaption of it and reasoning sbout it. Thet i8 to say, we must
construct a thaory land test it empirically) of the processes of
decision. Qur theory must include not only the reasoning processes
but also the procasses that generats the actor's subjective
representation of the decision problem....*

The various ‘problems’ that are used to illusirate procedural rationality all fulfil the
ontological requirements of a third-person perspective. Examples cover
‘'computational efficiency’ {Simon (1979, p.€9)} related to cognitive processes
associated with solving ‘problems’ such as playing chess, solving puzzles, and
betting in games of chance. The nature of these problams is that they lend
thernselves 1o determining a solution, in terms of a procedure or course of action,

that is demaonstrably superior to others.” One of their featurew is a definite

Here again is the epistemological dualism that characterises the behavicural approach to
locaticn that has the same conceptual foundation as the behavioural theory of dacision-
making.

ft is small w snder that, according to0 Zaeckhauser (1287, p.256E), individuals ‘do better' -
in terms of making declsior:s which corroborate the rationality postulate - ‘on regurring,
everyday choices than on maijor decisions, such as the selection of a spouss, occupation,
or retirement plan’. [f it is to have any relevance to decision-making then the domain of
the behavioural theory of decision-making, as exemplified by tha examples cited, is
‘recurring, everyday choices’.
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outcome, of outcomes. A puzzle is solved or it is not, a chess game is won, lost,
drawn, or abandoned.® The ’states of rature’ and the choices that can be made
are finite in a game of chess, and at any one time are constrained by clearly

defined and agreed rules.

Although they would deny that business decisions are any different - hence the
argument that understanding how people play chess provides insights into business
decisions (see Simon (1979, p.83)) - the fact is that the problems that behavioural
theorists choose to study are deliberately chosen, or defined, to fit their
methedology.? This is well illustrated in the application of probabiiity theory 10
these problems, in order to deal with situations where the decision-maker ‘faces

uncertainty’.

in recent years especially, the behavioural theory of decision-making has focused
a good deal of attention on decision-making under uncertainty {see Kahneman, et
al. (1982) and Hogarth {1987, Ch.b)}. In behavioural theory uncertainty is not, as
in ordinary language, a general 'state of mind', but is a feature of the world.
Uncertainty exists out there and means that specific things - individual instances
or cases - are not clear. There will be a particuiar profit or a particular revenue but
what it will be is unclear. Thus, Kahneman and Tversky (1982, p.507) state that
‘fait all levels of biological complexity there is uncertainty about the significaice
of signs or stimulf and about the possible conseguences of actions’ {emphasis
added;).

The same arguments appiy to the tests used to examine decision-makars’ 'judronients’
and their reaponses to uncertzinty. See the contributions in Kahnernan, et af, (1982},
especially Bar-Hillef (1982}, Kahneman and Tvarsky {1882}, and Tversky and ahneman
(1882b). .

There are circumstances, such as tests of skill or strength, where the parameters on which
performance will be judged are so carefully laid down that decisions which have to be
made, to all intents and purposes, &re made against the background of a complete systemn.
So it is possiole to say whether the individual’s perfarmance fell short of some optinmum,
either in terms of what he achieved or how he got there, The nosition of a business
manager - the way he understands - is not analogous to someone judging a gymnastics
contesi.
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Probabllity theory ig seized upon with enthusiasm to show how decision-makers
cope with ‘uncertainty’. The point to be emphasised is that it is perfectly
legitimate to use probability theory to solve the puzzles, games, and riddles which
comprise the problems of “decision-rnaking’. In these 'complete worlds’, where all
possible outcomes can be established, the problems are amenable to the
application of statistical probability, but they are not problems characterised by
uncertainty and they are not typiczl business problems. Investment decisions

certainly do not fulfil these criteria.

The failure to comprehend that in this scheme there is no uncertainty, oniy risk -
as we distinguished them in Chapter 3 - is a source of confusion, as illutrated by
Zoeckhauser (1987, p.257). Ha'ing actually introduced the distinction between risk
and uncertainty, he has no option but to conflate uncertainty with ignorance. His
dilemma is that, by his own definition, uncertainty refers to situations where
probabilities are unknown. Yet behavioural decision theory permits decision-makers
to determine the probability of anything and everything _.appening, sc uncertainty
must efer to situations where people are simply /gnorant and have not taken into
account, or have not calculated, the probability of the event. Certain 'states of the
world’, as they exist out there, nave not been considered. In support of this
reasoning, Zeckhauser (p.258) provides a marvelious illustration of the third-person
perspective: ‘even if one thinks for a very long time, one can oniy identify states
of the world that capture, say, 90% of the possible outcomes’ lemphasis added).

There is an important epistemological distinction between ignorance and
uncertainty; between what is not known to some, and what cannot be known by
anyone. lgnorance means to be unaware or uninformed, and refers to situations
where some individuals know, while others do not. ir most cases, with time and
effort, ignorance can be overcome. Uncertainty, which pertains to plans, applies
at a particular moment in the durée when we are thinking about doing something
and need to commit ourselves. The significance of being uncertain is that at that

moment, when we want to do so, we cannot find out what is going to happen.
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And, later, when we can find out, the opportunity has passed; it is too late.

Uncertainty can neither be removed, nor overcome,

To illustrate the distinction betwaen ignorance and uncertainty, let us suppose that
most people in my office do not know how to set the timing on a car but couid
probably learn to do so fairly quickly; they are ignorant on this matter. One of my
colleagues is not mechanically minded and we are uncertain about whether he
could acquire the skills. Until he actuaily undergoes instruction, and demonstrates
aptitude, we are all uncertain about his ability. The uncertainty represents a state
of 'unknowiledge’, which no one can change {or ‘remove’) before this person is put
to the test. Even then the test may prove to be inconclusive, so that the

uncertainty remains,

argue that uncertainty, which is in the nature of all business decisions, can be
expressed as s0 many degrees of probability associated with each of a number of
outcomes is, in our view, doubiv misleading. As Shackle points out, the argumaent
presumes that there is a specific, finite number of outcomes {implying a closed
system}, which has been datermined in advance; but to know of the possible
outcomes is 1o have knowledge of the system as a whole. In addition, the idea of
degrees of probability implies at least that the decision belongs 1o a class of similar
identical events, that the decision-maker recognises this decision as belonging to
a class, and knows, or can estimate, the frequencies of the outcomes of the events
in the class. Again, all this presumes the existence of a complete world, and that
business decisions always have a counterpart somewhere else or at some other
time. Yat no one has explained whether, or how, decision-makers recognise the

class of avents in order to establish the probabilities, ™

i0

Motice how Hogarth (1987} glosses over these issues. Having argued that "furmal,
statistical models should be used for prediction where possible’ {p.57), he notes two
abjections to this suggestion: guantitative data and 'sufficient numbers of past instances’.
The first difficulty can be overcome by using gualitative information, ‘scaled and
reprasented in numerical form’, The matter of past instances’ is almost passed over.
Hogarth says that ‘to build statistical models... ore needs adequate data sources.
However, evan when data sources are not rich, some means of statistical combination of
data... often leads to better predictions.’
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Although bshavioural theorists recognise that "the laws of probability theory do not
apply to all variants of uncertainty with equal force' (Kahneman and Tversky
{1982, p.519)), their attempts to broaden or to change the meaning of the term

are hampered by the epistemology of the scheme.

An individual is either uncertain or he is not, because he knows what will happean.
He is not more, or less, uncertain. In the course of time, he can know bout
things, about which, formerly, he was uncertain. This an essential aspect of the
conception of the individual as being-in-time, understanding in the hermeneutic

circle, associated with a first-person perspective.

The treatment of expectations in these orthodox approaches to decision-making is
equally unsatisfactory ~nd is a coroilary of the notion of 'uncertainty’ associated
with a third-person epistermology. Expectstions are understood as detailed pictures
that individuals have about specific events or phenomena that already exist, or will
exist, in the world out there. Expectations, as mental images, are the counterparts
of the probabilities that people hold about events. Since probabilities refer to
specific things happening, so expectations are representations of the things to
which the probabilities refer. Consider the following statement about decision-
making {Hogarth {1987, p.101)},

[iIn many if not most - reslistic situations, people are ambiguous
congerning the probabilities of events than can affect outcomss....

In the Einhorn-Hagarth ambiguity model, people are assumed to
assess ambiguous probabilities by first anchoring on some value of
the probability and then adjusting this figure by mentally simulating or
imagining cther values the probability could taks. The net effect of
this simulation prccess is then aggregated with the anchor (o reach
an estimate,

This view of expectations, notably in the notion of assessing ‘ambiguous
probabilities’ {which is an oxymoron), provides a good illustration of how plans are
depicted from a third-person perspeciive, in behavioural theory and business
management theory, the tendency is to treat pi~ns - things which direct the firm’'s

future activities - as modeis or blueprints, exact descriptions of what people should
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do. In the context of our discussion of methodology, the reasons for this

conception are easily appreciated.
C. The received view: plans as blueprints

The following extracts from Le Breton and Henning (1961, n.b} are intended to
guide planning in, and the management of, business enterprises.

The attainment of a gir 7 goal will bs best achieved by first devising
a precise plan of actior This will begin with a clear statement of the
objectives of the plan. When an enterprise-wide plan is formuiated,
the objective of the plan may be a near duplicate of the objective
astablished for the enterprise....

The finished plan will contain a recommended course of action
and & statement of required resources. .... Depending on how
detailed a plan the marketing manager might wish, this plan could
contain refeience to hundreds of items.

...Two additional facts should be emphasised. Within each
mejor plan, refarence is usually made... to the functions organizing,
staifing and controlling....

The second significant fact is that as a plan is prapared, it will
often recuire the creation of new policies or the redefinition of
existing nolicies.

These extracts establish the view of the organisation as a complete system, and
the plan encapsulates that systemn in its ertirety. The differant approaches to
Eusiness decision-making share this conception of both the organisation and plans.
The plan aiso constitutes the basis on which the system is optimised. As the plan
is formulated so the system must adjust, adding here, removing there, until it fits

together ‘properly’” and matches the plan of which the organisation is a replica.

Lachmann has argued that plans should form the nucleus of subjectivist economic
theory, the task of which is to ‘make the world... intelligible in terms of human
action and the pursuit of plans’ {see 19771, p.261: also 1977¢g, p.47). '[Pllans and
the meaning the planners attach to them are things that matter and must be
included in every attempted explanation of (economicl processes’ {Lachmann

{1970, p.7)}). Focusing on individuals’ plans provides ‘a new starting point, based
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on the method of interpretation, for a theory of action... inspired by the Weberian

notion that action derives its meaning from the mind of the astor’ (p.9).

How are plans canceived? Plans are 'a mental picture of the situation in which [the
individuall will nave to act’ (Lachmann {1877h, p.75)}). In the following quotation
{19886, p.4), the idea that market activity represents interaction between plans can
easily mislead one into regarding plans - ‘comprehensive means-ends frameworks’ -
as things that exist, concrete in substance and with definite form,

At any moment the actor’'s mind takes its orientation from (but does
not permit ity acts to be dictated by) surrounding facts as seen from
its own perspective, and in the light of this assessment decides on
action, making and carrying out plans marked by the distinction
batween means and ends. This perspective applies to the future as
imagined, s well as to the past as known. Interaction as reflected
irn market events is always interaction between individual pians. Each
stags of a market process reflects a mode of such intsraction.

...[Wlhat men adjust their plans to are not cbservahle events as such
but their own interpratations of them and their changing expactations
about them,

From an epistemological point of view, this conception of planning resembles the
treatment of decisior-making in behavioural theory." The statement that market
events are the interactiuon between plans ¢an be misconstrued, with pians being
viewed as a perhaps less permanent forr . of Paretian indifference curves. Thus,
‘economic agents meset in markets, each with his own plan that constitutes a
coordinated means-ends schemae, and find that these plans are not consistent with
each other’ (Lachmann (1986, p.56)).

One of the difficulties in overcoming the misconception of planning as a process

of formulating models of the world is that the term ‘pian’ has different meanings

1

The difference between the approaches is a matter of interpretation. Lachmann’s position
appaars t0 be that what the individual sses out there /s the world out there, while the
behavioural approach draws a distinction between the circumscribed or limited view’ of
the individual and the complete world ‘known’ 10 the theorist. Neither of the approaches,
however, is consonant with the idea of the individual constituting his world,
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as iliustrated by the following dictionary definition (The American Heritage
Dictionarv, 1987).

plan #n. 1. A detailed schems, pragram, or method worked out
beforehand tor the accomplishment of an object: a plan of attack. 2.
A preposed or tentative project or goal: Do you have any plans for the
evening? .... 4. A drawing or diagram made to scale showing the
structure or arrangement of somathin .

There is a great difference between a plan of action and an architect’s drawing, but
in the epistemotogy of the third-person persractive the different meanings are
conflated; all plans are things in the world, that mirror precisely other things in the
world, Plans are about things that are yet to happen, but both the plans and the
things they describe are as real as anything else out there. Berause events are
determinate, we can tell what is going to happen o can ssumate the probability
of events. Knowledge has its counterpart v pieces of the world, so plans
represent pictures of the world as it will materialise in the ‘future’. In the same
way that knowledge is either complete or incomplete, so plans are either more, or
less, accurate; or good or bad representations of reality. And, as knowledge

changes, bits can be removed from plans and new bits added.

The idea of the plan, as a single, comprehensive, unequivocal description of things
to be done, continues to dominate thinking as a product of a scheme that is

negligent towards interpretation or understanding.

