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Social Costs Today

This book deals with the causes of the present crises, but it claims that causes and
policy implications cannot be properly assessed by focusing on allocative effi-
ciency or income growth alone; it contends that a more general approach is called
for, based on social costs. It does not deal with social costs according to the Pigou-
vian or the Coasian traditions. It draws on the work of Original Institutional Eco-
nomics (OIE) such as Thorstein Veblen, Karl William Kapp and Karl Polanyi, on
post-Keynesians such as Hyman Minsky and, in general, on authors who have pro-
vided insights beyond the conventional wisdom of economic thought.

The assumption underlying the book’s social cost perspective is that social
costs arise because the money-centered accounting of capitalist market econo-
mies is biased relative to social requirements and needs. Although social costs
may sometimes have a monetary dimension, they cannot be dealt with in money
terms alone. What is at issue at a more fundamental level is that (1) labor and
knowledge, nature, money and finance, and problem-solving social institutions
are treated as commodities, (2) our common knowledge is often distorted in
order to favor vested interests, (3) whatever competition one might achieve, it
cannot deal with the social dilemma between individualist profitability and soci-
etal serviceability and, finally, (4) when social costs rise and the quality of life
declines, so does the ability of democratic collective action.

Social costs, in this perspective, identify the issues that need to be addressed if
public policy would wish to prevent the economy from subsuming societal relations
and freedom. Social costs, in this evolutionary-institutional perspective, particularly
elaborated by Karl William Kapp, both precede and follow the crises, as causes and
effects of the current financial, real economic, resources and food, energy and
climate, social, political and moral crises. The sections in this book provide a frame-
work that better allows us to situate the issues and to appreciate the crises.

Paolo Ramazzotti is Associate Professor of Public Policy at the University of
Macerata, Italy.

Pietro Frigato received his PhD in Development Sociology from the University
of Pisa, Italy.

Wolfram Elsner is Professor of Economics at the University of Bremen, Germany.
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Social costs today

Institutional analyses of the present crises —
an introduction

Paolo Ramazzotti, Pietro Frigato and Wolfram Elsner

Pervasive social costs

One of the striking images of the financial and economic crises that broke out in
2007 was the employees of Lehman Brothers leaving their offices after the com-
pany’s bankruptcy, carrying their personal belongings in cartons. This was a dra-
matic contrast to more traditional situations, where it is blue-collar workers who
are laid off. Indeed, it seemed that the latter were not going to be the only ones
to suffer the consequences of the crises. The social costs of financial business
were affecting several sections of society.

Another things that made it surprising was that Lehman Brothers would have
been expected to be ‘too big to fail’. This unexpected consequence remains
somewhat unique. As a general rule, financial institutions were not allowed to
fail. Indeed, the risk that the whole world financial system might collapse in a
domino-like fashion provided a reasonable justification for bailing them out. To
some, however, this appeared to be inappropriate because it reinforced the moral
hazard which they believed was at the root of the crisis. More generally, it
accentuated what they claimed to be the cause of the financial crisis, namely
state intervention in the financial system (Dowd 2009). From a different perspec-
tive, bail-outs could never solve the problems associated with the intrinsic finan-
cial instability of modern -capitalism (Kregel 2009; Mirowski 2010).
Furthermore, the financial system ought not to be viewed as the sole originator
of the economic crisis, since its evolution went hand in hand with a major redis-
tribution of income in most developed countries over the past 30 years (Petit
2010). Whether explicitly or implicitly, the underlying issue has been what pol-
icies were required to overcome the financial and economic crises and return to
stable growth.

This book deals with the crises from a somewhat different perspective.
Although it does deal with the causes of the present crises, it claims that causes
and policy implications cannot be properly assessed by focusing on allocative
efficiency or income growth alone; it contends that a more general approach is
called for, based on social costs. Such a contention may appear to be somewhat
awkward in that social costs are generally considered by conventional econo-
mists to be side-effects of the market, so focusing on them would seem to be a
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specific, rather than general, approach. The contributors to this book, however,
do not deal with social costs according to the Pigouvian or the Coasian tradi-
tions. They draw on the work of Institutional economists such as Thorstein
Veblen, Karl William Kapp and Karl Polanyi, on post-Keynesians such as
Hyman Minsky and, in general, on authors who have provided insights beyond
the conventional wisdom of economic thought.

The assumption underlying the book’s social cost perspective is that social
costs arise because the money-centered accounting of capitalist market econo-
mies is biased relative to social requirements and needs. Although social costs
may sometimes have a monetary dimension, they cannot be dealt with in money
terms alone. What is at issue at a more fundamental level is that labor power,
nature, money and finance are treated as commodities, that knowledge is often
distorted in order to favor vested interests, that whatever competition one might
achieve, it cannot deal with the gap between profitability and serviceability and,
finally, that when social costs rise and the quality of life declines, so does the
ability of democratic collective action. Social costs, in this perspective, identify
the issues that need to be addressed if public policy would wish to prevent the
economy from subsuming societal relations and freedom.

The sections that follow attempt to provide a framework that may allow us to
better situate the chapters and appreciate the general theme, as well as the inter-
locking issues.

The nature of social costs

The first group of chapters deals with social costs from a theoretical and meth-
odological perspective. Their aim is not only to point out that the conventional
view, centered on the notion of externality and market failure, is inadequate and
misleading. They also discuss a common framework that may encompass spe-
cific issues. The framework is that social costs depend on institutional circum-
stances. They are a generalized and diffused phenomenon in market capitalist
economies because of the specific functioning of business enterprises and of
market competition.

Paolo Ramazzotti argues that the markets we are concerned with operate not
only subject to specific rules defined at the societal level, but also according to a
more general historically determined institutional setup, that of a capitalist
economy. Its coordination of economic activity is centered on money gains and
involves treating labor, nature, money and financial assets as commodities.
Alternative forms of economic coordination exist, however, based on criteria
such as solidarity or equity. They underlie the activities of institutions such as
families, the welfare state, etc. The coexistence of these different coordinating
instances reflects the systemic openness of the economy, and thereby requires a
social accounting criterion that makes them mutually consistent and functional
to complex societal priorities. Drawing on A. Sen, Ramazzotti suggests that such
a meta-criterion and priority is provided by the ability for people to choose how
to conduct their lives. This implies that policy must not only remove whatever
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constrains this ability. It must allow for a process of discovery of new societal
setups. Economic inquiry, in turn, cannot rely on the identification of some
coordinating rule based on once-and-for-all ‘laws’ of how the economy works; it
requires awareness that, owing to its systemic openness and complexity, the
economy may change in many ways. Following G. Myrdal, he stresses that what
is at issue is not only how you study the economy, but what questions you ask.

In his discussion of institutions and social costs, Arild Vatn is particularly
concerned with environmental issues, but his discussion is not restricted to these.
He recalls that it is institutions that arrange the market, production and distribu-
tion. But he also points out that institutions determine the way people interpret
information. They affect the roles that people resort to — e.g., whether they
choose something as consumers or as citizens — their motivations and their pref-
erences. Ultimately, they determine how the economy is coordinated and which
social costs occur. Choice of the appropriate institutional setup therefore
becomes crucial and, since technically ‘there is no “fixed point” from where we
can judge what is the better institutional solution’, ethical issues come to the
fore. The ethical views that the conventional approach favors are implicit in the
institutions it purports, which lead to an individualization of economic relations
to the neglect of (physical) interdependencies and, consequently, to the emer-
gence of (environmental) social costs. Vatn argues that a cooperative rationality
is required when interdependent choices that affect third parties are concerned.
This calls for appropriate forms of coordination at the level of the basic units of
the economy — e.g., not-for-profit firms and networks — but also at the level of
public policy, so as to favor the collective learning and participation that are
required in order to deal with the environmental uncertainties of innovation and
change.

While Vatn discusses how the coordination of the economy depends on the
framing effects of institutions, Frederic B. Jennings, Jr. provides a more specific
analysis of the interpretative frameworks — one might say the mental models —
that economic actors and theorists resort to. Drawing on H. Simon, he argues
that, since dealing with reality requires a selection of what is relevant, everyone
resorts to planning horizons — i.e., ‘the range of consequences ... included in the
imagined projections of outcomes among which we choose’. Although true
uncertainty sets a limit to the features of reality that more extensive horizons can
encompass, the latter nonetheless take into account direct interdependencies
among individual actors, rather than just price-mediated indirect interaction.
This has implications both for theory and for economic choice in general. From
a theoretical perspective, it recalls Kaldor’s emphasis on the irrelevance of
approaches that focus on substitution alone. From the point of view of single
actors, it suggests that many conflicts of interest arise because competition
emphasizes substitution rather than complementarities; longer horizons would
reduce conflicts of interest and lead to the identification of commonalities of
interests. Social costs can therefore be traced back to the myopic view that both
market institutions and prevailing theories provide. The conclusion is very much
in line with Vatn’s: Avoiding social costs requires not only a different approach
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to theory; it also requires institutions that favor longer planning horizons, thereby
enhancing cooperation.

Jenning’s emphasis on the need for an approach to the economy that broadens
the scope of inquiry is consistent with A. Mayhew’s (2000) distinction between
fixed and open systems of analysis. This same distinction is the point of depar-
ture for Pietro Frigato and Francisco Santos-Arteaga’s discussion of two strands
of evolutionary theory: Richard Nelson’s theory of the firm and Veblen’s and
Kapp’s discussion of business. The authors provide an accurate overview of
Nelson and Winter’s famous book and of Nelson’s subsequent depiction of insti-
tutions as social technologies. Although they acknowledge that these inquiries
provided significant insights which are much in line with the Original Institu-
tionalist tradition, they also stress that Nelson misses a key point in Veblen’s and
Kapp’s analyses, namely the distinction between making things and making
money. This leads Nelson to under-estimate the control that business exerts over
scientific and technological research and the consequent predominance of money
gains over serviceability. In order to stress the practical relevance of their cri-
tique, Frigato and Santos-Arteaga discuss two special cases: planned obsoles-
cence and the manufacture of doubt. What they point out is that these practices
consist of cost-shifting techniques based on those same routines that, according
to Nelson, just ought to reduce transaction costs.

Similar themes appear in Sebastian Berger’s reconstruction of Kapp’s scient-
ific dialogue with the community of economists who discussed social costs.
Berger begins by recalling that Kapp wrote his dissertation as a critique of Mises
and that his subsequent book on social costs was also critical of Hayek. Kapp’s
key issue — what Berger refers to as Kapp’s ‘impossibility thesis’ — was that
societal efficiency cannot be achieved through market-based accounting and that
substantive criteria (in Weber’s sense) are required to deal with human needs.
The critiques provided by authors such as Knight, Stigler and Buchanan basic-
ally missed the point: they focused on market efficiency rather than human
needs; they relied on the market to solve problems that the very existence of the
market produced; while they emphasized the free market, they only implicitly
acknowledged that the state had a role to play; and they denied the relevance of
asymmetric economic power. Kapp’s rejoinder dealt with these critiques by reas-
serting the inadequacy of exchange value when measuring human values and by
pointing out that reliance on individual choice mechanisms in an environment
characterized by complexity and uncertainty is simply misleading. Unfortu-
nately, there was no substantial follow-up to this dialogue. It is often the case
that it is easier to oblivionize heterodox critiques than to deal with them.

One of the conclusions the above discussions lead to is that it is not enough to
argue that institutions matter. The key issue is Zow they matter and, possibly, to
the advantage of whom. This general statement is qualified by the chapters that
deal with the financial and economic crises. It should come as no surprise that
they focus on those aspects of the economy that generate what K. Polanyi called
fictitious commodities.
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The social costs of the present crises

In her overview of the social costs of the economic crisis, Ozlem Onaran focuses
on distribution. She points out that the rise in inequality since the 1980s led to an
increase in profits — at the expense of wages — but to no rise in investment. What
prevailed was the mere exchange of assets so that growth declined in many
countries, both developed and developing. The drop in the wage share reduced
effective demand, thereby negatively affecting growth and profits. In the United
States and other countries debt-led consumption provided a temporary solution
to this problem but at the cost of growing financial instability. In the United
States it also increased the current account deficit, which was financed by pro-
viding dollar-denominated reserves to exporting countries. Developing countries
used them to prevent the negative consequences of speculative capital outflows
rather than to support domestic growth, while developed countries used them to
finance their neo-mercantilist debt-led export growth, thereby aggravating the
foreign account of other countries. Drawing on the evidence from past crises in
Mexico, Turkey, Korea and Japan, Onaran points out that present policies tend
to accentuate distributional inequalities and that this reinforces the recession
rather than solving it. An alternative policy framework is possible, however. It
must, above all, abandon the commitment to satisfy the financiers that are specu-
lating on public debt and revert the present distributive trends. It includes a range
of other actions that may trouble market enthusiasts but basically provide the
guidelines for a more humane institutional setup of the economy. In other words,
there is nothing inevitable about social costs.

L. Randall Wray complements the chapter by Onaran with a detailed discus-
sion of the financial aspects of the crisis. He describes institutional changes such
as the original combination of lending and the payments system through private
banks, the progressive reduction of relationship banking in favor of the market
and the private management of that market not only through the use of privately
owned asset pricing models but also through intentionally devised predatory
(mortgage) contracts. He then relates them to the progressive erosion of under-
writing standards, to innovations that render financial relations opaque and to the
convergence of various types of banks. The result is not only a more advanced
stage of ‘casino capitalism’, whereby shareholder value prevails over capital
development, production and employment. It is the incentive for money manag-
ers to systematically prey on less informed actors, and even on the very firms
they work for. Thus, financial fragility goes hand in hand with increasing fraud,
despite the claimed efficiency of a ‘deregulated’ market. It is, however, import-
ant to note that, although Wray points out how policy measures — ranging from
the establishment of government safety nets to Volcker’s monetary experiment —
affected this process, the transformation of the economy into what Minsky called
money manager capitalism is, in his view, also the result of a triumphant trader
mentality. So, although the social costs of the financial crisis are related to wrong
policies and/or to policies that aimed to protect vested interests, there is more to
the issue. Trader mentality basically means that what is misaligned is not the
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incentives but, as K.W. Kapp (1978) argued, the basic goals that business and
society as a whole pursue. The implicit suggestion is that policy involves not
only setting up a general institutional framework but acting on a day-by-day
basis to contrast sectional interests.

Roberto Rizza looks at the distributional issues discussed by Onaran from a dif-
ferent perspective: changes in welfare and employment policies. In his discussion
of the deregulation of working contracts in Europe he points out that it does not
provide a solution to unemployment, that it increases the risk of poverty for less
qualified and young workers and that it is progressively affecting the 2549 age
group, the group most concerned with long-term choices such as marriage and
children. Activation policies, both in their ‘welfare to work’ and in their “work for
welfare’ versions, support the view that unemployed workers need to be threat-
ened: They will lose welfare provisions if they do not accept more or less any job
they are offered. Thus, activation policies switch the rationale of traditional welfare
policy: Whereas the latter was traditionally supposed to help people who suffered
the effects of circumstances they did not control, activation policies shift the risk
of unemployment on to the worker and, in so doing, they support the view that it is
individuals who are to blame if they do not have a job. What this leads to is that
people are likely to end up working for only a few hours per week while social
protection declines and income insecurity rises. The result is that the weakest sec-
tions of society risk being trapped in precarious life-courses. Quite independently
of the theoretical flaws underlying these welfare policies — whereby lower produc-
tion costs ought to increase employment — what emerges from the above discus-
sion is that they identify business priorities with the removal of economic
constraints. Social costs turn out to be the outcome of a society that is embedded in
the economy rather than the other way round (Polanyi 1944).

The neoliberal ideology that accompanies the above policies is formally in
favor of the commodification of goods such as water on the grounds that this
leads to greater efficiency. Manuel Couret Branco and Pedro Damido Henriques
discuss this issue by acknowledging that, since access to water generally requires
infrastructures, the provision of water may be made rivalrous and excludable,
thereby turning a good that is essential for life into a generic private good. Com-
modification is fairly easy at this point and the supply of water may be made to
depend on the willingness to pay. If a share of the population lacks the means to
pay for it, however, the result is deprivation. Deprivation does not only clash
with basic human rights. It is also inefficient in terms of economic growth in that
it leads to diseases and poor health, which affect children in particular. This
results in cognitive impairment and educational absenteeism and eventually
feeds back on productivity and GDP. Furthermore, collecting water often
requires so much time that it precludes going to school. This, along with other
elements, affects girls more than boys, thus perpetuating gender biases. This
social exclusion, however, is not the only social cost associated with the com-
modification of water. Other social costs arise because of the unconstrained —
other than by willingness to pay — use of water. Such an unconstrained use feeds
back either on the overall availability of water — when its extraction rate exceeds



Introduction 7

its recharge rate — or on its quality, as when irrigation disseminates chemicals
and causes pollution. Thus, Couret Branco and Henriques conclude, the present
crisis puts pressure on public finances and pushes governments to treat water as
a commodity, but such a policy is going to clash with human rights, economic
growth and ecological constraints.

The discussion of the commodification of water focused on the social costs
that arise when a single good is subject to alternative uses. The chapter by Remi
Maier-Rigaud, Michael Sauer and Frank Schulz-Nieswandt argues that problems
arise also when a single good — private elderly care, in their case — has to be sup-
plied by different actors. More specifically, the authors emphasize the social
costs associated with inadequate coordination. The actors comprise families,
private enterprises, public authorities and a ‘third sector’, which includes organi-
zations such as the Red Cross or Caritas. Each actor differs in terms of its gov-
ernance rationales — prices, reciprocity, legislation — and of the dominant features
of the goals it may pursue: formal, informal or content. The authors believe that,
owing to the complexity of the services required, interaction, cooperation and
networking are better coordinating instances than competition or central plan-
ning. The absence of a coordinating body, however, may prevent the achieve-
ment of an adequate integration among these actors and may favor an ‘economic
rationality’ that leads to missed opportunities, narrow optimization and substitu-
tion effects. Thus, social costs do not depend, here, on some technical ability to
coordinate these different actors. The real issue is to acknowledge that the
motives and rationales of each type of actor are different and that reliance on
business-centered ones tends to be inadequate. Obviously, while it would be
reassuring to rely on a single criterion — such as that of market efficiency —
coordination of different rationales is problematic. It raises the ethical issue of
the social priorities to be chosen, thereby forsaking the apparent technical neu-
trality of the coordinator.

Neoliberal reliance on the market tends to neglect the prevalence of oligopo-
listic markets in a great many industries. The most dramatic aspect of market
power in these industries is less their control over prices than their control over
knowledge. The chapter by Angelo Gino Levis, Valerio Gennaro and Spiridione
Garbisa stresses this point by discussing how major companies carry out or
finance studies in their fields. The authors provide an overview of epidemiologi-
cal research that investigates the relation between exposure to electromagnetic
fields — mainly those related to power lines and cell phones — and a range of dis-
eases such as leukemias and tumors. They point out that there is a very large and
statistically significant gap between the results of publicly and privately funded
research: The results of the former show that EMFs significantly affect health,
whereas the results of the latter tend to be much more reassuring. Drawing on
the oncologist Lorenzo Tomatis, the authors contend that the method used in a
great many privately funded studies is ‘to raise background noise, increasing
confusion thereby making assessment of risk more difficult’. They argue that it
is important to critically assess the scientific validity of these studies and they
also refer to some guidelines to this end. But the main issue they point out is that
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both single scientists and international journals are involved in conflicts of inter-
est. The most likely reason is that this is the only way for them to gain informa-
tion from expensive research projects that the reduction of public funds
precludes. The implications are far reaching: It is not only that users of mobile
phones are unaware of the risks of diseases and that inefficient scientific research
cannot provide insights on potential future improvements. The most important
consequence is that collective decisions concerning how these commodities
should be produced and made available are precluded by the corrupted scientific
knowledge that vested interests explicitly pursue.

Social costs and freedom

In his conclusive chapter, Michele Cangiani establishes a strong link between
the first and the second group of chapters. His discussion is centered on how the
range of social costs discussed up to now diminishes the ability of people to
choose how to conduct their lives, thereby reducing their freedom.

Cangiani initially focuses on a specific case — that of the recent redefinition of
contractual agreements that the automobile-producing firm Fiat has imposed on
its workers. Although formally workers accepted them, the alternative they were
faced with was to lose their jobs. This episode is dramatic in its own right, but
what is particularly important about it is that it teaches us a great deal about the
general loss of freedom that is occurring through the crises.

Fiat did not achieve its goals just because of its threats. It also managed to be
convincing on ideological grounds. First, a pro-business culture prevails and
presents Fiat’s strategy as a necessary response to external constraints. This issue
was already discussed with regard to other chapters. In Cangiani’s chapter its
importance emerges with all of its dramatic consequences. Second, lenders and
investors constitute what Chomsky has termed a ‘virtual senate’, which contrasts
— through capital flights and other actions — any policy that does not favor busi-
ness. It is that same ‘senate’ that underlies the speculation on government bonds
discussed by Onaran and that conventional wisdom labels with a much more
appealing term: financial markets. Third, the ideology underlying dominant eco-
nomic thought evaluates the economy’s performance in terms of the economy’s
internal criteria. Its closed-system perspective prevents it from carrying out an
evaluation in terms of criteria arising from the (social) system that the economy
is a part of.

These circumstances allow technocratic and unaccountable institutions to
prevail in the management of the economy, at the expense of all countervailing
powers, thereby favoring a ‘collusion between a political patronage system and
private economic interests’ and a ‘growing connivance between neoliberal and
illiberal tendencies’. Under these conditions it is no surprise that people lose
interest in political issues, and that this further undermines the democratic
process. The general conclusion is that Fiat and business in general are success-
ful not only because they force their vested interests upon the rest of society. A
major determinant of their power is that, in so doing, they also preclude public
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deliberation over possible alternatives. On the one hand this reinforces their
ideological grip as there is no alternative. On the other, social disruption
weakens the scaffolding that democratic deliberation requires.

Social costs and policy

Despite the peculiarities of each type of social cost examined by the contributors
to this book, they all have some common features. First, they all affect a great
number of people. Second, they do not relate to allocative efficiency alone but
have dramatic consequences in terms of distribution, employment and the
stability of the economy. Third, these consequences affect the ability people
have to participate in collective decision-making. Under these circumstances,
democracy becomes a merely formal procedure that reinforces vested interests,
i.e., those same sections of the economy that gain from the existence of social
costs. Fourth, as a consequence, social costs tend to feed back on the economy,
thereby reinforcing their negative effects.

This cumulative process raises important policy questions. While it is fairly
reasonable to acknowledge that these costs exist and that they must be dealt
with, how to do so is a much more controversial issue. Conventional scholars of
social costs believe that policy-makers should either remove the imperfections of
the market or find the relatively most efficient (cost-effective) way to cope with
them. The canonical argument is that it is not enough to identify a problem; it is
necessary to assess what the most convenient solution is. So, the argument goes,
we must check that solutions — e.g., a Pigouvian tax — are not more costly than
the problem they are supposed to solve. Although it is apparently reasonable,
this argument focuses only on efficiency. Furthermore, it is based on the assump-
tion that we should assess which solution is preferable by using market prices,
i.e., precisely what is originating the problem. It is difficult to say what the prac-
tical implications of this logical flaw might be. Even if we were to accept the
conventional view that prices provide all the information that is required to for-
mulate relevant choices, when something does not work with the price mechan-
ism and prices provide wrong information, there is no reliable second best and
many odd choices may be deemed reasonable. What is sure is that it is difficult
to believe that wrong prices may lead to right choices concerning how to mend
the situation.

Conventional economists would probably reply in a pragmatic way by
arguing that even though this is logically true, the existing price structure is all
we have: Any action will produce its consequences according to the however-
faulty relative prices that prevail at a given moment. But this is precisely what
the chapters in this book argue against: Relative prices are by no means all we
have. The correct assessment of the benefits and costs of any action requires
more than that. It requires societal goals.

Societal goals are ethical goals. They inevitably exist always and everywhere.
They have to do with how members of society wish to organize human life.
Human life has much to do with material welfare, but it cannot be restricted to it.
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It involves choices that lie beyond that dimension and that cannot be assessed in
terms of relative prices. This issue is pointed out by Berger when he recalls
Kapp’s contention that human rights cannot be priced.

Societal goals, and the non-economic values they include, are not mere con-
straints on how material welfare is achieved. The material reproduction of
society may be achieved in many ways. This is not a subject for some future
society. Economic activity today is characterized by different types of
coordination, as Ramazzotti points out in his contribution. The choice among
them, thus among different criteria to produce and distribute resources, is pos-
sible and, indeed, is what underlies present decisions concerning the welfare
state, as the chapters by Rizza and by Maier-Rigaud et al. explain through
detailed analyses.

Capitalist market mechanisms do prevail, but it is open to doubt that this is
due to iron laws of the economy. Certainly, there are vested interests in favor of
the status quo. Once these prevail, the economy takes on an evolution of its own,
as Wray recalls in his reference to Minsky. But this does not mean that economic
policy cannot change existing priorities: The list of actions that Onaran provides
suggests that it is surely possible to deal with the crisis, its social costs and the
circumstances that determined it, provided we agree on different goals from
those that prevail today. Similar considerations emerge from Couret Branco and
Henriques in their discussion of how to deal with a natural resource such as
water.

Capitalist market mechanisms also prevail for a variety of ideological reasons.
One prominent determinant of pro-market ideologies is vested interests, as
Frigato and Santos-Arteaga explain on theoretical grounds and as Levis et al.
describe with respect to electromagnetic fields. It is possible to contrast this situ-
ation at different levels: first, by acknowledging that firms pursue money gains
quite independently of serviceability; second, by allowing for research to be
carried out that is not subject to vested interests; and third, by assessing research
in the light of possible conflicts of interest.

Pro-market ideology is also the result of intellectual activity and can be con-
trasted on those same grounds, i.e., by questioning the way the economy is
investigated both by theory and by economic actors. Jenning’s suggestion is that
by expanding the way we look at the economy — from short-run to long-run,
from individualistic to social, common, collective, and from rivalry to
coordination and cooperation — we can identify a range of potential economic
arrangements that the prevailing ideology excludes.

Pro-market ideology, Vatn argues, is also favored by institutions that enhance
individualistic behavior. It is, however, possible to privilege alternative institu-
tions, which to some extent already exist: consider not-for profit firms, for
instance, or networks that favor cooperation. The aim is to center the valuation
of economic coordination on societal requirements either by embedding market
coordination within a broader socio-political process, through meritorization
(Elsner 2001), or resorting to forms of non-market coordination of economic
activity.
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As Cangiani points out, pro-market ideologies prevail when people give up
pursuing change because they realize they are deprived of the freedom to choose
how to conduct their lives. Such a freedom involves the ability to choose out of
a given choice context, e.g., how to work — or consume — given the requirements
of a given institutionalized arrangement of the economy. It also involves being
able to decide which choice context is appropriate, and thus whether a different
arrangement is preferable. Such a freedom has a private but also a public dimen-
sion, which consists in the ability to co-determine, with other members of
society, the boundaries of individual freedom as well as the organization and
coordination of interdependent activities.

Openness and change

These themes underlie a straightforward assumption concerning the systemic
openness of the economy and of society. The economy is an open system
because it exchanges energy and matter with the surrounding environment, but
also because it is organized by people. People are economic actors — in that they
produce and consume — but they are more than that. Despite attempts to reduce
them to passive adaptors, people are proactive. They use this ability to solve eco-
nomic problems, but also to provide answers to other questions, such as why and
how they should live. They build a more or less consistent set of beliefs that con-
stitute their culture. All of this affects the way they act and react in all of their
individual and social activities. Openness does not consist of their creativity
alone. It relates to the impossibility of defining once-and-for-all boundaries
between what is economic and what is not. It implies that there is no single way
to arrange the economy and the society it is a part of.

The circumstances that determine social costs show that, although these dif-
ferent arrangements are possible, their realization does not occur just through
willpower. The chapters identify different institutional tiers and hint at the result-
ing complexity of the social environment. While this does not warrant desirable
self-organizing properties, it does suggest that change must take account of the
different tiers and their interdependence.

It is within this framework that institutions are situated. The above framework
implies that no separation can be assumed between economic or non-economic
institutions. Similarly, their effects on knowledge cannot be restricted to one of
these fields alone. Just as in the case of firms, institutions cannot be properly
understood if the distinction between an economy centered on serviceability and
one centered on money gains is disregarded. Institutions cannot be reduced to a
solution to the shortcomings of the market. Their impact on knowledge cannot
be restricted to business goals. Any claim to convergence among different theo-
retical approaches that dismisses these issues is likely to mislead rather than
achieve clarity.

The notion of systemic openness provides an intuitive answer to what society
the book refers to. The existing society obviously is not a homogeneous com-
munity. Conflicts of interest exist and generic reference to societal goals is not
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meant to disregard them. No welfare function that makes everybody happy is
assumed. But it is possible to conceive of different societal arrangements, based
on whatever long-term ends are deemed appropriate: Just as there are no iron
laws for the economy, there are no such laws for society. The societal arrange-
ment that underlies the book is based on a clear value judgment, which draws on
K. Polanyi and A. Lowe, as recalled by Cangiani: Freedom, in its two-fold
dimension — private and public — is both a means and an end for any humane
form of community.
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Part 1

Social costs

At the core of the capitalist economy



1 Social costs and normative
economics!

Paolo Ramazzotti

Introduction

The aim of this chapter is to assess the notion of social costs from an evolution-
ary institutionalist perspective. It argues that: (1) social costs can be defined as
the difference between the actual outcome of a historically defined capitalist
market economy and the outcome desired by the members of society; (2)
markets are only one of the possible coordinating instances in such economies,
albeit the prevalent one, the others including non-profit organizations, the
welfare state, households, etc.; (3) under these circumstances, the assessment
and organization of economic activities requires a meta-coordinating instance,
and the extension of capabilities, as theorized by Amartya Sen, may provide
such an instance.

The chapter is organized as follows. The section that follows briefly recalls
some of the themes of, and problems related to, the conventional theory of social
costs. It stresses that the theory’s exclusive focus on the market neglects import-
ant issues concerning how the market is arranged in the first place. It points out
that, for these issues to be properly treated, it is necessary to draw on external —
with respect to the market — assessment criteria and rules.

The subsequent section specifies the context of the discussion by situating it
in a historically defined economy: a capitalist market one. It contends that the
rationale of such an economy involves treating labor, nature and money as ‘“ficti-
tious commodities’, and that the existence of social costs ultimately depends on
this central feature. Based on this approach, it discusses Kapp’s suggestion that
policy should focus on minimal social requirements. It points out, in this respect,
that any policy that does not aim merely to constrain the market but wishes to
take account of the criteria underlying other coordinating instances — such as the
welfare state, non-profit organizations, families, etc. — must consider that each
one functions according to a specific metric. Thus, a meta-metric is required to
assess the economy as a whole and to coordinate the interaction among the dif-
ferent coordinating instances.

The fourth section, on social costs and society, discusses the nature of the
required meta-metric. Its point of departure is Sen’s presentation of the different
criteria people resort to when they must choose. The discussion stresses that
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choices cannot be reduced to a single dimension — such as (economic) welfare —
and that the economic context may preclude the freedom to choose how to
conduct one’s life. The implication is a qualification of the definition of social
costs: They are determined by economic activities that prevent people from
achieving the capabilities they need to choose how to conduct their lives. In this
perspective, capabilities can be conceived of as a meta-metric to assess the per-
formance of the economy.

The section on compatibilities and economists discusses the implications that
an open-systems approach, such as the one the chapter leads to, has for public
policy and for scholars wishing to devise the required measures. It contends that
systemic openness is likely to involve more alternatives to the status quo than
systemic closure. At the same time, it makes their identification difficult, owing
to the complexity of the interdependence among sub-systems. In the light of
these features, the discussion reasserts the need for a normative approach to eco-
nomic inquiry. The final section draws the main conclusions.

Social costs and ‘the market’

The conventional approach to social costs was to consider them as externalities.
In so far as the market did not register all the effects of economic activity, some
of these effects remained external to it. Externalities were the result of an imper-
fect price mechanism. The implication therefore was to make up for this failure.
Whereas the Pigouvian solution consisted of government action to correct prices,
given that they did not function properly, Coase argued that the market could be
made to work properly.? The reason why the market did not work was that some
property rights were not assigned. Once this problem was solved — i.e., once
property rights were assigned — the market could resume its key function.’?

This solution raised a problem, however. Who was to obtain the property
rights? One answer was that they were to be assigned in order to achieve the most
efficient outcome. Obviously, this answer would not make any sense in a perfect
Walrasian market because any initial endowment allows a Pareto optimum to be
achieved. In other words, it would not make any difference to assign a property
right to one agent rather than another because efficiency would always follow.

Truly, owing to transaction costs, markets were claimed not to be perfect.*
Given this imperfection, how can the potentially most efficient outcome be
assessed? How do we know whether the output achieved through one solution
will be higher than the one we would have achieved through an alternative one?
The answer would seem to be that you assess efficiency according to existing
relative prices. But those relative prices are biased. They reflect the inefficient
allocation of resources achieved by an imperfect market, so they do not provide
an appropriate criterion. In other words, when the allocation mechanism is
imperfect, it is conducive to prices that provide inadequate information, and you
cannot rely on them to correct the mechanism.

This problem was dismissed by stating quite simply that you should not try to
fit actual markets to some ideal. In other words, it would be pointless to rely on
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what Demsetz (1969) labeled the ‘Nirvana approach’.> What you could do was
‘use an ideal norm to provide standards from which divergences are assessed for
all practical alternatives of interest and select as efficient that alternative which
seems most likely to minimize the divergence’ (ibid.: 1). While this sounds reas-
onable, it does not say anything about what the ideal norm is or is supposed to
be. If the norm still refers to the same notion of optimal allocation that is under
attack, with the mere proviso that ‘perfection is not of this world’, this sounds
sensible, but it certainly is not a theoretical innovation: anything is justifiable on
these grounds. Conversely, if that notion of optimal allocation is discarded alto-
gether, what are the grounds for a claim such as: ‘The foundation of a private-
ownership, market-based economy is its generally superior ability to work with
resources as compared with central planners’ (Demsetz 2008: 116), or even ‘the
state has a role to play’ (ibid.)?

In the absence of an appropriate criterion, pragmatic reliance on ‘relative’ effi-
ciency turns out to have no meaning whatsoever. Plausibly, it will refer to the mere
convenience of self-interested agents, but such a criterion is not an alternative to
the Nirvana approach: It simply denies that any phenomenon other than the imme-
diate convenience of single agents is relevant. Paradoxically, the ultimate implica-
tion is that there simply is no scope for social costs: ‘Society might be better off if
the “problem” of social cost had never been discovered’ (Rowley 1978: 13).

The above approaches are centered on the assumption that social costs exist
because some things do not have a price tag. There are two reasons that may
account for such a situation. The first one, which underlies the above approaches,
is that the market does not function properly. The second one is that the market
is simply unable to register some phenomena. An important example of this case
occurs when some circumstances transcend the very rationale of the market.
Consider human rights. Although we may conceive of a market where children
are allowed to work so that a price (a wage) is determined for the ‘child work-
force’ commodity, this situation clashes with the generally acknowledged right
of children not to work. Thus, even though a price tag exists, it is still possible to
claim that the way the market is arranged leads to a specific social cost on the
grounds that child labor is inconsistent with social values.®

Whether child labor is allowed or not, the market functions subject to rules
concerning the overall setup of the economy: Some transactions may be forbid-
den, some property rights may be denied, some other rights may be acknow-
ledged. These rules underlie the legal-economic nexus which determines the
boundaries and the specific features of the market.” Under these circumstances,
there actually is no market as such, but a wide range of possible markets, each
one defined by its legal-economic nexus. Furthermore, whatever the criterion
used to define allocative efficiency, the latter will depend on the specific charac-
teristics of the market as they are determined by the nexus. You cannot compare
the efficiency of these different market setups, just as you cannot compare con-
sumer choices associated to different lexicographic preferences. Another way to
state this is that you cannot assess the efficiency of resource allocation independ-
ently of value judgments concerning the way that allocation should be arranged.®
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While the more conventional views attach social costs to the malfunctioning
of a given market, the approach outlined here stresses that the latter must meet
requirements that are defined by society, i.e., that are independent of the market
as such. In the traditional approach, social costs occur because of imperfections
within the market; in the legal-economic nexus approach they occur because the
external criteria that determine the way the market is arranged do not adequately
reflect social values. Let us see why this may occur.

Social costs and the capitalist market economy

What market?

What metric do markets use? In general, markets tend to be considered
coordinating instances based on relative prices. Even when we refer to markets
in terms of contracted exchange, however, relative prices need not be the only
possible, or indeed the actual, metric used. In order to continue our discussion,
we therefore need to specify what kind of market we are talking about.

In what follows we refer to a capitalist market economy. In such an economy
commodities are produced in order to obtain a money profit. Businesses acquire
money that they use to pay for the materials and labor force required for produc-
tion. Their aim is to sell the resulting commodities in order to gain an amount of
money greater than the one originally advanced.” Businesses must make money.
What they do with the money they gain is a secondary — and in the first instance,
irrelevant — issue: indeed, the main goal is to increase the value of existing
capital, not that of gaining access to ever more consumption goods.

Since the ultimate goal is to achieve a money gain, a commodity must be prof-
itable to manufacture and sell: it must have an exchange value, which is concep-
tually distinct from its use value. If a commodity ceases to be profitable — if its
exchange value is inadequate — it eventually will stop being produced. It is no
surprise, therefore, that people may lack nutrition, shelter or health. Basic goods
required to ensure these conditions may not be supplied because, although they
may be desperately needed, it just may not be profitable to produce and sell them.

Three key commodities in capitalist economies — labor, nature and money —
do not match this requirement: their supply does not reflect their profitability.'’
When the availability of workers exceeds their demand from businesses, workers
do not cease to be produced and the price for labor may drop below subsistence
or, alternatively, unemployment may ensue. The case may be that the economy’s
overall wage bill is not sufficient to pay for the subsistence of all available
workers. Under these circumstances three situations may occur: people live in
dire conditions and may even starve to death; people disrupt society in order to
survive; or society somehow bears the cost of their subsistence. In the latter case
there is a gap between the wage bill and the (overhead) cost that society must
bear (Clark 1923; Stabile 1996). Obviously this would be labeled a social cost
and it is no surprise that on many historical occasions the effort was made to
restrict the ‘allocation’ of people as if they were a commodity.
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Similar considerations apply to nature and money. Because the supply of
natural resources is not determined as it is for normal commodities, their prices
may lead to the irreversible depletion of the environment required for survival.
Society will inevitably suffer the feedback of nature’s disruption by bearing a
cost that the economy does not take into account. Finally, the price of liquidity —
thus, not only money but also financial assets — is often characterized by posit-
ive, rather than negative, feedbacks: As prices for these assets go up, their
demand does not drop but rises along with supply, leading to the financial
bubbles that have become so frequent over the past decades. The consequences
may be both the over- or under-production of financial assets, and the resulting
financial instability (Minsky 1957) will produce social costs such as lower
incomes and unemployment.

Another feature of a capitalist market economy is worth pointing out. The
pursuit of money gains involves continuous innovative activity. Innovation con-
cerns production (in achieving economies of scale or scope, as well as gaining
strategic control over the high value added phases), technology (through process
and product innovation), marketing (through the identification of unsatisfied
wants as well as through their very creation), finance (through the creation of
new financial instruments, often with the aim of circumventing extant regula-
tions)'! and the ‘rules of the game’ underlying the legal-economic nexus. While
innovative activity qualifies our discussion of how social costs arise, what is
most important about it is that it continuously changes the boundaries of specific
markets and of the market as a whole. Business constantly redefines not only
property rights but the overall features of the legal-economic nexus.'? It is there-
fore somewhat of an understatement to consider social costs as the consequences
that bear on society because of economic activity. It is more appropriate to
consider them as resulting from the specific features of the money-making
rationale of the capitalist market. They are not just determined by the
(insufficient or inappropriate) assignment of property rights or by an inadequate
recognition of distributional issues by the legal-economic nexus. They result
from the inconsistency between the constant attempt by business to maintain the
commodity status of labor, nature and money and the persistence, over time, of a
socially inclusive society. This is why Kapp’s book deals with the social costs of
business enterprise.

Business and minimal social requirements

Given these general premises, however, how are we to deal with the social costs
that a capitalist market economy leads to? Kapp’s (1978) suggestion is to define
minimal social requirements that act as constraints on market practices. In practice,
this prescription remains important and viable even though many oppose it on
strictly ideological grounds. It suggests that the definition of a legal-economic
nexus that avoids social costs basically is a matter of ethical choice.

On more general grounds, however, this suggestion may require a few quali-
fications. What are the minimal social requirements for pollution, for instance:
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the probability of any minor affects or the probability of serious illness? Are
only human concerns taken into account or should other forms of life be con-
sidered? What are the relevant probability intervals to decide when there actually
is a risk? These are not strictly technical issues; they involve a value judgment,
and who is to decide over these matters is a critical issue.

How to decide about these issues in no less a problem. Consider, for instance,
the income-related cost of being unemployed. This can be dealt with in a variety of
ways: workers may enjoy some type of private — for profit — insurance; the welfare
state may provide them with subsidies by redistributing income; their families may
support them; they may be assisted by some charitable — non-profit — association.
Each type of solution affects the size and the arrangement of the market. When the
scope of the market is restricted — i.e., when it does not coordinate all economic
activities — alternative forms of coordination are required, based on criteria differ-
ent from those underlying the market: families and charitable organizations gener-
ally operate on the basis of solidarity; welfare states may operate on the basis of
solidarity and/or equity; central planning may resort to some notion of efficiency.
Each type of coordination, in turn, requires an appropriate metric.

Although the market has a dominant role in a capitalist market economy, if
other coordinating instances are assigned specific tasks, the issue arises of how
these coordinating instances relate to each other. Obviously, if the goals pursued
— and the criteria to assess them — differ, it is not appropriate to compare differ-
ent coordinating instances. Thus, while it may be sensible to compare a private
and a government-owned company in terms of their profitability when the sole
task they are assigned is to make a profit, the same comparison is misleading if
the two companies are assigned different tasks — for instance, if a government-
owned company is assigned the task of establishing an infant industry that a
private, profit-pursuing one would not deem convenient to set up. In the
unemployment-related example above, while the company that provides private
insurance needs to be profitable, a public agency may need, at the very least, to
balance its budget and, under some circumstances, may even be a channel for a
deficit-spending fiscal policy.

The relevance of this issue emerges especially when different goals — associ-
ated to different metrics — clash.” Indeed, a great deal of opposition to non-
market coordinating instances is that they preclude the proper functioning of the
market; consider, for instance, Okun’s (1975) open bucket metaphor whereby
there is a trade-off between equity and efficiency.'

A more relevant case is provided by Kalecki (1943), who argues that full
employment policies eventually undermine the bargaining power of capitalists,
thereby leading to negative expectations and a drop in investment. Whether the
choice is between the desired goals (private profitability and full employment) or
between alternative solutions to the clash, a criterion is required to choose.
Granted that the clash arises because the goals pursued are based on different
coordinating criteria and metrics, a meta-metric is required to judge what the best
way to proceed is. In the limit case where no solutions to the clash exist, the
choice may be between private profits (with unemployment) and full employment
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(with socialized investment).”” The conventional view is to use the market metric
as the meta-metric, which would lead to the choice of private investment. But
while the choice of this metric is legitimate, it is neither the only one nor, a priori,
the best one.

The clash between the rationale of the market and societal values is a distinc-
tive feature of K. Polanyi’s studies and of his notion of the double movement.
According to Polanyi (1944; 1957), the self-regulating mechanism of contracted
exchange renders the market autonomous relative to the society it is a part of.
This autonomy eventually leads to the subordination of societal values and to a
situation where the market is not embedded in society anymore; quite the con-
trary, it is society that is embedded in the market. The autonomy of the market
determines a reaction from within society and the attempt to restore the subordi-
nation of the former to the latter. In some instances, this attempt may produce a
stalemate that disrupts the polity and society. Although the implication is that
the above problems tend to be less economical than political, some specifically
economic considerations may be worth focusing on.

As I mentioned above, Kapp’s (1978) and Polanyi’s (1944) suggestion is that
there are commonly accepted social priorities which should not be subordinated
to the rationale of the market. They are not reducible to the money metric, so
that economic accounts, whether of micro units or of a country as a whole, are
inadequate when it comes to assessing social welfare. Indeed, if we think of
nutrition, shelter or health, this would seem to be reasonable, although even
these fundamental living conditions are far from being generally acknowledged
to be social priorities.

This is where our discussion of the meta-metric is important. A criterion is
required to identify societal priorities, i.e., what is wanted and what is not. It
must not be bound to specific coordinating instances but it must take account of
their existence. It must acknowledge that societal priorities may constrain the
functioning of the market to the point that a clash is envisaged between the
market metric — money profit — and non-market constraints. The function of a
meta-metric, therefore, is to assess the overall priorities in the light of the differ-
ent goals that markets and society pursue.

A meta-metric also allows the assessment of priorities when — as envisaged
by Kapp — distinct social requirements are identified and coexist, each one
dealing with a specific issue. This is particularly important when we take into
account issues that are not strictly related to basic goods or elemental living con-
ditions, such as urban congestion or car accidents.

As I shall argue later, the systemic openness of the economy does not warrant
a mechanistic view of the market, whereby social constraints either allow or pre-
clude its ability to coordinate some activities. Nonetheless, a coordination of dif-
ferent coordinating instances — e.g., markets, welfare state, non-profit
organizations, households, etc. — is important to achieve consistency for the
economy as a whole.

From the perspective here outlined, social costs can be depicted as the effects
of business-related activities that are not only unwanted — according to some



22 P. Ramazzotti

societal criterion — but also avoidable. The problem is how to assess what is
unwanted and whether it is avoidable. I will discuss these issues in the following
and subsequent sections.

Social costs and society

Economic agents or members of communities?

In conventional theory social costs may be deemed unwanted if a gap exists
between individual and social welfare. Although it may be difficult in practice to
measure these two types of welfare, they are conceptually clear in so far as they
reflect utility maximization with given preferences.'® While the origin of such
preferences remains an open issue, the true problem with this approach is the
restrictiveness of the assumption that only preferences matter for choice.

Sen (1982; see also Sen 1993; 1999) argues that there is no reason to believe
that individuals choose on the basis of their preferences alone. Other criteria act
upon choice. Thus, whereas | may want to smoke, so that utility maximization
would require me to do precisely that, I may also be concerned that it is bad for
my health or that it may be inappropriate to force other people to breathe my
smoke.

Sen (1982) points out, in this respect, that individuals may be egoistic but
they may also be concerned about other people’s conditions. One type of concern
is sympathy, which involves that the individual’s personal welfare is directly
affected by those conditions. In order to increase her personal welfare, the indi-
vidual will behave so as to increase/reduce the welfare of the people she likes/
dislikes. Another type of concern is commitment. In this case, the individual’s
personal welfare is not directly involved. Her behavior depends on what she
deems appropriate, independently of whether it will affect her welfare in one
way or another.'” This means that her general views of what is right and what is
wrong may make her behave in a way that is inconsistent with her personal
welfare.

Sympathy involves caring about others. Some people may care about human-
ity as a whole, while others may care for nobody at all. In general, however, it is
likely that sympathy will depend on how many people someone is in touch with,
i.e., the number of people in her family, at work and in the other communities —
religious, political, recreational, etc. — she is a member of. It will also depend on
the intensity of her interaction with those people. Thus, her ‘sympathetic’ — as
opposed to strictly egoistic — behavior will depend on the network of social rela-
tions that she is embedded in.

Commitment involves a less emotional relationship between the individual
and her surrounding environment. She need not care about other people but she
does judge whether the world she lives in meets her moral expectations. What-
ever her views of how things should be, they affect her behavior. In other words,
once commitment is a possible feature of behavior, the individual inevitably
chooses — explicitly or implicitly — whether to take account of circumstances that
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transcend her personal welfare. Commitment, however, depends not only on the
moral conceptions of the individual — thus her views concerning how things
should be — but on her understanding of how things actually are. For instance,
her commitment against on-job mortality is likely to depend on how informed
she is about such phenomena, thus on the availability of information and on her
degree of literacy. Interaction with others — communication, dialogue, etc. — is
also likely to affect her views. Just as for sympathy, her behavior depends on the
social environment she is embedded in.

Given the above-depicted features of individual behavior, the criteria people
resort to in order to assess the economy may depend on their egoistic wants but
also on their views concerning what is appropriate for them (their needs), for
their acquaintances or for society as a whole. Following the textbook representa-
tion of consumer behavior, for instance, a hungry individual may choose whether
to eat meat or vegetables according to her taste for these types of food and to
their (relative) price. She may also wish to take account of their nutritional
characteristics, however, which means that, although she likes one type of food
more than the other, she may eventually choose the other because it is healthier.
On similar grounds, the consumer may like one type of food very much but may
feel concerned, on humane or moral grounds, about working conditions in that
industry: For instance, she might prefer to eat junk food because of its orga-
noleptic qualities, but chooses not to eat it because the companies that supply it
operate like sweatshops.

Thus, the consumer may choose in relation to quite a few variables. Depend-
ing on which variables she deems important, she may rank all her actions in
more than one way. In other words, what she chooses to do depends not only on
her preferences but on her meta-preferences as well.

Let us continue to look at our consumer. Given her moral views concerning
how workers are treated, her behavior need not be restricted to the choice
between eating junk food or substituting it with some other food. In order to
make sure that the food people buy meets her humane requirements, she may
choose to involve public opinion. She may also act in order to have new laws
passed against working conditions she deems unacceptable.

The same applies to a worker. She may bargain over the money that the firm
must pay her, but she may also be concerned about the real value of her wage,
with all that this implies in terms of business strategy as well as industrial and
macroeconomic policy. Her concern may even transcend her direct gain and
include what the firm does: whether the products it manufactures are safe;
whether it carries out strategies that may be harmful to the community (e.g., the
way it builds and manages an oil rig in the Gulf of Mexico); whether it invests in
oil-derived fuels rather than in less polluting types of energy.

This leads us to the conclusion that the classical separation between the indi-
vidual as a consumer and the individual as a citizen does not hold. When people
do not like a commodity simply because it does not meet their preferences, they
choose not to buy it. When they believe that the same commodity may be
harmful for the health of the community or that it may clash with the moral
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concerns of others, they may well choose to inform and convince others not to
buy those goods. In this case they are neither just voting with their money, i.e.,
by buying one good rather that another, nor are they (necessarily) acting through
the polity, i.e., choosing policy-makers who will eventually change the market
according to what meta-preferences — values, in this case — prevail. They are
conducting direct actions to promote a different understanding — and, eventually,
a different arrangement — of the economy. They are disrupting the conventional
separation between economy and polity.

Three points are worth noting, here. First, since individuals choose according
to different criteria — strict self-interest, sympathy, commitment — it is not pos-
sible to draw conclusions concerning their personal welfare from what they buy.
Furthermore, precisely because they may be concerned about circumstances that
lie beyond the price and quality of the goods they can buy — when someone
thinks about switching the television on in order to relax, she may also be con-
cerned about whether the required electricity is generated with a polluting tech-
nology — their choices may involve more information than the market is fit to
supply. Extra-market information is just as important as market information. In
fact, in many cases people not only need information from the market, they also
need information about the market.

The second point is that, since people cannot formulate satisfactory decisions
on the basis of preferences alone, the very criteria underlying choice need not be
mutually consistent,'® so that there is more to choosing than just processing
information in order to achieve maximization. It is no wonder, therefore, that,
according to Sen (2004: 4): ‘Rationality is interpreted here, broadly, as the dis-
cipline of subjecting one’s choices — of actions as well as of objectives, values
and priorities — to reasoned scrutiny.” This ‘loose’ conception of rationality
reflects the condition whereby people may have a bounded understanding of the
world they live in, especially if their social and institutional environment pre-
vents them from taking advantage of all possible opportunities.

An extreme case of bounded understanding is provided by Sen’s (1999)
example of a woman who, having internalized her subordinate role in society,
cannot imagine that an alternative to the status quo is possible — she will be
content with what she has rather than lamenting the situation she is in. Truly, she
does not suffer any dilemma. She is unaware of her unawareness. But this is not
the outcome of a choice of hers; her bounded understanding prevents her from
identifying an appropriate choice context.

It is important to consider that the same type of problem may prevent people
from identifying social costs, i.e., they may be unable to realize that some
unwanted effects of business-related activity are also avoidable. Whether an
individual is obliged to take the status quo for granted or is able to conceive of
possible alternatives depends on her capabilities, i.e., on the set of possible com-
binations of actions that she can take.

The final point is that the conceptual distinction between the economic and
the ethical dimensions does not mean that they are separated in practice. Busi-
ness does not just comply with the wants of its customers. It also tries to change
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those wants by acting on how customers understand their choice context. In so
far as it wishes to direct the polity to its advantage, it acts on the ethical and
political views of the citizenry. More generally, people — be they businessmen or
plain citizens — do not only vote for policy-makers so that the latter set the rules
of the game that those same people will eventually play as economic agents.
People interact by communicating, discussing and scrutinizing each others’
views in order to assess whether the economy — and the polity — match their
overall views and concerns. They may act directly to change the existing setup
of the economy, in its factual if not legal aspects. The distinction between ‘rules
of the game’ and ‘game’ should not be mistaken for a separation; the rules of the
game are determined while the game is played, sometimes by sow the game is
played. They may reflect egoism, sympathy, commitment.

These three points are different ways to look at one issue: Markets are not
systemically closed and what economic agents do cannot be understood inde-
pendently of the more general (historical, social and natural) environment they
are a part of. The relevance from the perspective of social costs is that these
costs cannot be identified in terms of market-related welfare as in the conven-
tional approach. Pigou’s (1932) original distinction between economic and
general welfare is misleading even as a working hypothesis. What people view
as their welfare depends on how they relate to the world they live in.

Capabilities and social costs

This leads us to a rather important conclusion. The definition of social costs, in
terms of a gap between potential and actual welfare, implicitly acknowledges
that, as I mentioned above, they must be unwanted and avoidable. But in order
to be unwanted, they must be identified, and in order to be identified people must
have the appropriate capabilities. So, along with the social costs Kapp and
Polanyi had in mind, which were basically related to elemental living conditions,
a new category emerges from the above discussion. Social costs include the lack
of capabilities that prevents people from being aware of possible welfare
improvements. We might refer to this as the lack of capabilities that prevents
people from being aware of that very lack of capabilities.

When people have the capabilities that allow them to find out what their
potential welfare is, another category of social costs can be identified. These
costs are associated to negative effects that were not previously perceived or that
were considered as the inevitable side-effects of some desired goal. Let us con-
sider these in greater detail by going back to a question asked before: are car
accidents a social cost?

From a conventional perspective, it is possible to argue that the probability of
a car accident can be computed, or at least figured out. Whoever chooses to use a
car therefore knows that she is taking that risk and is, even if implicitly, assess-
ing the costs and benefits of such a choice. In other words, she is aware that,
although cars have (potentially) negative effects, it may nonetheless be worth-
while to use them. The question this approach does not address is whether an
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alternative is possible. Are less dangerous cars possible? Could public transport
substitute private transport and reduce the risk of accidents?

Obviously, I am not concerned with these questions as such. What I wish to
point out is that people need not be — and often are not — concerned with the
‘here and now’ alone. They may want to think about possible alternatives and
pursue them. Under these circumstances, even though people currently use cars
and, given the present circumstances, would not think of doing without them, it
makes sense to ask whether some different arrangement of economic activity
would be more desirable. If we acknowledge that cars have negative effects and
that some envisaged alternative may be less damaging, then it is appropriate to
classify car accidents as a social cost; the envisaged alternative may change
people’s views as to the inevitability of their use.

Alternatives that appear to be better than the status quo may eventually turn
out not to be so. Decisions are taken ex ante, which always implies some degree
of uncertainty. This applies in all cases, including the choice of maintaining cars
rather than opting for the alternatives. What is important, however, is that people
must be able to question the status quo, seek alternatives, assess them in terms of
a meta-metric they deem appropriate and, finally, choose how to proceed. The
identification of these types of social costs, therefore, is the outcome of a delib-
erative process. People must be able to understand what is at stake and to judge
according to their value systems. In this sense, while the previous types of social
cost can be classified as ‘basic’ social costs, in that they preclude the very pos-
sibility to choose how to conduct one’s life, this type of cost can be classified as
a ‘freedom-related’ cost, in that it emerges as a result of the freedom that people
acquire.

The distinction between these two types of social costs may give the impres-
sion that they can be dealt with independently of one another and, possibly, that
the ‘freedom-related’ ones are not as important as the basic ones. The fact is that
basic social costs can be identified precisely because they prevent people from
choosing how to conduct their lives. In other words, they prevent the identifica-
tion of freedom-related social costs. In this perspective, the freedom to choose
how to conduct one’s life — and to identify freedom-related costs — is an end in
terms of which it is possible to identify basic social costs. It is a term of refer-
ence to assess the performance of the economy and of economic policy.

The removal of social costs requires a decision concerning which coordinating
instance is more appropriate to carry out each type of economic activity. The
decision does not involve a mere reorganization of the market but a redefinition of
the relation between the market and other components of the economy such as the
welfare state, non-profit organizations, families, etc. By defining the boundaries of
the market and how it must interact with these other components, it therefore
determines what is deemed the appropriate degree of systemic openness of the
market. In Polanyian terms, this involves determining not only whether, but also
how, the market must be embedded in society. In so far as the removal of social
costs affects the way that distinct components of society interact, it impacts on the
social, as well as on the material, reproduction of society.
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Compatibilities and economists

In the previous section I argued that it is possible to decide whether and how
some features of the economy are unwanted. Let us now consider whether they
can be deemed avoidable.

Economic theory has long discussed the failure of a capitalist market
economy to achieve desired goals such as full employment, growth stability, a
socially just distribution of income and wealth, ecological sustainability and
other aspects of economic welfare. In most instances what emerged was that
public action was required and that, in some instances, it led to positive sum out-
comes: full employment policies would provide more jobs to workers but would
also raise the profits of firms; welfare provisions improved the living standards
of people but, in so doing, increased social cohesion, thereby leading to higher
productivity and to positive expectations by investors. In many cases the rela-
tionship between efficiency and equity turned out to be a synergy rather than a
trade-off. Market-centered criteria were consistent with the ends derived from
other, non-market, criteria."

Granted that these issues are very important, it is also important to consider
that social goals may be more far reaching and/or that, in some instances, they
may be inconsistent with market goals. What conventional economists connote
as trade-offs do occur. What is wrong with the notion of trade-off is not that dif-
ferent goals may clash, but the a priori pretense that the choice between them
should be based on relative prices, i.e., on a market metric.

The theoretical suggestion underlying the approach of this chapter is that
social accounting should be based on a criterion — the social inclusion and
empowerment of all the members of a community — that is distinct from the con-
ventional market-centered one. More specifically, the key contention is that
social costs arise precisely when the use of the latter criterion contrasts the goals
that the former would put forward. It is not possible to separate the areas that
these criteria refer to because, although, as I argued above, a capitalist market
economy has a rationale of its own, it is nonetheless part of an open (nearly
decomposable; Simon 1981) system and, in one way or another, interacts with
the other sub-systems. What is at issue, therefore, is — following Polanyi (1944)
— what kind of interaction should prevail, i.e., whether social priorities should
subsume the economy or the other way round.

The conventional view considers that some problems may be solved either by
constraining the economy (usually at a cost) or by relying on the resources that
the economy makes available. Systemic openness,?® on the other hand, suggests
that this mechanistic view is misleading, and that the economy may be arranged
in a variety of ways. It suggests that we may grasp a broader view of how the
economy affects the social and natural environment. An economic system is
open because it interacts with its surrounding environment, through the exchange
of matter, energy or information. Consequently, the economy affects the quality
of life not only through prices and the supply of goods and services. It also
affects it through the feedbacks of the social and natural environment. Racism,
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as Myrdal (1962) pointed out years ago, is an economic phenomenon not just
because it reflects the way the economy is organized, but also because it feeds
back on the quality of life either by acting on strictly economic variables such as
prices and the provision of goods and services or by determining undesired con-
sequences such as a shorter life expectancy. The same applies to completely dif-
ferent phenomena such as the depletion of the ozone layer or what is generally
called international peace keeping.

Precisely because of systemic openness, the effects of economic policy may
affect the overall quality of life. Given the strong relation between the material
and the social reproduction of society, it is most likely that different arrange-
ments will affect sections of society in different ways.?! Negative reactions to
change are definitely possible. Actions that aim to protect vested interests,
however, should not be confused with technical impediments to change. The
dynamic nature of a capitalist market economy implies that whenever business is
constrained it seeks new ways to achieve its money gains. In some instances they
consist of new economic activities that overcome the constraints, in others they
consist of rent seeking to bypass them. The evolutionary nature of this process
entails that there is no arrangement that avoids social costs once and for all, but,
as Stanfield and Carrol (2009: 11) point out, ‘While it is true that any regulatory
scheme tends to bring forth efforts to evade control, this only means that regula-
tion must be continuously reformed not that it must be abandoned.’

A critical issue, however, is whether — quite apart from social and political
reactions — technical impediments to economic change exist and what they
consist of. In order to clearly understand what is at issue, note that the openness
of the economy involves myriad possible variables which may or may not inter-
act in a variety of ways at any given moment. In other words, the openness we
are concerned with is characterized by complexity,” whereby ‘An open system
is one where not all of the constituent variables and structural relationships are
known or knowable, and thus the boundaries of the system are not known or
knowable’ (Dow 1996: 14).

This specific aspect of systemic openness provides quite a few insights. First,
since the boundaries of a system are never given once and for all,” it is not pos-
sible to provide a once and for all assessment of how constraining a given struc-
ture actually is. More specifically, in so far as the system is engrained in a
historical process, these boundaries are subject to change in rather unpredictable
ways. As Schumpeter (1911) argued a century ago, capitalism involves a process
of creative destruction — that is, a constant rearrangement not only of how avail-
able resources are used but also of how they are produced. Although his analysis
was restricted to business in a capitalist market economy, it does suggest that
change occurs, and sometimes in most unpredictable ways. Indeed, the a priori
assumption that technical impediments cannot be overcome is at odds with the
historical record of the evolution of technology.

Second, aside from how it affects a system’s boundaries, it is the very nature
of novelty that is unpredictable. The learning process, whereby the structural
relationships become knowable, is itself an open system. This means that human
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learning allows people to identify connections, relations and potential innova-
tions as it proceeds. Human learning need not be bounded by the extant bounda-
ries of the economy, it may transcend them, thereby affecting society as a whole.
Market-oriented entrepreneurs need not be the only innovators. What appears to
be an impediment today may turn out not to be so in a subsequent period.

Third, systemic openness involves the need to establish heuristic boundaries
in order to make sense of reality: Although everything is connected to every-
thing else, you must eventually choose when to conclude — if momentarily —
your inquiry, thus what will fit in and what will be left out of it. Hence, when
you choose to investigate an issue and you attempt to identify what is relevant to
that end, you can never be sure that you are not missing something. Models that
depict the economy are possible only in so far as they formulate assumptions on
some structural features of the economy. These assumptions allow us to grasp
aspects of the economy but the extent to which we should take them for granted
depends on how far we are willing to go in order to achieve our goals. In other
words, while in a closed system one may expect no other structure to be pos-
sible, in an open system such a belief would be unwarranted. The acceptance of
a given structure — which ultimately means that one chooses to abstain from
further investigations on possible alternatives — is discretionary; it is a matter of
value judgment. It depends on the questions we ask and the priorities we set. It
ultimately reflects our (moral) value judgments, concerning what we wish to
achieve, and our (cognitive) value judgments,* concerning how we expect to
grasp the reality we live in: ‘Valuations are always with us. Disinterested
research there has never been and can never be. Prior to answers there must be
questions. There can be no view except from a viewpoint. In the questions raised
and the viewpoint chosen, valuations are implied’ (Myrdal 1978: 778-779).

Systemic openness suggests that alternatives to the status quo may exist, but
the very nature of openness prevents us from identifying them in terms of an
organic and consistent arrangement. Owing to the great many interdependencies
there are in a society, a new societal setup may be difficult, if not impossible, to
envisage.

In most instances the existing organization of the economy and of society
simply does not allow people to envisage possible changes, thereby leading to a
view of the world which very much resembles that of the subordinate woman
discussed by Sen. Even if we leave aside this extreme case, it is worthwhile to
recall that the above discussion of sympathy and commitment emphasized that
these types of behavior — thus, the choices they involve — depend on the social
environment individuals are embedded in. This embeddedness, in turn, depends
on the capabilities that the environment warrants.?

Viewed from this perspective, social costs are not the peculiarities or theoret-
ical conundrums that lie at the margins of economics. They are the key issues for
whoever investigates the economy in order to establish a more humane society.
They have to do not with marginal changes in an otherwise ‘well behaved’
economy, but with issues such as unemployment, lack of basic education,
unhealthy living conditions, on-job accidents, lack of proper housing and unfair
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income and wealth distribution® that prevent people from choosing how to
conduct their lives.

Efforts to remove social costs and the structural constraints that are associated
with them greatly depend on the willingness of scholars to consider these issues
as the points of reference for any change in the direction of a more humane
society. In other words, only a normative approach to economics will allow
scholars to go beyond the boundaries that conventional knowledge sets and to
deal with Keynes’ remark that ‘The difficulty lies, not in the new ideas, but in
escaping from the old ones, which ramify [...] into every corner of our minds’
(Keynes 1936: xxiii).

Conclusion

The notion of social cost is still open to debate. Different theoretical approaches
tend to look at the issue in different ways. This would not be a problem if it testi-
fied to the liveliness of economic thought and debate. Unfortunately, this is not
always the case. The variety of treatments of the social cost issue reflects the
neglect of some approaches, thus the persistence of open issues. It is somewhat
daunting that Kapp’s work should be ignored by well-known scholars, despite
his important contribution to this topic.

This chapter has tried to put together some of the key issues that emerge from
the literature. It did not pretend to provide a full-fledged survey. It did try to
point out some major shortcomings in the theoretical debate which remain to be
discussed. The key issue the chapter focused on is the need for a criterion to
assess the performance of the economy. Given the internal inconsistencies of the
mainstream approaches outlined at the outset, it focused on the contributions of
Kapp, Polanyi and Sen. It pointed out that while it is important to understand
how markets function in a capitalist market economy, the latter cannot be
reduced to them. Economic activity is coordinated by a range of other sub-
systems, each one according to its priorities and criteria. This raises coordination
problems for whoever wishes to carry out a policy that avoids social costs. It
also raises the question: What are the priorities of society as a whole?

Amartya Sen’s notion of capabilities provides important insights on what
public policy should be concerned about, which provides the basis for a depic-
tion of social costs as the negative effects that the capitalist market economy has
on capabilities. This notion of social costs encompasses Kapp’s, and in practical
terms it would be difficult, today, to distinguish the policy implications that the
two approaches would have for most countries. It goes beyond Kapp’s notion of
minimal social requirements, however. On the one hand, it suggests that the
struggle against social costs should not consist only of constraining markets, but
that it involves an active coordination of the economy as a whole. On the other,
it suggests that, given the present economic and environmental crises, a clearer
view of what the policy objectives are — from the social cost perspective — will
contribute to the avoidance of the dramatic stalemate — pointed out by Polanyi —
that the clash between market requirements and societal values may lead to.
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Notes
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A preliminary version of this chapter was presented at recent EAEPE, STOREP and
AISSEC conferences. I wish to thank all the participants who commented on it. I also
wish to thank Michele Cangiani, Wolfram Elsner, Vinicio Guidi and Pietro Frigato
for their comments. The usual disclaimer applies.

Aguilera Klink (1994), however, argues that the antagonism between Pigou and Coase
is overstated and should be traced back to how Coase’s followers interpreted his
views.

Even when this was not possible, institutional setups were to reflect the market
requirements of the actors involved (cf. Coase 1988a).

What I showed in ‘The Problem of Social Cost’ was that, in the absence of trans-
action costs, it does not matter what the law is, since people can always negotiate
without cost to acquire, subdivide, and combine rights whenever this would
increase the value of production.... Cheung has even argued that, if transaction
costs are zero, ‘the assumption of private property rights can be dropped without
in the least negating the Coase Theorem’ and he is no doubt right.

(Coase 1988b: 14-15)

In practice, those who adopt the nirvana viewpoint seek to discover discrepancies
between the ideal and the real and if discrepancies are found, they deduce that the
real is inefficient. Users of the comparative institution approach attempt to assess
which alternative real institutional arrangement seems best able to cope with the
economic problem.

(Demsetz 1969: 1)

Passas and Goodwin (2004) provide an extensive treatment of situations such as the
ones discussed here. The title of their book — /t’s Legal but it Ain’t Right — vividly
stresses the inconsistency between various economic practices and the values of
society.

There are no absolute or given costs, only a cost—price structure which is a func-
tion of the interplay of demand and supply, which in turn is a function of the
opportunity—set structure which in turn is a function of the power (rights)
structure.

(Samuels and Schmid 1997: 234; see also Bromley 1989)

Based on this view, the reason why the assignment of a property right was problem-
atic in the Coasian case was that no such value judgment was formulated.

Marx referred to this as an expanded economic reproduction, i.c., one based on an
M-C-M' (Money—Commodity—Money + surplus) process. You begin with money that
you use to buy commodities which will have to be transformed into new commodi-
ties. These will eventually be sold in order to obtain a greater amount of money. This
process is contrasted to simple reproduction, i.e., a C—M—C process, where commodi-
ties are turned into money only to obtain other commodities. Note that a third process
is also possible where production is left out because the ultimate goal of making
money may be achieved without it. The process then becomes M—M', financial specu-
lation being a special, if prominent, example. A major implication of these qualifica-
tions is that the goal that business pursues is not profit alone but wealth, where the
latter includes all other money gains that are not associated to production.

Polanyi (1944) refers to them as ‘fictitious commodities’.

Innovation in production is generally associated with the pursuit of profit through
changes in technology and in the impact of transaction costs. An insightful alternative
approach, from a business-oriented perspective, is provided by Jacobides and Winter
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(2007), who stress that money profit is only one possible type of money gain and that
the pursuit of rents may be much more important than action on technology and costs.
For innovation in finance, see Minsky (1957).

Under these circumstances, reliance on ex ante restrictions reflects a substantial
neglect of the key role that innovation has in modern capitalism.

Different goals and different coordinating instances need not clash, as I will argue
later. Such a circumstance, however, is not warranted.

Despite its importance in the literature and its intuitive appeal, the metaphor is based
on an assumption that is seldom made explicit and that greatly reduces its generality:
While different goals may happen to be mutually inconsistent — or at least, they may
cause friction — the notion of a trade-off implicitly assumes that the metric required to
assess the problem is relative prices. It therefore takes the extant distribution as the
terms of reference, whereas what the equity issue suggests is that it is precisely that
specific distribution which is at the root of the problem.

On strictly economic grounds, private profits would be enhanced by a higher level of
aggregate demand, so that there would seem to be no reason to claim that full employ-
ment clashes with private profitability. This is why Kalecki specifically refers to these
issues as political aspects of full employment.

I do not wish to downplay the difficulties associated with the dramatic conclusions of
Arrow’s Impossibility Theorem. What I wish to argue is that major problems lie
elsewhere.

Sen (1982) provides the example of torture. If we are against it because we suffer for
the people who are tortured, that is sympathy. If we believe that torture should be
banned because it is wrong, even though we may not be affected by what tortured
people must bear, that is commitment.

As Hirschman (1984) points out, an individual’s views on some action — such as
smoking — generally reflect different types of judgment.

One of the reasons why Italian industrial districts intrigued many scholars is that they
seemed to allow for the convergence of interests between a community of people and
a population of firms (Becattini 1990). The fragility of this convergence is discussed
in Ramazzotti (2010).

See Kapp (1976) for a discussion of the ‘open-system character of the economy and
its implications’.

As Etzioni points out, conflict is indeed possible but, while it does lead to change, it
need not be disruptive of a social community:

We see room for conflicts within a community; classes within society. And while
any other societal structure or equilibrium may be upset, society as a community
needs to be maintained as a context for the particular collectivities, to encapsulate
conflict, to avoid total war. In short, structures may be changed but society cannot
be avoided.

(Etzioni 1988: 216; emphases in the original).

‘Roughly, by a complex system I mean one made up of a large number of parts that
interact in a nonsimple way’ (Simon 1981: 195).

‘An open system is one where not all of the constituent variables and structural rela-
tionships are known or knowable, and thus the boundaries of the system are not
known or knowable’ (Dow 1996: 14).

A discussion of these two types of value judgments can be found in Ramazzotti
(2012).

This issue is stressed from a different but interesting perspective by Davis (2009).

In a nutshell, one could simply refer to the Universal Declaration of Human Rights,
especially from article 20 onwards (cf. United Nations 1948).
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2 Institutions, rationality and social
costs'

Arild Vatn

Introduction

As the economy expands, the interdependencies between the economy and its
environment are becoming more and more evident. We have now reached a situ-
ation where the size and form of our activities may endanger core functionalities
of the environment — e.g., climate change and biodiversity loss — potentially
threatening the long-term sustainability of the economy itself.

