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Social Costs and Public Action
in Modern Capitalism

The Social Costs approach to the globalised capitalist market economy has gained
new relevance in recent years. The present situation is one of widespread and
increasing deterioration of the social, cultural, democratic, and environmental
frameworks of advanced capitalist market societies. This deterioration is indicated
by the threats of unemployment, precarious working conditions and increasing
income/status inequality, uneven geographical developments, and the exploitation
and undermining of the institutional fabric of the society. It is aggravated by the
rapid extension — at local, national, regional and global scales — of ecological
disruption. So the global capitalist market economy is characterised by a great
deal of instability and so-called frue uncertainty, which largely undermine its
coordinating and welfare-enhancing capacities.

The view and heuristics suggested by Karl William Kapp’s seminal evolution-
ary open-systems approach is that these processes and the resulting social costs
are the outcome of a widening gap between private individualistic economic and
societal values or, to use Karl Polanyi’s term, of the increasing disembeddedness
of the economy from society.

Kapp’s analysis of social costs contends that, from the perspective of the
community, assigning a money value to social costs is inappropriate because
prices cannot adequately reflect the full magnitude and significance of the real
losses involved. In addition, innovation continuously changes them in order to
shift costs from business to sections of society. By focusing on the market as the
only possible economy, formal theory implicitly favours those economic and
social interests that have most to gain from a disembedded market. Even those
interests, however, are likely to suffer the long term consequences of disembed-
dedness. Indeed, while conflicts of interest among different sections of society are
crucial to understand the origin of social costs, the notion of social cost tran-
scends sectional interests and involves the overall well-being of society.

Kapp’s approach to public policy suggests that the economy must be functional
to society, not the other way round. Societal goals should be a priority for the
economy, and the economy should be the means to accomplish them rather than
a constraint. The performance of the economy should be valuated in terms of the
societal goals that it can actually achieve.

Current analyses of the global capitalist market economy are overdue to be
undertaken making use of Kapp’s powerful analytic frame. Social Costs and
Public Action in Modern Capitalism examines and applies this approach from
theoretical, conceptual, empirical, policy and case study levels.

Wolfram Elsner is Full Professor of Economics at the University of Bremen,
Pietro Frigato is PhD, Sociology of Development, University of Pisa and Paolo
Ramazzotti is Associate Professor of Public Policy at the University of Macerata.
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Introduction

Wolfram Elsner, Pietro Frigato
and Paolo Ramazzotti

The renewed relevance of social costs

An old joke from mainstream economics is that economists are divided into two
groups: the optimists, who believe we live in the best of all worlds, and the
pessimists, who fear that the optimists may be right. The conclusion obviously is
that, independently of how you view reality, you should not change the status quo.

Possibly because not all of the authors of this book are economists, the papers
in this volume are based on a different premise. Based on a long-standing tradi-
tion of institutional thought, the point of departure for the studies presented here
is that economics is unavoidably a normative science and that it is worth investi-
gating precisely to achieve a better world. The book is optimistic in a different
way. Its aim is to investigate how we can put to use the approach and insights of an
evolutionary and institutionalist economist, Karl William Kapp, who dealt with
concrete social problems by means of a very sophisticated theoretical approach,
which drew on both the European and American institutionalist traditions. The
concrete problems he dealt with are clearly pointed out in the title of his most
famous book, The Social Costs of Private Enterprise (Kapp 1950). The theoretical
approach is open-systems oriented and holistic: it is institutional and evolutionary,
systematically influenced by new developments in the natural and social sciences,
and strongly policy-oriented (Kapp 1976b). The key tenet of the papers in this
book is that Kapp’s insights are still extremely useful to understand economic
change today and to identify appropriate policies to deal with its — ever more
ubiquituous — social costs.

The social costs approach to the globalized capitalist market economy has
gained new relevance in recent years, and increasingly so. The present historical
situation is one of widespread and increasing deterioration of the social frame-
work of advanced capitalist market societies. This deterioration is indicated by the
threat of unemployment, precarious working conditions and increasing income/
status inequality, uneven geographical developments, and the exploitation and
undermining of the institutional fabric of society. It is aggravated by the rapid
extension — at local, national, regional and global scales — of ecological disruption.
What is often presented as a substantially efficient competitive process is not only
unable to solve these problems. It is itself characterised by a great deal of instability
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and so-called true uncertainty, which undermine its coordinating, stabilising, and
welfare-enhancing capacity.

While most people will acknowledge this, a more controversial question is
what originates these phenomena. The prevailing view is that they are the conse-
quences of ‘imperfections’ in an otherwise effective ‘coordination mechanism’,
i.e. the ‘market economy’. The view suggested by Kapp’s approach is that they result
from intrinsic features of capitalist market economies. They are the outcome of
a widening gap between private individualist economic and societal values or,
to use Karl Polanyi’s terms, of the ever increasing disembeddedness of the economy
from society and of the ‘embedding’ of society within the economy. The key actor
in this process is business or, more specifically, it is the increasingly dominant,
globalised, deregulated and disembedded hierarchical and power system of business
enterprise.

It is somewhat surprising that, under these circumstances, K.W. Kapp’s classical
works on social costs (Kapp 1950, 1963) have been largely neglected by the
economic mainstream orthodoxy. The term ‘social cost’ is, in fact, fairly common-
place in economic discourse since the development of the ‘New Institutional
Economics’. In Kapp’s view, however, social costs have little to do with the absence
(or inadequate definition) and enforcement of property rights, and dealing with
them requires a definitely more active public policy action. Social costs are,
according to Kapp, losses suffered by sections of the community (including business
itself), or the community as a whole, as a consequence of unrestrained business
activities. They involve the living conditions of people as they are affected by
working conditions and by all sorts of environmental disruption and downgrading
of institutions of social coordination and cooperation.

Social costs are all but the exception, in a capitalist market economy: they gener-
ally arise when business firms shift their private costs on to other parties, be they
workers, consumers, neighbourhood communities, the public sector, the environ-
ment, or society as a whole. They do not involve a merely distributive issue,
however, whereby the cost to one party is a gain for the other. Quite to the contrary,
in so far as costs are shifted not only on third parties but also on common
resources, they involve a cost for the community as a whole, including — in some
instances — those who have generated them.

Although there are instances when these costs can be monetized, it is not possible
to avoid them by relying on relative prices alone. The reason for this is not that
the market lacks the background institutions (i.e. individual property rights) that
would allow it to be ‘efficient’, thereby either determining ‘wrong’ prices or no
prices at all as the neoclassical ‘new institutional’ transaction cost and property
rights school suggests. A different perspective is required.

In order to evaluate the performance of markets — thus also social costs — it is
essential to understand that they are not isolated systems (Kapp 1976a, b). They
interact with the social and natural environment they are a part of. Relative prices
depend on the specific features of this interaction, quite independently of relative
scarcity and rational need satisfaction. How the interaction is defined — thus
whether the economy is functional to society’s needs or the other way round — is part



Introduction 3

and parcel of public policy action. In this perspective, social costs may be
conceived of as the indicators of the gap between the economy’s values and society’s
values. If they could all be monetized, society would be a sub-system of the market
economy rather than the other way round.

This is what links these costs to the above mentioned deterioration of the
human, social and ecological frameworks of today’s societies. Disregard of social
costs or attempts to reduce them to monetary values do not remove them: they
subsume societal values to economic ones; they subsume society to the economy.

Let us list a few major developments that occured since Kapp published his works.

Features of the globalized ‘new’ economy

Six major dynamics of change deserve attention.

1. Technology and organization of production: Technological change, especially
in communication, has determined a widespread transformation in production,
distribution and consumption. The development of net-technologies as the
technological base of the socio-economy has added momentum to the increasing
fragmentation of value-added chains. This implies that decisions are much
more interdependent than they were in the past. Owing to complementarities
in production, arm’s-length (market) transactions alone are inadequate because
firms need to cooperate in order to produce complex products and to innovate.
Hierarchical (firm) transactions alone are also inappropriate, because they
undermine the flexibility that technology allows and that innovation requires.
The diffusion of alternative organizational setups, e.g. networks, provides
some potential solution beyond those two extreme cases of the ‘market’.
However, the uncertain and turbulent environment has reduced the control
that single actors have over their specific activity. As a result single actors
attempt to reinstate and exert their power over the dispersed production
process. This has two implications. First, trust and collective learning are
hindered, thereby determining a further increase in strong, or true, uncertainty.
Second, firms resort to internal flexibility — intra-firm flexibility — in order
to make up for the lack of control that external flexibility — inter-firm and
customer-firm flexibility — entails. This leads to a lack of security in working
relations: workers cannot be sure that they will keep their jobs; in order to
avoid unemployment, they are likely to accept a deterioration of their wage
and of their working conditions. Although internal flexibility is usually justi-
fied by the need to adapt to new technology, the opposite is likely to occur:
the organization of production is made ever more flexible in order to cope with
uncertainty, in a way that unevenly allocates the costs and benefits among the
capitalists and the employees.

2. Globalization: National economies are increasingly interdependent.
International trade flows have substantially grown since the end of World
War II. The internationalization of production has also grown. It originally
consisted in investment to supply foreign markets or to gain access to resources
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that were not available in the home country. It has subsequently become the
international dimension of the above-mentioned fragmentation of value-added
chains. These processes were enhanced by the progressive deregulation of
trade and financial movements, under the influence of international agencies
such as the WTO, the IMF, the OECD as well as of nation-state institutions.
As a consequence, constraints on the balance of payments — and thus on
competitiveness — have become more stringent, thereby forcing nation-state
efforts to comply with the emerging rules of the new world economic order.
In most instances, when technological capacity was lacking, this has reinforced
attempts by firms to achieve competitiveness through cuts in production costs,
i.e. through the mere redistribution of value added.

3. Decline of the welfare state: The social compromise of the Keynesian era — the
thirty years following the end of World War II — was ended by a range of
circumstances. The above-mentioned features of technological development
require greater flexibility. Workers have to adapt to the uncertainty involved
in the new organization of production, which means that they must be willing
to change their jobs more frequently than in the past. They are also expected
to adapt to the new learning requirements that innovation involves, which
also means that when innovation is fairly radical, they risk either permanent
unemployment and/or a downgrading of their status. In this perspective
social security ‘from cradle to grave’ is viewed as an impediment to adapta-
tion and to the efficient working of the labour market. Furthermore, high
capital mobility forces countries to keep their interest rates in line with those
of international markets. Since this determines financial constraints on
domestic expenditure, private business puts pressure on governments to keep
welfare expenditure low so that they will not have to bear high interest rates
when they seek the finance for their real or financial investment.

4. Ideological shift: The theoretical ambiguities underlying the Keynesian and
welfarist consensus of the post-World War 1II period precluded a thorough
explanation of the processes here depicted. As a result there has been a shift,
in academic circles as well as among political parties and public administra-
tions, towards a ‘neo-liberal’ view of the economy. An idealized view of the
market was used not only to interpret economic relations among private
agents but as a benchmark to assess what policy makers do, the underlying
assumption being that policy makers act in accordance with the ‘political
market’. The claim that the latter was opaque suggested that the less political
intervention the better. Thus, not only was welfare claimed to preclude the
efficiency of the labour market. It was also claimed not to meet the real needs
of people in an efficient way. The prospected solution was that individuals
should seek welfare provision on the private market, freely choosing what
best fit their needs. Similarly, since private markets were claimed to be less
opaque than political ones, public provision of goods was deemed inefficient
just as the pretence to publicly coordinate markets.