We hope 1o substantiate that in the case of investment decisinr-s. but possibly also
in raspect of other decisions, the business decision-maker typically does not have
at his disposal a list of options from which to choose ('substantive rationality’), nor
does he have a programme for getting to his goal in the best possible way
{"procedural rationality’}, Both are figments of the third-person imagination and
would only be of value if the individual's understanding corresponded with that
epistemology and ontology. and if the geals and the means of getting there existed

as parts of a fully self-contained set of objectives and programmaes.
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Leaving the troublesome epistemology of the tlurd-person perspective behiad, the
pr. ient object is 10 investigate the nature of plans and decision-making from a first-
person perspective. This means asking questions about how plans are constituted,
guestions that deal with how individuals understand and what they know when

formulating their plans.

lil. PLANNING: THE HERMENEUTIC CIRCLE AND DUEE

What does it mean to say that "the attainment of a given goal will be best achieved
by... devising a precise plan....”? (Le Breten and Henning (1861, p.5. emphasis
added}), What is a given goal? To whom and how are goals given? What is
‘pracise’? If the term means either ‘detailed’ or "accurate’, then what detail aid
how is the accuracy to be determined? What level of accuracy is required for a

plan to be "accurate’?

These questions serve to iluminate the difference between plans as parn: of
knowledge that is grounded in the brute facts ¢ f reality and is held with apodeictic
certainty, on the one hand, and pians as underswanding and as part of the process
of constituting, or giving meaning, on the other. Understanding involves interests
and experience, ones attitude 10 others and to the matter at hand; it is subjective
and cannot be divorced from the individual as beirg-in-time. The statement that
goals are 'given’ suggests that they can be established and can exist independently
of meaning and understanding, as concrete facts that are independent of what

people know, think, or believe.

A. Plans are thoughis

Reflecting on the nature of plans, we recognise that they start as thoughis and
sometimes, indeed most of the time, go no further than this. Planning means
thinking about objectives - what we would like to do, are required to do, or are
instructed to do. It also involves thinking about how to do what we want to do.

Planning is not a discrete process 1 the sense that now an idea devslops, next it
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is translated into 7 plan of action, then at a specifii, time which is determined in the
plan, it has an outcome. Schiitz {1972, p.456) refers o Bergscn's notion of the
durée as 'a continuous coming-to-be ¢nd nassing-away of heterogerious quaiities’.
Later (p.51), he says that ‘the "No:. is a phase rather than a point, and... the

different phases melt into one another....”

Both these phrases have a somewhat metaphysical ring to them, but capture the
idea of an evolving and changing understanding (Verstehen;; of being conscious of
different things, or of thoughts having a different focus. It is the shifting focus
that marks the passing of time. 7T.e changes are not wsntified in the duréde as
such, but only, as Schiitz (p.19) describes t, by self-reflectively ‘isolating

[action]... from the flux of experience and considar(ing it]... attentively’.

This procedure of considering our plans self-reflectively also reveals the passage
of time in the dwrée as an ever-evolving awareness or consciousness that is
associated not so much with sudden realisation, or with new ideas continuously
brimming up, as . :ith a “firming up’ or ‘crystallising’ of ideas; of becoming aware
‘that this is, Lr is not, the thing to do. Also possibilities or options ara turned over,
not necessarily as clear-cut alternatives but as rather vague ideas about what to,
and why something is worthwhile. Gradually a plan emerges, never as a fully-
fledged ’‘structure for action’, but as ideas about what to do and how to do it.
Ideas never really solidify; they do not amount to a coherent entity which contains
detailed interconnections. Instead, different concerns are given attention.
Sc 1ething now is of interest, then attention is turned to somethil.g else &3

perspectives unfold.

This is the nature of understanding and of constituting meaning in the hermeneutic
circle. The process is characteris.u by a "dialogue’; 'testing’ prejudices in the light
of what happens, and also through discourse with associates and colleagues. The
interests of others have to be considered by the planner. Interaction plants the

seeds of ideas, and views are shaped and reshaped.
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Whether it is getting up for work, going to work, setting up a meeting, ordering
parts, or taking a lunch break - other people are involved in our uctivities. They
may be more or less directly involved, in that their requirements, interests, habits,
and attitudes are more or less clearly in mins a3 we go from ane activity to

another,

The social nature of activities is one reason why, at times, it is desirable to
formulate formzl plans. Formal plans are drawn up by pe ople who meet and later
meet again to discuss the progress of their plans. The more that hinges on the
outcome of the plan, the more complex the tasks - in terms of the number of
people involved, the number and nature of activities (whether routine or out of the
ordinary), and the more costly the operation - the more likely it is that the activities
will be designated in a formal plan. But formal plans are never complete. People
write down procedures to be adopted, so the pian reflects the ideas, at the time,
of those who devise it. !t is misleading, however, to characterice a plan as
something with an objective and serviceable form which various people can
aaminister to produce effective actions. A plan is more than the notes, memos,
and reports that are the written ‘evidence’ of meetings, discussions, and
deliberations. In use, the plan is ideas and thoughts about procedures that should
be followed and things that need to be done. Decisions are laken on tha basis of
these ideas. What matters, in understanding decisions and also what peepie do,

is the meaning that they uscribe tc the plans.

How the meaning is constituted depends on peaple’s interasts which naed not be
consistent, Documents are inierpreted in the light of many different factors. Even
after the ’'go-ahead’ has been given Lecause someone thinks that this is a
worthwhile venture, any plan will be reshaped in the interests of various ranagers.
Plans actually evolve, perhaps long after the basic procedures are established, not

growing but changing.

it is very difficilt to say that a plan began here or ended there, as there are no

clear-cut begihnings or well-defined endings in the durée. New projects emerge
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from what people are already doing. The company might have been successful anc
grown rapidly or its sales might have dwindled necessitating remedial action.
Whether actions appear to be feasible, attractive, or impractical depends on the
decision-maker’'s interests, his appraisal of the firm’s circumstances, and his

assessment of its prospects.

This description is supported by the findings of Williams and Scott {196b)
concerning the nature of investment cecisions, Their findings relatr to research
that they undertook in order to ‘examine... particular decisions in the... general
context of the firm’s policies and procedures’ {p.11}, but they were not easily able
to find suitable projects tc siudy because ‘Imlany projects were so closely related
to previous and subsequent investments that it would nave been impossible to

study them in isolation’,

8. Plans, decisions, and actions

A threefold classification of plans, decisions, and actions is a feature of a third-
nerson perspective where plans and decisions are a response to some ‘pressure’.
A problem arises out there and the individual has to respond to it, s0 he makes a
decision, following a logical 'path’ if he is ‘procedurally rational’, and then does

something.

The classification may be useful from the point of view of conceptualising what
‘decision-making’ is about. it is unhelpful when the object is to explore how the
individual constitutes his world. Treating the classi..;ation as a rigid sequence that
exists in people’s minds - with the implication that they are canscious of doing

something called planning. then of deciding, and finally of acting - is misleading.

Planning and deciding are two different types of activities, as Le Breton and
Henning cor-ectly hold {1881, p.7). They see decisions as resolving "conflicting
alternative choices’. Making a decision involves reaching a conclusion, settling

somaeathing, or making up one’s mind. A pilan, in the view of these authors, has
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three characteristics: the future, action, and the idea that the course of action will
be taken by the planner or by someone designated by him. They also point out
that decisions are taken throughout a planning process and are ‘inextricably

interrelated to planning’. There is no conscious distinction between the two.

Schiitz (1972) provides valuable insights into the nature of decision-making and his
analysis is a landmark in the development of a subjectivist paradigm. Yet his
conception of pians is also apt to mislead because it implies that these are
formulated as definite ard coherent images, 'pictures’ of a future state of affairs,

as the following passage reveals.

'[Tlhe analysis of action shows that il is always carried out in accordance w. 1 a
plan more or less implicitiy preconceived’ (p.59). It is a character:stic of conscious
action that (p.63)

before we carry it out, we have a picture in our mind of what we are
going to du. This Is the "projected act,” Then, as we do proceed to
action we are either continuously holding the picture before our iriner
eye (retantion), or we are from time to time recalling it to mind
{repraduction}. .... This "map-consulting” is what we are referring io
when we call the action ¢onscious.

Schiitz explains {p.63) that 'actions are conscious if we have praviously mapped
them out "in the future perfect tense™ and his exposition suggests that projection
amounts 1o mentally rehaarsing (our term) the action. While not denying the idea
of 'projection’ - it i5 the sort of notion associated with thinking about the 'quality’
of an investment that we are about . undertake - we want to avoid the impression
that the project amaunts to a complete mental picture, or a blueprint, of the
‘completed activn’. Such implications are at odds with the spirit of Schitz’s
phenomenology and are in conflict with modern hermeneutics. At times, however,

there is no conflict at all {see Schiitz on the 'Act of attention’, p.6E).

C. Much activity is routine

Again, refiecting on our activities we recognise that most plans we make are of the

typs associated with the following statement: ‘| plan to be at the office by eight-
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thirty and to see my first appointment at nine’. Getting to the office is simply a
matter of routine. Much of the time, if plans are made at ali, we are hardly
conscious this. A considerable part of daily life consists of routine activities that
are more or less habitual.’® The ‘projected act’ does not presume that activities -
mine and other people’s associated with my getting to the office - are mapped
out; that the individual is conscious of checking the clock, picking up and putting
on his hat, walking through the front door, going down the path to the car, opening
the gates, and so on. Nor does the notion of projection presume that he thinks
about what other people wiil be doing that may delay, or facilitate, his departure,
Planning to be at the office by eight-thirty means little more than making a mental

note 1o leave in tirne to get there by eight-thirty.

Busy with our acrivities, immersed in the durée, thoughts evolve, we have ideas
and problems are identified. Planning is part of this process of 'baing conscious’
and plans may evolve slowly or, as suggested, the need to do something is merely
noted, or perhaps we are struck by a thought about 2 way of overcoming a snag
that has arisen. The line between planning and deciding is difficult to draw and is
certainly not at the forefront of conscicusness in our daily activities. Planning,
generally, is without a time dimension. The activities in which the individual
engages merely continue. it is only by "stepping out’ of the durée, through the act
of self-reflection, of turning consciousness in o.. itself, that there is a sense of

having 'planned’ or of having decided.

Because it is gentral to interpretative sociology, Max Webar (1964) begins Wirtschaft und
Gesellschaft ((1922] (1864} with a definition of action, which emphasises that action, as
distinct from other forms of behaviour, consists of those activities to which "the acting
individual attaches a subjective meaning...” (p.88). In expanding upon this definition,
Weber explairs action in terme of the concepts ‘ends’ and 'means’, With pood reason,
Schdtz {1872, p.19) criticises Wekier’'s distinction between action and behaviour, pointing
out that '[elven... traditional {habttuall... behaviour has some kind of meaning.’ This is the
argument that is retevant to the points made here. Much of the individual’s daily activity
{routine) is habitua:, to the extent that it doss notinvolve the process of 'projection’ which
Schiltz associates with planning, but this doas not make it any less ‘meaningful’ in wie
Weberian sense. | can go into the kitchen and do all sorts of things associated with
preparinn 8 meal, and may even caok the entire meal, without being conscious of planning
anything, but my activities are still purposeful and directed at the attainment of some end.,
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Of course, we do not abserve other people planning, deciding, and acting. We
understand what they are doing in the context in which we encounter them. The
contaxt, too, is shapaed by our relationships with athers - as friends, or colieagues,
or family, Unless they tell us that they have decided to do something, or are
vsorking on a plan for some purpose, or we are sitting down together to draw up
a plan, the fact they may be planning or deciding is unknown and is mostly

Irrelevant,

What matters is our interaction in the durde. Either we are doing things together -
such as having a game of golf, taking a tea break, resolving a cris’, planning a
luncheon - or my activities are directed towards meeting your demands, taking
cognisance of your request, and s0 on. This ‘social existence’, the
intersubjectively constituted life world, continuously influences our activities,
While it is important to convey the extent to which the conventional notion of
decision-making in economics is misleading, the real interest as far as the thesis is
concerned is in the implications of the sociai relationships associated with plans or

decisions,
IV. SOCIAL RELATIONSHIPS AND PLANNING

Planning, whether it is done by one or many people, is a social activity, and plans
are constituted intersubjectively. There are the peopie for whom a plan is intended,
those who will use it, and aiso those who, one way or anather, are going t. be
involved in the planned activities. They may be consulted or instructed about what

they will do.

The planner and decision-maker rely on advice, assistance, and information.
Semaetimes it is consciously sought but it may be acquired serendipitously. What

goes under the headirg of "the provision of Information’ is to a large degree
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institutionalised, in that the planner has both formal and informal contacts.'®
These may range from business associates to family members to fellow golfers.
institutions such as estate agencies, banks, or computerised online databases
provide specific information and, sometimes, specialists are called upon to

undertake "feasibility studies’.

Economists have neglected social relationships, ¥* but the question of the decision-
maker’s associations, the nature of these relationships, and how they influence
him, are important in understanding \ye process of planning and decision-making.
They serve to il .minate factors that bear upon decisions, and they are the sorts
of issues that we must address. What is needed, first, is a means of
conceptualising social relations, a framework in terms of which the decision-
maker’s relationships with others can be examined. Then it ir necessary to
establish which relationships are important to the invastment planner. In his ‘social

world’, which associations have a bearing on his decisions and why?