A core question related to this is whether we have organized the economy in
a way that allows us to treat these issues in a good manner. As problems are
mounting, we need to ask what is causing them and what alternatives are availa-
ble to avoid them or handle them better. The aim of this chapter is to shed some
light on how the way we structure the economy and its interface with wider
society influences the magnitude and treatment of social costs. I will also try to
outline a direction we could take to effectively reduce the level of such costs.

Fundamentally, the environment in which our economy operates is a system
of interlinked processes. This is an essential aspect of the biosphere, exchanging
matter and energy through an extensive set of processes. When we utilize envir-
onmental resources — both when we extract resources and when we release
matter and energy back into the environment as waste — the effects of our actions
are therefore spread far beyond the bounds of our immediate activities. Hence,
human actions are interdependent. There is no way we can avoid this. We may,
however, be better at institutionally connecting actions that are physically con-
nected by necessity.

As the environment is common to humanity, using it demands coordination
of the various activities we undertake. This concerns both which interests and
values we decide to protect and how demanding it is to coordinate our actions to
ensure that protection. These issues are foremost institutional questions. I will
start by briefly presenting a perspective on the economy as an institutional
system, emphasizing aspects that are important when we try to handle interde-
pendencies. Next I will use these insights in an analysis of how institutional
structures influence what becomes efficient or alternatively what becomes a
social cost. Thereafter I will discuss the role of institutions in fostering coopera-
tion. Finally, I will try to bring the different elements together in a discussion
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about which direction to take when forming institutions that could seriously
reduce the level of social costs.

Before I start, a brief comment on language is required. The present book is
based on understanding social costs as the difference between exchange/
market value and social value — e.g., Kapp (1971). It departs from standard
‘externality theory’ in seeing external costs not just as some accidental or
peripheral ‘add on’ to the core of the economic process, but as costs defined by
the firm-market system itself. Using markets as the reference point is certainly
relevant, given present institutions and the state of theory. Nevertheless, one
should acknowledge that any system will face difficulties with ensuring that all
costs are properly included when making decisions. A more universal defini-
tion would hence be to see social costs as social value that is not captured by
the system in place. The general challenge is to ensure these costs are
minimized.

Institutions and the economy

Institutions can be defined as the conventions, norms and legal rules of a society
(Scott 1995; Vatn 2005). One may distinguish between the three categories,
emphasizing the dimensions of coordination and conflict. Conventions can be
seen as pure coordination devices — e.g., measurement scales of time and space.
Norms, on the other hand, distinguish themselves by protecting values through
emphasizing what should or should not be done — e.g., the value of equality as
protected by norms of sharing. Values and interests may be in conflict. If norms
are found to be too weak to handle such conflicts, we may observe a turn to legal
rules — e.g., rules backed by the power of the state (third person).

Institutions are important in structuring economies. They define a common
set of conventions that make interaction possible — e.g., money and measurement
of weight and volume. They define norms about, e.g., honesty and what informa-
tion about products and their qualities one may or may not withhold. Finally,
institutions define who has access to which resources and how the actions
between resource holders are coordinated, including the flow of both products
and waste.

The institutions of an economy shape its dynamics and outcomes. In relation
to that I would like to start by emphasizing four core issues. First, we have the
question of rights and responsibilities. A central aspect here is property rights
defining who has access to various resources or benefit streams and on what
basis. Typically, we distinguish between private property, state property and
common property. A society may similarly define responsibilities for various
rights holders in, e.g., the form of liability rules. Holding property does not
imply a right to harm others (Honoré 1961). Certainly, in relation to the issue of
social costs, it becomes crucial how the responsibilities for ‘side-effects’ of eco-
nomic activities are treated — such as effects on the environment. Rights struc-
tures protect, but also form interests. This concerns property rights, but holds
also for rights and responsibilities more generally as they shape different
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positions or roles as part of various institutionalized systems like the firm, uni-
versity or bureaucracy.

Second, we have the issue of information. This concerns both descriptive
and normative aspects. The world — both its physical and social spheres — is
inherently complex. Description demands development of models that are
‘images’ of the real world. This requires simplification. Hence, our descrip-
tions — their format and content — are influenced by the state of practical know-
ledge and of science. The normative or evaluative aspects concern how we
institutionalize processes of decision-making, which information is to be taken
into account and in what form. While the physical world and its capacities
exist independently from our observations, which aspects we decide to focus
on is influenced by institutional structures. We observe this not least if we look
at decisions made by firms, where what is relevant information is described by
the legal system defining these entities and what responsibilities they have for,
e.g., share-holders and the wider society. Also, the evaluative processing of
information is strongly dependent on the ‘rules’ (Vatn 2005). Typically,
decisions related to profit-making and decisions made on the basis of cost—
benefit analysis (CBA) demand values to be expressed in commensurable
(money) terms.

Third, we have the costs of coordinating the actions of the various agents
involved, such as the property-holding units. In a world of interdependencies the
capacity to coordinate is core. The literature has mainly focused on whether
coordination should take place in markets or internally in firms (Coase 1937;
Williamson 1985; 2005). What should be chosen is seen to depend on the level
of coordination or transaction costs as defined by the characteristics of the goods
involved (e.g., asset specificity; uncertainty). In the case of environmental
resources, demarcating goods and bads is especially difficult. Hence,
coordinating action in this realm may be very demanding if based on separate
decision units.

Finally, there is the issue of motivation. Here a core question concerns
whether human motivation and preferences are independent of the institutional
system or not. Recently there has been an increasing focus in the literature on
endogenous preferences (Bowles 1998; 2008; O’Hara and Stagl 2002; Vatn
2009a). If motivation and preferences are endogenous, there is a second-order
issue of importance to coordination: to structure the economy in a way so that
agents’ own motivations to coordinate actions are strengthened. This would
reduce both needs for and costs of external coordination. Hence, coordination
can be facilitated both by choosing systems with the lowest possible coordination
costs and systems that facilitate a ‘cooperative spirit’.

Actually, the second-order issue spans all four dimensions above. Fundament-
ally, if interests, information, coordination (transaction) costs and motivation/the
will to cooperate are all influenced by the institutional structures, there is no
‘fixed point’ from where we can judge what is the better institutional solution.
Nevertheless, such judgments must be done; better understanding of the dynam-
ics of various institutional structures is therefore crucial.
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Efficiency: an artifact of institutions

Efficiency is a core concept of economics. It forms the basis for the dominant
tradition — the neoclassical position. This tradition has delivered the arguments
for why the market is the most efficient institutional structure for allocating
resources (the first welfare theorem). Given the assumptions, the conclusion is
sound. Preferences are seen as exogenous and coordination costs/transaction
costs are assumed to be zero. Moreover, information is complete or uncertainty
can at least be treated in risk terms.> Choices — including social choices — should
finally be made on the basis of individual preferences. While being a normative
aspect of the model, it is taken to be a rather trivial assumption. Since prefer-
ences are understood as purely individual (context independency), choices not
based on the individual himself would have to be based on somebody else’s
preferences. Hence, the principle of ‘consumer sovereignty’ guards against what
is considered paternalistic decision-making.

Certainly, it is observed that markets may not lend themselves to treat all
kinds of goods. There is focus on public goods, where both non-excludability
and non-rivalry cause problems. There is focus on ‘externalities’ where non-
excludability alone implies a difference between private and social costs. To
restore optima, all resource use has to be priced according to the marginal costs
that such use creates. While markets are unable to deliver such information, it is
nevertheless taken for granted that decisions should be made on the basis of
information available as if such markets had existed. Social optimum is restored
if one is able to measure ‘external costs’ in terms of market prices — e.g., will-
ingness to pay — and correct market allocations by making agents face these
prices in the form of taxes. Hence, a role of the public or the state is admitted as
soon as there is ‘market failure’.

The alternative perspective is to see costs not as a neutral measure of prefer-
ences, but as systems-dependent themselves. In the following sections I will
show how the firm—consumer—market nexus itself defines what becomes a cost
and for whom. While the issues raised here concerns all kinds of social costs, I
will in the rest of the chapter restrict myself to look only at costs related to the
use of environmental resources.

Institutions, distribution and efficiency

Market prices both reflect preferences and ability to pay. The latter is not least
related to distribution of resources — to the rights structure of a society concern-
ing access to, e.g., material resources, education and health care. So, the most
insignificant desire of a rich person could be fulfilled while the basic needs of a
poor individual could go unsatisfied. The problem in our case is that new welfare
economics cannot differentiate between a state where just a few own most
resources of a society and a state where resources are more equally distributed.
While the standard utilitarian position from Bentham, Mill and Marshall included
‘sum-ranking’ — i.e., that individual utility could be measured in cardinal terms



Institutions, rationality and social costs 39

and added together — the new welfare theory denies this aspect of the utilitarian
calculus. So while the utilitarians could reach the conclusion that redistribution
toward more equal access to resources would increase overall welfare of a
society, the ordinalist revolution of the 1920s denied the (implicit) comparison of
individual utilities inherent in such a calculus. This move was thought to reduce
the value assumptions underlying economics to a bare minimum.

Certainly, neoclassical theory observes that the initial distribution of endow-
ments influence which of the potentially efficient resource allocations the market
produces — i.e., where on the utility frontier one ends up. This issue was,
however, removed from economics itself. By adapting the principle of Pareto
optimality (PO), one pledged for value neutrality. The only value assumption
one thought was left concerned the ‘innocent’ notion that ‘more is better than
less’. This way welfare calculations could be made without taking a stand on
normative issues. While it is in many senses a good move to leave normative
issues to the political process, economics still pertains to be able to offer answers
to what is the better thing to do — i.e., what is efficient. Here the value issues
creep back into the analysis. The formal language cannot guard against the real
consequences of efficiency claims.

First, the effect of the PO rule becomes an implicit defense of status quo dis-
tribution. This follows from defining efficiency in non-distributive terms. Hence,
something that is not neutral — the existing distribution — acquires neutrality in
the policy discourse that economic analyses inform. Being able to refer to what
is efficient increases your position in the political debate. Who will go against
efficiency?

Second, and more important in our case, environmental consequences of
market trades are themselves normally non-neutral in distributive terms. In this
case we face issues that do not lend themselves to be treated by the PO criterion.
It is only in rare situations that environmental effects of economic activities do
not put net costs upon somebody. Hence, there will normally be losers. To avoid
this, one could argue that environmental issues should also be included in
markets and made accessible to voluntary trades (Coase 1960). This is, however,
typically not possible due to high transaction costs (see the section on ‘Institu-
tions, transaction costs and efficiency’), and one has to ‘retreat’ to the potential
Pareto improvement (PPI) rule as in CBA and Pigouvian tax solutions. Both
imply redistribution, as ‘victims’ are not compensated. So while Baumol and
Oates (1988) may argue that the tax offers the only necessary incentive to restore
efficiency, this reasoning cannot avoid the fact that someone has to carry uncom-
pensated costs — i.e., the costs related to the Pareto irrelevant externalities.
Hence, the implicit right to not compensate ‘victims’ will next influence the
market prices for ordinary commodities.?

While potentially a small issue if ‘external effects’ were insignificant, the
present level of economic activities does not make this rescue of the neutrality of
the policy prescription in welfare terms sensible. Rather — like Kapp (1971) and
Martinez-Alier (1987) — we should see ‘externalities’ as successful cost shifting
that systematically hits the economically weak or future generations. The logic
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is simple in economic terms. As the poor have less capacity to pay, their envi-
ronments appear less valuable than the environments of the rich. Hence, most of
the environmental degradations they face become ‘Pareto irrelevant’. So while
the problems are mainly caused by the capacity of the rich to consume, the
effects will systematically hit the poor. Over time this could result in substantial
cumulative effects on human well-being where an optimal path in economic
(PPI) terms creates losers in a systematic way.

This relates to the distinction between formal and substantive rationality.
Weber (1922) introduced this distinction, emphasizing the difference between
what can be numerically assessed through prices and what is the real influence
on humans and their well-being. So while prices measure willingness to pay,
they say little about the satisfaction of human needs. While the ordinalist revolu-
tion commencing at the time when Weber wrote was intended to guard against
having to take a value position, he showed that this was possible only by retreat-
ing to a formal notion of rationality. Another way of ensuring value neutrality of
the economic discipline could be to accept that the aims of economic policy are
all truly political — i.e., to let the political level define environmental goals in
substantive terms. Weber hence emphasized that the role of economics should be
that of studying which means could best realize these goals (Weber 1949).

Kapp (1961; 1967)* was influenced by Weber’s analysis, but he also departed
from it in his various elaborations. He took an objectivist position on human needs,
emphasizing their universality as based on the biological structure of the human
organism. This offers content to concepts like social value as something going
beyond the subjectivist sum of willingness to pay and allowed for scientific analy-
ses of goals and standards of value. His ‘rational humanism’ does not demand that
human needs are fixed. It is nevertheless possible to study implications of different
policies on human well-being. This implies that the effect of various distributional
schemes can be assessed in terms of substantive consequences.

Institutions, information and efficiency

Decisions should be informed. We would generally see it as problematic if the
decision-maker is unable to assess the consequences of different alternatives.
Certainly, if the information problem is independent of who makes the assess-
ment and under what conditions, we just have to acknowledge the difficulty. If,
however, the format of the decision-making process itself influences how the
issue is understood and treated, the non-neutrality of the institutions is once
again evident.

Choices in the realm of the environment dominantly concern very complex
issues. Assuming full information, even assuming that people can calculate the
risks involved — i.e., know all possible outcomes and their probabilities — is a
very strong position to take. Nevertheless, basing environmental priorities on
information from markets or market surrogate processes like contingent valua-
tion must presume this for choices made on the basis of such data to be
efficient.
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A pertinent critique of market-based environmental valuation and its associ-
ated CBA is hence that the monetary values obtained are inadequate and ineffec-
tive (Kapp 1972). A specific issue concerns how to handle discrepancies between
expert knowledge and knowledge among respondents to monetary valuation
studies (Spash 2008). Moreover, it is argued that people are not used to thinking
about environmental issues in monetary terms, and being asked to inform
decision-making via such a construct could be confusing (Diamond and
Hausman 1994; Clark et al. 2000). Finally, it is questioned whether values —
especially environmental values — can be treated in commensurable (monetary)
terms (Vatn and Bromley 1994; O’Neill et al. 2008). Concerning the latter, it is
particularly emphasized that environmental questions typically raise issues that
are fundamentally ethical, rendering monetary assessments incoherent with the
underlying value dimensions.

Alternatives to CBA are multi-criteria analysis (MCA) and deliberative
methods (DM). While CBA demands data to be based on consumer evaluations
and values to be measured along one scale, the latter methods are based on dif-
ferent assumptions concerning both value commensurability and the role of
experts. Typically, MCA and DM grant a different role to expert statements and
judgments than CBA. In many types of DM, expertise is called to inform
and discuss with a group of lay people/citizens who then assess this information
and propose a solution or a prioritized list of solutions to the problem at hand.

The above-mentioned methods can be viewed as value-articulating institu-
tions (Jacobs 1997; Vatn 2009b). This concept emphasizes that the valuation
methods are defined by a set of rules concerning who should participate and on
which premises/according to which role — e.g., consumers or citizens. They also
define how people are supposed to participate and what kind of inputs they
should deliver — e.g., price bids, arguments, etc. Next, there are rules concerning
how and what information should be conveyed to participants — e.g., the role of
expertise. Finally, there are rules concerning how conclusions are to be reached
— e.g., aggregation, voting, consensus. This is not the place for an assessment of
these methods or institutions (see Vatn 2005; 2009b for this kind of analysis).
The point is that various ways of organizing the assessment process emphasize
various aspects of the decision problem and which institutional structure is used
may strongly influence the outcome of the process. This has to do with what
kind of information is allowed and how it is to be treated.

It should be noted that the issue of climate change seems to be moving main-
stream economists beyond the perspective of treating environmental con-
sequences in risk terms. Hence, the concept of ambiguity is invoked. In this
literature ambiguity is describing a situation in which probabilities are not
known or can only be described as falling within certain ranges (e.g., Heal
2009).° Certainly, this development may have the power to substantially alter the
neoclassical or mainstream economic model itself.
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Institutions, transaction costs and efficiency

The neoclassical economic model assumes zero transaction costs (Becker 1976;
Eggertsson 1990). This is problematic already for the analysis of markets (e.g.,
Williamson 1985). Moving to environmental resources, the problems increase.
Certainly, if transaction costs were zero, Coase (1960) is right when emphasizing
that markets will treat ‘externalities’ efficiently as the concept is defined. No
‘Pareto relevant externalities’ will appear as the market will be able to costlessly
make the necessary trades between the parties involved. Certainly, rights need to
be defined, but given these rights, direct bargains between the parties will result
in efficient outcomes. There will be no distinction to make between environ-
mental services and ordinary commodities. It is therefore quite confusing to find a
whole branch of environmental economics emphasizing the role of the state in
internalizing ‘external effects’, but at the same time ignoring transaction costs.

Including transaction costs into the analysis changes its direction quite funda-
mentally. Then a comparative study of which institutional structures are offering the
lowest costs of transaction or coordinating becomes a core issue. State regulations
become interesting exactly because of the reduced level of transaction costs follow-
ing from the hierarchical structure invoked — i.e., Simon (1973) and his emphasis on
the simplification of information flows and the concentration of decision power.
Moreover, a range of new issues appear for the policy analyst that are overlooked if
transaction costs are not included in the analysis. This concerns which instruments
are the better to use, where in the chain from inputs to emissions an instrument
should be applied,® and how policies should best be administered (Vatn 1998; 2005).

Certainly, it is argued that letting the state regulate implies that economic
agents no longer are ‘free’ to negotiate over environmental issues themselves.
The general observation that ‘external effects’ more and more are spread across
a large amount of ‘receivers’ renders negotiated results infeasible. The high level
of transaction costs related to market (horizontal) bargains would make most
‘externalities’ Pareto irrelevant. All potential gain would be consumed by the
transaction costs. Hence the ‘freedom’ of bargained outcomes becomes illusory
and in practice protect the interests of the producers of ‘externalities’.

Externality theory is confusing (Vatn and Bromley 1997). One reason seems
to be that the internal — i.e., the competitive market — actually is the cause of the
external diseconomies. They are a systems feature and not a kind of accidental
side-effect. Bromley (1991: 60) puts it the following way:

The individualization of the world — its atomization really — is argued to be
the very best means of individuals to be made better off and, by simple
aggregation, for the collection of all individuals (call it society) to be better
off. Now, if externalities arise at the boundary of decision units, and if
theory and policy celebrate and sanctify atomization, then theory and policy
would seem to advocate the maximization of decision units and, ipso facto,
the number of boundaries across which costs might travel. Bluntly put,
atomization ensures potential externalities.
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In our language, what makes competition in the market work is at the same time
creating a level of transaction costs that makes the market itself infeasible to
treat the ‘externalities’ it produces.

Institutions, preferences and efficiency

Similar to transaction costs, there is quite strong evidence that even preferences
or motivations depend on institutions. Kapp emphasizes this in his analysis of
the social costs of private enterprise. He notes that

a system of decision-making operating in accordance with the principle of
investment for profit cannot be expected to proceed in any way other than
by trying to reduce its costs whenever possible and by ignoring those losses
that can be shifted to third persons or to society at large.

(Kapp 1971: xiii)

Hence, externalities are a ‘wanted’ outcome of production for profits, not just
‘accidental side-effects’ as is the standard perspective (e.g., Baumol and Oates
1988). Like Bromley above, Kapp turns the focus around, seeing externalities
not as external to the system, but as an expected result of it.

In the wider social science literature, the effects of institutions on preferences
are seen as core (Berger and Luckmann 1967; Etzioni 1988). Through encultura-
tion people learn the conventions and norms of a society. Becoming internalized,
these institutions moreover move from operating as external constraints to
become formative of the person. This does not imply that ‘all is culture’. Cer-
tainly, enculturation or socialization processes cannot do away with physical and
biological needs. They influence, however, in which form they are satisfied.
More importantly, socialization adds a new dimension to the possibility to study
and explain the preferences or goals of humans in objectivist terms. Typically,
agents’ goals or preferences are strongly influenced by the roles they have taken
on. Hence, being a mother, a CEO of a firm, a teacher or a bureaucrat implies
emphasizing different goals and values. Even what becomes self-interest is itself
influenced by institutional structures like that of the family, the firm, the school
and the bureaucracy (see also O’Neill 1998). How institutional contexts form
our actions therefore becomes an important area of study.

There are many issues involved in the above. Here I will look at two aspects.
First, I will delve into a rather specific issue concerning how rights influence
preferences — i.e., the observed discrepancy between willingness to pay (WTP)
and willingness to accept compensation (WTA) measures in environmental valu-
ation studies. Second, I will look at a more fundamental question — that of plural
preferences, especially individual vs. social preferences.

The distinction between WTP and WTA refers to different institutional struc-
tures — i.e., rights structures. If rights are with the polluter, WTP is the right
measure to use. If they are with the victims, the proper measure is WTA. Stand-
ard theory implies that if payment estimates are not amounting to a large fraction
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of one’s income, the difference between WTA and WTP measures should be
insignificant (Willig 1976). Several authors have acknowledged that this is not
the case in reality (Gregory 1986; Knetsch 2000; Horowitz and McConnell
2002). The latter source is a quite comprehensive literature review concluding
that WTA measures on average are about three times larger than WTP measures
even in cases where the value of the good equals a very low fraction of the
respondents’ income.

This observation illustrates that in the case of environmental costs, what
rights situation is assumed will strongly influence ‘what becomes efficient’. Fol-
lowing a WTA rule would give a much higher environmental cost of a certain
nuisance than using WTP. Mainstream economics is again confusing. While typ-
ically embracing the polluter-pays principle (PPP) as the politically legitimized
rule, it is nevertheless advised that WTP should be used to assess environmental
costs (Arrow et al. 1993). The argument is that this will yield more ‘realistic’
estimates as WTP is bound by the individual’s income constraint, while WTA is
not. This mixes up a practical problem with a principal one. The PPP rule
implies that the right is with the victim and a consistent implementation demands
analysis is based on WTA estimates. Certainly, one could argue that the
WTP-WTA discrepancy is a sign of irrationality among respondents. Then,
however, the whole model collapses.

Mainstream economics assumes preferences to be context independent. As
indicated above, this is not a good description of what is observed. Rather, pref-
erences change as the context changes. One specific issue in this is the distinc-
tion made in the literature between individual and social preferences. The issue
goes at least as far back as Smith, with his focus both on moral sentiments and
self-interest (Smith 1759; 1776). More lately, the issue is raised by many authors
(Swaney 1987; Sagoft 1988; Bowles 1998; Bowles and Hwang 2008).

The understanding of what social preferences are and imply varies across the
literature. In relation to our focus, the distinction between the consumer and the
citizen (Sagoff 1988) is especially important. We are not only consumers maxi-
mizing utility. We may also act as citizens. The priorities we make under these
conditions refer to different sets of preferences. While the market emphasizes
what is the better for the individual, the forum puts larger emphasis on what is
best for the group.

Concerning decisions over environmental goods, one observes that they are
decisions about goods that to a large extent are common. That follows from the
interdependencies of the physical environment. Hence, the preferences that A
holds will influence the opportunities of B and vice versa. If A wants
development and B wants protection, the interest that wins in the political
process will influence the situation for both. It is therefore a distinct social
dimension to environmental choices. This does not only offer a noticeable expla-
nation of why we may hold different preferences in private as opposed to social
settings. It also supports the view that choices in the realm of the environment
should rather be made on the basis of evaluating the soundness of arguments —
the substantivist view — than on summarizing individual price bids — the formal
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procedure. So moving away from the subjectivist ‘consumer sovereignty’ to
social choice by collective reasoning is not to become paternalistic, but to
emphasize a different logic.

Institutions, rationality and action

In the previous section I have shown how institutional structures influence distri-
bution, production and processing of information, transaction costs and prefer-
ences. Hence, what ‘becomes efficient’ is an artifact of the institutional structures
established. This implies that using the market as the ‘yard stick’ against which
solutions to social choices should be measured is circular to its assumptions.
Rather, the argument for the market must be empirically based and founded on a
comparative analysis with other institutional structures. One must therefore ask
if the market is good at handling distributional issues, if it fosters development
and distribution of information well, if it is good at treating uncertainties, if
transaction costs are low and if it fosters the kind of preferences we would like
to emphasize.

In this section I shall go one step further, discussing more specifically the role
institutions play in forming human motivation. Handling environmental prob-
lems well demands not only that the issues are prioritized in the right way when
choosing among conflicting interests. It also demands a capacity to act coopera-
tively that goes beyond what we have presently been able to institutionalize.
Moving forward on this issue demands institutions that can better foster coopera-
tive will. T shall start by a short review of recent publications on cooperative
action.

Observing cooperative action

It becomes more and more evident that the human capacity and will to cooperate
goes far beyond what can be expected from the standard model of individual
utility maximization. This is observed in sociology (Etzioni 1988), ethnography
and anthropology (Murdoch 1967) and the literature on common-pool resource
management (Ostrom 1990; 1998). During the last years a substantial literature
in social psychology and experimental economics has added to this picture —
offering more detail to an otherwise quite coherent set of findings (Gintis et al.
2003; Ostrom 1998).

The experimental literature has not least focused on sharing and the will to
invest in common pools that render gains to the group. In ultimatum and dictator
games sharing is observed to a degree that cannot be explained by the standard
model of individual utility maximization (Giith et al. 1982; Hoffmann et al.
1994; Gintis 2000; Frohlich et al. 2004). Similar observations are made in the
so-called public goods games. Here participants to the game are offered a sum of
money which they may keep or invest in a common pool. Typically, if one
invests a dollar in the pool, each player receives 50 cents. Hence, if the number
of participants is three or more, investments in the common pool pay for the
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group. It is still not individually rational to do so. Despite this, quite substantial
levels of cooperation are observed (Ledyard 1995; Gintis 2000). Biel and
Thegersen (2007) conclude, after reviewing the literature, that even in one-shot
public goods games 40—60 percent of participants cooperate. Moreover, Ostrom
(2000) refers to results from public goods games showing that 30—40 percent of
the participants rank the cooperative result as better than the situation that offers
the most to themselves (i.e., a situation where they themselves defect and all
others cooperate); 25-30 percent of the participants were indifferent between
these two outcomes.

In some experiments monetary reward is included in a context where coop-
eration already exists. This has been done to see if it increases cooperative
will. The effect is rather the opposite (Frey 1997; Gneezy and Rustichini
2000a; 2000b; Bowles 2008). In the case documented in Gneezy and Rusti-
chini (2000a), they studied the effect of including a monetary reward to stu-
dents collecting money for a charity. The students used every year to collect
money without any specific pay for their efforts. In their study Gneezy and
Rustichini divided the students into three groups; one that did as before (no
individual reward); one that was paid 1 percent of what they collected; and one
that was given 10 percent of what they collected. The group with no pay col-
lected the most; the group paid 1 percent the least; and the group paid 10
percent came in the middle. The differences between the groups were signific-
ant. The latter two observations show that economic incentives may work as
expected. The higher level of the non-paid group cannot be understood using
this kind of explanation. Actually, the fact that money was collected under a
non-compensation scheme is impossible to explain if referring to the standard
version of the utility maximization model.

Explaining cooperative action: institutions as rationality contexts’

Different efforts have been undertaken to explain the above observations. Most
of the proposals delivered by economists are based on expanding the utility func-
tion, including, e.g., the ‘warm glow of giving’ (Andreoni 1990), intrinsic moti-
vation where the reward comes from the activity itself (Frey 1997) and the
self-image model of Brekke ef al. (2003). All of these explanations are focused
on individual motivation only. Ostrom (1998) takes a similar route when devel-
oping her ‘second generation model of (bounded) rationality’. Here a set of
‘delta parameters’ are included in the utility function. She goes a step further
than the previous authors, though, by linking these parameters to norms of the
society. Following a norm yields pride (positive delta), while breaking it brings
a feeling of shame (negative delta). By referring to norms, Ostrom brings the
collective into ‘play’. Society develops norms that people internalize and next
follow due to the ‘pleasure and pain’ that is created. This mechanism creates and
sustains cooperation.

While being a very important step, there are also some limitations to such a
model. One of these was discussed by Hume.® He noted
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They found, that every act of virtue or friendship was attended by a secret
pleasure; whence they concluded, that friendship and virtue could not be
disinterested. But the fallacy is obvious. The virtuous sentiment or passion
produces the pleasure, and does not arise from it. I feel a pleasure in doing
good to my friend, because I love him; but do not love him for the sake of
that pleasure.

(Hume 1742: 85-86)

Sen (1977) develops a similar reasoning when making the distinction between
commitment and sympathy. Again the argument is that reducing all other-
regarding preferences to a concern only for own utility is problematic.

Noting this, one could take Ostrom further and argue that different institu-
tional settings are built around different logics or rationalities. The treatment of a
friend is different from the treatment of a competitor simply because friendship
and competition are ‘governed’ by different rationalities. Collecting money for a
charity without pay is to serve duty to society, while as soon as pay is intro-
duced, the logic (may) shift to think about own income. A lousy pay — just 1
percent — may result in low interest in collecting money. Hence, it makes sense
to distinguish between individual rationality (what is best for the individual) and
social or cooperative rationality (what is best for the group/society). The latter
concerns norms about what is the right thing to do in a group setting, where the
role of the norm is to offer a solution to the coordination problem.

From this follows that institutions can be seen as rationality contexts. The
idea is that individuals, when entering a specific setting, will first look for clues
to help define what the situation is all about. Is it about exchange? Is it about
group coordination, and if so, which specific logic is meant to govern it? Institu-
tions are generally seen as human constructs developed to provide meaning to
the situation. More specifically they are remedies to support cooperative action
as such action is hard to establish based on individual reasoning alone (Vatn
2005; 2009a).

Human history is filled with situations that can be characterized as
coordination problems. That is the case with all kinds of pollution problems,
taking the form of prisoners’ dilemmas. That is the case with all gains from
cooperation typified in the public goods game described above. What is best for
the individual is detrimental to the group. At the same time, if cooperation was
established, all could gain compared to the non-cooperative solution.” Hence,
one may argue that if institutions had the capacity to secure cooperation, a lot of
gains to those involved could follow.

Ostrom (2000) offers some interesting observations in relation to this. She
reviews much of the literature on how our capacity to learn norms may have
evolved. She suggests that in the long period during which individuals operated
in small groups as hunters and gatherers, survival was

dependent not only on aggressively seeking individual returns but also on
solving many day-to-day collective action problems. Those of our ancestors
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who solved these problems most effectively, and learned how to recognize
who was deceitful and who was a trustworthy reciprocator, had a selective
advantage over those who did not.

(Ostrom 2000: 143)

Certainly, we cannot prove whether institutions work through shifting the
logic of the situation or by switching on and off various ‘delta parameters’ in the
utility function. While the perspective of Hume and Sen seems to be the most
reasonable — that it is about different logics — the Batson and Shaw (1991) exper-
iments aimed at proving the existence of ‘true’ altruism failed to deliver a water-
proof test. Whenever they had managed to set up an experiment that supported
the hypothesis of true altruism — i.e., the act was not based on increased utility
for the one acting — economists could show that by adding an element of intrin-
sic motivation to the utility function, what was observed could be equally well
explained in individual utility terms as by claiming the existence of true altruism
— see also Sober and Wilson (1998) on this.'

These ‘counter attacks’ on Batson and Shaw come at a high price for eco-
nomic theory. Introducing intrinsic motivations actually renders the utility model
non-testable. It may, however, not be important — at least for practical policy
purposes — which understanding of how norms work is the right one.!" The
important point is that institutions have the capacity to influence which rational-
ity pertains. There is overwhelming empirical evidence that this is the case.

Institutions, policy and social costs

Over the last 200 years we have developed institutions that have vastly strength-
ened the capacity of the economy to grow. Not least through the creation of the
corporation — the stock-holding company — the dynamism of the system was
substantially expanded as individual capitals could be easily pooled. Together
with the expansion of market interactions — e.g., various trade liberalization
efforts — this has created an arrangement producing a level of economic growth
that is historically unprecedented.

A core element in this has been to foster separation of decisions. The system
may function well for the aspect of environmental resources that can be equally
separated — the creation of commodities. It does not work well for the interactive
aspects of environmental resources. Splitting up nature in pieces as is demanded
by separation of decision-making can only be made in formal terms. It cannot
circumvent interruptions into the web of interdependencies that fundamentally
characterize environmental resources. Rather, it has exaggerated the problems
by establishing a structure that makes it extra difficult to institutionally reconnect
what is already physically connected.

The future seems to demand a system that can integrate rather than separate.
What could such a system look like? In the following I will discuss some aspects
of this issue organized around the four dimensions of institutional analysis as
developed in the section on ‘institutions and the economy’. Certainly, both space
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restrictions and the present level of insight force the analysis to be very sketchy.
Nevertheless, the above material — not least that on cooperation — points toward
some novel options.

Rights and responsibilities: toward ex ante regulation

The dominant way of handling environmental consequences of economic activ-
ity is presently through governmental regulation of harms. It mostly takes the
form of ex post regulations. Firms are generally free to establish. If at some point
harm is observed and the cause can be proven, restrictions may be instituted to
reduce the extent of this harm, such as emission standards, environmental taxes.
This grants a right to establish economic activity assuming that no harm will
appear. However, as all economic activity demands material resources, some
harm is inevitable.

However, it normally takes a lot of time from when a new activity or produc-
tion process is established for the harm to be observed and proven. Hence, the
activity causing the problem may have grown to substantial proportions before
any action is put in place. Moreover, at that point in time, huge investments are
often made under the presumption of no harm, and the economic loss following
from changing to a less harmful process or product could be substantial. Follow-
ing the logic of the PPI rule/CBA it could deem no-regulation to be the optimal
choice.

An alternative structure would be to demand ex ante proof of no harm. In this
situation the authorities have the right to deny establishment of any production if
proof of safety/acceptable levels of safety cannot be delivered. Certainly, such
definitive proofs will not be possible to deliver in most cases, and there will be a
high risk that the limitations and uncertainties created for the production sector
would result in unnecessarily low production/high unemployment rates. A way
out of this would be to include some flexibility around the limits set. This could
be done by institutionalizing a learning procedure beyond the initial evaluation;
hence combining weaker ex ante regulation with a continuous evaluation of con-
sequences, facilitating learning both for the state and the firms.

In relation to the above it should be noted that strict liability is now included
both in US and EU environmental law. Liability regulation was first established
for private goods, but has been extended to environmental issues. It is a form of
ex post regulation — i.e., demands ex post proof of harm — but should offer ex
ante incentives to avoid harm, hence be closer to the above proposal. The experi-
ences with this type of regulation offer important insights into the dynamics
around environmental regulation. First of all, this system works best for clearly
defined harms with mainly local consequences. Moreover, it fits reversible harms
best. As already emphasized, environmental harms are rather systemic, charac-
terized by complex cause—effect relationships, large time lags, asymmetric
information, and damage caused by multiple sources. This makes identification
of harm difficult (Ulph and Valentini 2004; Feess et al. 2009). Moreover, it is
argued that firms tend to ignore low-probability risks when deciding (Katzman
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1985; Sunstein 2008). Hence, risks will go unnoticed. Certainly, the competitive
environment of decision-making may also influence this situation. Due to this,
the success of environmental liability laws in the United States has been heavily
disputed (Schoemaker and Schoemaker 1995) as most natural resource damage
payments have been rather small (Environmental Protection Agency 1996). In
line with this, Bohme et al. (2005) show how all kinds of uncertainties can be
utilized by firms to ‘confuse’ the situation to the extent that a final proof of harm
that holds in the court becomes difficult to deliver. They refer to various strat-
egies that firms may take on, like funding scientists to produce counter evidence,
establishing front groups/think tanks, influencing media, etc., all for the purpose
of producing doubt. We see this in the area of industrial hazards — e.g., cam-
paigns against tobacco, lead and asbestos as harmful substances — and recently
climate change.

Information: toward adaptive learning

The above corporate strategies exploit the fact that environmental systems are
complex and therefore hard to understand. They also utilize that they are quite
resilient. While resilience is a good thing as it offers time to adapt if we are on a
wrong track, it may also create an illusion of ‘no limits’. Our actions work
mainly through reducing the resilience of natural systems. This increases the
chance for abrupt and unexpected changes, such as when a lake ‘flips’ due to
nutrient inflows over many years. Hence, we may observe that things are devel-
oping fine, while suddenly they are not anymore. This is certainly a difficult
issue to handle if decision-making is separated as emphasized above. There is no
incentive in the system to explore where potential limits may be.

A potential solution could be found in the idea of adaptive management as
advocated among scholars in the field of ecosystem management (Folke et al.
2005). Learning is accumulated through careful testing of the consequences of
different strategies. The idea is that one cannot establish ex anfe what will
happen with certainty. Rather, one has to test what the consequences are by sys-
tematically trying out various strategies. The idea is to expand what is accepta-
bly safe and what is not and gradually build a firmer basis for what one can and
cannot accept.

The challenges for instituting such a system in a private property-market
setting are several. Certainly, to avoid large irreversibilities from such searches,
the speed of change would have to be rather low. This challenges the very logic
of a growth-based system like our economy. As Sonntag (2000) shows, a core
element of present corporate strategies to keep competitive is to accelerate
product cycles. Rapid economic growth is the ‘lubricant’ that secures the success
of this strategy. This creates a context where adaptive management is actually
not possible.

Moreover, this kind of learning process must be collective as the con-
sequences are experienced in common environments. It implies that the state
must play a core role both in knowledge production and setting limits for
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economic agents. This will create a specific type of uncertainty as there will be
negotiations over how to adapt as one learns. Negotiating could be challenging
as the aims of the firms and the coordinating state are pulling in opposite direc-
tions — cf. the above discussion about the corporate strategy of confusing know-
ledge. Adaptive management could in this setting just be captured by various
strategic games between the state and business agents.

Coordination costs: more hierarchy

The above illustrates that the challenge is foremost one of coordination in a state
of conflict. The issues we face are fundamentally about separated but interde-
pendent choices influencing a wide range of third persons. In such situations the
literature advises bringing decision-making under one authority structure with
the implied reduction in coordination costs. Expanding the insights from Coase
(1937) and Williamson (1985) one could conclude that the solution would be to
establish one firm owning all environmental resources, having the power to take
all interdependencies into account.

Certainly, one may rather like to give such power to a unit under democratic
control — e.g., the state — than to a structure like a firm. The problem with both
solutions is, however, the established monopoly of power. Hence, the strength is
also the greatest weakness. Moreover, monopolizing decision-power would most
probably result in vast information overload. A successful use of environmental
resources would demand sensitivity to local conditions that state management
has often proven to not possess (Ostrom 1990). Some level of decentralization
and some kind of separated decision-making seems necessary despite the need to
strengthen coordination.

Motivation: more cooperative rationality

To find a solution to all the above incompatibilities is very demanding. One
route that seems promising would be to strengthen the role of social or coopera-
tive rationality at the level of the basic economic unit itself, be it the firm or
some other construct. Given the findings reported in the section on ‘Institutions,
reality and action’, cooperative will is a capacity that is sensitive to institutional
structures. The idea here is that the goal structure of the constructed economic
agents should be developed away from standard profit maximization and toward
social and environmental responsibility — toward a ‘cooperative spirit’. This
could only happen through changing the rules for the basic units of the economy
— e.g., through changing property rights structures including more community
ownership, ownership by environmental groups, etc. and by strengthening the
position of not-for-profit type firms. The logic of economic decision-making
could hence be changed to include a greater sensitivity to social costs.

The point is not that by doing this we will create a system that is self-
coordinating. The issue is rather to create a situation where the strengthening of
the hierarchical power of the common authority — the state — becomes meaningful.
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This power can focus more on the overall restrictions to be set for the use of envir-
onmental resources. Moreover, the increased level of cooperative will at the level
of firms is crucial when instituting adaptive learning. It simply reduces the motive
to play strategic games between higher and lower systems levels.

At a conceptual or theoretical level it seems quite obvious that we need to
strengthen the capacity to coordinate. At a practical level we will still face many
challenges when trying to turn that concept into reality. Information asymmetries
will not disappear. Strategic motivations will not vanish. The issue is rather to
‘tip the balance’ such that it becomes much more meaningful to act coopera-
tively and avoid that cooperative will to be ruined by strategic action.

Conclusion

Throughout this chapter the role institutions play in the economic process has
been explored. The profound importance of institutions for what ‘becomes effi-
cient’ has been emphasized. In this we have especially discussed the effect of the
institutional structures at the level of social costs and the kind of human motiva-
tions involved. The structure of the present system seems to facilitate maximiza-
tion of social costs. Certainly, public regulations are set up to curtail such a
development. While having produced some progress, the resulting institutional
‘blend’ is characterized with several shortcomings and conflicts.

There is urgent need for developing alternatives. The thrust of this chapter is
that progress lies in strengthening the room for cooperative rationality. This will
demand construction of new institutions. So far we have just been able to define
what the challenge is about. Substantial amounts of research and practical learning
is necessary to even get the process of institutional change up and running.
Humanity has, however, shown a lot of ingenuity when it comes to constructing
new institutions. The corporation is an example of such a product. It will certainly
take more than shifting a letter or two to change the corporation into a cooperation.
While being a vastly demanding task, it is nevertheless a very important one.

Notes

1 The author thanks two anonymous reviewers for very good input. They have helped
me both to ensure greater clarity and expanded my insights into the importance of
industrial organization for environmental issues.

2 If information is not seen as complete, it is assumed that it can be treated in risk terms.
As defined by Knight (1921), risk implies that while the outcome may not be known
with certainty, both possible outcomes and their probabilities are known. This makes
it possible to still optimize, in this case in terms of expected utility.

3 Certainly, as already emphasized, the politically defined distribution of endowments
makes any price non-neutral. The point here is that it is the economic policy measure
that is itself influencing distribution, here even in the sense of creating a situation
where some party will lose.

4 T am indebted to Berger (2008) for parts of this analysis.

Ambiguity is, hence, defined similar to Knight’s concept of uncertainty (Knight

1921).

(O}
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6 Mainstream environmental economics emphasizes regulation on emissions or actually
on the effect of the emissions. With positive transaction costs this is no longer
obvious. Other points of instrument application like regulations of inputs or techno-
logy may be better.

7 For the interested reader, note that the ideas presented here are developed more com-
pletely in Vatn (2009a).

8 T am indebted to John O’Neill for becoming aware of Hume’s position.

9 Certainly, in many situations, only some will gain from cooperation. The above argu-
ment is simplified; it does not go against the fact that in many situations cooperation
cannot be established due to uneven distribution of the gains.

10 The point is not that the Batson and Shaw experiments were flawed. The issue is
about what can and cannot be proven by behavioral experiments when introducing
intrinsic motivations. What we see here is a case where authors agree that there are
intrinsic motivations — altruism or ‘delta parameters’ of the utility function — but that
they disagree about their kind. So far at least, no methods exist to differentiate with
certainty between the two perspectives.

11 Certainly, if it is impossible to test which of the two models of norm-based motiva-
tions are the better description, it does not matter for policy which is ‘right’. Put the
other way around, if the explanation matters for policy, it should be possible to define
test implications that could differentiate between the two models. To avoid misunder-
standing: What is not provable (yet) is how norms work — i.e., as defining what is
right to do as opposed to changing what yields the highest individual utility through
changing, e.g., ‘delta parameters’. What is already well documented, though, is how
institutional factors like norms change behavior or action. Hence, outcomes will cer-
tainly be different if a policy puts emphasis on individual/egoistic motivations as
opposed to social/normative ones — cf. the Gneezy and Rustichini case.
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3 Social costs and the horizonal
approach to ecological economics

Frederic B. Jennings, Jr.

The history of every science, including that of economics, teaches us that the ele-
mentary is the hotbed of the errors that count most.
Nicholas Georgescu-Roegen (1970: 9)

Introduction

K. William Kapp’s (1963: 264-266) theory of social costs shows how unregu-
lated market systems of pricing, cost accounting and profit tend to impose social
costs on the public of various sorts, including

air and water pollution ... exploitation of both renewable (flow) and non-
renewable (stock) resources or natural wealth ... industrial accidents and
occupational diseases ... technical change and unemployment ... duplica-
tion of capital facilities and excess capacity ... cutthroat competition,
planned obsolescence and sales promotion ... retardation of technical effi-
ciency and the overconcentration or ‘mislocation’ of economic activities

saying that ‘these social costs ... pervade the entire economic process and their
avoidance would call for the most far-reaching measures of social legislation and
structural reform’. He criticized standard theory in economics for being too
narrow, ignoring effects that are hard to price or value in monetary terms. He
also spurned equilibrium models based on substitution assumptions and closed
systems with negative feedbacks in favor of ecological frames showing comple-
mentarity, cumulative causation and positive feedbacks in dynamically open
systems. Kapp’s theory of social costs shows how private profit incentives
strongly imply an avoidance — if not the actuation — of costs spilling on others
now and in the future radiating outward forever. He advocated strict tolerance
thresholds and minimum standards as a means of at least partial prevention of
these likely irreversible losses.

Kapp’s approach to economics was both institutional and ecological, recog-
nizing unbounded interdependence as central to a proper economic analysis. As
Myrdal (1978: 774) put it: ‘There is no one basic factor; everything causes
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everything else. This implies interdependence within the whole social process.’
Standard theory in economics sidesteps the issue of interdependence; unbounded
economic causality offers no place to stand. Joan Robinson (1941: 8) captured
the point: ‘In order to know anything it is necessary to know everything, but in
order to talk about anything it is necessary to neglect a great deal.” According to
Kapp, the failures of traditional economic conceptions show in neglect of funda-
mental issues of social cost that extend well beyond the Pigovian notion of
simple ‘externalities’. So orthodox standards simply opt to shun interdepend-
ence, shaping their rigors around demands of closure (Mirowski 1986: 193) and
equilibrium models (Kaldor 1972; Reder 1982). Simplistic constructions shall
not suffice in dealing with dynamic complex systems such as are found through-
out all ecologies with diverse social effects spreading outward to others.

If all we do ripples outward forever in social and physical space, Simon’s
theory of ‘bounded rationality” opens a route through the maze (Simon
1982-1997). Social effects of individual actions spread out forever, while our
rational anticipation of those effects is strictly contained by understanding, con-
science, effort and the stability of our decision environments. Decisions are
made on imagined projections of outcomes framed in our minds; the range of
these projections should be known as the planning horizon embedded in a par-
ticular choice. A way to look at Kapp’s theory of social cost is in terms of plan-
ning horizons as an index of the ‘boundedness’ of our reasoned deliberations
underlying choice. Social costs, ignored, are reflections of outcomes set beyond
the range of those accounted for in decisions; short horizons are related to
radiant externalities which a longer horizon might internalize to a greater extent.
These are matters of degree, where raising the length and breadth of horizons
signifies improvement, though irreversible losses should be avoided wherever
realistically possible. The introduction of planning horizons into economic anal-
ysis suggests a means to expand Kapp’s theory into a larger frame of the sort
that Kapp persuasively advocated.

The planning horizon in any decision denotes the range of consequences —
social, physical and ecological — included in the imagined projections of out-
comes among which we choose. But reality always has the last word: the
planning horizon needs to be seen as the range of accurate anticipation, trun-
cated by ‘surprise’ wherever reality yields some other result than intended or
expected. This makes the planning horizon a measure of foresight, rationality
and the ‘fit” between theory and truth or between models’ suppositions and the
context of their application. Boulding (1968) captured its substance as an index
of organization that has value in measuring progress and development in eco-
nomics. But planning horizons serve also as an index of social ‘conscience’ in
the sense that horizonal lengthening captures a greater range of social costs so
more ‘externalities’ are internalized into our private decisions.

But economics should be about observable manifestations, and we cannot see
or measure our planning horizons in direct ways; no metric counts the ‘wits’
(Boulding 1966: 22-23) embodied in any discrete decision. Think of the plan-
ning horizon as an ordinal measure of rationality, and of personal conscience in



Social costs and the horizontal approach 59

the internalization of ‘externalities’ stemming from any action. The planning
horizon also relates to time preference or ‘future mindedness’, such that long-
term effects weigh more in current decisions with longer horizons. So will the
incidence and nature of social costs in Kapp’s sense shift with horizon effects —
with longer or shorter horizons, for better or for worse — showing a role for this
notion in Kapp’s theory. When horizons extend or retract, they yield horizon
effects. Horizon effects should be found at the core of any institutional or ecolo-
gical economics.

The process of choice

Every choice is a normative process of multidimensional causal projection in the
mind of the agent, where expectations stretch as far as they can to embrace our
results. The range of anticipated projection into the fog of future and distant
effects should be seen in horizonal terms; every act displays or embodies an
agent’s planning horizon. In any interdependent domain, every choice sets in
motion a spreading array of ever-expanding social and ecological impacts. The
welfare question about these social effects is whether they do good or ill. In any
event, these social and ecological economic connections should be understood.
Every avoidable ecological and social loss is horizonal, lying in failures of fore-
sight and conscience; we are all prisoners of this dilemma if our fortunes are
wholly entwined in a complementary universe of cumulative causation. As Kapp
says, separation of phenomena into narrow or ‘partial’ analyses simply is insuffi-
cient in this setting of fully interdependent and irreversible outcomes spilling
from private decisions.

Indeed, horizon effects suggest a novel form of social linkage, as planning
horizons interact directly in complementary ways. If you are in my decision
environment, any expansion of your horizon will likely open mine too; horizon
effects spread contagiously outward through any group. Private horizonal
changes stimulate similar social effects, called ‘interhorizonal complementarity’.
Planning horizons slowly extend with understanding, conscience and trust; their
range is sensitive to the reliability of other agents. In this respect, we are role
models for each others’ behavior, especially if individual learning is imitative
and socially based. The rates of horizonal growth and decline are asymmetrically
different, however: plans can collapse in the wink of an eye if any condition is
breached. The impact of planning horizons on economic behavior should be
explored as a means of framing social costs in relation to private decisions.

Horizon effects supply an elemental linkage between economic and ecolo-
gical interdependence by emphasizing complementarity in our social relations.
Standard theory in economics stresses substitution at its axiomatic core, allow-
ing equilibrium models and diverse static constructions; rejection or refutation
thereof is simply not an option in neoclassical economics (Blaug 1976:
156-157). Krupp (1982: 388) remarked that: ‘Axioms of independence ... lead
directly to the laws of substitution. ... Independence means that the behavior of
the elementary unit can be described without reference to the behavior of other
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units.” Indeed, as suggested below, economic relations are also horizonal,
horizon effects shift the balance of substitution and complementarity in a pre-
dictable way in any economic context. If so, where and how horizon effects
emerge from mainstream models shall be important to understanding their
impact on social costs.

A horizonal theory of pricing

Standard theories of price-setting have it that prices stem from some measure of
unit cost multiplied by a mark-up based on demand elasticity. In neoclassical
theory, a unique and determinate price emerges under standard assumptions of
independence, substitution and decreasing returns so long as planning horizons
are fixed, such that there are no horizon effects at play in an application. If plan-
ning horizons shorten or lengthen, price shifts upward or downward (Jennings
2008a). In a broader social context, the Marshallian scissors of supply and
demand cut outward and downward as planning horizons extend (and inward
and upward as they retract). Margolis (1960: 531-532) said it best, regarding an
individual price-setter: ‘The greater the uncertainty ... the shorter will be the
planning horizon.... The implications ... are that the greater the ignorance of the
market the higher will be the estimate of the costs and the more inelastic the
estimate of demand.’

A useful way to think about it is that economists’ static graphs — subject to
ceteris paribus claims — occur in horizonal families in a file drawer full of trans-
parencies sequenced by planning horizons. All longer-horizon constructs are at
the back of the drawer, with more myopic conceptions in front. The price-setting
decision involves selection of one transparency, that for the agent’s planning
horizon, determining how these relations are represented. The larger our frame
of analysis or reflection, the more effects are considered (not only in time but
across social and physical space as well).

But it is also important to understand that the planning horizon — as instanti-
ated in private decisions — is not a matter of belief, but rather exists as an ordinal
‘measure of fit” between the model on which we base our imagined projections
of outcomes (among which we choose) and the real world to which we have no
direct (epistemological) access. So planning horizons reflect not only the range
but also the accuracy of our representations; surprises set the bounds of our
rationality in this sense. We may think our horizons are long, if all our antici-
pated depictions of the effects of our actions stretch well ahead in time and pen-
etrate deeply through the fog around us. But if what truly occurs spins off in
some unexpected direction then our horizons were actually short, despite the
effort we thought we had made. The planning horizon is an inductive ordinal
measure of rational bounds, where reality has the last word.

In sum, the longer the planning horizon, the lower the price and the better the
understanding of the social reactions to and outcomes of our decisions. If so,
then horizon effects — namely ordinal changes in planning horizons in economic
decisions — show predictable economic effects, including the range and impact
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of social costs spreading from private decisions in Kapp’s sense of the term.
These are some of the economic consequences of horizon effects, but ‘private’
horizon effects generate ‘social’ horizon effects in turn due to their interpersonal
linkage.

Interhorizonal complementarity and its economic effects

The previous section only considered individual pricing decisions. Any eco-
nomic construction based on interdependent decisions should address social
effects. Standard theory in economics supposes substitution as our primary
human relation: trade-offs, scarcity and opposition often define its subject from a
far too narrow perspective. Complementarities are simply shunned, like increas-
ing returns (Waldrop 1992: 18). Simon (1976: 140—141) called this ‘the perma-
nent and ineradicable scandal of economic theory’, in which claims that
complementarity ‘is far more important’ (Kaldor 1975: 348) are ignored (cf.
Mueller 1984: 160) on the premise that ‘there is ... no satisfactory alternative to
neoclassical theory’ (Hart 1984: 189; cf. Hahn 1981: 129), to which Simon
(1979: 510) had noted that ‘there is an embarrassing richness of alternatives’. As
Kapp put it, describing the impact of competition on academics:

Instead of testing our solutions by trying to disprove them we tend to defend
them against evidence to the contrary.... Theoretical systems are not easily
abandoned in the social sciences.... Social analysis and economic theory
are no exceptions in this respect. In fact ... the social sciences encounter
special difficulties when it comes to the necessary weeding out of untenable
propositions ... due to the abundance and complexity of social evidence and
the extreme difficulty of disproving ‘experimentally’ ... any particular
social theory.

(Kapp 1963: 1-2)

That being said, the persistence of substitution assumptions in economics — espe-
cially in the face of arguments and evidence for increasing returns in the long-
run technical sense — illustrates what Kapp says. The point is that the dominant
form of interdependence for all long-term material output (due to increasing
returns) and for all intangible goods and horizonal change is complementarity
(Jennings 2008a, 2010a). In the horizonal realm, your horizon effects impact
others’ in a similar manner (interhorizonal complementarity). When your hori-
zons extend, those of others around you will lengthen as well; horizon effects are
contagious, spreading from private to social milieux. If so, any horizon effects
shift economic relations of interdependence in a predictable way. Consider the
interrelation of maximum-profit prices in any group of firms with respect to their
radiant externalities on the profits of others, or even the simple correlation of
your well-being with mine. ‘Market’ theory — in its aggregation of firms into
‘industries’ — supposes substitution, overlooking complementarity. Any rule of
composition or ‘grouping’ ought to include them both (Krupp 1963).



62 F.B. Jennings, Jr.

Indeed, in network contexts substitution and complementarity exist together
in non-decomposable links, akin to the difference of parallel lines and end-to-
end ties in transportation (Jennings 1985; 2006). But here as well, one trip’s sub-
stitutes are another’s complements, so even these specific connections are
purpose- and context-bound. The grouping of firms or agents in a more general
way than by ‘industry’ implies that substitution and complementarity always
occur together in an often indeterminate balance in terms of their relative weight.
But that balance seems to adjust in an orderly way with horizon effects: socio-
economic connections shift toward complementarity (concerts of value) and
away from substitution (conflicts of value) with horizonal lengthening. For
example, longer horizons mean lower prices and higher output and growth,
increasing the size of the pie for everyone in a Pareto improvement. Further-
more, a greater range of foresight and conscience also reduces conflicts of inter-
est directly, as people take into account — as horizons extend — more of their
impact on others (hopefully in a considerate way). Longer horizons thereby
increase the commonality of our interests and decrease strife and discord
throughout social relations. Social costs are therefore reduced in the presence of
longer horizons; such is the economic effect of interhorizonal complementarity,
and it has many important institutional implications.

Competition and cooperation

The economic case for competition rests on substitution, where collusion raises
price through restriction of output, decreasing social welfare. Inversely, comple-
mentarity yields a reciprocal case for cooperation; here, competition reduces
output and so induces scarcity, just like collusion of substitutes. Substitution
necessitates competition, but complementarity yields a case for cooperation as
our route to economic efficiency. All the welfare implications of market struc-
ture reverse with complementary interdependence. Competition, although
encouraging substitutes, stifles complements (starving all intangible goods and
truncating horizons). If so, then competition is spawning a myopic culture result-
ing in an array of social costs better reduced through cooperation.

If longer planning horizons shift our relations toward complementarity,
institutions should also evolve, favoring cooperation, to support economic
advancement (Jennings 2009a). Otherwise, with longer horizons, competition
impedes development and economic growth as the composition of output
demand transforms in favor of mutual gains away from rival interests. The
failure of institutions to adjust to this shift of interdependence stifles output
and welfare, resulting in shorter planning horizons. Competition among com-
plements spurs their reciprocal loss. In sum, due to social designs applied
outside their assumed domain, threatened people get selfish, short-sighted and
materialistic under this sort of organizational stress (Argyris 1971); such are
signs of competitive failure rising from poorly structured incentives. Coopera-
tion encourages output of complementary goods such as learning, love and
human community, and the resulting horizonal lengthening into broader
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perspectives and knowledge also reduces social costs by increasing conscience
in our decisions.

Substitution assumptions showing competition as efficient do not apply
among complementarities where cooperation is sought. This is how and why
competition is spawning a fearsome myopic culture, resulting in ethical and eco-
logical losses along with a failure of vital media to inform a voting public so that
democracy can thrive and the political process function (Jennings 2010a). These
shortcomings are all due to competitive frames and their social effects, shrinking
horizonal length, thus spreading a careless and socially ignorant culture evident
to us all.

Learning environments stand as a ready example of complementarity: econo-
mists long have seen knowledge as a public good. Thus is it no surprise that
competition discourages growth and the sharing of knowledge in educational
settings. Ecologies serve as another realm of complementary interdependencies:
see what economic competition is doing to them! Many economists say increas-
ing returns substantiates complementarity as the dominant form of socio-
economic connection; this claim makes suspect the whole case for competitive
virtue applied throughout economics. Kaldor (1975: 348) opined that: ‘The prin-
ciple of substitution ... ignores the essential complementarity between ... differ-
ent types of activities ... which is far more important for an understanding ... of
the economy than the substitution aspect.” Myrdal (1978: 774) explained the
same thing in terms of ‘cumulative effects’ in a positive feedback process of cir-
cular causation. The importance of complementarity yields a different type of
economics, similar to what Kapp proposed:

The present investigation must thus be understood as part of a larger inquiry
the purpose of which is ... to lay the foundation for a reformulation of eco-
nomic analysis. ... Such a new science of economics will have to recognize
that a partial view of the economy can never lead to a rational (i.e. critical
and scientific) view of the economic process ... which will always call for a
comprehensive interpretation. ... Only by overcoming the present compart-
mentalization of our knowledge in the social sciences ... will we be able to
construct a new science of economics.

(Kapp 1963: 11-12)

Economists’ substitution assumptions have forced us into a box. Substitution
derives from materialistic constructions in economics, while competition for
love in a family setting erodes the total for all (McCloskey 1990: 142—-143), to
pick just one example. Love is a complementary good: the way to get more is to
give it away (Jennings 2009c). Information is similar in its economic effects
(Jennings 2008c). As Boulding (1968: 133—134) put it: ‘[T]eaching ... is the one
clearly observable process in the universe where the strict laws of conservation
do not hold.... Teaching is in no sense an exchange, in which what the student
gets the teacher loses.” Indeed, the whole development process involves a shift
from material goods to higher-order intangibles as sources of value in trade
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(Maslow 1954; 1968). If so, wants shift away from material substitutes to intangible
complements with economic advancement (Jennings 2009a). Longer horizons also
reduce price, so increase the size of the pie, yielding greater complementarities and
easing conflicts of interest; these are some of the ways in which longer horizons
shape human relations in favor of greater community and reduced social costs. If so,
our institutions should adapt to favor cooperation or economic growth will be stifled.
The effects of competition — in creating a myopic culture — risk our health and
general well-being as social costs spoil lives (Jennings 2010b). Kapp’s (1963: 20)
theory of social costs described the dangers so well: ‘[S]ocial costs threaten the life
and health not only of the individual but of all humanity and play havoc with a
rational use of our resources.” If competition truncates horizons, then it directly
augments social costs spilling from private decisions.

Social and economic growth through horizon effects

Competition in complementary settings is doomed to fail. Look at the educa-
tional system as an example of this: science so opposed to new learning has self-
defeating effects (Jennings 2008d). As Kapp put it regarding our scientific
research establishment:

Extreme secrecy, duplication, lack of coordination, absence of provision for
the exchange of data and results achieved are all inherent in the normal
organization of research under present conditions. ...

These inefficiencies in the organization of science can have only one
effect: a substantial proportion of the money and effort devoted to research
is wasted and the progress of science is retarded.

(Kapp 1963: 254)

Economics has been in a state of arrested development for many years (Leon-
tief 1982); another academic case of fighting against new ideas is the long resist-
ance to chaos theory (or non-linearity models) in physics (Gleick 1987; Waldrop
1992). As Kapp (1963: 289) said, disheartedly:

So far, however, this broadening of the scope of economic analysis has not
taken place. Traditional definitions of wealth and production, of productive-
ness and efficiency ... are among the most important obstacles to an under-
standing of the socio-economic issues of the twentieth century.

The problem is that the basic character of ecological interdependence in complex
societies is not substitution but complementarity: only in narrow applications do
rivalries seem to pertain (Jennings 2008b). Universal increasing returns suggest
the same for economies (Kaldor 1972, 1975): If so, then competition is keeping
our private and social horizons short, disrupting ecologies and defeating growth
through organizational learning (Jennings 2009a). All is the counterproductive
fault of economists’ substitution assumptions.
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In any advanced economic society, substitution is not our most general form
of social interdependence; complementarity is. Increasing returns support this
contention even in static contexts. Horizon effects strengthen the argument
through interaction of planning horizons. Interhorizonal complementarity yields
a case for cooperation not only in its direct effects but also by shaping our inter-
dependence. If longer horizons always enhance the importance of complementa-
rity over substitution in human affairs, economists should take heed. The general
nature of interdependence — for all long-run material outputs, as well as for all
intangible goods and throughout the realm of horizonal change — is not substitu-
tion but complementarity, yielding a case for cooperation as an efficiency stand-
ard and not one for competition. If so, then neoclassical economics, standing on
substitution and decreasing returns, seems to have failed dramatically. The
process of economic development changes social relations to enhance the impor-
tance of complementarity over substitution, negating orthodox standards and
tools (Jennings 2009a).

This is not a point that Kapp raised, save with his call for a broadening of
social science and economic analysis. However, this shift to complementarity
away from substitution is so resonant with his ideas — since complementarity is
almost synonymous with the twin notions of ‘positive feedback’ and ‘cumulative
causation” — that the horizonal theories suggested here offer new insight to
Kapp’s approach. They also offer another resolution to widespread social costs:
that of an institutional adaptation to cooperation as a means to lengthen horizons
and thus encourage a greater internalization of social losses such as Kapp
propounds.

Indeed, the unraveling of our cultural and ecological fabric caused by our
rivalrous social systems seems so evident at this juncture — one needs no
detailed justification of this opinion nowadays — that Kapp’s social cost theo-
ries should be center stage in the current study of economics. These signs of
competitive failure reveal themselves in many ways: social, ethical, ecolo-
gical, organizational and even cultural crises surround us at every turn. The
cause is an economic claim ill-fit to its sphere of use. Social and economic
growth is being cut off by short horizons; competition is keeping us socially
and economically immature (Kohn 1986; Wachtel 1989). As some wise soul
once said: ‘Fish discover water last” (McGregor 1971: 317). We cannot see
outside this box until we relax substitution assumptions for a broader repre-
sentation of our interdependence and the social costs spilling on us from
profit-seeking activity. Economics — in Kapp’s view — will need to adopt a
broader frame:

In fact any attempt to delimit the scope of economic analysis is likely to
yield only a distorted picture of the manifold problems with which eco-
nomic science actually has to deal. It is not surprising, therefore, that most
previous attempts to define the subject matter of economic science have
failed to convey an adequate idea of the actual scope of economic
analysis. ...
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In fact a delimitation of the scope of economic science is not only unnec-
essary but actually harmful.... In the first place, it tends to make economics
a closed system of thought.... Secondly, the specifically Robbinsian defini-
tion of the subject matter of economics in terms which do not transcend the
horizon of a market economy, permits the drawing of the ‘scientific’ conclu-
sion that any alternative form of economic organization would be incompat-
ible with the principles of a rational utilization of scarce means for the
attainment of competing ends.... Thirdly, the endeavor to delimit the
subject matter of economics and of other social sciences has so far led only
to the multiplication of artificial boundaries between the social disciplines
and their compartmentalization. The resulting specialization and fragmenta-
tion of social inquiry tends to obstruct and defeat the search for knowledge
and truth by restricting the scope and horizon of scholarly investigations.
This is the road to futility in social inquiry which must be concerned with
the analysis of a fundamentally interdependent socio-economic and political
reality.

Indeed, scientific method in social and economic research calls for the
progressive elimination of all boundaries which past generations of scholars
have created for scholastical, pedagogical and other reasons. The ultimate
aim is not merely ‘collaboration’ but the closest possible integration and
ultimate synthesis of the social sciences.

(Kapp 1963: 285-287)

In any application dominated by complementarity — and it is argued here that
this is the case for most economic connections — substitution assumptions, so
any model built thereon, do not fit these settings, so will lead to other results
than predicted by such theories. This is surely observable and true in the ecolo-
gical sphere, as well as in many other realms of economic activity. Our myopic
culture is reflected in media, education, politics and the ethical and ecological
losses seen everywhere (Jennings 2010a); is it not time to address our myopia as
a horizonal problem, in the spirit of Kapp’s call for broadening economic
analysis?

The ecological implications of horizon effects and myopic
cultures

If every act ripples outward forever, an interdependent world demands a theory
of planning horizons to address social costs and their resistance to regulation. In
fully interdependent domains, we cannot see the effects of our actions beyond a
horizonal limit depicting the bounds of our rationality (Simon 1982-1997). It is
our range of foresight that determines social health and well-being. The short
horizons stemming from competition disrupt any higher level of organizational
effort better reflecting our interdependence. Such implies a case for cooperation
to curb ecological loss and other social ills. We act, our consequences endure,
and they always stretch beyond sight. Learning cooperation is our route to a
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healthy ecology, in its effect on horizonal length and the resulting internalization
of social costs through ethics and broadening conscience.

Internalizing the cost of vital incursions on the environment through the price
system makes a worthy start in the battle to save our resources (Kapp 1963;
Hawken 1994). But this is only a holding action without an extension of plan-
ning horizons. Such myopic concerns, stemming from competitive forces — and
thus with institutional roots — serve as the origin of ecological loss and the asso-
ciated dispersion of various social costs so well described by Kapp. Slowing our
pattern of value depletion necessitates shifting our institutions to favor coopera-
tion and away from competitive frames. Such will lengthen horizons, so address
the actual source of these problems of ecological loss and other related social
costs.

The social costs of myopic cultures spawned by institutions standing on
incorrect deductions from erroneous suppositions show no measure or bound,
just as Kapp pointed out. The role of substitution assumptions serves to confine
economic research to partial analyses of phenomena as if fenced off from other
reactions in an interdependent domain. Substitution allows separation of forces
treated in isolation; complementarity yields a process of ‘cumulative causation’
in which all is connected in a wholly interactive frame, mandating economic
constructions based on dynamic complex systems such as Kapp proposed. Sub-
stitution assumptions have forestalled the development of economics into a more
realistic confrontation with complementarity as an alternative form of interde-
pendence. Few orthodox standards and tools survive in the absence of substitu-
tion and decreasing returns, such that an economics of fully dynamic complex
systems is still undeveloped. This is the unmet challenge for economists of our
time.

The very nature of an ecology — in its system manifestations and largest
dimensions — shows in its interactive vitality and dynamic complexity. Each part
ties to all others and changes spread in chaotic cascades of unpredictable out-
comes wholly unbounded in their ramifications. Such a realm makes substitution
assumptions — so theories standing thereon — untenable and destructive for real-
istic guidance in choice. So rivalry would yield tragedies stemming from opposi-
tion imposed on organizations where integration is needed for active
functionality and to regulate social costs. Decentralization does not work in a
complementary setting; cooperation and trust are required.

All learning — horizonal lengthening — calls for cooperation as the institu-
tional form encouraging complementary goods. Such is the only ongoing answer
to ecological loss, sustainable lives, social harmony and the long-term mainte-
nance of the planet. There is no obvious solution other than dealing with the
myopic culture resulting from competition as an institutional form. Even the
effort to internalize social costs through regulation cannot prevail in a demo-
cratic culture lacking horizonal lengthening. Organizational — or individual —
learning, growth and development turn on designs suited to an exchange of
complementary goods subject to mutual losses and gains. Substitution does not
apply in this setting: cooperation encourages output while competition creates
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scarcity, especially in the learning process. Indeed, the very viability of our life-
support system — planet-wide — depends on adopting appropriate theories of eco-
nomic connection based on complementarity as our most essential linkage.

In sum, mainstream models in economics have failed to specify our relations
of interdependence sufficiently, properly or correctly. As a result, we soil our
own nest, generating runaway social costs that threaten us all. Independence,
substitution, trade-offs, scarcity and decreasing returns suppositions only apply
to short-term material output, due to fixed or ‘cranky’ input factors; all long-term
material outputs — subject to increasing returns — imply economic complementa-
rity across social relations (Jennings 2008a; 2009b). Such is also the case for
intangible goods and horizonal linkages, so our interdependence in every
instance (save for short-term material outputs) is not defined by substitution but
by complementarity, yielding the latter — and not the former — as our most
general form of relation (Jennings 2010a). So efficiency characteristics would
adapt away from competition to favor cooperation (Jennings 2005), especially in
economic development (due to a change in the composition of output demand
toward intangibles as civilizations advance), such that the balance of interde-
pendence shifts toward complementarity with the horizonal lengthening conse-
quent to economic cooperation in a self-reinforcing process.

Symptoms of organizational stress arising from inappropriate theories ill-fit to
their realms of use include disintegration of effort (through turf wars and other
pathologies), short-sightedness (myopia) and materialistic consumption, all
observable features of our unhealthy social milieux. Indeed, the failure of
corporate news to inform public debate directly threatens political liberty and
democratic society. Even the educational process, saturated by rivalry, habitu-
ates us through avoidance of error to a fear of learning, as a potential explanation
for the unbearable lightness of our communications media. Further, politics are
so mired in noxious opposition that the regulations sought to forestall abuse of
market power and to thwart ethical and ecological losses are often ineffective.
Vast dangers stemming from our erroneous substitution assumptions and their
institutional legacy are risking all we hold dear. Is it not time to deal with them
before additional losses occur? Kapp (1963) posed these sorts of concerns and
the social losses associated therewith in his prescient book. But Kapp did not
develop planning horizons as a concept or include directly any explicit endorse-
ment of complementarity, although it is almost synonymous with the ideas of
cumulative causation and positive feedback which he used.

So what is needed at this point is a marriage of Kapp’s theory of social costs
with the notion of planning horizons and ‘horizon effects’. This will extend the
scope of Kapp’s theory, enriching his very insightful discussion of social costs
with a new understanding of how competition has failed due to its substitution
assumptions: applied to complementary realms, they promulgate tragic con-
sequences for ecological and human health (Jennings 1999; 2003; 2010b). The
pathological symptoms of competitive failures surround us; such will always
show wherever rivalrous substitution assumptions are wrongly applied to organ-
izational settings steeped in complementarities. Social losses spreading outward
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across society and the ecology are a result of horizon effects stemming from
incorrect theories applied to realms where they have no place. Substitution and
competition do not pertain among complementarities; if complementarity —
cumulative causation, to use Kapp’s term adopted from Myrdal and Veblen — is
our most general form of interdependence, then the economics of competition is
wrongly used in these settings. So economists sorely need the reformulation pro-
posed by Kapp in his statement above.

Indeed, the ecological economics of horizon effects is a research program in
need of attention. All avoidable losses of vital living ecologies are horizonal;
longer planning horizons are the key to both their rescue and the internalization
of social costs through conscience and public finance (via taxes and other well-
structured incentives). Institutions supporting competition do not tolerate any
relief from myopic concerns. The only way environmental losses shall be curbed
is through a wrenching cultural shift to cooperation, away from competition — if
that can be done. No other remedy is sustainable, even with Kapp’s suggested
development of minimum standards as a means to reduce social costs. Some-
what assuring is the fact that cooperation will sell itself, given a chance to work,
capturing gains for all in a less stressed domain. The role learning and know-
ledge play in economic efficiencies sought through successful collaboration is
the primary implication of a horizonal economics. Such an approach should
dovetail well with Kapp’s theory of social costs.