5. The collapse of the State-socialist system: Following the events of 1989,
Eastern European countries sought to integrate their economies in the system
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of capitalist market relations. This implied a transition process which
involved the substitution of market-related institutions for the ones that
prevailed in the former regimes. In most instances, a naive view of the market
made the governments of those countries confident that market institutions
would arise as soon as the former regimes were dismantled. By opening up
to foreign trade and foreign direct investment Central European countries
were, albeit to different degrees, integrated in the globalization process and
in the transformation of production processes which was occurring in
Western industrial countries. This integration, however, was accompanied by
the rising commodification of labour, unemployment and social insecurity.
The absence of social buffers to absorb the impact of this transformation
implied transitions to markedly disembedded economies.

6. Environmental disruption: Economic growth involves the depletion of existing
non-renewable resources as well as the saturation of the earth’s absorbing
capacity to assimilate wastes. The effect of the former is a growing world
instability, associated to the pursuit of control over those resources that are
crucial for economic activity. The effect of the latter is particularly evident in
terms of climate change. The instability of economic relations outlined above
and a rather unexplained technological optimism led to postpone attention to
these issues. Technological optimism also underlies lack of attention towards
another aspect of environmental change. Technological progress in a range of
fields may be beneficial but it may also lead to dramatic effects. Nuclear
power, even when it is not used for armaments, may have long-lasting conse-
quences on the environment. Chances are that genetically modified organisms
may also cause hitherto unpredictable effects. Research and development in
these, as well as in other, fields of inquiry is basically carried out according
to ‘market’ criteria and its results are commodified by assigning property
rights that transform public property and knowledge into private property and
knowledge. This reduces the possibility to control how these technologies are
used and whether different uses or altogether different technologies would be
socially efficient.

As we mentioned above, the changes outlined here have led to a number of
problems. They include precarious working conditions — involving the threat of
unemployment, low wages and a weaker enforcement of basic rights in the working
place — and precarious living conditions, since the above situation is complemented
by less public action to support people’s welfare, rights and capabilities. They also
include environmental disruption. Finally, owing to the rise in uncertainty and the
decrease of social commitment and social institutions already outlined, they also
include low growth rates as recent international surveys on the levels of trust and
their impacts on economic performance demonstrate. The causes for these
complexes of social costs are the incapability of markets and of market-centred
policies of national governments and international agencies to coordinate economic
activity effectively and to support joint learning investments and the building of
trust and commitment.
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The issue, therefore, is to provide an interpretation of the above sketched
events that allows us to identify the means to prevent them and to overcome their
negative consequences.

Two interpretative frameworks

The conventional way to look at these changes is to identify a range of ‘exogenous’
shocks on the economy. Thus, according to this view, technological change forces
firms to adapt to new efficiency requirements. Adaptation to technological change
depends on how efficient the ‘market’ is as a coordinating mechanism. Market
failures may preclude efficiency. Consequently, governments — and international
agencies — who are concerned with efficiency must ensure competition and deter-
mine institutional arrangements to prevent or overcome other forms of market
failure. Externalities, i.e. effects on third parties that the market does not register,
are a typical case of such a failure. Under these circumstances, public action is
suggested that consists either in assigning property rights to stakeholders, so that
market transactions will eventually allow compensation, or in acting directly —
e.g. through a Pigou tax — to make up for the market failure.

This emphasis on efficiency is not to deny that policy makers may be socially
concerned. Despite ideological scepticism concerning the role of governments,
public action may actually focus on issues such as equity or social cohesion. It may
therefore act in favour of some social actors, possibly the ‘less fortunate’ ones, but
any such action must take into account an equity/efficiency trade-off: social goals
generally constrain economic activity.

Kapp’s alternative view is that the negative consequences of recent economic
evolution are not side effects. They are the social costs that individuals and commu-
nities bear as a consequence of the unrestrained — or improperly embedded — activity
of private business. Thus, they are the point of departure for any policy agenda
that is independent of those vested interests. It is appropriate to elaborate on this
issue.

Consider flexibility in the labour market. It is fairly intuitive that it allows busi-
ness to shift the costs of the fragmentation of value-added chains, of resulting
uncertainty and coordination failure, on workers and on the community. It is far
less intuitive that the latter should bear those costs instead of firms. Truly, the case
may be made that business should be relieved of the costs it has to support in
order to be competitive, and that it is appropriate from the community’s point of
view to transform private business costs into social costs. To do so, however,
requires an appropriate accounting of those costs. This is a fairly straightforward
task if we look at it from the point of view of business. Costs are quantifiable: the
more they get shifted — thereby turning from private into social costs — the higher
money profit (the lower money loss) is.

On the other hand, from the perspective of the community, assigning a money
value to social costs is more complicated. The redistribution associated with cost-
shifting may well affect household (money) income but it may produce other sorts
of effects as well, e.g. on the health of workers. Truly, providing compensatory
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health care may lead to a quantification of these costs. It is also possible to
place a price tag on the psychological and social consequences of suffering and
impairment. One should be aware, however, that such a procedure is highly
discretionary. The ‘market efficiency’ claim, for instance, assumes that prices
provide information in terms both of vendibility and serviceability, which, at the
very least, is open to dispute. Even if we were to accept this assumption, however,
prices would still be unreliable: relative prices depend on the distributive effect of
cost-shifting, so it is not clear whether the unit of account to assess social costs
should be the relative prices that precede or those that follow cost shifting.

The above considerations are restricted to a static context. In an evolutionary
one business continuously attempts to devise technological and institutional
innovations that will increase its profitability, and devising ways to make the
labour market more flexible is just one way to innovate. Consequently, relative
prices constantly change and, along with them, the above-mentioned distributive
effects. This raises some questions as to what public policy should focus on.
Should it be ex post compensation or the determination of a legal-economic nexus
that anticipates the consequences of innovation? A rather different approach
would be to focus less on which social section is to bear the cost of change than
on the direction of change itself. The underlying premise is that, contrary to the
conventional approach, whereby the market must adapt to exogenous shocks,
economic circumstances interact with a range of elements: political, social, envi-
ronmental, cultural and technological. Although, for simplicity’s sake, it is some-
times convenient to isolate them and discuss each one of them separately, they are
part of an overall process and it would be misleading to consider them independently
of each other. There is more to the unreliability of markets than the unreliability
of prices.

This same interdependence — which reflects the systemic openness of the
economy — shows a further drawback of market-centred approaches. A typical
Coasian claim is that it is sufficient to assign property rights to stakeholders, so
that whoever is prejudicial to someone’s property may be held responsible for his/her
action. The fundamental problem of neoclassical Coasian — New Institutional —
Economics is that the most basic and ubiquitous circumstances in the real world
are not the result of a specific agent’s conduct but of a range of interdependent
conducts. Some of these conducts might not even be harmful were it not for the
uncoordinated and concurring actions of other actors. Supposing it were possible
to assign property rights on polar bears, who should be held responsible if they
were to starve because the Arctic Sea ice shrinks?

Systemic openness also suggests that we do not focus on direct causal links
alone. Change may be originated — or influenced — by purposive action but it
often has a dynamic of its own, based on the interaction of factors that lie beyond
the control of individual actors. In an interdependent evolving system, it is therefore
difficult to discern whether something could be different from how it actually is,
thus whether its negative connotation actually represents a cost suffered by some-
one to the advantage of someone else. Consider, for instance, how firms in the
‘New’ economy try to shift the costs of strong uncertainty, non-coordination and
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lacking collective action capacity towards each other (may it even be a mutual
blockage of action, or the incapability of innovative action, including technological
lock-in) with the result that they are all at a loss because of the overall rise in
uncertainty and decline in trust. This is why a policy may be required that estab-
lishes greater confidence, coordinated expectations, social commitment and, thus,
stability in the future, eventually reducing those costs in what appears to be a
positive-sum game.

This issue is important because it points to another important feature of Kapp’s
thought. By focusing on the market as the only possible economy, formal theory
implicitly favours those economic and social interests that have most to gain from
a disembedded market. Kapp suggests, however, that those same interests are
likely to suffer the long-term consequences of disembeddedness. Thus, while
conflicts of interest among different sections of society are crucial to understand
the origin of social costs, the notion of social cost transcends sectional interests
and involves the overall well-being of society.

This substantive view of the economy, as opposed to the formal one of conven-
tional theory implies that the economy cannot be considered independently of the
society it is a part of. More specifically, the economy must be functional to society,
not the other way round. Societal goals should be a priority for the economy — and
the economy should be an enhancement of societal opportunities — rather than
a constraint. Thus, the performance of the economy should be valuated in terms
of the societal goals that it can achieve, and little matters, in the first instance,
whether the economy fails to meet social requirements because the market does
not function properly, because institutional truces among social sectors prevent
change or because of some other reason.

The identification of societal goals — and, symmetrically, of social costs — leads
to a cognitive dimension in Kapp’s approach that should not be disregarded.
Cognition is not always associated with positive-sum games, at least not in terms
of monetary payoffs. It took some time before firms were forced to use mechanical
presses with a two-hand switch so that workers would not get their hands caught
in the machines. Until then, the cost of speed in production was ‘paid’ by workers
with accidents on the shop floor. Since then, the social cost of such injuries has
been shifted back to firms. The cognitive relevance of this case is that: (a) perception
that production could be carried out in a different way was conditional to the
identification of a special type of social costs and to their substantial reduction if
not elimination; (b) the value assigned to the health of the workers was deemed
superior to the value of productivity; (c) this new arrangement was deemed appro-
priate through a (cognitive) shift from money accounting to social cost accounting.
The latter approach framed the problem in terms of a positive-sum game whereas
the former was more likely to frame it as a zero-sum (merely distributive) game
or even a negative-sum game, in so far as the new arrangement negatively
affected productivity and growth.

These issues suggest that a policy centred on the notion of a trade-off between
equity and efficiency is misleading for a range of reasons. First, if societal goals
are the priority, other indicators of economic performance — such as those pertaining
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to efficiency — may point to the existence of constraints but they cannot be consid-
ered on the same standing as the goals themselves. In so far as these constraints
exist, they should be viewed as impediments that policy ought to remove or
bypass, not as features of a status quo that society is subject to. This statement
may appear less awkward to economists with a conventional approach if they
acknowledge that a range of features of the economy — e.g. technology, prefer-
ences, institutions — can be assumed to be exogenous only in order to simplify
their models, not because this is actually the case.

Second, precisely because the above features are not exogenous, the economy
cannot be reduced to a device that allocates given resources according to given
preferences, technology and institutions. Consequently, equity — in the restrictive
sense of distribution — and efficiency are not the only possible goals. Whatever
has to do with the material reproduction of society and with how this relates to
societal values — what K. Polanyi would refer to as embeddedness — has to do with
the goals assigned to the economy. Societal goals involve not only the choice of
what goods should be produced and the techniques used to produce them but also
what is generally referred to as the quality of life, along with the freedom required
to pursue it. There is more to societal goals than equity.

Third, the variety of social goals and the endogeneity of preferences make it
more difficult to identify a social welfare function than is the case in the conven-
tional approach. The issue is not to somehow take account of given individual
preferences — possibly as they are expressed by political votes — but to allow
actors to identify and formulate them, to allow the community to deal with incon-
sistencies among individual preferences as well as between preferences and social
values. This is symmetrical to identifying social costs. In so far as this process
occurs both within the economy and within other domains of society, it cannot be
assumed away from economic inquiry. The characteristics of democracy are also
an economic issue.

Who knows and who chooses turns out to be a key issue, at the borderline
between economics and political science. It is also a link between Kapp’s lifelong
work, which ended in 1976, and Amartya Sen’s more recent depiction of develop-
ment in terms of capabilities, i.e. the positive freedom to choose how to conduct one’s
life. Despite different emphasis on specific issues, there is a range of elements
which suggest that the two authors, albeit independently of each other, have been
pursuing a common research programme.