14

industrial geographers have pointed to these issuses, as illustrated by the modsl of the
structure of location decision-raking proposed by North {1974} and in the analysis of
Townroe {1871, Ch.B). The ssurces of information depicted in North's model include
estate apents, local newspapess, industrialists, personal contacts {see Figures 8.3 and 8.4,
pp.232 and 233). While these authors identify various sources of information on which
location decistons may be based, McNee (1974} is one of the few contributors in the field
of industrial geography who alludes to the importance of social relationships. His article
begine with the stastement ‘decigsions and choices are always in the context of society’
(p.47), but the analysis does not live up to this introduction. In sketching the history of
the hypcthetical Gismo company, McNee glosses gver sagial relations which migit shape
the changes taking place,

Thus, when speaking of the ‘complementarity’ of investmant plans, Lachmann (1878a,
p.3} makes no reference to relationships among peopla that complementarity implies. He
states that,

the heterogenecus rapital resourges do not lend themselvas

to combination in any arbitrary fashion. For any given

number of them only certain modes of complementarity are

technically possible, and only a few of these are

economically significant.
Although he views the capital structure as being endlessly variable as people’s plans
change and capital has to be redeployed, he treats the capital stock as a complete,
interlocking, but changing system, a conception that masks the impeortance of relationships
between people.
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A. Schiitz on social relationships

In order to conceptualise the social interaction associated with business decisions,
the categories provided by Schiitz {1972) are fruitful. His araiysis of social
retationships is well suited to the requivemants of the thesis, as his object is to
examine social interaction from the point of view ~f how people constitute social

relationships; i.e, how they understand these relauonships.’®

Discussing the individual’s awareness of othe, :ople, Schiltz states that

! not only consciously experience you, but { live with you and grow
oid with you. | can attend to your stream of consciousness, just as
| can attend to my own, and | can, therefore, become aware of what
is going on in your mind.... You and your subjective experiences are
not only "accessible” to me... hut are taken for granted by me...

{p.140}.

He adds that there is a ‘complicated substruc... 2’ in our intevpretation of other
individuals of which, for most o1 the time, we are unconscious; but the ‘deeper
layers’ are brought to light as soon as we contemplate others’ motives or directiy

questiun them about their intentions or aspirations.

16

It is important to clear up a possible misconception about the cc '« | .t of the social world,
a2 n. conception which Schiitz himself wishes to avoid. Elsew,ere in the thesis, with
reference to the third-person perspective, the term ‘world’ is used to refer to a congeption
of the scheme of things as complete and self-contained. The term ‘social wark simply
conforms with Schiitz’s usage. The latter argues that "world” means onty “that different
people are consociates, contemporaries, predecessors, or successors to one another...
{1972, p.143). He is careful to strass that the term is not be interpreted to mean ‘glvan
and complete’ - the meaning that we have sssociated with the third-person perspactive.
Schitz argues (p.142, emphasis added) that

the world of my actual parception s only a fragrert of the

whole world of my experience, and this... is but a fragment of

the world of my possibie axperience, so likewiss the social

waorld (itself a portion of this "whole world"} is only directir

experienced by me in framents as | live from moment to

moment. This di : « . .&ied social world is again, on

its side, segmenied actorcing to concaptual perspectives.

Beyond this domain of directly experienced social reality to

which | am anchored by spatiotemporal corn nunity, there are

stiit other realms.
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Even in the shared "Hera and Now’, the ‘domain for realm) of directly experienced
social reality’ {p.142, italics in original), we have different relationships with our
contemporaries who share this 'Mitweft'. Thrre is a group of people with whom
each of us is most intimate, which we might think of as an inner-circle of
associates, and which may include family and friends and work associates.
Others, consociztes, are part of our Mitwelt bhut are hardly known to us at all. We
may have little understanding of their interests and habits and little insight into their

motives and, indeed, may have no need to understand them.

Schiltz also distinguishes between the individual's 'Umwaelt’ and his 'Mitwelt'. The
former is the ‘world of directly experienced social reality’ {p.30), the latter consists
of contemporaries who surround my world; whe live in the world "with’ me but
who do not live ‘through it as a matter of direct experience’ {p.142). These people
are referred to simply as 'contemporaries’ {'Nebenmenschen'}. They are people
whom { do not have occasion to meet, or with whom | do not come into contact,
although at some or other time { may do so.

[Lliving with my felloov men, | directly experience them: and their
subjective experiances. But of my contemporaries we will say that,
while living among them, | do not directly and irmmediately grasp their
subjactive experiences but instead infer, on the basis of indirect
evidence, the typical subjective experiences the must be laving.
Inferences of this kind, of course, can be we!' founded. {pp.142-
143}.

Schiltz identifies a 'Vorwelt', a world of predecessors which is separate from old,
or past, relationships with people who were, or still are, contemporaries {(p.207).
A predecessor is someone ‘in the past not one whose experiences overlap in tii’ne
with one of mine’ {p.208). The significance of the Vorwelt is that, in interpreting
the activities of predecessors, “there is no open horizon towards the future... there
is nothung as yet undecided, uncertain, or awaiting fulfilment’. Finally, there is al; -

a social worid of successors {‘Folgewelt'),

As Schitz points out, there is a fundamental epistemological distinction between
the individual’s insight into the circumstances of the Umweft on the one hand and

the Mitwelt, Vorwelt, or Folgewelt on the other. Knowledge of the former, based
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on experience, is our interpretation nf lived-through events. Using terms coined by
Max Weber, Schiitz refers to this as ‘observational’ ungerstanding, while our ability
to understand and to expiain the actions of our contemporaries, or for that matter
our predecessors or successors, is based on ‘motivetional’ understanding (1872,
p.30).

In examining investment and location plans, motivational understanding, which is
'not tied to the world of directly experienced social reality’ {p.30), is important.
The theorist is interested in the lived experiences of the actor, and in how the
decision-maker’'s lived experiences bear upon the things that he does. This
motivational understar ding Schiitz calls ‘genuine understanding of the other
persory’ (p.111}. it is this understanding how the individual understands that Is at

the heart of modern hermenautics.

Our object is to examine the planner’s Umwe/t. This involves identifying the social
relationships that are important to him in his rcie as manager and establishing why,

and how, particular relationships are important.

In analysing the sucial relationships of managers, it is desirable to divide decision--
makers into two broad groups on the basis that the daily lives - the social business
worlds - of managers who work in large and typically bureaucratic firms are
generally very different from those of the managers of small firms, The
experiences, activities, and relationships of the two categories of decision-makers
are so diverse that to treat them alike would be to obscure factors which are

important in understanding their conduct.'®

The need to divide firms intc large and small companies in part depends on whose
activities are of interest and on what these people do. If the focus was on workers on the
factory floor or lower-rung administrative staff, whose work activities are fairly routine -
including their business dealings with people outside the firm itself - and whose authority
is limited, the distinction would probably be unnecessary.,
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B. Firm ’size’ and decision-making'’

The social circumstances of managers, as planners or decision-makers, in large and
small firms are complately different. This is ore amongst a number of factors
which justifies drawing a distinction between the two types of firms in analysing
decision-making. The categories ‘large’ and 'smail’ do not refer to conventional
measures of size (e.g., employment or turnover), to whether managers operate in
a hierarchica!, bureaucratic environment {see Torrington and Weightman (1985,
p.32-34) associated with bigger industrial undertakings, or whether they experience
the autonomy and flextibility of managing a smaller concern. The defining
characteristic of the smalier organisation (also noted by Torrington and Weightman
{1985, pp.31-32}} is that, in contrast to its bureaucratic counterpart, it has an

‘entrepreneurial culti e’ "®

It is not the size of the firm per se that is of interest, but the relationships between
peopie in the firm, and between them and other individuals with whom they
associate. To the extent that thire is a rough and ready link between the structure

and the ‘culture’ of the firm on the one hand, and its size on the other, and that the

It was only when the ideas for this chapter were already quite far advanced and the need
to distingwish hetween small and large firms had been recognised that | ‘rediscovared’
Penrose’s (1959} excellent contribution on the theory of the firm. It is difficult to say how
much influence this work had on the ideas in the thesis, having originally read it more than
a decade ago. For different reasons - her interest is in the growth of the firm - Penrose
does distinguish between small and large enterprises along simiiar lines to those in the
thesis and the insights that she provides are invaluable. Perrose is well zware that her
contribution is not part of the orthodox theory of the firm, although she does not recognise
quite what differentiates it from ’standard’ neoclassical theory. The important
censideration is that Penrose’s is not an eguifibrium analysis. Not being consirained by the
epistemology of a determinate scheme, she is able to ask questions which illuminate the
circumstances of managers and the factors that bear upon their decisions. The result is
a more satisfying explanation of firm’s activities than neoclassical theory is able to provide.

‘Entrepreneurial’ should not be understood to mean that the management of a/f small firms
is innovative and willing to take risks.
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structure affects social relations, size is a means of categorising firms so as fo

highlight the social relationships that are of real interest,®

in this context is not easy to define a ‘small’ or a ’large’ firm in practice. We
cannot say on the basis of the number of employees or asset value that this firm
clzarly belongs in one or other category. in order to classify firms, or more
particularly the individuals who work in them, it is necessary to understand the

social structures in different organisations.

Williams and Scott [196E} describe investment decisions by large companies {see
especially pp.21-23}), Their position is that where, and with whom, the idea
nriginates determines who becoines involved in assessing an investment proposal.
Certainly individuals at the highest levels witnin the company will become involved,
sometimes 1o ensure that the idea has adeut ~.e patronage before the proposal is
formalised. Wright (1964} does not add much to the picture, ather than to say
{p.36) that 'we are dealing with an individual who is occupying a position at the
upper management level’, Without some knowiedge of the management strucwures
of organisations and the recognition .hat there are both formal and informal
channels of authority, communication, and decision-making, it will be difficult to
determine who these people are and what positions they hsld. At the stage of
approving or endorsing the commitment of resources toc a particular project, they

wiil certainly be senior managers.

Identifying the planners and decision-makers in small companies may prove easier
because there are few senior managers and the whole activity may rest upon the
shoulders of one person - the owner or chief executive. in larger companies,
however, planning may be carried out in difierent departments and hetween the

head office and a divisions of the company.

12

Chandler's (1962) seminal contribution on corporate strategy postulates and investigates
relationships between the way in which large firl.is are structured and managed, and the
atratagies of these firms. Later contributions have pursued the same theme, also
examining the st-ucture and ‘rulture’ of organisations in terms of whether particular
combinations of structure and culture are conducive to better performance by large
enterprises.
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The distinction batween managers of small and large firms may be a useful one for
many purposes, but it carries with it the caveat that the idea of a ‘typical’
individual in typical circumstances is problematical, and that the 'ideal type’ is a
concept that has to be handied carefully. The issue is that the concept should
serve to illuminate those aspects of individuals’ con_duct that we wish to
examine.®® The particular classification should not conceal that there may be
important differences amongs! Individuals within each group, which it is necessary
ie identify and to emphasize in order to explain decisions, including those decisions

which affect the location of enterprises.

If our contention is that the constitution of a large firm, as opposed to a small one,
influences the nature of associations between people as well as the types of people
involved, we shoull identify the contributing factors and show their significance
for the outlook of planners in the two types of organisations. To do this, we
examine the position of the manager in a large organisation and then that of his

countearpart in a small firm.
V. THE MANAGER OF A LARGE ENTERPRISE
A. A formally-structured work environment
In the large organisation, the senior manager is conscious of his formally structured

work environment. He is part of a “team’ (see Penrose {1959, pp.45-49)} and is

required to participate in meetings and pianning groups. Indeed, a considerable

20

Freund {1268, pp.59-70) provides a useful definition and explanation of Weber's concept
of the ideal type, including so.ne of the pitfalls involved in its application. Lachmann
{1970, pp.26-30), examines the concept, considers its applicatton as a "fundamental
concept’ for explaining economic phenomena, and rejects its use in this context. His
argument is that ‘Weber's ideal type lacks any specific refgrance to human action and
seems 1o be as readily applicable to the animal kingdom or to the plant world as to the
human sphere’ {p.29). His preposal is to 'start from something at once simpler and more
comprehensive.... the plan’ %.29), The arguments sat out here suggesi, nowever, that
in attempting to understand plans {and decisions) fiom a first-person perspective, the ideal
types of small 2nd large firms provide a useful starting point. At the s’/ne time, these
types are framed from the point of view of how they bear upon e rircumstances of
individuals, and are tied directly to understanding those circumstances, so they refer
specifically to 'human action’.
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part of day-to-day activities are spent fulfilling this function, in association with
colicagues who represent the rest of *he team. As a “team player’, his
independence and the scope for pursuing personal poals is limited. His superiots
and other colleag.Jes expect that the decisions that he takes will fit in with ths

organisation’s goals and requirements, and he knows that this is expectad of him.

A corollary of the structured environment is that planning and making important
decisions is usually € ¢ Jllaberative affort. In all aspects of his job, inciudirg the
planning function, the .ndividual typically can, and does, rely on various people,
including support staff, te assist him. By virtue of the structure of the organisatibn
and the specialisation of functions Withil{ it, our individual’s jurisdiction in respect
of decision-making is relatively limited, and confined to those matters that fall

within his designated area of authority in the organisation.

One of the consequences of being in a niche within a well-established large
organisation is a sanse of securi. , and nerhaps even complacerncy, ako i ang’s
position. There i3 a popular conception that conditions of employment & large
corporate organisations are secure. Torington and Weightmar. {1985, n.34) state
that the predictability of the institutional setting 'provides a secure environment for
the employee and a clear line uf safe career progression.’ The career prospecis of
a senior manager within a large enterprise depend almost entirely on review and
assessment by his superiors and pears within the firm, based on performance-
related criteria, such as profits, sales, or turnover., This encourages ‘corporate
ioyalty’. The senior manager’s views regarding the organisation’s requirements and
goais wili be shaped by the attitudes of his superiors (perhaps the managing

director or chairman} and others to whom he owes alleyiance.

