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The obvious interpretation of the statement that an action is rational is that
the agent can give reasons for it - that he can explain why he does it, or did it.
The clearest instances are those where he has actually set out his reasons, when
he has had to make a case for doing this, not that. Consider a Chairman (or President)
reporting to his Board of Directors, or z Finance Minister (on the PBritish system)
presenting his budget. There can then be no question but that the decision is rational.

One may nevertheless have suspicions that the reasons presented are not the
true reasons - that the Finance Minister, for instance, has been influenced by pressures
from interested parties, more than by the reasons which he gives. But 1 do not think
that we should want to say that a decision, which has been influenced in this way,
is any the less rational. The reasons are different, perhaps less respectable; still
they are reasons.

This distinction, between the reasons which are stated by the agent and those
which are suspected by the investigator (historian or ecoromist) is nevertheless of
quite central importance. Much of what follows will turn upon it. It may be brought
out by noticing, still taking the political example, that there may be public reasons
for a political decision, set out in speeches or published statements, and that is all
that for a time (perhaps a long time) the historian has available to him. But then
the time comes when private papers are released, which provide additional evidence
on what was intended. Even then, however, the historian may still have doubts on
whether what has become available shows what was "really" intended. He may have
other information, which "must have been” known to the agent, and he cannot believe
that it was not taken into account, though it does not appear in the papers before
him.

I find it useful to begin with this historical (or historiographical) problem, though
it may seem at first sight to be far away from economics. But perhaps it is not so
far away as may at first sight appear. For consider the case of Banking histories.

Bankers, in most countries, are every chary of giving reasons for their actions; they

do not give them at the time when they are made, and even when, as sometimes
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happens, their private papers become ultimately availabl
to be very unrevealirw.(l So the main ; i e" " rderale
By i | g | source of direct evidence on motive, to take
= tish case as an example, is to be found in statements made by bankers
“ I s to
later commissions of enquiry; but these of course are tainted by the witness's know
led t i i i _
' ge, b.y Lh'f: time of the enauiry, of what was to happen afterwards. So the historian
of banking is bound to rely, in large measure, on his own reconstruction; on what
he can suppose, from his own knowledge of the facts, and from what he can fairly
sU 7\ (
suppose must have been known to the agent, what the motives must have bpen.(z)
N I have deliberately begun with this banking example, though to the eccnomist
It is a special case. The decisions of bankers, especially centrai bankers, have (or
inay have) what we may call a "macro" quality; the consequences which follow from
Lh.e.m can radiate far and wide. Why such a decisien was made would be a prooer
subject for historical enquiry. But the decisions with which, in economi W *
mostly concerned are not like that. oy
Yo =
| We are mostly not concerned with particular decisions, but with classes of deci-
(smns. Eve.n if we have information about the particular dealings of particular traders
as .we might have, on occasion, if it came out in legal proceedings) we would not
use it. The combined effects of a number of sirnilar decisions are our object of study
So we proceed at once to what in the "macro" case would have been the final.
stagé .m the enquiry - reconstruction, from other evidence than direct witness, what
we thll:lk that the reasons for the actions must have been, That is more prac;icable
tha.n MIgNT appear at first sight, just because we are concerned with classes of actions;
so it is enough if we do our reconstruction for a representati ’
ative case.
It is here that we are helped b i i t
p Y using an assumption of rationality, in rather
a strong sense. For it is not sufficient to assume that the agent could give a
. . z reas
for his action; more than that is required. For here it is we, not th i On
. e agent himself,

who have to give
g the reason. It must be what we ourselves would think to be a good

reason, at J\.:‘ast an “Ite“l J.ule reason. “lat 1S uite a bl assun ptlo I an -f- “ e
g son q g
’ d u y P

paled to admlL that tllele are case )4 f
as Sy Wthh 1d be 1 lpOl tant cases fOl whicl we
]

would not dare to make it. Did the German people have a good reason for voting

for Hitler in 19327
If, in economics, we so often dare to make it, that must be because of something

special about economic behaviour. We are considering classes of decisions, so it is
to the general characteristic of those decisions, and of the people who make them,

(2)

that we must look. ~
The simplest class, of the people whose decisions can be analysed in this manner,

is the class of merchants. I define a merchant as one who buys in order to sell again.(q)
Whether what he buys is physically the same as what he sells is not important; thus
an artificer, who is working for a market, I also reckon to be a merchant.

