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Historical Specificity and the “Generality” of Economics.

1. Capacity building: the re-emergence of an old problem.

Is there a trade-off between the generality of economics and its relevance to particular situations? How much general economics one should teach relatively to the economic analysis of specific situations? 

These problems, considered by Professor Gur Ofer, have arisen in many institutions including the Central European University where they are presently the object of a lively debate among the members of the Department of Economics. 

This is not surprising. The tension between "historical specificity" and the "generality" of economics has always been around and it is very unlikely that there will ever be a decisive Methodenstreit
. 

Professor Justin Lin has observed that: 

"In spite of China’s success in the transition to a market economy, China did not have a modern economics profession and modern economic analysis did not play a major role at the beginning". 

Indeed, according to him, what was important for the initial success of reform was the knowledge of historically specific bottlenecks. Only recently, according to him, "as China becomes more and more a market-oriented economy," the general view of the market system that is supplied by modern economics becomes important. 


The right balance between "general economics" and historical specificity has also important implications on the type of institutions by which one should introduce modern economics. Professor Newton-Smith argues that sponsoring and relying more on local institutions is more cost-effective than building new ones. Perhaps, the choice is also influenced by one's view of the role of these institutions: whether they are engaged in a simple "technological transfer" or they should combine in some creative way established theories with local knowledge. However, I find it difficult to understand the precise implications of this point on the best ways to achieve capacity building: on the one hand one can argue that pre-existing institutions are more likely to be endowed with local knowledge that they could creatively mix with general economics on the other hand, one can also argue that a creative role of institutions (involving much more than simple technological transfer) may also require the foundations of new organizations  (sometimes, the old ones may, at most, be suited for simple technological transfer).

2. "General Economics" under socialism and during transition.


While I agree with Professor Gur Ofer when he argues that the generality of economic theory is one of its strengths, I am puzzled by the observation of Professor Lin who notices how general economics was not applied in the early days of the successful Chinese transition. He maintains that this happened simply because, at that time, economic theory was not yet known. I am afraid that this is only one of the reasons. I believe much economic theory was not very relevant and was, sometimes, damaging. In this respect, I would like to argue that during the years of socialism the generality of economics was often misleading for the understanding of particular situations and it is not surprising that China did better than some intensively-western-consulted former socialist countries.

During the years of socialism, the "Arrow-Lange-Lerner" theorem was a benchmark for much economic thinking. It stated the formal equivalence of market economics and central planning
. Both market and planned economies were represented by the means of the Walras' auctioneer economy. 

Major characteristics of market economies were ignored by this abstract construction where real self-enforcing exchange happen only at equilibrium prices while the elimination of disequilibrium is carried out by an exchange of tickets between all the agents and the auctioneer. In real market economies, exchanges happen mostly a non-equilibrium prices and disequilibrium is a real phenomenon that has to be faced by all these economies. Moreover, the final contracts that are agreed among the agents are not self-enforcing and costly complementary institutions are necessary for the working of the market economy. 

The assimilation of planning to the auctioneer was even more damaging. In the Walrasian economy, agents were writing on tickets the quantities maximizing utility and profits at the prices cried by the auctioneer and they were asked to implement their decisions only at equilibrium prices. In real planned economies, there was no auctioneer working at zero costs. The agents had very little incentive to reveal on tickets their information. Each round of information exchange would have taken a long time and the final plan would have been related to a changed reality. Even if the process had converged there was very little incentive for the agents to carry out their plans; managers were unlikely to carry out the plans that maximized profits simply because they were ordered to do so. 

The "generality" of the Walrasian general equilibrium theory helped very little the understanding of the main specific features of both socialism and capitalism. It was, rather, politically useful. It seemed to point out some sort of convergence of economic systems that could, in turn, give some (limited) support to an ideology pacific co-existence between the two blocks. The 1975 Nobel Prize was won together by the Soviet Leonid Kantorovich and the American Tjalling Koopmans for "their contribution to the optimum allocation of resources" and was a tribute to the mathematical equivalence between market prices and planned shadow prices that could, in principle, be both the basis for economic optimality. However, beyond these theoretical and political niceties, this type of approach had several shortcomings. Perhaps, the saddest of them was that it suggested many imaginary and abstract third ways to reform the socialist economies that did not work outside the generalizations of economic theory. 