An additional reason for the apparent gre.o* - ¢ security of individuals vvithin thig form
of organisation, and perhaps the most important one, is that, compared with the

small firms described below, large firms are perceived to be on a sounder financial

1

footing.® The converse of this security is a lack of autonomy characterised by

21

Thne reason why the financial standing of the company is prob .t" .he most important
ictor contributing to the individual's feeling of job security, is b. .ause it is poor financial
performance mare than anything else that Jeads 10 ‘restructurin. which may be associated
{continued...)
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having to fit into a particular structure: being assessed on one‘s role as a "team
plaver’; being constrained by the structure; and feeling what is described as a lack
of creativity’. It is frequently asserted that this type of organisation stifles

resourcefuiness and does not reward ingenuity.
B A strong financial base

Tha value of assets itself normally secures access to credit but, in additian, the
large company probably has many options for meeting financing requirements.
Besidas the banks, a listed {public) company may make usé of the stock ex.change,
issuing its own shares and debentures, All these factors contribite 10 the firm’'s

ability to raise money on demand.

Its finencial pnsition also derives from its position in the market place. With a
di;:arsified product line and a wide distribution network - perhaps including foreign
markets - the firm is somewhat insulated against both business t:ycle fiuctuations
and changes in local market conditions. Losses or declining sale s sustained in one
area or product line represent only a percentage of turnover ard profis, and can

be absorbed by the company’s performance elsewhere.

In terms of its relationships with suppliers, the large firm ¢oes not necessarily
suffer the vicissitudes of a single supplier failing to deliver cr g vankrupt. In
all probability, because of the volume of business, it has a network of suppliers,
with whom it has well-estabiished business relationships, 'who can be called upon

if circumstances require this.
C. Conservatism

These arguments do not mean that the managers of large businesses are insensible

1o the incertainties of the ‘environment’ and the vigaries of the market, What

2...continued)
with a loss of jobs. An employee is more likely tr lose his job when the company doas
badly than as a consequence of how ha parforms,
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they do mean is that the large business organisation has the resources to weather
a volatile business environment, or even to withstand temporary set-backs such as

the effects of a failed investment, better than the smaller manufacturer.

For various reasons, tanagers within the large organisation are likely to be
conservative in thel’ attitudes towards the ‘risks’ {used in its colloguial sense)} of
doing business. Conservatism is reinforced bv the consideration that, in most
cases, there is little opportunity to give expression to personal motives and only
limited opportunity for personal gain from taking risks if the venture is successiul.
Conservatism is also created by the existing base of fixed assets to be managed,
and the well-gstablished business relationships which bhave to be maintained.
These constrain the individual’s freedom of action. If the large firm also has &
substantial amount of long-term debt, the manager's main responsibility is to
maintain contfinuity of the firm’s activities and operations and to ensurg the
continued use of these assets in the fuiure. in his appreciation of these conditions,
the manager recognises that he does not have much scope for daparting from

established practices within the organisation.

In view of a bryad financiat base, decision-makers are not pressured into seizing
opnortunities. The penzlties associated with having made the wrong decisian,
especially for senior people, are probably greater than the rewards of success.
Managers are secu . in their pusitions and at senior levels will probably receive a
substantial remuneration package without having to take risks. The individual
manager’s autonomy is circumscribed by the emphasis on corporate norms, which
is a feature of such organisations. Major decisions probably h.ve to be ratified by
a board, and in order to give its approval, people with diffe.ent outiooks and
interests need to be convinced of the acceptabiiity of a project. This in itself
suggests a bias towards conservatism and restraint, partly as a result of the need

to compromise when there are conflicts of interest and differences in outlook.

The shareholding of a large company will favour financial conservatism. The main

shareholders are likely to be other large companies, whose investment advisors will
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e content with good but sustained earnings, preferring this to the sort of volatility
of earnings that may accompany high-risk ventures.® Larger companies,
especially public (listed) ones, operate in the public domain and are subject to

scrutiny by the financial press.

All these arguments support the somewhat paradoxical idea that the large industrial
organmisation, which is generally financially secure, typically leans towards
conservatism in decision-making. Psople are dasignated to undertake feasibil_ity
studies, and thu decision-makers - those who have the final say over whether or
not the investment goes ahead - will want a detailed assessment of the "risks’ and

uncertainties associated with any proposed investment.®®
D. Implications for planning

if we ask what implications these argurrents have for decisions taken in the large
organisation, it is conservatism and its consequences which have the most impact

on investment and location decisions.

in 1he large organisation, a'most all those involved in the decision-r@aking process
will be from within the organisation. Planning is a "team effort’, but since the team

consists of insiders, perhaps with diverse interests there may coriflicts of interest

22

3

Various arguments related to sharehoiding suppor. the view that public companies, listed
on a stock exchange, will adopt ‘nvastment policies aimed at opportunities with prospects
of good, secure returns, rather thar ones where not only the return, but aiso the risk, may
be high. Poor earnings associatad witl: a failed investment, sven if they do little to
influence the long term profitability ur the company, ¢an lead to a suddan fall in the share
price, and may make the company vuinarablz to takeover. Similarly, a failed investrnant,
if it impingas on the company’s cash flow and affzcts its ability to service its debt, may
either lead to a reassessment, and downgrading, of the firm's credit rating, or it may
necassitate a rights issue, diluting the shargholding.

Williams and Scott {1965} establish that investment decisions are often not made by the
people who undertake feasibility studies and who gather information. This means that the
planners and decision-makers may waell place different interpretations on the information
that has bean gathered and feasibility studies may be a vehicle for the planners to "sell’
their views to dacision-makers.
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that have to be resolved in formulating the plans. Because of the size and diversity
of the organisation, there is a potential for conflicts of interest whenever there are
policy changes, so Nelson and Winter {1982) set considerable store by ‘routines’
for managing large organisations. They hold that an aim of managers is to
maintain, as routines, policies that people accept. The large firm is a coalition of
people and the need to sustain routines - to avoid departures from the tried,
trusted, and accepted - imparts a further element of conservatism to the culture of
the organisation.

[A] contarnplated action otherwise sensible both for the organisation
and for the member taking it may nave to be rejected if it is likelv to
be interpreted as “provocative".... The result may be that the
routines of the organisation as a whole are confined to axtremely
narrow channels by the dikes of vested interest. Adaptations that
appoar "obvious" and "sasy" to en external ohserver may be
foreciosed because they involve a perceived threat 1o internal political
aquilibrium (p.111).

A" this suggests that finarcial or profit considerations will not be a primary
motivating factor in investment decisions.?* Rather, the 'internal’ implications of
strategic investments on a divarsified compeny will precccupy decision-makers: the
etfects on divisions, management and pow 3r structures, shareholders, and on the
perceptions of these people. We can prapose that the circumstances of the
‘environment’, including the traditional ecor omic determinants of investment such
as the cost of capital, wage rates, and exchange rate variability, will be less

important to the decision-makers.

It risks appear to te high, an investment prooosal will simply not he ratified; large
firms do not have to grab at chances. Wherever possibie, decision-makers will try
to adopi corses of action which give therr fiexibility, so that there is a better
chance of rectifying problems that might anse. The substantial finansial resources
of the large enterprise may even encourage planners, prompted '»y the conservative
environment in wiich they work, to plan for 'worst cases’ or at least to adopt a

modarately passimistic, rather than an optimistic, outlook.

24

By virtue of their financia! strength, according to Kay and 1hompson {1986]), large
zompanies are somewhat isolated from vhe competitive pressures of the capital market,
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'Building in" flexibility to plans is liable to increase the cost of an investment by
requiring more - or more expensive - resources, altowing for longer lead-times, or
perhaps acquiring more capacity thar. people expect to utilise. These are costs
which a large organisation will be better able to afford. T« busis or which it can
do so is considered in the next chapter. The location of the firm iz one of the

factors that may contribute to greater flexibility.
VI. THE MANAGER OF A SMALL FIRM

With the object of understanding the decisions taken by individuals in small firms
and the factors that influence them, the aim now is to examine those factors that

bear uprn the Mitwelt the planner in 2 small nusiness.

In comrast to the picture regarding managers of large firms, two sets of factors will
typically set apart the individual and his life within the smailer manufacturing
operatior.. One is the extent to which the individual’s Mitwelt consists of people
outside the organisation for which he works, and for this reason, his associates are
less likely 1t be employees of the same organisation. The other is the relative iack
of security of individuals in a small ocrganisation, perhaps especially felt by people

in management positions.
A. Relianve on ‘outsiders’

Apart from the skil' s of those directly involved in the manufacturing process, from
supervigory positions upwards, there is not a great deal of management expertise
in the small firm. This means is that each manager is 3'so a good deal less
specislised and has less administrative support than his counterpart in the large
tndustrial organisation.

As a consequencs, in their business reiationships, managers of small organisations
place relatively more reli: nce on people outside tha orgrnisation compared w;.i

their counterparts in large- organisations. This relianc2 extends from «_ taining

t
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specialised services {functions such as book-keeping, machine maintenance, and

catering may be contracted out) to generating * * business.

Because senior people in a smail organisation carry wide-ranging responsibilitizs
with little opportunity to delegate within the organisation, the reliance on outsiders,
and the trust placed in some of these people, may be particuiarly strong. Oui of
necessity perhaps, the business relationships of nianagers of small operaticns are
likely to extend to a wider spectrum of people than the managers of larger
enterprises. For the former, too, the distinction beiween business and social

relationships is likely to be less clear-cut.

With a small asset hase and a high risk profile, “1e manager of the small firm will
not have access to credit from financial institutions as readily as his large cornpany
cuunterpart. Not only is the cost of credit likely to be lower for the latter, but the
large company has a wider range of financing options open 1o it. The small
manufacturer may have 1o look to unconventional sources of credit, poessibly paying
higher rates of interest. One possibility is te turn to friends and family to provide

him with the capital that he requires.
B. The impurtance of 'networks’

In & thesis on the subject, Godsell (1980, p-35) defines a 'network’ @5 a business
relationship

with more than one strand to it. Not just a straight supply and
demand relationship, but something based on friendship or kinship, on
religicus affiliztion or geographic location or simply aifinities dating
back to childhood, :

If such relationships are the basis on which a small firm does business, the
definition gives tangible meamng to the concept of "Mitwelt’. Godsel! also notes
that networks can be ‘organic” and inherited, because thu associates are family or
belong to the same ethnic or religious group, or they san be ‘functional’ because
they arg ‘consciously developed’. The reasons why such networks exist and are

forged are entiraly understandable. Not only do they assist individuals or groups




CHAPTER 6 2b7

who feel marginalised by, or are subjected to Jiscrimination within, a hroader
community, but they provide skills, capitai, and business contacts for small
businesses which are struggling {see various contributions in Greenfield, et al.
{3978)).%

Investigation will probably reveal that the distribution channels of & smail business
are a social network. The relationship with buyers is not a strictly business-like
one, Credit terms are flexibie, the customers are people whom the manager meets
regularly and with whom he socialises. He may even live among them in the same
community. In addition to keeping the business going, this also serves to keep him
informed of customers’ requirernents, which is irmportent when operating in a niche

market.

For a smali-business manager, the people who form part of his network play a
bigger role, and have a relatively greater influence on his decisions. The reasons
are twofold. People who are not employees of the company simply play a bigge-
part in his life. In addition, since the manager of the small business has to spend
much of his time keeping the business going, he will rely on word of mouth and the
opinions ot other people to keep him informed about matters that affect his
business. Indeed, it is likely that in many cases the investment opportunities are

identified by ocutsiders, friends, family, or business assaciates.
C. The more tenuous existence cf the small business
The last point brings us to anc ther «puriant aspect of the life of the manager of

a small manutacturing firm: Fis concern with, and efforts towards, ensuring that

the business remains liquiu. and survives., The high ‘mortality’ rate among small

25

Although the literature on networks tends to focus on their contribution to very smail-scale
busiresses and to informal businesses such as co-operatives, the concept is a useful one
whan understood as the Mitwelt of decision-makers, and the notion is relevant to all
husinesses. Managers in large industrial undertakings no doubt also make use of
networks, though probabiy to a lesser degree than their courterparts in small firms. At
any rate, the existence of networks in both contexts is worth investigating.
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business is well documented (see, inter alia, Kennedy {1985), Larson and Clute
{1979}, Meredith {1977), Storey, et al., (1887}) and is hardly surprising. These
firms face a variety of problems compared with larger businesses. Ensuring the
s;urvivai of the small firm is not only a matter of seif-esteem; in many cases, the
manager’s personal assets are tied up ‘n the equity of the business because of

limited access to external funds,

The small product range of small manufacturers means that they do not have the
ability tc otfset losses in one ma:ket against a satisfactory performance elsewhere.
They probably face stiffer comperition because entry into the market niches
occupiad by smaller concerns s relatively easy, there being few barriers to entry
such as high start-up costs and techrological superiority. They do not possess the
capita! easily to withstand changing market corditions associated with the business
cycle and rmacroeconomic policy, changes such as a reduction in aggregate

spending and rising interest rates.

Because of its tenuous market position, the small business alsc has difficulty in
coping with a deterioration in its reiationships either with its suppliers or its
c.istomers. Limited inventorias, and being one of a nurnber of suppliers to a larger
concern, make it difficult to ratain business in the face of unexpected problems
such as a machine breaking down or a strike by the work force. Smali-scale
manufacturers that supply large firms may find it difficult to secure long-term
contracts, the large firm using this as a lever to ensure that the small supplier

accepts the pricing structure which the former demands.