The simplest kind of mercantile dealings is that in which each transaction (con-
sisting of purchase and sale) is separate. lt is undertaking for its own sake, without
reference to the possibility that the terms on which it is made may influence the

terms on which it will be possibie to make further transactions. (A suificient condition

for this test to be satisfied is that the parties to a particular bargain are unlikely

=

q . f . o . 2
to meet one <another again. That can be judged without asking them guestions).
There can here be no question of the rationality of the proceeding. The merchant

is in business to make a profit. We do not have to assume a profit motive. It is in-

herent in the nature of the business that is being done.

I find it useful to regard this mercantile behaviour as the purest type of economic

behaviour. The merchant - the pure merchant, who confines himself to such market-

oriented dealings - is the original Economic Man. His behaviour is so rational, so

clearly rational, that we (economists) can readily reason from it; our reasoning from
it is the start of Economics.

It may be objected that in the work of what we reckon to be the first great
school of economists, the Classical economics of Smith and Ricardo, the merchant

does not so obviously occupy a leading place. Theirs was an economics of production,

not of trading. The farmer and the manufacturer are the people we meet in their

pages, not the trader. 1 believe however that the picture looks different if one goes




further back.

It was many centuries earlier, in- fifteenth century Florence, that merchants
began to study how to keep accounts. They did so long before they were followed
by anyone else. The merchant, looking for prc;fit, found that he had to keep his books,
in order to see how much profit he was making, how successful he was being in making
a profit. The appearance of the practltice of keeping accounts, which first appears
arnong merchants, is a clear indication that the business is being conducted rationally,
with an eye to profit. We do not need to make an.assumption about profit motive
with that evidence before us.

During the centuries which elépsed between the invention of accounting and
the time of Adam Smith, the practice of book-keeping must have spread quite widely,
One need not suppose that it was general practice outside the mercantile sector;
but the notions which it bred must have been becoming familiar, so that they were
available to Smith and his contemporaries. Thus it was natural to assume that non-
merchants, or many of them, would be behaving more or less like merchants. Though
it was a simplification to treat them as Economic Men, they would be moving in
that direction. That was all the Classical Economics needed, for their use of the
profit motive. They were mostly concerned with what we should now call rather
long-run equilibria, representative of the general state of the economy as it would
be established, on the whole, over rather long periods. All that they needed for that
purpose was a rule that when an opportunity presented itself, and continued to present
itself, then sooner or later it would be taken.(s)

Afterwards, in several ways, things have become more complicated. I shall not
here discuss what happened to the accounting concepts, such as capital and income,
when they are applied to more complex situations.(7)

There is one which begins to need attention before we leave the mercantile sector.
Accounts relate to the past, the decisions of business relate to :the future, a future

which is always to some extent uncertain and may be very uncertain. It is not suf-

ficient, when judging a project, to judge that it is likely to be profitable; there is

also the possibility that for one reason or another it will be a failure. There will
be cautious persons who give great weight to the possibility of failure; there will
be others, more speculatively inclined, who will give less. We often find the cautious
perscn saying that the speculator is irrational; if the latter is simply relying on a
"hunch", the observer may agree. But the risk-taker who calculates is not acting
irrationally. Especially if he calculates that he is able to stand the loss in the case
of disaster, there can be doubt about it.(g)

The commonest way of making sure that less will be bearable is to induce other
people to share in the venture, thus spreading the risks. In order fo do se, he must
state his reasons; he must issue what is in fact, if not in forin, a prospectus. So what
was said about the first form of rational action that we considered will apply. (It
is by no means denied that the prospectus may be misleading).

But as sonn as we come to coilaboration, even in the simpie form of the partner-
ship, other issues arise. Even if there is no more than a single decision that has to
be made, it needs to be negotiated. It is only too possibile that a negotiated decision
may be a "second best" from the point of view of each of the parties to the nego-
tiation; from the point of view of the observer, it is a "bad compromise". One does
not need to go far to find examples.

I pass cn to the (probably more important) case when there is not a single decisicn
to be made, but when the association is to continue. There will then follow, from
each major decision, a number of consequential decisions; and there must often be
no time, or opportunity, for each of these consequential decisions to be negotiated.
The power to take the consequential decisicns must then be delegated.

That is a common situation in modern industry; but it is useful to remark that
it came up, in a very strong form, in earlier times. It was then particularly insistent
because of bad communications. A trading voyage might then be financed by a consor-
tium, or partnership; but in the course of the voyage, which might well take three
years, before the ship returned to Europe from India or Indonesia, the captain of

the ship, who was an employee of the owners, had to be left to take the decisions
b




for himself. Such separation has now been much reduced by the aeroplane and the
telephone; nevertheless in a modern business, especially a large business, some of
it still persists. In the organization of such a business we still find a system of dele-
gation. There is a "chain of command".