If most economic theory did not help much during the years of socialism (and, in some cases, it was even damaging), it was even less useful when socialism collapsed. In this situation, the main issue became how to build the institutional foundations of a market economy and the analysis of these foundations had, often, disappeared in the nice formal equivalences of economic theory. Little had been understood about the sophisticated complementary institutions that are necessary to the working of the market economy and the diversity of models of corporate governance models that had differentiated synchronically and diachronically the evolution of real life market economies. Sometimes, especially in the early debates, transition became a misleading word that implied implicitly a unique starting point and a unique point of arrival. It ignored both the plurality of starting points of the former socialist economies and the plurality of capitalist models to which these economies could have been directed. The main issue became the speed of transition with "gradualists" and "shock-therapists" monopolizing a great deal of the debate. Even in spite of emerging robust empirical evidence, few "general economists" theorists would have been ready to recognize that novel institutions such as the Chinese Township and Village Enterprises could play an important role in the transformation of some socialist economies in specific moments of their history. "General Economists" would not have necessarily helped the early successful stage of the Chinese transition to a market economy. 

3. Graduate Teaching and Historical Specificity.

In spite of these critical considerations, I would still agree with Professor Ofer that, in graduate teaching, one should concentrate more on general economics than on specific situations.

One can, even, argue that the limitations of the statements that we have considered derive more from the absence than from excesses of genuine generalizations and that one has to generalize more, and in the appropriate directions, to obtain general economic statements that are useful to deal with specific situations.  

Statements like the Arrow- Lange-Lerner theorem derive from the idea that that the central problem of economics is the scarcity of resources. In this approach, scarcity is limited to the circumstance that we do not have enough physical resources to satisfy our needs. Thus, much economics has concentrated its analysis on the choices of rational individuals that coordinate decisions at given market or accounting prices.

The problem with this view of scarcity lies in its lack of generality. It limits the scarcity problem to only one dimension. The assumption of the unbounded rationality of individuals and the assumption of given prices hide two other important dimensions of scarcity: the scarcity of adequate cognitive abilities and the scarcity of adequate institutions. In many respects, much modern economics has generalized the analysis of the scarcity problem in these directions and these generalizations make economics better suited to deal with real-life specific situations.

The extension of the economic problem to cognitive scarcity has, first of all generated, two lines of investigations: the first related to the common ignorance that individuals have for the future that may imply that they may be even unable to attribute probabilities to different events and the second that deals with the different degree of ignorance that characterise the different individuals. The second stream has shown that asymmetric information is the source of different types of both market and central planning failures and has pushed us very far from the equivalence statements a la Koopmans-Kantorovich. More recently, because of the growing awareness of the centrality of the problems related to bounded cognitive resources, the assumption of individuals, endowed with the same and complete rational capabilities, has been questioned and much research has focused on the specific mechanisms of decision-making
. Much behavioural economics with its emphasis on particular and, sometimes, cultural-specific problems seems less general than the standard neoclassical approach based on universal maximizing behaviour. However, the attention to specific decision making mechanisms derives from the fact the restrictive assumption of free unbounded rationality has been removed and the economic scarcity problem has been generalized. This generalization implies that the degree of rationality may also depend on specific historical and social conditions. Particular types of rational capabilities may grow together with the development of markets and they could not be taken for granted at the beginning of a transformation process.  

The extension of the scarcity problem to the limited availability of adequate institutions implies that we have to give up the idea that all countries can have at any moment of their history institutions (including, of course, market institutions) that are adequate to their needs. Institutions are costly produced by using pre-existing institutions and, often, this production process can be successful only if it comes together with the production of other complementary institutions. Or, to put it in another way, the understanding of institutions cannot be dissociated from the analysis of their history in specific countries. Again, modern institutional economics with its emphasis on specific institutions may look like much less general than neoclassical economics
. However, the attention to specific institutions comes from removing the restrictive assumption of free availability of adequate institutions. It comes from a generalization of the scarcity problem that has always been the central problem of abstract economic thinking.

4. Towards a new relation between historical specificity and the generality of Economics.

Is there really a trade-off between the generality of economics and its relevance to specific situations? 

The usual answer is yes and there are obviously good reasons for this answer. During the years of socialism the excessive emphasis on standard equilibrium analysis inhibited a clear understanding of the specific features of this system. However, at some deeper level, a genuine generality of economics helps the understanding of particular decision making problems and of particular institutional contexts.  A more general economics may become less abstract and better suited to build bridges with specific historical situations. However, if this type of more general economics has to show its full potential we have to reverse the trend of many American graduate schools where economic history has been eliminated as an important subject. While a true general economics should stay at the core of graduate teaching, the history of the different countries must gain again an important role in our curricula. Or, to use the words of the economic jargon, the teaching of general economics and the teaching of specific histories should not be seen as substitutes but as complements.
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� For a recent account of the Methodenstreit and of its relevance for current economic debates see Hodgson (2001).


� For a review and a criticism of this literature see Pagano (1985) and (1992). A remarkable exception, which anticipated much later institutional thinking, was Kornai (1971).


� This is also leading to a new relation between economics and other experimental sciences. See, for instance, Camerer, Loewenstein, Prelec (2005).


� For examples of this approach see Aoki (2001) and Bowles (2004).
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