The manager of a small, independent manufacturer thus spends a considerable part
of his time coping with problems that arise, worrying about finding naw business
opportunities, anu maintaining existing contracts. The coroliary of this aspect of
business life is that the decisioi-maker does not have much oucasion to evaluate
alternatives nor does he have the luxury of waiting to see whether sornething
better will turn up. He has to seize those opportunities which do arise, seeing

himself and his company as being at the mercy of ‘the market’ and 'econcmic
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forces’, with little ability to influence the conditions under which he trades. In
order to compete, he has to find opportunities to recuce costs, perhaps by paying
lower than average wages, or by eliminating some, or all, of the stages in a

distribution chain.?®

The picture presented here provides some insight inte the position of a manager
faced with expanding his production capacity. The firm’s present capacity is a
consequence of decisions circurnscribed by limited finances as well as other factors
such as a small niche market. in view of the need to generate husiness in order
to remain solvent, the small firm will have difficulty in controlling its expansion.
If it is doing well and capacity limits are reached, the manager of a small firm
considering a new investment will agan have little causs to deliberate and to
choose. Even if, in the circumstances, the management decides to move the entire
operation from one place to ancther, the decision is most likely to be taken in the

light of the assessment that ‘there are no options available to us’,

The motive' . of managers of small firms are examined in the next chapter, as are
the implications for the firm’s location. Taking cognisance of his dependence on
'outsiders’ coupled with the nead, constantly, to ensure that new business is
svailable, the small businessman exercises littie choice regarding the location of his

production facilities.
VI DECISIONS, JUDGEMENT, AND EXPERIENCE

in coming to understand the individual’s 'situation’, our analysis of the ‘context’
of business decisions, has stressed both the importance of being-in-time and the
tocial nature of business activity. in tais final section of the chapter we ask what

the analysis implies with regard to the nature of decision-making.

26

Compared with the large manufacturer, the small firm will often suffer a cost and price
disadvantage. Instead of competing head on, the latter devalons niche markets but these
are narrow and market conditions are easily upset.
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The conceptiun of decisivn-making associated with a third-person perspective is
ingrained. Businessmen have a list of well-defined alternatives - of things - from
which they select the one that will be best for the firm, and the criteria that they
use are economic ones. Following Thirlby’s views in the opening quotation of this

chapter, we have attempted to dispel this misleading vievs of decision-making.

Making their decisions in the durée, investment planners evidently have norecourse
to "facts of the situation” as a basis for their decisions. S¢ what ensures the
success of an investment? Ultimately, the people who buy the products. Whether
they do so depends on what the business does [0 produce and tc market an
‘attractive’ product; but it depends on many othar things beside. These things
cannot be enumerated, defined, or established, today. except in the vaguest of
terms which are of no value to a decision-maker. For example, the success uf the
venture will depend on what the firm and its competitors do, on people’s
preferences and their attitudes towards environmental issues, on technologicai
developments, and on weather conditions. ’'Derining’ the problem like this,
however, does nothing to resolve whether or not to undertake an investment, and
ne amount of searching will yield inforrnation on these matters that will settle the

ques.ion. It will oniy be possible to find out about any them in the course of time.

We are back to the implications of the hermeneutic circle. When it comes 10
deciding whether something ought to be done, whether a project may succeed or
whether it is beyond the point of rescue, the decision is a matter ot judgement.
Judge nent is not grounded, except in personal experience. E:.2n when the
‘measuring rod” of profits and [osses enters the picture, personal judgement is
always the final factor in determining whether to continue to ‘roll over’ a loan,
support a new rights issue, commit money 1o an expansion nf a subsidiary, or to

cut inventory levels.

The statement that decisions rest upon subjective criteria is not to be mistaken for
a view that decisions are arbitrary. On the contrary, despite that fact they rely on

their feelings, the individuals making these types of decisions probably give

T

e



T

CHAPTER 6 261

considerable thought to the matters at hand, in order to do what they consider to
be worthwhile or appropriate, and they will try 10 judge consistently when dealing

with other matters at different times.

it is of the essence of judgement that it refiects one’s prejudices, also in respect
uf what Is important, or how the matter rupears, at that moment in the durée. The
rmanager who has a background in personnel may well give weight to factors which
the production specialist does not consider. in considering a likely location, the
pers.n who has personal knowledge of a place will judge it differently from a
stranger without such knowlecge, but who is given a list of pros and cons that
someaone eise drew up. The stranger’s assessment, too, may be different when he

has had an opportunity to speak to ‘an expert’.

Orthodox economists appear to have acceptad that the uncertainty associated with
decisions could be encompassed by a thaory of search, and that by searching the
decision-maker could eliminate, or overcome, the judgemental aspert of reaching
a decigion. In ecanomics there is a fairly well-developed theory of search, and of
optimal search I thaviour that started with the (1861} contribution of Stigler {see
aiso Alchian (1971}, Rothschila (:273)). The idea behind search theory is that
agents confront a {random) distribution of prices and have to find the particular
pat*s of the distribution that are relevant to them. In Jater formulations thev
estin ate an unknown, but unchanging, distribution of prices using Bayesian

analysis tsee Lippman and McCall {19786)).

All thig, supposedly, provides for more realistic models of decision-making because
it does away with perfect knowledge. and makes explicit the costs of acquiring
information. Search theory, and tne economics of information, however, does not
dispense with the third-person perspective, as is clearly indicated by the conditions
under which Bayesian analysis applies {i.e., that things in the world out there - in

this case prices - form an unchanging distribution). Because the world of search
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theory Is a closed, complete system, it is possible for individuals eventually®” to
find out wi.-t all the conditions are like and to optimise.

From the point of view of the individual constituting. a plan of action in the durée,
it is inconceivab'e te search for any solution, let alone an optimal one. He may
certainly gather information, or may ask others to do it for him, but does he have
enough? ls it worth trying to obtain more information? There are no hard and fast
answers to the questions. The information that he obtains does not, in itself,
direct him towards the 'right’ answer. It may help him to form an opinion,
suggesting that circumstances are not yet oppnortune for a particular course of
action. But, except in a determinate scheme where there is a fixed "amount of

knowledge’, ali he can 'acquire’ are suggestions, clues, or possibilities.

These arguments justify the value that is attached to experience. A third-person
perspective cannot accommodate experience except ag 'acquired knowledge’
which any one can acquire. The qualkty that is valued by peers and associates and
that gives the possessor authority, or makas him an ‘expert’, and is considered a
sire gua non for appointmelit to positions responsibility, however, is not something

that is available to all.

Experience belongs with Polanyi’s concept of personal knowledge.?® Experience

27

The idaa of imperfact information has aroused much debate about whether, and why -
since the gispersed prices are equilibrium prices - an equilibrium thzory is compatible with
the existence of a distribution of prices. Would an initiai distribution of prices not collapse
into a single price in each markat so that the need to search disappears (see Rothschila
{1973)}? This apparent conundium illustrates that the difficulty of sustaining ‘realistic’
assumptions about what people know - the idea that there is a distribution of prices, rather
than a single one - in the face of the desire to work within an equilibrium fra nework is
irresolvable. The knowledge that individual prices reprasent elements in a fixed
distribution, which epitomises the third-person perspect’ -, also removes uncertainty
{unkrowledges); the worid out there can be known in its ¢, rety.

Discussing an epistemology of personal knowledg-., Polaryi 11973, p.256) etsies his
position in terms which match and support aur arguments zhout decisions resting on
ivdosment. He aays that ‘in the last resort my statements affirm my personal beliefs....
Nothing that | say should claim the kind of objsctivity to which in my belief no reasoning
should ever aspire; namaely that it procreds by a strict process... [and? includels] no

{continued...)
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is about the transformation of the —~aividual in the durée; the 'dialogue’ of the
hermeneutic circie of interpretative understanding. The individual gains experience
when, in the course of hic activities, he ‘tests’ his prejudices and precoriceptions
and these are shaped {or revised). When, as they inevitably must, decisions rest
on judgement, there is no substitute for experience - for having had expasure 1o,

and ‘internalised’, similar situations.

The problem for manage: 5 who have make investment or location decisions is that
they rarely have the recessary experience n identify where investment
opporfunities exist and w-at is likely to prove worthwhile, or to identify where
would be a good place to invest, or about what needs to be done in co-ordinating
activities associated with the investment, This is why decision-rnakers rely on the
advice of experts - not because the latter have the knowledge to optimise or to be

able tc determine what will wanpen, but because of their experience.

Large organisations are conservative and, with funds at their dispossl, hiring
experts is a practical way for managers to try to satisfy themselves that they ére
doing *'+ right thing. Watts {1987, p.174} cites Townroe as noting that this
practice is iess comimon, for example, in the United Kingdom than in the United
Sta':5.”® The expertise may be found among specialists within the firm. or
mal: . " ent consultants and other advisors who are contracted for a particular
project. They bring different perspectives on the matters at hand. When
consultants make their recommendations, it is their expzsrience with other

companies that they draw on, including what they have iearned from other people

:’.BL_

continued)
pauaicnate mpulse of... [the expositor's] own.’

Townroa states that firms in the United Kingdom rarebv use lozation consultants, and that
the practice is fourd only among larger firms in the United Staias. Two comments on this
statement are in order. The arguments in the thesis explain why one would cnly expect
large firms to hire consultants. In addition, in terms of the contention in Chapter 7 that
ideas for locations generally ‘emerge’ out of other considerat»i>. one would not
necessarily expect firms to pire /ocation consultants; but they mav hire consultants in
connection with the investment or «onsultants in the area of strategy, whose advice
settles the matier of location.
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abuut why and where companies have been successful. Their advice reflects a
current view of what has been successful both locally and abroad and, for this

reason, it often has an element of faddishness about it.*®

The received view of planning leads to the conclusion that allowing personal
prejudices to ‘get in the way’, or relying on the advice of others without 'finding
out the {real) facts for oneself’, is irrational and undesirable. The decision-maker
is supposed to look for the right answers and calculate the best solution: s if the

future course of events could effectively be reduced to numbers today.

The consideration that knowledge is understanding helps to clarify the importance
of the personal element in decision-making, which modern hermeneutics takes to
be the essence of decision-making: the individual's feelings, or his faith in a
colleague which means that he relies on that person’s advice but disregards the

‘information’ provided by someone else,

The decision-maker relies on well-establi- \ed contacts and trusted sources because
he has gnly his own and athers’ exparience to guide him. These arguments put an
end to the idea that managers seek to optimise shareholders’ returns or to minirnise
costs; ie., that they pursue things that exist ‘out there’. The soinewhat
disconcurting implication is that 'economic factors’ - the values of variables such
as prices and costs which dominate "decision-making’ in orthodox thecry - may not

be importart at all. This conclusion ie examined in the next chapter.

30

Nzorally rhetoric plays an important role in helping pecple to make up their minds,
Managers naed to feef that they are doing the right thing. Advice from an ‘acknowledged
expert’ with a reputation for solving butiness probierms, may go some way to allaying
fears. In this context it is appropriate for the advisor to point out how particular stratepies
have been responsible for the success of other firms, and to highlight how successful they
have been. Some general recipes for success are well known: ‘adopt the Japanese
approach of sub-contracting’; ‘reduce inventory and other costs by implementing a "just-
in-time" ma 1ufacturing system’; ‘reduce manutfacturing costs by licensing the product to
low cost manufacturers of original equipment, or enter into a joint venture with an 0.E.M,
company.’



CHAPTER 7

INVESTMENT OPPORTUNITIES AND LOCATION

To tail to bring the planning stage to tha surface... allows, by defauit,
the amergence of the view that the large organisation operates under
a single planning mind, and, by not looking into the nature of the
organisation’s authority relationships, allows to persist, if it does not
propagate, authoritarian views of a very najve order. The persistent
‘he will adjust his output...”, he will do this and Az will do that,
coming from teachers and students alike, is extremely irritating and
provoking to anybody who has made a disciplined inquiry into these
matters.
G.F.Thirlby, 'The Economist’s Description of Business Behaviour’, p.206

Businessmen do not alweys "calculate” before they make decisions,
and they do not always "decide” befors they act. For they think that
they know their business weil enough without having to make
repeated calculations; and their actions are Ffrequently routine.
Fritz Machlup, "Marginat Analysis and Empirical Research’. pp.524-25

1. THE 3COPE OF THE CHAFTER

Equipped with an understanding of the purpose of a subjectivist approach and
insight into the sgcial circumstances of managers of small and large firms, we are
in a position to answer the guestion: what does it mean to '‘choose a location’?
Managers of manufacturing businesses dea! with location problems in the course
of planning investments. in ordr - to understand what role location piays in their
deliberations and how it enters the picture, it is necessary to answer two guestions
about the planning of an investment; how do investment opportunities originate,
or how are they identified; and what are the motives for undertaking the

investment.

These questions need to be examined from the point of view of managers of both
large and small firms. The issues are discussed in the first two sections of ﬂ;e
chapter and, on the basis of that discussion, in section Il we adduce how large
enterprises and small firms come to identify their locations, We infer that

traditional economic factors may have little bearing on decisions to invest and
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hence on location. As this view presents an obviol's challenge to conventicnal
approaches to decision-making, it is necessary to analyse the role of economic
factors in decision-making wiich we do in section |V. Examining investment
decisions in the context the double hermeneutic of social science helps to expose

the fallacv of the emphasis on economic factors by orthodox economic theory.

Thie peiultimate section of the chapter is a case study. Inferences drawn from the
preceding analysis are applied to indus?rial relocation pelicy, Industrial relocation
policies were implemented in many countries witn most of these implicitly adopting
the approach of arthodox location theory that economi: considerations are the
main determinants of location. In almost every case, however, the policies have
failed to reshape the geographic, or spatial, pattern of industry. CQur ohject is to
use the inferences from earlier sections to illuminate the shortcomings of the

policias.