Kappian perspectives on today’s globalized capitalism —
the papers of this volume

In the above, we have provided a short outline of the problems that most capitalist
economies are confronted with and we have suggested that Kapp’s theory of
social costs provides a broad, comprehensive and highly relevant approach to the
negative consequences they lead to. In many instances we have already drawn on
issues that the individual papers of this volume address. We will provide a brief
survey of their main arguments now.
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The first part of the book is concerned with theoretical foundations of open
systems, social costs and entropy generation, and capabilities of coordinated and
deliberate action.

Kapp’s approach to social costs can be appreciated only as a part of his general
theoretical framework which is clearly an institutionalist and evolutionary one.
This issue is at the core of Michele Cangiani’s paper. Cangiani stresses the open-
system approach followed by Kapp and the dehumanisation of economics that
follows when conventional scholars depict the economy as a closed system. In this
perspective, openness involves that collective values co-exist with individual ones
and that social values co-exist with individualistic ones. A societal and economic
coordination which relies on the ‘market’ favours business-centred values at the
expense of society. The Kappian alternative to market coordination is societal
planning, as Cangiani stresses, which is meant explicitly to set out the social and
collective priorities that must underlie economic activity.

While Cangiani’s paper situates Kapp’s theoretical contribution in the context of
a more general discussion of social institutions and planning, Regine Heidenreich’s
paper provides a focus on Kapp’s cognitive premises. She points to the key role
that cognition plays in the understanding of economic action, especially technology,
ideas, markets and preferences. Subsequently, she stresses its relation with the
identification of social costs, which requires their social recognition by means of
a twofold process: scientific dialogue and collective decision-making. Here,
Heidenreich identifies what remains an open issue in Kapp’s approach, namely
which social or political agent is supposed to identify — or to arbitrate on disputes
over — social costs: given that divergent interests co-exist, what justifies the fact
that some are going to prevail over others? Although Heidenreich does not
provide a solution to this ‘anti-liberal fallacy’, she suggests that Kapp’s analysis
of political processes of recognition and correction of social waste and the
general direction of his policy prescriptions may have to be further developed
today.

Drawing on a discussion between Beckerman and Kapp, Maurizio Franzini
points out that the conventional and Kappian notions of social costs have little in
common. While conventional views are strictly related to the efficiency of the
market, Kapp’s emphasis, according to Franzini, is on the violation of social rights.
The elimination of this type of social costs is not incompatible with the market:
just as in Coase’s efficiency proposition, the issue might be one of individual
property rights. Problems arise, however, in so far as the ‘market’ relies exclusively
on mere ‘willingness to pay’. Extra-market remedies may therefore be required,
but this raises the issue of who decides and what the decisions should consist in.
Franzini’s suggestion is that insights on this issue may come from recently revitalised
research on deliberative democracy.

The second part of the book is concerned with policy. Wolfram Elsner focuses
on the scope for public action following the failure of the market as a coordinating
instance under modern net-technological, value-added chain, cluster and network
conditions. The paper provides an account of how changes in ICT increase the
degree of complexity and interdependence among actors, thereby leading to a rise
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in uncertainty in the economy. Under these circumstances neither traditional —
arm’s-length, or hierarchical, or power-led — nor simple network forms of coordi-
nation can cope with such complexity in a self-sustaining evolutionary process.
Strong uncertainty, mutual blockage of basic innovative action and technological
lock-ins, therefore, are fundamental social costs of the contemporary de-regulated
and globalized economy. They indicate widespread Pareto sub-optimal outcomes.
Elsner does not draw the conclusion, however, that strong public intervention
in substitution of jointly learned coordinated action of private agents is required.
Quite to the contrary, a ‘lean’ interactive and ‘institutional’ policy is outlined,
based on pecuniary and non-pecuniary incentives, and on futurity as well, i.e. on
the establishment of cooperation-enhancing processes and the learning of institu-
tions to deal with social values and society’s structure of ‘merit’ goods. This leads
to a new hybrid governance approach of ‘good’ network (self-) governance and an
institutional policy that is interactive with the networked interaction processes of
the private agents.

James Swaney focuses on environmental policy. After a brief outline of the
differences between market efficiency and community standards, he discusses the
relevance of two non-market environmental thresholds: the limit to the supply
of natural resources and the limit to the assimilation of wastes. He argues that
technology may postpone but not stop the earth’s trend towards these thresholds,
i.e. towards what Kenneth Boulding has referred to as the ‘spaceship economy’.
Swaney then moves on to policy issues. He criticises Coase’s approach in the light
of Coddington’s asymmetry between commodities and discommodities, making
the point that while there usually are economic incentives to create the former,
there are very few ones to avoid or eliminate the latter. This is the reason why,
despite the shortcomings of price-centred policies, Swaney argues in favour of
Pigouvian green taxes.

Gustav Obermair and Lorenz Jarass discuss the scope for environmental taxes in
the German case. They begin their argument in favour of public policy by stressing
that, given insufficient information and, consequently, the existence of a variety
of local optima, achieving the ‘greener valley’ may require too much hardship by
all social and economic actors. Following a discussion of the complementarity
between normative and price instruments, they argue in favour of taxes that
favour ecological and labour-intensive policies. Such measures were originally
proposed by former EC-President Jacques Delors in terms of a tax shift: higher
taxes on fuel and lower taxes on labour. Obermair and Jarass examine how this
suggestion was eventually put into practice in Germany. Their general conclusion
seems to be that the German case was successful, despite some rather grievous
shortcomings.

Paolo Ramazzotti and Marco Rangone discuss ‘voluntary’ unemployment as a
special case of a social cost. Workers who choose not to accept jobs that do not
meet their expectations generally pursue goals that are socially valued, e.g. social
mobility: by trying to improve their social status they indirectly — and, generally,
in an unintentional way — tend to ameliorate the economic conditions of their
society. As single individuals they may be mistaken about the market, when the



12 Social costs and public action in modern capitalism

jobs they want are not available, but precisely because of the social values that
underlie labour supply it is misleading to claim that the cost they have to bear —
unemployment — is a private rather than a social one. The authors subsequently
examine the demand side of the labour market. They argue not only that the
technology underlying labour demand should not be assumed to be exogenous,
but that its creation should not be claimed merely to depend on consumer
requirements. Both private and public technological research tends to interiorise
business goals on the grounds that they are beneficial to society as well. Thus, when
claims arise that may prejudge profit, they tend to be perceived as constraints on
economic activity. Technological change is sought to remove them and to restore
profitability, regardless of the other interests at stake. Here again, there is a social
dimension to unemployment that begs for appropriate public action.

Pietro Frigato shifts our attention towards health economics by focusing on two
cases of what Kapp termed ‘hybrid fields of investigation’, i.e. those disciplines that
arise in order to deal with issues that lie beyond the boundaries of conventional
disciplines. The problem with these hybrid fields of investigation is that, while they
do acknowledge the need to deal with new issues, they also exacerbate scientific
segmentation, in stark contrast with the need for inquiries based on an open-systems
perspective. Frigato stresses how ‘socio-economic epidemiology’ provides a great
deal of clues to the understanding of recent issues. At the same time, he argues,
its difficulty in trespassing its own disciplinary boundaries precludes it from
appreciating all the connections that Kapp’s work would suggest. Similarly,
‘occupational safety and health economics’ provides interesting insights which
are apparently in no relation with the results of research in socio-epidemiology.
The implication, from a policy perspective, is that single measures are proposed
that seem to miss the general picture.

Last but not least, Richard Peter and Johannes Siegrist examine the social
health costs of recent historical changes in the labour market, with special refer-
ence for the European transition countries. In a typically Kappian attempt to link
policy suggestions to an interdisciplinary scientific discourse, they examine the
relation between precarious work and health. After a survey of the literature, they
lay emphasis on the potential gap between work effort and expected reward that
incomplete contracts lead to. This gap, and the stress it builds up, activates direct
and indirect mechanisms which eventually cause damage to the health of the
workers. Their policy suggestions, which are grounded also on the data concerning
East European countries, parallel their interdisciplinary inquiry, ranging from
measures on the quality of the working life or on income distribution to preventive
medicine.

Kappian themes and public policy

The policy objectives in the essays vary in scope, testifying to the richness of the
approach fostered by Kapp. In some instances they consist in very specific goals,
to be pursued by standard measures, e.g. Pigouvian taxes. In other instances they
include action which is generally not taken into account by conventional theory.
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Thus, while they acknowledge the need for increasing investment in research and
development and in education, they also stress that the direction of — the goals
pursued by — R&D or education must be functional to social, rather than mere
business, concerns. Similarly, a range of measures outlined transcend conventional
distinctions between the economy and other dimensions of society. Owing to
near-decomposability, policy-makers may occasionally identify and circumscribe
a sub-system and focus on measures that are appropriate to its evolution within and
as a part of societal evolution. Thus, in some instances they may identify measures
which are in many ways like those that a conventional economist would deem
appropriate. They must acknowledge, however, that those measures are appropriate
only under the specific circumstances of a given moment and of a specific
economy. Policy measures that are appropriate today may prove to be inadequate
tomorrow.

In general, both private actors and policy makers seek solutions to problems.
In so doing, they learn. As their knowledge changes, they tend to perceive problems
differently. Thus, choice contexts — those of single actors and those of policy-
makers — change over time as a result of both real and cognitive evolution. Under
these circumstances, policy-makers need to acknowledge that whatever they do
affects what and how people learn. Consequently, it will eventually affect how all
actors — including themselves — perceive reality.

In this perspective, while the features of the globalized ‘new’ economy involve
problems that specific policy measures can and must address, they also raise
dramatic questions concerning the kind of life people want to live and the priorities
that must underlie purposeful action. They question not only what conventional
economics usually takes for granted but also internalized beliefs concerning the
overall relation between economic and societal values. Precisely because economic
policy requires a reassessment of these issues, it is strictly connected to the issue
of participatory democracy. The social costs approach does not provide a ready
solution to all of the above issues. It does provide a framework, however, that puts
these issues in the context of a comprehensive analytical and value perspective.

In sum, it is widely acknowledged today that the recent development of the
globalized and de-regulated ‘new’ economy has increased interdependence and
complexity and, thus, strong uncertainty, and has deteriorated trust, commitment,
coordination, institutions, stable expectations, and social capital. At the end of
complex causal chains, therefore, a drastic increase of social costs in human,
social, institutional and ecological terms is generated. Current analyses of the
global capitalist market economy are overdue to be undertaken making use of the
powerful analytic frame of Karl William Kapp’s open systems economics, includ-
ing the conception of social costs. Most surprising, though, the analytical devices
that Kapp, with his evolutionary institutional political economy, has developed
for this task, i.e. open systems, social costs, deliberative democracy and social
planning theories, have been largely undervalued for a long time. So time is due
now to make a new start with social costs analysis — applied to contemporary
ecology, economy, society and policies. It is towards this task, and the analytical
and policy opportunities it contains, that the present volume wants to start off, on
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theoretical, conceptual, empirical, policy and case-study levels. A starting point,
we do hope, for more powerful analyses to come, that bring back to the core what
certainly is one of the most powerful analytical economic devices — and what
displays a most prominent dynamics in today’s real-world economy — i.e. social
costs.

Bremen, Bolzano, Macerata
Wolfram Elsner, Pietro Frigato, Paolo Ramazzotti
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1 Freedom to plan: on Kapp’s
institutional outlook

Michele Cangiani

Karl William Kapp’s theoretical achievements are both consistent all along his
life and linked to the changing actuality of capitalist development. A continuity is
clearly noticeable in his critique of the method of mainstream economics, as well
as in the issue he correlatively raises, of the efficiency of the market system, and
more in general ‘of existing institutions’, as he says in his posthumous article
about ‘The Nature and Significance of Institutional Economics’ (Kapp 1976: 216).
An institutional method, explicitly opposed to neo-classical theories, characterizes, in
fact, also Kapp’s early works, culminating with The Social Costs of Private Enterprise
(1950), and even his Geneva thesis (Kapp, 1936).