Conclusion

Orthodox economics stands on its substitution assumptions, which support the
case for competition as an efficient design. Substitution depicts societies shaped
by conflicts of value: efficiency eases scarcity and an inherent trade-off of wants.
If you do better, I do worse: our gains are always opposed. This view is sup-
ported by a reliance on economic convexity and closed-system models seen as
central to rigorous science by many academic economists. But in its practical
workings, competition does not produce the outcomes so richly offered in
theory. Instead, dangerous symptoms of ill economic and ecological health are
radiating outward in the form of social costs simply ignored by intransigent the-
orists sequestered in academic cloisters. So little has changed in the 50 years
since Kapp (1963) presented the second edition of his book on social costs that
his words still apply — as do Veblen’s (1898) — to economics today. Is that not a
testament to the lack of progress both men assailed? There is something terribly
wrong with academic competition that appears increasingly evident in the behav-
ior rampant therein. The core of the problem manifests in economists’ substitu-
tion assumptions in their application to a complementary setting of academic
creation and transfers of knowledge as an intangible good.

Proper recognition of an alternative form of interdependence should change
our institutional understanding of how we organize academic communities for
effective performance and development. The case for increasing returns and
horizon effects suggests that economic relations show concerts of value, with
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our ambitions aligned. If fortunes are linked, we rise and fall together; and I wish
you well, not ill. There is no limit to economic growth and well-being in this
scenario, emphasizing intangibles and learning over conflicts of interest. The
main constraint on development is our rivalrous system and culture: ‘We have
met the enemy, and he is us.” Social costs stemming from inappropriate theories
of competition applied where they have no proper relevance shorten horizons
and divert attention from meaningful lessons and truths.

Short horizons stand as a primary cause of ecological loss. Short horizons are
remedied by a shift to cooperation and away from competitive frames. Competi-
tion does not yield growth in a complementary universe, such as in education,
communications, politics or ecology; instead, the effects are arrested develop-
ment, stress and systemic collapse. Such is not a conclusion afforded by ortho-
dox substitution assumptions or any arguments standing thereon. Kapp’s theory
of social cost describes such problems well, limning preventive and practical
means addressed to minimum tolerance limits along with thresholds for regula-
tion based on human needs. But this approach shall have more promise com-
bined with horizonal theory and the case for an institutional shift toward
cooperation and away from competition due to its harmful social effects. This
strategic combination ought to enrich both theories, supporting further research
on how each might be extended effectively.

Evolving our institutional setting in favor of cooperation, especially in those
spheres where complementarities show in bolder relief, forces serious socio-
cultural changes on us for which we are ill-prepared. The forceful internalization
of social costs through regulation is equally risky in a democracy imbued with
short horizons along with a woeful level of voter apathy. Yet the urgency of this
situation can hardly be overstated. The losses of biodiversity in an age of rapid
climate change, runaway population growth and the rapid pace of change in our
lives shall be catastrophic if we continue on our present course. The social and
natural losses implied by ethical and ecological failures shall become irreversible
if we do not turn our myopic culture around to embrace institutional learning
and more cohesive forms of economic organization, along with a fuller account-
ing of social costs. The promise of longer horizons cannot be met in conditions
of fear, relentless strife, insecure rage, ongoing crisis or tragic collapse, nor can
Kapp’s theory of social costs be effectively applied in this context. We must act
before these dangers consume us along with our options.
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4 Planned obsolescence and the
manufacture of doubt

On social costs and the evolutionary
theory of the firm

Pietro Frigato and
Francisco Javier Santos-Arteaga

In this chapter we adopt and extend in a precise direction Mayhew’s critical
arguments against the evolutionary theory of the firm as elaborated by Nelson
and Winter (Mayhew 2000). Focusing on the distinction between ‘fixed and
open systems of analysis’, Mayhew emphasizes the sharp difference between
Veblen’s theory of business enterprise and the ‘truncating’” view of Nelson and
Winter (ibid.: 57).

There are, of course, a number of problems connected with this broad theoret-
ical issue. We may, just passing through, call attention to the clear inconsistency
between Mayhew’s position and Hodgson’s well-known interpretation, accord-
ing to which Nelson and Winter’s work is largely compatible with Veblenian
institutionalism. Nelson’s receipt of the Veblen-Commons award in 2007,
Hodgson has pointed out, ‘is in recognition for his great and hugely inspiring
contribution to a modern evolutionary and institutional economics’ (Hodgson
2007). Such assumed theoretical convergence is further confirmed by the fact
that Nelson himself ‘has fully acknowledged his affinity with the original institu-
tionalism’ (ibid.). Indeed, Nelson deliberately accepts both Veblen’s concept of
institutions and Veblen’s focus on how things are done (Nelson 2007: 314;
Nelson 2008: 2).

We clarify a well-specified aspect of this neglected compatibility issue. In
particular, we address the theoretical relationship between the theories of social
costs of business enterprise of the ‘old’ institutionalists — Veblen and Kapp — and
the most up-to-date version of the evolutionary theory of the firm elaborated by
Richard R. Nelson. Starting from Nelson and Winter’s treatment of production
routines in their seminal book, An Evolutionary Theory of Economic Change
(1982), we discuss Nelson’s recent work on the concept of ‘social technologies’
in the context of the Veblenian—Kappian critique of business enterprise and the
competitive mechanism.

We show that Nelson’s evolutionary approach to the firm sharply differs from
the Veblenian—Kappian approach. Although pertinently focusing on firms’
‘knowing how to do’ (and ‘to choose’) (Nelson and Winter 1982: 52), Nelson’s
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competence-based theory completely disregards the fundamental distinction
between making things and making money or, put another way, the ‘controlling
dichotomy’ of business and industry (Tsuru 1997: 61). This neglect explains two
sanitizing elements underlying Nelson’s and Winter’s evolutionary theory of the
firm and Nelson’s more recent work on the coevolution between ‘physical’ and
‘social’ technologies: the equation between technological innovation under busi-
ness and market guidance, and technological advance or progress; the assimila-
tion of economic growth to economic progress.

We start by briefly reconstructing the evolutionary theory of the firm elabo-
rated by Nelson and Winter. We then turn to Nelson’s recent effort to integrate a
useful concept of institutions (dominant social technologies) in their original
theoretical framework. The next step will be to illustrate the core arguments of
Veblen and Kapp concerning how the business management of industry tends to
favor the institutionalization of various forms of disservices. This was Veblen’s
and Kapp’s central thesis. After recalling the former’s path-breaking position we
sketch out Kapp’s theory of social costs of business enterprise. For their relev-
ance to the present discussion, we illustrate Kapp’s treatment of planned obsol-
escence and his critique of GDP as an indicator of economic performance.

Selected recent theoretical and empirical research concerning the deliberate
shortening of the lifespan of products and the limits of GDP as an indicator of
progress in terms of human welfare shows the enduring relevance of these early
institutional arguments. We contextually discuss the well-settled and today
highly sophisticated organizational routine among big businesses, which goes
under the name of ‘scientific misunderstanding’. Albeit apparently unforeseen
by Veblen and Kapp, this type of misbehavior adds to the argument that business
principles and practices might entail criminal elements and be extremely waste-
ful from a social point of view.

Doubtlessly, Nelson provides some useful insights in business decision-
making analysis that are compatible with the old institutional legacy. Indeed, the
very emphasis he puts on ‘how things are done’ both in terms of physical and
social technologies (see the section on Nelson’s recent work, below) is, in our
view, typically institutionalist. However, his complete disregard of the Veble-
nian distinction between business and industry has a far-reaching negative impli-
cation: In accordance with his previous work with Winter, Nelson’s more recent
analysis of physical and social technologies and his definition of the very goals
of economic science continue to be based upon a sanitized and unrealistic con-
ception of the firm and economic calculus.

Thus, if one accepts Nelson’s view of the capitalist firm then he must neces-
sarily acknowledge that the converging analyses of social costs of business
enterprise of Veblen and Kapp are outdated and irrelevant for fruitful economic
theorizing. Contemporary discussions on the building blocks of old institutional-
ism and the theory of the firm tell the story of a silent removal of the theory of
social costs among present-day original institutionalists.
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A short reconstruction of An Evolutionary Theory of
Economic Change

Richard Nelson and Sidney Winter have developed an evolutionary theory of the
behavior of business firms competing in a market environment (Nelson and
Winter 1982: 3). Their main interest concerns ‘the dynamic process by which
firm behaviour patterns and market outcomes are jointly determined over time’
(ibid.: 18).

Firms are regarded as ‘motivated by profit and engaged in search for ways to
improve their profits’ (ibid.: 4). Firms nevertheless are not assumed to be profit
maximizing over exogenously well-defined possibility sets. Thus, Nelson and
Winter’s maximization hypothesis is by no means the optimal maximization
assumed by the orthodox view. Evolutionary theory accepts ‘an assumption of
“profit-seeking” or “profit-motivated striving”, but certainly not of profit maxi-
mization’ (ibid.: 31). Following Simon’s bounded rationality concept, ‘firms
cannot maximize’, ‘firms satisfice’ (ibid.: 35).

In their search for profits, business enterprises can rely upon context-specific
capabilities and decision rules. These competencies and procedures evolve. They

are modified as a result of both deliberate problem-solving efforts and
random events. And, over time, the analogue of natural selection operates as
the market determines which firms are profitable and which are unprofitable,
and tends to winnow out the latter.

(Ibid.: 4)

To put it differently, ‘market environments provide a definition of success for
business firms, and the definition is very closely related to their ability to survive
and grow’ (ibid.: 9). Market competition in the different sectors operates as the
selection environment. According to Schumpeter, a major source of inspiration
for Nelson and Winter, competition provides

both a carrot and a stick to motivate firms to introduce better production
methods or products. ‘Better’ here has an unambiguous meaning: lower cost
of production, or a new product that consumers are willing to buy at a price
above the cost. In either case the criterion boils down to a higher monetary
profit. Successful innovation leads to both higher profit for the innovator
and to profitable investment opportunities. Thus, profitable firms grow. In so
doing they cut away the market for the noninnovators and reduce their prof-
itability, which, in turn, will force these firms to contract. Both the visible
profits of the innovators and the losses experienced by the laggers stimulate
the latter to try to imitate.

(Ibid.: 266)

Another beneficial consequence of competition, in a Schumpeterian perspective,
is ‘to reward and enhance the choices that prove good in practice and suppress
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the bad ones’ (ibid.: 276). Over the long term, this positively affects the overall
efficiency of the system: ‘The competitive system would promote firms that
choose well on the average and would eliminate, or force reform upon, firms that
consistently make mistakes. ... This is very much the position taken by Schum-
peter more than seventy years ago’ (ibid.: 276-277).

The concept of ‘routine’ provides an essential theoretical tool for the under-
standing of the evolutionary process by which firm behavior patterns and market
outcomes are co-determined over time. Production or organization routines
determine the behavior of firms in the same way genes define that of living
organisms in biological evolutionary theory. In this sense, routines are heritable
and selectable, allowing those firms with superior-performing routines to
increase their relative importance in their corresponding industries (ibid.: 14).!

Moreover, ‘profitability operates, through firm investment rules, as one major
determinant of rates of expansion and contraction’ (ibid.: 18—19). Accordingly,
in Nelson’s and Winter’s models ‘profit is the only business objective explicitly
recognized’ (ibid.: 30).

Operationally, the concept of routine encompasses

characteristics of firms that range from well-specified technical routines for
producing things, through procedures for hiring and firing, ordering new
inventory, or stepping up production of items in high demand, to policies
regarding investment, research and development (R&D), or advertising, and
business strategies about product diversification and overseas investment.
(Ibid.: 14)

Successful businesses ‘remember by doing’ (ibid.: 99) through the reiteration
of their satisficingly profitable activities:

When this is the case, the routine (in its smoothly functioning version) takes
on the quality of a norm or target, and managers concern themselves with
trying to deal with actual or threatened disruptions of the routine. That is,
they try to keep the routine under control.

(Ibid.: 112)

Thus, satisficingly profitable routines are relatively durable and stable, since the
surviving organizations to which they belong to will tend to resist mutations over
those presenting themselves as ‘desirable innovations’ (ibid.: 116; see also
134-135).

Successful business firms’ control systems ‘struggle’ against environmental
‘potentially mutagenic events’ (ibid.: 117). This conservative tendency can be
rather easily explained: Profit satisficing routines tend to be replicated due to the
evolutionary advantage they confer to the firms adopting them. Hence,

if an existing routine is a success, replication of that success is likely to be
desired. In particular, in the models to follow, the organization in question is
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a business firm for which success is roughly measured by profits, and repli-
cation of productive routines is motivated by a desire to replicate the profit
flows that those routines make possible.

(Ibid.: 121)

As a consequence, when confronted with environmental obstacles and adver-
sities, profitable firms tend to remain firmly committed to their ‘existing ways of
doing things’: ‘the only “search” that goes on is for the resources to continue to
finance the existing routine’ (ibid.: 122).

Given these operational rigidities, how is it possible for innovation to
occur? As concrete, “useful questions arise in the form of puzzles or anomalies
relating to prevailing routines’, innovations emerge, in large part from ‘new
combinations of existing routines’ (ibid.: 129—-130). Of course, R&D done by
business firms is dominated by profit-seeking too — ‘and the more profit the
better’ (ibid.: 250).

Technological advance, as a result of private business innovation, is cumula-
tive, in the sense that ‘as the product evolves, so do the processes of production’
(ibid.: 258); and ‘the new is not just better than the old; in some sense the new
evolves out of the old’ (ibid.: 255). The examples of aviation and petroleum-
refining technology tell stories of product cycles characterized by ‘a flow of sub-
sequent improvements’ and a ‘hunting for marginal improvements’ (ibid.:
256-258).

Both products and production processes evolve in the direction of cumulative
upgrading. Nelson and Winter assume that ‘learning curves’ lead to simultane-
ous improvements in workers’ activities, management decision-making and
engineering practices (ibid.: 258). Satisficing profitability becoming a wide-
spread target of the business management of industry in specific productive
branches allows for the institutionalization of ‘technological regimes’ and ‘tra-
jectories’ (ibid.: 258-259):

While natural trajectories almost invariably have special elements associ-
ated with the particular technology in question, in any era there appear to be
certain natural trajectories that are common to a wide range of technologies.
Two of these have been relatively well identified in the literature: progres-
sive exploitation of latent economies of scale and increasing mechanization
of operations that have been done by hand.

(Ibid.: 259)

Other examples of ‘widely used natural trajectories’ inaugurated in the twen-
tieth century are: ‘First, the exploitation of an understanding of electricity and
the resulting creation and improvement of electrical and later electronic com-
ponents, and, second, similar developments regarding chemical technologies’
(ibid.: 261).

Nelson and Winter make clear that underlying these industrial developments
‘is a body of knowledge held by the technicians, engineers, and scientists
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involved in the relevant inventive activity’ (ibid.: 261). They also point out that
‘often an innovation is produced by a firm for sale to customers who will use it’
(ibid.: 263). The disciplining role of business management over scientific and
technological research is nevertheless treated as irrelevant for the study of
technological regimes or paradigms in the neo-Schumpeterian framework elabo-
rated by Nelson and Winter. This omission occurs despite their focus on the
‘industrial research laboratory that is represented as central to the innovation
process’ (ibid.: 278).

Nelson and Winter explicitly address ‘the issue of the strengths and weak-
nesses of free enterprise’ in their discussion of contemporary welfare economic
theory (ibid.: 22). They admit that social costs of business enterprise are perva-
sive. They nevertheless specify that an evolutionary perspective on welfare eco-
nomics does not aim at ‘a radical departure’ from the standard neoclassical
interventionist view (ibid.: 362). Market failures are ‘partially remediable with
ancillary organizational machinery’, leading to a ‘patched-up system’ (ibid.: 358).
Through their discussion of Environmental Protection Agency regulations which
‘took the form of particular required standards’ imposed upon business producers
they convincingly show that these forms of intervention did not try to come to
grips with the trade-offs that specified standards implied, and disregarded the
potential usefulness of a range of possible alternative measures (ibid.: 374). In
order to overcome these typical rigidities, Nelson and Winter advocate for pol-
icies that comprehensively acknowledge the complexity of the public—private
interactions resulting from their implementation (ibid.: 385). As a consequence
they refuse ‘simple (and simple-minded) arguments about the optimality of
private enterprise, or simple pointing to market failures’ (ibid.: 385). In particular,
in the case of social costs, ‘the unique organizational characteristics of a particu-
lar sector ought to come to the fore in the analysis of policy toward that sector’
(ibid.: 364). These last types of arguments are coherently re-evoked in the recent
work of Nelson, The Limits of Market Organization (Nelson 2005: 2, ch. 14).

Nelson’s recent work on ‘social technologies’ and institutions

Although it was based on the concept of productive or organizational routines,
the original analysis of Nelson and Winter almost exclusively focused on the
evolution of ‘physical technologies’ while not assigning a definite role to the
concept of institutions.” The need to incorporate a useful concept of institutions
in the evolutionary theory of the firm, elaborated with Winter, has been expli-
citly recognized by Nelson for the first time in a paper with Sampat (Nelson and
Sampat 2001; Nelson 2007: 315).

In Nelson and Sampat (2001) we find the general formulation of this integrat-
ive effort. Coherently with their acceptance of the ‘broadly shared conception’
among economists according to which ‘institutions influence, or define, the ways
in which economic actors get things done’ (ibid.: 39), Nelson and Sampat aim at
elaborating ‘a concept of institutions that is useful for analysis of factors molding
economic performance, and long run economic growth in particular’ (ibid.: 33).
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How, then, do you bring institutions into a theory of production and economic
growth? Elaborating on the concept of an ‘economic activity’, in order to dis-
close the multi-party interaction that characterizes most production activities,
Nelson and Sampat focus on how activities are carried out: “While that notion is
presumed to involve a description of the “physical” technology involved, here
we propose also to include a characterization of the “social” technologies’ (ibid.:
40). The notions of ‘social technologies’ and ‘physical technologies’ are quite
similar. However, whereas the former involve ‘patterned human interaction’, the
latter have to deal with ‘physical engineering’ (ibid.: 40). In particular, social
technologies focus on the effective coordination of interactions among different
people as a basic requisite for accomplishment (ibid.: 40). Thus,

Sampat and I proposed that it might be useful to call the recipe aspect of an
activity its ‘physical’ technology, and the way work is divided and
coordinated its ‘social’ technology. From this perspective, virtually all eco-
nomic activities involve the use of both physical and social technologies.
The productivity or effectiveness of an activity is determined by both
aspects.

(Nelson 2008: 3)

The intimate intertwining of the development of physical and social technolo-
gies, i.e., their coevolution, is highly problematic, since ‘the process of evolution
of social technologies and their supporting institutions is erratic, compared to the
way physical technologies evolve’ (ibid.: 7). The main reason explaining this
diversity is that ‘physical technologies are amenable to sharp specification and
control” and ‘easier to replicate and imitate’ than social technologies:

The performance of physical technologies, including the nature of the output
they produce, tends to be relatively tightly constrained by the physical
inputs and processing equipment used in their operation. On the other hand
social technologies are much more open to the vagaries of human motiva-
tions, and understandings regarding what is to be done, which seldom can
be controlled closely.

(Ibid.: 8)

Whereas physical technologies can be tested through deliberate experimentation
in controlled settings, social technologies cannot be easily isolated ‘from the
influences of a wide variety of other variables that bear on the profitability of a
firm’ (ibid.: 8). ‘Progressive cumulative learning’ is typical in the case of engi-
neers and designers; this is not the case for ‘business or research organization’
(ibid.: 9). That is, obtaining reliable evidence on the efficacy of a new institution
or social technology constitutes a much more difficult task than measuring the
performance of a new physical technology (ibid.: 8). This discrepancy in assess-
ment possibilities explains why social technologies ‘develop much more errati-
cally and slowly than do physical technologies’ (ibid.: 10). Effectiveness, in both
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cases, is measured as ‘economic viability’ or as the capacity of a business enter-
prise to make money satisficingly (ibid.: 10).

Of course, this intrinsic difficulty in evaluating the economic performance of
social technologies does not impede their selection and institutionalization. We
may note in this respect that, once determined social technologies become so
diffused that they are ‘a standard and expected thing to do, given the objectives
and the setting’, they become institutions (Nelson and Sampat 2001: 40, 44; see
also Nelson 2007: 316).* ‘Standardized social technologies’ do indeed prevail as
the interacting modes for getting things done in a society (ibid.: 316).

In other words, in as much as ‘“social technologies” come to be regarded
by the relevant social group as standard in the context’ they become institu-
tions: ‘Under our proposed language, not all social technologies are institu-
tions, but rather only those that have become a standard and expected thing to
do, given the objectives and the setting’ (Nelson and Sampat 2001: 40)* This
formulation of the problem of social technologies and institutions allows
Nelson and Sampat to recognize that ‘our institutions concept corresponds to
Veblen’s “widespread habits of action”, and to Schotter’s “way the game is
played”’ (ibid.: 40).

Of course, a ‘widely used social technology’ (i.e., an institution) requires flex-
ibility in order to be implemented in a range of specific contexts:

Thus, our concept of institutions as social technologies is consonant with
the notion that institutions are ‘the rules of the game’ when these are
regarded as defining relatively closely, but with discretionary room, what
people do when they play the game.

(Ibid.: 40)

Building on their concept of institutions, Nelson and Sampat propose a theoret-
ical and empirical research program emphasizing the relative rigidity associated
with the actual institutional dynamics:

Once they become institutionalized, they become attractive ways to do
something. We can couch our proposal in the language of transaction costs.
Institutionalized social technologies define low transaction cost ways of
doing things that involve human interaction. Note that, under this concep-
tion, on the one hand, institutions are constraints. They in effect define the
particular ways things must be done if they are to be done parsimoniously.
But, on the other hand, effective institutions, like effective physical technol-
ogies, define productive pathways for doing things. Absent of an effective
institutionalized social technology for doing something, it may be very
costly to do that thing, or doing it may be impossible.

(Ibid.: 41)

Standard social technologies, or institutions, are at a single time organiza-
tions, governing rules and prevailing customary attitudes:
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In addition to being embodied in and molded by particular organizational
and governance structures, standardized social technologies are formed, and
held in place, in the context of the broad system of norms, beliefs, and rules
of the game, that prevail in a society. We propose that our social technolo-
gies concept is a useful generalization of North’s notion of the variety of
particular kinds of institutional arrangements that are allowed by the institu-
tional environment. The language we are using here associates the term
institutions with the specific behavioural (and organizational) structures, and
uses the term institutional environment for the more general molding forces.

(Ibid.: 41)

The theoretical relationship between routines and physical and social technol-
ogies is explicitly addressed by Nelson and Sampat.

We believe that the language of routines, as developed in Nelson and Winter
(1982), is a useful vehicle for characterizing social technologies, and we
begin our analysis with a general discussion of the ‘routines’ concept. A
routine involves a collection of procedures which, taken together, result in a
predictable and specifiable outcome. Complex routines, of the sort associ-
ated with the production of goods and services, almost always can be ana-
lytically broken down into a collection of subroutines.

(Ibid.: 42)

Productive routines include at once ‘a recipe that is anonymous regarding any
division of labor, and a division of labor plus a mode of coordination’ (ibid.: 44).
The first aspect concerns the physical technology involved, whereas the second
deals with the organizational aspect, i.e., the social technology.

When analyzing concrete industrial sectors and businesses it can be observed
that

prevailing physical and social technology limit choices regarding how to do
things. ... Available inputs — machinery and materials — generally are tai-
lored for use in prevailing routines, and to try to do something significantly
different may require hand crafting the inputs, perhaps at considerable cost
and risk of failure ... innovation is risky for exactly the reasons put forth.
(Ibid.: 44)

Thus, while the detailed operation of a routine by a business organization leaves
considerable room for variation and idiosyncratic elements (differences in the
details), ‘at its core almost always are elements that are broadly similar to what
other competent parties would do in the same context’ (ibid.: 43). In this sense,
‘particular routines tend to be parts of systems of routines’ (ibid.: 43).

The relative stability of sector-specific production routines explains why
physical and social technologies operate both ‘as constraints and as productive
pathways’ (ibid.: 44). Of course, prevalent social technologies may be ‘highly
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inefficient compared with other ways of organizing transactions’ (ibid.: 44).
They may obstruct the introduction or smooth functioning of new physical tech-
nologies or impede an efficient allocation of resources as market conditions
change (ibid.: 44).

‘Prevailing institutions’, ‘defined in terms of generally employed ways to get
things done where the doing involves coordinating the actions of independent
individuals or organizations’, tend nevertheless to characterize the functioning of
markets (ibid.: 45). The concept of market can indeed be ‘modelled as a set of
processes or routines’ (ibid.: 45) and actual competitive struggles are heavily
influenced by ‘the institutionalized social technologies’ that take on ‘the charac-
ter of norms’ among competitors (ibid.: 45): “‘Major deviation from them is, at
least, cause for notice and surprise, and likely will lead to inadequate outcomes’
(ibid.: 46).

In the language of transaction costs, Nelson and Sampat argue, ‘institutions
define and provide low transaction cost ways of doing things that require
coordinated interaction with other parties’ (ibid.: 47). Hence, ‘developing an
institutionalized way of doing something may be the only way to achieve a low
transaction cost way of doing it’ (ibid.: 47). In this respect, we may note that
these transaction cost minimizing practices do not automatically help reduce
social costs to a minimum. Reality seems to offer a dramatic picture concerning
the social repercussions of the social technologies employed in most settled pro-
ductive branches.

Like any other social technology, specific cost-shifting techniques and
maneuvers (including criminal activities) also tend to be forms of learned behav-
ior, and tend to exhibit contagion-like patterns with very high concentrations in
particular sectors — the petrochemical, automobile and pharmaceutical industries
representing prominent examples in this respect (Heath 2008: 601; Clinard
2005). Organizational theorist Charles Perrow, an inspiring source for the works
of Nelson, points out that ‘organizations sometimes lie to protect themselves and
hope they won’t be found out’ (Perrow 1992: 374). ‘False documents can be
institutionalized as true documents’ and ‘documents that lie about how disasters
will be limited or averted are special kinds of social constructions’, ‘carefully
designed with the law in mind’, that help corporations in limiting legal liability
and regulation (ibid.: 374). As we have mentioned above, a good illustration of
these ‘techniques of neutralization” (Heath 2008: 605-610), largely employed in
business as plausible-sounding excuses and disguises for misconduct, is pro-
vided by ‘scientific misunderstanding’. The question concerning ‘efficiency for
whom’ becomes decisive once one accepts the existence of these institutional-
ized cost-shifting practices (Perrow 1992: 374).

Veblen and Kapp: the social costs of ‘prevailing social and
physical technologies’ in business

The coevolution of markets and production systems, at the core of Nelson’s
theory of the firm, can have widespread adverse societal repercussions. Viki



Obsolescence and manufacture of doubt 83

Sonntag has recently shown that, in order to stay competitive, firms adopt strat-
egies that through the growing recourse to the new manufacturing technologies
favor product obsolescence (Sonntag 2000). Although Sonntag’s analysis is
explicitly formulated within the framework of the evolutionary theory of the
firm, we may note that planned obsolescence and other adverse social repercus-
sions associated with market organization are rarely taken into account by
Nelson and by the large majority of evolutionary economists.

We point out the deep motives underlying this analytical flaw by resorting to
the critical inquiries into business organization and market competition originally
conduced by Veblen and systematically developed by Kapp. Both Veblen and
Kapp share the view that the prevailing decision-making routines of business
enterprises inherently tend to be socially disserviceable and wasteful. They accept
the existence of a structural conflict between the principal goal of business enter-
prises (profit maximization) and the basic imperatives of technical efficiency and
serviceability. The institutionalization of a range of ordinary forms of sabotage on
production is the natural outcome of the business-like control of industry.

A crucial divergence emerges between Veblen and Nelson in the handling of
how things get done within and between capitalist firms. According to the
former, as a consequence of the general acceptance in the economic profession
of the ‘theorem of equivalence’,

Pecuniary activities, in short, are handled as incidental features of the
process of social production and consumption, as details incident to the
method whereby the social interests are served, instead of being dealt with
as the controlling factor about which the modern economic process turns.
(Veblen 1919: 286)°

This relegation of pecuniary motives and practices to the background of eco-
nomic theorizing explains why ‘the economic process is rated primarily as a
process for the provision of the aggregate material means of life’ (ibid.: 285).
This is, however, a highly misleading view according to Veblen. He insists on
the neglected fact that the businessman manages industry through pecuniary dis-
positions and that ‘his superintendence is a superintendence of the pecuniary
affairs of the concern, rather than of the industrial plant’, especially ‘in the
higher development of the modern captain of industry’ (ibid.: 292). What about
the implications of this business-like management of industry?

For their being ‘lucrative without being serviceable to the community’, pecu-
niary employments and business management ‘are concerned primarily with the
phenomena of value — with exchange or market values and with purchase and
sell — and only indirectly and secondarily, if at all, with mechanical processes’
(ibid.: 293).°

This means, in the first place, that in Veblen’s view the business control of
industry is not to be classified as an industrial or productive activity at all. Actu-
ally, the businessman’s attempt at altering the distribution of wealth may, or may
not, indirectly result in enhanced production (ibid.: 296-297).
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Under these conditions, the ‘pecuniary dispositions’ of the entrepreneur
determine

whether and which of the known processes and industrial arts shall be prac-
ticed, and to what extent. Industry must be conducted to suit the business
man in his quest for gain; which is not the same as saying that it must be
conducted to suit the needs or the convenience of the community at large.
(Ibid.: 298)

Industrial organization is closely conditioned by the competitive pecuniary strug-
gle among businesses. It is a struggle for survival in which the selective process
rewards those economic units that are fit for pecuniary gain. Hence, market com-
petition between businesses tends to reward fitness for serviceability only inci-
dentally and, as a general rule, inhibits its diffusion in every case in which it
interferes with the business goal of profit maximization (ibid.: 299).

Veblen is quite explicit in this respect when he states:

It happens so frequently that it might fairly be said to be the common run
that business interests and undertaker’s manoeuvres delay consolidation,
combination, coordination, for some appreciable time after they have
become patently advisable on industrial grounds. The industrial advisability
or practicability is not the decisive point. Industrial advisability must wait
on the eventual convergence of jarring pecuniary interests and on the strate-
gical moves of business men playing for the position.

(Ibid.: 300)

It follows that an ‘ordinary line of business strategy’ consists of ‘manoeuvres of
restriction, delay, and hindrance’ adopted ‘by competitive business concerns to
get the better of their business rivals or to secure their own advantage’ (Veblen
1921: 3). In order to warrant that the rate and volume of output are ‘regulated
with a view to what the traffic will bear’ and avoid over-production businessmen
systematically recur to ‘a conscientious withdrawal of efficiency’, i.e., ‘sabo-
tage’ (ibid.: 8-9). Businessmen’s ‘day’s work has come to center about a running
adjustment of sabotage on production’ (ibid.: 39). In their quest for ‘a reasonable
profit’® business enterprises are forced to make large use of sabotage:

Should the business men in charge, by any chance aberration, stray from
this straight and narrow path of business integrity, and allow the commun-
ity’s needs unduly to influence their management of the community’s indus-
try, they would presently find themselves discredited and would probably
face insolvency.

(Ibid.: 14)

The work and main objective of the businessman consists of allocating the
values under his hand ‘from the less to the more gainful point of investment’
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(Veblen 1919: 307). Therefore, economic theory should not concentrate on his serv-
iceability or on his contribution to the improvement of human welfare as his main
defining characteristic. It is just the undertaker’s ability to uncover gainful invest-
ments that actually matters for a correct description (ibid.: 301, 303—304, 307).

Veblen’s analysis of the deleterious impact of the business-like management
of industry had a crucial influence on the work of Kapp, who indeed changed the
title of The Social Costs of Private Enterprise (1950) to Social Costs of Business
Enterprise (Kapp 1963).

Following Veblen,

The author holds the view that the institutionalized system of decision-
making in a system of business enterprise has a built-in tendency to disre-
gard those negative effects on the environment that are ‘external’ to the
decision-making unit. Even if an individual firm intended (and would be in
a financial position, as oligopolists obviously are) to avoid the negative
effects of its applied technology, it can do so only by raising its costs; that
is, by deliberately reducing its profit margin and its profit-earning capacity.
Hence, a system of decision-making operating in accordance with the prin-
ciple of investment for profit cannot be expected to proceed in any way
other than by trying to reduce its costs whenever possible and by ignoring
those losses that can be shifted to third persons or to society at large.

(Kapp 1971: xiii)

Making an explicit reference to Kapp, Vatn and Bromley clarify why there exists
a cost-shifting mechanism inherent to the functioning of the market

While it is not necessary to allege that all externalities are the clear result of
intended cost-shifting, it is clearly incoherent and incorrect to assert that the
opposite is universally so. Certainly, if costs can be shifted — and done so
without violating any previously established and enforceable rights — then it
will happen under conventional assumptions about the objectives and moti-
vations of the relevant economic agents.

(Vatn and Bromley 1997: 147)

It follows that,

Indeed, one will need to be on constant lookout for the creation of new cost-
shifting possibilities as competition intensifies. While the ‘invisible hand’
clearly conduces to efficiency within the ‘internal’ economy, it must — with
the same ruthless logic — conduce to the shifting of costs throughout the
‘external’ sphere.

(Ibid.: 147)

In this regard, a specific line of social damage that emerges as a consequence
of the routinized business-like control and management of industry can be
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highlighted: the social costs of planned obsolescence. These costs, being at the
core of the business-like control of the modern industrial laboratory, are particu-
larly well-suited for a demonstration of our main argument: the unbridgeable
divergence between the theories of business enterprise of Nelson, and of Veblen
and Kapp. The latter two put at the core of their institutional analyses the pre-
vailing productive routines by businesses — i.e., ‘physical and social technolo-
gies’ in Nelson’s own terms. Veblen and Kapp are mainly interested in how
things get done within the decision-making routines of business enterprises.
While sharing the same focus, Nelson does not explicitly recognize the socially
adverse consequences of the pecuniary or business-like management of industry.
Conceptually he does not need to employ the notion of business: the reference
point can simply be the firm. In Nelson’s view, firms will automatically tend to
introduce socially serviceable productive processes, as well as goods and serv-
ices, in their attempt at reaching satisficing levels of profits. The subservience of
the industrial process to the profit motive remains essentially unproblematic.

Kapp deals with the social costs of planned obsolescence in chapter 12, ‘The
social costs of cutthroat competition, planned obsolescence and sales promotion’
of his Social Costs of Business Enterprise (Kapp 1963: 224-247). He states that:
‘The phenomenon of planned or accelerated obsolescence is a relatively new
phenomenon anticipated only partially by Veblen’s earlier discussion of “sabo-
tage” and “the conscientious withdrawal of efficiency in modern industry”’
(ibid.: 224, quotations from Veblen 1921: 20)

Kapp illustrates how the typical non-price competition existing in the oli-
gopolistic sectors of modern economies may take ‘various forms of competition
in disservices’ (Kapp 1963: 229). It follows that

It is fair to assume that there have been many oligopolistic firms who have
failed to see any reason why they should not reduce the quality and average
‘life expectancy’ of their products if by doing so they could increase the
volume of their sales. In fact, such reduction of quality and planned obsoles-
cence of both the physical serviceability and the desirability of consumers’
goods is the aim and effect of many sales promotional activities.

(Ibid.: 230)

There is indeed an apparent self-reinforcing trend toward built-in obsoles-
cence in many industrial branches in which oligopolistic competition is
characteristic:

Both the obsolescence of desirability and the obsolescence of quality seem to
have undergone rapid development since Veblen first spoke of sabotage and
the conscientious withdrawal of efficiency in modern industry. Automobiles,
automotive parts, tires, home appliances from washing machines to television
sets, and floor coverings, draperies and furniture have been increasingly the
object of complaints on the ground of deliberate quality deterioration.

(Ibid.: 231)
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Kapp suggests that ‘product and quality designs and the deliberate spacing of the
lifespan of different parts in such a fashion that the need for replacement is increased,
are commercially profitable in oligopolistic market structures’ (ibid.: 232). In
general, from the point of view of an oligopolistic market context, ‘an industry with
excess capacity and high overhead charges has much to gain from an accelerated
obsolescence’ (ibid.: 233). Deliberate quality deterioration or shortening of the life-
span of products increases the sales of oligopolistic firms, in markets in which each
competitor, in order to commercially survive ‘depends upon his ability to increase
the demand for his particular product and to make this demand as inelastic as pos-
sible’ (ibid.: 233). In this sense, the intentional reduction or destruction of the useful-
ness of durable (and semi-durable) goods constitutes an opportunity (and social) cost
reflected in the unnecessary repair and earlier replacement of goods resulting from
their purposefully accelerated obsolescence (ibid.: 232233, 242-243).

Beyond the specific examples of social losses associated with planned obsol-
escence and aggressive sales promotion, in Kapp’s open-systems view social
costs are widespread, heterogeneous and often latent harmful effects of private
business activities in a competitive economy. Therefore, in order to evaluate the
effective social efficiency of business productive activities, their real total
impacts (both physical and monetary) matter. What is most needed is a substan-
tial ex ante evaluation of the input mix and the output pattern. Operationally, this
could mean the creation of

Institutionalized agencies [that] would have the function and responsibility
to anticipate, appraise, and judge beforehand the hazards and benefits of
alternative technologies, techniques and locations. On the basis of such an
assessment it would be possible to direct investments with respect to both
permissible choice of factor inputs and the location of specific industries, in
accordance with criteria that take account of the full range of the costs and
consequences of new techniques for the individual and society as well as the
world community.

(Kapp 1971: xxi)

The reality of social costs of business enterprise tells us that ‘the conventional
measurements of the performance and “growth” of the economy in terms of
national income indicators are inadequate and hence misleading’ (ibid.: vii):

They leave out of account important social costs of production borne by
third persons and future generations. In fact, in their present form, national
income indices not only fail to subtract these social costs, but include money
spent to repair the damages caused by productive activities of the past and
present.

(Ibid.: vii)

With these critiques the successive debate on the need to revise and extend the
System of National Accounts based on GNP figures is clearly anticipated. Kapp
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invokes the need for a comprehensive approach to economic accounting, in
which both defensive expenditures and real damages can be faithfully and relia-
bly reflected. Since the late 1960s, research on the extension of the national
accounts in order to better reflect monetizable detrimental components and dis-
tributive effects has consistently progressed:

Extended accounting is approaching official recognition. Following two
decades of research and consultation, in its last revision of the SNA, the
United Nations introduced guidelines for an optional set of ‘satellite’ envir-
onmental accounts, designed to integrate with the main core SNA.

(Offer 2000: 11)°

Notwithstanding the importance of several analytical and operational limitations,
the enduring research efforts in alternatives to GDP as measures of welfare
reflect a gradual shift of policy priorities away from the established and exclu-
sive preoccupation with growth. An increasing number of professional econo-
mists are changing their view on economic growth and social progress. A
prominent figure among them, Robert U. Ayres, observes in this respect:

I now think (along with many others) that economic growth as measured by
increasing GDP, at least in the developed countries, is mostly an illusion. It
reflects increasingly frantic activity, especially trade, but little or no progress
in terms of human welfare in ‘real’ terms (health, diet, housing, education,
etc.).

(Ayres 1996: 117)

Ayres recognizes that much of the background of this critical re-examination is
not new (ibid.: 118), and, following Shigeto Tsuru, we may just add that its theo-
retical foundations were laid by the old institutionalists (Tsuru 1997: 83-99).
Quoting Myrdal, Tsuru explains the enduring relevance of old institutionalism
through its realistic outlook:

Institutional economics is destined to be winning ground at the expense of
conventional economics, according to Myrdal not only because of the
strength of its logic, but also ‘because a broader approach will be needed for
dealing in an effective way with the practical and political problems that are
now towering and threatening to overwhelm us’.

(Ibid.: 75; quotation from Myrdal 1979)

Some prevailing social and physical technologies in today’s
business: planned obsolescence and the manufacture of
doubt

Planned obsolescence consists of a ‘set of product development practices’ that
tends to become ‘ubiquitous among durable goods manufacturers’ (Guiltinan
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2009: 20). Planned obsolescence routines aim at stimulating replacement buying
by consumers. In their effort to shorten the usable life of their products, produc-
ers can recur to well-established ‘physical obsolescence mechanisms’. These
amount to settled production practices such as ‘limited functional life design
(‘death dating’)’, ‘design for limited repair’, ‘design aesthetics that lead to
reduced satisfaction’ or ‘design for fashion’, and ‘design for functional enhance-
ment through adding or upgrading product features’ (ibid.: 20).

Planned obsolescence has a long industrial tradition. With the introduction in
1913 of the electric starter in automobiles, ‘obsolescence due to technological
innovation’ obtained for the first time nation-wide attention in the United States
(Slade 2006: 4; on the electric starter see also p. 35). ‘Psychological, progres-
sive, or dynamic obsolescence’ was inaugurated soon after by the success of
‘GM’s cosmetic changes to the 1923 Chevrolet’ (ibid.: 4). Consumers were
clearly willing to ‘trade up for style, not just for technological improvements,
long before their old cars wore out’ (ibid.: 4). This ‘discovery’ was quickly imit-
ated by ‘many other American industries, such as watches and radios’ (ibid.: 4).

The Depression promoted a further development in the same direction: ‘The
Depression gave manufacturers a new incentive to systematize their strategies of
adulteration and apply scientific research methods to the practice of death dating
or planned obsolescence in order to increase repetitive consumption’ (ibid.: 78).
A further refinement of the various forms of ‘adulteration’ (ibid.: 77) has been
actively promoted since the 1930s: Producers progressively achieved the capa-
bility to ‘manipulate the failure rate of manufactured materials’ (ibid.: 5). An
early illuminating example in this respect is provided by General Electric labora-
tories’ experimentation concerning how to shorten the lifespan of its flashlight
bulbs ‘in order to increase demand by as much as 60 percent’ (ibid.: 5). From a
memorandum from the files of the General Electric Company, dated 1932, we
know that the proponent company engineer concluded by stating: “We can see
no logical reason either from our view point or that of the battery manufacturer
why such a change should not be made at this time’ (Kapp 1963: 230; Slade
2006: 80-81).

Death-dating was, however, one among different possible instruments to
encourage repetitive consumption:

Solutions to the problem of how to promote repetitive consumption would
eventually include a wide range of manufacturing strategies, from branding,
packaging, and creating disposable products to continuously changing the
styles of non disposable products so that they became psychologically
obsolete.

(Slade 2006: 10-11)

While not drawing a prohibitive general picture of the diffusion of this prac-
tice in the different oligopolistic sectors, we may briefly call attention to the
impressive picture of today’s e-waste due to the hastening of product extinction
in the sector of electronic durables:
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Today, the mounting numbers of functioning durable goods ending up in
landfills have led to renewed criticism of product obsolescence. Sources
indicate that in North America over 100 million cell phones and 300 million
personal computers are discarded each year, and only 20,000 televisions are
refurbished each year while 20 million are sold, resulting in tremendous
environmental damage from lead, mercury, and toxic glass.

(Guiltinan 2009: 19)

Slade has recently pointed out that

as federal regulations mandating HDTV come into effect in 2009, an
unknown but substantially larger number of analog TVs will join the
hundred of millions of computer monitors entering America’s overcrowded,
pre-toxic waste stream. Just this one-time disposal of ‘brown goods’ will,
alone, more than double the hazardous waste problem in North America.
(Slade 2006: 2-3)

Beyond the risk of overcapacity faced by oligopolists, which is generally
recognized as the conditioning threat causing planned obsolescence, Viki
Sonntag has recently emphasized the role of competition in the ‘knowledge-
based economy’ in ‘the past few decades’ (Sonntag 2000: 101). In particular,
‘computer-based, flexible production technologies’, i.e., ‘the latest advanced
manufacturing technologies’, tend to favor the institutionalization of one domi-
nant technological trajectory in production systems: ‘One such trajectory, faster
product cycles, has serious implications for achieving sustainability for the
reason that firms with fast-to-market strategies must “grow in order to compete”,
resulting in the need for ever larger effective market demand’ (ibid.: 102).
‘Current generation production technologies’ or ‘new manufacturing technolo-
gies’, according to Sonntag, ‘are radically changing the terms of market com-
petition’ (ibid.: 101, 102). They favor the emergence of coevolving ‘distinctive
patterns in market organization’ and firms’ behaviors to stay competitive based
on accelerating product cycles: ‘Faster product cycles presage new product vari-
ants and faster product obsolescence linked to intensified customers’ needs’
(ibid.: 101, 109). The pressure to reduce the durability of goods explains why
‘there is cause for concern that many current practices in the strategic use of
advanced technologies are unsustainable since they lead to increasing resource
consumption in the aggregate by increasing market demand’ (ibid.: 101).’

Another highly sophisticated maneuvering social technology, widely
employed in business, is the manufacture of doubt. The tactic was initially elab-
orated as an answer to the observable links between exposure to chemicals and
adverse health effects in workers and consumers: ‘As early as the 1930s petro-
leum and chemical companies recognized that exposure to chemicals they pro-
duced (as well as to substances like asbestos) in production plants could cause
cancer, pneumoconiosis, and other health problems’ (Ludwig et al. 2001: 524).
The industry response was to orchestrate the obfuscation of the links between
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>

exposures and harmful effects. ‘An aura of “controversy”
created,

was deliberately

concerning the scientific basis for the alleged effects by confusing the epi-
stemology of causation, and corrupting medical literature through inten-
tional misdesign, suppression and misrepresentation of research. The
companies, their lawyers and consultants fabricated a debate concerning the
issues whether or not disease increases in exposed populations were real or
‘controversial.’

(Ibid.: 524)

This sponsoring of manipulated studies and the attentive management of their
diffusion among the public has progressively evolved into a prevailing social
technology in several industrial branches. Asbestos provides a well-documented
example of the high profitability of ‘the corruption of science from within’
(McCulloch 2006: 610). Although ‘evidence of the risks of working with asbes-
tos was well established in the early 1930s’, and medical proof of the adverse
health impacts of exposure to airborne fiber since 1960, the industry was able to
gain a reprieve of some decades before being banned in industrial states. Asbes-
tos production and manufacturing is still a highly profitable line of industry in
the developing world, ‘where in countries like India, Kazakhstan, and Thailand,
industry-sponsored research is used to justify the continued mining of asbestos
and the manufacture of asbestos-based products’ (ibid.: 613). In sum, it was the
industry’s shrewd ‘management of medical knowledge’ that ‘has been the key to
the continued use of asbestos’ (McCulloch 2005: 398). What seems most dis-
turbing about failure to regulate (i.e., ban) asbestos production is that the ‘magic
mineral’ that came to be recognized as a ‘killer dust’, as Geoffrey Tweedale
makes clear, ‘is only one of a number of potential hazards — radioactivity, pesti-
cides, lead, and air pollution, to name only a few — that may result in insidious,
long-term damage to our health’ (Tweedale 2003a: xi).

Based on previously secret internal business documents produced in toxic tort
litigations, it is today possible to get a reliable picture of ‘the modus operandi of
at least a large proportion of corporations in the United States’ (Rankin Bohme
et al. 2005: 338). A thorough documentation of ‘the strategies employed by
various tobacco, asbestos, beryllium, plastic and chemical companies, their
industry organizations, front groups, and industry-funded scientists’ (ibid.: 338)
is now available. These tactics, ‘social technologies’ or ‘prevailing production
routines’ are both intentional and socially destructive, and entail the funding of
scientists in order to manufacture doubt over the risks of production processes or
products (Rankin Bohme ef al. 2005; Tweedale 2003b: 77-82). While limiting
both liability and regulation, they allow firms to obtain their (expected) huge
‘satisficing’ profits.

Recently, Geoffrey Tweedale has lamented the ‘striking” fact that there is ‘no
tradition of dealing with this type of subject-matter in business history” (Tweed-
ale 2003b: 70). This lacuna seems even more troubling if one considers that ‘the
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empirical work that does exist on business crime shows that it is far from mar-
ginal; it also shows that it has deep historical roots’ (ibid.: 73; emphasis in the
original). These social technologies are dominant modes to avoid sustaining
social costs that corporations either cannot or do not want to compensate for or
prevent.

As pointed out in the present text, planned obsolescence and the manufactur-
ing of doubt through scientific misunderstanding occur through well-settled pro-
ductive routines and are at the origin of serious and widespread social losses.
They have undergone a process of institutionalization and progressive refine-
ment in both traditional and new industrial branches. Hence, evidence does not
support a comforting view of business and market competition. Any theory of
the capitalist firm that does not pay attention to these settled practices in modern
oligopolistic sectors shares the embarrassing limit attributed by Geoffrey Tweed-
ale to business historians: ‘Their almost complete failure to address those areas
of business activity that one might label corporate crime or misconduct’ (ibid.:
70). Understandably, this limit is evident in the evolutionary theory of the firm.
However, both planned obsolescence and corporate corruption of science can be
properly explained and understood as special cases of cost-shifting routine prac-
tices by capitalist firms within the theory of social costs of Veblen and Kapp.

Final remarks

One of the truly innovative and lasting insights from old institutionalism was its
theory of social costs. It was the most persistent theoretical interest of both
Veblen and Kapp. Although the theory of social costs is lucidly and eloquently
developed in their works, this fundamental piece of institutional theory is wholly
neglected by the ‘Veblenian’ Nelson.

It is a subtle irony that, both Nelson and Winter, and Nelson more recently,
share the basic assumptions of Veblen and Kapp concerning business firms’
behavior. They indeed assume that capitalist firms are profit-seeking organiza-
tions that, in order to stay competitive, submit their production and decision-
making routines to the pursuit of satisficing net returns. The market mechanism
rewards successful firms and penalizes non-profitable production units. Prevail-
ing productive routines — investment decisions, ‘well-specified technical rou-
tines for producing things’ and ‘research and development’ — are strictly keyed
to the firm’s profitability. Under these circumstances, it is reasonable to assume,
as Nelson and Winter do in their models, that ‘replication of productive routines
is motivated by a desire to replicate the profit flows that those routines make
possible’ (Nelson and Winter 1982: 121). As a consequence, profitable produc-
tive routines tend to be persistent: Profitable firms tend to remain firmly com-
mitted to their ‘existing ways of doing things’ and to resist major changes
(ibid.: 122). This relatively rigid superintendence of the profit motive over
industrial practices (scientific and technological research) is by no means dis-
turbing. Accordingly, technological innovation under business-like manage-
ment is a matter of cumulative and progressive improvements in both
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production processes (management decision-making and engineering practices)
and products (ibid.: 258).

Nelson’s more recent interest in institutions and social technologies does not
change this apparently inescapable limit of the evolutionary or competence-
based theory of the firm. Profitability remains the efficiency test for both phys-
ical and social technologies.

In other words, Nelson risks ‘ignoring all the costs of profits or growth that
are silently borne by the community and by employees’ (Perrow 1992: 373).
Only a too ‘narrow view of efficiency’ (ibid.: 371) can equate technological and
organizational innovation by business with actual progress or socially service-
able discoveries and inventions. Planned obsolescence, as we have seen, repre-
sents a well-documented example in this respect. The advocated need to
encourage entrepreneurship in order to advance technology seems highly disput-
able as it is the idea that ‘As Schumpeter argued long ago, by far the principal
benefit that society gets from market organization of economic activity and com-
petition, is innovation and economic progress’ (Nelson 2007: 320). The neo-
Schumpeterian or evolutionary theory of the firm elaborated by Nelson espouses
this highly positive, largely apologetic, vision of the role of the competitive
mechanism. According to this view, the discipline of the market tends to be
inherently pro-social; private business costs and efficiency provide reliable, syn-
thetic measures of social costs and efficiency.

The contextual neglect of the social costs of settled production practices as
planned obsolescence and the manufacture of doubt sufficiently explain why
Nelson can consider economic growth the most reasonable objective of eco-
nomic policy, despite the fruitful and illuminating critiques of GDP as a measure
of real human welfare in the post-war period.

In sharp contrast with Nelson’s comforting view of business and market com-
petition, Veblen and Kapp have provided a general analytical framework that
can help to address in a realistic way the prevailing organizational and produc-
tive routines of business enterprises. Based on the fundamental distinction
between profitability (making money) and serviceability (making things in order
to achieve social efficiency goals), their critique of business enterprise and the
market still offers an ideal framework of analysis to understand the actual behav-
ior of competing businesses.

Notes

1 Conceptually, routines can be distinguished in ‘operating characteristics’ (‘the routines
that govern short-run behaviour’) and ‘actual investment behaviour’, both ‘keyed to the
firm’s profitability’, since ‘profitable firms will grow and unprofitable ones will con-
tract, and the operating characteristics of the more profitable firms therefore will
account for a growing share of the industry’s activity’ (Nelson and Winter 1982:
16-17).

2 Among professional economists

there is widespread recognition that powerful ‘physical technologies’ generally
are involved centrally in productive routines. Under neoclassical theory, at least,
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there has been less explicit and systematic reflection on the roles of effective
‘social technologies’ in productive activity, although as we have noted this is what
much of the new discussion of institutions seems to be mostly about. This is our
focus here. It is apparent that ‘knowing’ prevailing social technologies, and what
they allow and deny, and how to operate within them, is just as important as
‘knowing’ available physical technologies in determining the available range of
‘choice’ facing a particular actor.

(Nelson and Sampat 2001: 45)

3 ‘A standard and expected thing to do, given the objectives and the setting’ refers both
to dominant ‘modes of organizing work’ and ‘appropriate practice’ (Nelson and
Sampat 2001: 44).

4 As examples of social technologies evolving into institutions (i.e., dominant social
technologies), Nelson and Sampat offer ‘Chandler’s M-form’ and the preference for
strong intellectual property rights in pharmaceuticals (Nelson and Sampat 2001: 41).

5 In other words, pecuniary employments and allocation criteria are handled by main-
stream economists as ‘auxiliary to the process of production, and the gains from such
employments are still explained as being due to a productive effect imputed to them’
(Veblen 1919: 287). In the scheme of productive factors the undertaker’s activity has
‘the function of coordinating and directing industrial processes’ (Veblen 1919:
288-289). In the realm of distribution his income is dealt with ‘as a peculiar kind of
wages, proportioned to the heightened productivity given to the industrial process by
his work’. Thus, ‘his income has been reconciled with the tacitly accepted natural law
of equivalence’ (Veblen 1919: 289).

6 According to Veblen, pecuniary dispositions are the sole motives underlying invest-
ment and allocation activities by business enterprises. As a consequence any good or
service produced and distributed under business guidance can be, at best, only inciden-
tally serviceable for consumers and society at large.

7 ‘Enhanced production” means here a socially efficient way of producing goods and
services, i.e., a way that minimizes social costs (Veblen 1921; Kapp 1963).

8 ‘A reasonable profit always means, in effect, the largest obtainable profit’ (Veblen
1921: 13).

9 Despite UN approval of the Human Development Index and the UN standard based on
a 15-item ‘minimum national social data set’, research on social and ecological indic-
ators remains more problematic and less promising in its present stage of development
(Offer 2000: 18).

References

Ayres, R.U. (1996) ‘Limits to the growth paradigm’, Ecological Economics, 19:
117-134.

Clinard, M.B. (2005) ‘Corporate crime: yesterday and today — a comparison’, in Clinard,
M.B. and Yeager, P.C. (eds.), Corporate Crime, New Brunswick and London: Trans-
action Publishers.

Guiltinan, J. (2009) ‘Creative destruction and destructive creations: environmental ethics
and planned obsolescence’, Journal of Business Ethics, 89: 19-28.

Heath, J. (2008) ‘Business ethics and moral motivation: a criminological perspective’,
Journal of Business Ethics, 83: 595-614.

Hodgson, G. (2007) ‘The 2007 Veblen-Commons award recipient: Richard R. Nelson’,
Journal of Economic Issues, 41(2): 311.

Kapp, K.W. (1963) Social Costs of Business Enterprise, Bombay, London and New York:
Asia Publishing House.



Obsolescence and manufacture of doubt 95

Kapp, K.W. (1971) ‘Introduction to the 1971 edition’, in The Social Costs of Private
Enterprise, New York: Schocken Books.

Ludwig, E.R., Madeksho, L. and Egilman, D. (2001) ‘RE: mesothelioma and lung tumors
attributable to asbestos among petroleum workers’, American Journal of Industrial
Medicine, 39: 524-527.

McCulloch, J. (2005) ‘Mining and mendacity, or how to keep a product in the market-
place’, International Journal of Occupational and Environmental Health, 11: 398—403.

McCulloch, J. (2006) ‘Public health chronicles’, Public Health Reports, 121: 609—-614.

Mayhew, A. (2000) ‘Veblen and theories of the ‘firm’’, in Louga, F. and Perlman, M.
(eds.), Is Economics an Evolutionary Science? The Legacy of Thorstein Veblen, Chel-
tenham and Northampton, MA: Edward Elgar.

Myrdal, G. (1979) Essays and Lectures After 1975, Kyoto: Keibunsha.

Nelson, R.R. (2005) ‘Introduction’, in The Limits of Market Organization, New York:
Russel Sage Foundation.

Nelson, R.R. (2007) ‘Institutions and economic growth: sharpening the research agenda’,
Journal of Economic Issues, 41(2): 313-323.

Nelson, R.R. (2008) ‘What enables rapid economic progress: what are the needed institu-
tions?’, Research Policy, 37: 1-11.

Nelson, R.R. and Sampat, B.N. (2001) ‘Making sense of institutions as factors shaping
economic performance’, Journal of Economic Behavior & Organization, 44: 31-54.
Nelson, R.R. and Winter, S. (1982) An Evolutionary Theory of Economic Change, Cam-

bridge, MA: Harvard University Press.

Offer, A. (2000) ‘Economic welfare measurements and human well-being’, Discussion
Papers in Economic and Social History, 34: 1-34.

Perrow, C. (1992) ‘Organizational theorists in a society of organizations’, International
Sociology, 7(3): 371-380.

Rankin Bohme, S., Zorabedian, J. and Egilman, G.S. (2005) ‘Maximizing profits and
endangering health: corporate strategies to avoid litigation and regulation’, Interna-
tional Journal of Occupational and Environmental Health, 11: 338-348.

Slade, G. (2006) Made to Break: Technology and Obsolescence in America, Cambridge,
MA: Harvard University Press.

Sonntag, V. (2000) ‘Sustainability: in light of competitiveness’, Ecological Economics,
34:101-113.

Tsuru, S. (1997) Institutional Economics Revisited, Cambridge: Cambridge University
Press.

Tweedale, G. (2003a) Magic Mineral to Killer Dust: Turner & Newall and the Asbestos
Hazard, Oxford and New York: Oxford University Press.

Tweedale, G. (2003b) ‘Researching corporate crime: a business historian’s perspective’,
in Tombs, S. and Whyte, D. (eds.), Unmasking the Crimes of the Powerful: Scrutiniz-
ing States and Corporations, New York: Peter Lang.

Vatn, A. and Bromley, D. (1997) ‘Externalities: a market model failure’, Environmental
and Resource Economics, 9: 135-151.

Veblen, T. (1919 [2002]) ‘Industrial and pecuniary employments’, The Place of Science
in Modern Civilization, New Brunswick and London: Transaction Publishers.

Veblen, T. (1921 [1965]) The Engineers and the Price System, New York: Augustus M.
Kelley Bookseller.



5 The discourse on social costs

Kapp’s ‘impossibility thesis’ vs.
neoliberalism

Sebastian Berger

Introduction

Economists have tried for a long time to shape the mode of thinking about
damages that arise from economic activity. As ‘social costs’ or ‘externalities’
these damages were assigned a specific place in modern society. According to
historians of economic thought: ‘It is now well established that the boundaries of
the modern analysis of externalities were defined by A.C. Pigou’s Economics of
Welfare ([1920] 1932) and Ronald H. Coase’s “Problem of Social Cost” (1960)’
(Aslanbeigui and Medema 1998: 1).

This intellectual history is quite symptomatic for contemporary economic dis-
course, in that only neoclassical and neoliberal theories are considered while K.
William Kapp’s fundamental critique of both of these theories is omitted. His
work once received recognition even by his staunch neoliberal critic, Wilfred
Beckerman:

The economics profession in general, and those who are interested in
environmental problems in particular, owe a great debt to Professor Kapp.
It was he who first drew our attention to the widespread nature of external
costs imposed by many productive activities and the way in which these
impaired the environment, in his book on The social costs of business
enterprise. This work was not duly appreciated at the time it was pub-
lished because this was before concern with the environment became
fashionable.

(Beckerman 1972: 1)

In the words of Kapp’s colleague, the institutional economist Marc Tool:

Dr. K. William Kapp and his forty-year career as a front rank institutional
economist ... [established] the relevance of the holistic, institutional mode
of thinking to the complex and urgent problems of environmental deteriora-
tion and economic development. Indeed, Kapp was among the first to
explore the interdependent significance of these two problems.

(Tool 1978: 1)
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Much has changed in economic discourse since the 1970s, and Kapp’s argu-
ments are — with few exceptions (Franzini 2006) — no longer part of the dis-
course on social costs. This chapter provides a rational reconstruction (Rorty
1984) of Kapp’s argument to complement the concept’s intellectual history and
to broaden economic discourse beyond the limits of neoclassical and neoliberal
arguments.

Kapp’s ‘impossibility thesis’ vs. liberalism a la Mises and
Hayek

Kapp’s argument about social costs emerged in his dissertation, ‘The planned
economy and international trade’ (1936), as a critique of the doctrine of liberal-
ism and an economic accounting system based on market exchange value. Given
the book’s argument, it is surprising that it was written at the Postgraduate Insti-
tute of International Studies in Geneva and at the London School of Economics.
According to Plehwe, the Geneva institute was an interwar institution that pro-
vided an organizational haven for ‘concerned and committed liberals’, such as
Ludwig von Mises, who later became a founding member of neoliberal organi-
zations, such as the Mont Pelerin Society in 1947 (Plehwe 2009). In fact, Kapp’s
preface even thanks Mises for the ‘friendly interest’ he took in the dissertation.

Kapp began his argument by addressing Mises’ thesis that ‘a rational
economy under conditions of a centrally organized community is impossible
because the removal of the means of production from the market makes their
exact valuation impossible in the decisions of the central economic authorities’
(Kapp 1936: 27). According to Mises, without the market and a common denom-
inator for valuation there cannot be any economy because there is no way to
determine what is rational and because production cannot be ‘economical’ (ibid.:
30-31). Kapp argued that this thesis is the focal point in the discourse on eco-
nomic accounting, which in turn reflects differences in the theories of value.
While he was not surprised that economists adopting a subjectivist theory of
value argue that valuation becomes impossible in a planned economy, Kapp con-
sidered the socialists’ reactions problematic because they mainly tried to prove
Mises’ thesis wrong. Instead, Kapp argued, a countervailing thesis about the
market economy was needed, as well as an inquiry into the actual effects of a
pure economic accounting system based on the valuation of single individuals —
i.e., market exchange value (ibid.: 34).

Chapter 3 of the dissertation took up this task. Kapp built his argument upon
previous contributions made by Arthur C. Pigou, Carl Menger and Karl Polanyi.
The third subchapter of chapter 3, entitled ‘The impossibility of reaching soci-
etal efficiency” based on an economic accounting of market values’, argued that
economic accounting based on market values does not and cannot account for
the societal disadvantages and damages of an economic decision. Kapp used
Pigou’s account (Pigou 1929) of how societal disadvantages arise from eco-
nomic decisions of private enterprises, referring to societal disadvantages such
as health effects on workers, crime, etc., but also environmental damages caused
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by smoke. Kapp added to this the question about the losses due to the premature
depletion of non-renewable energy and raw materials. Importantly, Kapp already
outlined his future research project (The Social Costs of Private Enterprise,
henceforth Social Costs) that would elaborate the different kinds of social costs
more rigorously: ‘It would be an interesting task for statistics to develop appro-
priate methods of accounting for disadvantages and damages that society has to
suffer in a free market economy due to the principle of maximizing returns
applied by private enterprise’ (Kapp 1936: 42, fn.).

After arguing that decisions by private enterprises based on market values
cause, and at the same time do not account for, social costs, Kapp proceeded to
show why societal needs and interests cannot be expressed in the valuation of
goods according to market prices. Here, Kapp built on Carl Menger’s distinction
between the substantive and the formal economy (Berger 2008),* arguing that
societal needs and interests cannot find ‘value-expression’ in the exchange
between isolated individuals (formal economy). Societal efficiency, thus, cannot
be reached based on market price accounting. This constitutes the essence of
what may be termed Kapp’s countervailing ‘impossibility thesis’, directed
against Mises’ thesis. Kapp supported this argument by referring to the many
‘corrections’ that liberal-capitalist economies have to implement ex post via
social policies to remedy losses. In a centrally planned economy, Kapp asserted,
it would be possible to calculate possible damages ex ante and to consider these
in economic decision-making.

Kapp also acknowledged Karl Polanyi’s influence on his dissertation in a later
letter:

Dear Karl ... Did I ever mention that your early article in reply to Mises’
thesis has been very helpful to me then [!] I did my dissertation on planning
and foreign trade with Mises at the Postgraduate Institute of International
Studies in Geneva in the early thirties. I thought you ought to know this and
that it may please you.

(Kapp to Polanyi, 18 October 1962)

Polanyi participated in the early stages of the debate on possible forms of
socialism in Vienna in the 1920s. In his 1922 essay, ‘Sozialistische Rech-
nungslegung’ (‘Socialist accounting’), he took on Mises’ argument and outlined
the traits of ‘rationally’ planned economic production and exchange that is
guided by social and democratic decision-making (Cangiani 2006: 25; Berger
2008).

While the dissertation’s argument was directed against Mises’ thesis, Kapp
directed his Social Costs (1950) also against Friedrich August von Hayek, who
at the time was the leading figure in neoliberal projects, such as the Chicago
School and the Mont Pelerin Society (Van Horn and Mirowski 2009). Kapp paid
attention to Hayek’s work since the 1930s and his dissertation — partially written
at Hayek’s workplace, the London School of Economics — already cited the lat-
ter’s Collectivist Economic Planning (1935). The unpublished version of the
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introduction to ‘Social costs’ addressed itself to Mises’ and Hayek’s ‘successful
books’ and their doctrine of liberalism (Kapp, unpubl. manus.), probably refer-
ring to Hayek’s Road to Serfdom (1944) and Mises’ Bureaucracy (1944):

Social Costs and Social Returns: A Critical Analysis of the Social Perform-
ance of the Unplanned Market Economy — In harmony with the faith of 19th
century liberalism traditional equilibrium economics states that the unregu-
lated forces of supply and demand in an unplanned market economy tend to
lead to an optimal allocation of scarce resources among competing ends and
objectives. This doctrine continues to be regarded by many as an apparently
scientific foundation for all arguments against positive intervention with the
economic process in the capitalist economys; its strength is attested by the
current success of the books by Hayek and Mises. Economic planning is still
on the defensive and in many minds the presumption seems to be against
purposive action in economic affairs despite all experience of depressions
and other inefficiencies in the operation of the capitalist economy. This
study offers a critique of the basic premises of 19th century economic liber-
alism by examining the social performance of the unplanned market
economy in the light of several facts which are usually omitted and
neglected in economic theory.... In the first place it attempts to indicate the
limitations of all economic calculations in terms of private costs and private
returns. To allocate economic resources merely in accordance with private
costs and private returns defeats any endeavour to find a rational solution to
the economic problem.

(Kapp, unpubl. manus.)

This supports the thesis that Kapp was keenly aware of the revival of the doc-
trines of liberalism in the works of Mises and Hayek and considered them
important enough to devote an entire book to their critique. The latter took on
the basic premises of economic liberalism via a full-blown empirical investiga-
tion showing how entrepreneurial outlays fail to reflect important social costs of
production and are no adequate measure of total costs. Kapp’s argument on
social costs thus emerged as an attack on Austrian liberalism a la Hayek and
Mises, while being inspired by Austrian economists, such as Polanyi and the
posthumous Menger (second edition of Principles), as well as Pigou.

The influence of American institutionalism: ex ante social
controls vs. ex post Pigouvian taxes

Kapp explicitly traced the basic idea of Social Costs back to his dissertation, but
also to the research of the National Resources Planning Board and John Maurice
Clark’s Social Economics.* The Kapp—Clark correspondence (Berger, 2012) evi-
dences how Clark influenced Kapp’s thinking. Kapp’s copy of Allan G.
Gruchy’s Modern Economic Thought: The American Contribution (1947) shows
intense underlining of the chapter on ‘The social economics of John M. Clark’,
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in particular, the concept of social value, new criteria for collective efficiency
independent of price, Clark’s social-liberal planning program and the democrat-
ization of the economy as a foundation of social economics. By changing the
title of the second, enlarged and revised edition to Social Costs of Business
Enterprise (1963) Kapp explicitly recognized that Thorstein B. Veblen’s Engi-
neers and the Price System (1921) and The Theory of Business Enterprise (1904)
provided an analytical framework and demanded an economics that investigates
the waste involved in the business-like control of industry.’

In the tradition of American Institutionalism, Kapp argued that social costs
are to be subjected to democratic decision-making (social legislation) that would
enable the majority interest to put an end to this problem. He directly attacked
the argument that the elimination or more equal distribution of social costs — as
well as the insistence on planning — are anti-growth and anti-change. In this way,
Kapp raised the question of whether the lament about the eminent end of growth
— said to result from the quest for security and protection against social costs —
does not reflect a movement away from social and political democracy. Accord-
ing to Kapp, social costs are in opposition to one of the most fundamental tenets
of our professed humanistic ideals, i.e., respect for the human personality and
that the human being must not become a mere instrument for some ‘cause’, such
as growth or efficiency (Kapp 1950: 18-22). In this view, the extent to which
social costs are accounted for depends on the political structure of society,
requiring environmental policy and institutional reforms to minimize them:

[Social costs] are damages ... which under different institutional conditions
could be avoided. For, obviously, if these costs were inevitable under any
kind of institutional arrangement they would not really present a special
theoretical problem ... to reveal their origin the study of social costs must
always be an institutional analysis. Such an analysis raises inevitably the
question of institutional reform and economic policy which may eliminate
or minimize the social diseconomies under discussion.

(Kapp 1963: 186)

No democratic society can and will tolerate this subordination of the social
system to the dictates of formal rationality. The universal reaction of society
to the neglect of social costs ... has taken a variety of forms ... compelling
private producers to internalize ... social costs.

(ibid.: 202)

Kapp interpreted the growing recognition given to social costs as a shift in the
balance of power from those groups responsible for damages to those groups
who bear the

brunt of social losses in the past and who now are using their growing polit-
ical and economic power in an effort to protect themselves against undesir-
able consequences. ... The political history of the last 150 years can be fully
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understood only as a revolt of large masses of people (including business)
against the shifting of part of the social costs of production to third persons
or society.

(ibid.: 16)

Kapp concluded that in modern societies there are serious obstacles to rational
behavior of consumers and entrepreneurs, not least because market prices fail to
measure the relative importance and magnitude of various social costs and
returns. He called for a revision of neoclassical price theory, questioning its phil-
osophical foundations and formal value theory that is confined to alternatives
measurable in terms of market values. Kapp called for a new science of eco-
nomics that would include social costs and returns that differ in terms of their
measurability from exchangeable commodities and constitute the category of
social value. Elaborating on the question of social value, Kapp later demanded a
kind of ‘rational humanism’, i.e., substantive criteria that are sought and found
in the degree of satisfaction of human needs (Kapp 1967). In this theory, particu-
lar aspects of the quality of the environment such as clean air and water would
be an end in itself via scientifically derived environmental norms that reflect
basic human needs. Hence, human needs become operable as social minima, and
fundamental requirements of human life and survival are integral parts of the
constellation of goals of economic policy. Minimum standards in the fields of
public health, medical care, education, housing, transportation and recreation
based on empirical data can be determined with greater agreement than usually
assumed. Kapp argued that the human being and basic human needs should be
the primary values and criteria, from which secondary criteria, such as social
minima, ecological maximum tolerance levels, socio-ecological indicators and
social controls can be derived (Kapp 1974). Kapp used this argument also in a
proposal for democratic planning of science and technology (Kapp 1975).

While his work derived a major impulse from Pigou’s argument, Kapp later
criticized that Pigou forced the problem of social costs into the conceptual
framework of neoclassical economics, despite the fact that the latter was never
designed to address non-market phenomena, such as pollution. Kapp also
rejected Pigou’s concepts of external costs and social costs, with social costs
meaning ‘total costs’, i.e., the sum of private costs and external costs. Instead,
Kapp reserved the term ‘social costs’ for all those negative consequences
arising from unrestrained economic activity (public and private) that are
shifted to third parties, future generations or society at large, and which do not
appear in cost accounts of the responsible economic unit, thus avoiding
responsibility. Kapp argued that Pigou’s ‘external costs’ is a value-laden
concept within the neoclassical pre-analytical vision of a rational (market)-sys-
tem in which ‘external costs’ are external to the system — accidental side-
effects of secondary importance. This plays down the pervasive nature of the
problem and suggests that it is remediable with ad hoc, ex post measures of
taxation. Kapp criticized that the latter are essentially conservative measures
that do not change the mechanism of allocation and that constitute only a
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minor modification of the allegedly rational system. Yet, Kapp did not fail to
notice that Pigou broadened his approach in the 1940s, starting to mention
‘general disharmonies’ arising in production and distribution and in connec-
tion with industrial fluctuations: ‘[We may be] confronted with evidence of the
bankruptcy of capitalism and a prima facie case for extending the range of
public ownership and public operation to industries in which they have not yet
been invoked’ (Pigou 1947: 43—45, in Kapp 1963: 38) While Pigou’s solution
to the problem was to some extent interventionist and his work highlighted
some of the links between economics and ethics (Aslanbeigui and Medema
1998), Kapp pointed out the limitations of this neoclassical approach.