The thesis began with a thematk. overview of the problems an4 questions. It
concludes on a similar note with a thematic survey of the contribution that we
have made in terms of resolving and clarifying issues rtaining 1o methodological
discourse in economics. In the final section we also loock at the pro nacts for
subjectivism, Hermeneutical subjectivism is of value in explaining the role of
institutions in social life, and we offer another briet case study on competition in
support of the contention that a subjectivist appreoacn is needed to understand

institutions,
iI. THE IDENTIFICATION OF INVESTMENT OPPORTUNITIES

We have established that e questions, how are investrnent opportunities are
identified and what are the motives for undertaking an investment, are inescapably
hermeneutical, and the object of posing them is to investigate how a manager
‘sees’ the matter of location. The quotations which intreduce this chapier
demonstrate the consequences of not being able to understand the nature of

deci,ion-making within the firm. Though first raised many years ago, such
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arguments have not made much impact on orthodox economics. The reason is that
the epistemology of orthodox theory does 1ot recognise hermeneutical problems.
According to these quotations and o .tr examination of location decisions, however,
the view of the world that economic orthodoxy prescribes is misleading. In
examining investment decisions, besides exploring how locations come to be
identified, the task of the chapter is to indicate just how misleading the orthodox

explanation is.

It is worthwhile briefly recapitulating the story iold by traditiona! locaticn theory of
how firms’ locations are chosen.! This serves both as a reminder of the content
of the theory and as a foil for our explanation. The theory includes the following

implications.

Decisior-makers search for ideal locations. Their searches are directed largely by
the values nf enconumic variables at different points in Euclidean space. Such
searches are portraved as being directed towards things out there, which attract
firms. UDecision-makers possess knowledge in the form of a map of an area
reflecting the values of economic variables at different points.

Decisions are made to achieve clearly letermined interests of the firm which, as
a thing in the worid, is a distinct entity, : lways treated s a whole.? Each firm has
definite linkages to other firms and with ..ese linkages constitutes a complete
system. Each firm has a ready-made scheme, with definite objectives, for solving
location (and other) problems. The 'data’ on which chuices rest exists in the world

and is potentially available to everyone and anyone. The choices - whether 1o

See McCloskey’'s viaws {1991} on the idea of economic explanation as storytelling, and
on the types of stories that economists tell,

By this we mean that although the firm has no form, there is also no conception of
sectarian interests within an organisation, or of vested interasts that a decision-maker may
have in certain activities within an organisation, which he treats as the interests of ‘the
firm',
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miriimise costs or to maximise revenue - are independent of the firm and itz

activities, though the firm has to take advantage of ‘opportunities’.

An optimal location is an end in itself and is determined by comparing ‘;he
characteristics of alternative locations against predetermined criteria. The best
location for the firm is that one which scores more highly than alternatives in terms
of criteria such as costs or sales. Decision-makers do not and should not have

personal attachments to, or preferences for, places.

The .2 are not capricious aspects of a theory of decision-making but are congruent
with the epistemology that delineates the location problem; they define the third-
person perspective. The neoclassical firm has been described as ‘a strange
bloodless creature without a balance sheet, without any visibie capital structure,
without debts’ {Boulding, cited in Penrose 11959, p.11. ftn.2);. The absence of
these characteristics of a firm indicates that the third-person perspective admits no
history to account for agents’ circumstances and to explain their activities. An
explanation of decision-making or location requires an understanding of the
importance of the decision-maker’s "history” and his understanding of the firm’s
past and preseni, so *his is where we start, and examine how investrnent

opportunities are linked to planners’ circumstances.
A. Opportunities are born in the durée

When the theorist begins his investigation into location decisions, the people and
firms in whose activities he is interested are not randomly scattered over the
landscape. Nor are managers wandering around with maps that depict spatial
economic relationships, looking for investments and places to locate their factories.
Their circumstances play a principal role in the identification of investment
opportunities and the location of the business. Understanding how the manager
understands, or constitutes, those circumstances is the appropriate place to begin
an analysis of industrial location. This means, in part, examining his relationships
with other people, and how he interprets them.
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Investment opportunities are orn in thought. These ideas belong in the durée.
They are the process of interpretative understanding, of taking stock of the current
situation, as part of the individual’s ongoing ’dialogue’ that involves other people
and constitutes the hermeneutic ci cle of understanding. Being consciousness of
others also means recognising one’s current obligations and commitments to
peopie and to institutions. The seeds of a plan, while they 'look forward’ in a
sense, also refer to a past: to how things have been going, to ongoing
responsibilities, and to contractual obligations. In ‘looking at’ these commitments
pltans are formed initially, perhaps, as no more than a fleeting thought about some
possibility, but later crystallising into a more definite idea of what shouid be done.

Of c¢. 2, the durée is of no consequence from a third-person perspective. The
agent of neoclassical theory faces a complete world out there constrained only by
his 'budget’ that requires him to tailor his ‘choices’ in the face of the prices
imposed by the activities of others. Whatever he does, there is always a huge
range of options open to him.® By implication, with each ’decision’ the agent
begins with a clean slate and, in the context of location decisions, with a new firm.
All this is completely misleading as far as our understanding of decisions is

concerned.

Neoclassical theory recognises that the firm has ‘commitments’ as & consequence of
decisions made in the past, commitments which ar2 revealed in the form of fixed costs,
or a particular capital combination. Yet these do not have any significance for agents
other than that it takas ‘time’ (defined as so many 'periods’) before the commitm._—ts are
discharged. But given a sat of compreheansive "plans’ which direct the agent’s decisions
through ‘future’ time periods whatever set of prices amerges, these 'commitments’ do not
really mean anything. A corollary of & complete (determinatc! scheme is that there must
always be a way ‘out’, a means of transforming the current situation into that of the next
period. In this sense firms and agents alwaye remain infinitely flexible. Whatever
someone else does, they have an eptimal response. Clearly, such a scheme is not capable
of representing uncertainty. In practice, a commitment means having to do something
even though vou would prefer to do somathing else. The decision-maker knows that,
having made a commitment, hg witl not have an easy way out; he will not be free to do
other things. That is why, if he is unsure of the consequencas, he would rather not
commit himself in the first place.
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In practice, investment opportunitias emergs from something in a way that rnakes
thern a product of the moment, as the sitiation is ‘grasped’, or ‘read’.* In
identifying opportunities, what matters are the planner’s history and current
circumstances, including relationships with other people. Each planner has his own
Mitwelt, consisting of friends and associates, from whom he comes to hear about
business opportunities. Each has his own experience of different places in which
he grew up, lived, or worked. He has opinions about peopie in these places; they
are regarded, say, as unfriendly or industrious as the case may be. Experience is
the source of prejudice - in the sense of previously established judgements, as
discussed in Chapter 4 - that shapes the individual's understanding that, in turn,

shapes his experience,

As the 'foundation’ of investment opportunities is experience, these considerations
play a part in how, why, and where such opportunities are identified. At a more
practical level, North’'s {1974] findings abowt the locations of tha ‘new firms’ ih a
sample of companies that he investigated have a bearing on these arguments.
North states that most of these 'new’ firms were

subsidiaries of existing companies and either started thei lives in a
vacant building belonging to the group or shared one of their parents’
factories. A fresh location «. cision, therefore was not concomitan’
with the birth of a new compa ‘y... {pp.238-8).°

As a rule, only a few small-scale endeavours can be considered as new business
ventures which literally start from scratch, and even then the people involved have
a history which shapes the project. The capital costs alone of a large-scale venture

necessitate that any proposed 'new’ firm has established antecedents. Banks,

This is the idea behind Keynes's analysis of the effacts of short-term expectations: on
invesiment opportunities and ths ‘'marginal efficiancy of capital’. Those opportunities,
howaver, are interpretad as surviving in a scaled-down form even when the outlook of the
business community becomes pessimistic. [n our view, under these circumstances,
investment ‘opportunities” actually ‘disappear’ and may never come round again.

We would be inclined ¢ reverse the logic of this argument, with the conteniion that the
hirth of these 'naw’ firms (they arg not really new} did not need a location decision.
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prospective shareholders, or investors need a record of doing business as an

indication of the likely success of the venture.

In examining the circumstances of managers as theze vertain to the identification
of investment opportunities, it is expedient to use the distinction between the
circumstanges of planners in iarge and in small companies. The two groups, as
classified in the previous chapter, constitute their ‘w . s’ differently. How
investment opportunities are identified, and the types of upportunities that each

identifies, are likely to differ.

B. Evolutionary growth of large enterprises

In the farge emaerprise, it is the circumstances of the orgamisation, and managers’
perceptions of reiationships among people in the organisation, that are relevant to
the identification of investment opportunities. These will have a bearing on how
the investment opportunities come about and, subsequently, on the decisions that

are taken about implementing a course of action.

The factors deduced in the previous chapter, such as financial security, the fact
that success in managing a large enterprise is measured by sustained progress and
performance, and that decisions taken by a committee or a board reqguire
consensus end compromise, and the conservative attitudes of managers, may all
come into play. They support the claim that ‘routines” are important in large
organisations {Nelson and Winter {1982}}. We may thus infer that new projects
that will be considered, including ones based on new products formutated in the
research and development department, are viewed as providing ‘natural’, or

evolutionary, growth for the organisation.

The proposals will be for projects which are believed to complement existing
activities and, therefore, to fit into the firm's already extensive sphere of
operations. They may include products which extend the existing range and which

build upon the same technical and marketing expertise, for example, or investments
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which extend or consolidate the firm’s existing markets. Similarly in the case of
mergers and acquisitions, a major consideration will be whether the demands
pleced on people car readily be dealt with by drawing on the experience of the

present management.

In a large firm, managers do not ‘search’ for investment opportunities. These are
'created’, in that they emerge from deliberations about the firm’s current pusition
and future prospects: its financial position and market share, its competitive
position in a global market, its management or regional structure, the impact of
technological developments, or labour relations. The consideration that investment
opportunities are identified and defined in the deliberations of people about the
performance, structure, or future of the enterprise, is reinforced by the roie of
experts in vhe planning process. Investment decisions will usually only be taken
after discussions with a range of people both inside and outside the firm. These
inciude specialists in @ variety of fields, from structural engineers to merchant
bankers, and acsociates and acquaintances with knowledge of, or an interest in,

particular products, markets, or countries.

Specialists are hired for their experience. An investment plan defies being treated
as a self-contained problem and, when faced with many imponderakles, a sensibie
approach for planners is to look for ‘recipes’ to follow. These help to transform &
novel situation into something of 2 routine one. One way of accomplishing this is
to adopt methods and practices that, apparently, have proved successful in otﬁer
cases and where consultants can provide the recipes. With wide experience, they
should be well placed to identify 'strategies for success’, 50 it is understandable

that even firms in different countries pursue the same general business gtrategies.

A conseguence of using specialists is 1o narrow the approach and options which
are considered in planning an investment. These considerations provide two sets
of pointers that are relevant to the issue of location. First, they establish that
investment opportunities are firmiy rooted in the experience of managers, rather

than existing somewhere out there. Also, the nature of the planning process in the
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organisation indicates the identification ot specific, rather than general, investment
opportunities, and the adoption of specific procedures in implementing the

invastment.

From this we infer that either in the identification of the opportunity or in
deliberations about how to proceed, the ' zation will usually have been "decided’
without much thought having been given to the matter of where that location
should be. Searches, and comparisons hased on spatial considerations, are

superfluous.,
C. Investment oppoirtunities and small firms

In many caseas the manager of a smail company, who is considering undertaking
an investment, will be going into #his business for the first tme, though he may
bave been involved in other businesses before. On the face of it, he has
considerable latitude in what he does, how he does it, and where he does it, being
constrained neither by decision-making and power structures within an
organisation, nor by a history of commitrnents to particular products, markets, and

even to employment practices and social programmes.

The circumstances of thess individuals appear to resemble more closely the
description of the agent in orthodox theory and, especially, the entrepreneur
associated with Kirzner's work {see {1873 and 1985)). Does the small
manufacturer search for 'profit opportunities’ and perhaps locations? The answer
is no; his own history matters - the skills he has, where he worked, where or grewv
up. who he knows, his knowledge of financial matters - in idéntifying and pursuing

opportunities.

The culture, structure, and practices of a large business place their managers uncer
certain obligations, The things that the small businessman considers to be
obstacles to is plans, and even the opportunities that he identifies, are perceived

as personal opportunities or problems. His plans refiect his circumstances: how
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can / deal with this matter; is it worth my whbile to do this; who do / know who can
help me; will they have sufficient confidence in my ability, or hunesty. Other
people, whom he goes 10 for advice or for financial assistance, base their dealings
with him on an assessment of his competence, honesty, or enthusiasm.

When examining the investment opportunities of the small firm, these
considerations have to be seun in conjunction with the fact that the Mitwelt of the
small-business manager consists of a social network - people who are not
employees of the firrn. Given this context, how do investment opportunities arise?
Invesiment opportunities emerge from the current activities of the business and its
existing contractual obligations. As noted in the previous chapter, in view of his
limited means and other considerations, the small businessman has difficulty in
managing an expansion of capacity. His approach will be 1o seize opportunities

where he finds them.