The interrelation between methodological concern and political commitment,
which is evident in Kapp’s approach, is typical of what is commonly denoted as
the ‘substantive’ point of view, and can be traced back to the ‘classical’ institu-
tional critique (by ‘Veblen and his followers’, as Kapp says) of the market-
capitalist system as well as of neoclassical economics. In this sense, Kapp’s 1976
article coherently develops the basic questions he afforded in his first publication
(1936); and the theory of ‘social costs’ appears as an important milestone along
that run, precisely because it corresponds to the deep and consistent inspiration
of a lifelong work.

There is, on the other hand, a development in Kapp’s reflections, which can be
referred also to insurgent problems and institutional changes along the history of
contemporary society: from the economic and political crisis and the new features
of the market and business organization in the inter-war period, to the global crisis
of the post-war period of economic growth in the middle of the 1970s.

In the present historical phase, which started with this latter crisis, at least two
among the tendencies Kapp highlighted have become even more important and
manifest. Firstly, capitalist development is paralleled by a growing burden of
social costs, social uneasiness and inequalities, waste and environmental disruption.
There is then the impairment of democratic institutions and individual freedom,
as a general tendency, which can remain in abeyance or be contrasted in the boom
time, but is stirred up by economic depression and the need for controlling social
discontent. These two tendencies strengthen each other, as is logical, and nowadays
easily verifiable.
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The institutional-substantive paradigm

Karl Polanyi, at the end of his lifetime, annotated and conserved among his
papers two writings by Kapp (Karl Polanyi Archive Catalogue 26/6). The first one
is the article ‘Social Costs and Social Benefits — A Contribution to Normative
Economics’ (1963). Polanyi notes ‘substantive concepts’ in the title page; in the
first page, he underlines Kapp’s proposal of discussing ‘the normative implications
of social costs and social benefits for the formulation of economic policies and
economic planning’. His attention seems again attracted by Kapp’s analysis of
the distinction between the ‘formal’ and the ‘substantive’ concepts of ‘economy’
(where Polanyi’s ‘The economy as Instituted Process’ (1957a) is mentioned), and
its bearing on the problems of social costs and benefits and of ‘the starving of the
public sector in modern affluent societies’ (Kapp 1963: 190).

The second of the two writings Polanyi read and underlined is a typed
research project (‘American Institutionalism: The System of Economic Analysis
of Veblen and His Followers’) Kapp presented to the Brooklyn College, proba-
bly at the beginning of the 1960s. Kapp’s purpose — ‘to systematize institutional-
ist analysis’— is grounded on the idea that institutional thought developed ‘an
essentially common view of the economic process’, from Veblen and the
American economists, who were influenced by Peirce’s and Dewey’s pragmatism,
to Gunnar Myrdal and Frangois Perroux in Europe (Kapp n.d.: Chs 1 and 2).
As Kapp makes clear in his account, the institutional paradigm — contrary to
a diffused preconception (see e.g. Yonay 1998; older examples are mentioned in
Gruchy 1947: 605) — is not reducible to an ‘impressionistic description of an ever
changing economic environment’ (Kapp n.d.: Ch. 1), or to a demand for empiri-
cal data, but represents ‘an alternative analytical framework’ (Kapp 1976: 229), a
theoretically fruitful blueprint, endowed as it is by a consistent methodological
and conceptual core.

According to Kapp, the functioning of the economic order is considered as a
whole by institutional economics (‘holistic economics’: Gruchy 1947: 594 ft.),
and ‘the social or collective nature of all human action’ is stressed. This wide
theoretical scope of institutional thinking doesn’t hamper empirical accounts.
On the contrary, it is this way, by analyzing the ‘institutional components’ of
economic relations, Kapp observes, and not by keeping to ‘a study of price and
market phenomena’, that it is possible to understand the economic reality as a
process going through ‘structural changes’ — changes concerning the ‘institutional
structure’, Polanyi would say. On this basis factual data can be meaningfully
collected and interpreted, and such aspects of capitalist development as economic
instability, corporate structure and corporate finance, collective bargaining, ‘mixed
economy’ and ‘administered prices’ can be explained (Kapp n.d.: Chs 2 and 3).
We will see in the next paragraph that Kapp adopts this line of thought as early
as 1936, at the very beginning of his career; he joins, thus, the lasting tendency
of institutional, critical economic thought, which he continues and develops
all along his life. (For a comprehensive reconstruction of Kapp’s thought in
relation to institutional economists, see Heidenreich 1994.)
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In that same year Adolf Lowe characterizes as follows the institutional method:
‘pure economics’ consists in the ‘theory of choice’, but the problem of the data of
choice — of ‘their occurrence, structural order and evolutionary tendency’ —
cannot be avoided. The need for a cooperation with other sciences is thus asserted
by Lowe; yet, he considers a preliminary understanding of ‘the social process as
a whole’ to be of the greatest importance (Lowe 1936: 21; see also Lowe 1935).
The attention is thus shifted from isolated economic actions, from the logical
form of ceteris paribus individual choices, to the conditions of individual valua-
tions, and therefore, primarily, to ‘the structure of the whole order’ (Lowe 1936: 24).

In his article of 1976 Kapp resumes and refines his methodological reflections,
significantly beginning with a reference to Robert Lynd: social sciences must be
able to analyse the social whole, and, on this basis, to raise the question of ‘what
functionally more useful kinds of order can be created’ (Lynd 1939: 126). Kapp,
in the conclusion of his article, alludes to ‘a new normative approach to social
analysis and social action’ (Kapp 1976: 228).

In fact, the link between the institutional method and political commitment of
social scientists is the leitmotiv of this article in particular, and of Kapp’s work in
general. On the one hand, ‘institutional economics replaces the concept of the
economic man by something which we may call the “institutional man™ (Kapp
1968a: 93). This means that the institutional and technological environment and
its transformations are no longer considered as given, known and constant, indeed
external and extraneous to the subject matter of economics (Kapp 1968b: 71-72).
Furthermore, the economic process and its transformations, the data of individual
choices and choices themselves are intelligible only by referring them to the char-
acteristics and dynamics of the market-capitalist institutions. On the other hand,
as the institutional outlook implies a social accounting whose items depend on
historical socio-economic institutions, it implies as well the pursuit of alternative,
more efficient institutional arrangements (see Heidenreich 2000: 98 and 120).

This attitude implies a theoretical paradigm, which is opposed to that of
neoclassical economics. The latter, Kapp observes (Kapp 1976: 210), has
adopted ‘methodological individualism’ and has developed ‘into a self-contained
body of knowledge’; besides, it has privileged the concept of equilibrium ‘by
analogy to mechanics’, and has conceived the economic activity as ‘a particular
type or “form” of human conduct’, and therefore its own task as the study of
human behaviour as a relationship between ends and scarce means which have
alternative uses (according to the famous formulation by Lionel Robbins). As the
economic system tends to appear as closed and self-sustaining, so conventional
economics claims autonomy and turns the way ‘of a formal, self-contained,
closed mechanical analytical system’ (Kapp 1976: 211). Kapp stresses the inade-
quacy of this kind of ‘habits of thought’, by referring to some aspects of the crisis,
which was then (middle Seventies) becoming apparent and is still enduring.
Presently, Kapp says, ‘as always in times of economic and social crisis’,

‘normal’ economic theory (...) is criticized for its inability to provide an
analytical framework for the diagnosis of the problems and the formulation
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of more adequate criteria, policies and remedies designed to cope with
increasing internal and international disorganization, environmental disrup-
tion, stagnation and inflation as well as unemployment, conflicts over terms
of trade, etc.

(Kapp 1976: 212)

A different standpoint is therefore indispensable: that of the interaction of the
economy ‘with a more comprehensive social and political as well as physical
system from which economic processes receive important organising (and disor-
ganising) impulses and upon which they exert their own negative and positive
influences’. By relying on this principle, ‘institutional economics has always
aimed at a coherent representation of economic processes within and as a part of
a complex social system and their interaction’ (Kapp 1976: 213).

Robbins himself, in An ‘Essay on the Nature & Significance of Economic
Science’ (1932), maintains that conceptually distinguishing the realm of the
economy from that of other aspects of individual and social life doesn’t prevent
us from putting them into relation; on the contrary, moral, social and political
values would be appreciated as such, and as such would determine choices. Max
Weber’s distinction between ‘formal’ and ‘material’ economic rationality is inter-
preted by Robbins as a support to his thesis. However, from the institutional
standpoint that is shared by Kapp and Polanyi, and corresponds to the sense of
Weber’s theoretical and methodological reflection, two objections to Robbins’
position can be made.

First, Robbins’ ‘formal’ definition of ‘economy’, characterized as it is by the
postulates of the economizing attitude and scarcity, is biased by its adherence to a
historically given economic organization, which he fails to define and analyse as such.
Polanyi sees in that definition the core of the ‘economistic fallacy’, because, by
conceiving the economy in terms of ‘scarcity plus economizing’ (Polanyi 1977: 20),
it mistakes a given institutional arrangement of the economy for the economy in
general, an element of the set for the set. The market system, the ‘system of price-
making markets’ to which the organization of the economic activity is committed,
is in fact an ‘integrative exchange pattern unique to our times’ (Polanyi 1971: 19).

In that specific historical situation — in which traditional norms disappear,
needs cease to be culturally predetermined, and livelihood is no longer warranted
to individuals within a network of personal links and reciprocal rights and duties —
economic behaviour is institutionalized as ‘economizing’. ‘The principle of gain
and profit’ spreads ‘as the organizing force in society’, and masses of individuals
must sell their work-force as the only means to avoid ‘the penalty of starvation’
(Polanyi 1957b: 170 and 164). Money becomes the universal medium, scarce by
definition and requiring a choice among different uses. As a consequence, scarcity
acquires a specific meaning as a factor of a given institutional system, the modern
economic organization; neoclassical economics entangles that meaning of
scarcity with the more general one, concerning the condition of human beings on
earth. It is thus on the real, institutional basis of the market-capitalist society that
mainstream economics builds its ‘economistic’ generalizations, from the ‘formal’
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definition of the economy, to the economically rational individual choice, method-
ically taken not only as a basic element of the market system, but as the starting
and central point of the analysis of economic activity in any society.

Second, the want of an institutional analysis of the ‘mode of production’
prevents the formal-neoclassical approach from raising the problem of the actual
differentiation and autonomy of economic activity in the market-capitalist society,
and from understanding the causes, changing modalities and consequences of the
peculiar ‘place’ the economy therefore occupies.

In this kind of society the economy follows rules of its own; it is — to quote
Polanyi’s famous concept — no longer ‘embedded’ within social institutions of
diverse sorts: it is, so to say, ‘economically’ instituted. Economic behaviour
stands out as such; everybody must ‘economize’. Economizing is carried out for
its own sake as profit, and as such it becomes the dominant and typical form
(structure, Gestalt) of economic activity. No wonder economics has developed, on
this basis, the tendency to consider the economic system as a closed system.

That tendency is one of the main objects of Kapp’s criticism. In fact, not only
does the economic system tend to be self-reflexive, that is, to select and elaborate
information coming from its environment only for the sake of the reproduction of
its own organization; it is precisely thanks to its autonomy that the economy exerts
its constraints and influences upon the functioning and development of modern
society. Opportunities and freedom, welfare and health, life and death of all individ-
uals are thus affected. The ‘form’ of the economy — in the sense of its market-
capitalist organization — heavily conditions the ‘substance’ (ends and modalities) of
economic processes and social institutions, and therefore individual and social
choices, as well as society’s relationships with its human and natural environment.
As Polanyi says, the autonomy of the economy not only represents a ‘complete
reversal’ (Polanyi 1957b: 68) of the pre-modern ‘embeddedness’ of the economy
in society, but the market economy — with its congenital capitalistic relations of
productions — ‘gave rise to yet another, even more extreme development, namely a
whole society embedded in the mechanism of its own economy — a market society’
(Polanyi 1977: 9).