The sub-manager, who has no more than a delegated authority, cannot be left
to seize any opportunity of profit that presents itself to himy for if each of them
did so, they would get in each other's way. So their authority must be limited by
rules, formal cr inforrnal, which prescribe the limits within which they are to act.
It could be that they were leit to seize any opportunity for profit within those limits;
but to devise such rules as will preserve order, and will yet leave a wide opportunity
for initiative to the lower ranks in the hierarchy, cannot be an easy matter. Rules,
by their nature, tend to have a negative bias; it is easier to prescribe what should
nct be done than to prescribe what should. So the "satisficing", which some have
maintained to be a leading characteristic of modern indusiry, would seem, from this
point of view, to have iis origin in delegation. The sub-manager has a task that has
been set hirny he has a strong incentive to reach his target, but not much to do better.

Cne can sece that applying to the lower ranks; but it should not apply, in the
same way, to the "top". But what is the top? In a small concern, where owner and
general manager are one and the same, there is no problem of identification; but
in a larger concern, especially if it is financed by equity capital, there is. There
are iwo characteristics of the share that are relevant, limited liability and transfera-
bility at will (they do not need to go together). It is when both are present, so that
the investor can, raticnally, spread his risks by diversifying his portfolio, that the
separation between control and ownership is so nearly complete.

The shareholders, legally, are part-owners of the business; legally, they have
power to elect direciors; but it is notorious that this is a power which it is hard
to exercise. Thus it can readily happen that policy is directed, not in the first place
to the pursuit of profit, which is to the interest of the shareholders, but to the main-

tenance of the organisation, the undisturbed existence of the business itself. When

this approach is dominant, it tends to defensiveness, the same defensiveness which
in the lower ranks derives from delegation.

It is true that against this the market has provided a check. lf a firm's policy
is such that an outsider can feel fairly sure that it is not doing its best for its share-
holders, it may be worth kis while to offer high prices for blocks of shares, seeking
to acquire enough voting power to change the management, either in person or in
policy. Having brought about his revolution, the shares can again be sold; if the pro-

pects of the business, as assessed by the market, then seem to be sufficiently im-

(5]

proved, they can be sold at a profit. This sanction, however, is itseli deperident on

the fact that the share is a liquid asset, so that its value, at any time, is largely

dependent on what it is expected tec be in the quite near future. A prevalence of

take-overs is not a sign that the profit motive is working smoothly. It is not in the

interest of efficiency that control should be tossad about, in the pursuit of short-term
. (9

gains.

So the take-over sanciion works most efficiently if it is an ever-present threat,
but dees not actually occur. In such a world the coniroilers of business, even of incor-
porated business, would have no incentive but to work for profit; so the assumption
of profit-making rationality would perfectly fit. In practice, it is likely to b= less
than a perfect fit; it will be tempered by defensiveness. As long as the tempering
does not go far, it may be a fair approximation to assume that the representative
business man is an Economic Man. Whether or nct that is so in a concrete case should
be verifiable.

I turn, in conclusien, to other sectors, 10 tabour and to the Censumer. [ do not
think that in the case of Labour there is much to be added. We can recognise in
the behaviour of labour, in a free labour market, the same metives, pursuit of gain

nd defensiveness, which we have been considering. Defensiveness must here be rela-

0

; . v rese fall -k o
tively more important, especially when the worker has few reserves to fall back on

H

when things go wreng. It is indeed doubtful whether even in the strongest cases it

is wise to treat the labour market as perfectly fluid.




The case of the Consumer, which our textbooks treat as the most elementary,
seems, from the point of view which 1 have been sketching out, to be less straight-
forward. It is notable that the Classical Economists did not treat the Consumer as
an Economic Man; they had no need to do sc. That comes in with Jevons, with Mar-
ginal Utility. The producer was making money, so his goal could be set in monetary
terms. The consumer is spending money, so his goal must be defired in a different
marnner. "Utility" had to be invented, in order to give him something in which to
do his maximising.

To treat consumption, or spending, as a maximisation against constraints is so
appealing, mathematically, that it was bound to carry all before it. But is it any
more than a convenient assumption? There can be no question of the services it has
performed in fitting statistics into a pattern; but that is just convenience - it does
not show that people do act in the way the theory describes.