Faw investments in small manufacturing firms represent absclutely new starts,
when the individual has an idea, designs the product, builds or rents factory space,
and purchases new machinery to manufacture it. Much stands in the way of
carrying ideas through to fruition, and his lack of experience in running a successful
business will be an impediment to obtaining funding from financial institutions {see
Maredith (1977, p.22)}. He might find peop!s - including friends and family - who
will finance the business on uncenventional terms. Such financicrs, who may insist
on a share in the business, are not business associatss in the conventional sense

and really represent pari of a social natwork.

We can postulate that many investments in smail businesses involve the purchase
of e,isting operations, even when the manager is going into bui'siness for the first
time. The faciors that lead to suci, investments fall into two categories, and each
category has many permutations. In one case the individual himself identifies the
opportunity, which probably comes to mind as a result of his employment at the
time. As a salesman, for example, he realises that one of his major customers

requires a specialised finish to the product that he supplies. in the other category,
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someone in his soclal network - an associate, friend, or family member - alerts him

10 a business opportunity.

In each case, whether it is a new or existing business that is the individual's
starting point, we understand that the investment opportunities that he considers
are narrowly circumscribed. There is limited scope for choice, except with regard
to whether he should proceed with the idea. The same considerations apply to the

issue of location,

It may already be apparent that for the person starting a small manufacturing
concerr, or for the manager of a iarge industrial undertaking, the issue of location
is hardly relevant. in each case the location is setiled when an investment
opportunity is identified, defined by the nature of the ° aent and the

circumstances associated with carrying out the decision to invest,

A major flaw in neoclassical theory is its failure to account for the intersubjective,
social nature of business decisions, including the identification of investmeit
opportunities. 1his failure leads to an erroneous view of the sorts of ¢choices and
decisions that people make. The implications for industrial location of the
arguments set out here are examinad after we have had an opportunity to complete
the picture of how investment decisions are made. Doing that means expioring the

motives behind the decisions.
. MOTIVES AND INVESTMENT DECISIGNS

‘Motive’ means 'an emaotion, desire... or similar impulse acting as an incitement to
action’ {The American Heritage Dictionary, 1987}, What factors induce peornle to
act, specifically to undertake investment decisions? What are their motives?

Asked these questions, and assuming that their responses are frank, managers
might furnish a variety of answers 10 both. Motives include personal gain {'this
looks like the opportunitv that will make me a millionaire’}, opportunism {'if this

plan succeeds | will be able to gain control of the company’), or animosity
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associated with company politics ("this will give me the leverage to force the
chairmsn ot the otrer divisio.: to resign’). The desire to own his own business, or
to be his own boss, may be paramour,* st when an opportunity presents itself -
almost irrespective of what it appears to offer by way of financial returns - the
individual may seize it. Similarly, some may see a buginess opportunity as a means
of escaping from poverty or of getling out of a family business. Or, with an eye
to retirament in a few years, the town and its setting may be regarded as especially
suitable. A desire to overcome the problems of an unruh: work force or to avoid
the effects of a change in government policy - from stricter poilution control
measures to higher corporate tax rates - are plausible motives behind par.icuiar
investments. Some decisions, no doubt, are a consequence of attempts to stave
off bankruptcy, and others are based on the desire to become the dominant force

in the industry or to have a foothold in a growing market.

These and all the other possible motives are missing from the usual story told .by
economists because the epistemology of neoclassical theory does not need them.
That theory consists of a variety of lugical puzzles involving the relationships that
exist between ’states of know -ge’ and ‘preferences’ on the one hand, and
resources and prooucts on the otner. These do not represent business decisions,
Optimising behaviour is a key to the saolution of the puzzles, not of business

decisions,

In the absence of motives, orthodox theory subverts our understanding of the
organis.uon and operation of the institutions of a market economy in a subtle but
pernicious way. The implication that the ‘'motive’ of firms is to optimise profits is
an erroneous view of what managers do and why they do it. Optimisation is
impossible except for someone who has a grasp of the complete scheme, or who
believes he does. The pursuit of profits, per se, is illogical unless one knows what
profits exist out there, ur believer that one does. The manager concerned with

investment decisions xnows and believes neither.
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A. Motives reflect the social nature of conduct

Dezling with motives means recognising the social nature of con-uct, as
demonstrated by our examples. With rare exceptions, such as Penrose (1959),
there is little discussion of the ‘social nature’ of the firm, of the relationships
between people who work for the organisation and their relationships with other
people.® Neoclassical theory riot only isolates the agent from his fellows, but it
is also reluctant to consider personal or subjective factors .n the investment
decision. This accounts for its diffidence in dealing with motives. Modernism
offars the excuse that motives do not matter in a scientific + :ory.” If necessary,
empirical studies prove that markets work, and pecople behave, as if they are profit

or utility maximisers.®

An interest in understanding and realisation drives one to the hermeneutical
approach. If the analysis is to prove useful it is desirable to be able generalise
about decision-makers’ matives and this is anything but straightforward. Motives
are personal and particular and the question is how to reconcile this with the

requiremaeant that theory is general, for a first-person approach must feature motive =

8 The language of Penros '-. theory remains an obstacie. While Penrose points out the
importance to the theorist of looking at things from a manager's point of view, this is
somewhat incidental to the analysis. Hers is a third-person perspective and this lends
itself to referring to firms’ goals, and firms pursuing profits.

Maotives, to modernist theory matter only if they are expressad in a neutral referential
language and identified as things that exist in the world; hence the attempt to ground
decisions in a psycholagy of behaviour. The result is illustrated by Wright (1964}, in
exarnining the motives of decision-makers considering investments, he initialiy argues that
the individual is induced te do things by a set of ‘desires’ and that ‘at any moment of
time... [he] is only aware of a rather small subsat of his own desires’ {p.41). Later,
Wright's arguments are more sensible. He refers to the existence of different groups with
possibly conflicting motives and suggests that ‘conflicting interests may have to be
satisfied by a single policy’ (p.53}.

8 The nature of this proof is puzzling to say the least. Since no one, including the thaos®.
ha: the sart of knowledge that would allow him to try to optimise, and no one knows
wh.t the consequences would be if he did, it s difficult to understand how empirical
studies can support a finding that people behave as if they are trying o maximisae.
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in explanations of decisioi s. The answer to the question lies in the double
hermeneutic itself. The theorist, as a decision-rmaker, has an understanding of hew

others constitute problems and of their motives.

The peopl2 who comprise a person’s Umwelt and Mitwelf, and also to an extent
his Vorwelt and Folgewelt, are those with whom his interests overlap. Their
reqguirements, habits, motives, or attitudes matter in some way, either in terms
what he is dging or what he plans to do. Some individuals set criteria that he must
meet, while others are associates or people with whom he does business. Some
he ¢an count on for support, others are viewed as rivals. He will respond to them

ac: rdingly.

Our appreoach is to view motives as interwoven with the individual's sogcial
circumstances. Whose interests the planner or decision-maker considers, and his
feelings about how important it is to take cognisance of other punple’s motives,
are influenced by the type of social relations that he forms. The distinction
between large and small manufacturing firms serves to characterise the social

gircumstances of a "typical’ decision-maker.
B. Large enterprises and diverse interests

Conventional wisdom suggests that planning and decision-making in the large
organisation reflect the ‘interests of the organisation’. The recognition that
conduct is circumsciibed by an emphasis on carporate norms supports the idea of
corporate loyalty and a commitment to ‘the company’s interest’ as important
motives behind investment decisions. Yet various considerations suggest

otherwise.

The formal and impersonal nature of relationships is a feature of large bureaucratic
organisations. To most people, the senior manager remains an impersonal name
and title. When he meets with people outside the firm to do business, a corporate

manager is there as t..& . epresentative of ~ha fir h. His presence as an individual
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is almost incidental; on another occasion someone eise may represent the
company. People do business with ithe institution, and it is the reputation of the

institution that matters when financing and similar considerations are at stake.

Lately, the literature on strategic management recognises the multiplicity of
interests’ within a large organisation {see Child {1972); Connolly. et a/. {1950}%.
According to Connolly, et a/. (p.218) because groups within the organisation have
different interests, they assess its performance in various ways using different
criteria.

In a multiple-constituenicy view, no surprise is angenderad by the
discovery that stockholders, senior managers, employee unions, and
customers aspouse divergent views of what the organisation’s goals
shouid be. Nor is there any requiramant that these groups and nthers
shouid, in any particular setting, have reached a negotiated agreement
or formed a deminant coalition generating vperative goals.

The institutionalisation of planning in the large organisation brings differens groups
inte an investment planning exercise. Individuals are seldom party to the whole
planning process and nc one has a view of a single, unified, coherent plan. These
points. and the consideration that different groups may have different ideas about
the purpose of the planning exercise, are conveyed by Williams and Scott {19656,
see Chs.4 and 7).

Planners know littie about what the others in the organisation think. They cannot
identify a ‘corporate objective’ and do not try to do so. Those who put together
a proposal intend the document to meet with the approval of whoever has to mauke

tive decisions. Their views on what is required will be shaped by directives, usually

In arguing for their ‘multiple-constituency appreach’ to the concept of organisation
effactiveness, Cannolly, et a/. {1980} still tand to reflact the idea that the individuals who
comprise the different constituencies view the organis' tien as an orgamc whole. These
authors’ underlying commitment to what, more agpropriately, might be termea multipls
‘perspectives’ is promising, because it is consistent with the consideration that different
decision-makers constitute their “worldz" differently. They cite various studies {p.212)
whick conciude that ‘strong goal consensus among senior managers of a single
organisation cannot be assumed’. This maans that different individuals are likely to have
differemt motives and pricrities which may be manitested v disagreer nt over what
course of action to pursue and how "best’ to do so.
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from senior management. So the ‘interests of senior management’ - members of
the board of directors, or possibly the chairman or managing director - as
fnterpreted by the planners, has a major influence on the formulation of an
investment proposal. The planners will seek advice and make recommendations
incorporating views that they think top level managers will find appropriate or

conducive to their own (i.e., the senior managers'} thinking.

Various interests are supposed to be represented by the pecople on the committee
charged with making s decision on whether or not to proceed with the proposed
investment. What criteria will they use? Probabl w’ ° differer consicerations
in mind, they will try to reach agreement on w’ astmant is * e right
thing at this time’. This. of course, gives the: aderaw. scope to do as they
please. Dues ‘the right thing’ mean the project is expected to be uspew ally
profitable, or will it enhance the company’s .aage? WHI it give the company a
leading position in the industry, or improve its compatitive pesition? These rather
vague and ambiguous notions ma2an that there is neitner an ineqguivocal sense of
purpose nor a well-defined corp-rate goal behind the acceptance of an investmer.t
plan.” If the plan has to be debated, or if there is behind-the-scenes lobbying
because differences of opinion or divergent interests make it difficuit to arrive at
a decision, then rhetoric and political alliances, rather than economic or financiai
considerations, will play an important part in the decision. It is at this point that
particular individuals, by virtue of t.zir positions of authority or their powers of
rhetoric, may be in a position to serve their interests by convincing others that the

course of action which they want to pursue is the 'right thing for the company’.

19 These arguments pose problems for the researcher who is interested in studying the
investmant decision. It miay prove difficult for him to unravel the process leading up to the
investment decision, and to uncover the ‘original’ motives for taking it. For by the time
he gets to make his enquiries, even those directly involved in the discussions and
negotiations are likely to have lost sight of the motives, if thay we e ever articulated, Qver
time, the issues which waere once reasonably fresh in the minds of the individuals
concerned are going to become even less distinct, Furthermore, many decisions are at
least implicitly the resuit of various compromises which have to be struck when the
interests of certain individuals or groups prevail aver those of other peopls.
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‘Strategic’ investment and location decisions are guided by people’s convictions.
They can reflect the interests of particular individuals rather than those of ‘the
company'. Given that individuals’ motives matter and that interpersonal
relationships influence their outlook and decisions, what remains of traditional
business goals such as profitability? Even if people do not consider these, won't
the ‘invisible hand’ of the competitive market ensure that firms are ‘'weeded out’

if they do not give high priority to @ omic factors?

Tou preserve a coherent argument, it is necessary to defer discussion of these
issues until we have completed the analysis of decision-makers’ motives and have
been able to draw inferences about firms’ locations. Clearly, economic factors are
not irrelevant when it comes to making investment decisions, but we will argue
that there are serious flaws in the key components of the received view: namely
that profits or costs are what really matter in making decisions; that the market,
when it works properly, ensures that only the firms which choose the maost
profitable investment opportunities survive; that pursuing maximum profit is the
‘right’ or ’natural” thing to do; and that anyone who does not try to maximise

profits is irrational.
C. Personal circumsiances of the small manufacturer

What about the position, and motives, of the manager of a smail manufacturing
firm? It is a commonly-held view that the motives of managers of small firms
refiect personal ambitions and goats. Although persona! motives may be the main
factor behind the initial decision to go into business, h.aving done so the small
businessman is iargely at the mercy of his social and business milieu. From
identifying investment opportunities to obtaining distribution for his product, he will

not have much opportunity to weigh up options.

The manager of a small firm almost always has difficulty in securing adequate

financing. This individual may well find that financial constraints necessitate

certain course of action, and preclude others, in ordar to satisfy his bank manager
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or creditors. A further curb on his 'freedom of choire’ is the constant need to
attract business, to retain customers, and t0 gain new ones. Such considerations

certainly cirgumscribe his activities.

The relationships which have the most important consequences for him are those
forged with people outside the firm itself. In cansidering how they bear on his
activities, the personal natﬁre of the relationships is important. In a small
manufacturing concern, tha senior managers are the firm, and their ability to make
their way depends on their own reputations and how they, as individuals, are
perceived by others. Given the competitive market niche in which he operates, the
inference is that the small business manager’s success depends on the network of
relationships that he cultivates and hov+ well ha maintains it. To do so, he may
nave to go out of his way to meet the wishes of customers or to satisfy the

requirements of suppliers of materials or finance.