The economic system cannot be considered as closed, all the more that this
mystification comes out of the very reality of the market-capitalist organization,
from its autonomy. Not only can we not take it for granted that the system of
market prices responds in the most efficient way to individual and social needs,
but we must acknowledge that its functioning changes its environment, individual
needs included. The problem is therefore to oppose and to reverse this tendency,
by politically recovering and organizing — hopefully in a democratic way — that
freedom to know and to choose, which is taken for granted by Robbins and his
‘formal’ definition of the economy and ‘the nature and significance of economic
science’, but is actually jeopardized in a market society. Nothing less than man’s
survival in a technologically developed society is at stake; institutional conditions
directed towards transforming man from object into subject of the economy are
required for that minimal achievement, besides becoming an end in themselves
(see Kapp 1968b). Kapp’s concern with planning, which spans his entire intellectual
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production, meets that problem, that exigency. A few hints will be made below to
the fact that the same concern characterizes in general institutional and ‘critical’
economic thinking, in the face of capitalist development and, in particular, of its
crises and turning points.

Kapp opposes to the ‘formal’ concept of ‘economy’ the ‘substantive’ one, which
he shares with Polanyi (1957a) and finds also in an earlier work by A. G. Gruchy
(1947): the object of economics is, for the institutional approach, ‘not a particular
form of behaviour’, but rather a ‘set of interconnected dynamic problems which
arise in the satisfaction of individual needs and public objectives’ (Kapp 1976: 214).
From the ‘formal’ point of view, ‘the subject-matter of economics’ are the relation-
ships between ends and ‘the technical and social environment’ (Robbins 1962: 38).
‘Ends as such’ — Robbins continues — ‘do not form part of this subject-matter. Nor
does the technical and social environment’. Kapp’s opinion is the opposite. First
of all, the analysis of the diverse ‘forms’ (shapes, structures) of social-economic
organization is an issue of primary importance. In this sense he observes that our
attention is to be focussed ‘on the evolution of social systems and social
processes’ (Kapp 1976: 214). And the first step of such inevitably comparative
analysis is the question: what are the main factors of that evolution in our epoch?
Kapp quotes, in this regard, the first page of Veblen’s Theory of Business Enterprise:
the ‘Capitalistic System’ is characterized by ‘the industrial system’ as its ‘material
framework’, and by ‘investment for a profit’, as pursued in particular by ‘business
enterprise’, as its ‘directing force’ (‘the principle of profit’ — according to Polanyi’s
statement quoted above — ‘as the organizing force in society’). As a consequence
of this institutional theoretical basis, the ends, limited and conditioned as they are
by the historically specific characteristics of the economic system, cannot but
be included in the scope of the economic theory, as well as the consequences of
the functioning of the economic system on its environment. This is a logical
premise to the concept of ‘social costs’.

It is on this ground — on the theory of the specific institutional characters of
capitalism as a social form of economic organization — that, according to Kapp,
institutional economists have been able to analyse not only economic development
and fluctuations, but also such factors of the complex social-economic process as
the ‘legal foundations of capitalism’ and ‘vested interests’, ‘collective and political
bargaining’ and ‘public utility regulations’, ‘the industrial-military complex’ and the
‘power elite’. Analyses of this kind support the ‘critique of classical preconceptions’
by institutional economists, and in particular their scepticism about market prices
(‘in terms of which business enterprise tends to measure its performance and effi-
ciency’) ‘as criteria of optimal decision-making and as indicators of economic
rationality in general’. It is not surprising — Kapp adds — that institutional economists
have called attention to ‘the social costs of production’ long before the present
evidence of ‘serious threats to social reproduction and the quality of individual
and social life’ (Kapp 1976: 215).

Conventional economics cannot account for those problems; also the idea of “plan-
ning for national development’, as well as the ‘domination effect’ (Frangois Perroux)
or the ‘center-periphery problem’ cannot find any place within its ‘paradigm’.
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Kapp here makes (Kapp 1976: 217) reference to Thomas Kuhn’s theory: generally
speaking, a new paradigm, a new ‘theoretical framework’ is necessary, if the
analysis of social-economic processes is to be consistent with ‘the principle of
interlocking circular interdependencies within a process of cumulative causation’
(Myrdal 1957: 23; quoted by Kapp). Kapp himself recalls that this principle is
central in Veblen’s methodological reflection, in particular in the article in which
he pleads for a shifting of paradigm that would make economics an ‘evolutionary
science’ (Veblen 1898).

A ‘new theoretical framework’ (Kapp 1976: 223) of this type is clearly working,
according to Kapp, in Myrdal’s analysis of the process of underdevelopment, but has
a general meaning, which can be illustrated in the following, interrelated points.

1) Elements and conditions of the process, as well as its effects, are not conceiv-
able in strictly economic terms. In particular, if institutional, cultural and
natural elements are to be considered, a ‘trans-disciplinary’ approach is
required.

2) There exists ‘a mutual responsiveness, i.e. a capacity of the different conditions
to react upon changes of one or several elements’; the result is a ‘circular and
cumulative interaction which shapes the dynamics of the system’ (Kapp 1976:
220). Any sort of balance between forces and countervailing changes, and
therefore the mechanistic notion of ‘stable equilibrium as a paradigm for
problem solving in the social sciences’ (Kapp 1976: 223), is thus refuted. This
is even obvious if we want to understand, for instance, such ‘self reinforcing
movements’ as inequalities of income, ‘disparities and polarization’, the
differentiation ‘between “center” and “periphery”’, and ‘emerging scarcities
of non-renewable resources’ (Kapp 1976: 223 and 221).

3) Economic processes are to be represented ‘as radically open systems which
exchange energy and matter with the environment’; in the course of this
exchange, ‘qualitative changes take place both with respect to the environment
and the process itself”’. Besides, this question is to be envisaged with reference
to an appropriately long run (Kapp 1976: 222 and 223).

4) The method thus sketched enables us ‘to transform problematical situations
and unsolved open problems (...) into “puzzles” which can be solved’, through
‘the specification of possible measures and priorities’ (Kapp 1976: 220
and 221).

It is clear here that the ‘market’ is to be considered as an institution, that is, as
a social, historical form of economic organization; therefore, it is to be analysed
in its concreteness as a social-economic process, on the basis of that general
concept and the dynamics of capitalist accumulation. The market’s ongoing reality
therefore appears as the result of processes of ‘cumulative causation’, which are
not pre-determined, but are biased by the constraint of ‘the principle of profit’,
and are complex and changeable, though largely irreversible. As a consequence,
for the institutional outlook, as opposed to the conventional one, data of economic
choices cannot be taken tautologically in their given, instantaneous existence,
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but must be genetically explained as the result of those processes. Choices, then,
are always free within constraints. The ongoing economic system, while imposing
its own constraints, tends to ignore and conceal constraints concerning its human
and natural environment, as well as many of the consequences of its functioning
on its environment: choices are correspondingly limited and biased. In order to
understand both the evolution of the economic system in terms of a social
process, and the mutual, cumulative consequences of its interchange with its envi-
ronment, in order to cope with problems of irreversibility and ‘communication’,
the point of view of thermodynamics and cybernetics is to be adopted, instead of
that of mechanics. The theory of social costs is meaningful within Kapp’s purpose
to plead the awareness and augment the knowledge about these problems, as a
means to improve the freedom of choice, and therefore welfare. Indeed, not only
the welfare of human beings, but even their survival are at risk, if we consider the
destructive potentialities of technical advancements in our time.

The obvious starting point is that the optimality of resources allocation is not
granted by the price system. This can appear as an understatement, but leads us
to raise an important, general question: in what sense and to what extent the
market-capitalist economy is economic, how does it perform the economic function?
This is a typical ‘substantive’ question, which presupposes the distinction between
a general definition of ‘economy’ and ‘economic’, and ‘economizing’ as the
‘pecuniary’ form of the economic activity (as well as between ‘means of production’
and ‘capital’ etc.). Institutional thinkers are thus led to question the efficiency of
capitalism, and to assert the need for an informed planned intervention and for
an inquiry about its possible purposes and ways.

The institutional and ‘normative’ approach Kapp expounds in the article of 1976
reflects his lifelong work. Besides, this article is linked to his field experience in
economic policies for development as well as to the crisis of the post-war model
of growth and of the related hopes about a stable and universal development. In
this situation, the question both Veblen and Weber raise, concerning social orienta-
tion of the economic system and its interaction with its environment, becomes
manifest and urgent. Also systems and communication theories, and cybernetics,
have supplied a way of conceiving that question and facing it, theoretically at least.
Some of the above quoted statements by Kapp reveal that he was not unaware of
such new methodological opportunities, suitable as they are for a clear and consis-
tent critical analysis of the disadaptive, harmful and potentially catastrophic effects
of the economic process, when it pretends to be, and is conceived as, an autonomous
system. Indeed, Kapp does not fail to declare that his ‘open-system approach’ to the
complexity of economic problems is perfectly consistent with ‘systems analysis’
(Kapp 1985: 150-51).

The problem of planning can thus be formulated as the need for a suitable orga-
nizational intervention, in order to provide the economic system with the required
capacity of perceiving and processing information coming from its environment.
This way, the tendency to disorder, to entropy, from the point of view of human
society as a whole and of the larger eco-system to which it belongs, could be
contrasted. This requires the contribution of diverse social and natural sciences
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as well as the provision of appropriate organizational support. While the analysis
of social costs intends precisely to supply indispensable information, the condition
of a suitable organizational alternative to the market is of primary importance, and
most difficult, since it involves politics and, as Veblen would say, vested interests
and habits of thought.

As for the relevance of systems analysis, which the circumstances of the crisis
of the post-war phase of development made more evident in the field of social
sciences, it is possible here only to allude to a few examples. The very concept
of system, Alessandro Pizzorno observes, implies the problem of defining its
purpose and controlling possible gaps between its achievements and that purpose;
systems, then, are always to be conceived as inserted within systems of higher
order. ‘Normal’ economics, on the contrary, conceives the economic system as
self-referential, in the sense that its purpose is reduced to its internal equilibrium,
to a very elementary regulation, to a self-reflexive ‘economizing’ (Pizzorno 1973:
180; see also: Georgescu-Roegen 1971; Wilden 1972, 1973 and 1977; Morin 1980;
Luhmann 1986).

Further developments of a systemic, communicational and ecological reflection
about the economy, which can be considered as close to Kapp’s approach, continue
up to the present. Within an autonomous, self-reflexive economic system, the prob-
lem is that of a systemic ‘economizing’, which implies an endeavour to reduce
costs accounted for in private enterprises’ outlays, also by systematically shifting
them — this is the point of Kapp’s concept of ‘social costs’ — onto both human and
natural environments. This is the reason for the inadequacy of any attempt by
conventional economic thought to face the problem of social costs (reductively
called ‘externalities’) through ad hoc measures, such as taxation, protection of
‘property rights’ of the victims, negotiations on ‘pollution permits’ etc. Confidence
in such measures presupposes, once more, an economistic and mechanical model,
within which equilibrium can be restored by corrective interventions concerning
random deviations. Kapp maintains that social costs are instead ‘normal and typi-
cal phenomena’ within the market-capitalist system, and therefore the neglect of
them cannot be understood, as ‘some analysts’ do, as ‘the result of a lack of infor-
mation’ or of ‘an inadequate system of adjudication of damages caused and
sustained’ (Kapp 1969: 334-35). More generally, Kapp observes, the expedients
those analysts suggest amount to ‘a return to the conventional wisdom of relying
on property rights and market costs and returns instead of preserving the princi-
ple of maintaining communal rights to nature and treating them as social use-
values serving fundamental human requirements’ (Kapp 1985: 158).