Neoliberal feedback a la Knight, Coase, Stigler, Calabresi,
Buchanan and Beckerman

Recent research has characterized neoliberalism as a transdisciplinary and inter-
national thought collective with a long-term strategy to oppose what it described
as collectivism or socialism. The term ‘neoliberalism’ emerged in the 1930s and
the movement is considered to be a child of the Great Depression, with con-
cerned liberals feeling the need to fight the evils of planning. The Chicago
School and the Mont Pelerin Society were among its key organizations since
1947, with Hayek, Mises and Buchanan, but also Stigler, as leading members.
Neoliberalism rose to hegemony by the 1980s, gaining acceptance even in nomi-
nally hostile environments, such as Social Democratic Parties and the Chinese
ruling elite. Crucially, neoliberalism must not be confounded with neoclassical
economics because Austrian and ordoliberal segments of neoliberalism were at
odds with neoclassical economics. Yet, those versions of neoclassical economics
compatible with the neoliberal policy preferences were accepted (Plehwe 2009;
Mirowski 2009). While neoliberalism is not a clearly defined doctrine, some of
its central tenets relevant to the discourse on social costs can be identified: (1)
The market can always produce solutions for problems seemingly produced by
the market in the first place; (2) the market always surpasses the state’s ability as
an information processor; (3) corporations can do no wrong, or at least they are
not to be blamed if they do (Mirowski 2009).

In line with these tenets, the Chicago School spent the post-World War II
years arguing ‘for less government intervention, fewer wealth redistribution pol-
icies ... and an across the board promotion of more private enterprise’ because
this would promote a more efficient allocation of resources (Medema 1998:
210). The discourse on social costs was of interest to Chicago economists from
the beginning and seems to have moved upward on the neoliberal agenda in the
1960s. Although Frank Knight was not part of what became the neoliberal
project at the Chicago School, starting with Hayek (Van Horn and Mirowski
2009), he was the leading economist at the interwar Economics Department at
Chicago, who convinced his students of the central importance of liberal values
and competitive markets, which he favored over any other political process
(Rutherford 2010). In ‘Some fallacies in the interpretation of social
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costs’ (Knight 1924), Knight attacked Pigou’s interventionist taxation solution,
favoring instead a market-based solution because under conditions of ‘private
ownership of the factors significant for production [...] the ideal situation which
would be established by the imaginary tax will be brought about through the
operation of ordinary economic motives’ (ibid.: 164). Knight also published a
book review of Kapp’s Social Costs (Knight 1951: 233-234), calling it ‘socialist
propaganda’ and lamenting that it ‘does not mention freedom’. Also, Knight
found a discussion of ‘costs of eliminating costs’ missing and that Kapp’s use of
the term ‘waste’ was problematic because waste can only be defined in reference
to costs of conservation. Knight saw no practical use in criticizing the status quo
if possible alternatives were not compared, and the worst defect was that the
‘author is oblivious of the question as to the politico-economic organization req-
uisite for carrying out such “reforms”.... He does not say what are the altern-
atives and their costs’ (Knight 1951: 234).

Knight was also the dissertation advisor of George Stigler, who later became
a leading member of the mid-twentieth-century neoliberal Chicago School and
Mont Pélerin Society, promoting Knight’s arguments (Knight 1924) on social
costs in Readings in Price Theory in 1952 (Stigler and Boulding 1952). Ronald
Coase admitted that Knight’s ideas and terminology had greatly influenced his
famous argument in The Problem of Social Costs (1960) (Coase 1983: 215;
Medema 2010). It has been pointed out that Coase’s political orientation was
different from Pigou’s — i.e., decidedly anti-interventionist — and that this
clearly influenced his approach (Aslanbeigui and Medema 1998). Coase
received a scholarship through the ‘Free Market Study’ funds of the neoliberal
Chicago School, and can be considered as the second generation of neoliberals
(Van Horn and Mirowski 2010). Coase critiqued Pigou’s interventionist solu-
tion because it aimed at eliminating harmful effects via public intervention ‘at
all costs’. Coase’s article contained a call for a close examination of alternative
policy options, viewing both market and government solutions as imperfect,
and the option of doing nothing at all about social costs (Medema 2010). It was
Stigler who later shaped the ‘Coase Theorem’, i.e., a radicalized version of
Coase’s argument, to serve his neoliberal purposes in the discourse on social
costs. In this, Stigler also referenced Knight’s anti-Pigouvian 1924 article
(Stigler 1966: 119).

Conversely, Stigler’s silence on Kapp’s and Clark’s work on social and over-
head costs in Readings in Price Theory (Stigler and Boulding 1952) can be inter-
preted as an ‘ignore’ strategy. Instead, Stigler chose to republish Knight’s almost
30-year-old, anti-interventionist ‘Fallacies’ (1924) article. Kapp’s Social Costs
referred to Stigler’s New Welfare Economics, arguing that the ‘compensation
principle’ cannot effectively encompass the phenomenon of social costs due to
the immeasurability of interpersonal utility comparisons and the impossibility of
guaranteeing equal satisfaction after compensation (Stigler 1943, in Kapp 1950:
40). Kapp also noticed that Stigler had rejected the Marshallian notion of exter-
nal economies as early as 1941 because it involved an ‘abandonment of static
analysis and serves only the purposes of historical analysis’ (Stigler 1941:



104 S. Berger

68-76, in Kapp 1950: 40). Likewise, Stigler must have known Clark’s famous
work, which was awarded the Francis A. Walker medal by the American
Economic Association in 1952 “given to that living American economist who ...
has made over the course of his life the most distinguished contribution to eco-
nomics’ (Shute 1997; Rutherford 2011). While recent research has elevated the
role played by Stigler within the neoliberal political-economic agenda of the
Chicago School (Nik-Khah 2010; 2011), more research is needed concerning
Stigler’s strategy to attain neoliberal hegemony in the discourse on social costs.
Yet, this brief intellectual history clearly shows the emergence of an increasingly
coherent intellectual effort to turn the discourse on social costs to the preferred
anti-interventionist direction. This effort yielded its perhaps most prominent
results in the field of law and economics, influencing the way judges think about
social costs.

Stigler’s ‘Coase Theorem’, together with Guido Calabresi’s ‘Some thoughts
on risk distribution and the law of torts” (1961), became very influential in the
New Law and Economics movement, which transformed the US field of law and
economics (Medema 1998). Paraphrasing Knight’s concerns about the costs of
eliminating social costs,

Calabresi acknowledged that Kapp was probably correct in projecting a vast
web of unpaid social costs, but took the position that it would be ‘too costly’
for our society to determine those social costs (and even more ‘costly’ to
attempt a redistributive remedy).

(Gaskins 2007: 6-7)

According to Gaskins, the US legal movement had favored Kapp over Coase
until the early 1960s because of the commonalities between American-led Legal
Realists and American Institutionalists. The former were based on German pio-
neers of ‘sociological jurisprudence’. Kapp’s line of reasoning fit with this tradi-
tion mainly because he had absorbed the influence of American Institutionalism
at Columbia. Franzini correctly pointed out that social and human rights, as
opposed to property rights, lie at the heart of Kapp’s approach (Franzini 2006).

James M. Buchanan, another leading member of the neoliberal thought col-
lective, countered Kapp’s thesis even more radically, arguing that intervention
cannot possibly reduce externalities:

Such improvements in the organisation of economic activity have, almost
without exception, involved the placing of restrictions on the private behavi-
our of individuals through the implementation of some political action.... If
this were not the case, it is difficult to see why ... K. W. Kapp should have
entitled his work ‘The Social Costs of Private Enterprise’.... The primary crit-
icism of theoretical welfare economics (and economists) that is advanced in
this note is that its failure to include analyses of similar imperfections in real-
istic and attainable alternative solutions causes the analysis itself to take on
implications for institutional change that are, at best, highly mis-leading.... In
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what follows I shall try to show that, with consistent assumptions about
human behaviour in both market and political institutions, any attempt to
replace or to modify an existing market situation, admitted to be characterised
by serious externalities, will produce solutions that embody externalities
which are different but precisely analogous, to those previously existing.
(Buchanan 1962: 19)

Wilfred Beckerman, a leading neoliberal environmental economist, devoted
an entire article to attacking Kapp’s work, which was widely read and recog-
nized in the emerging debate about increasing environmental degradation (Beck-
erman 1972; Franzini 2006).® Hayek praised Beckerman as a ‘competent expert’
who provided a ‘devastating critique’ of The Limits to Growth report (Hayek
1974). Beckerman’s direct attack illustrates most prominently the growing self-
confidence with which neoliberals promulgated their ideas in the context of the
ensuing environmental discourse.

In conclusion, several major protagonists of the neoliberal thought collect-
ive developed their arguments in response to Kapp’s challenge of (neo-)liber-
alism a la Hayek and Mises. Changing the social costs discourse was on the
neoliberal agenda since the 1940s, with intellectual roots developing earlier, in
the interwar period. The neoliberal argument redefined the discourse in crucial
ways. First, it defined the goal no longer as the elimination of harmful effects
but, instead, as either maximum efficiency, i.e., maximum value in terms of
utility and exchange value or simply economic growth. Thus, social costs were
no longer considered a fundamental threat to society that had to be eliminated
at all costs, and it was even argued that social costs cannot be eliminated at all.
In comparison, Kapp’s Social Costs had explicitly rejected the idea that the
pursuit of the higher end (maximum efficiency) justified harmful effects (com-
pensated for until equivalency is reached at the margin between costs and
benefits). Kapp had also argued that history provided ample evidence for the
successful struggle against social costs.

Second, by shifting the discourse away from discussing the institutional
causes of social costs, and toward market-based solutions for social costs, the
neoliberal thought collective boldly turned the problem upside down and pro-
scribed as the cure what Kapp had identified as the disease. The debate was
shifted away from the limitations of market-based accounting and allocation
decisions, toward an idealist vision of a private bargaining system that would not
develop naturally but would have to be constructed.

Third, although this was not explicitly stated by neoliberals, the state would
play an important role in enforcing and determining property rights so that bar-
gaining could work its magic. This then became the double-truth in the neolib-
eral intellectual effort (Mirowski 2009), insinuating an efficient and
‘free-market’-based solution, while obscuring the fact that the state played an
even larger and more coercive role as an omnipresent guarantor and enforcer of
the necessary preconditions. The neoliberal thought collective got away with
eagerly pointing out inefficiencies and costs involved in Kapp’s proposal for
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social-democratic controls of the economy, while obscuring altogether the neces-
sary costs of the neoliberal state.

Fourth, neoliberals did not provide an analysis of asymmetric economic
power relations and corresponding economic inequality, with which the problem
of social costs is imbued. This is squarely in line with the neoliberal tenet that
inequality is a precondition for a well-functioning economic system, while Kapp
pointed out the dangers of unequal distribution leading to a ‘the poor sell cheap’
doctrine that would boil down to giving corporations full sovereignty to achieve
their aims, simply paying as little as they could get away with to anyone who
can make a legitimate social cost claim.

In sum, this is how the neoliberal thought collective completely reformulated
the problem of social costs, bearing similarities with their revision of the defini-
tion of monopoly (Van Horn 2009).

Responding to neoliberalism: Kapp’s ‘impossibility thesis’
reformulated

As shown above, Kapp had used the concept of social cost originally to refute
Mises with the ‘impossibility thesis’ that markets do not and cannot express social
costs. His empirical study, Social Costs, supported this thesis, directly attacking
liberalism a la Hayek and Mises. As a consequence of the above-outlined neolib-
eral responses in the 1960s, Kapp found himself in a new position, having to
reformulate his ‘impossibility thesis’ into an argument why markets cannot solve
the problem of social costs. In ‘Reply to Beckerman’ (1971) Kapp first tried to
remind everyone that the debate was originally focused on the fact that markets
are the cause of social costs. He repeated his original argument that the maximi-
zation of net income by micro-economic units was likely to reduce the income of
other economic units and of society at large, questioning the efficiency of the
market as a mechanism of steering and coordinating the decisions of the various
micro-economic units. The main reason for this, he argued, was that the conven-
tional measurements (accounting systems, standards, indicators) of the perform-
ance of the economy are unsatisfactory and misleading. Kapp then addressed
Beckerman, who proposed that the standard tools of economics and the logic and
criteria of choice (including the aggregation of numerous (environmental) dispa-
rate items in terms of money and willingness to pay) could be used as criteria for
evaluating things according to their equivalence at the margin, i.e., how much
money one would accept in order to be indifferent between having the previous
number of units of some ‘good’ and one unit less. Kapp argued that there are two
‘impossibilities’ that make this framework logically defective and operationally
ineffective, as noted in the subsections below.

Impossibility of expressing the absolute value of human life

Human health, life and death do not have exchange value per se. Original physical
needs, the inviolability of the individual and fundamental human requirements
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must not be evaluated in terms of a desire for money because it falsifies the ori-
ginal need and the core of the problem of decision-making (Kapp 1971). Refer-
ring to Immanuel Kant, Kapp also argued that that which cannot be exchanged
has no exchange value but intrinsic absolute value. Thus, human life and survival
are not exchangeable commodities and their evaluation in terms of market prices
is in conflict with reason and human conscience (Kapp 1974: 132). According to
Kapp, it makes no sense to ask a person how much money he would accept if he
died (e.g., due to pollution) in order to be as well off as if he was alive.
‘Willingness-to-pay’ (WTP) as a criterion of evaluating the quality of the environ-
ment has the insidious effect of reinterpreting original human needs and require-
ments into a desire for money and of evaluating the relative importance of such
needs in terms of criteria which reflect the existing inequalities in the wage and
income structure.

Kapp favored an empirical and pragmatic approach to value. The evaluative
judgment must, according to Kapp, correspond to the subject matter as it affects
human health and life. Monetary criteria (WTP, compensation principle, etc.) are
inappropriate because they do not evaluate characteristics which define the
quality of the environment and its negative impact on human health, well-being
and survival. The issue is not whether WTP can be established but whether this
is cognitively responsible. Kapp argued that monetary criteria are not cognitively
responsible because these evaluative criteria are detached from the evaluative
criteria outside of the ‘economic’ discourse, and thus are irresponsible because
they are untrue to the empirical fact of the matter. Quantitative standards must
be correlated in an appropriate way with the defining characteristics of the quali-
tative definitions.

Impossibility of expressing complex and cumulative causation and
uncertainty

WTP is further undermined by the individual’s inability to ascertain the full
range of short- and long-term benefits of environmental improvements, or the
full impact of environmental disruption upon his health and well-being. Environ-
mental disruption is the result of a complex interaction between the economic
system with physical and biological systems. Pollutants from different sources
also act upon one another, and what counts is the total toxicological situation.
Complex causation relationships in environmental disruption can become dis-
proportionate effects per unit of additional pollutant. The effects are cumulative
over time with possible time lags, and there can be considerable uncertainty
about future effects. These effects are not transparent to the individual, meaning
that the individual does not have the information or knowledge required to make
a sound judgment. Asking the individual what he is willing to pay for the
improvement of the quality of the environment or what amount of compensation
he is willing to accept to tolerate current and higher levels of pollution is an
inadequate, ineffective and highly problematic basis for evaluating the value of
environmental goals (Kapp 1971).
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Kapp predicted that forcing new facts of environmental disruption into the
conceptual box designed for market exchanges served to downplay the signifi-
cance of the phenomena of social costs, making them appear more harmless
than they are, and as a pretext for endless delays, or for doing too little too
late.

Conclusion

This rational reconstruction shows that the history of the concept of social
costs is from the beginning intertwined with the planning debate and the neo-
liberal project, and that Kapp’s arguments were part of the discourse early on.
Since the 1930s Kapp targeted (neo-)liberal doctrines with his empirically
grounded theory of social costs, arguing, on the one hand, the impossibility of
market-based solutions to social costs and, on the other, the need for social
controls of the economy. Evidence shows that key figures of the neoliberal
thought collective attacked Kapp’s work, shrewdly turning the social cost dis-
course toward a pro-market direction. As is typical of the social sciences, this
debate was never settled in the sense that Kapp’s theory was proven wrong and
was thus rightfully forgotten. Rather, the disappearance of his arguments from
economic discourse may be attributed to larger developments, such as overall
decline of post-World War II institutional economics (Berger and Steppacher
2011), and the parallel success of the neoliberal project (Plehwe 2009). In the
face of ever-greater social and environmental damages emanating from eco-
nomic decision-making, reintroducing Kapp’s theory could help to prevent the
gradual encroachment of ideas.

Notes

1 This chapter was presented at the 2010 annual meeting of the Association for Social
Economics at the Eastern Economics Association conference in Philadelphia. I am
grateful for comments from Steve Medema, Edward Nik-Khah and two anonymous
reviewers. All mistakes are my own.

2 ‘Wirtschaftlichkeit vom Standpunkt der Gesellschaft’.

3 Kapp builds on Menger’s enlarged and revised second edition of Principles of Eco-
nomics, published posthumously by his son.

4 Kapp had emigrated with his wife, Lore, to the United States in 1937, where he was
initially affiliated with Columbia University, the workplace of John M. Clark.

5 Kapp also referred to Marx’s way of viewing capitalism: ‘No matter how economical
capitalist production may be in other respects, it is utterly prodigal to human life....
Capitalism loses on one side for society what it gains on another for the individual cap-
italist” (Marx, Capital 111 ,1909: 104, in Kapp 1970: 844).

6 Dieter Plehwe has identified Beckerman as part of the neoliberal thought collective;
personal conversation 2010.
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Social costs of the present
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6 From the crisis of distribution to
the distribution of the costs of the
Crisis
The case of Europe

Ozlem Onaran

Introduction

The aim of this chapter is to analyze the rise in inequality as a main cause of the
global crisis and discuss how the crisis is further increasing the inequality at the
expense of labor. The neoliberal policies and the deterioration in labor share
have created a fertile ground to bury the seeds of a major global crisis together
with the risky developments in the credit, housing and security markets. Beneath
the financial aspects of the crisis lie the long-term contradictions of neoliberal-
ism: a declining wage share, thus rising profit share, which generated a potential
realization crisis; and shareholder value orientation as a consequence of the
finance-dominated regime, which changed the relationship between profits and
investments, which also undermined the long-term growth potential of the
economies.

Debt-led consumption based on financial innovations in the banking sector, as
in the case of the United States or Britain, or export-led growth as in the case of
Germany, were the ways to postpone the solutions to these contradictions. Thus
wage suppression was deeply connected to global imbalances. In the European
context, the wage suppression strategy and current account surpluses of Germany
in particular created imbalances within Europe in the form of current account
deficits, public or private debt in the periphery of the Eurozone, in particular in
Greece, Portugal, Spain and Ireland, or in Eastern Europe, in particular in
Hungary, the Baltic States, Romania and Bulgaria. The crisis laid bare the his-
torical divergences within Europe, and led to a European crisis and a new stage
in the global crisis. The restrained policy framework, which is based on a strict
inflation targeting, and which lacks a common fiscal policy, is the root of the
problem, as it has failed to generate convergence within the EU in the first place.
In countries of the periphery like Greece, where both public debt and budget
deficit to GDP ratio is high and is coupled with a high current account deficit,
the attack of the speculators asking dramatically higher yields has brought the
country to the edge of a sovereign debt crisis in 2010. Indeed, before Greece, in
2009 Hungary, the Baltic States and Romania were under attack. It looked as if
the euro saved Slovakia and Slovenia from the turbulences in the currency
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markets, but their problem will be a permanent loss of international competit-
iveness as is unfortunately illustrated by the problems of the periphery of the
Eurozone. Initially, Eastern Europe was seen as the only problem zone in
Europe. However, together with Greece, the attention of the speculators turned
to the public debt and deficits in Portugal, Spain and Ireland, and then toward the
core: Italy, Britain and Belgium. Now market pressures are threatening conver-
gence and social cohesion both in the East and the West.

What we are going through is a crisis of distribution; and similarly the policy
reactions to the crisis are part of a distributional struggle. Although the profits of
this fragile growth regime were privatized, the losses and risks are now being
socialized. The number of wealthy people (high net worth individuals) in the
world has already returned to pre-banking crisis levels according to a report of
Merrill Lynch and Capgemini. The governments agreeing to the cuts are avoid-
ing taxing the beneficiaries of neoliberal policies and the main creators of the
crisis. The public debt would not be there if it were not for the bank rescue pack-
ages, counter-cyclical fiscal stimuli and the loss of tax revenues during the crisis.
Finally, the crisis would not have happened without the major pro-capital redis-
tribution and financialization. Thus this is a crisis of distribution, and a reversal
of inequality at the expense of labor is the only real solution, which in turn con-
nects the demands for full employment and equality with an agenda for an
alternative economic model.

The following section discusses the distributional background of the crisis.
The subsequent section presents the effects of the former crises in the develop-
ing countries and in Japan on income distribution and unemployment. A discus-
sion then follows on the crisis in the core and periphery of Western Europe and
Eastern Europe. The final section concludes with policy implications.

The crisis of inequality

Since the 1980s, the world economy has been guided by neoliberal economic
policies such as the dismantling of government regulations in financial markets,
as well as goods and labor markets, and increased openness to trade, foreign
direct investment and financial capital flows. These policies have reduced the
role of macroeconomic policy interventions with the claim that free-market
capitalism would increase efficiency and growth, and provide a fair distribution.
The focus of macroeconomic policy has shifted away from full employment
toward mere price stability. Neoliberalism tried to solve the crisis of the golden
age of capitalism via a major attack on labor. The outcome was a secular deterio-
ration in the labor share since the early 1980s. The increase in globalization, in
particular the mobility of capital, and the stagnation in aggregate demand and
rise in unemployment have been the central powers behind this pro-capital redis-
tribution of income.

Here lie the two important long-term contradictions of neoliberalism. First,
laissez-faire capitalism has generated higher profits for multinational firms, and
especially for the financial sector. However, the high financial returns have
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replaced profits from real activity in many cases. As the finance-dominated
regime rose, the investment behavior of the firms was significantly affected by
the rising shareholder value orientation. Financial market-oriented remuneration
schemes based on short-term profitability increased the orientation of manage-
ment toward shareholders’ objectives. The unregulated financial markets and the
pressure of financial market investors have created a bias in favor of asset pur-
chases as opposed to asset creation. At the same time most of the effort of macr-
oeconomic policy-makers has been going to policies to retain the confidence of
volatile financial markets. Markets have been deregulated mainly to support the
interests of the rentier capitalists, who went on benefiting from investment subsi-
dies, tax concessions and rescue operations during crises. The same process has
limited the demands of workers. In a way, the loss in labor’s share has prevented
the profits in the real sector from being eroded by increased interest payments.
Consequently, the relationship between profits and investment has changed; the
investment—profit ratio shows a clear declining trend, thus higher profits do not
automatically lead to higher investment. Thus in spite of higher profit rates, not
only in the United States, but also in the major advanced capitalist economies
(Germany, France and the United Kingdom), as well as some developing coun-
tries (e.g., Latin America, Turkey), economic growth rates have been well below
their historical trends.

Second, from a macroeconomic perspective, the decline in the labor share has
also been a problem for the micro-level beneficiaries of these policies. Profit can
only be realized if there is sufficient effective demand for the goods and serv-
ices. But the decline in the purchasing power of labor has a negative effect on
consumption, given that the marginal propensity to consume out of profits as
well as rentier income is lower than that out of wages. This affects investments
negatively, which are already under the pressure of shareholder value orienta-
tion. The decline in the labor share has been the source of a potential realization
crisis for the system — one of the major sources of crisis in capitalism according
to Marxian economics. Thus neoliberalism only replaced the profit squeeze and
over-accumulation crisis of the 1970s with the realization problem.

Exactly at this point the financial innovations seemed to have offered a short-
term solution to the crisis of neoliberalism in the 1990s: debt-led consumption
growth. It is important to note that without the unequal income distribution the
debt-led growth model would not have been necessary or possible. Particularly
in the United States, but also in the United Kingdom, Ireland or some continental
European countries like the Netherlands, Denmark, Spain and Greece, as well as
Eastern Europe, household debt increased dramatically in the last decade. The
increase in housing credits and house prices fueled each other; then the increased
housing wealth thanks to the housing bubble served as collateral for further
credit, and fueled consumption. Financialization leads to a debt-led growth by
fueling consumption in the short-term, but debt has to be serviced in the future.
The debt channel is a redistribution of income from indebted low-income house-
holds to rentier households. Thus the positive effects of the debt-led growth are
destined to be partially offset by the negative effects of redistribution on
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consumption. Because of high debt levels, the fragility of the economy to the
possible shocks in the credit market also increases.

This debt-led consumption model created a current account deficit in the
United States that exceeded 6 percent of the GDP. This deficit was financed by
the surpluses of some other developed countries like Germany and Japan, devel-
oping countries like China and South Korea, and the oil-rich Middle Eastern
countries. In Germany and Japan current account surpluses and the consequent
capital outflows to the United States were made possible by wage moderation,
which has suppressed domestic consumption and fueled exports. Similar imbal-
ances took place within Europe between the surplus countries in the core and the
periphery of Europe. Thus this is again an outcome of the crisis of distribution.
On the side of the developing countries like China and South Korea, the experi-
ence of the Asian and Latin American crises stimulated a policy of accumulation
of foreign reserves as a bail-out guarantee against the speculative capital out-
flows. Here the international dimension of inequality plays an important role:
These countries, threatened by the free mobility and volatility of short-term
international financial flows, invested their current account surpluses in US gov-
ernment bonds instead of stimulating their domestic development plans.

Over the fertile ground of inequalities grew the debt-led growth model, facili-
tated by the deregulation of the financial markets and the consequent innovations
in mortgage-backed securities, collateralized debt obligations and credit default
swaps. These innovations and the ‘originate and distribute’ model of banking
have multiplied the amount of credit that the banks could extend given the limits
of their capital. The premiums earned by the bankers, the commissions of the
banks, the high CEO incomes thanks to high bank profits, and the commissions
of the rating agencies all created a perverse mechanism of investments that led
to short-termism and ignorance about the risks of this banking model.

Learning from the past: crisis, unemployment and
distribution

This section analyzes the effects of some previous financial crises on the distri-
bution of income, wages and unemployment. Past crisis experiences show that
the episodes of crisis intensify the distributional struggle and the question on
who will carry the burden of adjustment becomes part of the struggle. We will
focus on the experiences of developing countries, as well as the Japanese slump
of the 1990s as a developed country case. This comparison is important because
it highlights the differences of the currency crises vs. domestic financial crises
regarding the distributional consequences.! There are two important aspects
related with this comparison: (1) While the currency crises of the developing
countries come with inflationary effects, the issue in Japan’s crisis was deflation;
(2) the duration and the size of the shock — in most of the developing country
crises, the recession is a very deep, but one-year-long phenomenon, whereas
during the Japanese slump the initial shock to growth was moderate, but the
recovery took more than a decade. As a consequence, the developing country
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crises lead to sharp declines in real wages, whereas the deflationary environment
creates moderate real wage declines or even some minor increases, particularly
in years of deflation. However, strikingly, the cumulative effect is in both cases
a dramatic pro-capital redistribution. Needless to say, all these former crises of
the neoliberal era were national or regional crises, and the effects of the global
crisis will differ in terms of the global deflationary processes and demand defi-
ciency, although with important lessons to be learned from Japan. The case of
developing countries is, nevertheless, important, in particular for the case of
Eastern Europe to evaluate the dangers that lie behind a currency crisis.

Developing countries

Despite former policy differences, many developing countries have experienced
in the past similar outcomes as a consequence of financial crises that followed
the liberalization of capital flows. The effects of the crises in the developing
countries worked through four channels: (1) the decline in growth and thereby
labor demand; (2) the increase in unemployment and thereby the decline in the
bargaining power of workers; (3) inflationary shocks during currency crises; and
(4) path-dependency effects, i.e., lagged effects. The outcome in the developing
countries has been a radical deterioration in the real wage, and consequently
wage share, which has persisted years after the crisis. Similarly, unemployment
rates, which increased during the crises, did not return to pre-crisis levels for
years after the crises.

We first focus on three developing countries — Mexico, Turkey and Korea —
for which detailed data are available (Figure 6.1). Despite differences in eco-
nomic policy and trends in income distribution, the crises following capital
account liberalization have had very similar effects on the wage share in all three
countries, leading to a sharp and long-lasting decline. In all three cases, the
initial crisis year is always associated with a decline in the wage share, which by
far exceeds the rate of decline in production. Capital account liberalization dates
back to the late 1980s in Turkey and Mexico and the second half of the 1990s in
Korea. Turkey was hit by crises in 1994 and 2001, Mexico in 1994-1995 and
Korea in 1997-1998. During a crisis, employers push labor unions to accept dra-
matic wage cuts or compulsory unpaid leave to avoid job losses. The crisis also
creates a hysteresis effect that destroys the bargaining power of labor for a long
period afterwards. Diwan (2001) defines crises as episodes of distributional
fights which leave ‘distributional scars’. In all countries, a strong economic
recovery took place the year after the crisis; however, the fall in the wage share
usually continued for two or even three years. In Mexico, after the crisis in 1995,
the wage share declined 27.7 percent as of 1996 compared to 1993, and indeed
has still not returned to its pre-crisis level ten years after the crisis, based on the
latest available data (for 2004). The post-2001 recession in Mexico has triggered
a new declining trend in the wage share. In Turkey the cumulative decline in the
wage share has been 24.8 percent and 30.2 percent following the 1994 and 2001
crises, with the decline continuing for two years (1994-1995) and six years
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(2001-2006), respectively. Given the latest available data for 2006, the wage
share is still not back to its pre-crisis level following the 2001 crisis. The wage
share as of 2006 is even lower than its level in 1994. In Korea, the wage share
has continued to decline for three years following the 1997 crisis, and was 21.6
percent lower in 1999 compared to 1996. Also in Korea the wage share has not
returned back to its pre-crisis level ten years after the crisis. In that respect, crisis
has brought Korea closer to the cases of Mexico and Turkey, reversing the
increasing trend.

The major source of the decline in the wage share during the crisis year is the
decline in the real wage. Real wages continued to decline for two more years
after the crises in both Mexico and Turkey. Employment declined also in all
crisis years. In both Mexico and Turkey during all crisis years the decline in the
real wage is much higher than the change in employment. Thus wages adjust
rather flexibly to changes in labor market conditions. In Korea the decline in
employment also exceeded that in value added, leading to productivity increases.
In Mexico both 1982 and 1995 were episodes of stagnant productivity (compara-
ble declines in employment and value added), thus the decline in the wage share
results solely from real wage declines. In the cases of crises of Turkey, both pro-
ductivity and real wages decline, with the decline in the latter being significantly
higher. The recovery that had started in 2004 in real wages was so weak com-
pared to productivity increases that the wage share continued to decline during
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Figure 6.1 Wage share in manufacturing industry: Korea, Mexico, Turkey (source: share
of labor compensation in value added, OECD STAN for Korea and Mexico,
and Annual Survey of Employment, Payments, Production and Tendencies in
Manufacturing Industry by the Turkey Institute of Statistics for Turkey).
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the 2004-2008 recovery period as well. As of 2008 real wages were still 19.9
percent lower than in 2000.

Currency crises have strong implications for the wage share. Due to the
import dependency of these countries, depreciation of the local currency has a
pass-through effect on prices due to an increase in the price of the imported
goods, which generates an important increase in overall input costs, and thus
dramatic increases in inflation. The depreciation rates had reached up to 90.2
percent in Mexico in 1994; 169.5 percent and 96.0 percent in Turkey in 1994
and 2001, respectively; and 47.3 percent in Korea in 1998. Not only are these
inflationary shocks unexpected, but also it is hard for the workers to ask for wage
increases in line with inflation due to the magnitude of the shock. Depending on
the balance of power relations, the firms try to compensate the increase in input
costs by a decline in labor costs. The outcome is a radical deterioration in the
real wage, and consequently wage share.

Onaran (2008; 2009) presents econometric evidence about the effect of the
currency crises on the wage share in developing countries, estimating the per-
centage change in the wage share in manufacturing as a function of growth
(current and lagged), nominal depreciation rate of the currency (current and
lagged) and its own lag. To test whether there is a break in the cyclical behavior
of labor’s share during the crisis periods, the normal years vs. recession years
are separated. During normal years the wage share is not pro-cyclical in most of
the cases, but it is pro-cyclical during a recession in Argentina, Indonesia,
Malaysia, Mexico and Turkey. Nominal depreciation has a negative significant
effect on the wage share in six out of ten countries (Argentina, Chile, Indonesia,
Korea, Mexico and Turkey).

Figure 6.2 shows the pre- and post-crisis trends in unemployment for selected
developing countries, which have experienced a crisis in the post-1980s. During
the crisis episodes the increases in unemployment go along with the decline in
the wage share. Furthermore, as high unemployment rates suppress real wages,
the decline in the share of wages contributes to the aggregate demand deficiency,
making it worse for the recovery and job creation capacity of the economy; thus
unemployment persists for a long time after the crisis. Overall, in six out of these
ten countries (Indonesia, Korea, Thailand, Malaysia, Turkey and Brazil) unem-
ployment rates are still higher than the pre-crisis levels.?

Japan

The wage share was declining since the late 1970s in Japan, and with the crisis the
first stage was just a stagnation or slight decline in the wage share as can be seen
in Figure 6.3. This is quite different from the emerging markets. A general prop-
erty of the post-war Japanese economy, which related to the job security of core
workers, played a role in this development: ‘labor hoarding’ during contractions
and ‘increasing returns to scale’ during expansions (Uemura 2008). During the
recession in the 1990s the real wage declined moderately (in 1992-1993,
1997-1999), but there were also slight recoveries in between (in 1994-1996), as
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Figure 6.2 Unemployment rate: (a) selected countries in Southeast Asia; (b) selected
countries in Latin America and Turkey (source: ILO online database on the
Key Indicators of the Labour Market (KILM)).

can be seen in Figure 6.4. The nominal wage increases, as well as the deflation of
1994-1996, contributed to this process. Nevertheless, except for 1994 and 1998
the difference between the wage and productivity changes was always negative
(Figure 6.4), leading to a continuous decline in the wage share. Starting from 1998,
we also observe nominal wage declines in the deflationary environment
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Figure 6.3 Adjusted wage share, total economy, Japan (source: compensation per
employee as percentage of GDP at factor cost per person employed, AMECO,
online macro-economic database of the European Commission’s Directorate
General for Economic and Financial Affairs).
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percentage change (source: OECD Economic Outlook, various years).

(1998-1999, 2002-2004, 2007), as well as wage freezes (2000, 2005-2006, 2008).
The firing of many workers in the first half of the 2000s has been influential in this
process. After the recession, the institutionalized wage coordination mechanism
was also almost broken (ibid.). The employment system has also evolved in the
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Japanese economy since the recession. As a measure against labor hoarding in
large Japanese firms, the number of non-regular workers increased dramatically;
there has also been a shift toward unstable service jobs (ibid.). All of these devel-
opments have led to a weakening in the bargaining position of unions and the sup-
pression of nominal wage growth. Overall, the wage share decreased by 10.6
percent as of 2007 compared to 1998, and 8.9 percent compared to 1992. The
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decline in the wage share contributed to a decline in domestic demand, and exports
became an important source of demand again in Japan, which also increased the
pressure of international competition with the other Asian countries and the
increasing number of foreign affiliates of Japanese multinational firms (ibid.).

In the meantime employment in the total economy first stagnated during
1992-1995 and, after a slight recovery, decreased in absolute terms during
1997-2003 (Figure 6.5a). The recovery since 2004 has, as of 2007, barely
brought employment to 2001 levels. The decline in employment led to a strong
and continuous increase in unemployment from a level of 2.1 percent in 1991 to
5.4 percent in 2002 (Figure 6.5b). Despite the recovery since 2004, unemploy-
ment as of 2007 is still higher than in 1997. Although the unemployment rate in
Japan at its peak is still lower than in most other advanced countries, it is import-
ant to realize that drastic increases in unemployment can radically change the
industrial relations and wage bargaining process in a persistent way. In
the meantime, the unemployment rate of elderly males increased much more, but
the most dramatic increase has been in male youth (aged 15-24) unemployment,
increasing from 4.5 percent in 1990 to 11.6 percent in 2003 (Figure 6.5b). Long-
term unemployment also increased from 0.3 percent in 1992 to 1.7 percent in
2003, with the incidence of unemployment (persons unemployed for a period of
one year or more as a percentage of the total unemployed) increasing to 33.7
percent in 2004. These adverse developments in unemployment took place
despite a strong decline in male as well as female labor force participation rates,
which declined from 64.1 percent in 1992 to 59.6 percent in 2007. It is also wor-
rying that the decline in the labor force participation rate is persistent despite the
recovery in employment and unemployment. It can be argued that the discourag-
ing effect of the crisis and the deterioration in the working conditions have had a
permanent effect.

Core and periphery of Western Europe: from wage
suppression to sovereign debt crisis

Although the recent crisis originated in the United States, it spread quickly to
Europe due to the exposure of the European banks to the toxic assets, and the
recession has been deeper in Europe. The difference in the depth of the crisis
between the United States and Europe can be explained by the larger size of the
fiscal stimulus plan as well as the faster reaction in the United States in terms of
both monetary and fiscal policy compared to Europe.

There were also important divergences within the core of Europe as well as
between the core and the periphery. In the core, Britain had a deep recession due
to its dependence on the financial sector, over-extended banks and over-indebted
private sector, and the housing bubble, so that GDP contracted by 6.2 percent
between early 2008 and the third quarter of 2009. German and Italian GDP
declined by 4.9 percent and 5.0 percent, respectively, in 2009, while French
GDP contracted by just 2.6 percent in 2009. Germany did not have a household
debt problem, but it is particularly suffering from the curse of its neo-mercantilist
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strategy of export-based growth via wage dumping, as export markets are shrink-
ing. Contrary to Germany, in France a better developed system of automatic sta-
bilizers, a larger state sector and a better position in terms of income inequality
made the conditions of the crisis more moderate at the onset, since the weaken-
ing of demand was less important (Fitoussi and Saraceno 2010).

In the periphery of Europe, Ireland, with its disproportionately large banking
sector and the bursting of its housing bubble, and Spain, with the collapse of the
housing bubble and the consequent contraction in construction, have been in
continuous recession in 2010. The contraction in Ireland’s GDP in 2009 reached
7.5 percent. Most importantly, the imbalances between the core and periphery of
Europe, and the limited fiscal capacity of the periphery to tame the crisis evolved
into a sovereign debt crisis in Greece, followed by Portugal, Spain and Ireland at
the end of 2009, with severe implications for growth in 2010. Greece has had a
three-year recession prolonged into 2011.

At the root of the problem is the neoliberal model that turned the periphery of
Europe to markets for the core countries without any prospect of catching up.
The lack of a sufficiently large European budget and significant fiscal transfers
targeting productive investments in the periphery led to persistent differentials in
productivity. The Stability and Growth Pact, as well as EU competition regula-
tions, limited the area for maneuver for the implementation of national industrial
policies. In the absence of an industrial policy and productive investments to
boost productivity, and unable to devalue, the strategy of competitiveness was
based mainly on wage moderation and increased deregulation and precarization
of the labor markets, which further eroded labor’s bargaining power throughout
the EU. Overall, labor’s share in income declined sharply in that period (Figure
6.6). However, wage moderation did not save the periphery of the Eurozone, like
Greece, Portugal, Ireland and Spain, since Germany was engaged in a much
more aggressive wage and labor market policy.

In the periphery nominal labor costs have increased faster than in Germany
due to a higher rate of inflation. This, however, does not mean that there was no
wage moderation in these countries: during either the 1990s, 2000s or both
periods productivity increases exceeded changes in real wages in all West Euro-
pean countries. In Germany as well as in Italy and Spain real wages even
declined in the 2000s, with the gap being largest in Germany (Table 6.1). The
gap between wages and productivity in Germany was due to real wage decline,
and not necessarily high productivity. Indeed, the productivity increase in
Germany has been quite modest; e.g., lower than in Britain, Ireland, Greece and
Portugal in the period 1991-2007. The phenomenal competitive advantage of
Germany was simply due to wage suppression rather than increasing productiv-
ity. The low investments despite high profit share explain the stagnant productiv-
ity and low rates of GDP growth in Germany. Most strikingly, the real wage
decline in Germany in the 2000s went along with the worst employment per-
formance in Western Europe (Table 6.1). Moreover, with significantly lower
wages Eastern Europe was a much more attractive location if there were any
investment motives in search for lower wages. The German case is also in
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Figure 6.6 Adjusted wage share, selected Western EU member states (source: AMECO
(Economic and Financial Affairs, Annual Macroeconomic Indicators online
database).

Note
Compensation per employee as percentage of GDP at factor cost per person employed.

striking contrast to France, where real wage growth has more or less kept up
with productivity. France did not have Germany’s export boom, but domestic
demand and employment growth have been much stronger.

With weak domestic demand due to low wages, exports were the main source
of growth in Germany, but this has been detrimental for the exports of the
peripheral countries due to both loss of competitiveness and the contraction of
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domestic demand in Germany. Indeed, Germany is like the China of Europe,
with a large current account surplus, high savings and low domestic demand.
This neo-mercantilist policy has also been a model for some other countries like
Austria and the Netherlands. In the countries of the periphery, consumption led
by private debt has filled in the gap that low exports and high imports have
created. Construction booms, real-estate bubbles and private debt have been a
typical feature, particularly in Spain and Ireland. In Greece and, to a lesser
extent, Portugal fiscal deficits also played a compensating role along with the
debt of the households and corporations. This is the background of the sovereign
debt crisis in the periphery, as it was unleashed in Greece in December 2009.

Following speculation about Greece’s default and exit from the euro, the
Eurozone governments’ first decision came at the end of March 2010 after
months of hesitation. Under pressure, the initially announced amount of €30
billion turned out to be the first part of a larger three-year bail-out package of
€110 billion. The EU unveiled later in May a further surprise package of €500
billion to be supported by a €250 billion IMF facility to defend all Eurozone
countries. The Eurozone governments are indeed protecting their own banks that
are holding Greek bonds against a default; the bulk of the Greek bonds are held
by German and French banks (Economist, 2010a).

The ECB’s initial response was only to announce in March 2010 that it will
continue to accept from the banks bonds with ratings as low as triple-B-minus as
collateral; later it even accepted the Greek bonds after they were downgraded to
Junk status. Finally, in May, under pressure from banks and the Commission, the
ECB finally made a U-turn and launched a program of buying up the bonds of
the peripheral Eurozone countries.

Germany, backed by the Netherlands, Austria and Finland, all current account
surplus countries, initially resisted the €750 billion package. Weber, the Bundes-
bank president, did not hide his critique of the ECB’s new decision. The package
was pushed by France and the deficit countries like Spain, Italy and Portugal,
and most importantly by the external intervention of the United States, with the
fear of a second ‘Lehman Brothers’ turning point in the global economy. Inter-
estingly, the information about Sarkozy’s threat to leave the euro to stop Mer-
kel’s block was leaked to the press by the Spanish Prime Minister Zapatero’s
colleagues. Barroso, the head of the European Commission, also pushed for
moving the monetary union in the direction of a fiscal union. Life for Germany’s
ruling elite is not easy: Merkel’s party lost in a local state election amid the
Greek crisis. Her liberal coalition partner (FDP) complains that transfers to
imprudent Eurozone members have a higher priority than tax cuts. The social
democrats (SPD) oppose that banks are again being bailed out. The German
technocracy is expressing its fears about fiscal federalism and the euro turning
into a French euro; the German media is spreading fears of inflation. Sarkozy,
who for now seems to be the winner, is also not free of troubles. The IMF’s
eager involvement, which was supported by Germany, is improving Strauss-
Kahn’s profile, who may be considering a run against Sarkozy for the French
presidency. Outside the Eurozone, Britain is also troubled: it is trying to stay out
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of the large defense scheme; however, this might be premature and ignorant
about a future attack to the pound. Financial regulation is another issue that
Britain tries to resist to protect the City of London.

The role model pointed out by the EU politicians for Greece is Ireland:
Ireland has already slashed public sector wages between 5—15 percent, cut social
welfare spending and other spending in order to decrease its budget deficit from
12.5 percent in 2009 to 10 percent in 2011 and 2.9 percent in 2014. These brutal
spending cuts and the detrimental pro-cyclical fiscal policy in Ireland have been
praised, since they have restored market confidence without aid from the EU.
Portugal and Spain have also committed to austerity packages with higher tax on
consumption and wage cuts.

Greece is now pushed to cut its budget deficit from 13.6 percent of GDP in
2009 to 3 percent in 2013 via dramatic cuts in spending, public sector wages and
pensions, an increase in retirement age and tax hikes along with a fight against
tax evasion. The bulk of the austerity measures will hurt the wage earners in the
private as well as the public sector, as the wage cuts in the public sector play a
signal role for bargaining. Cuts in public services will also increase the cost of
living. However, there is a major inconsistency in this austerity plan: As the
recession becomes deeper, tax revenues will become lower and despite severe
cuts, the budget deficit might not improve as much as planned. The high interest
rates are also increasing the problem of insolvency further. If the interest rate on
public debt is higher than the growth rate, the stock of government debt will rise
as a ratio to GDP unless the government runs a very high primary budget surplus
(budget balance excluding interest payments). The estimates of the IMF indicate
that if Greece reduces its budget deficit to 2.6 percent of GDP by 2014, its GDP
will contract so much that its debt to GDP ratio will rise above 150 percent. Thus
it is unclear how the austerity plan will rescue Greece from insolvency.

Outside the Eurozone, Britain is also aiming for cuts in the budget deficit.
Although the deficit is one of the highest in the EU, with a ratio of 11.7 percent
to GDP in 2009, the entire buzz about Britain’s public debt is surprising when
one considers that average maturity of the debt is 13.7 years, the interest rate is
at historical lows and the ratio of debt to GDP is 68.6 percent. Moreover, part of
the increase in the public debt to GDP ratio is because of a lower GDP in both
actual and potential terms due to the decline in the productive capacity of the
private sector. At the end of 2009 the recession turned into stagnation; public
sector cuts at this stage will turn stagnation into a double-dip recession. Under
these circumstances the talk about a fiscal crisis looks more like an excuse of the
business lobbies to avoid tax increases to finance the budget deficit, and make
the wage earners pay the costs of the crisis through cuts in income, jobs and
social services, and to create a situation of ‘national emergency’ to smash the
power of the trade unions in the public sector.

The speculators now worry that these measures are not a solution to the prob-
lems: first, they think that the default of Greece is inevitable given the popular
resistance, the size of the debt and the recession. Second, in a schizoid way, they
are also worried that austerity measures will deepen the recession in not only
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Greece but many other rich countries, create a double dip in the global economy,
decrease tax revenues and make it even harder to pay the debt back.

A long recession seems very likely without the support of strong fiscal
stimuli. The uncertainty about the strength of the recovery is making new invest-
ments as well as hirings less likely. Decline in income and confidence, job losses
and the pressure to pay back debt is restraining household consumption. Both
investments and consumption will not return to normal even when the banks
relax credit. The presumed positive effect of reduced budget deficits on private
investments is based on the argument that lower government borrowing leads to
lower interest rates and higher private investment and spending. Under the
current conditions, where consumers and firms are trying to reduce their debt
and interest rates are already low, this channel has no relevance.

The decision of the EU is assuming that the problem is a lack of fiscal discip-
line and repeats the old faith in strengthening the surveillance of budget deficits;
it does not question the reasons behind the deficits; it ignores all the structural
problems regarding divergence in productivity, imbalances in current accounts
due to the ‘beggar my neighbor’ policies of Germany. The austerity packages
throughout the EU are pushing the countries into a model of chronically low
internal demand based on low wages. The deflationary consequences of wage
cuts may turn the problem of debt to insolvency for private as well as the public
sector. In the past in Germany low domestic demand was substituted by high
demand for exports. But it is not possible to turn the whole Eurozone into a
German model based on wage suppression and austerity, since without the defi-
cits of the periphery the German export market will also stagnate. Particularly
for the periphery of Europe, a contraction in domestic demand means prolonged
recession.

Real wages have already declined in 2008 compared to 2007 in Britain,
France and Italy. Ireland, Greece, Portugal and Spain have had severe real wage
cuts in 2010 and 2011. Sharp and long-lasting increases in unemployment are
likely to make the wage losses much stronger. The share of wages in GDP has
already declined in 2009 in Spain and Ireland; the counter-cyclical increase in
the wage share in other countries is rather a symptom of the productivity
decreases. The case of Japan shows that during the initial phase of a deflationary
crisis (or a long-lasting recession), labor’s income share either stagnates or
slightly increases, but as the recession and deflation persists, even nominal wage
declines take place. The decline in the wages in Eastern Europe will add further
international competitive pressures on wages in Western Europe.

Unemployment increased in 2009 by 1.9 percent in the Eurozone, and 2.3
percent in Britain. Particularly high increases took place in Ireland and Spain
(6.0 and 6.7 percent, respectively) due to the collapse of the construction indus-
try and the loss of temporary jobs. Unemployment is expected to increase further
and display a significant persistence. The ILO (2010) estimates that employment
rates will not return to the pre-crisis levels before 2014. In all countries working
hours decreased more than employment, and there has been a rise in part-time
employment. Some countries like France, Germany, Austria and the Netherlands
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have had short working-time arrangements, supported by government subsidies.
However, the short working-time arrangements will eventually be terminated as
the financial markets are increasing the pressure on governments to decrease
public debt. The ILO (2010) estimates that five million additional jobs could be
lost if these practices are discontinued. This may spread the problem of unem-
ployment from lower-skilled temporary workers to higher-skilled workers.
Moreover, firms might want to make use of the recession to rationalize a strategy
of increasing productivity and start a new wave of firing or engage in hiring
freezes long after the recovery. If firms increase the working hours and delay
hiring, this would worsen the job chances of the unemployed and the young,
first-time job-seekers. The crisis will then lead to an increase in long-term unem-
ployment as well as in discouraged workers who drop out of the labor market.
There are also structural problems of unemployment in sectors like the automo-
tive and construction industries, where the crisis only uncovered the already
existing bottlenecks. Recovery of the aggregate economy will not necessarily
create jobs in these sectors.

Eastern Europe: forgotten fragilities

Eastern European New Member States (NMS) are being severely affected by the
credit crash and capital outflows, and possible currency crises accompanying the
banking crises, although the recent problems in the old periphery countries of
Europe removed the focus on these countries as Europe’s ‘sub-prime’. Nine
Eastern European economies in the EU have had a recession in 2009, Poland
being the only exception (Table 6.2). Employment has declined and unemploy-
ment increased significantly in all countries, with the sharpest increases taking
place in the Baltic States. Real wages have fallen in the Czech Republic,
Hungary, the Baltic States and Romania. The austerity programs in Hungary,
Romania and Latvia will further reinforce the pressures of the crisis. The wage
share has already fallen in Latvia, Hungary, Poland and the Czech Republic in
2009 (Figure 6.7). Moreover, a long-lasting recession cannot be ruled out, which
would certainly have negative effects on the real wage and labor share.

After the initial transition shock and a decade of restructuring, these countries
will once again face the costs of integration to unregulated global markets. The
hopes for soft landings were replaced by fears of hard landings in the fall of
2008. The fundamental problem of the region was an excessive dependency on
foreign capital flows, and as a typical consequence of this a bust episode follow-
ing the boom was an unavoidable outcome of capital flow reversals. Many
authors, including myself, were pointing at these risks, and a bust did happen
again (Onaran 2007; Becker 2007; Goldstein 2005). If it were not due to the
global crisis, this could have been triggered through traditional channels of
expectations regarding the sustainability of the over-valued exchange rate and
high current account deficits.

The difference of this crisis compared to the former boom-bust cycles in the
periphery is that it is a global and not a regional crisis. It has originated from the
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Figure 6.7 Adjusted wage share, Eastern EU member states* (source: AMECO (Eco-
nomic and Financial Affairs, Annual Macroeconomic Indicators online
database)).

Note
*Compensation per employee as percentage of GDP at factor cost per person employed.

core, but the consequences for the periphery of Europe are heavier. The credit
crunch has a global dimension, which makes the usual capital inflows after the
bust phase unlikely. The export markets have severely contracted, and deprecia-
tion, which is a usual outcome of boom-bust cycles, now only determines a
negative balance-sheet effect, and no positive demand effect. The austerity pack-
ages in Western Europe further threaten recovery. The extent of debt-led growth,
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and household and private sector debt, most of all in foreign currency, is also
increasing the risks more than the former crises.

The slow-down in global demand, the decline in FDI inflows, portfolio invest-
ment outflows, the contraction in remittances and the credit crash are affecting
all the Eastern European countries, but the degree of accumulated imbalances,
including current account deficits, exchange rate appreciation, housing market
boom and foreign-currency denominated private debt, determine the differences
in the depth of the effects among these countries. The Baltic States, Hungary,
Romania and Bulgaria are more exposed than Poland, the Czech Republic, Slov-
enia and Slovakia. In Hungary the public sector and households, as well as firms,
are indebted. But even Poland, the Czech Republic, Slovenia and Slovakia are
suffering from the contagion effects, the slowdown in global demand and the
decline in FDI inflows. Excessive dependence on export markets and a danger-
ous specialization in the automobile industry, as in the case of Slovakia in par-
ticular, but also in the Czech Republic and Slovenia, turn out to be major risks.
Poland is experiencing only stagnation rather than a recession thanks to its more
diversified market and large domestic economy with a lower trade volume as a
ratio to GDP. Both Slovakia and Slovenia have escaped turbulences in the cur-
rency markets by adopting the euro; however, their problem will be a permanent
loss of international competitiveness relative to their Eastern European competi-
tors, whose currencies depreciate. To avoid speculation, Estonia is also willing
to opt for the lesser evil —i.e., to adopt the euro.

The myth that these countries would not experience bottlenecks regarding the
current account deficits thanks to FDI being a major source of finance of
the deficit also proved to be wrong. It is true that FDI is still more robust than the
other capital flows, but FDI inflows have also fallen significantly, reaching the
level of 2001-2002 (Hunya 2009). Although the current account deficits are also
falling because of lower imports, FDI is now financing a declining part of the
deficits. Furthermore, FDI not only finances but also creates current account def-
icits via imported inputs as well as repatriation of profits.

The current global crisis has created no change in the policy stance regarding
the European enlargement. The concerns of the EU for the NMS are shaped by
the interests of the multinational enterprises (MNEs), in particular Western
banks, and are limited to maintaining the stability of the currency rather than
employment and income. The EU did not have the political will to create the
institutions and tools for a unified counter-cyclical stimulus plan, but rather dele-
gated the issue of the NMS to the IMF, albeit with some financial support to
prevent a meltdown of the Western European MNEs in the region. Faced with
the pressure of capital outflows, Hungary, Latvia and Romania have resorted to
the IMF. As in the case of the former crises in the developing countries, during
the 1990s and 2000s, IMF policies are again much more restrictive than what the
IMF finds appropriate for the Western European countries. The credit line to
Poland without conditionality is the only new tool the IMF has used. Otherwise
Hungary, Romania and Latvia are having strongly pro-cyclical fiscal policy;
fiscal discipline is still the norm, and cuts in public sector wages and pensions
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are part of the recipes. In the fixed exchange rate countries the prevention of
devaluation was the major aim in order to protect the foreign banks, which had
extended the majority of the loans in foreign currency. The governments of these
countries were also not willing to push domestic firms and households, indebted
in foreign currency, into bankruptcy through devaluation. Thus nominal devalu-
ation was replaced by a brutal internal real devaluation via wage suppression. In
Latvia, as of the fourth quarter of 2009, average salaries fell by 12.1 percent.
Public sector wages were down by 23.7 percent compared to a year before; pen-
sions have been cut by 10 percent. The government has forced through spending
cuts and tax rises worth one-tenth of GDP (Ward 2010). The VAT rate increased
from 18 percent to 21 percent. The cost of this internal devaluation has been a
25.0 percent loss of GDP in two years and 22.9 percent unemployment in 2009.
Estonia and Lithuania also followed similar programs of cuts in public wages
and a reduction in social benefits. Thus the current account imbalances are being
corrected not through nominal but real devaluation and deep recession.

One difference during this crisis is that the IMF is now trying to bail-in the
banks to maintain the level of credits in the countries that have an IMF financial
program. The major difference compared to East Asia and Latin America was
reliance on parent banks in the mature markets with a longer-term strategy of
expansion in the region rather than market finance via foreign capital flows. The
parent banks’ loyalty to the region did not happen automatically though. For
example, the Austrian government initially said that it would only support its
troubled Erste Bank, which was over-exposed to risky loans in foreign currency
in Eastern Europe, provided the money went to loans inside Austria, thus not to
further expansion of loans in the East (Economist, 2010b). This approach would
have led to each individual bank reducing its exposure by calling in loans and
dumping assets, and a major currency crisis, which would have hurt the banks
themselves as well. The small number of large, international players with a long-
term investment in the region facilitated coordination, and the European Bank
for Reconstruction and Development led the ‘Vienna Initiative’. The ECB’s
liquidity provision to foreign banks in Eastern Europe encouraged them to keep
financing their subsidiaries. IMF support helped the central banks of Eastern
Europe to provide liquidity to foreign-owned banks as well as to the minority of
domestic-owned banks. However, given the global crisis and the crunch in the
wholesale credit markets, the ability of parent banks to maintain the credit
booms in the region is exhausted, and even without further capital outflows, the
region suffers from a deeper recession than in the West in the absence of capital
inflows. Speculation on the Greek sovereign debt is creating particular liquidity
restraints for Greek banks and their affiliates in Bulgaria and Romania; the
funding problems of other European parent banks are also rising. Currency
depreciation or the recession will lead to increases in non-performing loans and
further affect the parent banks’ approach to the Eastern affiliates.

Another difference in this crisis in the Eastern member states compared to the
former crises in the developing countries was the moderate scale and pace of
depreciation. In the countries with the floating exchange rate regime there has
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been some contagion even in countries like Poland, but not a total breakdown
until now; the exchange rate only depreciated by 20-30 percent in Hungary,
Poland and Romania, with some recovery afterwards, and the fixed pegs are still
holding in the Baltic States and Bulgaria. The maintenance of the problematic
pegs required rather large international rescue packages in comparison to the
size of the economy. The Western European banks operating in the region, like
the Swedish in the Baltic States and the Austrian in Bulgaria, and their home
country governments have pressurized to avoid devaluation in fear of high non-
performing loan rates, which would erode their profitability. The local govern-
ments also stand behind the pegs. However, preserving this over-valued, fixed
exchange rate came at the cost of a very deep recession and wage deflation.

On the other hand the consequences of an unmanaged devaluation following
a market-made currency crisis would also lead to very severe distributional
effects, as was the case during the Asian or Latin American crises. The reason
for this is the inflationary effects of high devaluation rates following a currency
crisis, as discussed above. So far during the recent global crisis, not only the
depreciation rate has been moderate, but also the pass-through effect to inflation
has been restrained by the global deflationary environment and the falling com-
modity prices. However, any problem in the periphery in Eastern or Western
Europe or other developing countries regarding speculative attacks to sovereign
debt and capital outflows can easily trigger contagion effects and pressures on
currencies in Eastern Europe again.

Capital controls on outflows or a managed devaluation are not even men-
tioned in the IMF or EU debates. The only recent revision has been a recent
‘IMF Staff Position Note’ about capital controls on inflows to moderate the
effects on the exchange rate (Ostry et al. 2010); however, this does not help at
the moment when the boom has already been followed by a bust.

An alternative economic policy framework for Europe

The existing wage suppression policies hurt all working people alike. Multina-
tional bank and business lobbies are determining the policies of the governments
and EU institutions by boycotting government bonds as a threat; thus the opposi-
tion also needs to be internationally organized. Uncovering this fact along with
the idea of unequal distribution as the main cause of the crisis is an important
step toward building a progressive alliance for an alternative Europe.

Such a radical transformation of the EU requires a major change in the insti-
tutions and policy framework that places regional and social cohesion at the core
of policy and builds a bridge from the urgent demands of people for decent
living standards and a sustainable environment to an alternative economic
model.

Today, the most important obstacle to initiating any progressive economic
policy in Europe is the speculation on public debt and the governments’ commit-
ment to satisfy the financiers. Public finance has to be unchained via debt default
in both the periphery and the core. This has to be coordinated at the EU level as
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part of a broader public finance policy to make the responsible pay for the costs
of the crisis and to reverse the origin of the crisis, i.e., pro-capital redistribution.
This has to be complemented by a highly progressive system of taxes,
coordinated at the EU level, not only on income but also on wealth, higher
corporate tax rates, inheritance tax and tax on financial transactions. This would
make the banks, the private investment funds and the high-wealth individuals
pay the costs of the fiscal crisis.

Fiscal policy should completely abandon the Stability and Growth Pact, and
public spending should aim at the multiple targets of full employment, ecolo-
gical sustainability, equality and convergence via generating public employment
in labor-intensive social services, as well as public investments in ecological
maintenance and repair, renewable energy, public transport, insulation of the
existing housing stock and building of zero-energy houses.

Monetary policy should be consistent with fiscal policy targets. The ECB
should be turned into a real central bank with the ability to lend to member
states. Higher public spending financed by monetary expansion does not pose a
threat of inflation today given the recession, low demand and deflationary envir-
onment. However, it is important that monetary expansion serves the priorities
of development, sustainability, full employment and equality.

While keeping the euro in the current Eurozone countries under the con-
ditions outlined above is acceptable, in Eastern Europe, a direct transition from
the pegged exchange rate to the euro as is planned in Estonia, or insistence on
preserving the over-valued pegged exchange rate as in the case of Latvia, Lithua-
nia and Bulgaria is ignoring the need for a major adjustment in the exchange
rate. Devaluation pushed by market forces would be devastating, but this can be
overcome with capital controls, debt restructuring and a managed devaluation
with price controls. To avoid the negative effects of devaluation on indebted
households and firms, the foreign currency denominated debt can be converted
to local currency at the current exchange rate, and the burden of devaluation
must be shifted to the private banks of the core countries. Similarly, to avoid the
inflationary effect of devaluation, price controls could be introduced. For the
future the conditions of the Maastricht Treaty for adopting the euro must be
abolished and the process must be supported by policies of regional and social
convergence.

At the incomes and labor market policy level there is need for a fundamen-
tal correction of the wages in both the periphery and the core to reflect the pro-
ductivity gains of the past three decades fully. To facilitate convergence a
minimum wage should be coordinated at the EU level. Fiscal policy and
income policy should also be coordinated: Higher productivity growth in
poorer countries of the EU will help to create some convergence in wages, but
regional convergence should be supported by fiscal transfers and public invest-
ments to boost productivity in poorer regions. Furthermore, a European unem-
ployment benefit system should be developed to redistribute from low to high
unemployment regions. This requires a significant EU budget financed by EU-

level progressive taxes.
]
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To maintain full employment, a substantial shortening of working time, again
coordinated at the EU level, in parallel with the historical growth of productiv-
ity, is also required. This is also an answer to the ecological crisis: If the use of
environmental resources is to maintain a certain ‘sustainable’ level, economic
growth, in the long term, has to be zero or low, i.e., equal to the growth rate of
‘environmental productivity’. However, for such a regime to be socially desira-
ble it has to guarantee a high level of employment and an equitable distribution
of income; i.e., shorter working time and substantial redistribution via an
increase in hourly wages and a decline in the profit share.

In cases of sectors that are under the threat of mass layoffs, like the automo-
tive industry, nationalization of the firms and restructuring of these public firms
should be considered, e.g., in the automotive industry a shift of focus toward the
production of public transport vehicles, and a gradual transfer of labor toward
new sectors.

The redesign of the financial sector needs to be contextualized within these
priorities of macroeconomic policy. Financial regulations including capital con-
trols are important but not enough. Finance is a crucial sector which cannot be
left to the short-termism of the private profit motive. Finally, this crisis calls for
a major shift in decision-making to facilitate economy-wide coordination of
important decisions. This in turn requires public ownership and the participation
and control of the stakeholders (the workers in the firms, consumers, regional
representatives, etc.) in critical sectors of the society, such as banking, housing,
energy, infrastructure, pension system, education and health.

Notes

1 Although in recent papers Claessens ef al. (2008) and Eichengreen and Bordo (2001)
compare different crises and their macroeconomic consequences, the differences
regarding the distributional effects are not discussed in this literature.

2 Unemployment rates in the East Asian countries were hit by the crisis in 2008, in
Turkey in 2001 and in Brazil in 1998-1999.
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7 The financial crisis viewed
through the theory of social costs

L. Randall Wray

This chapter will look at the causes and consequences of the current global finan-
cial crisis, largely relying on the work of Hyman Minsky, although analyses by
John Kenneth Galbraith and Thorstein Veblen of the causes of the 1930s col-
lapse will be used to show similarities between the two crashes. K.W. Kapp’s
theory of social costs will be contrasted with the recently dominant efficient-
markets hypothesis to provide the context for analyzing the functioning of finan-
cial institutions. It will be argued that rather than operating ‘efficiently’, the
financial sector has been imposing huge costs on the economy — costs that no
one can deny in the aftermath of the collapse of the economy.

Introduction

Mainstream economists have developed theories in which financial markets are
‘efficient’, pricing financial assets according to fundamental values. Indeed, if
finance is efficient in the manner described by orthodoxy, it does not even
matter. This is a logical extension of the neoclassical conclusion that markets
efficiently allocate real resources to the financial sector. In the form of rational
expectations it led to the conclusion that no individual or regulator could form a
better idea of equilibrium values than the market. This led to Chairman Green-
span’s famous excuse for not intervening into the serial bubbles that preceded
the global financial crisis that began in 2007. And it was this theory that pro-
vided the intellectual underpinning of the behavior of market participants as well
as regulators that led to the current crisis in financial markets.

Yet, it is clear that financial ‘markets’ did not ‘efficiently’ price assets. The
continuing crisis makes it clear that ‘finance’ does matter. This is now recog-
nized by virtually all observers. However, most policy-makers are simply
focused on ‘getting finance flowing’ again — as if we just need to take a big
plunger to a blocked financial toilet — and on ensuring that asset prices more cor-
rectly reflect fundamental values. No fundamental changes are required — we just
need to ‘make markets work’. This chapter will argue that the orthodox approach
to finance is useless because the market metaphor is particularly inapplicable to
finance. Ronald Coase argued that while free markets might be the most efficient
form of economic organization, the majority of economic transactions take place
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outside the market, which calls into question the role of markets as the organ-
izing structure of capitalism. Thus, following the example previously set by
Keynesians and Institutionalists, even Coase leaves an opening for institutions,
including the state, in formulating rules and providing regulation and supervi-
sion. These institutions will not arise endogenously out of market processes; they
must be imposed on the market. One could go even further and argue that the
market itself is an institution — created and regulated through human agency.

These objections are even more relevant to the sphere of finance. At the most
basic level, banking is concerned with building a relationship that allows for
careful underwriting (assessing creditworthiness) and for ensuring that payments
are made as they come due. Long-term relations with customers increase the
possibility of success by making future access to bank services contingent upon
meeting current commitments. Further, within the bank itself, a culture is
developed to provide and enforce rules of behavior. Relations among banks are
also extra-market, with formal and informal agreements that are necessary for
mutual protection. Banks are often forced to ‘hang together, or all will be hung
separately’ because of the contagion effects of runs on their liabilities.

Further, social policy promoted the use of bank liabilities as the primary means
of payment. This is not something that arose naturally out of markets. A well-
functioning payments system requires par clearing — the United States’ long and
sordid history of non-par clearing by ‘free’ banks stands out as singularly unsuc-
cessful. For that reason, par clearing was finally ensured with the Federal Reserve
Act of 1913, which created a central bank for the United States whose original
primary purpose was to ensure par clearing of bank demand deposits. However,
there was a glitch in the system because the Fed’s role was limited to lending to
solvent banks against good assets. Hence, the payments system collapsed in the
1930s, when runs on banks returned as depositors rightly feared insolvent banks
would never make good on their promises. For that reason, Congress created the
Federal Deposit Insurance Corporation (FDIC) to ‘insure’ deposits (with similar
guarantees on deposits at thrifts and some other types of institutions). This effect-
ively eliminated runs on banks (although later runs returned on other types of bank
liabilities, such as brokered certificates of deposit (CDs)).

The combination of access to the Fed as lender of last resort, par clearing and
deposit insurance provided very cheap and stable sources of finance for banks.
In addition, Regulation Q limited interest on deposits (set at zero for demand
deposits) to keep interest costs down. Banks could charge fees to handle deposit
accounts. All of this made it possible for banks to operate the payments system
while shifting most costs to consumers and government. Further, because these
bank liabilities are guaranteed, bad underwriting leads to socialization of losses
as the FDIC makes the deposits good. Clearly, operation of the payments system
has not been left to ‘free markets’.

While it now seems natural for banks to run payments through nominally
private banks, there was no reason to combine lending (predominately commer-
cial lending) and the payments system in this manner. An alternative arrange-
ment would have been to separate the two — with the government operating the
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payments system as a public good (for example, through a postal savings system)
and banks focusing on underwriting loans while financing positions in assets by
issuing a combination of short-term and long-term liabilities. If these were not
the basis of the payments system, there would have been no reason for the bank
liabilities to maintain par — nor even any reason for them to circulate. Bad under-
writing would first hit equity holders and then would reduce the value of the
liabilities. Losses would not be automatically socialized. There might then have
been some discipline on banks to do good underwriting.

Of course, Glass-Steagall did segregate a portion of the financial sector from
the payments system: Investment banks were allowed more free rein on the asset
side of their balance-sheets, but they could not issue deposits. Their creditors
could lose. Creditors were protected mostly by the Securities and Exchange
Commission (SEC) — which provided regulations primarily on the ‘product’ or
liability side. Investment banks (and other non-deposit-taking financial institu-
tions) were largely free to buy and hold or trade any kinds of assets they deemed
appropriate. They were required to ‘mark to market’ and to provide reports to
creditors. Other than rather loose rules requiring them to ensure that the products
they marketed were ‘suitable’ for those who purchased them, it was expected
that ‘markets” would discipline them. As we will see, that did not work even for
the less protected institutions that did not have bank charters. And when the
financial system collapsed, the remaining investment banks were handed char-
ters so that they could access the payments system.

Over the past half century there has been a trend toward reducing relationship
banking in favor of supposedly greater reliance on ‘markets’. This is reflected in
the rise of ‘shadow banks’ that are relatively unregulated, that in many cases are
required to ‘mark to market’, and that have successfully eroded the bank share of
the financial sector. It is also reflected in the changing behavior within banks,
which largely adopted the ‘originate to distribute’ model that is superficially
market-based. This shift was spurred by a combination of innovation (new prac-
tices that were not covered by regulations), competition from shadow banks with
lower costs and deregulation (including erosion of and finally repeal of Glass
Steagall). It also reflects the changing views on the efficacy of markets.
However, the move to increase reliance on markets is more apparent than real.
As we shall see, the new innovations such as asset-backed securities (ABS) actu-
ally increased institutional linkages even as they reduced the free-market com-
petitive pressures imagined by orthodoxy. And the prices to which asset values
are marked reflect neither ‘fundamentals’ nor ‘markets’ — rather, they result from
proprietary models developed (mostly) in-house and thus reflect the culture and
views of teams working within institutions.

At the same time, these trends reduced ‘social efficiency’ of the financial sector,
if that is defined along Minskian lines. Minsky (1992a) always insisted that the
role of finance is to promote the ‘capital development of the economy’, defined as
broadly as possible. Minsky would agree with Institutionalists that the definition
should include enhancing the social provisioning process, promotion of equality
and democracy and expanding human capabilities. Instead, the financial sector has
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promoted several different kinds of inequality as it captured a greater proportion of
social resources. It has also promoted boom and bust cycles, and proved to be
incapable of supporting economic growth and job creation except through the pro-
motion of serial financial bubbles. And, finally, it has imposed huge costs on the
rest of society, even in the booms, but especially in the crises.

Indeed, the continuing attempts to rescue the financial sector (especially in
the United States) have laid bare the tremendous social costs created by the way
finance dominates the economy. If anything, the various bail-outs have actually
strengthened the hands of the financial sector, increasing concentration in a small
number of behemoth institutions that appear to control government policy.
Meanwhile the ‘real’ economy suffers, as unemployment, poverty and homeless-
ness rise, but policy-makers claim we cannot afford to deal with these problems.
Their only hope is to gently prod Wall Street to lend more — in other words, to
bury the rest of the economy under even more debt. The rescue of Wall Street
displaces other fiscal policy that would lead to recovery.