It has often been remarked that the theory implies that consurmers have knowledge
of the alternatives before thern; but that is a conditions which would be better expres-
sed by saying that over a certain field (which is identifiable by the observer) knowledge
of the alternatives that are open is easy to get. What should be the test of easiness?
The (Paretian) maximisaticn theory is here of little help; it is an issue which is more
inteliigibly treated by the Marshailian method, of comparing the "utility” of the ex-
pected gain with the "disutility" of the cost. So if the gain which is got from a better
bargain is highly valued by the buyer, and the trouble which has to be taken to find
it is not highly valucd, we should expect to find that consumer expenditure would
be highly rationals the.Paretian scheme would appiy very perfectly. These conditions
would be satisfied if the shoppers had modest incomes, so that the marginal utility
of money to them was high; and if their opportunities for other employment were
limited, so that they had time on their hands. 1 think that such conditions, when they
arise, are recognisa})le.(IO)

One should probably add that the shopping needs to be regular, as in the spending

of house-keeping money on fcod and so on, once a week. That gives the shopper re-

peated experience, from which he learns his "work". It would not appear that irregular
purchases can fit so well into the Paretian pattern. Even the consumer whose ‘means
are modest, when he has to buy a new coat, does not re-think the whole of his budget
in order to see whether the purchase is advantageous. He proceeds in a much more
Marshallian manner, considering what he can afford. That is a matter of the marginal
utility of money te him, which is derived from his general past experience. When
prices, and income, are fairly steady, it is a good guide; but in times of inflation,
or great disturbance of relative prices, it can be misleading. One of the costs of

inflation is that it causes choices, including consumer choices, to become less ratio-
(1p
nal.




Notes

{1) An outstanding exception is the correspondence between baniers, that was
so brilliantly utilised by David Landes (Bankers and Pashas, 19 58).

(2) Americans, of course, since the formation of the Federal Reserve, are much
better placed. The analysis of policy, from documents, which is such an ornament
i Milton Friedman's Moneiary History of the United States would hardly be possible
in any other country.

¢}

(3) One can evade this issue by defining eccnomic behaviour as being such ihat
it is suscepiible of being analysed in that manner. I gave some countenznce to that
approach in my Causclity in Economics (1975, p. &44), but I have come to feel that
it is neot good enough.

() 1 shall now be drawing quite heavily on my Thecry of Economic History (1969)
in which the merchant, as thus defined, is a central figure.

(5) Compare the casual labour market, as discussed in my Theory of Wages (1932,

(6) This is further discussed in the passage in my Causality, that was quoted
above.

(7) Many of the papers in the first volume of my Collected Fssays (1981) are
relevant. Sc¢ is the well-known chapter XIV, on income, in Vaiue and Cagital (1939);
and sc is the less well-known chapter XII of Capital and Time (1973), Then, on the
relations between the economic and the accounting concepts, there is "Capital contro-
versiess ancient and modern" in Economic Perspectives (1977) and iwo papers (13
e 14) in the third volume of Collected Essays (1983).

(8) 1 have myself become increasingly convinced that the right way to model
behaviour, when the outcome of a decision is uncertain is not by mean and variance,
as is common bpractice in portfolio theory, but by concentrating attention on two
aiternatives: (1) the outcome which is judged to be the most likely, (2) the worst
that is judged to have a finite possibility. These must be considered, and the estimation
of them is manageable; it is hard to see that the estimation of other alternatives
will often be worth the bother. (My thinking in this direction tock its origin from
a paper "The Disaster Point in Risk Thecry" which appeared in Efconomic Perspeciives
(1977) and was republished, in a somewhat improved form, in pp. 251-6 of the second
voiume of my Collecied Essays (1982).

&'ctes 11

(9) T have enlarged on this in my paper on "Limited Liability" (Collected Essays
1, 13).

(10) I can illustrate by a personal recollection. Just after the time when [ had
finished Value and Capital (the first three chapters of w.ich contain a statement
of Paretian theory) my wife an I moved house irom Cambridge to the neighbourhood
of Manchester, where I was to teach for several years. We then found ourselves having
to do our weekly shopping in what proclaimed itself to be a "purely working-class
town", where most of the shoppers were housewives, who had time on their hands,
since there were no extensive oppertunities for part-time employment. So they went
about from shop to shop, comparing prices and talking te the shopkeepers. It was
a much more "perfect” consumer market than that to which we had been used iIn
Cambridge.

(11) See my paper on "Time in Economics" (reprinted in Collected Essays II,
pp. 235-6).
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