Systems theory has been important in supporting and diffusing a critical analysis
of that kind of, so to say, neoclassical-neoinstitutional amendments. Olivier Godard,
for example, looks for a possible overcoming of ‘economic reductionism’, and for
institutions capable of defining the ‘collective frame’ of the economy. He points
out the inadequacy of neo-classical economics for the analysis of the autonomy
of the economic system and the very concept of environment; he criticizes, in
particular, the attempts at internalizing environmental externalities into the market
order (Godard 1984; see also Martinez-Alier 1987; for a recent discussion about



24 Social costs and public action in modern capitalism

diverse ways of ‘reinstituting the economic process’ and diverse kinds of ‘environ-
mental economics’, see Adaman et al. 2003). Finally, an explicit reference to Polanyi
and an implicit one to Kapp can be found in James O’Connor’s theory of the ‘second
contradiction of capitalism’. Economic growth has been possible, according to
O’Connor, at the condition of depleting and damaging human and natural environ-
ment, without taking these costs into account. This, in the long run, provokes a rise
of costs within the economic system itself and therefore the risk of a runaway
process (O’Connor 1991).

Market efficiency

Both the origin of the debate about planning and the reasons that have made it
endless are to be found in the class clash that marked the crisis of liberal capitalism,
culminated in the period of World War I and continued over the greater part of the
20th century. As soon as the war was over, in the face of general control of the
economic system by the state, what Luigi Einaudi (1933) called ‘war collectivism’,
liberal thinkers such as Einaudi himself or Ludwig Mises, urged a return to the
‘old liberal creed’ and the rejection of the socialist alternative as a new form of
the ‘statist’ tendency, of ‘an authoritarian idea of the state’ (Mises 1983: 5—6). Noble-
minded, old-style liberals of that kind were still confident in the institutional
feasibility of a true free-market system. They acknowledged the new reality of big
business, of the interlacing of industrial and financial interests and of their ability
to direct state policies to their own advantage, but considered all that as a vestige
of pre-modern times or a degeneration to be amended. It is interesting to note that
an influence of this point of view is traceable in Joseph Schumpeter’s ‘essay on
imperialism’ (1919).

At the opposite side of the barricade we find such scholars as John Hobson and
Otto Neurath, Veblen and the American institutional economists, as well as social-
ists of diverse sorts. Max Weber, too, questions acutely and radically the market
system as such, beside analyzing the historical making of its institutions. Roughly
simplifying, the following points were opposed to liberal positions.

1) The market system tends unavoidably and irreversibly to transform its
institutions toward growing capitalist concentration, conscious organization
and political interventionism.

2) That system — not only on account of its departing from the perfect compe-
tition model, but also as such — does not guarantee either freedom and social
justice or efficiency.

3) Other forms of economic organization are conceivable, in which state
intervention and even the abolition or at least a social control of private property
of the means of production would not undermine, but, on the contrary, would
improve both economic efficiency and democracy, thus freedom.

Furthermore, there existed a diffuse confidence in the self-governing ability of
men and women, if only they were free of disposing of their own destiny. On this
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base different projects of an ‘industrial democracy’ were built, as the presupposition
for the ‘realization’ of democracy, i.e. of an informed and responsible participa-
tion of the individuals to decisions concerning their life. Democracy should not
be limited to ‘formal’ political rights, but should pervade everyday life and should
be extended to every aspect of the social process, first of all to the economy.
Social relations would thus become transparent, and freedom promised by the
bourgeois revolution would be achieved and extended to everybody.

Polanyi was deeply influenced by this kind of political and intellectual atmosphere
in the ‘Red Vienna’, where, after World War 1, it was particularly lively. At that
time it seemed possible to extend the recently conquered political democracy to
the economy: the overcoming of the crisis of liberal capitalism, and in particular
of what Polanyi later called the “utopia’ of a self-regulating market, would thus
lead to a real, not illusory freedom (Polanyi 1924, 1925).

In Vienna, Polanyi participated in the debate on the possible forms of socialism.
In his 1922 essay about this subject — in which he outlines the traits of a non-
centralized socialist organization, in opposition to Mises’ refutation of its very
feasibility — the problem of the objectives pursued by the economic system is
central. Economic production and exchange should be ‘framed’ by a social,
conscious and democratic process of choice concerning goals and constraints.

The starting point of Polanyi’s essay is that in a market economy — that is,
a capitalist economy more or less characterized by big business — the economic
system tends to be self-referential. Since choices, and the very selection of infor-
mation, are determined or biased by ‘the principle of gain and profit’, ‘economic’
efficiency cannot immediately and in general be considered as coinciding with
efficiency from the point of view of society. The capitalist economy, Polanyi
writes, ‘by nature’ cannot be guided towards ‘social utility’; indeed it lacks ‘the
sense organ’ in order to perceive social needs and evaluations. Not only that, but
the ‘retroactive effect’ production has on the community and on individual lives
and needs cannot be systematically taken into account and even understood as
a problem (Polanyi 1922).

It would be easy to show how much the idea of the inefficiency of the market
system was widespread in those times. We could, for this purpose, refer to Veblen
and the American institutional economics, or to the ‘economic heretic’ (as he
called himself) John Hobson. The latter, as well as Veblen, pays attention to the
institutional transformations, in particular to the control that ‘strong business
organizations’ have acquired over government, with a view to turning internal and
external policies to their own advantage, thus compromising the interest — and, of
course, the freedom — of the greatest part of the citizens and of the nation as a whole.
The overcoming of this class supremacy appears to Hobson as the condition for
establishing an effectively democratic government, founded on the development
of ‘intelligent co-operation’ with a view to ‘clearly defined ends’ (Hobson 1919:
75, 87 and 143).

In Veblen’s works, as is well known, but also in Weber’s Economy and Society, the
inefficiency, indeed the ‘irrationality’ of the market system is stressed. As Veblen
analyses the opposition between ‘industrial and pecuniary employments’, so Weber
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maintains that ‘rational’ capital investment, oriented as it is to ‘profitability’, biases
the choices about objects, technology and organization of production in such a way,
that, in general, consumers cease to be ‘sovereign’. Furthermore, not only the
choices, but even the needs of the latter are purposefully influenced (Weber 1980:
88-90). Kapp would say, as we will see better below, that the market-capitalist
co-ordination of different plans gives producers the opportunity of planning also
on account of consumers, whose freedom is thus jeopardized.

In an early article, in which different meanings and forms of planning and
‘economic regulation’ are illustrated, Kapp explains that the ‘free market’, considered
in its reality and not as an abstract model, ‘at best is only inadequately equipped
to measure social losses and to supply the means for the satisfaction of social ends
and objectives’; indeed, it leads to a utilization of resources that can be ‘wasteful’
and even ‘disastrous’ (Kapp 1939: 772-73). This article marks the continuation of
Kapp’s concern about planning, which has a central relevance in the development
of his thought.

That concern constitutes a starting point, as Kapp’s dissertation of 1936 shows.
He cites there the collection of essays on planning edited by Friedrich Hayek the
year before (Hayek 1935), which summarizes and continues the above-mentioned
Vienna debate. The great crisis and the institutional transformation of capitalism
is a second fundamental issue in Kapp’s reflection; he significantly quotes, in this
regard, the book by Adolf Berle and G. C. Means of 1933, The Modern Corporation
and Private Property. Present economic systems, Kapp observes (1936: 15), are
generally very far from the model of liberal capitalism (‘/iberal-kapitalistisch
Idealtypus’). Already before the slump, self-regulation of the economy through a
free price formation was nothing more than a fiction. The concentration of capital
and production, industrial cartels, financial links among companies (through their
stockholders), entrepreneurial and workers’ associations, and collective bargaining,
reveal and enhance the tendency toward a restriction of competition in the supply-
side of the economy. Big business holds a monopolistic power on the market;
small firms depend on the price policies of larger ones (Kapp 1936: 20).

Nobody could thus deny that ‘the market has lost its importance as regulator of
the capitalist economy’ (Kapp 1936: 21). The question is, Kapp continues, if this
depends on the internal development of the free-market capitalist economy, or on
external conditions. The entrepreneurial associations could grow up, in fact, thanks
to state intervention, and the control of prices would be difficult without customs
barriers. But these policies have not been decided and implemented by a ‘neutral’
state. Economic power has always meant political power too. Entrepreneurial
associations themselves have urged governments to take protectionist measures.
The cause of the above-described developments of the economy, Kapp concludes,
is internal rather than external.

Some liberal economists — Einaudi, for example — also shared the view that capi-
talists were the people chiefly responsible for the decay of the free-market system;
however, they didn’t give up their confidence in the possibility of recovering it.
Kapp’s position seems instead closer to Polanyi’s: the free market has been more
a utopia than a historically feasible institution; anyway, in the course of capitalist
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development, it has become irreversibly obsolete, even as a normative model.
Kapp, too, rejects the thesis of an ‘anti-liberal conspiracy’, as Polanyi calls it:
namely, the idea that a perfectly competitive and self-regulated market could have
worked, and could still be restored, if only private and corporate interests would
cease to jeopardize it. Kapp’s outlook is fully institutional also in this regard, in
the sense that his explanation of the process of development and transformation
of the capitalist economy (and society) is grounded on the general features of that
kind of economic and social organization. Only a perfectly competitive market
would be effective in regulating the economy in sight of the optimum satisfaction
of needs: but capitalists systematically endeavor to avoid it, because it would be
‘ruinous’ for them. Kapp mentions in this connection the problem of power and
several economists who dealt with it. His opinion is similar to Weber’s, that the
market is constituted by struggles for power and asymmetrical relations. This is a
good instance of the institutional vision of economic reality as a complex and cumu-
lative process, rather than in terms of deviations from a model, from ‘equilibrium’.

Kapp considers the crisis as having been fuelled by the above-described devel-
opments. The fact that a return to a free-market economy appears as utopian,
suggests that the capitalist development itself has determined the conditions for
a new planned organization of the economy (Kapp 1936: 24). This not only
alludes to a possible ‘structural order’ (Léwe) which would be different from that
of capitalism: it also means, according to Kapp, that even ‘the maintaining of the
discretional power on the means of production in private hands’ may require
‘a stronger restriction of the free enterprise and the autonomy of individual entre-
preneurs’ (Kapp 1936: 22). Anyway, Kapp continues, state intervention in different
branches of the economy will never go against the interests of the entrepreneurs
concerned, or at least of the greater and more powerful part of them. Polanyi’s
opinion can be recalled in this connection, that a firm hold of power by the ruling
class was a precondition for the institutional transformations, which in the Thirties
were aimed at facing the crisis of market society and the impasse it had reached.

The analysis of the developments that the market-capitalist system, pushed by
its internal drives, has undergone, and the crisis of the market as ‘regulator’ of the
economy, suggest the question Kapp doesn’t fail to raise, concerning economic
organization in general and of its diverse forms. What is, indeed, ‘the essence of
the economy’? In order to understand it, Kapp continues, we have to oppose it, as
Weber does at the beginning of his Economy and Society, to ‘the essence of the
technique’, which is to achieve a given result with the minimum cost. The economic
principle concerns, instead, a choice among many possible uses of available
means, in order to produce the most valuable products. Whether a given production
is ‘economic’ depends, then, on ‘factors going beyond the ambit of individual
productive processes’ (Kapp 1936: 27 and 28). The key questions concern evalu-
ation: how is it performed, through which institutions, and how is it implemented?
Kapp as well as ‘classical’ institutional thinkers criticize market-capitalist institu-
tions as to the form (organization and purpose) and the results of the evaluation;
they are thus led to an inquiry about more efficient alternative institutions and the
very concept of ‘social value’.
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Lowe’s above-quoted article begins with similar considerations about the
‘economic principle’, which consists, he says, in the arrangement of data according
to their ‘subjective importance’ (Lowe 1936: 19). Economic theory, as a formal
theory of choice, can then proceed deductively. Lowe however raises the problem
of data itself, of its ‘structural order and evolutionary tendencies’; the problem of
the ‘concrete order of ends and means’ as a result of ‘the social process as a whole’
(Lowe 1936: 19 and 21). In what conditions do valuations and choices take place,
and how are they determined?