What I am arguing is that the financial sector has not been operating like a
neoclassical market. In spite of the rhetoric that deregulation improved efficien-
cies by replacing government rules with market discipline, markets have not and
cannot discipline financial institutions. Rather, we reduced regulation and super-
vision by government that was supposed to direct finance to serve the public
interest. This was replaced by self-supervision for private profit that generated
huge social costs. Financial institutions do not even pursue ‘market’ interests (of
shareholders, for example). Instead, they have been largely taken over by top
management with personal enrichment as the goal.

Kapp’s theory of social costs applied to the financial sector

Along with other Institutionalists, Kapp developed the notion that market com-
petition does not lead to socially efficient allocations of resources. Instead, com-
petition promotes pursuit of private profit in a manner that shifts costs to society.
Kapp offered the following definition: ‘The term social costs refers to all those
harmful consequences and damages which third persons or the community
sustain as a result of the productive process, and for which private entrepreneurs
are not easily held accountable’ (Kapp 1950: 14). This goes beyond the neoclas-
sical use of the term ‘externality’, although the two concepts share the belief that
costs are shifted. However, unlike neoclassical theory, Kapp saw this phenome-
non as the normal result of competition in a pecuniary society (Swaney and
Evers 1989). There is no tendency for a ‘free-market > economy to generate an
efficient allocation of resources. Leaving to the side the possibility that an
economy really could operate as a ‘free market’, the allocation will not be effi-
cient because much of the costs will be shifted to society while the benefits
accrue to entrepreneurs.

Kapp’s theory of social costs is particularly relevant to developing an under-
standing of the situation. Above we have discussed the policies that have led to
the operation of the payments system by nominally private institutions. The costs
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of poor underwriting are shifted to society because we guarantee bank liabilities.
In addition, poor underwriting means that bad loans were made. In some cases
these loans enabled borrowers to command resources that were used in socially
costly ways — for example, to finance partially completed but substandard or
otherwise unwise real-estate developments that must be bulldozed. While market
discipline is supposed to lead to good underwriting, for reasons explored further
below, it did not.

The operation of the modern financial institution directly imposes other costs,
such as predatory mortgages that strip homeowners of their equity. This is not an
unintended consequence — it is the business model behind sub-prime and Alt-A
mortgage lending. But there are many other social costs. When the homeowner
loses her home to foreclosure, social costs are imposed on neighbors (depreciat-
ing property values), on local public services (caring for vacant property, as well
as homeless people), on retailers and on the tax base. The foreclosure process
itself increases these costs as mortgage servicers often have an incentive to
prolong procedures until the total cost of foreclosure equals the expected sales
price of the house — leaving no value for those holding the mortgage-backed
securities (MBSs). Again, this is not an unintended consequence — it is profitable
behavior (Wray 2008a).

There are also many aggregative effects arising from the extensive and often
unknown linkages among financial institutions. For example, downgrading the
credit of a monoline insurer generates downgrading of insured MBSs. Holders of
MBSs often pledge them to obtain finance — when MBSs are downgraded collat-
eral must be supplied (alternatively, a bigger ‘haircut’ is applied, meaning the
holder obtains less finance against the pledged MBSs). The ratings of holders of
MBSs are also downgraded. Effects continue through the system as payments on
credit default swaps (CDSs — issued as a sort of ‘insurance’ on MBSs and other
debts) are triggered, which inevitably impact counterparties and counter-
counterparties. The layering of debts upon debts adds to the linkages. The ratio
of debts to GDP has reached 500 percent — meaning that each dollar of income is
pre-committed to servicing five dollars of debts, not just the mortgage but the
securities, the collateralized debt obligations (CDOs, which re-securitize the
MBSs) and the CDOs squared and cubed. To that we can add the rest of the
derivatives, including swaps, which totaled between $60 trillion and $70 trillion
globally at the time of the crash. Finance is layered, with complex and unknown
linkages and commitments, and with huge but uncertain implications for the
economy.

As another example, after the dot-com bubble collapsed, pension funds and
other institutionally managed funds looked for possible investments that would
not be correlated with stock prices. It was found that commodities prices had
historically been uncorrelated. As a result, financial institutions like Goldman-
Sachs, as well as researchers from the Pension Benefit Guarantee Corporation,
pushed pensions to diversify into commodities. Since holding commodities is
costly, money managers went into the commodities futures markets (buying
futures contracts for 1-4 month delivery of commodities; the contracts would be
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‘rolled’ on the delivery date). If commodity prices rose, the contracts would be
sold at a profit (since they had locked-in a price). Huge flows of managed money
poured into the commodities market, driving up futures prices. Since commodi-
ties spot prices are normally set by the closest futures price there was a vicious
cycle: managed money drove up futures prices, which drove up spot prices,
which caused more speculative fervor in commodities. Meanwhile, grain and oil
prices were driven up, hurting consumers and leading to starvation around the
world. In other words, speculative finance (mostly by pension funds, which
accounted for 85 percent of the speculative money in futures contracts) created
huge social costs (for details, see Wray 2008b). When commodities prices col-
lapsed, that created other social costs for farmers and others who had invested
based on the belief prices would remain high.

It is tempting to include the social costs of a ‘misallocation’ of credit by finan-
cial institutions — say, too much housing was built but not enough daycare centers
(or too much investment in corn farming and not enough in wind farms). We must
be careful, however. While it is true that resources required for construction are
limited (at least at a point in time) so that the sector could have been fully
employed in residential construction leaving insufficient resources to build daycare
centers, finance itself is not a limited resource. We can have as much or as little of
it as we want. Finance is really just a system of credits and debits, keystroke entries
on computerized balance-sheets. It is conceivable that human resources employed
in the financial sector could have been fully tapped-out handling mortgages so that
no one was left to arrange finance for new daycare centers. That, however, is
implausible. For years the ‘best and the brightest’ had been flowing into Wall
Street and devoting their energies to innovations that increased the layering and
leveraging precisely because there was excess capacity in the sector. As a result
we got far more finance in the aggregate than we needed. To be sure, it was ‘mis-
allocated’ in the sense that much of it was not contributing to Minsky’s ‘capital
development of the economy’. But that was almost certainly because the rewards
to individuals were biased toward the activities actually pursued.

In recent years an extreme form of market fundamentalism has been applied
to the financial sector — the efficient-markets hypothesis. Asset prices should
reflect ‘fundamentals’. Indeed, financial markets are said to be so efficient that
they do not matter. According to the Modigliani-Miller theorem, it does not
matter how a firm finances its activities — own funds, debt or equity are equiva-
lent. With efficient financial markets, resources get efficiently allocated.

There are a number of traditions that have attempted to reject the self-
adjusting vision of the system. Keynes, of course, had doubted that vision at
least since his essay on the end of laissez-faire. Others, including Veblen, Kapp
and Minsky within the Institutionalist tradition, all share a similar framework of
analysis that rejects the notion of an equilibrium-seeking system, and sees money
and finance as the major source of problems with capitalist systems — the pecuni-
ary interests dominate. Minsky called this a “preanalytic vision’ of the operation
of the financial markets and their role in directing the evolution of the economic
system. In contrast to the ‘efficient-markets’ approach, this preanalytic vision
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concerns decision-making in a system whose dynamics are not equilibrating —
indeed, in which rational behavior by individuals leads to systemically irrational
results. This goes beyond the acceptance of ‘radical uncertainty’, as in Shackle’s
approach or in the Austrian approach. Instead, as Minsky put it, ‘agents in the
model have a model of the model’ but they know their models are wrong. Their
behavior is based on a model they know to be incorrect and thus subject to revi-
sion; when their model changes, they change their behavior.

In Minsky’s financial instability hypothesis uncertainty is the result of engag-
ing in commitments to make future financial payments with financial receipts
that are uncertain because they, too, will occur in the future. In turn, those future
receipts will not be forthcoming unless at that future time there is a willingness
to enter into additional financial commitments (since spending in the future will
determine future receipts). Hence, what one does today depends on what one
expects others to do today, as well as into the future. Since commitments made
in the past may not be validated today, and those made today may not be vali-
dated tomorrow, movement of the system through time need not be toward equi-
librium. Minsky argued instead that behavior will change, based on outcomes, in
such a manner that instability will be created. For example, a ‘run of good times’
(in which expectations are at least met) will encourage more risk-taking, which
increases financial leveraging that creates more risk. While many accounts of
Minsky’s work focus on the behavior of non-financial firms (as in the investment
decision of a manufacturing firm), Minsky argued that behavior within financial
institutions also evolves with innovations that stretch liquidity.

This provides an endogenous, rational explanation of the possible volatile
behavior of asset prices, which is not self-equilibrating. Indeed, financial crises
are usually the result of the impact of decisions taken within organized financial
institutions — outside the market process — on the balance-sheet stability of finan-
cial institutions. The ‘run of good times’ leads to changes of the rules of thumb
guiding practice within financial institutions, leading decision-makers to test the
limits of acceptable practice. Minsky’s theory explains the evolution of the
balance-sheet positions of financial institutions and the impact on financial
markets through financial layering. In particular, financial institutions find it
rational to increase leverage, and rising leverage plays a crucial role in the finan-
cial instability hypothesis

Minsky’s theory argues that the endogenous process of profit-seeking innova-
tion will be not only a source of instability, but also make it difficult — nay,
impossible — to design financial reform proposals that produce financial stability.
The search for such regulations only makes sense within a theory of self-
adjusting equilibrium — where ‘getting prices right’ is all that is necessary. In an
evolutionary theory of innovation and instability the concept of stability and the
regulations that would be required are completely different. It requires a com-
pletely different view of the operation of financial institutions.

We can think of this tendency for financial fragility to rise as a result of finan-
cial sector innovation (responding to profit opportunities) as a tendency to
impose ever-greater costs on society. Some of these costs result directly from
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normal business procedure; we might call this taking advantage of customers
(examples are explored below). But other, greater, social costs are created
through the aggregative effects as bubbles are created and then as they burst.
Literally trillions of dollars of wealth can be wiped out, leading to mass unem-
ployment and deep and long recessions. In other words, it is not simply a shift-
ing of costs, but creation of social costs as the by-product of profit-seeking
behavior. And to a great extent, these social costs are not offset by any social
benefits. It would be difficult to maintain that there was any social benefit from
the creation of sub-prime hybrid adjustable rate mortgages (ARMs; with very
low ‘teaser’ rates that would rise to very high levels after two or three years). As
Swaney and Evers put it:

Over time, then, social costs multiply not so much as the result of unfortu-
nate, accidental side effects of economic activity, but more as the result of
incentives within the economic system itself. In short, social costs are pre-
dictable, endogenous outcomes, as well as exogenous accidents.

(Swaney and Evers 1989: 12)

These results are not due to mistakes, irrationality or mis-pricing — bursting of
the real-estate bubble, mass foreclosures, rising homelessness and a long period
of unemployment were the foreseeable outcome. We know that the traders
within financial firms as well as raters within the big ratings agencies fully
expected defaults to explode and the system to collapse. They simply believed
they would be able to get out before that happened.

In the next two sections we will quickly review the transformation of the
financial system as fragility rose; we then look at specific examples of the social
costs that resulted from ‘innovative’ financial practices.

The transformation away from banking to money managers

Early last century, Hilferding identified a new stage of capitalism characterized
by complex financial relations and domination of industry by finance (Hilferding
1910). He argued that the most characteristic feature of finance capitalism is
rising concentration which, on the one hand, eliminates ‘free competition’
through the formation of cartels and trusts, and on the other, brings bank and
industrial capital into an ever more intertwined relationship (ibid.: 21-22).
Veblen, Keynes, Schumpeter and, later, Minsky also recognized a new stage of
capitalism: For Keynes it represented the domination of speculation over enter-
prise, for Schumpeter it was the command over resources by innovators with
access to finance, while Veblen distinguished between industrial and pecuniary
pursuits.

By the 1870s, plant and equipment had become so expensive that external
finance of investment became necessary. External finance, in turn, is a prior
commitment of future gross profits. This creates the possibility of default and
bankruptcy — the concerns of Minsky — while at the same time it opens the door
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for separation of ownership from control. From this Keynes derives the ‘whirl-
winds of optimism and pessimism’ addressed in chapter 12 of his General
Theory (attributed to the precariousness of valuing firms based on average
opinion), while Veblen’s analysis points to management’s manipulation of the
value of business capital. Schumpeter’s view was obviously more benign, as his
‘vision’ of markets was much more orthodox, but he still recognized the central
importance of finance in breaking out of a ‘circular flow” — where money merely
facilitates production and circulation of a given size — through finance of innova-
tion that allows the circular flow to grow. With the rise of finance capitalism,
access to external finance of positions in assets was necessary. This fundament-
ally changed the nature of capitalism in a manner that made it much more
unstable.

Veblen designated the early twentieth-century version of capitalism the
‘credit economy’, where it is not the goods market that dominates, for ‘The
capital market has taken the first place.... The capital market is the modern eco-
nomic feature which makes and identifies the higher “credit economy” as such’
(Veblen 1958: 75). By ‘capital’ Veblen means the ‘capitalized presumptive
earning capacity’, ‘comprised of usufruct of whatever credit extension the given
business concern’s industrial equipment and good-will will support’ (ibid.: 65).
This is contrasted to ‘effective industrial capital’, the aggregate of the material
items engaged in industrial output. Goodwill can be collateralized and thereby
increase divergence between values of industrial and business capital (ibid.: 70).
When presumptive earning capacity rises, this is capitalized in credit and equity
markets; thus, access to credit fuels capitalized values, which fuels more credit
and further increases the discrepancy between industrial and business capital
values in a nice virtuous cycle. The ‘putative earning-capacity’ is subject to fluc-
tuation and manipulation because it

is the outcome of many surmises with respect to prospective earnings and
the like; and ... they proceed on an imperfect, largely conjectural, know-
ledge of present earning-capacity and on the still more imperfectly known
future course of the goods market and of corporate policy.

(ibid.: 77)

Increasing the discrepancy between business and industrial capital is the
prime motivation driving the ‘business interest” of managers — ‘not serviceability
of the output, nor even vendibility of the output’, but rather ‘vendibility of
corporate capital’ (ibid.: 79). They are ‘able to induce a discrepancy ... by expe-
dients well known and approved for the purpose. Partial information, as well as
misinformation, sagaciously given out at a critical juncture, will go far.... If they
are shrewd business men, as they commonly are’ (ibid.: 77-78). Recall Keynes’
famous warning: ‘The position is serious when enterprise becomes a bubble on a
whirlpool of speculation. When the capital development of a country becomes a
by-product of the activities of a casino, the job is likely to be ill-done’ (Keynes
1964: 159). While Veblen agrees there is uncertainty and speculation involved,
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he emphasizes the likely success of pecuniary initiative in manipulating stock
values, even denying that ‘business interest’ faces much uncertainty: ‘The cer-
tainty of gain, though perhaps not the relative amount of it, seems rather more
assured in the large-scale manipulation of vendible capital than in business man-
agement with a view to a vendible product’ (Veblen 1958: 82). While manipula-
tion does carry risk, it is ‘not so much to the manipulators as such, as to the
corporations ... [and to] the business men who are not immediately concerned in
this traffic’ (ibid.: 82-83).

As John Kenneth Galbraith (1954) makes clear, stocks could be manipulated
by insiders — Wall Street’s financial institutions — through a variety of ‘pump
and dump’ schemes. Indeed, the 1929 crash resulted from excesses promoted by
investment trust subsidiaries of Wall Street’s banks. Since the famous firms like
Goldman Sachs were partnerships, they did not issue stock; hence they put
together investment trusts that would purport to hold valuable equities in other
firms (often in other affiliates, which sometimes held no stocks other than those
in Wall Street trusts) and then sell shares in these trusts to a gullible public.
Effectively, trusts were an early form of mutual fund, with the ‘mother’ invest-
ment house investing a small amount of capital in their offspring, highly lever-
aged using other people’s money. Goldman and others would then whip up a
speculative fever in shares, reaping capital gains. However, trust investments
amounted to little more than pyramid schemes (the worst kind of what Minsky
called Ponzi finance) — there was very little in the way of real production or
income associated with all this trading in paper. Indeed, as Galbraith showed,
the ‘real’ economy was long past its peak — there were no ‘fundamentals’ to
drive the Wall Street boom. Inevitably, it collapsed and a ‘debt deflation’ began
as everyone tried to sell out of their positions in stocks — causing prices to col-
lapse. Spending on the ‘real economy’ suffered and we were off to the Great
Depression.

For some decades after World War II, ‘finance capital’ played an uncom-
monly small role. Memories of the Great Depression generated reluctance to
borrow. Unions pressed for, and obtained, rising compensation — allowing rising
living standards financed mostly out of income. In any case, the government
guaranteed mortgages and student loans (both at relatively low interest rates) —
so most of the household debt was safe, anyway. Jimmy Stewart’s small thrifts
and banks (burned during the Depression) adopted prudent lending practices.
The Glass Steagall Act separated investment banks from commercial banks, and
various New Deal reforms protected market share for the heavily regulated por-
tions of the financial sector. Military Keynesianism provided demand for the
output of industry, often at guaranteed marked-up pricing. Low debt, high
wages, high consumption and big government promoted stability.

The 1960s and 1970s saw the development of an array of financial institution
liabilities circumventing New Deal constraints as finance responded to profit
opportunities. After the disastrous Volcker experiment in monetarism (1979-1982),
the pace of innovation accelerated as many new financial practices were adopted
to protect institutions from interest-rate risk. These included securitization of
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mortgages, derivatives to hedge interest-rate (and exchange-rate) risk and many
types of ‘off-balance-sheet’ operations (helping to evade reserve and capital
restraints). Favorable tax treatment of interest encouraged leveraged buy-outs to
substitute debt for equity (with the take-over financed by debt that would be serv-
iced by the target’s future income flows). Another major transformation occurred
in the 1990s with innovations that increased access to credit and changed attitudes
of firms and households about prudent levels of debt. Now consumption led the
way as the economy finally returned to 1960s-like performance. Robust growth
returned, now fueled by private deficit spending, not by growth of government
spending and private income. All of this led to what Minsky called money manager
capitalism.'

While many point to the demise of Glass Steagall separation of banking by
function as a key mistake leading to the crisis, the problem really was the demise
of underwriting. In other words, the problem and solution is not really related to
functional separation but rather to erosion of underwriting standards that is inev-
itable over a run of good times, when a trader mentality triumphs. If a bank
believes it can offload toxic assets before values are questioned, its incentive to
do proper underwriting is reduced. And if asset prices are generally rising on
trend, the bank will be induced to share in the gains by taking positions in the
assets. This is why the current calls by some for a return to Glass Steagall sepa-
ration, or to force banks to ‘put skin in the game’ by holding some fraction of
the toxic waste they produce are both wrong-headed.

Minsky argued that the convergence of the various types of banks within the
umbrella bank holding company and within shadow banks was fueled by growth
of money manager capitalism. It was also encouraged by the expansion of the gov-
ernment safety net, as Minsky remarked: ‘a proliferation of government endorse-
ments of private obligations’ (Minsky 1992b: 39). Indeed, it is impossible to tell
the story of the current crisis without reference to the implicit guarantee given by
the Treasury to the mortgage market through its government-sponsored enterprises
(GSEs; Fannie and Freddie), through the student loan market (Sallie) and even
through the ‘Greenspan Put’ and the Bernanke ‘Great Moderation’ — that gave the
impression to markets that the government would never let markets fail. In the
aftermath of the crisis, the government’s guarantee of liabilities went far beyond
FDIC-insured deposits to cover larger denomination deposits as well as money
market funds, and the Fed extended lender-of-last-resort facilities to virtually all
financial institutions (with bail-outs also going to automotive companies, and so
on). This really was a foregone conclusion once Glass Steagall was gutted and
investment banking, commercial banking and all manner of financial services were
consolidated in a single financial ‘big box’ superstore with explicit government
guarantees over a portion of the liabilities. It was always clear that if problems
developed somewhere in a highly integrated system, the Treasury and Fed would
be on the hook to rescue the shadow banks, too.

By the 1990s the big investment banks were still partnerships so they found it
impossible to directly benefit from a run-up of the stock market, similar to the
situation in 1929. An investment bank could earn fees by arranging initial public
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offerings for start-ups, and it could trade stocks for others or for its own account.
This offered the opportunity to exploit inside information, or to manipulate the
timing of trades, or to push the dogs onto clients. But in the euphoric irrational
exuberance of the late 1990s that looked like chump change. How could an
investment bank’s management get a bigger share of the action?

In 1999 the largest partnerships went public to enjoy the advantages of stock
issue in a boom. Top management was rewarded with stocks — leading to the
same pump-and-dump incentives that drove the 1929 boom. To be sure, traders
like Robert Rubin (who would become Treasury secretary) had already come to
dominate firms like Goldman. Traders necessarily take a short view — you are
only as good as your last trade. More importantly, traders take a zero-sum view
of deals: there will be a winner and a loser, with the investment bank pocketing
fees for bringing the two sides together. Better yet, the investment bank would
take one of the two sides — the winning side, of course — and pocket the fees and
collect the winnings. Why would anyone voluntarily become the client, knowing
that the deal was ultimately zero-sum and that the investment bank would have
the winning hand? No doubt there were some clients with an outsized view of
their own competence or luck; but most customers were wrongly swayed by the
investment bank’s good reputation. But from the perspective of hired manage-
ment, the purpose of a good reputation is to exploit it for personal gain — what
William Black (2005) calls control fraud.

Before this transformation, trading profits were a small part of investment
bank revenues — for example, before it went public, only 28 percent of Gold-
man’s revenues came from trading and investing activities. That is now about 80
percent of revenue. While many think of Goldman and JP Morgan (the remain-
ing investment banks since the demise of Lehman, Bear and Merrill, which all
folded or were absorbed) as banks, they are really more like huge hedge funds,
albeit very special ones that now hold bank charters, granted during the crisis
when investment banks were having trouble refinancing positions in assets —
giving them access to the Fed’s discount window and to FDIC insurance. That,
in turn, lets them obtain funding at near-zero interest rates. Indeed, in 2009
Goldman spent only a little over $5 billion to borrow, versus $26 billion in inter-
est expenses in 2008 — a $21 billion subsidy thanks to its access to cheap,
government-insured deposits. The two remaining investment banks were also
widely believed to be ‘backstopped’ by the government — under no circum-
stances would they be allowed to fail — keeping stock prices up. However, after
the SEC began to investigate some of Goldman’s practices, that belief was
thrown into doubt, causing share prices to plummet.

In some ways things were even worse than they had been in 1929 because the
investment banks had gone public — issuing equities directly into the portfolios
of households and indirectly to households through the portfolios of managed
money. It was thus not a simple matter of having Goldman or Citibank jettison
one of its unwanted trust offspring — problems with the stock or other liabilities
of the behemoth financial institutions would rattle Wall Street and threaten the
solvency of pension funds and other invested funds. This finally became clear to



154 L.R. Wray

the authorities after the problems with Bear and Lehman. The layering and link-
ages among firms — made opaque by over-the-counter derivatives such as CDSs
— made it impossible to let them fail one by one, as failure of one would bring
down the whole house of cards. The problem we now face is that total financial
liabilities in the United States amount to about five times GDP (versus 300
percent in 1929) — so every dollar of income must service five dollars of debt.
That is an average leverage ratio of five times income. That is one (scary) way to
measure leverage, for as Minsky (1992b) and Mayer (2010) argue, this is, histor-
ically, the important measure for bank profitability — which ultimately must be
linked to repayment of principle and interest out of income flows.

Another measure, of course, is the ratio of debt to assets. This became increas-
ingly important during the real-estate boom, when mortgage brokers would find
finance for 100 percent or more of the value of a mortgage, on the expectation that
real-estate prices would rise. That is a trader’s, not a banker’s, perspective because
it relies on either sale of the asset or refinancing. While a traditional banker might
feel safe with a capital leverage ratio of 12 or 20 — with careful underwriting to
ensure that the borrower would be able to make payments — for a mortgage origi-
nator or securitizer who has no plans to hold the mortgage, what matters is the
ability to place the security. Many considerations then come into play, including
prospective asset price appreciation, credit ratings, monoline and CDS ‘insurance’
and ‘overcollateralization’ (markets for the lower tranches of securities).

We need not go deeply into the details of these complex instruments. What is
important is that income flows take a back seat in such arrangements, and accept-
able capital leverage ratios are much higher. For money managers, capital lever-
age ratios are 30, and reach up to several hundred. But even these large numbers
hide the reality that risk exposures can be very much higher because many com-
mitments are not reported on balance-sheets. There are unknown and essentially
unquantifiable risks entailed in counterparties — for example, in supposedly
hedged CDSs in which one sells ‘insurance’ on suspected toxic waste and then
offsets risks by buying ‘insurance’ that is only as good as the counterparty.
Because balance-sheets are linked in highly complex and uncertain ways, failure
of one counterparty can spread failures throughout the system. And all of these
financial instruments ultimately rest on the shoulders of some homeowner trying
to service her mortgage out of income flows — on average with $5 of debts and
only $1 of income to service them. As Minsky argued, ‘National income and its
distribution is the “rock” upon which the capitalist financial structure rests’
(Minsky 1992b: part III, 2). Unfortunately, that rock is holding up a huge finan-
cial structure, and the trend toward concentration of income and wealth at the
top makes it ever more difficult to support the weight of the debt.

Banking on crisis? The rise (and end) of ‘casino’ capitalism

In the modern era, it is not enough to put together Ponzi pyramid schemes or to
sell trash to gullible customers. While investment banking today is often
compared to a casino, that is not really fair. A casino is heavily regulated and
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while probabilities favor the house, gamblers can win 48 percent of the time.
When a firm approaches an investment bank to arrange for finance, the modern
investment bank immediately puts together two teams. The first team arranges
finance on the most favorable terms for their bank that they can manage to push
onto their client. The second team puts together bets that the client will not be
able to service its debt. Legally, even brokers do not currently have a fiduciary
responsibility to take their client’s best interests into account when selling them
assets. Magnetar, a hedge fund, actually sought the very worst tranches of MBSs,
almost single-handedly propping up the market for toxic waste that it could put
into CDOs sold on to ‘investors’ (I use that term loosely because these were
suckers to the nth degree). It then bought credit default insurance (from, of
course, AIG) to bet on failure. By 1998, 96 percent of the CDO deals arranged
by Magnetar were in default — as close to a sure bet as financial markets will
ever find. In other words, the financial institution often bets against households,
firms and governments — and loads the dice against them — with the bank
winning when its customers fail.

In a case recently prosecuted by the SEC, Goldman created synthetic CDOs
that placed bets on toxic MBSs (Goldman agreed to pay a fine of $550 million,
without admitting guilt, although it did admit to a ‘mistake’). A synthetic CDO
does not actually hold any mortgage securities — it is simply a pure bet on a bunch
of MBSs. The purchaser is betting that those MBSs will not go bad, but there is an
embedded CDS that allows the other side to bet that the MBSs will fall in value, in
which case the CDS ‘insurance’ pays off. Note that the underlying mortgages do
not need to go into default or even fall into delinquency. To make sure that those
who ‘short’ the CDO (those holding the CDS) get paid sooner rather than later, all
that is required is a downgrade by credit-rating agencies. The trick, then, is to find
a bunch of MBSs that appear to be over-rated and place a bet they will be down-
graded. The propensity of credit raters to give high ratings to junk assets is well-
known, indeed assured by paying them to do so. Since the underlying junk is
actually, well, junk, downgrades are also assured. Betting against the worst junk
you can find is a good deal — if you can find a buyer to take the bet.

The theory behind shorting is that it lets you hedge risky assets in your port-
folio, and it aids in price discovery. The first requires that you’ve actually got the
asset you are shorting, the second relies on the belief in the efficacy of markets.
In truth, these markets are highly manipulated by insiders, subject to speculative
fever and mostly over-the-counter. That means that initial prices are set by
sellers. Even in the case of MBSs — that actually have mortgages as collateral —
buyers usually do not have access to essential data on the loans that will provide
income flows. Once we get to tranches of MBSs, to CDOs, squared and cubed,
and on to synthetic CDOs we have leveraged and layered those underlying mort-
gages to such a degree that it is pure fantasy to believe that markets can effi-
ciently price them. Indeed, that was the reason for credit ratings, monoline
insurance and CDSs. CDSs that allow bets on synthetics that are themselves bets
on MBSs held by others serve no social purpose — they are neither hedges nor
price-discovery mechanisms.



156 L.R. Wray

The most famous shorter of MBSs is John Paulson, who approached Goldman
to see if the firm could create some toxic synthetic CDOs that he could bet
against. Of course, that would require that Goldman could find clients willing to
buy junk CDOs. According to the SEC, Goldman let Paulson increase the proba-
bility of success by allowing him to suggest particularly risky securities to
include in the CDOs. Goldman arranged 25 such deals, named Abacus, totaling
about $11 billion. Out of 500 CDOs analyzed by UBS, only two did worse than
Goldman’s Abacus. Just how toxic were these CDOs? Only five months after
creating one of these Abacus CDOs, the ratings of 84 percent of the underlying
mortgages had been downgraded. By betting against them, Goldman and Paulson
won — Paulson pocketed $1 billion on the Abacus deals; he made a total of $5.7
billion shorting mortgage-based instruments in a span of two years. This is not
genius work — an extraordinarily high percent of CDOs that are designed to fail
will fail.

Goldman never told investors that the firm was creating these CDOs specifi-
cally to meet the demands of Paulson for an instrument to allow him to bet
against them. The truly surprising thing is that Goldman’s customers actually
met with Paulson as the deals were assembled — but Goldman never informed
them that Paulson was the shorter of the CDOs they were buying! While
Goldman admitted it should have provided more information to buyers, its
defense was that (1) these clients were big boys; and (2) Goldman also lost
money on the deals because it held a lot of the Abacus CDOs. In other words,
Goldman not only withheld crucial information, but it is also sufficiently incom-
petent to buy CDOs that it let Paulson put together with the explicit purpose of
betting on failure. That is exploitation of reputation by Goldman’s management
— Black’s control fraud: top management enriches itself at the expense of the
firm.

In the AIG bail-out by the government, $12.9 billion was passed-through to
Goldman because AIG provided the CDSs that allowed Goldman and Paulson to
short Abacus CDOs. So AIG was also duped, as was Uncle Sam. I would not
take Goldman’s claim that it lost money on these deals too seriously. When
Hank Paulson ran Goldman, it was bullish on real estate; through 2006 it was
accumulating MBSs and CDOs — including early Abacus CDOs. It then slowly
dawned on Goldman that it was horribly exposed to what was turning out to be
toxic waste. At that point it started shorting the market, including the Abacus
CDOs it held and was still creating. Thus, while it might be true that Goldman
could not completely hedge its positions so that it got caught holding junk, that
was not for lack of trying to push risks onto its clients. The market crashed
before Goldman found a sufficient supply of buyers to allow it to short every-
thing it held.

Previously, Goldman helped Greece to hide its government debt, and then bet
against the debt — another fairly certain bet since debt ratings would likely fall if
the hidden debt was discovered. Goldman took on US states as clients (including
California, New Jersey and nine other states), earning fees for placing their
debts, and then encouraged other clients to bet against state debt — using its
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knowledge of the precariousness of state finances to market the instruments that
facilitated the shorts.

To be fair, Goldman is not alone — all of this appears to be common business
procedure. In early spring 2010 a court-appointed investigator issued his report
on the failure of Lehman. Lehman engaged in a variety of ‘actionable’ practices
(potentially prosecutable as crimes). Interestingly, it hid debt using practices
similar to those employed by Goldman to hide Greek debt. The investigator also
showed how the prices by Lehman on its assets were set — and subject to rather
arbitrary procedures that could result in widely varying values. But most import-
antly, the top management as well as Lehman’s accounting firm (Ernst&Young)
signed off on what the investigator said was ‘materially misleading’ accounting.
That is a go-to-jail crime if proved. The question is why would a top accounting
firm, as well as Lehman’s CEO, Richard Fuld, risk prison in the post-Enron era
(similar accounting fraud brought down Enron’s accounting firm, and resulted in
Sarbanes—Oxley legislation that requires a company’s CEO to sign off on
company accounts)? There are two possible answers. First, it is possible that
such behavior is so widespread that no accounting firm could retain top clients
without agreeing to overlook it. Second, these practices may be so pervasive and
enforcement and prosecution thought to be so lax that CEOs and accounting
firms have no fear. I think that both answers are correct.

In the latest revelations, JP Morgan Chase suckered the Denver public school
system into an exotic $750 million transaction that has gone horribly wrong. In
the spring of 2008, struggling with an under-funded pension system and the need
to refinance some loans, it issued floating rate debt with a complicated deriva-
tive. Effectively, when rates rose, that derivative locked the school system into a
high fixed rate. Morgan had put a huge ‘greenmail’ clause into the deal — they
are locked into a 30-year contract with a termination fee of $81 million. That, of
course, is on top of the high fees Morgan had charged up-front because of the
complexity of the deal. To add insult to injury, the whole fiasco began because
the pension fund was short $400 million, and subsequent losses due to bad per-
formance of its portfolio since 2008 wiped out almost $800 million — so even
with the financing arranged by Morgan the pension fund is back in the hole
where it began, but the school district is levered with costly debt that it cannot
afford but probably cannot afford to refinance on better terms because of the ter-
mination penalties. This experience is repeated all across America — the Service
Employees International Union estimates that over the past two years state and
local governments have paid $28 billion in termination fees to get out of bad
deals sold to them by Wall Street (Morgenson 2010).

Conclusion

I believe all of these examples demonstrate the points made above about social
costs while demonstrating the fallacy of the efficient-markets hypothesis. First,
the financial sector is not operated as a ‘market’ — at least one as conceived by
neoclassical economics. Second, it does not seek equilibrium; rather, it evolves
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toward fragility. Third, competition among financial institutions does not
promote the public interest; rather, it creates costs and shifts them to society.
Fourth, management of financial institutions have increasingly adopted practices
that enrich themselves — control fraud — not only at the expense of customers but
also at the expense of the reputation of the firms. In other words, the shifting of
costs is in part onto the firms themselves — many of which did not survive the
crisis (and many more will fail).

It is hoped that the current crisis will lead to a transformation of the eco-
nomics discipline, similar to the creation of Keynesian economics during the
Great Depression. This one, however, should pay more attention to the role that
institutions play in organizing the economy while at the same time placing more
emphasis on social costs and on orienting financial institutions to serve the
public purpose. The idea that private pursuit of profit is sufficient to guide finan-
cial institutions to further the capital development of the economy has been dis-
credited. Indeed, since there is nothing that is ‘scarce’ about finance, this area is
the most ill-suited to the application of neoclassical theory based on the notion
of scarcity. By its very nature, banking needs to be based on relationships, not
on the sort of one-off exchanges imagined by orthodoxy.

Finally, Kapp’s theory of social costs provides a strong rebuff to the orthodox
belief that redirecting finance so that it is more ‘market oriented” will improve
its ‘efficiency’ — in fact, trying to inject more ‘market’ into financial institutions
greatly increased social costs.

Note
1 Minsky defined it as follows

Capitalism in the United States is now in a new stage, money manager capitalism,
in which the proximate owners of a vast proportion of financial instruments are
mutual and pension funds. The total return on the portfolio is the only criteria used
for judging the performance of the managers of these funds, which translates into
an emphasis upon the bottom line in the management of business organizations.
(Minsky 1996: 1)
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8 In charge of themselves

The social costs of workfare policies in
Europe

Roberto Rizza

Introduction

Old institutionalists have long recognized that labor is a fixed cost from a social
efficiency perspective (Clark 1957; Commons and Andrews 1967). Protective
labor legislation has been institutionalized in most capitalist countries in order to
induce business enterprises to pay a larger portion of the actual cost of the
human factor of production than they would be prepared to pay in its absence.
Hence, institutional economists argue the necessity of protective labor legisla-
tion, as well as the use of administrative controls and legal sanctions, in order to
provide substantial measures to reduce the adverse consequences upon workers
induced by a variety of interdependent conditions: unemployment, precarious
employment and unsafe or unhealthy working conditions.

The basic assumption underlying this institutionalist analysis of the labor
factor is that actual cost is determined by the institutional structure of produc-
tion. Thus, the ‘cost’ of labor reflects the socially sanctioned production costs of
the human resource.

Institutionalists maintain that a large portion of the effective cost of labor can
be shifted by private businesses to workers or society as a whole. These avoida-
ble costs are defined as the social costs of labor.

In recent years these thorough-minded assumptions have been replaced by
more simplistic theorizations that treat labor as a commodity like any other. As
Clark and Kapp have shown, the impossibility of treating the human factor of
production as a saleable commodity — since the abolition of slavery — implies
that labor deserves a specific analytic treatment. It runs the risk of being in a less
favorable condition than non-human inputs — i.c., tangible assets such as
machines or livestock — in the allocation choices taken by businesses (Kapp
1963).

The commodification of labor in recent theorizations puts into focus the so-
called ‘rigidities’ affecting the competitive working of the labor market: From
this point of view, unemployment and unstable employment occur because the
labor market cannot operate as it should. Unemployment has thereby increas-
ingly been tackled by resorting to supply-side schemes and by recurring to flex-
ible labor market arrangements. More specifically, on the one hand, by
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liberalizing the labor market in order to encourage occupational growth through
forms of temporary and fixed-term employment contracts with reduced welfare
protection in comparison to full-time and open-ended contracts. And on the other
side, by adopting activation policies in order to deploy the full potential of the
labor market. Consequently, welfare must be reshaped, and benefits linked to the
condition that recipients are ready to accept any job opportunities when these
become available. As we will see later and according to a supply-side approach,
in many European countries activation policies have been transformed into
‘workfare’ devices, emphasizing the obligation to take a job even if it is under-
paid and without career prospects (Salais 2004).

Under these assumptions, a conceptual change can be seen in relation to the
Keynesian/institutionalist point of view that addresses the social damage and social
costs induced by the market mechanism, with protective measures directed at indi-
viduals and families. By contrast, the new insight proposed by supply-side
schemes and the workfare approach sees protective labor legislation as an intolera-
ble cost in terms of economic efficiency. Subsidies are considered a trap and not a
solution. The only way to face unemployment is through activation policies by
placing the actor who is directly involved at the core of the solution. According to
this individualistic approach job-seekers must take the responsibility for their con-
dition of unemployment and find a way out of it (Valkenburg and van Berkel
2007): ‘In other words, there is a subversion of the problem: intervention with
regard to the object (unemployment) is turned into action aimed at the subject (the
unemployed person)’ (Crespo Suarez and Serrano Pascual 2007: 109).

The impact of these public policies and the social costs stemming from them,
such as growing economic and social inequalities in many countries, are evident.
Several problematic issues in this regard should be noted:

* forced labor market flexibility has led to strong cleavages and to a further
segmentation of the labor market;

* insecure occupational careers affect a growing number of persons, espe-
cially adult workers with low qualification levels, young people and women;

* non-standard employment relations often fail to function as a springboard to
a successful career and in most cases act as a trap (Scherer 2004);

e activation policies frequently create ‘secondary labor markets’ (low wage
plus subsidies) characterized by marginality with no interaction with
primary labor markets.

This chapter will examine both labor market deregulation and the growth of
temporary employment by comparing the different European countries and
stressing the consequences on occupational stratification and the increase of pro-
longed job insecurity. The current economic crisis and its consequences in terms
of social costs, especially for temporary workers, will then be focused upon.
The second part of this chapter will focus on activation policies through a com-
parison of European countries. In particular, we will see that many countries
characterized by specific welfare regimes (Esping Andersen 1990; 1999) have
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restricted the eligibility to the protection system to those actively seeking a job,
tightening up sanctions and obligations and thus promoting the growth of a sec-
ondary, low-wage labor market. From this point of view, the introduction of acti-
vation programs is itself part of the development of insecure, non-standard and
low-wage employment (van Berkel and Moller 2004).

The effect is a growing gap between those who can be activated and can
achieve positive results in terms of employability, and those who cannot because
they are not endowed with the required educational and professional skills. Con-
sequently, public policies tend to charge each individual with his successes and
failures without taking into consideration the social support to individuality,
such as social rights and welfare resources (Castel 2003). As Crespo Suarez and
Serrano Pascual argue (2007: 109),

instead of providing the political condition for exerting the social rights to
which they are entitled as citizens, policies of this kind are transformed into
therapeutic policies, on behalf of a clinical state, focused on ‘curing’ the
motivation and attitudes of jobseekers in order to achieve their compliance
with their duty as citizens: to be in charge of themselves.

All things considered, temporary employment and activation policies, espe-
cially those influenced by a workfare approach, while inducing growing social
costs tend to obscure the social costs provoked by business enterprises and the
market mechanism.

Labor market deregulation and growing occupational
insecurity

Mainstream economic literature has interpreted the low employment level in
Europe as the result of excessive labor market regulation and overly generous
benefits for the unemployed. Thus, policy guidelines have aimed at increasing
flexibility on the one side, while reducing welfare supports on the other. This
approach, essentially focused on the supply-side, assumes that policies directed
at increasing flexible work automatically induce a higher demand and therefore a
higher economic growth.

Starting from this point of view and aiming at adapting the occupational
system to market instability and to growing international competition, over the
past 20 years a considerable number of OECD countries have undertaken pol-
icies of liberalization of labor market legislation that have provoked a growth of
temporary employment.

The theory of flexibility is based on some fundamental assumptions: To cope
with international competition, enterprises must reduce direct and indirect labor
costs in close connection with market trends. Therefore, labor market deregula-
tion and the reduction of employment protection can encourage occupational
growth, since a lower Employment Protection Legislation index and a higher job
turnover rate would encourage the competitiveness of the national economic
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system.! In this way, enterprises should be able to recruit on fixed-term contracts
instead of reverting to overtime work or intensive work plans.

However, analysis undermines the theoretical and empirical force of the labor
market deregulation paradigm and the necessity to dismantle employment pro-
tection legislation, showing that in order to cope with international competition,
as well as with market instability and demand volatility, it is fairer and economi-
cally more efficient to rely on the skills and participation of workers (Gallie et
al. 1998; Gallie and Paugam 2000) — goals that can hardly be achieved with a
temporary and low-cost workforce.

Another controversial aspect is the hypothesis that labor market deregulation
and the growth of fixed-term contracts are the main roads to reducing unemploy-
ment. Indeed, juridical or contractual norms have limited effects on the general
level of unemployment. On the contrary, the connection is between the rigidity/
flexibility of the labor market and the dynamics, length and composition of occu-
pation and unemployment (Berger and Dore 1996; Crouch and Streeck 1997;
Esping Andersen 1999; Esping Andersen and Regini 2000)

Despite these doubts, the deregulation of the labor market and the growth of
fixed-term contracts with limited welfare protection, in comparison to full-time
and open-ended contracts, have considerably influenced the public policies of
many European countries. In particular, initiatives undertaken in recent years
that have introduced flexible work arrangements for accessing the labor market
have mainly addressed the young and women.

The effect has been, with differing intensity in different national contexts, an
increase in temporary employment. In 2008 temporary employment as a share of
the entire workforce in the European Union (25 countries) was 14.2 percent,
varying from 5.4 percent in the United Kingdom? to 29.3 percent in Spain.

Several factors help explain this national variation. A significant factor is the
sector dynamics (Figure 8.1). Some sectors, such as agriculture, tourism and con-
struction, feature a pronounced seasonal nature and often the marked temporari-
ness of employment is linked to organizational and productivity requirements. As
a consequence, the breadth and trend of temporary work are influenced by the
weight that such sectors bring to the individual national contexts.

Nonetheless, the most prominent changes involve the manufacturing and
service sectors. The first of these has experienced a replacement effect: The
number of employees with open-ended contracts is falling everywhere, while
there is a rise in temporary employment. The service sector has seen a noticeable
increase in temporary employment, ranging from a minimum of 6.3 percent in
the United Kingdom to 30.1 percent in Spain, with Italy, France and Germany
standing between 13 percent and 15 percent.

From the standpoint of individuals, the dynamics differ depending on gender.
Part-time employment features a prevalent female presence (Table 8.1).

In many countries women are low-wage earners, too (Table 8.2).

With regard to temporary jobs, the gender comparison is varied: In Germany
and Austria women and men are more or less equally involved in temporary
work, while in Finland, Spain and Italy the differences are marked.
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Figure 8.1 Temporary employment by sector in the EU, 2006 (source: Eurostat Labour
Force Survey 2007).

Table 8.1 Part-time employment and gender (%), 2008

Women Men Total
Greece 9.8 2.5 5.4
Portugal 13.9 4.1 8.6
Finland 17.8 7.9 12.7
Spain 22.6 4.0 11.8
Italy 27.8 4.8 14.1
France 29.3 5.6 16.7
Ireland 31.9 7.1 18.1
Denmark 36.0 13.1 23.9
Luxemburg 38.2 2.7 17.9
Belgium 40.8 7.5 22.4
Sweden 40.9 11.9 25.7
United Kingdom 41.0 9.8 24.2
Austria 41.1 6.9 22.6
Germany 44.9 8.4 25.2
Netherlands 75.2 22.8 46.8

Source: Eurostat Labour Force Survey 2009, part-time employment rate, age group 15-64.
Note

The total column represents the total percentage of all workers that are part-time workers. The gender
columns represent the total percentage of all workers of that gender that are part-time workers.
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Table 8.2 Low-wage earners in selected countries by gender (%), 2006

Women Men
EU-27 23.1 13.5
EA-16 20.1 11.7
Belgium 12.8 4.8
Bulgaria 27.7 26.5
Czech Republic 26.1 9.5
Denmark 11.6 4.7
Germany 28.0 15.9
Estonia 28.7 11.7
Ireland 28.7 15.6
EL 23.2 12.4
Spain 22.6 11.2
France 10.6 7.7
Italy 16.2 11.5
Cyprus 334 11.0
Latvia 32.3 29.2
Lithuania 30.1 25.0
Luxemburg 24.6 11.9
Hungary 223 24.5
Malta 13.3 10.1
Netherlands 25.0 10.5
Austria 28.7 9.2
Poland 26.3 18.3
Portugal 26.6 14.5
Romania 27.8 25.7
Slovenia 21.3 12.1
Slovakia 25.0 10.8
Finland 8.8 33
Sweden 14.9 7.6
United Kingdom 30.6 15.6
Norway 8.8 4.9

Source: Bosch and Weinkopf 2008.

Age difference is very pronounced. The growth and spread of temporary
employment is in fact distinctly evident in the young, to the extent that it consti-
tutes the main channel for entering the labor market in almost all European
countries: four out of ten European workers aged 15-24 were employed under
fixed-term arrangements in 2008 (Table 8.3).

Policies that have deregulated the labor market and have promoted a growth
in fixed-term work contracts addressed primarily to young people — the so-called
outsiders of the labor market — have had a large effect. In France, for example,
liberalization of fixed-term contracts (contrats a durée déterminée) fueled a
significant turnover in young workers, without, however, cutting unemployment
(Cahuc and Kramarz 2004). In Spain, where fixed-term work relations have been
considered as the main channel for joining the labor market for some time now,
new measures have been introduced with the intent of reducing the number of
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Table 8.3 Temporary employment in selected European countries (%)

15-24 years 25—49 years 50—64 years

1993 2000 2008 1993 2000 2008 1993 2000 2008

Italy 153 262 409 4.8 9.1 12.0 3.6 5.5 6.2
France 394 550 508 80 127 114 39 5.6 5.7
Germany 369 524 56.2 6.3 8.0 9.3 4.0 4.5 43
Great Britain 9.9  13.1 129 5.0 54 43 4.5 5.5 43
Spain 739 689 649 279 293 319 128 141 15.6
EU-15 293 395 414 80 11.0 122 4.8 6.0 6.1

Source: Eurostat Labour Force Survey 2009, part-time employment rate, age group 15-64.

fixed-term workers because of the increasingly precarious nature of work
careers. Nonetheless, these measures do not appear to be particularly successful,
and the increase in youth unemployment in the past year (38 percent) caused by
the economic crisis is evidence of this.

In Germany, where the inclusion of young workers in the labor market is less
problematic due to the effectiveness of the German apprenticeship system, the
growth of temporary work is concentrated primarily in the east. However, this
factor does not improve employment performance in that area, nor does it reduce
the unemployment rate. Furthermore, the difficulties in the changeover from
temporary to permanent occupation are very noticeable, particularly among
poorly qualified young people. Also, these rising labor market risks are not
equally distributed among young people: East Germans and young migrants, for
instance, face higher risks of a long phase of job search and unemployment.
These risks are still clearly linked to education and occupational classes. Finally,
education and class have become increasingly important: The highest and the
lowest qualified groups differ ever more in the duration of job search as well as
in their unemployment risk. Accordingly, it is possible to observe a relative
hardening of inequality structures in Germany in an era of increasing demand for
worker flexibility (Buchholz and Kurz 2008).

In Italy, two legislative changes introduced between 1997 and 2003 with the
intention of liberalizing fixed-term employment (the extension of fixed-term jobs
for training purposes and the introduction of ad interim work) have led to an
increase of young employees with contracts of limited duration. As a result, nearly
half of the new workforce is recruited on fixed-term contracts (Cimaglia et al.
2009). In this respect some research findings appear useful (Bertolini 2002; Rizza
2003; Fullin 2004; Barbieri and Scherer 2005; Salmieri 2006; Berton et al. 2009;
Palidda 2009): liberalization of the work market and the growth of temporary
employment has had a selective and partial effect; linked with entry into the work
market it has particularly affected young people and their first experience of work.
The result has been an increase in precarious careers for young people caused by
weak social protection for temporary contracts together with the high probability
of alternating periods in occupation (fixed-time contracts) and unemployment
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(without welfare benefits). The economic crisis made the weakness of this situ-
ation more evident. The first to be penalized by the crisis were the temporary
workers who did not have their contracts renewed. The result was a growth in
youth unemployment in Italy — 30 percent at the beginning of 2011.

Many social costs may be observed as a result of the deregulation of employ-
ment contracts as discussed above. The social damage caused by the contextual,
‘new’ cost-shifting opportunities that become available to business operators can
be seen in the growing number of young people who are faced with the risks
inherent in work insecurity and potential instability throughout their working
lives. From this viewpoint the risks linked to business allocation and investment
decisions have moved from the entrepreneur to the human factor of production
and a group of associated issues.

First and foremost, the rise in temporary employment has not cut unemploy-
ment, particularly among young people. On the contrary, with the current eco-
nomic recession, it is primarily temporary workers — and therefore young people
— who become unemployed, since their work contracts are in many cases not
renewed.

Second, discrimination affecting the very young has increased, given that
temporary employment also implies a significant reduction in employment pro-
tection legislation and welfare benefits. This situation forces these workers to
find alternative jobs as soon as possible, without allowing them to choose selec-
tively from the opportunities available to them. Moreover, the growth of inter-
mittent careers with recurrent periods of unemployment and loss of income will
have serious consequences on pension schemes, especially for the young.

Third, temporary work has, over time, grown to increasingly involve adults in
the 25-49 age group, a period when people generally face fundamental decisions
regarding living alone or with a partner, marriage and having children. A pro-
longed condition of unstable work has strong repercussions on these choices. As
Scherer (2004: 10) points out: ‘The undertaking of long-term commitments like
marriage or parenthood requires some stability in the life circumstances and a
secure economic basis.” From this viewpoint the social costs determined by busi-
ness activity consist of the inability of individuals to plan their lives and of a
reduced freedom of choice. As a consequence the demographic structure of
industrialized societies reflects a growing elderly and inactive population and a
drop in the number of young people of working age. The result is an already
visible cut in the welfare benefits in many countries and particularly in the reduc-
tion of future pensions due to the lack of financial cover. Many workers there-
fore risk, particularly if they are in precarious work (on fixed term or temporary
contracts), falling into poverty once they leave the labor market.

A further topic is the role played by temporary employment in the labor market
and the career paths of those joining the labor market through fixed-term con-
tracts. The question is whether temporary work acts as a stepping stone or as a
dead-end. Empirical analysis shows that in Germany workers with poor education
and low training levels are the most penalized — they can expect long periods of
unemployment and entrapment in permanent, insecure jobs (Huber et al. 2009).
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In France and Spain the probability of temporary work acting as a bridge to stable
employment is very rare (Guell and Petrolongo 2007), while in Italy those joining
the labor market for the first time through fixed-term contracts run a greater risk
of being trapped in the same position compared to those workers starting their
employment career on a open-ended contract (Barbieri and Scherer 2005).

As a confirmation of this it appears that a large number of workers on tempo-
rary contracts have lost their jobs during the current economic crisis. As a
research report by the European Trade Union Institute remarks,

temporary employment has therefore fallen steeply since the onset of the
crisis. In the second quarter of 2009 it accounted for 13.4 percent of all
employment, a figure quite close to the 2004 level. Youth and prime-age
workers were, on average, more affected by unemployment in the imme-
diate wake of the crisis than were older workers — a fact that may be due to
the higher propensity among younger workers to be employed on fixed-term
contracts but which is also attributable in part to dismissal rules (‘last in —
first out’).

(ETUI 2010: 38)

Furthermore, older workers who become unemployed are often transferred, rela-
tively quickly, to early retirement measures or practical equivalents and are thus
no longer counted as unemployed. However,

the extent to which young people have been affected by the current eco-
nomic crisis is likely to be under-estimated by the unemployment data,
insofar as young people who lose their jobs, or who face problems in finding
a first job, frequently decide to continue their education, which means they
do not appear in unemployment statistics.

(ibid.: 42)

In conclusion, we can argue, referring to European and international compari-
sons, that the percentage of temporary occupations within total employment
have grown since the beginning of the twenty-first century. In addition, tempo-
rary employment is over-proportionally exercised by young workers and taken
up, for the most part, as a matter of necessity rather than choice, in the absence
of permanent jobs. These kind of contracts much more frequently lead to spells
of unemployment and can entail adverse effects, especially on unemployment
insurance benefit receipts.

In other words, it is clear that a larger portion of the private business costs of
production is falling upon the human factor of production and the community as
a whole than in the previously prevailing, contractually more rigid, post-war
Fordist labor legislation framework. These shifted costs become visible in terms
of the increasingly precarious nature of work careers, strong cleavages and
further segmentation of the labor force, growing wage inequalities and increas-
ing poverty (in 2009, 15.5 percent of the Germans, 19.5 percent of the Spanish,
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12.9 percent of the French, 18.4 percent of the Italians and 17.3 percent of the
British were at risk of poverty after social transfers).

It should be added that, ‘work which is precarious in employment terms is
likely to be physically precarious as well” (Dorman 2000: 4) (see also Frigato
2006: 185-188), given that precarious jobs imply multi-risk trajectories and
working times that render obsolete the conventionally predisposed exposure
levels in work environments.

From the analysis proposed so far it emerges that especially adult workers
with low qualification levels and young people are the losers of the ‘flexibiliza-
tion era’ and are the most affected by the current economic crises.

The activation paradigm: aporias and risks

Besides the deregulation of the labor market, there is a second trend connected
with the idea whereby unemployment occurs because the labor market cannot
operate as it should and it places the unemployed person at the core of problem
resolution. This new insight turns to supply-side schemes and considers protective
labor legislation as an intolerable cost in terms of economic efficiency. The only
way to deploy all the potential of a self-regulated labor market is therefore to intro-
duce active labor market policies, because subsidies are considered a trap and not
a solution. Welfare has to be reshaped and benefits linked to the condition that
recipients are ready to accept job opportunities when they become available.

From this point of view activation policies catch important elements of the neo-
liberal discourse and the shift ‘from policies based on solidarity and equality, to
ideas about equality of opportunities and pressure on the weakest parts of the popu-
lation to take responsibility for their own life’ (van Berkel and Moller 2002: 60).

Such an approach is strongly influenced by the force of concepts like human
capital and employability, providing a consensual basis for ideas and interpreta-
tions of economic and social phenomena, which have underpinned the formula-
tion of devices gauged on the activation policies paradigm (ibid.; Gallie 2004;
Bonvin and Favarque 2003; Borghi 2006; Barbier 2008). The underlying idea is
that of encouraging an increase in individual know-how and skills — what is
commonly defined as human capital (Becker 1964) — for the purposes of growing
employability, or to actively seek, find and keep a job. By consequence, this
solicits a change in the social protection systems, from passive — particularly
from the standpoint of its relationship with the labor market and economic
growth — to active, thus fostering a rise in the employment rate. The trend is that
of switching from ‘protective’ to ‘productive’ social spending, activating people
for swift (re)inclusion in the labor market.

Frequently this involves a shift of policies away from an emphasis on pro-
gressive redistribution and away from security of income for public benefit
recipients, toward greater emphasis on work incentives and measures to bring
people into employment: ‘Social policies are no longer geared to guarantee
citizenship rights but to provide incentives and devise situations in which “work

99

pays”’ (Crespo Suarez and Serrano Pascual 2007: 116).
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In terms of policy devices, besides the liberalization of market norms to
enhance fixed-term employment (as seen in the previous paragraph), a close link
has been identified between social protection and participation in the labor
market, where access to financial benefits and subsidies is restricted to a commit-
ment to actively seek work, as under the ‘work first’ principle.

Different interventions follow this direction: re-inclusion in the labor market
of those entitled to financial subsidies, from whom great readiness toward acti-
vation is in turn required. Then, employment services are strengthened in order
to increase the probability of finding a job. Attention is also given to the devel-
opment of life-long training, with the aim of sustaining individual employability.
In addition, tax credits are introduced, as are income supplements for low wages,
with the intention of making work profitable in comparison to welfare depend-
ency (as under the ‘make work pay’ principle), while incentives are offered to
companies recruiting from specific categories of disadvantaged persons. Lastly,
the creation of jobs in the public sector, or subsidized labor, is encouraged.

Such measures imply a reorganization of social and labor policies, but also a
transformation of the values and aims of the welfare state. They provide grounds
for the affirmation of a full-blown paradigm shift at an international level,® one
embodied precisely in activation policies and in a link between social protection,
labor market policies and fiscal policies. A new vision of social justice is offered
and this moves away from aims of equality and income security toward goals
pursuing the rise of the occupational rate in competitive economic contexts.
Thus a new paradigm emerges and a re-conceptualization of the work—welfare
relationship is established. According to this new perspective, public policies
should structure their interventions by changing priorities: from the struggle
against unemployment to encouraging employability; from social protection to
activation policies so that workers may quickly rejoin the labor market; from the
fight against poverty and inequality to inclusion (in the labor market). In other
words, from welfare to workfare.

The condition for asserting such an interpretation is the altered notion of risk
socialization. While risk was seen as an external factor to the subject and outside
of his control (unemployment, injury, illness, etc.), in the modern welfare system
social risks are internalized and their handling depends on the individual’s apti-
tude; or rather, risk resides in the individual’s inability or difficulty in being acti-
vated. In the former model, fiscal and social protection systems were directed at
society and had redistributive aims; in the latter they are conceived as a set of
incentives and disincentives focusing on the individual’s active behavior with a
disciplinary intent (Crespo Suarez and Serrano Pascual 2007).

It follows that activation is engaged mainly with the individual’s readiness to
be employed, which, from such a perspective, constitutes the essential condition
for enjoying the social rights of citizenship.

The assertion of concepts such as activation and employability is therefore the
effect of an ever more pronounced ‘labor-oriented’ slant to the welfare state, which
sets the increase in employment rates as the key criterion in assessing national per-
formance. Such an orientation — also widely shared by the European Employment
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Strategy (Barbier 2008) — has exercised unquestionable pressure on the redefining
of the concept of employment itself, which is reduced to paid labor for a few hours
per week, with low social protection benefits (Salais 2006). It may even be stated
that the tightening up of obligations and sanctions and the introduction of activa-
tion programs, combined with the fostering of a low-wage labor market area, has
contributed to the growth of insecure and temporary employment with limited
social protection, as examined in the previous paragraph.

Nonetheless, although most trends follow this track, individual governments
have pursued different activation policies. It is useful, from this standpoint, to
look briefly at the experience of a few European countries with different welfare
regimes.

A symbol of the liberal regime (Esping Andersen 1990; 1999), the United
Kingdom, has firmly adopted an approach that considers the market as the main
factor of social integration. Benefits are means-tested and play a residual role; labor
and social policies are directed at disadvantaged people. Employment becomes, in
such a scenario, the most effective protection device to deal with a person’s own
needs. Several implications arise from this: first and foremost, lack of participation
in the labor market brings with it stigmatizing effects; second, unemployment is not
considered as a situation connected with the (mal)functioning of the economy, but
rather as the result of an opportunistic decision taken by welfare recipients who find
it convenient to take advantage of social security; lastly, the response in policy
terms is not so much collective solidarity as the condition that recipients are ready
to accept job opportunities when these become available.

This approach was dominant during the Conservative governments of the
1980s and the barycentre of social and labor polities was underpinned by a tight
structure of conditioning, with the goal of reducing social spending and passive
benefits.

When New Labour came to power such an approach did not change. Public
policies followed two main paths: first, ‘in-work benefits’ and tax credits were
introduced in order to make low wages preferable to welfare support. Second,
the structure of benefits for the unemployed was changed by setting out tighter
eligibility criteria, with more restrictive conditions for service access. In line
with an orthodox view of workfare, the conditions introduced for entitlement to
subsidies forced unemployed people to accept any job offer under the ‘work
first” imperative. In this sense it is possible to identify a shifting logic from a
‘welfare to work’ approach (that of supporting subjects during their path toward
work) to a ‘work for welfare’ one, which establishes ‘work instead of benefit’ in
place of ‘work for benefit’ policies.

The emergence of a rise in the working poor — spurred, nevertheless, by these
same policies — forced the New Labour government to intervene on three fronts:

1  anincrease in minimum wages;

2 greater investment in improving human capital and training; and

3 arestructuring of labor policies, particularly the active ones, by reorganizing
employment services (job centers).
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These adjustment measures, following the ‘third way’ logic, however, did not
bring into discussion an individualistic interpretation of unemployment based on
supply-side schemes.

Another well-known national experience is the Danish one, which is
described internationally as a paradigmatic case of harmonization between labor
market flexibilization and a universalistic welfare regime. This approach has
been described using the term flexicurity (Madsen 2004; Wilthagen and Tros
2004) which is a benchmark for welfare policies within the European Union.
Broadly summarized, this is a strategy that attempts to synchronically and inten-
tionally increase the flexibility of the labor market while strengthening social
security and employability among the weakest groups, both within and outside
the labor market (ibid.). However, as has been observed, the universalistic struc-
ture of the Danish welfare state and the unconditional entitlement to rights and
income benefits have nonetheless been moderated over time in favor of an
approach that finds its cornerstones in the so-called ‘active line’ (aktivering) and
in the centrality of work as the main factor of social inclusion (Jérgensen 2002).
From this standpoint, in recent years there has been a shift from a universalistic,
inclusive and unconditional model toward an activating paradigm that places
‘work first” as its fundamental goal. This trend is symbolized, for instance, by
the 2003 labor market reform named ‘more people at work’. This introduced,
among other things, the conditions that the unemployed should increase their
active job-seeking and their readiness to move. Thus, Denmark has revised a
previously very generous unemployment insurance system and implemented
stricter eligibility rules and shorter duration of benefits (Johansson and Hviden
2007). The government has phased out the generous leave arrangements while
the policy-makers are discussing how to dismantle early retirement benefit
(ibid.). As elsewhere in Europe, recipients of social assistance were considered
as at least partly to blame for their lack of sufficient income (van Oorschot
2006). They were identified as less responsible, less capable or less competent
than other citizens in terms of finding and keeping regular paid work, and there-
fore in need of strict discipline and control. As Lodemal argues (2004: 202),

in some cases programs are presented to social assistance recipients as a
new offer, and the compulsory character is only revealed when this is not
accepted. Because economic necessity often makes clients unable to reject
the ‘offer’ of participation, it is perhaps best described as a ‘throffer’, com-
bining offer and threats in one package.

A third national example worthy of attention and referring to a different welfare
regime compared to those of Great Britain (liberal) and Denmark (universalistic) is
Germany. This country, which is characterized by a Bismarckian welfare regime,
has experienced a season of change in public policies heavily influenced by the
idea of activation and by the tendency to privilege supply-side approaches.

We are in fact referring to the so-called Hartz reforms regarding several
policy fields: the first involves the reorganization of employment services; the
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second concerns the reordering of unemployment benefits; the third refers to the
attempt to boost the employment rate in particular.

As regards the reorganization of employment services, it has been established
that the local job centers are obliged to reach quantitative and measurable
targets. At the end of the process job-seekers are divided up into four types:

1 Marktkunden (market clients): job-seekers with the greatest chance of
immediately finding a job;

2 Beratungskunden Aktivieren (clients for counseling and activation in job-
seeking): those who require activation and consultancy;

3 Beratungskunden Fordern (clients to support): those needing careful super-
vision and encouragement to adopt active behavior; and

4 Betreuungskunden (clients requiring closer supervision): those with the
poorest chances of inclusion in the labor market.

On the basis of this classification, active labor policies have been redrawn, espe-
cially in terms of the target population. Referring to training policies, for example,
only those adults with a minimum 70 percent chance of joining the labor market
are admitted. As a consequence, job centers embark on relations only with those
training bodies respecting this standard. On the contrary, policies regarding the
creation of jobs by the public body target those people who are difficult to find
jobs for, and involve low-qualified workers and low-quality work activities.

As far as unemployment benefit is concerned, the fourth act of the Hartz
reform (Hartz IV) has radically changed the system. First and foremost, the
unemployment subsidy calculated on the size of the last salary received before
redundancy or dismissal — now named unemployment benefit I (Arbeitslosen-
geld I) — is limited to a maximum of 12 months for all; 18 months for people
over 55; and 24 months for those over 58 years of age. Once this period is fin-
ished, the unemployed pass over to the Arbeitslosengeld II program (unemploy-
ment benefit II), which combines the previous unemployment assistance
(Arbeitslosenhilfe) and social assistance (Sozialhilfe) services in a single body.
This system is gauged on means testing. The quantity of financial support pro-
vided is set at the level of the previous social assistance and is thus unrelated to
the last salary received. This aspect constitutes the most significant discontinuity
with the past, since the jobless persons who received a high salary before redun-
dancy or dismissal now see their benefits drastically reduced to €345 per month
for residents in West Germany and €331 for those in East Germany.

The third element in the Hartz reform is the intervention aiming to increase
the employment rate in the secondary labor market area. The goal is to ‘make
work pay’, and encourages work participation in low-qualified and low-wage
jobs. The main intervention is the introduction of the so-called ‘mini jobs’,
intended to facilitate finding a low-wage job and involving a reduction in the
national insurance contributions for workers whose wages are lower than or
equal to €400 per month. Instead, jobs with salaries ranging from €400 to €800
per month are called ‘midi jobs’. These also involve a reduction of the average
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levels of national insurance contributions, with percentages equal to zero in the
case of wages just over €400 and gradually climbing to the standard contribution
level when the entire sum stands at about €800 per month.

Other labor market deregulation measures are the new norms regarding tem-
porary jobs introduced for the purpose of encouraging its expansion. The Hartz
reform has abolished the previous restrictions on the maximum number of
renewals possible when stipulating a fixed-term contract, and it has also legal-
ized temporary work in the construction sector. Another deregulation measure
involves the simplification of dismissal procedures and their coverage: as of 1
January 2004, not only companies with fewer than five employees, but also those
with up to ten, are exempt from applying the law regarding individual dismissal
(Kiindigungsschutzgesetz of 1951) and the norms regarding collective negotia-
tions, which set out precise restrictions and require a well-grounded reason for
the termination of a work relationship.

Lastly, still in reference to the goal of increasing job opportunities, besides
the reduction in the quantity and duration of unemployment benefit mentioned
above, two substantial changes have been introduced. First, and parallel to the
setting up of the Arebeitslosengeld II program, the definition of acceptable
employment has altered.

In the case of the long-term unemployed, job-seekers are obliged to accept
a job without considering its salary level, provided this respects the legal
standards. The law specifically states that a low professional status is no longer
valid grounds for rejecting a job, which was possible prior to the Hartz reform.
It also adds that the salary may be inferior to local standards or to union or
social agreements and it specifies that, with the exception of certain circum-
stances, people must also be ready to accept jobs far from their place of
residence.

A second new aspect in the Hartz reform is the tightening up of the sanction-
ing apparatus for those refusing a job opportunity. Traditionally the public labor
services in Germany sanctioned the unemployed relatively little and the reason
lay in the presence of an inflexible apparatus that involved the complete denial
of benefits for the entire duration of 12 weeks. Now sanction modulation is
admissible and may be set at three or six weeks, up to a maximum of 12.

Such aspects regarding the growing conditional nature of unemployment-
support provision — that is increasingly linked to the willingness to accept any
job and that makes activation policies essentially of a workfare type — are now
widespread. Italy also, characterized by a conservative and family-oriented
welfare regime (Esping Andersen 1990; Ferrera 1996; Mingione 1997), in 2004
changed the requisites for the access to unemployment benefits, introducing a
pro-business approach (Marocco 2007; Liso 2008). More specifically, eligibility
to unemployment benefit should be refused when:

*  job-seekers refuse to be activated in a project for rejoining the labor market;
* the unemployed refuse to be activated through a training course or fail to
attend it regularly; or
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*  job-seekers do not accept a job offer in a salary bracket that is a maximum
of 20 percent lower than that of their previous employment.

From the brief illustration of these national cases, a clear trend seems to
emerge: that of the previously mentioned ‘labor-oriented’ slant to the welfare
state. To different degrees and depending on the country concerned, readiness to
take part in the labor market becomes an essential condition for receiving social
support. And this occurs both in the case of the adoption of a moderate ‘welfare
to work’ approach — striving to provide welfare support to people as they move
toward work — as well as in the case of the so-called ‘work for welfare’
approach, which prescribes the complete replacement of income support with
paid work in its most radical version. In this scenario we may talk about ‘work
instead of benefit’ policies rather than ‘work for benefit’ policies (Lodemal and
Trickey 2001).

As already remarked, the problem is that, within such a framework, work is
reduced to paid employment of a few hours per week with a low level of social
protection entitlement. As a consequence, in many European countries social and
economic inequalities are growing (Table 8.4) and the introduction of activation
programs reducing social protection and encouraging the expansion of a low-
wage labor market area with high levels of temporary and insecure work con-
tracts does not provide protection against this phenomenon; on the contrary, it
encourages it.

From this standpoint, as Crespo Suarez and Serrano Pascual argue (2007:
120): ‘The problem of unemployment becomes a problem of individual activa-
tion: it is people who have to be helped, motivated and activated so that they will
avoid the ‘snares’ into which they might otherwise fall.” Also on the basis of
these last considerations a prevalence of an individualistic approach to unem-
ployment and the growing instability of work careers seems evident to us.

Policies of activation that insist on the conditionality of support-interventions,
that are linked to the individual accepting any type of job regardless of its
quality, are transforming the different welfare regimes into what Blank (2010)
has called work conditioned public support states. In this situation — as well as in
that examined already with regard to the deregulation of the labor market — the
public policies of income support, by individualizing the interventions, make
responsibility for events such as unemployment and temporary work careers
move from enterprises to individuals. In this respect we can talk of individuali-
zation of social costs, given that the greater part of the actual costs of the busi-
ness management of production falls upon the individual worker, who can aspire
to a minimum level of social protection only in so far as he is capable of activat-
ing himself and finding a job as soon as possible. With a paradoxical effect
though,

since many benefits are tied to work, employers function as key gatekeepers
of social entitlements. In this system the work contract with private employ-
ers is used as the basis of social protection, and this also means that the loss
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of a job is punished twice, because not only earnings from work, but also
social rights are forgone.
(Alber 2010: 114)

Conclusions

In this discussion I have tried to highlight how social costs generated by an
ideology of market absolutism tend to be shifted onto workers and onto society
as a whole. The deregulation of labor market rules by way of temporary and
fixed-term jobs with reduced welfare protections, as well as the introduction of
activation policies restricting benefits to the condition that recipients are ready to
accept job opportunities when these become available, have placed vulnerable
people and the unemployed at the core of the problem resolution, by individual-
izing social risks and by placing the costs of business activity on individual
workers.

As we have seen, the social costs caused by the growing commodification of
laborers in contemporary capitalistic welfare regimes have given rise to the
growth of temporary employment. Unstable employment tends to affect prima-
rily young people, women and poorly qualified workers, accentuating labor
market segmentation and prolonging the entrapment of certain groups in precari-
ous life-courses (low wages, poor health and safety at work, low levels of work
quality, inadequate social protection, postponement of family formation and par-
enthood, etc.).

With regard to activation policies, cuts in welfare benefits, the restriction of
eligibility to social protection, and the reduction in the duration of benefits have
given rise to a growing polarization between those who are able and those who
are less able to be activated, making welfare dependency a stigma and something
to be ashamed of. As van Berkel and Moller (2004: 238) state regarding this
point: ‘Target groups of social policies are objects rather than subjects of these
policies. They have to conform to top-down and uniformly defined notions of
good citizenship and will be sanctioned if they do not.’