This brief account of what lies betind the investment dacisions of both of small
and 'arge firms gives fairly clear pointers to how the ‘location problem’ is treated
by each type of decision-maker. Broad as they are, the arguments concerning
investment opportunities and individuals’ motives are meant to show that profits
per se, and therefore costs and revenues that could be associated with an
investment, are not the only consideration in undertaking an investment. Indeed,
the arguments suggest that they ray relatively unimportant and that there will be
little occasion for anyone 1o pay specific attention to the problem of 'finding a
location’. In neither category do managers have the need to look for investments
and, whatever this means for the choice of location, they will not be motivated
primarily by a desire to maximise revenues or to minimise costs. What are the

impiications of this analysis for firms’ locations?
V. IMPLICATIONS FOR LOCATION

We are proposing that far from being a centrepiece in the process of planning ar

investment, the issue of location, if it is examined at zll, is incidental or is
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predeterminad by other considerations. Either the location is implicit in the
identification of an investment apportunity or, by the time the project has been
planned, the location has emerged from & consideration of factors such as the
markets in which the product will be soild, the main source of supply of raw
materials, the location of the major supplier of components, or simply because a
consultant feels that it is a good place. In the particular case of small firms, our
standpoint is that location and the business opportunity are generally inseparable.
The firm is set up or the owner goes into business to take advantage of a niche

market that exists in a particular area.

A. 'Spatial knowledge’ is immaterial

Even if a specific location is considered, and this likely to be a matter of finding a
suitable site in an avea, there is no reason why planners should have “spatial
information” concerning costs and conditions at different places. In many cases,
the particular projent takes shape because of the conditions or circumstances at
which the production facilities are, or will be, located. Neoclassical theory implies
that the firm and its location are two independent entities, but the types of
machinerv, the technology, the extent to which aspects of the manufacturing
process are subcontracied, and which materials are used are influenced by the
jocation. To the decision-maker, a ‘location’ is not a point on a map, but a
community involving social and business relationships and institutions that are
important to businasses. What the community can offer affects the nature of the

investment.

Planners considering alternative locations will be examining different types of
operations, and the "choice of location’ is a matter of choosing one project aver
another. For example, uncertainty about the market potential of a new product
rnay induce management to back a proposal for a smaller scale of plant which,
hecause of lower smoke emission, can be situated adjacent to the company’s

existing factory close to the city centre. The possibility of adopting some other

approach {a smaller plant, perhaps, or a number of decentralised plants rather than
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one integrated operation) leads planners to think about alternative ‘locationsg’. [t

ls the operations, not the location per se, that is important.™

The nature of "an investment opportunity’ provides a further reason why the spatial
considerations of orthodox location theory are unimportant to planners. In
orthodox theory every "choice’ means selecting something that has an existence
in the world, so examining alternatives, and the distances and costs assaciated
with them, is a sine qua nc~ of making a reasoned decision. But an investment
opportunity Is a possibla course of action that planners are thinking about. It is not
"proximity to other firms’ or "the size of the market’ that determines whether the
project succeeds, but how the project is managed. When the investment
opportunity is identifled - "this seems like a good business prospect’ - proximity to
other firms is hardly ever a factor. Similariy, "the market” will only exist / the
investment is undertaken and /# the managers do the appropriate things to find

customers.

initially costs certainly have to be considered, but later on inventory management,
auvertising, and industrial relations policies - most of which are independent of
where the firm is situated - are going to be at least as important as the costs of

raw materials or the distance from the market.
B. Large firms

Regarding the investments made by large firms, if an expansion of capacity is being
considered and if it is practical to do so, the inclination of management will be to
develop an existing site. Townroe {1971, p.35) says, ‘{tlhe normal pattern of
growth is by building ex*ensions... or by increasing the productivity of the existing

floorspace' (see also North, 1974, p.242). The conservative outlook of large

11

It is not necessarily the plant itself {/.e. the physical manufacturing capability embodied in
buildings and equipment}, but factors and circumstances associated with the production
facility, that may lead the decision-makers to prefer one type of operation and its
associatad location over another.




CHAPTER 7 285

companies, together with the general desire to do those things that are least
disruptive and create the least uncertainty, suggests that an extenrcion of the

existing plant will be most attractive.

This satisfies the need for continuity, for example of relationships with existing
suppliers and of a workforce whose capabilities are known, since supervisors,
foremen, and other managers will be ‘transferred’ to the new facilities as they
come on stream. Unlike a plant located some distance away, the senior
management team can exercise more control over the setting-up, commissioning,
and phasing-in of the extended facility; the last being the time when problems most

likely to affect the company’s performance will occur.

An alternative to developing existing sites for the large enterprise with adequate
financial resources and a conservative outlook, which is able to pick and choose
investment opportunities, is acquisition or merger. This presents a distinctly
favourable strategy for growth. (See Penrose {1959, Ch.8) on reasons why firms
grow by acquisition and merger.)'? With access to enough capital, there is no
need to ‘start small’ or to embark on new ventures on a piecemeal basis. Buying
up an existing, established firm has obvicus advantages. The most important is
that the business and its potential have been tested. If it is a successful firm that

is acquired, the uncertainty of the venture is much reduced.

Comparrd vith its sraller counterpart, the large firm has the resources to weather
cyclical downturns and to wait out unfavourable market trends. In this context,
the acquisition of a firm which has falied may be preferable to starting out with an
entirely new operation. Using the experience of the new management to put things
right, such an investment may still be "safer’ than a greenfieid investment, because
teething problems will have been overcome and the firm will have established

suppliers and customers. Once a large enterprise owns a number of plants much

12

Without the insights afforded by a subjectivist approach, Penrose's analysis is limited to
examining financial and economic determinants of merpers.
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of the investment activity is associated with e:~~anding o7 ra-organis.ng production

at these piants.

in none of these cases does the investmaent involve fooking for, or even thinking
about, a location. In an indusirialised country with a large mantfacturing
infrastructure, most of the activities of the bigger firms as they expand or declins
and have to rationalise their structures and production capacity, will involve
investing in new plant and equipment, and even new buildings, on existing
manufacturing sites. The reasons why the firms come to be there tend not to be
found in a search for suitable sites, but in the decisions which lead to the

acquisition or the sale of an existing businesses,
C. Small firms

in the case of small firms, investigating the choice of location appears to hold more
interest when the investment involves the establishment of a new firm as opposed
to modifications or additions to existing plant. Such an assumption is mispraced.
More so than large manufacturing concerns, the small manufacturer's investment
is tied 1o a particular 'opening’ in the market; to the anility to identify and to seize
an opportunity which is specific to particular, place anJd which - in the case of fads,
gimmicks, or fashions - may have a very limited life-span. He locates wherever he,

or an infermant, ‘finds’ the opportunity.

Small manufacturing firms do not provide interesting case siudies in iocation
decisions, as the individuals concerned are unlikely to do more than find premises
1o suit their purposes, Where the issue of location is incidental to the investment
decisions made by managers of large companies, the managers of small firms
hardly have occasion to think about the location at all. Indeed, it may not be
inappropriate to treat the location of the small manufacturing operation as ‘given’,

shaped by factors that are beyond the manager’s control.
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in the case of an established small business with large firms as customers, any
investment decisions taken by the manager will reflect the opportunities created
by these customars. A small manufacturer who services a number of small
customers, either distributors or manufacturers, also operates under significant
constraints. Variability in the size and frequency of orders and erratic payments
by his debtors place him at a disadvantage in terms of planning the growth of his
capacity. In addition, he may have to gontend with businass failures arr ny his

small customers.

Investment opportunities for existing small firms will involve incremental changes
to the operation, mainly changes in capacity. When new products are added, they
are likely to be variants of those already being produced, which can be made
without expensive retooling and without having to add entirely new production

facilities.

When he needs to find new premises, the manager’s aim will be to find something
convenient, as close as possible to his present location, from where he can service
his existing customers. If a large customer moves, he 100 may have to move. In
Jeneral though, financial constraints together with modest spiice reguirements will
a'most certainly mean the purchase or rental of existing premises, rather than a
desire to build new ones. a point that applies equaily to the individual embarking

on a new venture by starting his own manufacturing concarn.

These views confirm the conclusion of industrial geographers that small
manufacturing businesses offer little to interest the locaticn theorist, but this does
not mean - as geographers seem to imply - that there is no reason to study the

plans and activities of their owners or managers,
V. THE ROLE OF ECONOMIC FACTORS IN DECISION-MAKING

This inquiry presents a fundamental chalienge 1o the conventional approach to

decision-making in economics by subverting the traditional story of how locations
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are chosen. It denies the search for business opportunities and also the primacy
of economic considerations - costs, revenues, and prefits - in the identification, or
selection, of investment opportunities. Little was said about the actual motives of
rmanagers except for the short treatment above, bui ue view that motives are
likely to be diverse runs counter to the customary notion that a high return on
investment and the desire to maximise profits are the main priorities of the
businessman. The analysis also contradicts the idea that decision-makers ‘shop

arounr.’, comparing alternatives.

The challenge presented by the analysis demands that various questions be
addressed. The most important ane is the role of economic considerations in
investment decisions: how are they relevant to the decision-maker. In order to
answer this, we must first look te the source of the contradictory interpratation of
decision-making. Understanding why there is the dissent over the role that
economic factors play in invesiment decisions involves comparing the ontology of

the ‘investment problem’ in orthodox theory with that presented here,

Orthodox economic theory provides a recipe for effective decision-making and it
defines the ingredients; the variables that are relevant to the selection of a best
course of action are invariably economic. The pursuit of profits is necessary for the
firm to function effectively in ali spheres. !n the pursuit of profits, costs and

revenues matter. Location theory simply extends the logic of the argu _at,

We have seen that in the context of the epistemology of the third-person
perspective, this recipe for making decisions is incontrovertible. In that context
‘the’ problem of the decision-maker is analogous to baking a cake. But the
ontology of the third-person perspective undermines cur understanding of decision-
making. Decisions are about things, and investment opportunities exist out there.
The investment probiem is an entity, 8 complete system that exists. All the
compenents of the investment problem - the intcrests of shareholders, streams of
future earnings, ‘the competition’ - are known, 'given’ to all as unambiguous

entities. 'Considering the interests of shareholders inn the light of opportunities for
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long term growth’, for example, means measuring and evaluating things as one

would the ingredients of a cake.

A. The double nermeneutic

On a hermeneutical reading, by contrast, an injunction to the decisior-maker to
evaluate all possible options in terms of their economic implications does not make
sense. There is an essential difference, of an cntological nature, between deciding
whether a cake has the right ingredients and deciding whether a decision has the
right ‘ingredients’. To illustrate this, we begin by examining the hermeneutics of
the ‘cake problem’, which - in the terminology used in the thesis - is a 'self-
contained’ problem, one that can be grasped in its entirety. The cake problem is

then compared with the problem of defining a market or an investment opportunity.

Solving the cake problem is substantially a hermeneutical activity. Whether
something i 8 cake as opposed to a quiche, is established by understanding - an
intersubjective dialogue in which language and culture play a fundamental role.
That vnderstanding is prejudiced. But having agreed (for the time being) that we
have a cake, it is practical, using conventional technigues that are understood (and
agreed) v be appropriate in the light of the current “state of knowiedge’, to analyse
whether the right things have gone into making a good cal... An understanding
{i.e., "knowiedge’) of the composition of a cake is based on conventions of aratysis
and on an understanding of chemistry. We can measu-= its carbohydrate and
moisture cotitent and probably also its lightness, fluffiness, and sweetness. To this
end, it might be appropriate to call on experts to taste the cake, to report their

findings and, perhaps, to compz-e that cake with others.

Up to a point, the subject-matter of economics and the nature of the ‘cake
decision-probiem’ is no different. What constitutes ‘a decision’, or ‘the market’,
or a cake is a matter of understanding. The cake problem, however, only involves
a single hermeneutic, that of the person or people adjudicating whether somathirg

is a cake and whether it has the right ingredients.
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Beking a cake is analogous to 2 ’system’ with an 'outcome’. The adjudicators
establish throuah discourse whether the outcome is to their liking and they can
analyze the procedure adopted by the person who baked it, The thing in which
they are interested has no understanding of whether it is a good cake, so even
though in Gadamer’s sense they interact with the cake, it is the discourse among
the adjudicators, including the baxer and any experts, which determines whether

the cake is satigfactory.

But as we stressed in earlier chapters, in economics in general and in analysing
decision-making in particular, the problems have a double Hermeneutic hecause
they are about how ' dividuale understand, or constitute, their ‘worlds’. Both
'deciding cn an investment’ and defining 'the market’, for exampie, involve
intersubjective understending, but not just my understanding of how other
economists understand something. The problem /s one of understanding. The
market - not as a place, but as buyers or seliers - is a matter of what and how
people understand. Defining a market for fruitcake means not only settling the
matter with other economists, but knowing who the buyers and sellers are and

how they understand the market.

"The market’ for a product consists of those people who, over a period of time,
think at @ moment in the durée that it is worthwhile buving a particular product.
Implicit in this notion are various conventions about a geographic area, the product
itself, and possibly even about substitutes and competitors. Having resolved any
controversies over these conventions, it may be feasible tc ascertain what the
market was yesterday. Bui no one knows what the market will be in six months
time, not even those who will then constitute the market, unless they have all

already made up their minds.

Unlike baking and evaluating a cake, defining a market is not the type of problem
where one can say: if you do this and take account of this and this, you will have

determined the market; therafore, these are what should go into a good estimate