In a planned economy, according to Kapp, there would be a conscious coordi-
nation of productive processes. Within the market system, instead, the economic
principle is implemented by the market, which is supposed to allow entrepreneurs’
rational choices and to connect them with consumers’ evaluations, through the
mechanism of prices (Kapp 1936: 30 and 34).

At this point, however, the real social structure and the evolution of the market-
capitalist system are to be considered. Since the purpose of any capitalist entre-
preneur, Kapp observes, is to minimize costs in comparison with prices of the goods
he makes, only the actual existence of both perfect competition and absolutely
sovereign consumers would make the productive choices by the entrepreneurs
coincide with an optimum allocation of resources. But, if the market is to be
considered in its reality, and not as an abstract utopia, the lack of free competition,
and therefore of a free price formation, is manifest; besides, consumers’ choices
are limited and conditioned (Kapp 1936: 35).

These considerations lead Kapp to refute the ‘preconception’ of the efficacy of
the would-be free market; a critical analysis is necessary about the results and effi-
ciency of the way in which disposable resources are employed and the economic
principle is actually implemented. Not only is the market far from being perfect,
but its changing conditions have to become the object of an ‘evolutionary’ analysis.
Kapp shares Veblen’s method when he asserts the need to take into account ‘social
and political opposing forces’ (Kapp 1936: 36) and processes of ‘cumulative
causation’. The resulting historical process is neither determined nor casual, but
constrained within the general features of a historically given form of socioeconomic
organization, and meaningful in relation to them. The ‘evaluations’ and the ‘data’ —
that is to say, the elements of economic choices, the conditions to which the
‘economic principle’ applies — are correspondingly biased.

On the basis of the preceding considerations, Kapp’s criticism of market-
equilibrium theories can be both theoretically motivated and empirically grounded.
We must acknowledge, he observes, that in the existing economic conditions and
social relations the process of price formation is distorted, because individuals’
needs can have an influence (if any) only to the extent that they are supported by
purchasing power. This distortion is systematic, since differences of income are
again and again reproduced by the ‘economic organization’ (Kapp 1936: 37).
As aresult, in Carl Menger’s words (1923: 49), ‘the lightest desire’ might be satis-
fied, while ‘the most urgent need’ would not be taken into account and even
acknowledged; besides, the perception of needs can be imaginary, not developed,
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and morbid. Kapp adds in his turn that the knowledge of the utility of different
goods is often not only limited, but also influenced from outside.

It is interesting that Kapp, in dealing with this aspect of what he calls a ‘critique
of the economic calculation through market prices’, makes reference both to
Menger’s posthumous book and to Sidney and Beatrice Webb’s study on Soviet
Communism (1935) — two works that, at first glance, it seems difficult to compare.
The latter had just been published, and obviously was of topical interest in the
times of the great crisis and the ‘great transformation’, when both the fascist
assault and the communist challenge were growing harder and harder, and the
definitive decline of the institutions of liberal capitalism was demanding a search
for a new economic and social order. As for Menger’s book, it was, according to
Polanyi (1971), the result of a half century-long attempt to distinguish the price
theory, and the very concept of ‘economy’, that Menger himself had so successfully
proposed in the first edition (1871) of his Grundsdtze, from a more comprehensive
definition of economic activity. Polanyi interprets Menger’s distinction between
two ‘basic directions’ of the economy — ‘the economizing direction stemming
from the insufficiency of means’ and ‘the “techno-economic’”’ (Polanyi 1971: 18) —
as premonitory of his own distinction between the ‘formal’ and ‘substantive’ defini-
tions of the economy (see Polanyi 1957a). As we have seen above, only the latter
(the economy as the social — ‘instituted’” — activity of supplying material means
for human needs) is actually general.

We can understand Polanyi’s tenacity in tracing the distinction between the two
‘definitions’ or ‘directions’ of the economy in one of the founders of neoclassical
economics, only if we realize that the opposite paradigm, the institutional one, is
grounded on that distinction. An institutional and critical approach cannot but
stem from ‘the “distinctive determination” of modes of production’ Menger was
looking for; and this, in its turn, logically presupposes ‘a distinction between the
economy as the sphere of man’s livelihood’, and the different forms in which the
economy has been ‘integrated’ (organized institutionalized) (Polanyi 1971: 22).
This method of institutional or — as Kapp also says, and the reference to Veblen
is not casual — evolutionary economics supports the analysis of the actual function-
ing and evolution of the market-capitalist economy. Furthermore, it makes it
possible to raise the problem of the efficiency of this kind of economic system
from a societal point of view. This problem, which is typical of Kapp’s approach,
presupposes not only the above-mentioned analysis, but also, more in general, a
substantive definition of the economy, since its general form is the following:
how does a given institutional asset perform the economic function? How and
to what extent are individual evaluations actually possible, and transformed into
relevant information, within a given organization of the economic process? What
are the conditions to which the ‘economic principle’ applies and how is it
realized?

The market apparently, formally, performs the allocation of the means of
production according to individual evaluations of producers and consumers. But,
as we have seen, demand is taken into account only to the extent that it is endowed
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with purchasing power (that it is ‘effectual’, as Adam Smith says). Furthermore,
Kapp observes, the economic system tends to overlook the relative importance of
the goods for satisfying needs, as well as the tentative of achieving the highest
welfare, and even the possibility that productive processes or consumption might
be harmful. Capitalists try rather to influence consumers’ evaluations of the relative
utility of goods by all kinds of means. In the end, from a market- and business-
like point of view, a production is ‘economic’ when it gives rise in whatever way to
a (solvent) ‘need’. Therefore — this is Kapp’s conclusion — the economic calculation
through individual evaluations ‘realizes the economic principle only formally’
(Kapp 1936: 38-40).

Furthermore, the decisions private entrepreneurs take on the basis of the market
system must be ‘economic’ in the sense of profitable for them; but this does not
imply the absence of ‘inconveniences and damages’ for society. Kapp supports this
early formulation of the issue of ‘social costs’ with a reference to The Economics
of Welfare by A. C. Pigou. Beside such problems as professional diseases, the
effects on public health of air pollution, and the increase of criminality as a conse-
quence of social uneasiness, Kapp mentions the costs and sufferings, which affect
the whole of society, but come from diplomatic and military support to the inter-
est of a few foreign investors. A reference to John Hobson’s Imperialism about the
latter question seems unavoidable, though Kapp doesn’t make it but includes that
question among those dealt with by Pigou (Kapp 1936: 41).

Other costs falling on society come from restrictions to the diffusion of inven-
tions and technical advancements, and from advertising. Furthermore, Kapp asks,
in what sense and to what extent is an unlimited private exploitation of natural
resources ‘economic from the point of view of society’? It is impossible to answer
this question on the ground of the price formation in the market. This is even more
true as to ‘social needs and interests’, which simply cannot be accounted for, to
the extent that they do not find any expression through individual demand and
supply (Kapp 1936: 42).

Furthermore, in a market economy, Kapp finally observes, the state tries to face
social problems through economic policies. Legislative interventions, social policies
and charitable measures try to face the inadequacy, to say the less, of private eval-
uations and choices in a market situation. Only this kind of ex-post correction is
admissible within a capitalist economic organization. Economic planning would
allow, on the contrary, to take a priori and systematically into account any possible
disadvantage that the economic process could cause to society (Kapp 1936: 43).

Kapp goes back to the post-war debate on planning and ‘Sozialisierung’. A planned
economy is characterized by the fact that a conscious coordination of productive
processes is supposed to take the place of the market; but is planning able to make
the economic principle work? Mises gives a negative answer to this question; in
particular, according to him, a comparative evaluation of disposable resources
would be impossible, owing to the want of a unitary yardstick (Kapp 1936: 29
and 30).

Different solutions have been proposed, in order to refute Mises’ criticism:
for instance, Emil Lederer relies on the evaluation of means of production by
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their cost, other scholars on the persistence of a modified form of market also in a
planned economy or on a ‘guild-socialist’ organization. In fact, the problem of
economic accountancy in Mises’ sense, Kapp observes, would not exist if we
were to cling to the classical ‘objective’ concept of value, to time of labour as the
measure of value (Kapp 1936: 33).

Kapp ends his survey on planning with a few general considerations on man
and society. If man is to be considered as a social being — and not as a single indi-
vidual, as is generally the case in economics — he has to protect society’s existence
(from epidemics, external attacks etc.). Furthermore, as a member of society, he is
interested in those institutions that favor public health and education, and general
welfare. If people conceive of themselves as social beings, they can objectively
recognize social needs as needs of all individuals. Exchange values, in a market-
capitalist system, appear to be unsuited to this task, since they express producers’
and consumers’ evaluations of their interest as individuals, rather than social needs
(Kapp 1936: 44). In a planned economy the allocation of resources would take
into account social rather than individual evaluations: ‘the economic principle
would be considered from society’s point of view’ (Kapp 1936: 45).

It would be easy to compare this kind of arguments, made by Kapp, to those of
‘classical’ institutional economists. In The Social Costs of Private Enterprise,
Kapp recalls the fundamental contributions by ‘Veblen and his followers’ not only
on social costs, but also in providing a ‘critique of the basic preconceptions of
economic science’ (Kapp 1950a: 41). Suffice it to refer, in this regard, to Veblen’s
distinction between ‘industrial and pecuniary employments’, and to quote a state-
ment from his article on that subject. Gains, Veblen maintains, do derive from
vendibility, but ‘vendibility need not, even approximately, coincide with service-
ability, except serviceability be construed in terms of marginal utility or some
related conceptions, in which case the outcome is a tautology’ (Veblen 1901: 309).
Both Veblen and Kapp want to go beyond a formal-tautological concept of the
‘economic principle’, and to question from a ‘substantive’ point of view the
economic system’s ‘serviceability’, that is its capacity of realizing both the welfare
of all the individuals and a successful long-term adaptation of human society to its
natural environment. Both allude to the resulting necessity to lay down an economic
calculation, which would not be constrained within the market mechanism and
the ‘business’ outlook. As Kapp will say many years later, if we critically analyse
‘what the conventional theory treats as given’ — from asymmetrical power and
information, to ‘the institutional stafus quo’ which constrains social and individual
opportunities — ‘market costs and prices’ appear as ‘unreliable measures of
economic rationality’, and social costs as ‘normal and typical phenomena’, not as
exceptions to the rule (Kapp 1969: 335 and 338).

An analysis of the actual efficiency and effects of economic activity, and an
open discussion about its ends have always been the purpose of the institutional
approach — marked by its, so to say, ‘substantive’ paradigm — since the times of
the parallel crises of liberal (19th century, free-market, Victorian etc.) capitalism
and of classical economic thought. Institutional transformations stressed the
utopian character of the utilitarian shortcut. Utilitarianism tried to ground on the
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natural order an immediate and perfect correspondence between individual
‘economizing’ behaviour on the one hand, and actual individual and social welfare
on the other, between the ‘pecuniary’ form of the economic activity and its
‘serviceability’, between market values and social values.

From Veblen onwards, institutional economists (and multifarious social and
socialist thinkers) have tried to draw economic choice out of the ‘economizing’
attitude and calculation, and to base it on knowledge about socioeconomic institu-
tions, conscious plans and ‘social engineering’, democratic diffusion of informa-
tion and responsibility. Also Weber’s distinction between ‘formal’ and ‘material’
(or ‘substantive’) economic rationality alludes to the impossibility of keeping
economic questions outside the realm of social processes, cultural values, and —
last but not least — politics. In the just-quoted article of 1969 Kapp observes that

the concept of social rationality is an elusive one which cannot be formulated
simply in terms of market prices because many of the relevant social costs
and social benefits have no market value and, even if they did or could be
assigned such value for purposes of ‘objective’ cost-benefit calculations, we
would still be faced with the problem of their political evaluation.