But the situation generated is a paradoxical one: slotted within an era of pre-
carious employment and the weakening of social protection, self-sufficiency
becomes a particularly impelling principle just when the social supports to indi-
viduality — the rights, resources and collective regulations that have fueled that
self-sufficiency — are brought into question. In other words, for a long time the
social costs incurred by business enterprises (market failures, occupational
crises, structural unemployment, unsafe and unhealthy working conditions, etc.)
were considered as structural and unavoidable elements of the capitalistic system
of production. Business enterprises were considered responsible for protecting
the well-being of their employees, guaranteeing secure employment and contrib-
uting to the funding of institutions of social protection. At present, however, the
legal obligations placed on companies to protect their employees have been sub-
stantially weakened. Risks and social costs induced by market mechanisms now
fall on single individuals who are finding it increasingly difficult to respond to a
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labor market that is creating growing instability. What has been lost today is the
awareness that individual emancipation and self-realization were gained by the
majority within a framework of collective security traceable back to the statute
of work and embedded in entitlements and rights.

Nowadays, work-conditioned public support, along with policies to encour-
age occupational inclusion, tend to discriminate those people with fewer
resources and little to offer in terms of mobility and adaptability, dropping the
social cost of capitalist development on those whose only option is to adapt to a
situation they did not create.* The consequence is the institutionalization of a
prescriptively unavoidable social expectation that induces workers to mold them-
selves as ‘enterprisers promoting themselves’: they are no longer persuaded to
take part in the capital accumulation process through incentives and external
constraints, but invited to shape their motivations to the company’s business
interests, in a generic readiness to recognize any change of their work position as
the result of an individual choice (Sennett 1998). As Hartmann and Honneth
argue (2006: 45):

The most important criterion for describing the new capitalism is no longer
the ability to efficiently fulfill hierarchically determined parameters within a
large enterprise; it is the readiness to self-responsibly bring one’s own abili-
ties and emotional resources to bear in the service of individualized projects.
In this way, the worker becomes an ‘entreployee’ or himself an entrepre-
neur; he is in a sense self-motivated.

Individual self-sufficiency and self-realization thus tend to be conceived not so
much as a possibility or a right, but as a ‘demand” and a necessity, and the meta-
phors describing work (adaptability, flexibility, mobility and employability) end
up becoming a productive strength of the capitalist economy. And so it comes
about that the social costs stemming from market mechanisms are no longer
accountable to business enterprises but to the (wrong) choices of individuals and
their inability to navigate a turbulent labor market.

This process has ultimately led to the adoption of measures that have given
up social protection in exchange for a supposedly higher independence of
workers. But as Crespo Suarez and Serrano Pascual argue (2007: 121), it is the
object of the dependence that has changed

The social protection systems, which were developed as a condition of the
autonomy of the worker in the face of asymmetrical relationships that char-
acterized the market, are cast into disrepute because they encourage indi-
vidual dependence and irresponsibility. Autonomy is to be promoted in this
way, but it is an autonomy vis-a-vis institutions, one achieved at the cost of
increasing ‘dependence’ on the market and its laws. As such, it is a question
less of fighting dependence than of transforming the object of the
dependence.
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Notes

1 The EPL index represents a standardized measure provided by the OECD that approxi-
mates the degree of employment protection on three different dimensions: the strictness
of employment protection for regular employment; the strictness of regulations for
temporary employment; and the regulations governing collective dismissals.

2 The lower level of temporary employment in the United Kingdom can largely be
accounted for by the fact that low regulation of the labor market and low levels of
employment protection provide employers with the flexibility to hire or fire workers as
required. Mainly for this reason temporary jobs are not resorted to.

3 Within the European Union, employability was one of the four cornerstones of the
European Employment Strategy (EES). This strategy was reformulated in 2003 to
include three new simplified objectives: full employment; better labor quality and
higher productivity; greater cohesion and inclusion.

4 We refer, for instance, to those women charged with the care of others and for this
reason unable to accept employment far from their homes or who have difficulty in
attending retraining courses since the hours are incompatible with their working duties
performed within the home.
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9 The social costs of water
commodification in developing
countries

Manuel Couret Branco and
Pedro Damido Henriques

Introduction

The problem of social costs came to light chiefly associated with the idea of negat-
ive externalities in Arthur Pigou’s Economics of Welfare, first published in 1920
(Pigou 1932). In Pigou’s understanding a social cost was the outcome of acciden-
tally rendering disservices to other persons besides those directly involved in a trans-
action. In the presence of negative externalities the social cost of economic activity
is not covered by the private cost; in other words, market prices do not reflect real
costs, which may lead to over-consumption of a product or resource. In these cir-
cumstances the free play of self-interest may induce an inefficient distribution of
resources, and Pigou’s aim was precisely to find a way for the state to improve upon
markets’ natural tendencies (Coase 1960), which means internalizing social costs.

Harmful effects of private activities were taken as a side-effect of the eco-
nomic process and considered primarily with the purpose of correcting ineffi-
ciencies affecting economic transactions, not of unveiling unfair shifting of costs
onto other individuals or society at large. William Kapp, in his seminal work
The Social Costs of Private Enterprise, first published in 1950, provided a dif-
ferent insight to social costs. In his mind, contrary to what had been considered
before, social costs were not a mere side-effect of private activity, but an intrin-
sic element of profit-maximizing behavior by firms (Kapp 1978) which, in addi-
tion, could not be internalized in real life. In Kapp’s understanding the essence
of social costs was precisely the fact that they fall upon third persons and imply
the sacrifice of human well-being.

According to William Kapp, in order to be recognized as social costs, harmful
effects and inefficiencies must have two characteristics. It must be possible to
avoid them and they must be part of the course of productive activities and be
shifted to third persons or the community at large (Kapp 1969). Additionally,
because social costs are rooted on the minimization of the private costs of pro-
duction they take on a third characteristic, which is the redistribution of income.
Indeed, as Kapp declares, by shifting part of the costs of production to third
persons or to the community at large, producers are able to appropriate a larger
share of the natural product than they would otherwise be able to do (Kapp
1969).
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The purpose of this chapter is to examine the social costs generated by the
activity of collecting and distributing water, most especially in developing coun-
tries. In as much as water can be technically considered a private good, its
supply, either by aiming at minimizing costs in the case of public provision or
maximizing profit in the case of private distribution, engenders social costs.
However, the critical issue here will not be private activity per se as generally in
social costs literature, but commodification of the resource. In business jargon,
commodification is usually interpreted as the transformation of goods and serv-
ices into commodities; in other words, into goods or services fully or partially
fungible. In this sense water, as the great majority of natural resources, has
always been considered a commodity. Indeed, in theory there is no qualitative
differentiation in the product provided by the various suppliers in the market,
drinking water being roughly the same in Buenos Aires or Tokyo.

The commodification we wish to address here, however, is of a different cat-
egory. Our understanding of the concept is closer to that of political economy,
where commodification means above all a process within which economic value
is assigned to something not previously considered in economic terms. As a
commodity water has, therefore, a price, and is collected and distributed in order
to meet a viable demand. This commodification of the resource can also be char-
acterized by the marketization of the state — in other words, by the growing tend-
ency of the state to behave like a market-oriented firm. It is this process that is at
the origin of the majority of the social costs generated in the water sector,
regardless of the resource being privately or publicly collected and distributed,
as we will see.

If one wants to improve the livelihood of the populations in the developing
world, water supply is on the front line of the services that should be provided in
the next decades. Indeed, the lack of water hampers development by constrain-
ing food production, health conditions and industrial development. Water scar-
city, in both its quantitative and qualitative manifestations is, therefore, not only
emerging as a major development challenge for many countries, but also as an
ecological challenge. Some 2 percent of the earth’s visible blue landscape is
freshwater, the rest being salt water, and only about half of the freshwater is
available for use by human beings. Furthermore, since 1950, as world population
doubled, water use tripled.

It is, therefore, crucial to examine social costs in the light of both the devel-
opment and the ecological crisis. On the one hand, the socio-economic crisis
puts pressure on public finances to cut back infrastructural investment and
pushes governments toward marketization, either by adopting the behavior of
market-oriented firms or by privatizing water collection and distribution. The
ecological crisis, on the other hand, restrains human well-being by demanding
that the rate of water consumption does not exceed the natural recharge rate,
forcing the developing world to contemplate the possibility of a water-restrained
development path.

We shall start examining the social costs of water collection and distribution
by describing the process through which water is transformed into a commodity.
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Second, we will identify some of the harmful effects induced by the commodifi-
cation of water and the criteria that takes us into considering them as social
costs. More specifically, we will examine social costs generated by both water
use and water exclusion and, despite the fact that these costs are generated
regardless of water being privately of publicly managed, we shall insist on the
fact that water privatization entails a larger amount and variety of social costs.

The commodification of water

Until the second half of the twentieth century, because of the relatively weak
demographic pressure put on available resources by demand, the consumption of
water by an individual did not significantly reduce the amount of water available
to others. Water was taken as a free good — in other words, as a good available
for consumption according to the principle of first-come first-served (Bontems
and Rotillon 1998). However, since then the fast pace of economic and demo-
graphic growth boosted water consumption in order to meet all kinds of demands
and implied that water management had to be thought of within a framework of
scarcity, which in turn implied changes in the way water was classified as a
good.

Economics commonly divides goods into two main categories, public and
private, according to particular combinations of rivalry and exclusion in their
consumption. In economics, a public good is a good that is non-rivalrous and
non-excludable. This means that the consumption of this good by one individual
does not reduce the amount of the good left for the consumption of other indi-
viduals, and that no individual can effectively be excluded from consuming that
good. Take the example of a glass of Port wine. If one individual drinks it, that
particular glass ceases to be available for the consumption of other individuals.
It is also possible to prevent an individual from consuming the glass of Port wine
if he or she is not willing to pay for it. In this case it is that rivalry and exclusion
which makes our glass of Port wine a private good. On the contrary, breathing
air, for example, does not significantly reduce the amount of air available to
others, nor can people be excluded from breathing it. That is why air, unlike the
glass of Port wine, is a public good.

However, when economics states that individuals cannot be excluded from
breathing air, it is not stating a moral imperative, it is not indeed referring to the
fact that an individual prevented from breathing air will die; it is just saying that
individuals cannot be prevented from breathing air because it is technically
impossible to exclude from consumption individuals who are not willing to pay.
In other words, it is openly pointing out that no individual can make a living out
of selling air to breathe, because there is plenty of free air available. Con-
sequently, air cannot be commodified on our planet.

In reality, however, it is very hard to make all goods fall exclusively into
these two categories. Indeed, based on the combinations of exclusion and rivalry
one can determine two other categories of goods. There are goods that are rival-
rous but non-excludable and goods that are excludable but non-rivalrous. Goods
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that fall into the first group are called common-pool goods, and goods that fall
into the second group toll or club goods. In the first case it is impossible or very
hard to stop people from consuming these goods, but the consumption of one
individual limits the consumption of another individual.

Fish in the ocean, for instance, is often given as an example of a common-
pool good. One can freely fish in the ocean but the stock is limited and therefore
excessive fishing by one individual can prevent another individual from fishing.
In the other group, consumption of one individual does not affect the ability of
another individual to consume in his or her turn, but it is possible to exclude
individuals from consumption if they are not willing to pay. An often used
example is cable television. By watching a particular show, an individual does
not limit the ability of another individual to watch the same or another show, but
if an individual does not pay for cable, service is cut. Now, what does this tell us
about the classification of water as a good?

From a strictly technical point of view, classifying water is not an easy task.
Sustainable consumption of water in nature, drinking it out of a river or a lake,
does not imply rivalry nor does it provoke exclusion, and therefore in these cir-
cumstances water must be considered a public good. This public character of
water seems to have been already suggested by Adam Smith in the eighteenth
century, when he declared that ‘nothing is more useful than water: but it will
purchase scarce any thing; scarce any thing can be had in exchange for it” (Smith
1776: n.p.). The absence of exchange value, in other words the impossibility of
reaching a market price, is indeed another interpretation of a public good. Non-
rivalry and non-exclusion are reinforced by the fact that there are no property
rights on water in its first state — that is to say, natural. But this does not mean
that there should be no rules for its distribution besides that of first-come first-
served. Freshwater may not be unlimited on the planet, especially if pollution
and over-consumption continue at the current pace.

For this reason it should be more realistic to include water among common-
pool goods, where unsustainability of consumption has been identified in the
absence of strict distributive rules. Garrett Hardin, in his famous article on the
tragedy of the commons, shows how the inexistence of property rights along
with the absence of distributive rules can lead to an unsustainable use of a
resource (Hardin 1968), and therefore, in the case of water, to eventually depriv-
ing every individual of a good that is essential to life. Preservation and supply of
common-pool goods are, consequently, a collective responsibility, and thus
demand the presence of a public authority. The Tribunal de Las Aguas in Valen-
cia, Spain, is an institution that is more than 1,000 years old and still meets every
week to allocate the use of the regional water distribution network for agricul-
ture, demonstrating, once again, the longevity of water’s public character.

Nevertheless, the form in which water appears before consumers today does
not have much to do with the classification suggested above. Indeed, the great
majority of the world’s population has access to water by the intermediation of
infrastructures such as plumbing and other forms of collection and distribution.
Contrary to water, strictly speaking, however, these infrastructures can be
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privately appropriated, which means that exclusion and rivalry can be simultan-
eously introduced in the process of supplying water. Indeed, one can be excluded
from consuming water because one only has access to the water tap if one is
willing to pay, and there can be rivalry because one particular water tap may
only serve one particular home and cannot be used without its owner’s permis-
sion. In modern times, therefore, water could, technically speaking, be con-
sidered a private good like any other, making it possible for water to be
commodified.

This commodification of water means that, regardless of water being privately
or publicly supplied, a price can be attached to it and, therefore, the possibility
of a market of some sort can be considered. Consequently, both exclusion and
rivalry are allowed. As a result, part of the population can be technically
deprived of access to a resource that is essential to human survival. In the case of
private distribution of water, the market is not obliged to reach every individual
as, according to its logic, its only purpose is to satisfy viable demand, as it is the
case for any other private good. In satisfying viable demand the main issue is
ability to pay, or purchasing power. What matters for markets is that agents are
satisfied; in other words, that sellers are able to sell the amounts they wish at
market prices and that buyers are able to buy what they intend at the same
market prices. The fact that some agents are not able to buy what they wish, or
need, at market prices on account of an excessively tightened budget constraint
is of almost no concern to private corporations.

In the case of insufficient public distribution of water this same issue must be
viewed in a slightly different manner, though. Indeed, the purpose of the state is
not to satisfy viable demand, as for markets, but to meet citizens’ requests. This
means that individual purchasing power and willingness to pay do not play the
same part as with private goods supplied by markets. Nevertheless, availability of
means, a twin concept of purchasing power, is crucial. Despite the fact that public
goods generally do not have a price reflecting their market value, means are,
indeed, needed for supplying them as they do have a cost. The main difference of
public provision relative to private, here, is that means are needed on the supply
side rather than on the demand side, at least in a direct form. That is why taxation
is fundamental to the production of public goods that are exclusive to the state.

But if markets lack incentives to supply public goods, the state can supply
both public and private goods. Indeed, water can be publicly distributed as a
private good, allowing the state to charge consumers for it; consequently pricing
becomes a critical policy issue. Means can also be needed on the demand side,
therefore. In Africa, for example, water users have not been paying — and prob-
ably will not have conditions to pay in the future — the true costs of supplying
water. Indeed, only a small proportion of the cost of transferring, treating and
disposing of water has been supported by users, the remaining cost having been
subsidized. Despite this fact, many water users do not even have the ability to
pay these subsidized prices, hence the exclusion.

If people are deprived of access to public or private goods supplied by the
state this means that either the state does not have the necessary means to
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produce them or that it has chosen not to. In the first case, exclusion is mainly a
development issue because the state may be unable to supply part of the goods
and services needed by the population as a result of unavailability of means. In
the second case, on the contrary, it is mainly a social and political issue because
it means that lack of access is not inevitable. While exclusion and inequality in
the distribution of many private goods do not forcibly imply harmful effects and
inefficiencies which could shape a social cost, with water, as we will see in the
next section, they do so, since water is essential to human life and water depriva-
tion is not inevitable in the world today.

The social costs of water exclusion

If one agrees with a simple general economic principle, vaguely suggested by
one of Murphy’s popular laws, stating that if exclusion is possible then exclu-
sion will take place, then it should not come as a surprise that access to water is
far from being guaranteed to everybody, most especially in developing countries,
and that, amidst those communities which benefit from this access, water is also
far from being distributed equitably, once again regardless of water being pub-
licly or privately distributed. As a matter of fact, with the exception of extremely
water-scarce environments, deprivation is the logical consequence of the exclu-
sion possibility inherent in the commodification of water.

The World Health Organization (WHO) believes that more than one billion
people are deprived of basic access to water (WHO 2000: 1). In Africa, for
example, of the estimated 800 million people living on the continent, 300 million
live in a water-scarce environment, mostly in northern and southern regions. On
average, 64 percent of the African population has access to a safe water supply.
However, about two-thirds of the African population live in rural areas where
water supply coverage is the poorest, covering about 50 percent of the popula-
tion only. In urban areas an estimated 86 percent of the population has access to
safe water. However, these areas face two main problems: many urban centers
have declining water distribution systems due to inadequate, ageing and over-
loaded networks; and peri-urban dwellers live in slums and are poor, and a large
proportion lack reasonable access to safe water (2003 IYFW 2008).

Besides the fact that depriving an individual from access to water may consti-
tute a violation of a human right (see Branco and Henriques 2010) which, alone,
can be considered a harmful effect on society, there are other important con-
sequences and characteristics of this exclusion that encompass social costs. First
of all, water deprivation resulting from resource commodification can be
avoided; second, costs of this deprivation are shifted to third persons or society
at large; and, finally, it raises issues of income redistribution. However, it is
obvious that these harmful effects do not arise from producing, but from refus-
ing to produce. Therefore, we should probably consider them social opportunity
costs rather than strict social costs (see Kapp 1983: 9). Despite this conceptual
difference, both types of costs share the same essence and, thus, can be dealt
with similarly.
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Once more with the probable exception of an environment suffering from
extreme water scarcity, as far as the satisfaction of basic needs is concerned one
could fairly safely state that it is relatively easy and cheap to provide access to
water to everybody, which means that harmful effects associated with exclusion
from access to water are clearly avoidable. Pedro Arrojo, a leading scholar in
issues concerning the ethics of water use, awarded with the Goldman Environ-
mental Prize in 2003, declares that providing water for people’s basic needs is
within reach of every national economy (Arrojo 2006: 109). Depending on tech-
nology, universal access to drinking water and sanitation in the developing world
would cost $20-30 billion (UNDP 2006: 42).

Furthermore, universal coverage is cheaper than exclusion and inequality in
access for society as whole. Research carried out for the 2006 Human Develop-
ment Report by the WHO suggests that the direct and indirect costs of keeping
the current deficit of safe water provision in developing countries represents nine
times the cost of providing universal coverage. The overall loss due to lack of
water and sanitation is about $170 billion, or 2.6 percent of developing countries’
GDP. For sub-Saharan Africa these figures are even more significant. Losses
there represent 5 percent of GDP, a figure that exceeded total flows of aid and
debt relief in 2003 (UNDP 2006: 42). The economic return in saved time,
increased productivity and reduced health costs for each $1 invested in achieving
the Millennium Development Goal target of merely halving the proportion of
people without access to water and sanitation by 2015 is $8 (UNDP 2006: 58).

What kind of costs are we talking about? Not only are there direct costs like
those generated by diseases connected to both shortage and poor quality of
water, but also indirect costs such as poverty related to poor health. These costs
arise from the avoidable exclusion allowed by the commodification of water and
end up being shifted to other persons or the community as a whole, which is the
second characteristic of a social cost, as recognized above.

The United Nations estimates that about 2.3 billion people suffer from dis-
eases connected to water, both its shortage and poor quality (UN 1997: 39). In
Africa, about three million people die annually as a result of water-related dis-
eases (UNEP 2002). Almost half of Africa’s population, for example, suffers
from one of the six major water-related diseases. Every day, 650 people die from
diarrhea, for example, mainly children under five years of age. As a matter of
fact, many of these diseases, such as schistosomiasis or cholera, seem to have
become an African specialty, with 82.8 percent and 78 percent, respectively, of
world cases occurring in Africa. Malaria, for example, is the leading cause of
disease in young children and represents 10 percent of the overall disease
burden, contributing to slowing down economic growth of African countries by
1.3 percent per year (2003 IYFW 2008; WWF 2002). According to the WHO,
the burden of water-related diseases, measured by conventional global health
indicators, accounts for 60 million disability-adjusted life years lost each year, or
4 percent of the global total (Hutton and Haller 2004).

Children are the most affected by both direct and indirect costs. Medical costs
directly related to poor health can be easily deduced from the figures above, but
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indirect costs, although harder to account and with longer-term effects, are as
much a burden as these. Poor health reduces benefits from education, for
example, by weakening cognitive potential and fostering absenteeism. Indeed,
tests point to adverse effects on memory, problem-solving skills and attention
spans (Kremer and Miguel 1999). Water-related diseases cost 443 million school
days each year, which is equivalent to an entire school year for all seven-year-
old children in Ethiopia (UNDP 2006: 45). Furthermore, children who suffer
repeatedly from infectious diseases and diarrhea are likely to be shorter in adult-
hood. Research has shown a correlation between adult height and income
(Strauss and Thomas 1998), strengthening the arguments that support the con-
nection between poor health and lower income. Therefore, one may deduce that
reduced earning power and poverty in adulthood are among the consequences of
being excluded from access to safe water. Despite children being clearly the
most affected, whole countries pay the cost of lower productivity and diminished
human capital, as was thoughtfully stressed by the 2006 Human Development
Report (UNDP 2006: 45).

This loss of opportunities, and subsequent diminished income perspectives,
also raises redistribution issues, suggesting yet another form of social cost. In
Africa, women and children spend eight or more hours per day collecting water;
they travel 10—-15km, on average, carrying up to 15 liters per trip (Conteh 2006).
As one can easily deduce, time spent collecting water strongly interferes with
attending school, girls being particularly affected. In Tanzania, for instance,
school attendance levels are 12 percent higher for girls in homes 15 minutes or
less from a water source than in homes an hour or more away (Government of
Tanzania 2002). If one considers the days of school and the opportunities lost by
girls due to the time spent in water collection, the insufficient water coverage
decisively contributes to poverty striking women in adult age.

In addition, girls, especially after puberty, are also more likely to drop out of
school because of inadequate sanitation facilities. Indeed, because of concerns
about security and privacy, girls are often withdrawn by their families from
schools which do not offer adequate and separate toilets for girls. UNICEF esti-
mates that about half of the girls in sub-Saharan Africa who drop out of school
do so because of poor water and sanitation (UNICEF and IRC International
Water and Sanitation Centre 2005). As a result of opportunities lost by women,
the gender development index in Africa is 0.513, meaning that women on the
continent benefit from 20 percent less well-being than men (UNDP 2006). Dis-
parities in education related to water and sanitation induce other social costs. In
adulthood, less-educated girls tend to have larger, unhealthier families and their
children are less likely to receive an education than children of more educated
mothers (UNDP 2006: 47), which can generate a negative process of cumulative
causation.

Moreover, redistribution does not operate only through income losses. Indeed,
poor people not only pay a high price for the safe water they do not get, but they
also pay more than the rich for the little water they manage to get. It seems that,
in developing countries, price is inversely related to ability to pay — the poorer
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you are, the more you pay (UNDP 2006: 51). The Human Development Report
notes that households living in slums frequently pay 5-10 times more for water
than wealthier households in the same developing-world cities (UNDP 2006:
10). In Manila, for example, about four million of its residents get water re-sold
through kiosks, pushcart vendors or tanker deliveries, which in turn usually pur-
chase in bulk from the water utility. Their average monthly water bills are
$10-20, contrasting very sharply with the average of only $3—6 for households
directly connected to the utility, which in addition consume five times more
water (McIntosh 2003).

This discrimination is essentially due to the fact that many poor households
do not have access to public distribution of water. Indeed, formal water provid-
ers operating municipal networks usually supply water at the cheapest price.
Households directly connected to the network get access to that water through a
tap at home. Poor households without a connection, on the contrary, have to pay
higher prices because water passes through several intermediaries. There are two
main reasons for poorer households to be excluded from a connection to the
network. First, the prohibition of connecting people living in informal settle-
ments in the absence of formal property rights and, second, the high capital costs
(UNDP 2006: 52). However, no matter how high the capital cost of universal
connection may be, it is still dramatically lower than the social cost of not pro-
viding it, as we have stated earlier. This apparent irrationality can be explained
by the fact that capital costs are concentrated on one or few agents, whereas
social costs are scattered among the population.

The social costs of water use

Until this stage we have mainly devoted our attention to those social costs gener-
ated by the exclusion outcome of commodified water. These social costs are,
indeed, very significant and undoubtedly constitute our major concern. However,
they are not the only ones. Indeed, if there are many individuals excluded from
water consumption in developing countries, the truth is that a great majority of
them has some access to water. Despite the fact that this access narrows the impact
of the harmful effects of water exclusion, the occurrence of consumption does not
eliminate the possibility of social costs. To a greater or lesser extent almost all
water uses by human beings produce social costs in the form of environmental
degradation, diminished availability of natural resources and reduced present and
future water supplies, all leading to unsustainable ways of life and thus to a decline
in human well-being. The main direct water consumption by human beings is for
satisfying basic and luxury human needs, agricultural irrigation to produce food
and raw materials and industrial purposes to produce commodities. Indirectly,
natural ecosystems have water consumptive uses to produce biomass, later on used
by humans for different purposes, and alongside natural ecosystems contribute to
the water cycle, which plays a crucial role in water supply.

The social costs of water consumption in the industrial sector, most especially
as far as pollution is concerned, have already been well documented in the
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literature (Tientenberg and Lewis 2008; Hussen 2000; Pearce and Turner 1990).
William Kapp himself dedicated a chapter to this subject, entitled ‘The social
costs of water pollution’ in his book The Social Costs of Business Enterprise. In
it Kapp declares that contamination and pollution directly reduce the limited
supply of clean water and are an integral part of the problem of conservation,
management and development of water resources (Kapp 1978: 75).

Agriculture, most especially irrigated agriculture, interferes on many occasions
with the use of water. Not only does it affect the quantity of water available, because
it competes with other activities for the use of water, but it may also affect its
quality. Agriculture, particularly intensive irrigated and non-irrigated agriculture, is
an important source of pollution of water resources, principally of ground-water
sources, rivers, lakes and dams. Agricultural pollution occurs when water containing
chemicals leaches through the soil and off the soil into the different water supply
sources. Because agricultural pollutants are diverse and the source of agricultural
pollution is difficult to identify with accuracy and efficiency, such pollutants are
called non-point pollutants (Tietenberg and Lewis 2008; Seitz ef al. 1994). The main
difference between social costs generated by industrial and agricultural consumption
of water concerns the fact that the source of social costs in pollution by industry can
easily be identified, whereas with non-point pollutants in agriculture, additional
effort and thus costs are necessary to measure them and identify their source.

Although human consumption does not use water as an intermediate good to
produce other goods, human consumption, particularly for hygiene and sanita-
tion purposes, is a major source of water pollution and therefore of social costs.
These social costs are worth mentioning considering the steadily increasing
demand of water for human consumption in the developing world. Pollution, and
ultimately exhaustion, of freshwater resources also result from an improper treat-
ment of sewage in most urban and industrial areas of this part of the world.
Moreover, the 2006 Human Development Report alerts us to the fact that in the
developing world tackling the problem of water supply has to be made in paral-
lel with solutions for human and industrial sewage (UNDP 20006).

Harmful effects of water use encompassing social costs can also be detected
in many other domains of economic and social life. When agricultural systems
and irrigation techniques are inappropriate, for example, water used in irrigated
agriculture leads to water logging and soil salinity (Small and Carruthers 1991).
As reported by Kapp, most especially in canal irrigation in Asia (1969), this
problem generates lower yields and higher land preparation costs, which can
ultimately lead to abandoning land and to seriously threatening human well-
being. A similar problem of salinization can occur in irrigation agriculture,
mainly in arid zones, when soils attached to irrigation systems have improper
drainage capacity, leading to the accumulation of soluble salts.

Furthermore, in surface-water irrigation systems, the risk of human infection
by water-related diseases increases substantially, mainly by malaria and schisto-
somiasis, generating significant social costs both for the individuals benefiting
from the irrigation scheme and for others living in the vicinity. The above
arguments led Small and Carruthers (1991) to consider drainage and health
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protection as merit goods — goods which should be promoted by government to a
level higher than what markets or individuals probably would, since consumers
may not fully appreciate or realize their potential benefits.

As far as irrigation from ground-water sources is concerned, social costs may
arise when the rate of water consumption from the well exceeds the natural
recharge rate. In this situation water reserves are depleted and the water table
falls, causing wells to run dry, requiring deeper wells to be sunk in order to reach
water (Upton 1996). In this case the excessive consumption of some clearly
shifts costs to third persons. The costs of depletion of water reserves due to the
additional costs required by the necessity of sinking deeper wells and pumping
deeper water are non-negligible social costs incurred by current and future gen-
erations. In addition, if farmers are excluded from sinking deeper wells due to
insufficient means, unequal water distribution may occur, resulting in the end in
income redistribution and, thus, in further social costs.

Additional redistribution effects arise in irrigated agriculture. In irrigation
systems where water rights are allocated according to land rights and where the
size of landholdings is very unequal, the benefits of irrigation water will also be
unequally distributed. The largest holdings would, therefore, grab a larger share
of water, thus increasing the income gap between poor (small) and rich (large)
farmers. Through this process rich farmers are able to appropriate a larger share
of the agricultural product than they would otherwise be able to do, so leading to
the production of a social cost in the shape of a redistribution effect.

The social costs of water privatization

Despite the fact that many of these social costs are generated regardless of water
being publicly or privately distributed, as we have already pointed out, in the
developing countries they usually rise with privatization. In this section we will
examine social costs specifically produced by privatization from two points of
view. First, privatization exacerbates exclusion from access to water and, second,
privatization is responsible for different forms of inefficiency that clearly repre-
sent shifting costs to third persons and reducing human well-being.

Since the 1980s privatization has been considered the panacea for all that was
wrong with the economies in many developing countries. The most important
factors behind this surge were the conditionalities attached to IMF, IFC and
World Bank loans and debt-relief programs. Privatization was also a central
component of donor-funded aid programs financed by development agencies of
the developed countries. Water privatization in Africa, for example, took differ-
ent forms: fee contract on a fee for service basis; management contract; lease
agreement; concession; build—operate—transfer agreement; and divestiture. The
first three forms of privatization are short-term and do not involve responsibility
for capital investment (Conteh 2006). French multinational companies have
dominated this process (Bayliss and Hall 2000).

The arguments in favor of water privatization were: to enhance operational
efficiency, economic growth and development of the water sector; the inability
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of public utilities to raise capital investment; and to provide fiscal benefits. There
is little practical evidence that privatization does in fact result in increased effi-
ciency, economic growth and development; private firms are interested in profit
not in social objectives; and the end-users are unable to pay the tariffs required
by private companies. Indeed, if in Senegal, for example, privatization outcomes
can be described as mixed, meaning that household connections to water serv-
ices have consistently risen, although many of the poorer households remain
unconnected because of costs (Conteh 2006: 36), in South Africa privatization
has proven to be a poor alternative to public distribution. In Bhofolo, for
example, a black township in the Eastern Cape province, water prices increased
by 300 percent for township residents in 1995, and in 1996 increased again by
100 percent (Conteh 2006: 37). These high tariffs, and also connection fees,
meant that many households could not afford water, being either disconnected
from water services or unable to get connected to the water supply system
(Conteh 2006: 38). The same global phenomenon occurred in many other town-
ships such as Mlungusi and Nelspruit.

In Manila, in the Philippines, Maynilad Water Services, a private company
controlled by the multinational corporation Suez-Ondeo, which held Manila’s
west zone concession, raised tariffs by as much as 400 percent between 1997
and 2003. Manila Water Company, owned by the Ayala Corporation, the east
zone concessionaire, in turn raised water tariffs by 700 percent in the same
period (Netto 2005). Considering the purchasing power of the average citizen of
the Philippines and the fact that for the same period prices in general rose 36.9
percent in the country (WDID 2008), it should not be difficult to predict that the
privatization of water distribution resulted in a considerable part of Manila’s
population being excluded from access to water. As a matter of fact, unlike
Manila Water, Maynilad was since returned to public management by Manila’s
Metropolitan Water and Sewerage System as a result of public protest motivated
by unmet concession agreement targets in terms of coverage, pricing, service
obligations, non-revenue water and water quality (Montemayor 2005).

In some of the poorer neighborhoods of La Paz, Bolivia, the same multina-
tional company Suez-Lyonnaise des Eaux (Lyonnaise des Eaux and Ondéo are
both subsidiary firms of Suez Environnement), through its local subsidiary,
Aguas del Illimani, raised water tariffs by 600 percent in 2004, whereas the infla-
tion rate was 4.5 percent (WDID 2008), and the objective of connecting 15,000
households to the water distribution system was cut down to zero (Chavez 2005:
11). As a result of the pressure exerted by more than 600 district associations,
the government eventually revoked the concession contract with Aguas del Illi-
mani (Chavez 2005: 11) just as happened with the American-based Bechtel in
April 2000 in Cochabamba following dramatic water tariff increases and expro-
priation of community water systems (Gémez and Terhorst 2005).

Private companies supplying water in developed countries have inherited a
heavy infrastructure paid for by past public investments, supplying universal
coverage to an average high-income market. In developing countries, on the other
hand, limited and frequently damaged infrastructure, low levels of connection and
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high levels of poverty increase the tensions between business profitability and the
supply of water at a fair price to all. In Buenos Aires, Argentina, for example, the
water concession holder managed to expand the connections to the supply system,
but at a slower pace than agreed in the concession contract because progress was
slower in the poorer areas of the city. In Jakarta, Indonesia three-quarters of the
new connections concerned medium- and high-income households or private and
public institutions (UNDP 2006: 93). As a matter of fact, according to Pedro
Arrojo (2006), multinational companies, which got hold of the majority of the pri-
vatized concessions in the world, may be interested in water distribution manage-
ment but not in infrastructural investment.

Lets us now examine the social costs of privatization from the point of view
of inefficiency. The privatization of water supply presupposes the creation of a
market for water in which price is the main mechanism for regulating supply and
demand and profit the main factor in attracting companies to enter and remain in
the market. Privatization of water supply gives rise to several types of social
costs because competitive markets are inappropriate to fully account for the
many dimensions that have to be considered in the supply and demand of a good
so singular as water.

Let us illustrate this inappropriateness by describing the effects of private and
social water pricing on a simplified competitive market model that excludes
market structure and fixed costs. Considering only private costs (Sp) and benefits
(Dp), private market price and quantity are set respectively at P, and O, as
shown in Figure 9.1. On the supply side, harmful effects of water provision can
be detected through the external costs resulting from pollution by human, indus-
trial and agricultural use and from over-exploitation of water, especially non-
renewable ground-water sources. If all these costs were to be accounted, the
private supply curve S, would shift upwards to Sg and a new equilibrium would
be found at Py, and Qg,. The differences between the private price P, and the
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Figure 9.1 Private and social water pricing.
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price Pg, and the private quantity O, and the quantity O, represent the social
costs generated by the inability of the market to account for all costs concerning
water. If all costs were considered, water prices would be higher and quantities
consumed lower. In other words, ignoring the negative externalities of water
consumption leads to low prices and excessive consumption.

The price of water obtained in a competitive market not only does not account
for all costs but it is also based on the direct use value of water, leaving out indi-
rect and non-use values, such as the important ecological, option and bequest
values. The ecological value concerns the important supporting and regulating
services water provides in natural and semi-natural ecosystems which are essen-
tial for human survival, while option and bequest values regard the insurance to
provide the resource for possible future use by present or next generations,
respectively. If these values were to be taken into account, the private demand
curve should shift toward D;. The disregard for total economic water value by
competitive markets implies a private demand curve (D) below the social
demand curve (D), causing the private price for water to stand clearly below the
social price for water.

If putative market equilibrium were to consider simultaneously both society’s
demand (D) and supply (Ss), a higher price for water should then be charged.
The social price should, therefore, be set at Pg, while changes in the quantities
consumed and supplied would depend on the relative shifts of social demand and
supply. Assuming that the magnitude of the relative changes in society’s demand
(Ds) and supply (Sy) is equivalent, this would lead users to consume a quantity
Qs equal to Qp. In this special case, social costs are represented only by the dif-
ference between prices P and Pp. If the magnitude of external costs (Sg) is
higher than the magnitude of indirect and non-use water values (Ds), social costs
are also represented by a reduction in the quantity consumed. However, if the
magnitude of external costs is lower than the magnitude of indirect and non-use
water values, the price rise is compensated by an increase in the quantities con-
sumed. The gap between private and social prices and quantities represents the
social cost generated by a private water market, these costs being shifted to
society at large and to future generations.

Additionally, if the price of water does not reflect society’s total costs and
benefits, high-income individuals may be driven to consume socially unaccepta-
ble levels of water, giving rise to over-consumption and, therefore, to social
costs. These over-consumption social costs arise when excessive consumption
from some individuals implies not only the possibility of resource depletion in
the long run, but also less water available for the consumption of others in the
immediate term. Over-consumption social costs are higher in those regions in
which scarcity is an important issue, whereas social costs of deprivation are most
significant whenever access to water represents a significant proportion of per-
sonal income, or in those regions in which cheap alternative water sources to
market supply are unavailable.

As far as water for irrigation is concerned, Frank Ellis (1992) and Martin
Upton (1996) state that, from an economic point of view, water for irrigation
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represents a classic example of market failure demanding state or community
involvement because of, on the one hand, the inability and difficulty to define
private ownership on rights to water as a resource and, on the other hand, the
production of negative externalities caused by farmers’ individual behaviors.
Furthermore, some goods and services necessary to supply irrigation water
clearly have a public nature, such as dams and canals, and therefore there is a
risk of under-provision and thereby of a shortfall in terms of human well-being.

In most rural communities, rights to water, and in particular rights to water
for irrigation, have a customary nature and cultural and religious significance.
Furthermore, they are connected with land property rights, the essence of water
as a common-pool good thus being reinforced. As demonstrated below, the best
solution for the allocation of available supplies of a common-pool good among
individuals, communities and activities, that affects both efficiency of produc-
tion and equity of social justice, cannot rely upon the free market (Upton 1996).

The allocation of water between alternative uses if made by the market has
important social costs. Water can be used by people for different purposes, from
human consumption to production activities such as transportation, industry,
agriculture and fishing, as well as cultural, recreational, leisure, conservation and
environmental activities. Taking into consideration the diversity of uses and the
indispensability of water to satisfy basic human needs, the question is how to
rank the different types of water demand in a scarce environment.

Given its crucial role to human survival, it is perfectly admissible that society
sets up priorities. In this context, when water supplies are not enough to satisfy
all uses, it seems quite consensual that priority should be given to direct human
consumption over other uses such as leisure. As a matter of fact, this priority
should be kept even when the alternative use is land irrigation, despite the fact
that in many parts of the planet, mainly in developing countries, the lack of
access to irrigation water can lead to the production of social costs resulting from
insufficient food.

Now, supporting water allocation between alternative uses on laws of eco-
nomic efficiency can produce inefficient social allocation, especially when the
arbitrage is between human consumption and agricultural or industrial uses. A
competitive market allocates water between different alternative uses in accord-
ance with the laws of private economic efficiency. These so-called laws only
consider the direct use value of human consumption and the exchange value of
goods produced when water is used as an input, and exclude the social use value
of water. As Kapp (1974) states, social use value is the value which is socially —
i.e., politically — appraised and determined. Therefore, market mediation can
generate the same social costs that were seen earlier in the section on water
exclusion, because private economic efficiency is substantially different from
social economic efficiency.

In the same line of reasoning, by ignoring or excluding natural ecosystems
from accessing minimum ecological flows, for instance — which are crucial to
produce public goods such as nutrient cycling, waste assimilation and primary
production — market mediation imposes a social cost in the shape of a loss in the
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flow of goods and services produced by nature. Furthermore, religious, ritual and
symbolic values assigned by peoples and communities to water negatively inter-
fere with their willingness to pay for it. In this instance, by pricing water while
ignoring these values, the market generates important social costs for those
people and communities for whom water is much more than a commodity.

The inappropriateness of the market to manage common-pool goods such as
water generates yet another form of social cost. Water being an exhaustible
resource over a given period of time, its use can only be renewable if the extrac-
tion rate is lower than, or equal to, the recharge rate. However, no market mech-
anism can prevent the total amount of individual consumption resulting from the
maximization of individual utility or profit from exceeding the recharge rate. In
such circumstances it is difficult to conciliate individual and social interests,
since unsustainable water consumption leads to social costs and sustainability
implies extraction rates to be lower, or at least not higher, than recharge rates.
Using game theory, for example, namely the prisoner’s dilemma, in order to
optimize water management, one concludes that the best outcome for each indi-
vidual user is to act selfishly while the other user acts cooperatively, and the
worst outcome is to act cooperatively while the other user acts selfishly. On the
other hand, the best outcome for society and resource conservation, which pro-
duces less social costs, is reached when there is cooperation among the several
users of the resource. This cooperation is only possible in the presence of a
strong public or community engagement. This outcome, if used in the arbitrage
between the different alternative uses or in the allocation between users, may
maximize social welfare, but demands for a mediation that is beyond the com-
petitive market mechanism.

Finally, for technological reasons, water supply is considered a natural mono-
poly in the sense that if competition is allowed between companies in order to
get hold of a concession, the consumer cannot choose his or her supplier as he or
she can, for instance, with cable TV. If one is dissatisfied with one’s cable TV
supplier, one can change. On the contrary, one cannot change on an individual
basis one’s water supplier. As a classical market failure, monopoly produces
harmful effects very similar to social costs. Indeed, under monopoly firms have
the ability to determine the terms on which individuals shall have access to a
good or service, which means that they can sell it at higher prices than would
result from perfect competition. In this process firms do not really shift costs to
third persons, but end up obtaining abnormal profits at the expense of their cus-
tomers and, therefore, grab a larger share of global income than they would
otherwise, exactly like in a typical social cost situation.

The issues raised above clearly show that for mainstream market theories and
practices, the variables accounted, such as prices, cost, benefits and profits, are
based on direct exchange value. This value is clearly insufficient to accommo-
date all the non-saleable characteristics that water has, such as to be a natural
element essential to human life, as well as to the vast majority of other living
species, or, in Kapp’s words, the social use value of water. Furthermore, main-
stream market theories and practices and their traditional economic indicators
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are unable to measure and explain all the economic and social changes, and
above all, fail to satisfy basic human needs and requirements (see Kapp 1974).

Conclusion

In this chapter we believe to have revealed the major social costs that are gener-
ated today by the activity of collecting and distributing water in developing coun-
tries. Although to a greater or lesser extent almost all water uses by human beings
produce harmful effects that affect human well-being, the most important issue
concerns the social costs generated by the exclusion from access to water. Despite
the fact that social costs emerge regardless of water being privately or publicly col-
lected and distributed, we also believe that this chapter has shown that privatiza-
tion of the water sector exacerbates these same social costs. At the origin of this
production of social costs lies the commodification of water — in other words, the
process through which water is transformed into a good that is bought and sold.
From this conclusion it follows that reducing or avoiding social costs and, thereby,
improving human well-being, can only be achieved by decommodifying water.
Decommodifying water implies first of all recognizing the fundamentally
public character of water collection and distribution. However, if public inter-
vention is a necessary condition to decommodify water, it is not sufficient.
Indeed, many examples have been given in this chapter of a public production of
social costs. Decommodifying water involves much more than just simply
changing the nature of its provider; it implies changing the very nature of water
as a good. That is precisely what lies behind the claim for the recognition of the
human right to water. As a human right, water, or any other good needed to exer-
cise rights, must not be treated as a commodity, even if in any other occasion it
can be (see Branco and Henriques 2010; Branco 2009). In this sense decommod-
ifying water falls within a human rights approach to development, according to
which human rights are simultaneously the means and the ends of development.
This does not mean that some market mechanisms, such as prices and, there-
fore, private actors should forcibly be excluded from this process. Indeed,
because in reducing the social costs of water collection and distribution the deci-
sive element concerns changing the nature of water as a good and not forcibly
the nature of its provider, some sort of private activity, although inevitably
strictly regulated, could be accepted. By stating in its General Comment on the
human right to water that people should have the means to access water, the
United Nations Committee on Economic, Social and Cultural Rights has clearly
stressed that the key issue here is not so much the identity of the provider as the
entitlement of the consumer, and agreed to the fact that it is acceptable for water
to have a price (UN 2002: 6). A price system can, therefore, be used to avoid the
social costs generated by both over-consumption and exclusion, within a human-
right-to-water frame. In South Africa, for example, the government used its reg-
ulatory powers to require all municipalities to provide a basic minimum of 25
liters free of charge to each household and established stepped tariffs to provide
a cross-subsidy from high-volume users to low-volume users (UNDP 2006: 64).
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However, using a price mechanism in such a fashion implies valuing water
in a way that reflects collective purposes rather than putative market equilibri-
ums. In this sense, communities and society are the only entities fully enabled
to account for all of water’s values and to gradually incorporate them in
decision-making processes concerning water collection and allocation. In order
to overcome the conflicts that emerge when common-pool resources are
shared, for instance, society can promote the participation of the engaged users
in the decision-making process about resource allocation. With respect to user
participation and resource valuation, group valuation proposed by social and
political theory has gained increasing attention recently. This valuation method
is based on the principles of deliberative democracy and assumes that public
decision-making should result from an open public debate rather than from the
aggregation of separately measured individual preferences (see De Groot
2006).

As a matter of fact, participation is one of the key concepts for reducing
social costs in the water sector. Comparative studies show that it is not so much
the divide between public and private that matters in achieving social and envir-
onmental efficiency in collecting and distributing water, but the divide between
accountable and unaccountable systems (UNDP 2006). Consequently, the 2006
Human Development Report stresses the need to create governance systems that
make governments and other water providers accountable for achieving the goals
set under national policies (UNDP 2006: 97). This seems to be in contrast with
William Kapp and the old institutionalists, for whom social costs are first of all
the result of private enterprise. It may be useful to remember that The Social
Costs of Private Enterprise was the first title of Kapp’s The Social Costs of Busi-
ness Enterprise. But in the same way that Kapp altered his title, we believe that
it is the business rather than the private character of the enterprise that raises the
accountability issue. There are many institutions besides the state that could
probably meet the accountability demand, but not the purely free market. Indeed,
if the state, for example, is both elected and known, the market, on the contrary,
is by definition independent and anonymous, and therefore unaccountable to the
community.
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10 The social costs of private elderly
care

Remi Maier-Rigaud, Michael Sauer and
Frank Schulz-Nieswandt'

The process of civilization is characterized by an increasing collectivization of
various risks (Swaan 1988). The rise of welfare states covering many life-
threatening risks to humankind has been the most visible outcome of this evolu-
tion. In Germany the introduction of the social long-term care insurance in
1995/1996 was the last major milestone of the Bismarckian welfare state, cover-
ing the risk of elderly care within the framework of social insurance. Beyond
this long-term trend of risk-collectivization, a short-term trend of risk-
privatization has evolved in parallel since the 1980s, putting welfare states under
pressure.” Both trends have influenced the way the care risk has been addressed
in institutional terms in Germany. Given this more recent second trend, as well
as the reform pressures stemming from demographic ageing combined with
severe economic difficulties, it is obvious that private sector actors have become
a relevant player in the respective welfare mix in the policy field of elderly care.
The contemporary financial and economic crisis poses an important challenge to
welfare states, which have to find practical solutions to the most pressing prob-
lems in an environment of public budget retrenchment. Obviously the recent
economic downturn has negatively influenced labor markets, which are key
determinants for financing public social insurance via compulsory contributions
from wages. In terms of decreased employment and wage growth rates, the
financial base of social insurances is weakened, thus leading to further reform
pressure within the system. Although welfare spending — in particular, unem-
ployment benefits — performs the important macroeconomic function of an auto-
matic stabilizer in phases of economic downturn, it is important to free additional
resources by means of reducing social costs and thereby enabling social spend-
ing that is even more needed in times of crisis. Against this background, and
through Kapp’s theory of social costs, the policy field of elderly care is exam-
ined for the empirical case of Germany. The proposal of increased coordination
to improve the quality of out-patient elderly care indicates an avenue for public
policy that makes better use of various existing resources (e.g., family, third
sector).

The chapter proceeds as following: The first section explains Kapp’s social
cost concept. It emphasizes that cost-shifting takes a variety of forms and is an
inherent feature of market economies. Still, the definition of social costs depends
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necessarily on political and institutional choices. The second section explores a
specific type of costs, namely the social costs associated with insufficient inte-
gration of actors in a policy field. Based on Kapp’s normative concept of basic
human needs and social choice as political avenues for limiting social costs, a
social policy intervention that would reduce social costs by meritorization of the
coordination effort within a sector is put forth. The third section applies the theo-
retical framework to out-patient elderly care in Germany with the aim of analyz-
ing privatization trends and associated social costs in this sector. Based on the
understanding of private actors’ roles in the institutional setting of care policies
in Germany and against the background of major challenges and reform necessi-
ties in the policy field, the empirical analysis elaborates disadvantageous effects
resulting from private care providers’ decision-making, concentrating on the lack
of cooperation and integration among service providers. Based on these findings,
conclusions are drawn suggesting a governance configuration of private—public
elderly care that would foster cooperation between private actors in the frame-
work of a meritorization of the coordination between care stakeholders. It sup-
ports the idea of local authorities performing the role of a moderator and
developing as a hub for varying interests of care stakeholders.

Kapp’s conceptualization of social costs and cost-shifting

Social costs

Kapp defines social costs as covering ‘all direct and indirect losses suffered by
third persons or the general public as a result of private economic activities’
(Kapp 1971: 13). His broad concept of social costs engulfs a variety of losses.
First, it includes deteriorating effects on human health and the natural environ-
ment, but includes also less tangible effects, such as economic activities that
adversely affect esthetic values of third parties. Second, it covers everything
from losses felt by a single person to losses for society. Third, these costs can be
direct and immediately felt, or they can be creeping, long-term effects, only felt
slowly. A typical example of creeping social costs are environmental damages
that become visible only after sustained cumulative activities of private enter-
prises.> Kapp provides an open concept based on the ubiquity of the various
forms of social costs going beyond a defined set of cost types. This ‘substantial
methodological umbrella’ (Swaney and Evers 1989: 10) enables the analysis of
social costs, defined as all costs that remain unaccounted for under given institu-
tional settings (including the economic and socio-political system). Hence, social
costs are located where a divergence between private or public costs, on the one
hand, and actual total costs, on the other, are observed (Kapp 1969: 337). The
fact that social costs are strongly dependent upon the given institutional setting
underlines the importance of taking a critical institutionalist perspective. To this
end, Kapp conceived ‘social opportunity costs’ (Kapp 1969: 338; 1971: 14). If
the inefficiencies associated with social costs in a given institutional setting were
remedied, then resources would be freed for alternative ends, which Kapp
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describes as social opportunity costs or social costs of missed opportunities
(Kapp 1971: 14; 1956: 524).

Cost-shifting

A core element of the social costs concept is cost-shifting, which transforms
private or public costs into social costs.* This is because the harmful con-
sequences of private enterprise are social costs only in so far as ‘private entre-
preneurs are not easily held accountable’ (Kapp 1971: 14) for these damages.
The competitive environment of a market economy gives rise to incentives for
private enterprises to shift costs to third parties or society. Thus, social costs are
not exogenous to the economic system, but ‘predictable, endogenous outcomes’
(Swaney and Evers 1989: 12). Hence, private enterprises are pressured by sys-
temic forces to engage in cost-shifting in order to secure their survival. The
market economy therefore coordinates individual decisions inefficiently, because
it fails to account for social costs in their price system (Kapp 1970: 843-844;
1969: 334).5 Still, the problem of cost-shifting is not simply about incorporating
certain cost categories into the system of relative market prices. An important
element leading to cost-shifting, and transcending the neoclassical approach, is
the unequal power between economic units that allows for this type of behavior.
More generally, cost-shifting results from market and non-market interdepend-
encies between units exhibiting unequal power (Kapp 1969: 335). A particular
type of social costs that Kapp developed in view of his analysis of the transpor-
tation sector is the social costs resulting from ‘insufficient integration’. This
means that a lack of coordination allows actors or actor groups to shift costs to
third parties. Thus, insufficient integration as used in the subsequent sections is
to be understood as leaving room for abuse of their position in terms of cost-
shifting.

Social and political definition of social costs

Social costs, much more than externalities, defined as inter-personal interde-
pendencies of utility functions in the theoretical framework of Paretian eco-
nomics, are results of political processes. But there is a deeper grammar of social
construction. What is a private risk? What are risks of public interest? What
about the distribution of private and public responsibilities relating to social
risks? There are binary cultural codes constructing a deeper grammar of privati-
zation and public relevance of social risks in the lifespan. The cultural codes are
influenced by social change in historical time. Therefore, there are political
debates and social struggles concerning the definitional power generating the
hegemony in such discourses (Miihlenkamp and Schulz-Nieswandt 2008).

The relative importance of different social costs is to be determined by
society through democratic processes subject to political and social discourses.
This forms the institutionalist core of Kapp’s theory of social costs (Heidenreich
1998). Social costs are subject to ‘social evaluation and social value’ (Kapp



206 R. Maier-Rigaud et al.

1971: 256). This requires opening up the narrow focus of economics for insights
from philosophy, political science and further social sciences® in order to ‘pass
even beyond the abstractions and formal solutions of modern welfare economics’
(Kapp 1971: 261). Beyond merely identifying social costs, democratic society
has a legitimate interest in finding remedies so that private enterprises account
for social costs in their decision-making. The political history of the nineteenth
and twentieth centuries has seen a growth in democratic governance, which
resulted in a struggle of the masses in order to reduce the cost-shifting (Kapp
1971: 16-17). Hence, the level of cost-shifting present in society reflects the
level of undemocratic governance structures.

For public preferences to translate into social choice and ultimately public
policies that remedy social costs, Kapp emphasized the importance of public-
opinion polls and similar enquiry tools.” At first, this seems a rather technocratic
exercise, but Kapp (1971: 259-261) opposed simplistic total welfare concepts
because he was realistic about democratic processes being influenced by power
struggles of pressure groups and, above all, conflicts between individual and
social preferences. Kapp identifies that pressure groups and vested interests
‘distort and abuse the legitimate struggle for a more equal distribution of social
costs to the detriment of society’ (Kapp 1971: 17). Therefore, it becomes clear
that cost-shifting and the concept of social costs are not merely economic con-
cepts, but concepts of broad political economy. They lead to the problem of
social choice and social economy, which require a comprehensive political
approach to economic science.

The social costs of insufficient integration

Coordination failures

In The Social Costs of Private Enterprise Kapp analyzed several sectors of the
economy where significant social costs arise as a systemic product of economic
activity. The mixed public—private transportation sector (Kapp 1971: 197-206)
exhibits many peculiarities, in particular its social character, where the value of
each road depends on further roads (and other transportation means) connected
to it, but also on many other factors.® With respect to the transportation sector in
the United States, Kapp described how land, water and air transportation all
work separately from each other, with different public authorities being respons-
ible for transportation policies. Kapp identified a lack of overall coordination at
the national and international level:

It is easy to see that this need for an integrated transport system is not con-
fined to the national plan; there exists at the same time a genuine need for an
international integration and coordination of such national transport facili-
ties as railroads, canals, shipping and, most important of all, airports and
planes.

(Kapp 1971: 199)
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The efficiency of the transportation sector depends essentially on the
coordination of its parts. If coordination is missing, efforts and infrastructure are
duplicated, causing substantial social costs, i.e., shifting costs on the consumers
and third parties in general. The social costs of ‘insufficient integration’ (Kapp
1971: 201) are pervasive in the case of transportation, as described by Kapp:

The most noticeable evidence of diseconomies resulting from the absence of
an over-all plan in the promotion of transport facilities and from their insuf-
ficient integration is to be found in the existence of costly and unnecessary
competition between different transport agencies and, concomitantly, the
great duplication of transport facilities.

(Kapp 1971: 201)

Kapp concludes that coordination between the plans created for the distinct areas
of different transportation means would be required.

Remarkably, Kapp perceives common ownership or a ‘nationalization of the
transport industry’ as the ultimate solution for the sector (Kapp 1971: 206). This
conclusion is not shared. To the contrary, welfare-enhancing effects of competi-
tion are also feasible in the transportation sector. However, it is important to
identify in a breakdown of the sector and its entities the areas where competition
or alternative steering mechanisms are warranted. Even if business enterprise
and market competition are the institutional arrangements at the very origin of
social costs, it should be noted that the focus here is on social costs of insuffi-
cient integration. This category of social costs is more nuanced vis-a-vis the
merits of the market mechanism. ‘Insufficient integration’ is diagnosed when a
sector lacks public policy, which may well include an improved steering of
private competition. It stands far from an overall rejection of the principles of
market economies one might think a social costs perspective warrants. There-
fore, reference to Kapp’s study of the transportation sector is made solely in
order to identify similar problem structures in other sectors without prejudice to
his regulatory conclusions which appear to be unbalanced nowadays.

The transportation sector provides a good illustration of the costs associated
with insufficient integration. The example of this sector is of general interest,
because insufficient integration and cooperation between different actors within
one sector is the outcome of a social dilemma structure, relevant to several
sectors including out-patient care for the elderly. The findings could equally be
applied to other sectors of the welfare state, e.g., to health or child care or in
general to all social services characterized by a public—private actor constella-
tion.” For instance, in the prisoner’s dilemma, individual rationality warrants a
dominant strategy that keeps the actors locked into Pareto-inferior outcomes.
From an evolutionary perspective, this social dilemma can be solved through
agents that learn the advantages of cooperation as described in Axelrod’s seminal
The Evolution of Co-operation (1984). However, Elsner (2001: 69-71) has
observed that the more individualistic the assumed culture, the more time-
consuming and unstable the process of cooperation learning becomes. Hence,
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coordination failures and insufficient integration can lead to repeated social costs
with no self-regulated solutions available in the short and medium term. As will
be analyzed in greater detail below, out-patient care for the elderly in Germany
is a sector in which insufficient integration is apparent but difficult to overcome.
One of the main reasons is that the actors requiring coordination have various
professional and non-professional backgrounds and operate according to the dif-
ferent logics guiding private, public, third sector and family care arrangements.

Merit wants and social choices: strengthening cooperative capacities

In order to sustain and accelerate cooperation in a sector, Elsner (2001: 69-71;
2005: 38-40) suggests a public policy intervention, based on social decision-
making and leading to a meritorization'® of the good in question. In order to reach
these social choices and policies, Kapp would probably suggest refining traditional
democratic processes with public-opinion polls. This could be an option, but the
idea of meritorization suggests an alternative approach. The delegation of choices
concerning a policy field, where fine-grained steering requires a high level of exper-
tise and knowledge, could be a rational and efficient policy choice of individuals in
a representative democracy (Mackscheidt 1984: 588). It would disburden the indi-
vidual, freeing some of his capacities for other activities or more fundamental
policy choices, which he would prefer to decide more directly. The public policy
intervention would be aiming to change the interactive process between agents in
order to provide a superior quantity or quality of the merit good (Elsner 2001: 71)."

To this end, the public policy intervention requires specification. First, the
‘specific characteristics of the goods he wants the private agents to produce by
means of coordination and cooperation’ (Elsner 2001: 75) have to be identified.
Second, such behavior has to be promoted by instruments changing the incentive
structure and/or instruments increasing the frequency of interaction between
private actors, because increasing the probability of meeting again fosters cooper-
ation (Elsner 2001: 71). Ultimately, insufficient integration raises the problem of
narrow optimization by private enterprises, which necessitates regulatory inter-
vention in order to avoid social costs. Such a regulation entails, but is not limited
to, creating an environment that fosters competition between private actors on
quality, service and prices. Beyond this type of regulation typical of a social
market economy, public coordination is required in order to ensure that the bene-
fits and services consumers receive from different sides are complementary and
interlocking. Social choice has to guide public policy in its intervention in order
to ensure that they also meet merit wants. Short-term-oriented individual eco-
nomic rationality is at the origin of social costs in the sector for out-patient care
for the elderly. Private business motives need to be better channeled and embed-
ded in order to meet basic human needs. Coordination and integration are the pro-
posed avenues for a public policy intervention that would aim at minimizing
social costs. In this respect, the insight of ‘insufficient integration’ (Kapp 1971:
201) that Kapp formulated for the transport sector can be transposed to the regu-
latory challenges found today in the provision of private elderly care in Germany.
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The social costs of private care in Germany

Institutional setting: private actors’ role

With the introduction of social long-term care insurance (SLTCI) along pay-as-
you-go principles in 1995/1996 the last milestone in Bismarckian welfare state
development in Germany was set. Through the establishment of this fifth pillar
of social insurance in Germany, the risk of care dependency has evolved as an
independent theme for social policy, as well as for social legislation — a new
social risk (Bonoli 2006). This reform initiated the trend of collectivization and
de-privatization of the care dependency risk (Schulz-Nieswandt 2006a), but at
the same time a significant private sector for the provision of services in the
sector of long-term care benefits was established.

The specific set of welfare-mixture describes the different players offering
care services. Long-term care facilities are run under the auspices of private and/
or public actors. Private care proceeds mainly within the family but also within
kinship and/or neighborhood arrangements. Additionally, professional private
enterprises offer long-term care services following the logic of the market
economy, with economic profit as the dominant stimulation. Public care has to
be separated into direct allocation of services by public authorities and funding
of public institutions or services on the one hand, and the support of individuals
through cash or in-kind benefits on the other (Lampert and Althammer 2007:
340-346). A third sector for the provision of care services can be further identi-
fied as the intermediate sector, such as the non-statutory welfare services (e.g.,
the German Red Cross or Caritas, the welfare association of the Catholic Church
in Germany). This third sector has to be grasped as an open and polymorphic
area, located between state, market and family (Schulz-Nieswandt 2008a: 323).
Due to the sector’s flexible specification between the informal logic of networks
and the formal logic of organizations, as well as between common welfare and
profit orientation, the delineations between the segments must be regarded as
dynamic. Figure 10.1 summarizes the morphology of the long-term care sector.

According to the long-term care statistics published by the Federal Statistical
Office (Statistisches Bundesamt Deutschland 2008), in 2007 2.25 million people
were in need of long-term care in the sense of the Social Security Code (SGB)
No. XI, §14. A further breakdown shows that out of the 1.54 million people in
need of long-term care and covered by out-patient care, 1.03 million are cared
for solely by relatives, whereas one-third (504,000) relies in addition on profes-
sional ambulant providers. Furthermore, 709,000 people benefit from in-patient
care. Table 10.1 illustrates the relevance of professional private actors within the
long-term care sector.

Between 1999 and 2007 in the field of out-patient care, ambulant public and
private non-for-profit providers lost market shares in favor of private profes-
sional providers, which underlines the growing relevance of the latter.'

In contrast to the statutory health insurance in Germany, providing compre-
hensive benefits according to what is medically appropriate, the SLTCI follows
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Figure 10.1 Morphology of the long-term care sector.

the logic of basic security and subsidiarity. This means that, depending on the
need of care, benefits provided through the SLTCI do not provide a full-cost
model and are thus merely additional to private expenses.'® Full costs are
covered neither for in- nor out-patient care. Only in the case of need defined by
the German Social Code No. XII in combination with a means test, can the so-
called residual costs — costs which exceed the benefits from the SLTCI — be
covered by social welfare. Benefits include cash benefits (care allowance) and/or
allowances in kind. The statutory long-term care insurance funds are required to
enter into contracts with all care providers which fulfill the standards set by law.
The sector does not have any demand planning such as in the health care sector.
Instead, one objective is to establish intense competition among care providers,
encouraging people in need of care to freely choose a provider. Framework
agreements are contracted at the federal level, regulating modalities, substance
and scope of care services, which are then equal for all providers (SGB XI §75
(1)). Despite the objective to establish a competition regime, the scope of serv-
ices and the contribution rate are equal for all statutory long-term care insurance
funds. The mechanism of competition predominately operates on the market for
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Table 10.1 The role of professional private actors within the long-term care sector

In-patient care Out-patient care
2007 1999 2007
Number of elderly care providers
Private professional providers 4,322 5,504 6,903
Private non-for profit providers (non-statutory 6,072 5,103 4,435
welfare)
Public providers 635 213 191
Patients cared for by elderly care providers
Private professional providers - 147,804 228,988
Private non-for profit providers (non-statutory ~ — 259,648 265,296
welfare)
Public providers - 7,837 9,948
Employed workforce by elderly care providers
Private professional providers - 65,159 113,431
Private non-for profit providers (non-statutory ~ — 115,147 118,926
welfare)
public providers - 3,476 3,805

Source: Bundesrepublik Deutschland 2010; Statistisches Bundesamt Deutschland 2008.

service delivery, e.g., via the quality of service delivery (Gerlinger and Rober
2009: 73). The remuneration of the care services relates to performance (SGB
XI §82 (1)) and is stipulated prospectively, usually for one or two years in
advance. Therefore, real costs, which are realized for the service delivery, might
exceed the costs stipulated beforehand. The remuneration entitles the service
provider to fulfill the service guarantee under the premise of profitability. But as
most of the characteristics of the respective services are strictly defined* — e.g.,
the format and schedule of services — achieving profitability must follow the
logic of delivering qualitative services while minimizing the deployed resources
(Gerlinger and Rober 2009: 79). The described dependencies are summarized in
Figure 10.2.

Major challenges and reform necessities

The argument in view of the necessity to introduce new forms in the provision of
long-term care services, which will be described below, is three-fold: (1) demo-
graphic development; (2) societal changes; and (3) an expected change in the
health status of the elderly following the demographic change.

1 Demographic change: Depending on maternity, mortality and migration
rates, the demography in Germany is changing in the sense of a double
ageing process: In absolute terms the people are getting older and in relative
terms the share of old people is increasing (Schulz-Nieswandt 2006b: 160).
Average life expectancy at birth is supposed to increase by 7-10 years
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Figure 10.2 Dependencies in the long-term care sector.

within the next 50 years. Moreover, the share of people older than 80 years
might triple to 12 percent, the ratio of people 65 years and older to people at
working age might increase from 34 percent in 2008 to 67 percent in 2060
(Statistisches Bundesamt Deutschland 2009). This development, which has
been known about for the last 30 years, has led to a shrinking population.
Depending on different assumptions, scenarios can be calculated for the
future population trend, forecasting a reduction of 5—17 million people in
Germany until 2060.

2 Societal changes: The capacity of families to deliver care is limited and has
increasingly come under pressure due to the various challenges typical of
modern life-cycles. Although whether a traditional, one-dimensional family
role model has existed breadth-wise has to be questioned, changes in terms
of flexibilization in the way of life, marriage and divorce, individualization
and mobilization, etc. are evident. In this sense questions concerning work—
life balance are only the peak of the discussion.

3 Health status changes: The prevalence of morbidity and care dependency
exponentially increases with age; the susceptibility to chronic diseases gen-
erally increases as well, although the risk depends on a number of individual
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and environmental factors. Especially the number of people suffering
from dementia will increase tremendously within the next decades. Esti-
mations expect a doubling of the numbers, reaching up to 2.8 million
people in 2050 (Liitzau-Hohlbein 2004: 126; Hallauer 2002: 16). The
demographic change will definitely result in an increased prevalence of
morbidity and care dependency, though the scope of this development is
unclear. Different scenarios exist in the literature: The compression thesis
(Fries 1980) is based on the assumption that the period during which
people are in need of care will not be longer in the future, but com-
pressed, more likely and more severe at the end of the lifespan. The medi-
calization thesis (Gruenberg 1977; Verbrugge 1984) describes a different
scenario, assuming that the morbidity period increases disproportionately
to the gain in age, thereby contributing to an even higher care depend-
ency in the future.

Ceteris paribus, two major effects will result from these three conditions.
First, the number of people in need of long-term care will increase; and
second, the availability of family care will diminish. Geiger (2009: 10) esti-
mates that the number of people in need of long-term care in 2050 will be
more than four million. For the same period Blinkert and Klie (2004) calculate
a reduction of the informal care potential of around 30 percent. Already today
the trend of increased demand for institutionalized long-term care is obvious.
Thus the share of in-patient care has grown from 28 percent in 1997 to 33
percent in 2008.

The described new dimensions of care dependency risks and the erosion of
informal aid networks require changes within care structures, especially target-
ing out-patient care. New resources have to be unlocked and existing resources
utilized more effectively. Future modes of provision have to improve the situ-
ation of people in need of care while utilizing the capacities of professional and
informal providers of long-term care. Bound by budgetary restrictions, much of
the effort has to be spent on the involvement of informal care, targeting a well-
balanced welfare mix. Hence the proposal for more coordination put forward
here ties in nicely with the requirements of austerity measures in times of finan-
cial and economic crisis because it makes better use of various existing resources
(e.g., family, third sector). The aim must be the integration of medical, care and
social service landscapes and resources, finding a path toward ideal living and
housing forms, targeting the person as the focal point and supporting modes of
integration, networking and cooperation between different authorities, providers
and professions (Weidner ef al. 2010: 13—14, 79; Schulz-Nieswandt 2006a: 81).
These complex challenges require a certain level of governance. As will be
further outlined in the next section, private professional elderly care providers do
not tend to foster necessary forms of cooperation and integration of their own
volition. Thus disadvantageous effects result from private care providers’
decision-making, which can be identified as social costs.
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Private actors’ decision-making creating social costs

With the introduction of the SLTCI in 1995/1996 a market for long-term care
services was created and opened for private market actors. Pursuant to the collo-
quial use of the word ‘social’ in the sense of solidarity and humanity, Panten-
burg (1996: 88) describes social services as primarily personal services in the
cases of an individual in need of help, which enable the person to conduct as far
as possible an autonomous life. Providing social services poses a complex chal-
lenge for professional private actors.'> On the one hand, long-term care services
have to be provided in line with the principles of a free-market economy. On the
other hand, the respective actors have to consider the needs of their customers,
which are not only of economic but of emotional nature as well. In contrast to
rationally acting private enterprises, public and charitable actors are attributed
with a socio-economic rationality,'® that, according to Siegler (1997), not only
targets efficient and effective criteria but moreover political and cultural ration-
ality as well. A dichotomy of professional private actors only oriented toward
economic principles, and public or charitable actors only oriented toward socio-
economic and emotional principles would be overly simplistic, however. Of
course, professional private action is not solely guided through economic cri-
teria. Instead, thoughtful caring is provided with respect to ethical principles."’
However, due to the market logic, economic interests must be at the core of
service provision. Professional long-term private care providers are bound by
economic interests, preventing comprehensive collective needs from being con-
sidered while providing social services. In the case of permanent absence of eco-
nomic success, private care service providers must downsize their activities and
capacities or even quit operating. Dre3ke (2001) distinguishes two kinds of moti-
vations for private out-patient elderly care suppliers: substantial motivation,
which draws on the self-conception of the caretaker and occupational ethics; and
formal motivation, which aims at profitability and economic rationality. When
considering the regulatory framework of the elderly care policy-field in the sense
of limiting factors, it is evident that the formal motivation dominates the sub-
stantial motivation. Within a Tayloristic and schematic operational procedure
there is hardly room for empathy and emotions. Such an interpretation can be
traced back to what has been mentioned earlier, namely that systemic forces are
pressuring private enterprises and individuals acting in the name of these enter-
prises to follow economic rationality. Hence, the inherent self-conception and
occupational ethics of individual caretakers are consequently eclipsed. In this
context the problem of narrow optimization again arises, consequently causing
social costs. In order to interlock additional informal actors, which are supposed
to amend the services provided by the professional market actors, especially
given the emotional aspects in the process, coordination is necessary. The market
has severe difficulties providing empathic services, particularly within the frame-
work of existing financial restrictions. In the market of professional ambulant
elderly care, which is largely determined — and thus restricted — by the demand
generated via the SLTCI, professional private care providers have to calculate
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prices for services. Necessary services, which are not indicated via the price
mechanism, are not or only insufficiently offered and thus produce a deficit of
professional authenticity (DreBke 2001: 83).'" Moreover, informal caretakers,
other professions, competitors or other stakeholders providing potential substi-
tutes and/or complements are usually not involved. Here, it is formal inherent
economic necessities that form the reference points rather than ethical motiva-
tion, such as satisfaction of patients. Hence, the interaction of professional and
non-professional actors providing long-term care services is of crucial impor-
tance and requires governance. Parallel to the transportation sector, described
above, the efficiency of out-patient long-term care essentially depends on the
coordination of its various actors. However, in contrast to the transportation
sector, duplication is an existing problem, but not the driving problem. The main
problem is how to interlock the services of actors following different logics and
motivations, especially in the light of the complexity of respective services. In
this respect, Kapp’s notion of ‘insufficient integration’ (Kapp 1971: 201) is not
only pervasive in the case of transportation, but also in the case of long-term
care.

Moreover, the concept of social costs includes the scarce efficiency of pro-
duction factors, so-called social costs of missed opportunities (Kapp 1956: 524).
Falling back on this understanding of social costs we will further specify our
argument that private actors, while following their narrow objectives, cause
social costs, especially as they might see only limited advantage in cooperation.
Thus we argue in terms of a positive correlation between cooperation and the
efficient employment of production factors.

The German Social Security Code (SGB) No. XI, concerning the SLTCI,
states in §3 that social long-term care insurance shall preferentially support
domestic care in order to improve the chances that people in need of care stay
within their habitual living environment as long as possible. The market of
private ambulant care services, established in the aftermath of the introduction of
the SLTCI, supports this principle of home care primacy. But realizing care serv-
ices at home substantially depends on the interaction of professional and infor-
mal services. Thus various questions regarding the growing importance of
private professional long-term care services emerge. Ambulant services are
heavily reliant on the cooperation and support of family members, self-help
organizations or civic involvement. This co-production of formal and informal
resources aims at the ‘crowding-in’ of different resources: the objective must be
to interlock both forms of resources, professional and informal. Relying solely
on the market for private ambulant care services causes social costs such as an
increased risk of stationary care (Weidner et al. 2010: 39), thereby eroding the
principle of home care primacy.

In particular, these problems relate to the principle of utility maximization,
which does not fully fit into the care system due to the central significance of
care relations (Thiele 2004: 1). The concept of homo economicus within conven-
tional economics does not correspond to the requirements of empathy and senti-
mentality within the care system. More striking for the analyses conducted here
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is that interdisciplinarity does not play a role in standard economics (Thiele
2004: 176-177) and is therefore not reflected within professional elderly care
providers’ decision-making. This specific economic configuration for decision-
making of professional private elderly care providers is opposed to the necessity
of cooperation and networking and thus causes social costs. Economic interests
do not correspond to the demanding concepts interlocking different levels and
instances of care. As explained above, professional ambulant care services are
provided under the premise of profit maximization. The guiding principle must
be: minimize input as the formalized" output is given. This is not an outcome-
oriented logic and highly relevant aspects such as investing in life quality, sub-
jective self-contentment, optimization of provision, humane conditions to
overcome care dependency and/or handicaps, as well as successful handling of
irreversible chronic diseases, are therefore missing (Weidner ef al. 2010: 41).

Another aspect limiting the interest of professional private care providers in
cooperation is the existence of substitution effects. According to Drefike (2001)
a certain level of informal support is accepted and even demanded by profes-
sional providers as long as informal efforts do not substitute professional care. In
this sense professionalism and de-professionalism — sustaining as far as possible
the habitual normality — can constitute rivaling logics.

What has been outlined so far is that social costs in the sense of Kapp are
induced mainly by the growing diffusion of market arrangements. In our analy-
sis we have stressed the complexity and multidimensional governance structure
of care service provision. While market actors in out-patient care primarily
follow specific motivations mainly attributed to a one-dimensional economic
rationality, services provided clearly lack a more comprehensive orientation
toward collective needs. For example, social and cultural needs of the people in
need of care are rather marginally considered by private business actors but
largely covered by other actors, mostly those of the moral economy, foremost
the family. In this respect, the motivation of private business actors to cooperate
with informal actors is limited. Informal actors might even be considered com-
petitors for the provision of care services. Following this argument we have
highlighted the problems of narrow optimization, missed opportunities and sub-
stitution effects, all inducing social costs. Public coordination is necessary to
ensure that the benefits and services consumers receive from different sides are
complementary and interlocking. Such a public policy intervention might then
lead to a meritorization of long-term care services.

Suggestions for an optional governance structure

Drawing on Elsner (2001), crucial questions to be answered in the context of
public coordination concern the specification of public policy intervention and
the instruments increasing the frequency of interaction between private actors.
Both questions will be addressed within the following section.

As outlined above, in the future the number of elderly in need of long-term
care, as well as complex needs concerning long-term care, will increase while at
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the same time the capacity of primary social nets will diminish. Thus respective
services of general interest have to be realized comprehensively and sector-wide,
and cost-effectiveness has to be understood as an economic and socio-political
structural task. At the heart of the quest for optional governance structure stands
a concerted balance and systematic interlinkage of organized professionalism
and self-organized participation. Relevant questions include: How to develop
forms of communication and cooperation between the actors? How to establish
networks of currently loose structures and processes? Which are the specific
incentives as well as stimulations to include more civil commitment? The princi-
ples of interaction, cooperation and networking are opposed to the economic
principle of competition. Decision-making on the basis of economic rationality
causes social costs such as the above-described missed opportunities, narrow
optimization, coordination failures and substitution effects, all resulting in insuf-
ficient integration. From this analysis we derive our call for a governing body
within the system in order to approach the reform necessities in the sector. It
needs to be stressed that governance must not be understood in the sense of plan-
ning, but rather in the sense of steering and coordinating.

Due to manifold interests and governance aspects, the question of where to
install the gate-keeper and navigator functions are unsolved to date. In line with
Weidner et al. (2010) it is argued that such governance competencies shall be
concentrated at the level of municipalities. Considering the mix of resources and
actors, the objective for the municipality must be to support integration and
cooperation between different professions, sectors, institutions and services as
well as take account of the resources of the respective patients and their net-
works. Of course, this network-networking proves to be a tremendous challenge
for organizational development. Besides other fruitful proposals (such as district-
management, case-management, etc.), long-term care supporting-points and
regional care-conferences, in particular, play a key role for answering the ques-
tion of how the network can be designed to meet the needs of the people within
municipalities.

Care supporting points: Supporting points offer information, consultation and
evaluation of personal care needs, case-management and cooperation with serv-
ices and further institutions. Under the coordination of health and long-term care
insurances, capacities and services originating from different agencies such as
long-term care insurances, communal assistance to the elderly and social bene-
fits authorities are bundled under one umbrella. All services concerning elderly
care shall be locally available from the supporting points, including the involve-
ment of informal and voluntary capacities, aiming at a modern interface manage-
ment. Since 2008, 16 pilot projects have been subject to the scientific evaluation
conducted by the Kuratorium Deutsche Altenhilfe. First, preliminary insights
from this evaluation suggest that care supporting points are an incremental piece
of broader care- and case-management approaches aiming at a reduction of
uncoordinated service delivery, an improvement of prevention and rehabilitation,
and a better locally based management of services (Kuratorium Deutsche Alten-
hilfe 2009). The German Association of Cities and Towns (Deutscher Stadtetag
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2008) advocates that the coordination of care supporting points should be in the
hand of municipalities in order to reduce possible redundant structures and to
provide experiences and services beyond the pure care services.

Care conferences: The tasks of care conferences lie in planning, securing and
developing the structure of care services’ supply, considering the civic commit-
ment and cooperative networks at local level. Care conferences might work as a
place of communication and decision initiation, e.g., in view of provision of resi-
dential environments, designed according to the requirements of elderly persons
such as barrier-free environments, access to local public transport, shopping and
leisure facilities. Communal actors might use the care conference to motivate not
only original care actors but also other stakeholders (retailers, house-building
companies, etc.) to meet face-to-face. More focused conferences including fewer
actors — the ones at the core of long-term care — might also be suitable as confer-
ences dealing with individual cases and thus improving the neutrality of com-
petition as, e.g., information asymmetry among competitors can be reduced to a
level playing field.

The role of municipalities: Municipalities are actors predestined to take over
the key function for tasks such as initiating, monitoring, supporting and network-
ing the communicative and governance processes for inventions concerning
long-term care and assistance with the residential environment of elderly people.
The governing principle must be moderation, integrating all relevant actors.
Instead of establishing centralist structures, the object is to provide infrastruc-
ture, communication and platforms for dialogue, as well as to remove barriers
between actors in order to create space and tolerance for new answers, targeting
the challenges. One of the critical factors of success will be how far municipali-
ties are able to activate, integrate and sustain the informal care potential. More-
over, only few problems are seen in terms of legitimacy and confidence building,
as the municipalities are generally not regarded as competitors. Neutrality and
absence of economic self-interests support the acceptance of communal actors.

Care supporting points, care conferences and more generally an enhanced role
for municipalities to play in governance are three examples significantly improv-
ing coordination among providers and thus consequently reducing the social
costs generated by professional private care providers.

Conclusions

In Germany the social risk of care dependency is characterized by two trends:
the long-term trend of risk collectivization associated with the introduction of
social long-term care insurance in 1995/1996; and a short-term trend of risk pri-
vatization related to the increased relevance of private professional providers of
long-term care services. At the same time three challenges — demographic
change, societal changes and health status changes — are increasingly affecting
the way in which the risk of care dependency has been and will be addressed in
institutional terms. Against this background and through the lens of Kapp’s
theory of social costs the risks which originate from the provision of long-term
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care services delivered by actors who follow the economic logic of markets have
been analyzed.

In the first section, the idea that cost-shifting takes a variety of forms and is
inherent to market economies was emphasized. Political and institutional choices
still matter in limiting the scope of social costs. In particular, this holds for the
social costs of insufficient integration or coordination among actors in a policy
field such as elderly care. Based on Kapp’s thinking, a social policy intervention
that would reduce social costs by meritorization of the coordination effort within
a sector is advocated (second section). In the third section these various social
costs according to Kapp, such as costs in terms of missed opportunities, narrow
optimization, coordination failures and substitution effects, were identified for
the sector of private professional long-term care services. Furthermore, the need
for public responsibilities (Schulz-Nieswandt and Mann 2010) in the re-
designing of governance structures that take into account the advantages of care
supporting points and care conferences has been emphasized. A key role in the
management of this type of coordination effort has to be played by the munici-
palities. In a nutshell, we argue in favor of a modern type of meritorization in the
field of long-term care services in Germany. It implies the institutionalization of
a certain level of coordination, thereby minimizing the long-term and social-
cost-intensive learning of cooperative solutions.

The essential changes are embedded in the political process, defining the situ-
ation and constructing relevant aspects and features concerning the problem of
social costs in the framework of risk privatization and privatization of the long-
term care system. Policy developments depend on various determinants. One
crucial factor is the dependency of policy changes on the struggle about ideas.
For several years social policy processes have exhibited an emerging trend
toward a new mental order relating the role of private and public responsibilities
(Berner 2008). The social acceptance of welfare states’ public role depends on
cultural patterns of interpretation (Schulz-Nieswandt and Maier-Rigaud 2008)
regarding the nature of social risks in the lifespan of people.

Are the results from the analysis of the long-term care sector in Germany
transferable to other policy fields or other countries? The findings presented here
might be useful as starting points for equal or similar analysis in other social
policy fields such as child care, health care or even labor market services. All
examples share the attribute of private business actors’ involvement, and more-
over the services provided within these policy fields are rather complex, two
characteristics that make these policy fields open to our approach. Such analyses
would then have to elaborate, e.g., the specific motives of actors, which might
differ from those treated here. Other sectors that are not directly linked to the
welfare state such as public transportation or power supply might be well worth
consideration for further analyses. The possibilities for policy transfers or policy
learning in the international context in this special case seem to be difficult. In
order to identify possible subjects for policy transfer, the classic approach of The
Three Worlds of Welfare Capitalism by Gesta Esping-Andersen (1990) is only
of limited value as we expect inconsistent results in the policy field of long-term
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care compared to the classic study of welfare state comparison. Analyses target-
ing specific policy fields seem to be more promising. For the case of care
regimes Bettio and Plantenga (2004) have shown that only Austria can be con-
sidered to follow strategies for elderly care comparable to those in Germany. In
a nutshell, a transfer of the analysis conducted here to other countries which
exhibit long-term care sectors dissimilar to the German one is possible, but this
approach must then strictly account for the peculiarities of the respective
countries.

Notes
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These strong pressures for privatization and deregulation need to be scrutinized
closely, taking into account the peculiarities of each sector (Nelson 2005: 2). This
pressure, with which welfare states have to cope after their trente glorieuses, has so
far not generally led to a race to the bottom.

For example, Kapp is concerned with the interaction between waste products and the
environment causing additional harm, including ‘delayed cumulative consequences
on human health’ (Kapp 1970: 836).

Kapp was fully aware that social costs can also arise from the activities of public
authorities (Kapp 1969: 334).

Here Kapp’s ideas come close to traditional externality theory, which calls for an
internalization of external costs. However, Kapp repeatedly and relentlessly unveiled
the limitations of the externality concept of neoclassical welfare economics in the tra-
dition of Marshall and Pigou, mainly due to its focus on individual autonomy, instead
of social choice (Kapp 1971: 37-41; 1970: 840-845). Kapp also refuted the narrow
focus on technological externalities and, by contrast, included negative pecuniary
effects in his social cost concept (Kapp 1969: 338-339). According to Kapp, neoclas-
sical economists developed the concept of externalities because the problem of social
costs was overwhelmingly pertinent and challenged their theories. In this situation
they incorporated the limited externality concept in order to protect their traditional
general equilibrium analyses (Kapp 1969: 334-335).

Kapp (1946) strongly supported an interdisciplinary approach to economics, where
students of economics would benefit from a general education integrating social sci-
ences such as history, political science, cultural anthropology and sociology in order
to provide the students with an ‘understanding of the mutual interdependence among
the various aspects of life that have become the subject matter of the different social
sciences’ (Kapp 1946: 379). In this respect there are striking parallels to the works of
Alexander Riistow, who emphasized the necessity to embed and limit the scope of
markets as well as to overcome the self-imposed blindness of economists for socio-
logical and institutionalist insights (Maier-Rigaud and Maier-Rigaud 2009: 71-74).
Ultimately, Kapp was convinced that it could be identified objectively what is ‘essen-
tial for human life and survival’ (Kapp 1969: 336), thereby providing a social value
basis on which social choices could rely.

This phenomenon is known in standard economics as network externality.

Further examples are private employment services, private rescue services, etc. The
existence of social costs due to problems of insufficient integration and cooperation is
particularly pressing in the case of more complex welfare services, such as long-term
care.

Meritorization is understood here to be a rational delegation of decisions to democrat-
ically elected public policy actors. This definition contrasts with the interpretation of



11

12

13

14

15

16

17

18

19

The social costs of private elderly care 221

meritorization as preference correction by a paternalistic state. Originally, Musgrave
defined ‘merit wants’ as a case where ‘public policy aims at interference with indi-
vidual preferences and consumer sovereignty’ (Musgrave 1956/1957: 341). Wants
that are to some extent satisfied by market supply are defined as merit wants if public
policy fosters their provision, e.g., through subsidies, thereby making them public
(Musgrave 1969: 14-17). For an overview of the broad literature on merit goods see
Ver Eecke (1998), who argues that frequently a single good incorporates aspects of
private, public or merit goods (Ver Eecke 1998: 146).

Kapp was aware of Musgrave’s merit wants concept (but in the sense of correcting
‘false’ preferences), as documented by one of his book reviews, in which he discusses
the suggestion of the author to use Musgrave’s concept for the control of social costs
associated with air pollution (Kapp 1969: 344).

In out-patient care, public and private non-for-profit providers have lost absolutely in
terms of care providers between 1999 and 2007. During the same period they have
also lost some of their relative weight within the sector in terms of the number of
patients and employees (see Table 10.1).

Depending on the need of care’s scope, the Social Security Code (SGB) No. XI §15
distinguishes three different care levels: level 1: substantial need of care; level 2: high
need of care; and level 3: severe need of care. The medical review board of the statu-
tory health insurance funds decides about the classification, depending on the degree
to which people are (or are not) able to fulfill habitual and constantly recurring every-
day life activities. Cash benefits and allowances in kind vary, depending on the care
level, from €225 (cash benefits in level 1) to €1,825 monthly (maximum allowances
in kind for stationary care in level 3). A special care level 0 has been introduced to
consider the increased prevalence of dementia, as people suffering from this disease
are not immediately classified under care level 1. The maximum allowance from this
level amounts to €2,400 per year.

Almost 80 percent of services provided by professional out-patient care providers is
due to individual arrangements between the provider and the SLTCI fund. The system
to calculate the specific remuneration is based on the so-called service module system.
Specific services (e.g., personal hygiene, ingestion, etc.) are reimbursed through a
lump-sum agreement, which mainly considers an average for the expenditure of time.
The amount and the form of compensation, as well as the specification of services,
varies considerably between federal states (Gerlinger and Réber 2009: 83-88).

Of course, the complexity of social services has to be considered as well when dealing
with private non-for-profit organizations and public providers, which are not the
subject of interest here.

For empirical literature regarding the different motivational patterns, see Schulz-
Nieswandt (2008b).

Public and non-for-profit organizations are, however, increasingly the subject of eco-
nomic criteria, not least due to the influence of EU regulations in this field (Schulz-
Nieswandt and Sauer 2010).

The range of services considered as necessary is derived from the Social Security
Code. The term of care dependency is defined under Social Security Code (SGB) No.
XI §14 (1) and encloses mainly somatic attributes. Thus, the scope of services mainly
encloses activities related to daily life performance. In particular the growing number
of people suffering from dementia (in general people suffering from cognitive or
mental disturbances) are only marginally covered by this classification. For the
present the related discussion around a new, extended term of care dependency has
culminated in the suggestion to further account for social and cultural aspects in view
of daily living skills, such as mobility, cognitive abilities, social contacts, extramural
activities, etc. (BMG 2009).

‘Formalized’ refers to the system of remuneration of services described above.
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11 Business bias as usual

The case of electromagnetic pollution'

Angelo Gino Levis, Valerio Gennaro and
Spiridione Garbisa

Introduction: protecting human health or protecting
business? How to identify the business bias

About 50 years ago, Lorenzo Tomatis anticipated — with bitterness, but also with
the clarity and optimism that distinguish the competent researcher — that ‘the
world of research consists of a few dozen people who really matter, a small
group of trusted workers, a significant number of uninformed (guilty and non
guilty) ones, and a cohort of unscrupulous profiteers, true violators’ (Tomatis
1965: 139). It is not easy to identify the honest researchers, picking them out
from among the violators and profiteers, whose main aims are promoting career
and business. It is much simpler to actually carry out good research and identify
any studies that are flawed or biased. This is, of course, a true researcher’s main
goal.

Indeed, best practice in both environmental and occupational epidemiology
has been well established for years (Hernberg 1981). However, the correct use of
these methods is not routinely applied, a failure regrettably borne out by numer-
ous studies on exposed workers (e.g., in oil refineries, petrochemical or steel
plants), military personnel (e.g., exposure to depleted uranium) and people living
in areas suffering from pollution (e.g., due to the presence of industrial plants
and urban traffic congestion). Moreover, the findings of studies carried out with
the benefit of corporate funding often conclude that a population exposed to
some occupational or environmental risk factor, or to treatment with this or that
drug, is healthier than the control population (though only until truly independ-
ent studies are carried out, these often uncovering very different results). An
article published quite recently highlighted this common failure, and proposed
how it might be corrected, pointing out 15 errors and biases, and so enabling
epidemiologists to avoid the most serious diagnostic error that can be made:
reporting a sick population as healthy (Gennaro and Tomatis 2005).2

This serious under-estimation of the epidemiological risk of disease can be
produced in good or bad faith. The latter — termed business bias in occupational
and environmental epidemiology — can be understood as an intentional study
bias, specifically set up to prioritize both economic and career-related ambitions
over scientific research, whose legitimate goal should be the minimization of
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avoidable health damage. In later studies there is mounting evidence concerning
how what is considered Zealth-oriented research could in fact turn into business-
or funds-oriented research (Egilman and Bohme 2005; Bailar 2006; Michaels
2008; Pearce 2008; Oreskes and Convay 2010). Today there are 25 points in place
of the earlier 15 points, and it is increasingly clear that the business bias issue has
become a new risk factor for the health of populations (Gennaro et al. 2009).
Inconsistencies, contradictions and omissions can easily be identified by carefully
reading all the sections of a scientific article. Furthermore, there is a clearly notice-
able, tell-tale inconsistency in the contrast between the reassuring tone of the con-
clusion of a study (the part that is always read) and the alarm evident in other
sections (those often disregarded: materials, methods and results).

Interest conflicts and exposure limits to non-ionizing
electromagnetic fields

Discussion on the need to minimize exposure to electromagnetic fields (EMF)
(frequency range: 0-300 GHz) has for over half a century been split between two
irreconcilable positions. On the one hand, a ‘conservative’ stance rooted in the
definition of exposure limits fixed since the mid-1950s on the assumption that
the only effects of EMF dangerous to human health are the acute effects result-
ing from the passage of electric current or overheating (stimulation of muscles
and peripheral nerves, shocks, burns, heating of surface tissues). Simple avoid-
ance of these effects would ensure the safeness of exposure to EMF.? This posi-
tion was agreed upon at the end of the 1990s by a group of scientists which was
self-constituted under the International Commission for Non-Ionizing Radiation
Protection (ICNIRP). Working with so-called ‘ghosts’ (dummies reproducing
the human shape and biochemical constitution of human tissue), this group iden-
tified the EMF values at which a significant thermal effect is registered, and
introduced reductions of 10-50 times for workers and the general population,
respectively.* The ICNIRP set a single exposure limit to protect from acute and
thermal effects: For the general population this limit is 100 microTesla (uT) for
magnetic fields (MF) produced by the EMF at low frequencies (0-100KHz), in
particular at 50-60 Hz (ELF, extremely low frequencies: e.g., power lines), and
27-61 Volts/meter (V/m) — depending on the frequency — for electric fields pro-
duced by the EMF at high—very high frequencies (100-300 GHz; radiofrequen-
cies or RF; e.g., radio/TV and mobile telephony emissions). For workers, the
‘safe limits’ are 500 uT for ELF/EMF and 137 V/m for RF/EMF,’ respectively.
For the ICNIRP, the acute effects with thermal origin are the only EMF effects
harmful to human health that have specifically been determined, while other
effects — in particular long-term effects and biological effects of non-thermal
origin — are inadequately documented or give contradictory results, for which
reason they have been excluded from consideration when setting exposure limits.
The position and limits defined by the ICNIRP have been accepted by the prin-
cipal organizations overseeing health care, including the WHO, as well as by
many national scientific committees and the European Commission (EC).
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On the other hand, a large part of the scientific community — especially where
there is no constraint from funding by manufacturers or managers/operators of
the technologies concerned — maintains a ‘cautionary’ position based on applica-
tion of the Precautionary Principle and the necessity to minimize EMF expo-
sures. This position is justified by both epidemiological and experimental data.
The former data — documented after exposure of human subjects to EMF so
weak as to be able to exclude any significant heating — show immediate and
long-term health effects including tumors and cancers, while the latter data
reveal biological effects on in vitro systems, animals and human volunteers,
indicating molecular, cellular and functional mechanisms supporting a biological
plausibility (see Box 11.1). The cautionary limits suggested for the population
are lower by about two orders of magnitude than those set by the ICNIRP:
0.1-0.2 uT (rather than 100) for ELF/EMF and 0.5-0.6 V/m (rather than 27-61)
for RF/EMF.’

Box 11.1 Non-thermal biological effects of EMF supporting the
plausibility of a possible carcinogenic action of these radiations*

1 Alteration of the synthesis of the hormone melatonin, involved in the deacti-
vation of peroxide radicals, which produce DNA damage triggering
carcinogenesis;

2 stimulation of Fenton’s reaction, with consequent increase in damage due to
free radicals on biological macromolecules;

3 modification of the permeability of the cell membrane and consequent altera-
tion of the flow of biologically important ions, in particular calcium;

4 modification of the brain’s electrical activity and of the permeability of the

hemato-encephalic membrane, with consequent damage to the cerebral

neurons and alteration of the functioning of the cerebral neuroreceptors and
neurotransmitters;

alteration of the functioning of the immune system;

inhibition of apoptosis (programmed cell death);

expression of heat shock proteins;

genetic and epigenetic effects;

synergistic interactions with other carcinogens (ionizing radiation, polycyclic

aromatic hydrocarbons, benzene derivatives).

O 0 31 O W

* See all the articles published in Pathophysiology, 16 (2009): 67-250, and in European
Journal of Oncology Library, 5 (2010): 1-403)

Residential and occupational exposure to ELF/EMF
Childhood leukemias, tumors in adults, neurodegenerative disorders
and acute diseases

IARC’s monograph no. 80 on this topic is based on dozens of increasingly soph-
isticated studies, plus two ‘pooled analyses’ (IARC 2002). The first of these two
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includes nine carefully conducted studies and shows a statistically significant
doubling of the risk of contracting childhood leukemia through exposure at home
to power lines, in the presence of MF equal to or greater than 0.4 uT, relative to
those exposed to less than 0.1pT (OR=2.00; 95 percent CI=1.24-3.13)
(Ahlbom et al. 2000).* The second pooled analysis covers 15 studies and shows
a statistically significant increase in the same type of risk for exposures above
0.3 uT (OR=1.7; 95 percent CI=1.2-2.3) (Greenland et al. 2000). According to
IARC, the association between childhood leukemia and high levels of magnetic
fields is not likely to be due to chance, but it could be affected by distortions. In
particular, a distortion of the selection could explain part of the association.
However, it is highly unlikely that the distortion due to unknown confounding
factors can explain the entire effect observed. In addition, if the relationship
observed was a result of a causal link, the risk associated with the exposure
might be higher than that reported. In fact, a number of studies have shown sta-
tistically significant increases in risk of childhood leukemia exceeding those
cited above, even at MF values lower than 0.3—0.4 uT (Table 11.1). The fraction
of the infant population exposed at home to leukemogenic MF levels
(0.3-0.4 uT) could range between 1 and 4 percent, but these MF levels represent
just one average of values produced during the year by the voltage arising from
power lines, and today it is still not known whether average or maximum values
of MF should be correlated with the incidence of childhood leukemias. Con-
sequently, in view of the fact (see Table 11.1) that increase in risk often far
exceeds a simple doubling (up to 5—6 times) and is found even at low MF levels
(up to 0.1uT) — and noting that much higher MF peaks are common (3—5 uT,
and in some cases over 10 uT) — this fraction could be very much higher. Fur-
thermore, it is possible that children living close to power lines and who are
exposed to MF of intensities of the order of those mentioned above are subject to
an increased risk of contracting other types of cancer. Finally, a number of
studies indicate that children exposed in the home to MF produced by power
lines suffer from restricted growth and shorter lifespan, and have raised risk of
developing some form of cancer in adult life (Fadel er al. 2006; Foliart et al.
2006; Svendsen et al. 2007).

Various authors have also noted statistically significant increases in various
types of tumor in adults with residential and occupational exposures (Table
11.2). Much common office equipment (computers, photocopiers, fax machines,
video-display units) causes simultaneous exposure to ELF/EMF and RF/EMF,
and evaluation of the contribution from these various EM sources shows the
need to minimize exposure to this equipment to avoid harmful health effects
from using them (Seyhan et al. 2010).

In adults, occupational or residential exposure to ELF/EMF may also raise
incidence of spontaneous abortion (Lee et al. 2002; Li et al. 2002) and cause
alterations of electrical brain activity and of the muscular, cardiocirculatory, hor-
monal and immune systems, of the cutaneous tissue, as well as neurological dis-
turbances (of the attention, memory, visual-motor coordination and of mental
health: depression and risk of suicide). Furthermore, epidemiological data
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indicate a statistically significant increase in risk in certain cases, of neuro-
degenerative diseases (Bortkiewicz et al. 2006): lateral amyotrophic sclerosis
(Hakansson et al. 2003), Parkinson’s disease (WHO 2007) and Alzheimer’s
disease (Huss et al. 2009), in subjects with occupational exposure to ELF/EMF.
The increase in risk is found at magnetic field levels comparable with those
present in some residential situations (0.2—5.0 uT).

Finally, a number of types of tumor, pre-neoplastic effects and synergistic
interactions with chemical and physical carcinogens have been observed in
rodents irradiated with ELF/EMF in the laboratory, at MF levels corresponding
to those in man — bearing in mind the different conditions of exposure and life-
time — to 0.3 uT in residential exposure to power lines (Zapponi and Marcello
2004).

A number of mechanisms of biological action have also been identified that
could explain the induction of short- and long-term effects of the ELF/EMF,
possibly in association with predisposition through genetic factors (Box 11.1).

Criticism of the positions held by IARC, ICNIRP, the EC and WHO

The TARC monograph concludes by stating that (IARC 2002): (1) there is
limited evidence in man of carcinogenicity of ELF/EMF in reference to child-
hood leukemia; (2) there is insufficient evidence of other forms of cancer in man
and, in general, in experimental animals. For these reasons, ELF/EMF are con-
sidered ‘possible carcinogenic agents for man’ (Group 2B). In view of the above
epidemiological and experimental data — most already available in 2001 — the
conclusions of IARC cannot be justified except in the light of the new IARC
‘trends’ described by Tomatis, founder and scientific director of TARC
(1969-1993) (Tomatis 2002), and by J. Huff, editor of IJARC monographs
(1977-1979) (Huff 2002).°

The classification of ELF/EMF (Group 2B) determined by the IARC working
group in 2001 is still upheld today by the WHO/EC/ICNIRP and other interna-
tional and national organizations.'

The innovative position of the Italian civil magistracy

The limits put forward by the international agencies and even those set by law
should not be the only points of reference in the controversy on the possible
damage to human health deriving from exposure to ELF/EMF. This was estab-
lished by Sentence 9893/2000 of the Italian Supreme Court (Corte di Cassazi-
one), which established that the regular judge had full power, including for
determination of the danger to health on the basis of scientific knowledge
acquired at the time of the ruling. This is a principle that has frequently been
emphasized in the sentences of various court cases: Milan 43678/2003; Potenza
195/2003; Modena 1430/2004; Como 1490/2005; Venice 441/2008; Criminal
Court (Cassazione Penale) 33285/2008. These hearings established that: (1) the
constitutional right to health is understood in the broadest sense, including the
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right to live in an environment that is healthy and that should also be protected
preventively — that is, where there is the presence of merely a danger of falling
ill or contracting a disease. This protection, to be effective, cannot in fact be sub-
ordinate to a state of illness or disease arising. (2) The harm, in the form of risk,
should be prevented and compensated for, even if it is not known who will be
struck, nor when, but it is instead known that when it does strike it will be too
late, in the sense that a harmful event that could have been avoided has instead
arisen. (3) Observation of the limits set by the regulations in force does not make
exposures to ELF/EMF in themselves legal and compatible with the protection
of the right to health. Instead, account should be taken of the constitutional relev-
ance of the right to health (Article 32 of the Italian Constitution) and of the con-
sequent level of protection, necessarily prevailing over freedom of enterprise,
provided for by Article 41 of the Constitution, stating that: ‘Private economic
endeavor is free but may not be carried out in conflict with social utility or in
any way that compromises safety, freedom or human dignity” and that: ‘“The law
determines the programs and appropriate controls in such a way that public and
private activity can be directed toward and coordinated for social goals’. (4) The
scale of values set out by the Constitution should also include the Precautionary
Principle, as provided for by Article 174 of the EU Treaty, which should be con-
sidered part of the national regulations. (5) In cases of doubt as to the level of
risk, the Precautionary Principle requires the adoption of the most conservative
arrangement consistent with minimizing risk, where necessary opting for ‘zero
risk’. (6) Where a number of epidemiological studies have shown a significant
increase in risk, the emissions should be considered dangerous, even though the
mechanisms of action are still not known. Here, in fact, the causality link can
only be determined in terms of probability.'!

Mobile phones and head tumors: a representative case

The worldwide spread of the use of mobile phones (MPs: analog and digital cel-
lulars, and cordless) has heightened concerns about possible adverse effects,
especially head tumors. According to the International Telecommunications
Union, the number of mobile phone subscriptions has reached five billion (mid-
2010), with over half of all users thought to be children and young adults. There
are no data for cordless users, but a figure of two billion is a reasonable assump-
tion. Given these figures, even an established modest increase (20-30 percent) in
tumor risk for MP users would result in significant social and health costs and
individual suffering, while higher risks could give rise to a health crisis of dra-
matic proportions. While most technologies carry risks, these should be assessed
accurately and responsibly.

Whether or not there is a relationship between MP use and head tumor risk is
still a matter of debate. On the one hand there are researchers who recognize the
validity of positive results — such as those by Hardell, who has documented a
statistically significant increase (100 percent) of head tumors (brain gliomas and
acoustic nerve neuromas) in people exposed to MPs for a long overall time
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(more than ten years) — and who are requesting application of the Precautionary
Principle, especially for children who face decades of exposure (Hardell and
Carlberg 2009; Hardell ez al. 2011). On the other hand there are researchers who
form their own conclusions, largely reassuring, on the basis of the results of the
Interphone project, which involved research groups from 13 countries (Inter-
phone Study Group 2010). It is therefore vital to understand the weight of the
conflict between Hardell’s positive results and those from other studies con-
sidered reassuring in their failure to find any increased risk of head tumors in
MP users. Progress requires a critical analysis of the methodological elements
necessary for an impartial evaluation of contradictory results (Box 11.2).

Box 11.2 Main methodological elements that should be considered to
ensure the reliability of epidemiological studies on the relationship
between MP use and increased risk of head tumors

1 The compatibility of latency and/or exposure time since first use of MPs with
the progression time of the examined tumors;

2 the inclusion among the exposed of all users of MPs, cordless included;

3 the laterality of the head tumor localization relative to the habitual laterality
of MP use;

4 the percentage of actually exposed subjects, based on the frequency and dura-
tion of the MP use;

5 the number of subjects selected (cases and controls), and the percentage of
their participation in the study;

6 the distribution of the relative risk values (OR) above and under 1, and the
probability that such distribution might be casual;

7  the full and correct selection and citation of data included in the meta-
analyses.

The pooled analyses of epidemiological case-control studies by Hardell pro-
duced positive results indicating a cause—effect relationship (Hardell and Carl-
berg 2009; Hardell et al. 2011): exposures for or latencies from at least ten years
to MPs increase by up to 100 percent the risk of tumors on the same side of the
head preferred for phone use (ipsilateral tumors) — which is the only side signifi-
cantly irradiated — with statistical significance for brain gliomas and acoustic
neuromas. On the contrary, studies published under the Interphone project pro-
duced ‘negative’ results and are characterized by a substantial under-estimation
of the risk of tumors (Interphone Study Group). The data published a year ago
by Interphone included the risk of malignant (gliomas) and benign (meningi-
omas) brain tumors in people using only cell phones (not cordless), and have
been widely publicized as reassuring by the authors as well as by the organiza-
tions that promoted and funded the study (IARC and EU 70 percent, the cell
phone companies 30 percent), by the main agencies responsible for protecting
human health and by more than 100 newspapers that have made headlines
around the world. This, despite the article being accompanied by a ‘commen-
tary’ with a very telling title: ‘Call me on my mobile phone ... or better not?” —a
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look at the Interphone study results’ (Saracci and Samet 2010). This commen-
tary pointed out some major defects of the Interphone protocol and results that
would have substantially ‘diluted’ risk estimates. In this context we consider
even more important the editorial by E. Cardis — former coordinator of the Inter-
phone project — and S. Sadetzki. The latter headed the Israeli Interphone team
and his own studies — showing large increases in parotid tumor risk in regular
and long-time cell phone users (Sadetzki er al. 2008) — were presented in Sep-
tember 2009 to the US Senate (Havas 2010). This editorial has a rather eloquent
title: ‘Indications of possible brain-tumor risk in mobile phone studies: should
we be concerned?’ (Cardis and Sadetzki 2011). Furthermore, the highly risk-
assertive response of the two editorial authors was not based on new experimen-
tal data, but instead on a critical review of the results of the Interphone study
(2010), to which they themselves contributed. It seems to us that such a stance
represents a milestone in the quest for truth.'? Additional factors contributing to
‘dilution’ of risk estimates, not reported by Cardis and Sadetzki in their editorial,
are pointed out in our recent article (Levis ef al. 2012a)."

Cardis and Sadetzki did not limit themselves to criticism, but reported that the
Interphone data obtained using the essential factors for identifying a carcino-
genic effect due to cell phone exposure — significant time use, continuity of use
or latency of at least ten years and ipsilateral tumor detection — showed a statisti-
cally significant rise of up to 100 percent glioma risk in five studies — and the
same is observed for acoustic neuromas (two studies) and parotid gland tumors
(one study). As they stated: ‘The overall balance of the above-mentioned argu-
ments suggests the existence of a possible association’ between cell phone use
and increase in brain tumor risk."

There are therefore many biases and flaws in the non-blind Interphone proto-
col, giving rise to a systematic under-estimate of the risk, whereas the double-
blind protocol by Hardell producing positive results is without apparent errors,
the results indicating a cause—effect relationship supported by biological plausi-
bility (Box 11.3).

Box 11.3 Methodology errors in the Interphone negative studies on
tumor risk from MP use, based on non-blind protocol. Reliability of
positive Hardell studies on tumor risk from MP use, based on ‘double-
blind’ protocol

1 Interphone: inadequate assessment of the ‘regular use of cell phones’ defined
as ‘at least 1 phone call/week, for at least 6 months’: 2—5 minutes/day, often
for less than five years. Hardell: MP use is significant: from over 16 to over
32 min/day for at least ten years.

2 Interphone: inadequate exposure or latency time in relation to the time
required for diagnosing the tumors concerned: less than 5 percent of cases
have latency time of at least ten years. Hardell: 18 percent of cases were
exposed for or from 1015 years.

3 Interphone: fails to include cordless users, even though they are exposed.
Hardell includes them.
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15

Interphone: fails to include people younger than 30, although they are
exposed. Hardell includes them.

Interphone: fails to include people living in rural areas, although this group
has high exposure. Hardell includes them.

Interphone: fails to include subjects who had died or were too weak to
respond to the interview carried out during post-operatory convalescence.
Hardell includes them.

Interphone: fails to distinguish tumor laterality in relation to laterality of MP
use. Hardell: tumor laterality is always considered in relation to laterality of
MP use.

Interphone: fails to consider other types of malignant and benign head tumor,
except for astrocytomas, neuromas, meningiomas and salivary gland tumors.
Hardell: other types of head tumor are considered separately.

9, 10 Interphone: participation and selection bias. The participation of the con-

trols is reduced to 60 per cent, at times less than 40 per cent, with prevalence
of the exposed. Hardell: exposed and non-exposed controls participate in
equal proportion and in high percentage (nearly 90 percent). There is no selec-
tion or participation bias.

Interphone: delayed interviews: the controls are interviewed at a later stage
than the cases (up to more than nine months). Also for this reason, given the
rapid spread of MPs, the control group contains more exposed than the case
group. Hardell: case and control interviews are both conducted with no
delay.

Interphone: data collection bias. As it is impossible to collect responses from
hospitalized cases that are frail, the information is collected from a relative
(up to 40 percent of cases) with consequent data uncertainty. Hardell: the data
are always provided by the subject concerned. There is no collection bias.
Interphone: attribution bias in laterality of MP use. The patient, interviewed
face-to-face when still in a confused state during the post-operatory period,
may report the most recent laterality of use which, owing to the disturbances
brought about by the tumor, may not actually be the side habitually used
before the development of the tumor. Hardell: the data are double-blind col-
lected through questionnaires sent to the homes of the cases on their dismissal
from hospital, when they are recovering. There is no attribution bias.
Interphone: documentation bias. In the bibliography cited to support the
Interphone findings as reassuring, negative studies are widely reported and
discussed; instead the positive studies of Hardell group are regularly ignored,
under-evaluated or even selectively chosen. Hardell: negative Interphone
studies are always cited and criticized, and their significant data are included
in the meta-analyses. There is no documentation bias.

Interphone: funding bias: the findings from Interphone, which is co-funded
by the cell phone companies, are publicized as fully reassuring — even though
these at times include positive data indicative of increased carcinogenic risk,
e.g., for only ipsilateral tumors, or only in the subgroup exposed for ten or
more years, or only in residents in rural areas (one study). Hardell: all studies
are funded by public bodies. There is no funding bias.
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The discrepancy between the positive data of Hardell and the negative data
from Interphone is also highlighted by other authors, who performed a meta-
analysis of 24 case-control studies (Myung ef al. 2009). These authors observed
a statistically significant positive association between MP use and increased head
cancer risk in ten studies using blinding (‘high-quality studies’, including seven
studies by Hardell, just one by Interphone, and two by other groups), whereas a
negative association (i.e., an apparent ‘protective effect’) was observed in 14
studies not using blinding (‘low-quality studies’, including 12 by Interphone,
two by other groups, and one by Hardell). Elements in the method used to evalu-
ate the ‘quality’ of the studies were: (1) blind or non-blind protocol; (2) presence
or absence of participation and selection bias of cases and controls; (3) relevant
or marginal MP exposures; (4) adequate or inadequate latency or overall time of
MP use; (5) scrutiny of tumor laterality; (6) funding by independent sources or
by cell phone companies. The authors reach the following conclusion: “We feel
the need to mention the funding sources for each research group because it is
possible that these may have influenced the respective study designs and

results’."®

Statistical relationships between positive or negative results
and public or private funding in studies on EMF effects

Notes have already been made of the degree of conflicts of interests commonly
found among researchers, scientific consultants and international organizations,
and the ensuing consequences this situation has for the spread of distorted
information, favoring the interests of the funding industries. According to
Tomatis, the method used was ‘the careful and systematic production of results,
both experimental and epidemiological, whose sole purpose is to raise the back-
ground noise, increasing confusion and thereby making correct assessment of
risk more difficult’ (Tomatis 2007), and ‘the best way to halt, or at least delay, a
decision of public health issues is ... to inject doubts about the validity of data
that are uncomfortably positive’ (Tomatis 2008: 39).'® Conflicts of interests are
particularly widespread in research on the effects of EMF. In fact, Hardell
reports the following data (Hardell ez al. 2006): (1) in 2001, out of 1,386 articles,
16 percent were funded privately; (2) by 2004 the number of articles funded pri-
vately had increased to 33 percent; (3) in 2004, 25 percent of articles published
in two of the world’s leading biomedical journals were signed by one or more
authors with conflicts of interests. According to Hardell, these data are an under-
estimate owing to the accepted and now widespread custom in many journals not
to indicate — or to indicate only partially — the sources of funding for the work
carried out. This state of affairs means that information produced by independent
research on the environmental and health risks of EMF has almost no influence.
In an interview published in July 2007 by the Association ‘Liberterre’, G.
Carlo, author of the book Cell Phones: Invisible Hazards in the Wireless Age,
stated that: (1) while perfectly aware of the health risks inherent in exposure
to EMF, industry does not alter the present situation unless there is a drastic
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intervention from governments and national and international agencies respons-
ible for protection of health; (2) the ‘pollution’ of scientific information due to
funding given by industry to researchers, agencies and governments themselves
has today reached unimaginable proportions — at least 50 percent of studies on
the effects of EMF are funded by sector industries; (3) many scientists funded by
these industries have stated that the results of their research, where unfavorable
to the interests of the commissioner of the work, have been modified by this
latter or deleted in full; (4) the likelihood of finding a no-effect result is six times
higher in studies funded by the industry companies than in those funded by
public bodies; (5) industry also controls the dissemination of scientific informa-
tion about the effects of EMF, so also influencing the way the public perceives
the dangers connected with the technologies in question.

One significant item of data has been published by Huss et al. (2007), who
selected particularly important articles about the biological and health effects of
MPs. If 1 is the average probability of statistically significant results in work
funded by public bodies (p<0.05), the probability of at least one positive result
in those funded by the cell phone companies is almost zero (OR=0.11; 95
percent CI=0.02—0.78); that is just one positive result out of 10. The probability
for studies with mixed funding sources falls in an intermediate position
(OR=0.56; 95 percent CI=0.07-3.80), and even studies not citing any source of
funding — increasingly common as a result of the permissive approach of too
many editors — are affected by some influencing (OR=0.76; 95 percent
CI=0.12-4.70). Huss et al. (2007) concludes by recommending that ‘the inter-
pretation of the results from existing and future studies of the health effects of
RF radiation should take sponsorship into account’.

A critical review of studies on the biological and health effects of RF/EMF
found that, out of 1,056 articles published in peer-reviewed journals, 44 percent
reported negative results (no effect), with 93 percent being funded either by
private bodies or by non-specified sources. Instead, 56 percent of the articles
reviewed reported some kind of biological effect or harm to health, with 95
percent funded by public bodies (Levis et al. 2012b). As shown in Figure 11.1,
there is massive intervention by the private funders in expensive testing and
testing that is long and difficult to perform, such as experimental carcinogenesis
on animals, genotoxicity testing which is predictive of possible carcinogenesis
effects and epidemiological studies on head tumors in MP users, which is one of
today’s most controversial debates involving a possible relevant risk for human
health. The intervention of private funders is instead lower in less costly tests,
such as short-term testing of biological effects in in vitro systems and in animals,
epidemiological studies of tumors in small numbers of occupationally or resi-
dentially exposed subjects and testing on electro sensitivity, which tends to use
simple and quick tests on volunteers or statistical sampling on populations of
limited size. Even so, there is a constant vast prevalence of negative results in
studies funded by private bodies, and of positive results in those funded by
public bodies, just as there is a constant, almost-zero probability that this differ-
ence is due to chance (Fisher test: p-value<0.0001-0.0004).
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Figure 11.1 Relative percentage of results from all studies on health effects of RE/EMF
of the individual topics, relative to the source of funding (public or private).

Epidemiological studies aimed at defending industrial
interests: the case of EMF

Funding for EU programs on EMF effects

The EU programs on the effects of EMF (besides Interphone, these include
Guard, CEMFEC, RAMP 2001, Perform A, EMF-NET, Reflex, Cefalo,
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Cosmos), as the EU itself recognizes (European Commission 2005), are all co-
funded by the mobile telephony industries. In fact, as that document explains:

With strong public resistance to the siting of mobile antennae masts, the
mobile telecommunications industry is naturally very concerned. The roll-
out of new mobile technologies has been delayed and the wider take-up of
beneficial new mobile services is slower than expected. The industry is well
aware of the problems of risk communication and public perceptions and
therefore contributes funds to research into the health effects of RF-EMF
that is guided by the research priorities of the WHO’s international EMF
Project’s research priorities. Industry funding contributions to national and
EU research projects is provided in such a way as to ensure complete scient-
ific independence. Worldwide, industry funding for EMF health effects is
comparable to public funding.

The quality of reassuring opinions on health risks due to EMF

All the major national and international agencies and commissions are compro-
mised by conflicts of interests and, as a result, make reference only to studies
with negative results, that is, that are reassuring, so confirming the complete ina-
bility of mobile telephony radiation to induce head tumors, disregarding, dis-
missing or even manipulating the results of Hardell’s work and even those — despite
their indication of increased cancer risk — reported in some of the Interphone
studies (see the above section on ‘Mobile phones and head tumors’)."”

Among the mobile telephony companies, a major role is played by the Mobile
Manufacturers Forum (MMF), which co-funds the Interphone Project and the
WHO’s EMF Project, as well as other international and national EMF programs.
MMF is an umbrella body for the 12 main mobile telephony industries (Alcatel,
Ericsson, Mitsubishi Electric, Motorola, Nokia, Panasonic, Philips, Sagem,
Samsung, Siemens, Sony Ericsson and TCL and Alcatel Mobile Phones).
Working alongside MMF in terms of financial support provided to the Inter-
phone Project and other EU projects is the GSM Association, another strong
lobby of the mobile telephony industries. And linked to these two is the “Wi-Fi
Alliance’, which brings together the many industries involved in the uptake of
new technologies and wireless services: there are 309 listed on the website www.
wi-fi.org/our members.php.'®

Even some international science journals are involved in conflicts of
interests

A number of scientific journals are compromised by conflicts of interests leading
to manipulation of data on EMF effects: for example, supplement 6 Bioelectro-
magnetics from 2003, one of the leading journals in the sector, was commis-
sioned by the ‘Radiofrequency Committee’ of the Institute of Electrical and
Electronic Engineers to justify maintenance of the exposure limits set by
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ICNIRP. The supplement contains seven monographs, all funded by the US
Air Force and Navy, and written by their employees, who maintain that RF is
harmless. The monographs cover all possible effects (mutagenesis, teratogen-
esis, in vitro transformation, carcinogenesis, effects on the nervous, endo-
crine, immunological systems, etc.). Radiation Research, another major
journal in the field, published 21 articles between 1997 and 2006 on the geno-
toxic effects of RF: 17 of these (81 percent) described negative results, and all
were funded by the mobile telephony operators (Motorola: ten articles) or the
US Air Force (seven articles). In 1991 J. Moulder became editor of Radiation
Research and was promoted to senior editor in 2000: all the while he acted as
consultant to the electricity and mobile telephony industries (Electric Power
Research Institute and Federation of the Electronics Industry, respectively),
despite at the same time being a member of the UK’s Independent Expert
Group on Mobile Phones. In 2001 Vijayalaxmi joined the Radiation Research
editorial committee, funded by the US Air Force and by Motorola, for whom
he published seven articles in this journal, reporting negative results for the
genotoxicity of RF.

These actions allow the international scientific agencies to postpone indefin-
itely any review of their opinions on the presumed harmlessness of EMF. Every
3—4 years, through one of the scientific journals funded by the operators of the
technologies concerned, researchers employed or funded by these private com-
panies are given the task of reviewing the effects of EMF. Through careful
choice of negative studies and particular interpretation of some of the positive
work, a fully reassuring picture is produced. The following year the international
agencies call on a group of scientists apparently above suspicion (Ahlbom, Fey-
chting, Repacholi, Kheifets, van Deventer, Vecchia, etc.) to obtain — using the
reviews produced as described — the support necessary to confirm their reassur-
ing conclusions.

Recent precautionary positions on health risks of EMF
exposures

Alongside the strongly cautionary stance regarding the risks due to EMF expo-
sure put forward by D. Gee, ‘project manager of the emerging programs’ of the
EEA (set out in his chapter in the Biolnitiative Report on the applications of the
Precautionary Principle (Gee 2009)), an appeal was made in September 2007
and reiterated in January 2008 by the EEA’s Executive Director, J. McGlade,
calling for EU governments to lower the EMF exposure limits, especially for
Wi-Fi emission, mobile telephony and their radio-base stations. In McGlade’s
words,

There are many examples of the failure to use the Precautionary Principle in
the past, which have resulted in serious and often irreversible damage to
health and environments. Appropriate, precautionary and proportionate
actions taken now to avoid plausible and potentially serious threats to health
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from EMF are likely to be seen as prudent and wise from future perspectives.
We must remember that precaution is one of the principles of EU environ-
mental policy.

McGlade is convinced that:

Over the last two years the epidemiological evidence of possible cancer risk
amongst the 10 year plus mobile phone user group, has got stronger. It is
now also supported by preliminary scientific reports on the damaging effect
to cells of RF and ELF EMF exposures. This is a cause for concern, given
the widespread and generally rising exposure of the public to RF from
mobile phone technology.... For example, the French part of the WHO
coordinated International Interphone study reported that the risk of head
tumors is particularly evident in those mobile phone users who have had RF
exposures at and above 460 hours per year for over 15 years. This evidence
is supported by several other epidemiological studies carried out in Sweden,
UK, Germany, and Israel, all of which find some evidence of increased risks
of head tumors in the 10 year plus exposure groups.

Furthermore, she underlines that:

The evidence, though necessarily limited at this point in time, is sufficient
for health authorities to consider advising the reduction of RF exposures,
where feasible. I note that such advice was issued by the German Federal
Office for Radiation Protection (July 2007), and the French Ministry of
Health (January 2008). It would also be prudent to reconsider the adequacy
of the ICNIRP guidelines on exposure limits of 1998 to protect public
health, especially of vulnerable groups.

Even stronger positions supporting the need for a cautionary approach to
EMF exposure and more critical of the failure of the ICNIRP, WHO and EC to
act are set out in two important documents, again from the EEA: one article by
Gee (2009) and one report by the EEA (2007/2008) from 2008. These two docu-
ments re-examine the history of the errors made in science and by public health
in tackling the problems arising in the past by 15 chemical and physical agents
found to be harmful to human health, and underline what these ‘past lessons’ can
teach in terms of prevention of risks from EMF, in particular RF (mobile tele-
phony). Furthermore, they also provide vital keys for a proper understanding of
the status of knowledge and criteria for assessing the risks to human health from
EMF exposure, and for drawing up the consequent, pressing cautionary
measures.

On 19 December 2008, the Commission on the Environment, Public Health
and Food Safety of the European Parliament (EP) announced a ‘Preliminary
report on preoccupations concerning the effects on human health of electromag-
netic fields’ (www.next-up.org). Among other statements, the report:
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1 ‘reiterates its demand to the Council to update its recommendation
1999/519/CE in favor of more stringent exposure limits for all devices that
emit electromagnetic radiation in the frequencies between 0.1 MHz and
300 GHz, taking into account the best available technology on the market’;

2 ‘asks the Commission to find a way to accelerate the enactment of the direc-
tive 2004/40/CE and thus to ensure that workers are protected effectively
from EMFs’;

3 ‘draws attention to the appeal for prudence made by the coordinator of the
Interphone study, E. Cardis, who, on the basis of current knowledge, recom-
mends that children should not make unreasonable use of a mobile phone
and should preferably use a landline phone’;

4 ‘suggests also to the Commission, prompted by concern for political and bud-
getary efficiency, a re-routing of the Community funding devoted to the study
of EMFs towards a far-reaching campaign to educate young Europeans in the
best ways to use a mobile phone, such as using a ‘hands-free’ kit, making only
short calls and using a phone in the areas where the reception is good’;

5 ‘proposes an addition to the mandate of the European group for Ethics in
Science and New Technologies: the task of evaluating scientific integrity in
order to help the Commission forestall possible situations of risk, conflicts
of interests or even the frauds which tend to arise in a context of heightened
competition among researchers’;"

6 ‘condemns certain marketing campaigns by the phone operators, which are
particularly strident in the year-end holiday period, such as the sale of
mobile phones designed exclusively for children, or the “free minutes” deals
aimed at adolescents’;

7 ‘proposes that the Union includes in its policy regarding the quality of
indoor air the study of wireless devices used in the home, such as Wi-Fi for
internet access and cordless phones, which have multiplied these last few
years in public places and in homes, exposing people to continuous micro-
wave emission’;

8 “calls on the Council and the Commission, in coordination with member
States and the Committee for the Regions, to work towards putting in place
a single standard in order to minimize the exposure of those living nearby if
there is an extension to the network of high-voltage power lines’;

9 “is very struck by the fact that the insurance companies tend to exclude
cover for risks linked with EM fields from their policies of public liability,
which means evidently that European insurers are already acting on the
principle of precaution’;*

10 ‘charges the President to transmit the present resolution to the Council, to
the Commission, to the governments and parliaments of member States, to
the Committee for the Regions and to the WHO”.

The Commission also states that:

This is the approach chosen by the EEA which in September 2007 cour-
ageously advised the public authorities of the 27 member States to take
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measures to provide better protection for the public, measures that are
appropriate and in proportion in order to avoid serious dangers in the future.
This represents a significant move forward on this issue, a call for action
that contrasts with the status quo favored by the WHO. In fact the WHO
seems to want to play for time, offering us an appointment in 2015 for a full
estimate of the impact of electromagnetic radiation of human beings.

On 4 September 2009 the EP approved in plenary session and with wide

majority the text proposed by the Commission noted above (www.europarl.
europa.eu/sides/getDoc.do?type=TA&reference=P6-TA-2009-
0216&language=IT&ring=A6-2009-0089), and at the same time issued a press
release that, bearing the logos of the then-imminent European elections (www.
elezioni2009.eu-1/3), assumed the sense of a real and proper program for the
future parliamentary mandate.

In May 2011 a draft resolution adopted unanimously by the Committee on the

Environment, Agriculture and Local and Regional Affairs of the EP riveted that:

1

‘as regards standards or threshold values for emissions of electromagnetic
fields of all types and frequencies, the Assembly recommends that the
ALARA or “as low as reasonably achievable” principle is applied, covering
both the so-called thermal effects and the athermic or biological effects of
electromagnetic emissions or radiation. Moreover, the Precautionary Prin-
ciple should be applicable when scientific evaluation does not allow the risk
to be determined with sufficient certainty, especially given the context of
growing exposure of the population, including particularly vulnerable
groups such as young people and children, which could lead to extremely
high human and economic costs of inaction if early warnings are neglected’;
‘the Assembly regrets that, despite calls for the respect of the Precautionary
Principle and, despite all the recommendations, declarations and a number
of statutory and legislative advances, there is still a lack of reaction to
known or emerging environmental and health risks and virtually systematic
delays in adopting and implementing effective preventive measures. Waiting
for high levels of scientific and clinical proof before taking action to prevent
well-known risks can lead to very high health and economic costs, as was
the case with asbestos, leaded petrol and tobacco’;

‘moreover, the Assembly notes that the problem of electromagnetic fields or
waves and the potential consequences for the environment and health has
clear parallels with other current issues, such as the licensing of medication,
chemicals, pesticides, heavy metals or genetically modified organisms. It
therefore highlights that the issue of independence and credibility of scient-
ific expertise is crucial to accomplish a transparent and balanced assessment
of potential negative impacts on the environment and human health’;

‘in light of the above considerations, the Assembly recommends that the
member states of the Council of Europe: a) take all reasonable measures to
reduce exposure to electromagnetic fields, especially to radio frequencies
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from mobile phones, and particularly the exposure to children and young
people who seem to be most at risk from head tumors; b) reconsider the sci-
entific basis for the present electromagnetic fields exposure standards set by
the ICNIRP, which have serious limitations, and apply Precautionary and
ALARA Principles, covering both thermal effects and the athermic or bio-
logical effects of electromagnetic emissions or radiation; c) put in place
information and awareness-raising campaigns on the risks of potentially
harmful long-term biological effects on the environment and on human
health, especially targeting children, teenagers and young people of repro-
ductive age; d) pay particular attention to “electrosensitive” persons suffer-
ing from a syndrome of intolerance to electromagnetic fields and introduce
special measures to protect them, including the creation of wave-free areas
not covered by the wireless network; e) in order to reduce costs, save
energy, and protect the environment and human health, step up research on
new types of antennas and mobile phone and DECT-type devices, and
encourage research to develop telecommunication based on other technolo-
gies which are just as efficient but have less negative effects on the environ-
ment and health’;

‘concerning the private use of mobile phones, DECT phones, Wi-Fi, WLAN
and WiMAX for computers and other wireless devices such as baby phones:
a) set preventive thresholds for levels of long-term exposure to microwaves
in all indoor areas, in accordance with the Precautionary Principle, not
exceeding 0.6 V/m, and in the medium term to reduce it to 0.2V/m; b)
undertake appropriate risk-assessment procedures for all new types of
device prior to licensing; c) introduce clear labeling indicating the presence
of microwaves or electromagnetic fields, the transmitting power or the spe-
cific absorption rate (SAR) of the device and any health risks connected
with its use; d) raise awareness on potential health risks of DECT-type wire-
less telephones, baby monitors and other domestic appliances which emit
continuous pulse waves, if all electrical equipment is left permanently on
standby, and recommend the use of wired, fixed telephones at home or,
failing that, models which do not permanently emit pulse waves’;
‘concerning the protection of children: a) develop within different ministries
(education, environment and health) targeted information campaigns aimed
at teachers, parents and children to alert them to the specific risks of early,
ill-considered and prolonged use of mobiles and other devices emitting
microwaves; b) ban all mobile phones, DECT phones or Wi-Fi or WLAN
systems from classrooms and schools, as advocated by some regional
authorities, medical associations and civil society organizations’;
‘concerning the planning of electric power lines and relay antenna base sta-
tions: a) introduce town planning measures to keep high-voltage power lines
and other electric installations at a safe distance from dwellings; b) apply
strict safety standards for sound electric systems in new dwellings; ¢) reduce
threshold values for relay antennas in accordance with the ALARA prin-
ciple and install systems for comprehensive and continuous monitoring of
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all antennas; d) determine the sites of any new GSM, UMTS, Wi-Fi or
WiMAX antennas not solely according to the operators’ interests but in con-
sultation with local and regional government officials, local residents and
associations of concerned citizens’;

8  ‘concerning risk assessment and precautions: a) make risk assessment more
prevention oriented; b) improve risk-assessment standards and quality by
creating a standard risk scale, making the indication of the risk level manda-
tory, commissioning several risk hypotheses and considering compatibility
with real life conditions; ¢) pay heed to and protect “early warning” scien-
tists; d) formulate a human rights oriented definition of the Precautionary
and ALARA Principles; e) increase public funding of independent research,
inter alia through grants from industry and taxation of products which are
the subject of public research studies to evaluate health risks; f) create inde-
pendent commissions for the allocation of public funds; g) make the trans-
parency of lobby groups mandatory; h) promote pluralist and contradictory
debates between all stakeholders, including civil society (Aarhus
Convention)’.

This resolution is accompanied by a ‘memorandum’ underlining that:

1 ‘with regard to the frequently inconclusive if not contradictory findings of
scientific research and studies on the possible risks of products, medicines
or, in this case, electromagnetic fields, a number of comparative studies do
seem to suggest a fairly strong correlation between the origin of their
funding — private or public — and the findings of risk assessments, a mani-
festly unacceptable situation pointing to conflicts of interest which under-
mine the integrity, the genuine independence and the objectivity of scientific
research’;

2 ‘accordingly, in this field and in others, one should call for genuine inde-
pendence on the part of the expert appraisal agencies and for independent,
multidisciplinary and properly balanced expert input. There must no longer
be situations where whistle-blowers are discriminated against and renowned
scientists with critical opinions are excluded when experts are selected to sit
on expert committees or no longer receive funding for their research’;

3 ‘it seems obvious that the prime considerations for societies dependent on
electricity, mobile telephony and telecommunication are the economic and
financial parameters, hence profits and market shares. Understandably, in
this context more stringent regulations and threshold values which ostens-
ibly inhibit their business dealings are viewed with disfavor and forcefully
resisted — as could be seen from the irritated and sometimes emotional state-
ments of a representative of French mobile telephony at our committee’s
hearing for contrastive expert opinion’;

4  ‘serious scientific and medical studies revealing biological effects of a path-
ological nature have existed since the 1930s concerning radio frequencies
and microwaves from radar installations and harmful effects of protracted
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exposure to the low or very low frequency electromagnetic fields of electri-
cal transmission lines or computer screens were observed already in the late
1970s’.

And this resolution concludes that:

1 ‘after analyzing the scientific studies available to date, and also following
the hearings for expert opinions organized in the context of this Committee
there is sufficient evidence of potentially harmful effects of electromagnetic
fields on fauna, flora and human health to react and to guard against poten-
tially serious environmental and health hazards’;

2 ‘that was moreover already the case in 1999 and 2009 when the European
Parliament overwhelmingly passed resolutions upholding the Precautionary
Principle and efficient preventive actions vis-a-vis the harmful effects of
electromagnetic fields, in particular by substantially lowering the exposure
thresholds for workers and the general public according to the ALARA
Principle, by restoring genuine independence of research in that field, and
through a policy of enhanced information and transparency towards the
anxious populations’;

3 ‘lastly, the Assembly could endorse the analyses and warnings issued first in
September 2007, then in September 2009, by the European Environment
Agency (EEA) concerning the health hazards of electromagnetic fields,
mobile telephony and not least mobile phones. According to the EEA, there
are sufficient signs or levels of scientific evidence of harmful biological
effects to invoke the application of the Precautionary Principle and of effect-
ive, urgent preventive measures’.

The above text was adopted on 27 May 2011 by the EP Standing Committee,
acting on behalf of the EP Council (http://assembly.coe.int/Documents/Adopted-
Text/tal 1/eRES1815.htm). This EP Resolution no. 1815 modified only the above
point 6b, adopting a less stringent recommendation, that is: ‘For children in
general, and particularly in schools and classrooms, give preference to wired
internet connections, and strictly regulate the use of mobile phones by school-
children on school premises.’

How to promote protection against the health effects of
exposure to EMF

In view of the considerable volume of experimental data demonstrating the bio-
logical and health effects of EMF, plus possible mechanisms of action, the posi-
tion held today by the WHO, EC, ICNIRP, IARC and other major national and
international agencies appears unsustainable and without justification — this
stance draws from guidelines drawn up at the end of the 1990s and is based on
theoretical assumptions from over 50 years ago. In fact, for defining the expo-
sure limits these guidelines are based on: (1) health effects alone, thus ignoring
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the biological data that underpin them and help explain the mechanisms by
which they arise; (2) only effects that have been unequivocally demonstrated and
accepted by the whole scientific community, quite overlooking the Precautionary
Principle; (3) thermal effects alone, while non-thermal effects, in particular
effects at low intensity, are now well documented; (4) short-term effects alone,
disregarding long-term effect data found in the literature, in particular genetic
and carcinogenic effects.

This position — also shared by the main bodies concerned with protection of
human health, is a priori rigid, refutes historical evidence, declines scientific
challenge and appears to be influenced not by prudence but by conservation of
clearly identifiable financial interests. Data in the scientific literature in fact
clearly justify an urgent revision of national laws on EM pollution, in particular
in terms of the principle of minimization through the preventive planning and
programming by the regions and municipalities as regards development of EMF-
emitting installations, along with information campaigns and participation of the
citizen.

Quantifying the long-term risks is difficult for residential exposure to ELF/
EMF because this requires conclusive data on the body of the population
exposed and on the values of the magnetic fields present. As regards mobile
telephony, our examination of the literature data leads us to conclude that even
today the risk of head tumors resulting from MP use is very high (Levis et al.
2011, 2012a). Lloyd-Morgan (2009), while under-estimating by 50 percent the
number of cell phone users, without considering the risk for cordless users and
assuming a minimum latency time of 30 years, calculates ‘there would be about
1,900 cell phone-induced brain tumors out of about 50,000 brain tumors diag-
nosed in 2004, increasing to about 380,000 cell phone-induced brain tumors
within 2019 in the USA alone’, which would require ‘an increase in health costs
of an annual US$9.5 billion and the need for a 7-fold increase in number of neu-
rosurgeons’. An estimate of the incidence of head tumors must begin with the
correct number of cell phone users (five billion subscriptions worldwide at mid-
2010), should also consider the risk to cordless users and assume at least a doub-
ling of the incidence of head tumors and of acoustic neuromas as documented by
Hardell already after a latency of at least 10-15 years, which gives about
750,000 new cases worldwide even today.

As if this were not enough, a number of factors raise our concern still further:
the latency of head tumors induced by MPs can exceed 30 years; risk is higher in
those starting MP use when young and who have not yet accumulated ten years
of latency; there is a continued rise in MP use by young people, attracted to new
facilities from the MP companies (photography, listening to music, videophony,
internet); the data by Hardell on the increase in risk of other types of malign and
benign head tumor — besides brain gliomas, astrocytomas, acoustic neuromas and
parotid gland tumors — are for the main part today only indicative. Therefore,
there is no doubt that today we are dealing with just the tip of an iceberg, and will
have to wait one or two decades before its real dimensions come to light. But it is
clear that a significant increase in tumor risk is already established, so that the use
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of MPs could lead to a health crisis of dramatic proportions (Lloyd Morgan et al.
2009).

While recognizing that mobile telephony is an extraordinary technology of
inestimable value, responsible science must raise awareness of the risks
involved.”

As also expressed by the EEA and the EP, we thus conclude that there is suf-
ficient epidemiological evidence to warrant application of the Precautionary
Principle aimed at:

e setting exposure limits that are precautionary;

*  limiting the spread of wireless technology in schools and highly frequented
places (libraries, offices, hospital wards);

*  providing accurate information about the risks from exposure to MPs, with
low-cost voluntary options (‘prudent avoidance’) based on caution in the
use of MPs and other devices emitting MFs. A ten-point list of simple per-
sonal actions designed to substantially reduce exposure to cell phone radia-
tion was produced by Viennese Medical Officers in 2006, adopted in the
same year by the French Agency on Radiofrequencies (www.sante radiof-
requences.org), and by several international scientific committees (see note
7 and a document signed by 20 scientists: www.devradavis.com);

e awareness-raising in schools through a campaign on the use of the various
wireless transmission technologies;

*  discouraging the use of MPs by minors under 14 years;

*  epidemiological monitoring of the possible harmful effects produced by res-
idential and occupational ELF and RF/EMF exposures.

Given the results and considerations set out in the section on ‘Mobile phones
and head tumors’, it is small wonder that a number of scientists have maintained
that ‘the long-term use of cell phones was leading to brain tumors and was more
dangerous to health than smoking cigarettes’ (Pawl 2008: 445), and that ‘MPs
could kill far more people than smoking or asbestos’ (the reader is referred to
Khurana — an Australian neurosurgeon who collaborated with Hardell in the
meta-analyses showing increased risk of head tumors in MP users — interviewed
by G. Lean for The Independent, 30 March 2008).

In conclusion, it is perfectly clear that an ex ante evaluation of the overall
impacts of today’s technological innovations is not only compatible with the
Precautionary Principle, but actually necessary, as also borne out — as we saw
above — both in some of the Italian magistracy’s statements and in the recom-
mendations of the EP and of the EEA. This evaluation is particularly vital in the
case of exposure to EMF, given the state of advancement of scientific knowledge
about their possible/probable harmful effects on human health. In fact, the Pre-
cautionary Principle was designed to justify actions to protect the public and the
environment even in the absence of any significant knowledge, so it could be
used to justify exposure reductions to EMF despite the amount of — seemingly
but almost never ad-hoc produced — conflicting evidence of risks.
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Should any doubt still remain, it is worth recalling the consequences of the
four main scenarios facing us with EMF, especially with RF from mobile
phones, underlined by Gee (2009):

The first is similar to the case studies where much avoidable harm was not
prevented. The second is where precautionary actions to reduce MF expo-
sure prevent much potential harm, whilst stimulating more sustainable
innovation in the production and use of MP technologies and energy
systems. The third is where such precautionary actions to reduce exposures
are taken but turn out to have been unnecessary, needlessly costly, and wor-
risome. The fourth is that no action is taken to reduce exposure and no con-
vincing harm emerges from EMF exposure. We do not know which scenario
will unfold, but we do know that a choice over current and future EMF
exposures must be made now, if the costs of possibly being wrong are to be
minimized. The choice is ours. Shakespeare might have described our
dilemma thus: to know or not to know, to act or not to act?

The tragedy is that the unfolding story of EMF looks set to become another
case of history repeating itself — following in the tracks of ionizing radiation,
asbestos, tobacco smoke and many other now-demonstrated human carcinogens
where evidence of harm was officially recognized only a score or even more
years after the initial warnings. In view of the evidence we already have, this
time we can act early, rather than giving cause for future generations once again
to regret our inaction — it is our duty and responsibility as scientists, in particular
to our offspring!

Conclusions

Disguising or playing down the evidence of harm to health is not simple to do;
in fact, this deception is often easy to detect. The malpractice uses a few ele-
ments that can be found almost systematically in the formal studies of many cor-
porations and government agencies. These often show an exposed population to
be at lower incidence and/or mortality risk for all diseases than the control popu-
lation (at least for the few times the results are actually examined). But how is
this paradoxical conclusion possible? Authors usually try to argue that exposure
does not induce adverse health effects, the ‘healthy worker effect’ being pro-
duced unintentionally. Once the source(s) of the biases in scientific studies on
public health have been identified, attempts can be made to determine whether
these limitations and errors are structurally inevitable, accidental or intentional.
It is possible, however, that financial motives are a driver in certain research
areas, for example industrial chemicals, asbestos, vinyl chloride, beryllium,
alcohol, cigarette smoke, diagnostics, some pharmaceuticals, and as we see here,
electromagnetic fields.

A recent communication laid the groundwork for an initial, systematic identi-
fication of the criteria needed for a fast, transparent and standard assessment of
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intentional deception through the integrated evaluation of three elements: the
quantity of errors (or biases), the direction of these errors/biases and the size of
the incorrect estimates present in each epidemiological study (Gennaro and Ricci
2010). We believe that evaluation of these three elements can enable the detec-
tion of the deliberate manipulation and deviation of public health scientific
studies in favor of economic and career interests. Systematic bias detection may
also help counter the skepticism and mistrust surrounding most epidemiological
research, and enable all but sound, socially useful, evidence-based epidemiologi-
cal research to be filtered out.

Business biases as collective risks are very common. There is mounting evid-
ence to show that cartels are very influential in the assessment of the overall
effects of most scientific/technical innovations. This state of affairs matters in
reality. Indeed, in many countries over the past two decades (data for Italy are
available only up to 2008) the reported trend of improvement in healthy life
expectancy — for many years showing an increased number of disease-free years
of life (over six months) — came to an abrupt halt and reversed (Eurostat 2011).
Is it possible to postulate causes of the situation described in this chapter other
than the business bias?

Appendix: abbreviations

CI confidence index

EC European Commission

EEA European Environment Agency

ELF extremely low frequencies

EMF electromagnetic fields

EP European Parliament

EU European Union

Ghz gigahertz

Hz hertz

[IARC International Agency for Research on Cancer

ICNIRP International Commission for Non-Ionizing Radiation
Protection

Khz kilohertz

puT microTesla

MF magnetic field

MMF Mobile Manufacturers Forum

MPs mobile phones

OR odds ratio

RF radiofrequencies

SCENIHR  Scientific Committee on Emerging and Newly Identified Health
Risk (EC)

UN United Nations

V/m Volts/meter

WHO World Health Organization
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Notes

1 Conflict of interests: the authors declare they do not have any conflict of interest.

2 There are rather well-established methods used to confuse epidemiological results
and compromise their consequences. The most common biases identified are: (1)
inadequate design of the epidemiological study; (2) lack of a standardized protocol;
(3) incorrect reference population — wrong selection, combination and dilution of
both cases and controls, e.g., inclusion of cases among the controls; (4) failure to
choose the subjects most exposed and most sensitive; (5) a priori decision to study
only a few and rare selected diseases, e.g., a few rare risk factors; (6) over-short fol-
low-up for tumors with long-term latencies; (7) only high risks (OR>2) are taken
into account, despite the relevance of even lower risks when exposure concerns a
high number of subjects; (8) undervaluation of the synergistic role of multiple risk
factors (simply because law limits are respected for each single factor); (9) the epi-
demiological study is considered only from a simple statistical point of view; (10)
experimental data supporting the plausibility of harmful biological effects are sys-
tematically ignored; (11) flawed multicenter results are given too much weight, over-
looking the much more significant results produced by just one research center; (12)
constant reference is made to unreliable results in order to bolster the interests of
private corporations; (13) even when funding from industry is actually reported, con-
flicts of interests are often not declared; (14) Precautionary and Prevention Principles
are both ignored; (15) there is preference to protect the economic status quo rather
than public health.