(Kapp 1969: 346)

Hence the need for considering ‘social choices, social evaluation and social value’
as a ‘central problem of economic theory’ (Kapp 1950a: 255-56). Kapp quotes
on this subject J. M. Clark, who maintains that the concept of economic value
should be developed ‘with reference to society as a whole, independent of market
valuations and capable of scientific application to concrete cases’; such ‘intellectual
instrument’ would ‘pierce the insulation’ of economic theory ‘and establish a
connection with the ideas that are making things happen’ (Clark 1936: 53).

The issue of social value further clarifies the opposition between the two para-
digms (neoclassical and institutional). Kapp observes that the principle of marginal
valuation can apply also ‘to social valuation and collective choice’ (Kapp 1950a:
259); concepts and methods of neoclassical economics can be employed also for
that purpose. What makes the difference between the two paradigms is in fact the
very definition of the economy and, accordingly, of the scope of the economic
science. The ‘traditional approach’is ‘based upon a “methodological subjectivism’”’
(Kapp 1985: 153) and the economic system appears as closed; ‘the resulting
perspective and the criteria of evaluation are those in terms of which the system
of business enterprise tends to evaluate its performance’ (Kapp 1936: 145-6).
As we have seen above, the institutional approach considers the traditional one as
an uncritical generalization of the market-capitalist habits of thought, and the
alleged efficiency of the market as correspondingly biased.

The article from which the preceding quotations are drawn was published in
1976; it represents, as well as the article examined above (par. 1), Kapp’s final
reflection on ‘economics as a normative science’. There is a development of his
thought, but also a fundamental continuity. His first publication has been consid-
ered from this perspective in the present paragraph; it would be easy to do the
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same for his 1950 book, which closes with the wish that ‘by including social costs,
social returns and social values within the range of its analysis, economic science
would become “political economy” in a deeper and broader sense than even the
classical economists conceived of the term’. (Kapp 1950a: 261-62)

In reality, the ‘conventional’ tendency, as opposed to the institutional one,
historically prevailed, and is still the norm. That tendency attempts to make
economic science not only more abstract and formal and therefore independent
from institutional forms and transformations of the economy, but also not interested
in them and in ‘substantive’ issues, as if they were external to its scope, extrane-
ous to its subject-matter (see Cangiani 2000). According to Schumpeter (1954),
‘economic analysis’ was finally clearing its way and distinguishing itself from
‘political economy’; according to Thomas Balogh (1982) economics was condemn-
ing itself to ‘irrelevance’. Irrelevance, and tautology, we could add, as to the
necessity of questioning the actual ‘serviceability’ of the economic activity: but
not as to supporting the reproduction of the ongoing institutional order.

Planning and freedom

The institutional perspective is immediately, closely and meaningfully linked by
Kapp to the problem of planning. That link is traceable, as we have seen, in his thesis
of 1936: it is even more apparent in an article of 1950, ‘Economic Planning and
Freedom’. The market system is here represented as an ‘institutional arrangement’ —
to employ Karl Polanyi’s concept — that is, as a social, historically specific way of
organizing (‘integrating’) individual economic activities. The market, Kapp writes,
‘under conditions of private enterprise’, can be understood as a mechanism provid-
ing for the ‘coordination’ of the economic plans of private individuals (owners of
labour, consumers, producers) with each other and with ‘the planning of public
bodies’ (Kapp 1950b: 34).

At a less abstract level than that of the general features of the market as a histor-
ical organization, its developments have to be analysed; then, different forms of
market coordination (different ‘institutional structures’, Polanyi would say) appear
to be characterized by different combinations of types and methods of planning
(Kapp 1950b: 33). For instance, anti-depression policies, such as those adopted
by the New Deal and those recommended by Keynesian ‘new economics’, do
represent an important aspect of the new, post-liberal institutional structure;
however, they ‘do not suspend the market mechanism’ as such, and have in this
sense an ‘essentially conservative character’ (Kapp 1950b: 37).

Not only do the transformations of the market system call for the acknowledge-
ment of the growing planned organization of the economy, but economic activity
appears essentially as a planning activity. According to Kapp, planning, which
implies ‘valuation and choice’, is to be considered in general as ‘a prerequisite
and an essential element of rational conduct’, and indeed a typical feature of ‘human
action’ (Kapp 1950b: 30). Besides, at a less abstract level of analysis, we must
acknowledge that government planning, and therefore ‘social ends’, are always
present, though in different ways and measure. As critics of the neo-classical



34 Social costs and public action in modern capitalism

point of view had long since asserted, the problem therefore is not if, but how
to plan. Both ‘in a system of private enterprise’ and ‘in a socialist economy’
there is ‘the same need for a coordination of the planning of the individuals and
government’ (Kapp 1950b: 37). Capitalism and socialism, and the different forms
in which they can be instituted, differ from each other because they adopt differ-
ent kinds of planning, that is different ways of defining and coordinating the plans
of individuals and private and public organizations.

Kapp appears to be here, once more, radically opposing neo-classical economics,
in spite of the latter’s stress on subjective choice: he considers institutions instead
of individual behavior, and plans instead of price mechanisms. Furthermore, it
becomes clear that both institutions and purposeful actions should be considered
as to their efficacy for the attainment of individual and social ends. Industry,
profit and economic growth must cease to be (and to be considered as) ends in
themselves, and the economy must not be considered a closed system.

It is on the ground of the above sketched considerations, and of the institutional
method they imply, that the problem of freedom is to be raised and discussed. This
is what Kapp does.

A non-centralized socialist system, in which the plans of individual consumers
and producers would be taken into account, could be feasible. Kapp makes refer-
ence to Oskar Lange’s analyses on that subject, and dwells upon it in the last pages
of his article. In a socialist system of this kind, the volume and the nature of invest-
ment would be the object of a political decision, instead of being determined by
private investors, as in the capitalist system. According to Kapp, anyway, in both
types of economic organization the problem is that of coordinating different plans
with one another, therefore of planning: only the ‘kind of planning’ is different
(Kapp 1950b: 39).

To reject any sort of planning, the very idea of planning, is a prejudice, just like
the claim that ‘the free and unregulated market economy is the only effective
guarantee of personal freedom’ (Kapp 1950b: 41). In fact, on the one hand, ‘neither
the capitalist market economy nor national economic planning offer an absolute
guarantee against totalitarianism and the subordination of the individual under
arbitrary and absolute power’ (Kapp 1950b: 51). On the other hand, ‘there are
no elements in national economic planning or in political democracy that make
the two incompatible with one another’ (Kapp 1950b: 51). According to Kapp, the
‘real question’, that is ‘which forms of social organization are destructive of
personal freedom and which reforms are compatible with free institutions’
(Kapp 1950b: 40), is to be dealt with by analyzing historical reality and existing
institutions.

‘Market economy’, generally speaking, ‘has been accompanied by the growth
of freedom (whenever it gave rise to higher standards of living) and by a return to
totalitarian controls (when it produced a state of affairs which large masses of
people considered intolerable)’. Furthermore, Kapp continues, ‘the market econ-
omy itself, despite or more correctly because of the absence of central planning,
produces conditions which may put us on the road to serfdom’ (Kapp 1950b: 40).
This thesis is similar to what Polanyi maintains in The Great Transformation, and
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is opposed to that Hayek maintains in his book of the same year — The Road to
Serfdom (1944) — to which a reference is clearly made in Kapp’s sentence.

We have seen that Kapp since 1936 contests, in keeping with the tradition of
institutional economics, the very ability of the market to generate knowledge and
to diffuse it through the price mechanism. As Bruce Caldwell (1997) has high-
lighted, Hayek stresses precisely that ability in his critique of socialism following
on from that of Mises. In his article of 1950 Kapp refutes also Hayek’s political
argument, that market (capitalist) freedom constitutes the true ground and only
guarantee of liberty and democracy. Indeed, Kapp turns upside down Hayek’s
argument, by questioning the basic institutions of capitalism. ‘“What are’ — he asks
(Kapp 1950b: 41-42) — ‘the effects on the individual if the pursuit of monetary gain
becomes the supreme and only goal of life?” The freedom and even the ‘mental
health’ of the individual can be impaired by his ‘isolation from his fellow men or
from values which transcend his monetary goal’, and by ‘economic insecurity’.

These general characters of the market organization are related to the autonomy
of the economic system, to its differentiation, which is, according to Max Weber,
the leading aspect of the process of modern ‘rationalization’.

The problem of the autonomy of the economy is a central one, if the contradic-
tory existence of freedom in modern society is to be understood. The process by
which the economy differentiates from other aspects and functions of the cultural
whole and begins to follow rules of its own, is a fundamental aspect of the process
of rationalization. As a consequence of the latter, individual activity is no longer
culturally pre-determined, and societies are no longer compelled to keep to
tradition. In a ‘disenchanted’ world the new degree of freedom so attained implies
a conscious planning of the interplay between man and nature, and of social
institutions themselves. Planning, as Kapp maintains, is in general typical of
‘human action’; as Marx put it, it makes the difference between an architect and
a bee. This becomes, so to say, more true, true at a higher level, in the modern
epoch. Modern rationalization, which is accompanied by the disruption of the
cultural totality of traditional societies, enhances to a higher degree the freedom
of human beings, who become aware of their quality of subjects of their own
history and of human history in general. The individuals conceive themselves as
such, and society as problematic: not as a given (natural, i.e. divine) reality to be
interpreted, but as a human and historical reality to be analysed and changed.

The autonomy of the economy, on the other hand, comes into existence and
develops together with its market-capitalist organization: thus it limits and even
undermines freedom by imposing the ‘economic rule’ over society. ‘Economic’
norms — specifically characterized as they are by that kind of social organization —
function as constraints with regard to the relationships of the social system with
its human and natural environment, and therefore to the planning activity as an
expression of human freedom. As early as the beginning of the 20th century, in his
essay on the Protestant Ethic and the Spirit of Capitalism, Max Weber pointed out
a central aspect of the modern paradox of freedom: rational economic behavior is
characterized by a congenital irrationality, to the extent that it becomes an end in
itself instead of being aimed at individual happiness and social welfare.
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Utilitarianism has been a tentative to cope with the novelty of the modern
situation. The utilitarian solution — which entrusted the commonwealth to individual
choices, the common good to the pursuit of individual interests — relied on
natural propensities and the self-regulating market mechanism. Planning as the
typical character of the economic activity was kept in the background, until the
crisis of 19th century liberal capitalism revealed the utopian nature of utilitarian-
ism and of its related confidence in ‘general equilibrium’. Economic activity
could thus appear, as Kapp writes, in its general sense of ‘decision-making’, that
is to say essentially as planning; this connotation affects choices by individual
consumers and private firms to begin with, but is inevitably to be extended to
social, political processes of choice. Planning appears at this point as the mani-
festation and implementation of human freedom, and even more so in modern
society.

Now, if we want to face the above-mentioned ‘real question’ — that of the actual
relation between given ‘forms of social organization’ and freedom — the structure,
functioning and transformations of the capitalist society are to be considered.
What are the subjects and the aims of planning activities, and how are they
coordinated? Kapp, for instance, invites us to wonder about ‘the effects of
monopoly and big business on effective liberty’. Consumers, far from being
‘sovereign’, are ‘victimized’ by big business; they have a ‘lack of awareness’, and
therefore cannot but be ‘inarticulate’ (Kapp 1950b: 42). Also the freedom of small-
and med