3 Documents published since 1953 by the American Conference of Government and
Industrial Hygienists (ACGIH), and by the Conferences of American Military Bodies
held since 1957 by the Air Research and Development Command, USA. The ACGIH
is neither a public body nor a government organization, but an industry-based private
association of hygienists, despite the misleading name (Casson 2007: 23). The
ACGIH’s role in underlining the inadequate exposure limits for protecting human
health — totally ignoring experimental and epidemiological evidence — has been
widely reported. The ACGIH has very close ties with private industry and, of the over
600 threshold values set by the ACGIH, at least 100 are based exclusively on the
opinion of industry experts, without any experimental support (Davis 2008: 357). As
regards the interests of the American military bodies in the development of RF, we
can note the report by the Naval Studies Board, Division of Engineering and Physical
Sciences (2002: 2—13). In this report, the section on ‘Directed-energy non lethal
weapons’ states that:

The first RF non-lethal weapons are based on a biophysical susceptibility known
empirically for decades. The heating action of RF signals is well understood and
can be the basis for several additional directed-energy weapons. Leap-ahead non-
lethal weapons technologies will probably be based on more subtle human—RF
interactions in which the signal information within the RF exposure causes an
effect other than simply heating: for example, stun, seizure, startle and decreased
spontaneous activity.

This admission by the Naval Studies Board confirms that:
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1) some of these non-thermal effects can be weaponized with bioeffects that are
incontrovertibly adverse to health; 2) there has been knowledge for decades about
the susceptibility of human beings to non-thermal levels of RF exposure; 3) the
concept that RF interacts with humans based on the RF information content
(signal information) rather than heating, so it can occur at subtle energy levels, not
at high levels associated with tissue heating, is well established; 4) a dedicated
scientific research effort is promising enough for continued federal funding.

(Sage et al. 2007: §4, 11-12)

The magazine Nexus (no. 69, August—September 2007: ‘EM Arms and Human
Rights’; www.nexusitalia.com) shows that the American military—industrial-intelli-
gence complex has an arsenal of EM arms for use in today’s battlefields and against
the citizen as a means of social control, in contravention of the convention on human
rights. During the 1950s and 1960s the CIA began seeking methods for influencing
cognition, emotions and human behavior. This research included the wireless use of
EM energy defined as ‘informatic war’ and ‘non-lethal arms’. New technological cap-
abilities have been developed under projects financed through slush funding over
recent decades: these technologies bring about the ability to influence the human emo-
tions, disturb thought and inflict severe pain through the manipulation of EM fields.
The EM spectrum has provided a range of new weapons that have already been
adopted in both private and military arenas, for example millimeter waves, pulsed
energy projectiles (PEPs) and other high-power EM arms. PEPs represent a type of
weapon used to paralyze a victim with pain: the expansion of the plasma acts on the
nerve cells and the long-term effects are still quite unknown. The direct acoustic
device ‘voice-to-skull’ is a non-lethal EM weapon that produces highly disturbing
noises within the cranium. This technology has been tested by businesses including
McDonald’s and Wal-Mart to direct advertising messages into the consumer’s head.
The power of the US Defense Department (UDD) is hard to believe: in May 2006 the
Air Force provided a total of $24 million in contracts for ‘research and development’
(R&D) on EMF to Northrop Grumman, Voss Scientific, Lockheed Martin, Electro-
Magnetic Applications and other private companies. Already in 1996 the UDD had
recognized a key element in wars of the future in R&D on EM radiation. The devel-
opment of non-lethal weapons has also been taken up by the universities, with mil-
lions of dollars being set aside for grants and research doctorates: the Pennsylvania
State University hosts the Institute for Non-Lethal Defense Technologies, the New
Jersey University of Medicine and Dentistry hosts the Institute for Stress and Motiv-
ated Behavior, the University of New Hampshire hosts the Center for Non-Lethal
Technological Innovation, while many military schools fund courses on the techno-
logy of non-lethal weapons.

ICNIRP (1996). Overview of research papers limited to the biological and health
effects of RE/EMF with negative results, funded mainly by managers or operators of
the technologies concerned. The few papers showing positive results cited — of the
many found in the literature — were labeled as ‘inadequate number of repetitions’, ‘not
significant’ or ‘carried out under conditions of sizable thermal increase’, even though
these criticisms were quite invalid.

ICNIRP (1998). Overview regarding all EMF frequencies (0-300 GHz), carried out
using the same criteria as above. At the time, the ICNIRP members with conflicts of
interests included: M. Repacholi, president until 1996; M. Grandolfo, vice-president
until 1996; M. Hietanen, vice-president from 1996; R. Matthes, scientific secretary;
R. Saunders, P. Vecchia and E. Vogel, ‘external experts’. At a later date, P. Vecchia
became president of ICNIRP, M. Hietanen became vice-president and M. Repacholi
became emeritus president.

ICNIRP: in 1974 the self-appointed working group of the International Radiation Pro-
tection Association (IRPA) set up a sub-group on Non-Ionizing Radiation (NIR). At
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the Paris conference of 1977 IRPA and NIR then formed the International Non-
Ionizing Radiation Committee (INIRC). In the following years, IRPA, INIRC and the
WHO collaborated on developing the guideline criteria for protection of human health
from EMF. Finally, at the Montreal conference of 1982, IRPA and INIRC formed
ICNIRP. Since 1996 (see note 4) this body has adopted the proposal — already drawn
up earlier by the WHO and IRPA — of considering only the acute effects of a thermal
nature when defining the limit values of exposure to EMF, and since that date these
values have remained unchanged in all subsequent revisions made by ICNIRP (1998,
note 5; Ahlbom et al. 2004: see note 16). The particular attention given to ICNIRP by
authoritative international bodies results from the close ties this body has established
with the WHO (M. Repacholi was for many years president then emeritus president
of ICNIRP and, at the same time, head of the WHO’s EMF Project), and with the EC
(see the following note).

European Commission: despite the unanimous view expressed by the EP on the
basis of a report from one of its scientific committees, in conflict with adoption of the
guidelines and limits proposed by ICNIRP, the EC on 12 July 1999 adopted recom-
mendation 519/EC, which accepted in full the ICNIRP/WHO proposals. The follow-
ing years saw an ever-increasing strengthening of the links between ICNIRP, the
WHO and EC (through SCENIHR, the EC’s scientific commission on EMF), expand-
ing to increasing numbers of national commissions (see note below and notes 16 and
17), and also tighter relationships even with operators of the technologies using EMF,
in particular MMF (see note 18). A well-documented criticism of the conflicts of
interests compromising the initiatives of the ICNIRP-WHO-EC consortium — listing
cases where the founding principles of these bodies are flouted — was published by D.
Maisch (2006). Anyway, ICNIRP remains a private and fully autonomous body, and
as sanctions cannot be applied to this association — as was recognized by the UN
Secretary-General when responding to one of the many cases brought by associations,
private citizens and groups of scientists — since intervening to alter the static positions
of ICNIRP was not possible precisely because of its body’s private nature. Instead,
there are the cautionary positions held by other ‘independent’ committees, medical
associations and even the EEA and EP, to protect human health from the short-term
biological effects and the long-term effects (certainly not thermal in nature) of EMF —
these positions are highly critical of the ‘monopoly’ formed by ICNIRP, the WHO,
EC and their countless ‘ramifications’ (see note 7 and the main text).

WHO: the reader is referred to the ‘fact sheets’ published since 1998 regarding the
‘EMF Project’ launched by the WHO and co-funded by the electricity network oper-
ators and the mobile telephony companies. Leading the project until 2006 was M.
Repacholi, also emeritus president of the ICNIRP, member of various national scient-
ific committees and consultant to various electricity and mobile telephony companies,
as he himself has admitted to the Australian Senate and in a number of interviews. In
2006 E. van Deventer took over the position. See: Valberg et al. (2007), review
funded by the National Institute of Environmental Health Sciences and by the WHO,
despite Valberg having a senior role in a private energy company for which Repacholi
himself often acted as consultant (Gradient Corporation USA).

National scientific committees: the reader is referred to the reports of the Royal
Society of Canada (Krewski et al. 2001; the Independent Expert Group on Mobile
Phones (IEGMP 2000); the ‘Zmirou Report’ (2001); the reports of the UK National
Radiological Protection Board (NRPB 2004) and the most recent reports (Swedish
Radiation Protection Authority 2006; SCENIHR/EC 2007; Health Council of the
Netherlands 2007; Mobile Telecommunications and Health Research Programme
2007). All set out almost only the negative data, while the few positive results quoted,
among the many that exist, are considered ‘inadequate’ or ‘inadequate number of rep-
etitions’ or sometimes are even partially processed to make them appear ‘not signifi-
cant’. Furthermore, many of the members of these committees have clear conflicts of
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interests even though they declare that the funding received from the companies with
interests in the area concerned does not represent any conflict of interests.

From 1997 positions of caution have been presented at conferences putting forward
the need to minimize exposure, with drastic reduction in the limits adopted by
ICNIRP/WHOV/EC: for example, Rockville (‘Physical characteristics and possible bio-
logical effects of microwaves applied in wireless communication’ 1997); Vienna
(‘Possible biological and health effects of electromagnetic fields” 1998); Salzburg
(‘International conference on cell tower siting” 2000: www.land-sbg.gu.at/celltower);
Stockholm  (‘Workshop on electrosensitivity’ 2001: www.Feb.se/NEWS/
Program10927.pdf) In addition, the ‘STOA Report” by Hyland (2001); the ‘independ-
ent’ International Commission for the Electro-Magnetic Safety (ICEMS) funded in
Venice 2002; the influential Biolnitiative Report 2007 (see note 3), noted by bodies
including the EEA and the EP; and the extremely cautionary position of the Russian
National Committee on Non-lonizing Radiation Protection 2008. Many strongly ‘cau-
tionary’ appeals have also been published by doctors from various countries: Freiburg
2002; Helsinki 2005; Brussels 2007, Holland 2009. In particular there is the well-
known ‘Appeal from the Viennese Doctors’ 2007, with an attached ‘vademecum’ for
voluntarily limiting the risk from EMF exposure, plus a review of initiatives of
various European governments (France, Austria, Germany, Great Britain, Spain, Lux-
embourg) for minimizing the dissemination of new wireless technologies (Wi-Fi,
WiMAX) and for reducing exposure limits to RF.

OR (‘odds ratio’): the relationship between the number of sick (cases) in exposed and
non-exposed subjects. The OR is calculated on the basis of the ratio: exposed cases/
non-exposed cases X non-exposed controls (non-sick subjects)/exposed controls. A 95
percent CI (confidence interval): probability interval at 95 percent of OR. When OR
is above 1 and 95 percent CI does not include 1 (i.e., the whole 95 percent CI interval
lies above 1) means that in the exposed there is a statistically significant increase at 95
percent probability of falling ill. In the specific case, the values indicate that there is
95 percent probability that the risk of falling ill from leukemia (OR) in children who
lived exposed to 0.4 uT lies between 1.3 and 3.1 relative to that (OR=1) of children
who live exposed to below 0.1 uT, and that the most probable increase in risk is a
doubling (OR=2.0).

IARC is an international scientific organization which operates under the sponsorship
of the WHO. Tomatis and Huff warn that from 1994 IARC has witnessed a complete
overhaul of the criteria for evaluating carcinogenicity, with a wholesale devaluation
of the criteria underpinning identification of carcinogenic factors: (1) the criteria for
evaluating the carcinogenicity of an agent, based on study of the mechanisms of
action (biological effects, in particular genotoxic) are no longer applied; (2) the evid-
ence of carcinogenicity deriving from animal experimentation is undervalued; (3)
possible confounding factors of the scientific criteria aimed at primary prevention of
carcinogens in the workplace or at home are highlighted out of all proportion; (4) con-
sequently, epidemiological data are hardly ever conclusive; (5) there is a higher per-
centage (from less than 10 percent in the 1970s to over 30 percent in the 1990s) of
experts predisposed to favor the industrial interests, who are being invited by IARC
into the working groups (see, for instance, note 16). It follows that, according to
Tomatis and Huff, the IARC monographs have lost the authority and independence
they original had. This criticism can easily be leveled at the ELF/EMF monograph: in
fact, the IARC working group involved in the preparation of the IARC ELF/EMF
monograph (2002) included M. Repacholi, president of ICNIRP and coordinator of
the WHO’s EMF Project, funded by electricity network and mobile cell phone com-
panies (see note 6: ICNIRP and WHO); L. Kheifets, employee of Electric Power
Research Institute (EPRI), a private body which enjoys all US electricity company
research funding; J. Juutilainen, C. Blackman, D. McCormick, C. Porter, M. Mevis-
sen, J. Schuz — all participating also in the IARC 2011 RF/EMF panel (see note 16) —
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and R.D. Saunders and B. Veyret, all members of various national committees, but all
with conflicts of interests; and also representatives of major electricity companies: J.
Swanson (National Grid Company, UK); W.H. Bailey (Exponent, United States); V.
del Pizzo (CA EMF Program, USA).

A very important example, in view of the authority of the source, is report no. 238 of
June 2007 (‘Environmental health criteria 238: extremely low frequency fields’),
sponsored by the WHO, ICNIRP and the World Labor Organization. The report,
signed by the new head of the WHO’s EMF Project, E. van Deventer, was actually
put together in October 2005 by a working group whose members included scientists
with conflicts of interests (M. Repacholi, L. Kheifets, A. Ahlbom, C. Johansen, J. Juu-
tilainen, R. Matthes, E. Van Rongen, P. Vecchia). Furthermore, it was prepared — in
clear conflict with WHO and ICNIRP principles — in the presence and with the contri-
bution of ‘observers’ from electricity companies of the United States (APRI), United
Kingdom (National Grid Transco), Canada (Hydro-Quebec), France (EDF Gaz),
Japan (Japan NUS Co.) and Brazil (Electric Energy Research Center). The report
notes that there is no justification whatsoever for application of the Precautionary
Principle to ELF/EMF: there is a lack of clear evidence of either long-term effects
(even childhood leukemias) or acute non-thermal effects. Consequently, a single limit
is applied of 100 uT to give protection from ‘clearly documented’ effects, i.e., only
short-term biological thermal effects!

It is beyond the scope of this chapter to give an overview of the workings of the mag-
istracy of other countries. It might be useful to offer a comparison limited to the very
contrasting positions of the Italian magistracy and that of the United States: reference
is made to the paper by Prof. E. Al Mureden (2010). In the United States it is an abso-
lutely unbroken rule that any manufacturer not observing the norms is responsible,
while manufacturers who do observe them are never responsible. For this reason,
there can never be compensation for damage arising despite full observance of the
norm — including exposure limits set by law. Health protection is assured in the
United States through the judgment of administrative agencies, who have been con-
ferred powers to draw up rules and regulations. In fact, the Food and Drugs Adminis-
tration (FDA) has the role both of assessing risks, costs and benefits associated with
the commercialization of goods and technologies (risk management), including those
products using and emitting EMF (risk assessment), and also of drawing up the regu-
lations designed to protect users’ health. The ‘technical regulations’ approved by the
FDA at once are the absolute reference point for justifying any sanctions imposed by
the FDA itself, and also give legal backing to the decisions whereby the civil judge
demands the employer or insurance body to pay compensation commensurate with
the level of resulting invalidity and, when appropriate, also punitive damages.
However, even considering the problem of compensation, reference must necessarily
be made to the prescriptions of the FDA, since otherwise application of the norms
regarding civil liability would prove misguided. Concerning atmospheric pollution,
too, American environmental legislation has almost always chosen to grant wide dis-
cretionary powers to the Environmental Protection Agency (EPA) for setting pollu-
tion safety levels. The EPA is required to set the national standards of environment
quality at levels ‘appropriate for protecting public health’ — the wording here is vague,
which in practice means that the EPA has broad discretionary powers in setting air-
quality control levels. However, a decision of the American Appeal Court has pointed
out two areas to clarify: (1) what criteria the EPA should adhere to in setting air-
quality control levels; and (2) (of greater resonance) what are the best ways of moni-
toring the EPA’s discretionary powers. In the case brought by the American Trucking
Association Inc. versus United States EPA (1999 Westlaw 300618), the Court main-
tained that the EPA did not base its decisions on any clearly set out principles when
considering the principles in terms of criteria used for setting quality levels, and that
there should be clear guidelines for monitoring the EPA’s powers. According to the
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Court, a well-founded reasoning must be provided either by the statute drawn up by
Congress, or by the EPA itself. Since the statute is set out in general terms (‘appropri-
ate for protecting public health’), the Court’s view is that the EPA is best positioned
to give this reasoning. This decision deserves close examination, because it highlights
an important aspect of environmental law, i.e., how wide does the law allow the dis-
cretionary powers of public agencies such as the EPA to be? In fact, American law
has for a long time (since 1930) accepted the principle that Congress can authorize the
public agencies — through a rather generalized legislation — to take responsibility for
specific issues.

The Italian legal system — as clearly seen from the cases noted above — takes the
extreme opposite position: once an activity has been classified as ‘dangerous’, there is
a tendency for the absolutory proof to be considered as never obtained, and the
employer or body responsible for monitoring of harmful technologies can only try to
demonstrate that all suitable means of preventing the harm have been adopted.
Instead, the performer of the dangerous activity has to attempt to undermine
‘upstream’ the categorization as dangerous, or else demonstrate that the case in ques-
tion is coincidental — this is because once a technology is included among those
labeled as harmful, the responsibility for it becomes an automatic consequence of
demonstration of the harm caused (see also note 14, in the reference to the sentence
regarding the damage (tumor) caused by radiation emitted by MPs).

The editorial of Cardis and Sadetzki (2011) leaves little doubt about the relevance of
their criticisms, which we documented in Levis et al. (2012a). Within the 17 Inter-
phone studies: (1) less than 5 percent of total cases had completed at least ten years
of latency or continued cell phone use, which means that over 95 percent had a
totally inadequate exposure time — since in most of the tumors examined the latency
is high (10-30 years), this is a factor giving rise to ‘dilution’ of risk. The percentage
of cases or controls exposed for at least ten years within the 17 Interphone studies is
0 percent in four studies, less than 5 percent in four studies, less than 10 percent in
five studies, not even given in one study; Hardell documents 18 percent of cases with
exposure to MPs of at least ten years. (2) The failure to identify the ipsilateral
tumors, arising on the side of the head habitually used for calls, mainly in the tempo-
ral lobe which is exposed to 97-99 percent of the radiation emitted during phone use,
with consequent further ‘dilution’ of risk due to the detection of tumors on the whole
brain mass, for the most part not exposed to radiation — within the 17 Interphone
studies only 2 percent of total cases of ipsilateral tumors were actually exposed for at
least ten years; Hardell reports 16 percent of his total cases with ipsilateral tumors,
some of which involved exposure for an overall total time or latency of 15 years. (3)
The Interphone protocol defines ‘exposed’ subjects as having used a cell phone ‘at
least once a week for at least six months’ (which means almost never!). Therefore,
even if a risk exists, it is ‘diluted’ because of the dominance, in the sample exam-
ined, of subjects exposed too little or not at all: the average daily use of cell phones
in subjects considered ‘exposed’ by Interphone is just 2—5 minutes per day, often for
less than five years. These data obviously are barely significant relative to today’s
intensive use of cell phones, especially by those who use them for work purposes; in
Hardell’s studies, MP use is reported to be over 1,000 hours for 194 cases and over
2,000 hours for 85 cases, so that the average daily use of MPs ranges from over 16 to
just over 32 minutes per day for at least ten years. (4) In the Interphone studies, par-
ticipation in the epidemiological study of cases or controls is low: less than 50
percent in three studies, less than 60 percent in five studies, less than 70 percent in
five studies; in Hardell’s studies, participation is always very high (85-90 percent)
for both cases and controls. (5) The reduced participation in the study by the non-
mobile users initially selected — in particular, controls who are not affected by
tumors, naturally less interested in the aims of the research than regular users, espe-
cially cases affected by tumors — represents a further factor of ‘dilution’ of risk



258 A.G. Levis et al.

13

14

estimates (see note 8). This ‘selection bias’ is recognized by the Interphone authors
themselves, but in their view it does not cause reduction in risk estimated by more
than 10 percent, which is true for the overall Interphone data, but in some studies
this bias alone can result in a more significant reduction in risk assessment; more
than 15 percent in two studies, more than 25 percent in three studies, and even more
than 30 percent in two studies; in Hardell’s studies the percentage participation is
basically equivalent for the exposed and non-exposed cases and controls.

(1) The Interphone protocol considers cordless phone users as not exposed, while it is
documented that the radiation emitted by cordless can even exceed the intensity of a
cell phone, so much so that Hardell records significant increases in the risk of menin-
giomas and acoustic nerve neuromas also in people using only cordless. (2) The Inter-
phone study fails to consider other types of malignant and benign head tumor, except
gliomas, meningiomas, neuromas and parotid gland tumors; in Hardell’s studies,
increased risks in MP users also involve other types of head tumor, which are con-
sidered separately. (3) The risk values of head tumors in three of the Interphone
studies even fall off with increased duration of exposure to cell phones and/or latency
time; in Hardell’s studies, the trend for risk as a function of time of MP use is statisti-
cally significant and the combined use of various types of MP raises the risk of devel-
oping head tumors. (4) In the Interphone study the combination of these factors leads
to strong under-estimation of the risk, showing that the majority of risk values are
below 1, often statistically significant: in the 17 Interphone studies, out of 1,084 risk
values different from 1, 76 percent are below 1 and only 24 percent are above 1. The
prevalence of OR values below 1 is extremely unusual in most of these studies: 100
percent in one study, more than 90 percent in two studies, more than 80 percent in
five studies, more than 70 percent in three studies, and the probability of this asym-
metric distribution of risk values — which seems to indicate a protective effect — being
chance is very low in six of these studies, while in another six studies, as in the overall
data, is practically zero; in Hardell’s studies, over 90 percent of the risk values are
above 1, of which 41 percent are statistically significant, and the probability of this
asymmetric distribution — indicating a carcinogenic effect of MP use — being due to
chance is almost zero.

The association is found and well documented in 2007 by the Italian Association of
Medical Oncologists, with specific reference to Hardell’s data, emphasized in his
monograph Guidelines for Brain Tumors (www.aiom.it), which established ‘a doub-
ling of the risk of brain gliomas and acoustic neuromas among long-term (at least 10
years) users of cellular and cordless phones’, recommending ‘caution in the use of
mobile phones’. Recently, even a judgment (614/2009) of the Appeal Court, Labor
Section of Brescia, Italy recognized for the first time the association between MP use
and increased risk of head tumors. The case was a neurinoma of the trigeminal nerve
on the left side of the head in a subject having been exposed for more than ten years
and more than 15,000 hours on analog and digital cellular and cordless phones. This
subject was involved professionally in customer services for his employer; he was
right-handed and, during MP calls, used his right hand for making notes and the left
hand for holding the MPs. As a result, this tumor was ipsilateral as are most of those
Hardell identified. This case therefore concerned a personal situation where the
experts — including one of us (Angelo Gino Levis) — evaluated the pathology as a
probable consequence of a causal link, even if weak, to the subject’s exposure to MPs.
This carried weight in the decision of the Court, which recognized that there was a
link of causality, or at least of a contributing cause, in the sense that exposure in the
workplace to wireless radiation from MPs contributed to the malignant pathology.
This led in turn to the recognition of and compensation for the suffering of a physical
impairment, which in the present case was evaluated at 80 percent. There are two
particularly interesting aspects of this sentence: (1) until 2008, non-ionizing EMF was
included in the ‘tables of professional diseases’ and for any employment involving
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possibility of exposure this covered an indemnity of unlimited duration for appear-
ance of tumors. Certification of tumor and demonstration of there having been expo-
sure to EMF radiation during work would therefore have been sufficient for the
Istituto Nazionale per 1’Assistenza sugli Infortuni Lavorativi (INAIL, national body
aiding workplace incident sufferers) — or the labor tribunal in the case of a legal
hearing — to confirm payment of compensation. Through decree of 9 April 2008 of the
Italian Ministry of Labor and Social Welfare, non-ionizing EMF were removed from
the tables of workplace diseases. However, through a deliberation of the Italian Con-
stitutional Court (no. 179 of 18 February 1988), welfare care was extended to include
pathologies that, while omitted from the tables, were traceable to exposure in the
workplace; here though, the worker has responsibility for demonstrating the cause—
effect relationship. The person involved in fact has to show with reasonable certainty
that the pathology has arisen through workplace exposure, and that there is therefore a
high probability that the pathology in question has a workplace origin — Cassazione
Penale (penal instance) no. 11087 of 15 May 2007. The case cited here is the first in
which a Labor Court has recognized this causal link for workplace exposure to EMF,
despite this being omitted from the tables of workplace illnesses/diseases. (2) The
literature gives wide documentation of increased risk of acoustic neuromas in long-
term users of MPs (see above), while there is complete absence of cases showing cor-
relation between exposure to MPs and increase in tumors of other cranial nerves, in
particular the trigeminal. In this case, recognition of workplace disease is based on the
fact, documented by consultants, that the acoustic nerve and the trigeminal nerve both
originate in the same well-defined, limited area of the endocranial volume, clearly
irradiated during the use of MPs. Instead, attempts have failed in the United States to
have manufacturers held responsible in cases where cell phones caused tumors
because of a lack of convincing demonstration of the existence of a causal link
between the harm caused and the use of the cell phone (see Motorola v. Ward, 1996,
and for a more updated overview see Capriotti 2002). In a more recent case (Murray
v. Motorola, 2009), it is clearly stated that the cell phone conformity to the technical
standards for commercialization, set by the FDA in accordance with the Federal Com-
munications Commission, categorically excludes the possibility of recognizing such
products as defective, thus refusing to recognize the responsibility of the manufac-
turer in the case that this is harmful to the user’s health (including where the harm is
severe).

The Hardell group was always supported only by grants from public bodies, whereas
the Interphone-related studies received funding through the Quality of Life and Man-
agement of Living Resources program of the EU and the International Union Against
Cancer, but the latter received funding for the Interphone studies from the Mobile
Manufacturers Forum (MMF, see note 18) and the Global System for Mobile Com-
munication Association (GSMA) (IARC 2010). In addition to the above funds, several
authors participating in the Interphone study received further funding from their
national MP companies (five studies) or other private companies (three studies), such
that a substantial portion of the Interphone funding came from the cell phone industry.
Furthermore, other negative studies have been supported by the cell phone industry:
two studies were funded by the Cellular Industry Telecommunications Association
via the Wireless Technology Research, while another was funded by TeleDanmark
Mobil, Sonofon and the International Epidemiology Institute — a private company
operating as a cell phone industry advisor — and one by Motorola. Nevertheless, of the
17 authors of the Interphone studies, ten do not make any declaration about conflict of
interests, three state ‘conflict of interests: none declared’ (it is not clear whether this is
from the authors or from the editor), while four declare ‘conflicts of interests: none’
(Levis et al. 2011).

This is precisely the picture found today as regards assessment of risks correlated to
the use of MPs, and more generally to residential and occupational exposure to EMF,
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given that the ‘confusion’ arising from the production of experimental and epidemio-
logical data and their interpretation (open to scientific discussion) is fueled by the
support given to this interpretation by the extraordinary web of some authors’ involve-
ment in the agencies working in these areas, who receive financial support from the
mobile telephony companies. In just one example, Prof. Anders Ahlbom, a figure of
leading authority in the Interphone ‘team’ — set up and monitored by IARC and the
EU — plays major roles in ICNIRP, SCENIHR/EC, the Swedish Radiation Protection
Agency and in the WHO’s EMF Project. Recently (May 2011), Prof. W. Mosgoeller,
past president of ICEMS (see note 7) disclosed that Ahlbom is the co-founder of
‘Gunnar Ahlbom AB’, a Brussels-based lobby firm aiming to assist the telecom indus-
try on EU regulations, public affairs and corporate communications. He created the
lobby firm in 2010 together with his brother and sister-in-law. His brother, Gunnar
Ahlbom, has been a telecom lobbyist in Brussels for the leading Swedish mobile
phone operator TeliaSonera, among others, since the early 1990s, and was already
active in this field in 1998 when Prof. Ahlbom participated in the setting of the con-
troversial ICNIRP standards on non-ionizing radiation from different sources (see
note 5). Ahlbom, professor in epidemiology at the Karolinska Institute in Sweden, is
one of the leading and most influential international experts on evaluation of health
risks with mobile telephony. He led an important expert evaluation for the European
Commission in 2007 (Possible effects of electromagnetic fields on human health) and
participated in a new expert report (SCENIHR, see note 6) to the European Commis-
sion in 2009. He has chaired every single expert investigation about possible health
risks with mobile telephony and electromagnetic fields carried out in Sweden during
2003-2011 for the Swedish Radiation Protection Authority and the Swedish Council
for Working Life and Social Research. Ahlbom has never mentioned his brother’s
work as a lobbyist for the concerned industry in his declarations of interest. Neither
has he mentioned his interest in the ‘Gunnar Ahlbom AB’ mobile phone lobby firm.
Ahlbom was appointed to chair the IARC epidemiology expert evaluation about
cancer risks of mobile telephony on 24-31 May 2011. The evaluation aimed to serve
as a guideline on cancer risk assessment of the mobile telephony for many years
ahead. The result of the review is of utmost importance to the mobile phone industry,
which sent three ‘invited observers’ to the meeting: Mays Swicord, CTIA (the wire-
less association), Joe Elder, the Mobile Manufacturers Forum (MMF) and Jack
Rowley, the GSMA (see note 15). The members of the IARC scientific committee
had to submit a declaration of interest, and the IARC had already barred one scientist
from the committee: Dr. Alexander Lerchl from the German Radiation Protection
Board, who has been questioned regarding his relations to the German mobile phone
industry, and was finally not accepted onto the committee as ‘an IARC Monograph is
an exercise that demands complete independence from all commercial interests, and
from advocates who might be perceived as advancing a pre-conceived position’. On
22-23 May 2011 Microwave News (www.microwavenews.com) communicated that:
‘TARC told Ahlbom that he could still come, but only as an invited expert’. The key
difference is that invited experts cannot vote on how to categorize RF radiation — say
as possible or probable carcinogen. Ahlbom decided that he did not want to attend
under those restrictions; therefore, in the IARC Monograph Working Group Member
list, Ahlbom was quoted as an ‘invited specialist (withdrew)’. The decision taken on
31 May 2011 by the IARC expert group on the evaluation of cancer risks produced by
EMF/RF - including the emissions by MPs — was to allocate these agents in the 2B
group as ‘possible carcinogenic agents for man’ (www.thelancet.com/oncology pub-
lished online 22 June 2011). This decision is the same as that taken by IARC in 2001
for the ELF/EMF, unchanged despite the greatly increased amount of evidence for
short- and long-term risks for human health produced by ELF/EMF that has accumu-
lated since then. The reasons for such an ultra-conservative position by the IARC—
WHO and other international scientific organizations was pointed out back in 1994 by
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Tomatis and Huff (see notes 9 and 10), and there is no doubt that the same should be
applied to the evaluation of the risks produced by RF/EMF and mobile phone emis-
sions. In fact, in addition to the five members of the IARC panel on RF who declared
to have conflict of interests, more than ten others members of the 30 making up the
working group had conflicts, but did not declare them. Moreover, just a few days
before the IARC began its evaluation of the cancer risks associated with RF radiation,
French national TV accused one member of the IARC panel of trying to suppress a
study indicating a health risk from cell phone use. A minority opinion was expressed
by a small group of IARC panel members (Microwave News, 3 May 2011): ‘Our con-
clusion means that there could be some risk, and therefore we need to keep a close
watch for a link between cell phone and cancer risk’ noted Jonathan Samet, who
served as Chairman of the IARC panel on RF. Rodolfo Saracci, who also participated
in the IARC panel, concluded his critical analysis of the Interphone data (Saracci
2011), stating that the ‘Interphone, like other observational studies, may conceal an
elevated risk under the appearance of consistently reduced risk’. Also, the Swedish
Radiation Protection Agency issued a press release announcing that it was taking the
Ahlbom affair very seriously and investigating whether it might affect Ahlbom’s role
as chairman of its own expert group, which issues an annual review of new EMF/RF
research (see notes 6 and 17). As a consequence, Ahlbom was invited to resign as
chairman of the agency, since he had also been a member of the Swedish Tobacco
Company’s Medical Research Council for a number of years. In addition, the Chair of
the EU/SCENIHR working group informed the Committee that Ahlbom declared an
interest view of his affiliations (http://ec.europa.eu/health/ph risk/committees/04
schenihr/does/schenihr mi_014.pdf). Two other members of the SCENIHR working
group, D. Mattson and L. Hillert, are at the same time members of the mobile phone
company TeliaSonera’s scientific council (http://ollejohansen.adante.se/olle-andras-
bra-saker-htm), whereas J. Schuz, who was a member of the IARC ELF and RF/EMF
monograph working groups and who was recently elected president of the interna-
tional Bioelectromagnetic Society, received industry funding from the Electric Power
Research Institute as well as from the mobile phone industry through the EC Inter-
phone, Cefalo and Cosmos Projects and, in addition, has consulted for an Austrian
mobile phone advisory group that received funding from the Telecom companies
(www.microwavenews.com, 9 June 2011). There is therefore an urgent need to review
and reconsider the reports on RF health effects to the EU Commission produced by
the ICNIRP and SCENIHR working groups under the chairmanship of Ahlbom and
other experts with conflicts of interests.

This is taken from NRPB (2004), Sienkiewicz and Kowalczuk (2005), Ahlbom et al.
(2004), European Commission and SCENIHR (2007; 2009) , Swedish Radiation Pro-
tection Authority (2006), Health Council of the Netherlands (2007), Italy’s Upper
Health Institute with the reports of S. Lagorio, P. Vecchia and A. Polichetti at confer-
ences organized by the ‘Consorzio Elettra 2000° and in the document on the ‘Progetto
Camelet’, promoted and funded by the Italian Health Ministry. Other national agen-
cies and commissions have been found to be compromised by conflicts of interests
which have influenced assessment of the health risks resulting from exposure to EMF:
(1) the Zmirou Commission, set up in 2001 by the French General Directorate for
Health: in 2005, following the resignation of Prof. Zmirou (who, along with the other
members, declared himself free from conflict of interests), successor Prof. Paillotin
declared to the French Senate that the conclusions of the Commission (mobile teleph-
ony was harmless) should be considered invalid. In 2006, inquiries of the French
Social Affairs and Environment General Inspectorate revealed ‘inadequacies, irregu-
larities and links between some members of the commission and the mobile telephony
operators’. (2) the Royal Society of Canada produced a document held secret for a
long time (‘Report of the panel monitoring Ontario Hydro’s electromagnetic fields
risk assessment program. A panel report prepared at the request of the Royal Society
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of Canada for Ontario Hydro’): this reveals that the reassuring views about EMF
emissions are compromised by the interests of private companies involved in the
development and management of the technologies concerned (Hydro-Quebec and
Gradient Corporation). (3) There are conflicts of interests compromising WHO and
ICNIRP — these are extremely serious, resulting in targeted choices of falsely reassur-
ing data on the effects of EMF on human health. In fact, at least 50 percent of the
funds for the WHO’s EMF Project — which up to mid-2006 cost over $250 million —
come from electricity companies and mobile telephony operators: some of these funds
($150,000 for mobile telephony alone) are collected by the MMF and sent to the
Royal Adelaide Hospital in Australia (where Repacholi is based) and then transferred
to the WHO. Since 2006 Repacholi has no longer led the WHO’s EMF Project, but
has remained as emeritus president of the ICNIRP, and was taken on as a consultant
by several industries, including two American electricity companies (Connecticut
Light and Powers Co. and United Illuminating Co.) to bolster support against the
Connecticut Department of Public Health’s initiative to lower the ELF/EMF exposure
limits. These actions all conflict with the founding principles of the two organizations;
the WHO in fact ‘does not allow industries to participate in either setting the stand-
ards or in assessment of risks to human health’. According to the WHO,

the working groups established to set the standards may not contain industry rep-
resentatives. The WHO working groups may not include anyone who has or is
subject to any influence that is favorable to a given industry, in particular where
assessing the effects on human health of the products of this same industry is
concerned.

According to ICNIRP,

all members of the commission are independent experts’ and ‘they are often
reminded that they must declare any interests that could compromise the princi-
ples of the statute of ICNIRP, as an independent consultation group. ICNIRP does
not accept any funding from industry.

The reader is also referred to note 10 concerning report no. 238/2007 sponsored by
the WHO and ICNIRP. Even though Repacholi is no longer ICNIRP president or the
WHO’s EMF Project leader, the workings of these two organizations has not changed:
his successors, P. Vecchia (ICNIRP) and E. van Deventer (WHO’s EMF Project) con-
tinue their links with the producers and operators of electricity and wireless technolo-
gies, in particular mobile telephony.

18 The aims of the MMF are set out on the website www.mmfai.org:

The MMF is an international association of telecommunications equipment manu-
facturers with an interest in mobile or wireless communications. Established in
1998, the association’s mission is to facilitate joint funding of key research projects
and cooperation on standards, regulatory issues and communications concerning
the safety of wireless technology, accessibility and environmental issues. The
MMF ... is currently active in more than 30 countries, as well as supporting an
extensive international research program. The MMEF’s goal in research is to
promote the highest quality independent research that furnishes relevant data for
the development of sound public policy. MMF funds research addressing import-
ant scientific questions. To achieve this, the MMF has responded to the research
recommendations of the WHO’s EMF Project and has coordinated its global activ-
ities to correspond with these recommendations. Only by enhancing the existing
scientific database relating to RF/EMF will it be possible to perform an independ-
ent health risk assessment recognized by the scientific community as well as by
government and statutory bodies. ... The MMF coordinates its inputs and contrib-
utes relevant expertise within standards-setting processes. The MMF commissions
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quality research in support of standards. The MMF’s regulatory activities are
focused on developing and presenting the views of the mobile industry to regula-
tory agencies and authorities in a globally coordinated manner. The MMF also
responds to requests for information, or assistance, by national and international
bodies in relation to the safety of wireless technology, accessibility and environ-
mental issues.... The MMF supports national trade associations by providing a
source of information that is based on the pooled resources and networks of our
member companies.

Members of the MMF include many prestigious bodies and agencies: The MMF has
links with some of the major international agencies overseeing the protection of health
from the effects of EMF (WHO, EU, IARC, International Union Against Cancer,
Health Council of the Netherlands, Swedish Radiation Protection Authority, Norwe-
gian Radiation Protection Authority, UK Health Protection Agency, UK Independent
Expert Group on Mobile Phones). This pool of mobile telephony industries distributes
a series of information leaflets to disseminate serious and targeted misinformation,
supporting an absence of risk from use of MPs, the pointlessness of taking precaution-
ary measures even for babies, the inappropriateness of modifying the exposure limits
set by ICNIRP and the need to reassure public opinion.

This recommendation sits well with the scientific committees that have overseen the
Interphone project (see the section “Mobile phones and head tumors’) and all the other
programs on EMF launched by the EU and co-funded by the mobile telephony com-
panies (see the section ‘Funding for EU programs’).

It has been known since 2004 that no insurance company in the world is prepared to
insure businesses that manufacture cell phones since they refuse to take on the risk
that a user or his heirs sue for damages (see La Nazione of 29 January 2004, which
reproduces a news item published on the front page of the Suddeutsche Zeitung, one
of Germany’s most authoritative newspapers). Instead, it is little known that, from
2010, even cell phone manufacturers have begun to include warnings in their accom-
panying instructions about possible risks to health that these devices could cause.
Consider, for instance, the easily overlooked few lines of legalese found in the safety
manual for Apple’s iPhone4:

When using iPhone near your body for voice calls or for wireless data transmis-
sion over a cellular network, keep iPhone at least 15 mm away from the body, and
only use carrying cases, belt clips, or holders that do not have metal parts and that
maintain at least 15 mm separation between iPhone and the body.

Similar warnings against carrying cell and smart phones in a tight pocket close to the
body are found throughout the industry. The safety manual for Research in Motion’s
Blackberry 9000 phone tells users that: ‘[they] may violate Federal Communications
Commission guidelines for radio-frequency energy exposure by carrying the phone
outside a holster and within 2.5 cm of [their] body’. In addition, the safety manual of
the Motorola W180 phone tells users to ‘always keep the active device 2.54 cm (one
full inch) away from [their] body, if not using a company-approved clip, holder,
holster, case or body harness’. Clearly, cell phone manufacturers apply the Precau-
tionary Principle in order to cover themselves legally, since they are aware that long-
term use exceeding the standards could lead to serious adverse effects. Even more
clear are the recommendations in the ‘Safety and Product Information” of the Black-
Berry Curve 8520 Smartphone (www.blackberry.com/docs/smartphones). It states
that

to reduce radiofrequency exposure: 1) use the BlackBerry device in areas where
there is a strong wireless signal ... a reduced signal display, which might occur in
areas such as an underground parking structure or if you are travelling by train or
car, might indicate increased power output from your BlackBerry device as it
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attempts to connect to a weak signal; 2) use hands-free operation if it is available
and keep the BlackBerry device at least 25mm from your body (including the
abdomen of pregnant women and the lower abdomen of teenagers) when the
Blackberry device is turned on and connected to the wireless network; 3) reduce
the amount of time spent on calls.

21 To this aim D.A. Carpenter (2010) concludes his review, stating that:

The benefits to society derived from electricity and wireless communications are
significant, and certainly none of us is willing to return to the pre-electric age.
However it is imperative that society at least acknowledges the disparities between
current standards and current evidence of adverse health effects. Rigid and sudden
imposition of the standards we propose is certainly unrealistic at the present time,
but these levels are appropriate goals that could at least be approached by a com-
bination of development of new technology and voluntary changes in behavior.
Application of the Precautionary Principle is appropriate under the circumstances
where there is a demonstrated elevation in rates of serious diseases in humans fol-
lowing elevated EMF exposure, but has many unanswered questions as to mech-
anisms responsible. We need additional research, of course, and much better
exposure assessment. The evidence that we have at present is too convincing to be
ignored. Our national and international standards are obsolete, and ignore evid-
ence reported by many different investigations. The lack of certainty with regard
to mechanisms and animal models is no reason to ignore studies of human health.
Similar lack of certainty regarding mechanisms also exists for some chemicals,
yet precautionary measures are commonly taken to reduce exposure. We need the
electric and communications industries to be proactive in developing products that
can be used with reduced exposures. We need governments and international
organizations to set standards that are based on the evidence of whether there are
hazards to humans, not on a hypothesis that is not credible based on the evidence
from animal and cellular studies. Most importantly, we need individuals to under-
stand that personal decisions will significantly impact the level to which they are
exposed to both ELF and RF EMFs.

22 The ‘healthy worker effect’ is regularly produced in cohort studies when workers are
wrongly compared to the unselected general population instead of a proper control
group (non-exposed and healthy selected workers). Consequently, the worker popula-
tion exhibits overall lower death (or morbidity) rates than those of the general popula-
tion due to the fact that the severely ill and disabled are ordinarily excluded from
employment.
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12 A crisis of freedom

Michele Cangiani

[T]he tenant said ... ‘It’s not like lightning or earthquakes. We’ve got a bad thing
made by men, and by God that’s something we can change.’
(Steinbeck, The Grapes of Wrath, p. 39)

A democratic deficit affects both the institutions regulating international eco-
nomies and the European Union’s governance and strategies. At the level of single
states, democratic representation tends to be by-passed or undermined by the so-
called ‘privatization of politics’. Together with the economic crisis starting in
2007-2008, a deep crisis of democracy seems to be the outcome of three decades
of neoliberal policies. This topic is examined after an introductory analysis — in the
section that follows — of a case in which economic and political aspects of the
crisis are clearly intertwined. The combination of economic uneasiness with the
decay of democracy seriously reduces the ‘capabilities’ of the great majority of
people, and thereby, according to Amartya Sen, their ‘substantive freedoms’ (Sen
1999a; 1999b). The final section turns to the holistic, open-system and normative
approach that has marked the radical ‘institutional’ economic theory in order to
raise the issue of positive freedom as an issue concerning society as a whole. On
one hand, in Charles Lindblom’s words (2001: 190), ‘people are not free’ if they
are excluded from important collective choices they are concerned with. On the
other, in Karl Polanyi’s words (1977: xliii), the very survival of human society
depends on its ‘freedom of creative adjustment’. The crisis gives us at least the
opportunity to grasp the gravity and urgency of this issue.

An Italian case?

In June 2010 the workers of the Fiat plant located in Pomigliano d’Arco (Napoli)
were asked to accept a new agreement designed by the management; otherwise,
they would lose their jobs. In the referendum which was held, over 38 percent of
the voters did not accept the agreement, while being aware that they were risking
unemployment. The fact that this percentage has been considered surprisingly
high is itself a symptom that voting was not, in this case, an expression of
freedom and democracy, but a fictitious alternative submitted to blackmailed
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people. The old argument that links the free market to human liberty shows once
more to be a fallacious inference: the evidence suggests that the lack of freedom
in the actual structure and working of the market affects in a negative manner
the amount of freedom society enjoys. The real free market compels (and there-
fore justifies) the imposition by Fiat of harder and harder conditions on its
employees. On one hand, the basic features of neoliberal market globalization
are the concentration of capital, the fragmentation of laboring classes and the
devalorization of labor power; on the other, the automobile world market is pres-
ently saddled with an overcapacity of 35—40 percent. Both tendencies are obvi-
ously made worse by the crisis, and reinforce each other.

Planning, according to Karl Marx (Capital, ch. 5, § 1), characterizes human
activity: as he says, it distinguishes the architect’s work from the bee’s. Thus
human liberty realizes itself in the historical process in which human beings
change themselves and, at the same time, their social and natural environment.
Planning, Karl W. Kapp points out (1950b: 30), is to be considered in general as
‘a prerequisite and an essential element of rational conduct’, and requires ‘valua-
tion and choice’. Economic behavior does consist of valuation and choices, and
therefore in planning. The problem is who chooses, what are his aims and what
is the weight of his choice in comparison to choices of other actors. In fact, the
freedom and scope of choosing and evaluating, and thence freedom fout court,
are unequally distributed. Fiat workers are free to risk unemployment by voting
‘no’. Fiat is free to squeeze its workers and load on them the pressure of
competition.

Moreover, not only is freedom of choice unequally distributed, but the same
institutional organization that produces inequality — unequal income, unequal
‘capabilities’, unequal power to choose — also defines the constraints that limit
both choices and the evaluation of their effects for the social system as a whole.
This issue is typical of the ‘evolutionary’ approach characterizing Thorstein
Veblen’s reflection and the radical tendency of institutional economics. The
ground of survival ‘in the competitive pecuniary struggle’, Veblen points out
(1901: 299), “is fitness for pecuniary gain, not fitness for serviceability at large’.
The crisis makes the constraint of ‘pecuniary gain’ tighter, and its opposition to
‘serviceability’ deeper and evident, thereby provoking opposed reactions: some
claim out loud the need to question that constraint, while the defenders of the
market system are willing to employ any means to preserve what they call
‘market freedom’, even illiberal means, including war.

Polish workers of the Fiat factory of Tychy sent their Italian colleagues a
letter (http://libcom.org/news/letter-fiat-14062010) recalling that a similar altern-
ative was imposed on them some years ago; work must be intensified in order to
avoid production moving away. The results surpassed expectations, but only 40
percent of the promised productivity bonus was paid, and the threat to displace
new investments to Italy or elsewhere did not vanish.

The new Pomigliano agreement includes intensification of labor, compulsory
rotating shifts and overtime work, flexibility and reduction of break-times. In the
document Fiat handed over to the trade unions at the end of May 2010, 19 of 36
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pages are dedicated to organizational methods, improved by innovations of Japa-
nese origin called World Class Manufacturing, allowing for both the production
of different models of cars in the same line and tighter computerized control in
order to minimize waste — first, waste of labor time. Full involvement of the
workers is the unavoidable precondition for those innovations, which are pre-
sented as environment-friendly and aimed at increasing safety and eliminating
defects, inventory and breakdowns. The only trade union resisting the agreement
(FIOM, Federazione Impiegati Operai Metallurgici) was willing to discuss all
this, but not further requests, such as wage reductions in case of illness or leave
for union activities, and the option to dismiss workers who went on strike against
the agreement. The right to strike would then be subject to constraints, while
Article 40 of the Italian Constitution states that this can be done only by the law.
On the whole, the requests made by Fiat tend to jeopardize the rights conquered
by workers in the 1960s and confirmed by law no. 300 of 1970, named ‘Statuto
dei lavoratori’ (the Workers’ Statute). This law, which is still in force, protects
workers’ individual freedom, dignity and safety, and their right of free associ-
ation and representation.

The events of the following months have confirmed that Fiat aims at derogat-
ing from collective agreements, in spite of their legal validity, in view of putting
general collective bargaining aside. Furthermore, any autonomous labor union
that would not restrict itself to complying with the management’s guidelines
should be defeated and possibly eliminated. In fact, in the agreement of January
2011 concerning the Fiat plant of Mirafiori in Turin a conventio ad escludendum
was added: unions refusing to sign cannot propose their own candidates at the
election of union representatives. This time, more than 45 percent of employees
voted against the agreement.

Comments on the Pomigliano agreement have focused on the following
issues: (1) it is a turning point in the history of industrial relations, implying
heavy, general and lasting consequences in the future. In particular, trade unions
are losing, together with a lot of their freedom, the remains of their social func-
tion and political relevance. However, the agreement appears to be innovative
only within the Italian and European context. In fact, Fiat is itself reaping the
fruits of its long-lasting global experience. The cost-cutting deal of April 2009
with the United Auto Workers and the Canadian Auto Workers (CAW), con-
cerning Chrysler factories, contained even more severe conditions than those
imposed on Pomigliano workers. The US government, in view of its financial
aid, was involved in the deal, as well as Fiat, in view of its alliance with Chrys-
ler. On that occasion, the CAW President Ken Lewenza said that the agreement
was making labor costs competitive with non-unionized Toyota plants in
Canada.

(2) High automation reduces the cost of labor to 67 percent of the total cost
in factories directly managed by automobile corporations. But it is precisely the
increase in the organic composition of capital that requires: (a) a tighter control
of labor power in order to keep machines working regularly and continuously;
and (b) an augmented exploitation of labor, mostly but not only through
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outsourcing and delocalization. Moreover, the enhancement of competition —
more precisely, of the oligopolistic struggle — on a world scale makes any
minimal cost variation relevant. For all these reasons, enterprises are interested
in acquiring more and even absolute power in industrial relations. Thus the
agreement imposed by Fiat also has a path-breaking function: it shows the tend-
ency of labor policy on the world scale ‘without veils’ (Gallino 2010: 7). Gener-
ally speaking, the current crisis, within which the episode of Pomigliano is
meaningfully located, has revealed the true face of ‘globalization’, beyond the
rhetoric of competition and growth. Social costs caused by over-accumulation
are shifted to workers and the whole of society. States are induced to compete
with each other for new industrial plants by offering corporations direct and indi-
rect subsidies and low taxation. Moreover, there is by now abundant evidence
that social costs, as Kapp maintains (1950a), are not simply shifted, but are sys-
tematically produced by the functioning of the market-capitalist mode of pro-
duction; they are the main symptom of the inefficiency of that system. Workers
not only have to share the burden of social costs with the generality of citizens,
but are overloaded, through low wages, worse conditions of work or
unemployment.

The last three decades of neoliberal globalization are, in fact, a period of con-
tinuous crisis — more or less creeping, disguised or dramatic as it has been in the
course of time, more or less postponed by various ‘bubbles’, which eventually
made the crash even more dramatic. Corporations have looked for cheap labor
and convenient or, better still, inexistent labor legislation all around the world. A
fragmented world labor market, though theoretically inefficient, is ‘efficient’ for
employers, who can impose lower and lower wages and working conditions in
‘central’ countries as well, in the name of the need to face competition. This
tendency is obviously embittered by the current crisis, together with competi-
tion; moreover, by depressing workers’ purchasing power, it makes the crisis
continue and grow worse. The result is a vicious circle producing social costs,
shifted from big industrial and financial corporations onto many small enter-
prises, the greater part of citizens, public administrations and future generations.

(3) The Italian government supports this tendency in a two-fold way. First, it
follows the most neoliberalist-oriented policies within the European Union, in
terms of both taxation and welfare cuts, thus contributing to shifting the cost of
the crisis onto laboring and poorer classes. At the same time, the government,
while avoiding engaging itself and corporations in any industrial policy, has
declared that the Statuto dei Lavoratori is obsolete, and that the Italian Constitu-
tion should be changed, with particular reference to its Articles 40, on the right
to strike, and 41, on the limits to be imposed to free economic initiative in the
case that it ‘contrasts with public utility’ or ‘endangers security, freedom and
dignity of people’.

(4) A more general weakening of the democratic system designed by the
Italian Constitution results from governmental policies that undermine basic
liberal and democratic principles, such as the primacy of Parliament, the separa-
tion of powers, the freedom of information and the right of every citizen to be
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educated according to her/his talent. The rule of law is itself compromised
because of the growing difficulty controlling the government’s actions, and in
particular its personalistic and populistic tendencies. We must add to this the
influence that informal and even criminal powers have over decisions affecting
society as a whole, and the decay of rights, institutions and opportunities allow-
ing citizens’ informed and responsible participation in political life.

We can say, in conclusion, that the Italian case is to be situated in the wider
perspective of the world economic crisis, which in turn can be explained through
an analysis of the development of the last three decades. Economic and political
developments are evidently intertwined. A growingly concentrated and finance-
oriented economy needs strong and exclusive links to politics. This is a main
factor of the crisis of democracy — by now ‘post-democracy’ (Crouch 2003).
Moreover, we are witnessing the weakening, if not the withdrawal, of such ori-
ginal values of Western culture as civil rights and liberal democracy. Three
decades of neoliberalism, plus the crisis, have created a growing connivance
between neoliberal and illiberal tendencies, such as those represented by Ameri-
can ‘neocons’ or extreme-right and racist groups in Europe.

Even more general issues would be raised, regarding the deepest causes of the
crisis, with reference to the nature and dynamics of market-capitalist society. If,
then, this historical mode of organizing human life on earth is to be questioned
regarding its ability to realize a good or at least sustainable adaptation, the scope
and method of economic theory are also at stake. There is no need to say that, in
the following pages, I shall only be able to draw a very limited sketch of these
themes, as related to the problem of freedom.

From development to post-democracy

Paul Krugman (2010) interprets the current deep crisis as ‘the early stages’ of a
third depression, after the Long Depression and the Great Depression, beginning
respectively in 1873 and 1929. However, it is also possible to say that the slow-
down that has been going on, through some cyclical oscillations, since the 1970s
has dramatically come to a head.

In the 1970s the crisis of the development era had to be acknowledged,
together with the inherent contradictions of organized capitalism that postwar
reconstruction and prosperity had masked. Complex analyses of the crisis — such
as James O’Connor’s (1973), for example — raised the issue of a necessary trans-
formation, involving both economic and political institutions. But the change
could have followed two opposite paths: either toward democracy or away from
it. In reality, such alternatives constitute a crucial aspect of the history of the
twentieth century, continuing, for the moment, into the twenty-first. This thesis,
which implies that the relationship between the economic and political spheres is
a central issue, can be found for instance in the history of ‘the short Twentieth
century’ by Eric Hobsbawm (1994), as well as in Karl Polanyi’s reflection. The
major and definitive crisis of liberal capitalism, culminating in World War I,
makes some change inevitable: a ‘great transformation’, but which way? In any



274 M. Cangiani

case, Polanyi pointed out (1935: 367), as the solution of a radical and therefore
socialist democracy could not be realized, capitalism continued its existence
under a new institutional arrangement: ‘in its non-Liberal, i.e., corporative
forms’. The extent to which some aspects and formal rules of democracy will
survive depends on economic and political conjunctures, with important geo-
graphical differences.

The Great Crisis, in Polanyi’s opinion, involved the whole fabric of society;
in particular, it made class conflict deeper, while cutting out economic means for
a class compromise. The very need for incisive reforms led the ruling class to a
stronger control of power in order to monopolize decisions about which reforms
were to be implemented, and to what extent. Moreover, Polanyi contends that
the diffusion of fascist regimes in many countries — and the weakening of demo-
cratic institutions in many others — revealed ‘the mutual incompatibility of
Democracy and Capitalism’ (ibid.: 391) at that stage of their history. ‘The
Fascist Virus’ — we read in two of Polanyi’s manuscripts by the same title — is
endemic in modern society, and reawakens in critical situations. Some years
later, Kapp expresses himself similarly, saying the market economy ‘has been
accompanied by the growth of freedom (whenever it gave rise to higher stand-
ards of living) and by a return to totalitarian controls (when it produced a state of
affairs which large masses of people considered intolerable)’ (Kapp 1950b: 40).

The criminalization of dissent and the underrating of civil rights are a part of
this general tendency, which has spread in recent years, and has been often sup-
ported by instrumental justifications, such as the “War on Terror’.

The alternative between improvement and decay of democracy continues to
be on the agenda, according to Polanyi, and becomes particularly evident in
times of crisis and change. Soon after World War II, he foresaw again a possible
evolution toward a ‘truly democratic society’, where the economy would be
organized ‘through the planned intervention of the producers and consumers
themselves’ (Polanyi 1947: 117). But he feared that the opposite tendency would
prevail, supported by those who ‘believe in elites and aristocracies, in manageri-
alism and the corporation’. The resulting society would be ‘more intimately
adjusted to the economic system’, which would remain unchanged in its basic
features (ibid.), while democracy would be damaged and possibly depleted.

Otto Bauer (1936) interprets ‘the crisis of democracy’ after World War I as
the crisis of the ruling class’ hegemony. In The Great Transformation Polanyi
speaks in the same sense of the crisis of ‘the liberal state’. The Report to the Tri-
lateral Commission (1975) confirms — though implicitly, through ‘monetarist’
arguments — that this is again the case in the 1970s: wage and normative gains
obtained by unionized workers are pointed out as the cause of ‘stagflation’ and
budget deficit. Not long before, in 1973, in Chile, the attack by Allende’s gov-
ernment on transnational corporate power and North American rule roused a
violent reaction. Augusto Pinochet took power and notoriously adopted neolib-
eral economic policies suggested by the Chicago School. Later, the turning point
of the illiberal neoliberal solution to the crisis of the 1970s spread throughout the
world. In 1978 Deng Xiaoping opened China to economic liberalization and
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capitalist accumulation, within an authoritarian political framework. Soon after-
ward, the basic purpose of both Margaret Thatcher’s and Ronald Reagan’s gov-
ernments, starting respectively in 1979 and 1980, was to demolish the alarming
power of labor, first — but not only — in industrial relations. In addition, the new
‘supply-side’ model of accumulation, based on the priority of profit and rent,
entailed a decrease of taxation for the wealthiest strata. If, then, the ‘fiscal crisis
of the state’ was to be faced, a greater cut of public spending was needed — the
US military budget representing an important exception (plus 7 percent per year
from 1981 to 1985).

Acquiring hegemony, neoliberalism asked for a ‘de-regulation’ of economic
activity, beginning with labor and financial markets. The opening up of new
fields for investment was pursued: not only financial speculation, but also scient-
ific research, leisure activities and commodities, real estate, public utilities,
health care and social services. This kind of investment generally implies rent,
monopoly positions, devaluation of labor power, inequality and a further com-
modification of individual life and social relationships. The ‘privatization’ wave
has not only jeopardized the ‘European social model’; it has also opened new
and not necessarily legal opportunities for collusion between a political patron-
age system and private economic interests. David Harvey points out that the
main achievement of neoliberalism has been ‘to redistribute, rather than to gen-
erate, wealth and income’, and to generate an ‘accumulation by dispossession’
through various means which required state support, such as ‘the use of the
credit system’, the commodification of land and labor power, the privatization of
commons (natural resources and knowledge) (Harvey 2005: 159). In the 1980s
Structural Adjustment Programs were imposed on ‘developing’ countries.
Restrictive monetary and budget policies were also recommended to ‘central’
countries, the purpose remaining that of reassuring international creditors and
financial investors. Profits (and losses) of the latter were to be paid for by
drawing resources from wage workers and social expenditure, even at the risk of
a deflationary runaway.

The ‘neoliberal transformation’ was achieved in the 1990s by a series of
reforms. Under Bill Clinton’s presidency, for example, a Welfare Reform embit-
tering the condition of the poorest and widening the working poor area was
implemented, and the final liberalization of financial markets was realized by the
repealing, in 1999, of the Glass-Steagall Act of 1933. In the same year the
NATO bombing of Serbia achieved ‘deregulation’ also in the field of interna-
tional law.

The European Union — also through its enlargement, to former socialist coun-
tries in particular — has accentuated those aspects of its constitution and strategy
that give its governance, and therefore its approach to the crisis, a non-
democratic character: (1) technocratic and oligarchic decisional procedures set
aside popular control through elected representatives; (2) there is a paradoxical
fragmentation of member states’ policies concerning wages, work regulations,
taxation, welfare, control of financial activities and industrial strategies. Besides,
restrictive monetarist policies are imposed, while neo-mercantilist attitudes are
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allowed, exporting unemployment to other countries; (3) privatization of public
utilities and services, reduction of wages and pensions, and of taxes for higher
revenues, freedom for financial investment, and a green light for delocalization
of industrial activities have been allowed and often recommended; (4) there is an
ideological shift from social-universalistic to individual rights, noticeable for
instance in the 2007 Lisbon Treaty; (5) all this clearly coincides with the neolib-
eral creed to the advantage of big business, contributes to the counter-revolution
against social reforms conquered by labor, increases economic and social ine-
quality, and leads to a hierarchical structure of the market, as well as among
member states.

At the world scale, ‘the “democratic deficit” and the lack of political legiti-
macy’ affecting the institutions of the ‘Washington Consensus’ (IMF, World
Bank, WTO), as well as their ‘close links’ with financial interests, have been
pointed out by Joseph Stiglitz (2008: 52). The tendency he names the ‘post-
Washington Consensus’ calls not only for a radical revision of ‘structural adjust-
ment’ policies, but also for reforms in global governance inspired by two basic
requirements: (1) not just the increase in GDP (gross domestic product), but also
environmental and social sustainability and a fairer distribution should be the goal
of development policies; (2) ‘countries should be given room to experiment, to
use their own judgment, and explore what might work best for them’ (ibid.: 54).

Walden Bello is clearly more radical than Stiglitz in criticizing the interna-
tional institutions regulating neoliberal globalization. In his opinion, ‘the agenda
of people-oriented sustainable development can succeed only if it is evolved
democratically’ (Bello 2002: 117). And this presupposes a ‘re-empowerment of
the local and national’, which would only be possible within an alternative, plu-
ralistic system of global governance — one that would be able ‘to tolerate and
profit from diversity’ (ibid.: 114-115). But these requirements are not consistent
with the maintenance of neoliberal globalization, understood as the ‘unsuccess-
ful effort to overcome the crises of overaccumulation, overproduction, and stag-
nation that have overtaken the central capitalist economies since the mid-1970s’
(Bello 2007: n.p.).

In fact, we can say with Michel Chossudovski, and with an obvious reference
to the fundamental contradiction of capitalist accumulation pointed out by Marx,
that the global economic system is ‘characterized by two contradictory forces:
the consolidation of a global cheap-labor economy on the one hand and the
search for new consumer markets on the other. The former undermines the
latter’ (Chossudovski 1997: 17).

Not only the analysis of the present crisis cannot be limited to its financial
surface, but ‘financialization’ itself can only be explained with reference to the
deep and contradictory dynamics of capitalism. Some consider the size and
forms assumed by finance as opposed, and detrimental, to ‘the real economy’. In
fact, they are consistent with, and functional to, capitalist accumulation in a situ-
ation of systematic tendency to stagnation. John Bellamy Foster (2007) recalls
that Harry Magdoff and Paul Sweezy raised in these terms the issue of a non-
contingent shift toward finance in their 1987 book Stagnation and Financial
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Explosion, but had already detected this tendency in the second half of the
1960s. Foster points out that the neoliberal ideology imposed itself together with
‘monopoly-finance capital’, and is instrumental in justifying heightened exploi-
tation and inequality, which provide money for financial speculation and eventu-
ally to bail-out financial corporations risking failure.

Public intervention of this sort is presently commonly called ‘socialism for
the rich” or ‘corporate welfare’. We can find a comment on a similar policy —
though at a much smaller scale — in an article by Marx (1857), who, in the
middle of the liberal era, ironically points out that ‘this kind of communism’
does appeal to capitalists.

The neoliberal transformation and the present crisis show that the economic
contradiction is doubled by a political one. A rational use of resources from the
point of view of social welfare and ecological equilibrium would only be pos-
sible through a democratic control of the economic system. But neoliberal
society is dominated by technocratic and unaccountable institutions, while col-
lective institutions trying to counterbalance asymmetries of power and informa-
tion (e.g., trade unions) or of safety and ‘capabilities’ (welfare state) have greatly
weakened. Big corporations and international organizations have taken deci-
sional power away from nation states, which remain the only seat where demo-
cratic institutions traditionally developed and to some extent go on. The
managerial, elitist and authoritarian aspects of post-war corporatism have
increasingly taken the place of welfare policies and pluralistic ‘concertation’.
The structure of governance has changed. Political representative institutions are
tendentially by-passed or undermined by a growing and more direct influence of
economic corporate power on law-making and governmental policies.

In the interwar transformation, according to Polanyi, the need to face the irre-
versible decay of the nineteenth century utopia of the self-regulating markets
gave rise to new institutional arrangements implying the removal of the institu-
tional separation of the economic and political spheres. The basic feature of neo-
liberalism also is not, in spite of its name, a free market, but a tighter intertwining
of economic and political powers. Again, the defeat of ‘big labor’ is a prelimi-
nary requirement, while business becomes ‘bigger’. Oligopolistic competitors
have become more and more involved in politics. Thus the neoliberal institu-
tional setup enhances the role of the ‘power elite’ analyzed by Charles Wright
Mills (1956) as the leadership by corporate, political and military vested inter-
ests in society. Capital concentration, deregulation, globalization and financial-
ization give business an unprecedented power, not only economic, but also
political, which is removed from democratic control — indeed, opposed to it.

The decay of democracy is both a means and a consequence of this process.
Many authors take this tendency into consideration. Robert Reich (2007) traces
it back to the 1970s and asks for a ‘battle for democracy’, though limiting it to a
regulation of corporate lobbying and environmental damages, and to the defense
of democratic procedures. These procedures are bypassed and jeopardized
according to Noam Chomsky, who notoriously maintains, referring in particular
to global finance, that
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the free flow of capital creates what is sometimes called a “virtual senate’ of
lenders and investors who carry out a moment-by-moment referendum on
government policies, and if they find that they are irrational, meaning they
help people instead of profits, then they vote against them, by capital flight,
by tax on the country, and so on. So the democratic governments have a
dual constituency, their own population and the virtual senate, who typically
prevails.

(www.democracynow.org/2009/7/3 noam_chomsky)

The opposition electoral control/business control concerning 7he Policy-
Making Process is dealt with by Lindblom in his 1980 book so entitled, and is a
central issue in a new version of the book (Lindblom and Woodhouse 1993).
Here the authors also point out that the electoral control itself tends to be directly
‘manipulated’, and indirectly influenced by the diffusion of pro-business cultures
and by the objective weight of business in economic and social conditions of
life. Such influence, in reality, is only an aspect of the ‘unique and powerful
role’ that business plays ‘in the overall scope of public policy making’ (ibid.:
91). This role ‘renders the task of intelligent, democratic governmental policy
making extremely difficult’; in particular, in ‘a market-oriented society’ it is dif-
ficult to restrain big economic interests, even if they cause waste and suffering
(ibid.: 102—-103). The conclusion, to which Lindblom and Woodhouse consist-
ently arrive, is that ‘the privileged position of business, inequality, and impaired
thought’ are ‘tightly interconnected’ (ibid.: 143). These three elements reinforce
each other and ‘constitute major impediments to more intelligent social problem
solving’ (ibid.: 141).

According to Crouch (2003: 6-7), in the current ‘minimalist’ model of demo-
cracy, which he calls ‘post-democracy’, policies are decided within the interaction
between elected governments and privileged elites, which prevalently represent
economic interests. From Reagan on, in Crouch’s opinion, the American concept
of democracy tends to be reduced to free elections — more precisely, we could add,
to the right to vote, since the electorate’s choice is limited, ill-informed and not
necessarily respected. Furthermore, the present dominance of mass media on
public opinion is highly worrying if the early remark by Schumpeter is to be taken
into account, that the voters’ opinion and choice cannot but be shaped, ‘and the
shaping of them is an essential part of the democratic process’ (Schumpeter 1943:
282). Most mass media are, in fact, possessed by big corporations, and all of them
depend on the huge budget corporations dedicate to advertising.

Moreover, the remains of formally democratic institutions are increasingly
subjected to distortions and retrenchments, in the absence of such a substantive
factor of democracy as wider, well-informed and responsible participation to
political life. In fact, according to Crouch, the more the state renounces its inter-
ventions concerning common people’s lives, the more people become indifferent
toward politics, the more thoroughly and safely multinational corporations can
exploit the community, by controlling the political agenda and manipulating
public opinion (Crouch 2003: 25-26).


www.democracynow.org/2009/7/3 noam_chomsky

A crisis of freedom 279

The recent huge public help to financial organizations risking failure has
similar, indeed paradoxical, consequences: the increase of public debt not only
makes a further reduction of social expenditure necessary, but it makes govern-
ments more subject to restrictions imposed by international institutions (be they
located in Washington, Brussels or Frankfurt), more powerless as to the con-
ditions imposed by corporations and even more vulnerable to speculative attacks
by the same financial institutions enjoying public help.

Besides the concentration of power and the decay of representative institu-
tions, specific state policies have also been relevant. Fiscal policy increased ine-
quality rather than seeking to correct it through redistribution. This trend is
particularly remarkable in the United States, from Reagan’s 1981 Economic
Recovery and Tax Act to G.W. Bush’s tax reduction for revenues exceeding
$200,000 (see Hacket and Pierson 2010). The rich minority could thus more
easily acquire the power and safety they were looking for through the neoliberal
transformation.

Income inequality, rising in the 1920s also on account of fiscal policy, is con-
sidered by John K. Galbraith (1955) as an important, perhaps the most import-
ant, cause of the Great Crisis. Krugman (2007) points out that 80 years later the
situation is similar, with the richest 10 percent of the population receiving about
44 percent of US revenue. The growing economic inequality documented in
Figure 12.1 is obviously also politically important, being a fundamental aspect
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of the complex tendency denoted by the term ‘plutocracy’. I made above a hint
to other aspects, such as the direct and exclusive influence of economic powers
on political institutions and public opinion. Also lobbyism and corruption have
long since been considered as causes of the decay of democracy. The same can
be said of the phenomenon described, for example, by Paul Kurtz (2000): [the]
corporate domination of the democratic process by means of campaign contribu-
tions blocks the emergence of independent voices willing to defend the public
interest.’

We are thus led to a further, crucial question: Why has the democratic vote
never been able to reverse this kind of social and political trend? Growing eco-
nomic troubles, and the want of so-called ‘citizenship rights’ as a consequence
of cuts affecting social policies (education, health care, poor relief) have under-
mined not simply the equality of opportunities, but the very ‘capability’ of the
greater part of individuals to participate in social and political life. We must add
to this the absence of real alternatives in the offer by different parties competing
in the public arena, and the use of mass media and public relations techniques in
view of ‘manufacturing consent’ (to borrow Chomsky’s expression). Relevant
information is concealed, and substituted by illusory representations and expec-
tations. How would it be possible, then, to follow Bentham’s ‘principle of
utility’? The way to ‘pleasure’ is difficult to find, and ‘pains’ are difficult to
avoid. For instance, big industries try to control and address scientific informa-
tion, not only to make their products attractive, but also to raise doubts about
evidence of social costs and risks relative to the production and use of those
products. Such ‘manufacturing of doubt’ is aimed at hindering public inter-
vention and consumers’ claims for damages (see the chapters by Frigato and
Santos Arteaga, and Gennaro and Levis in the present volume).

Here, Kapp’s observation can be usefully recalled, that in the electoral com-
petition images of candidates and slogans are immediately adapted to the results
of opinion polls. Such a misuse of voters’ choice theories and of new techniques
of data processing amounts to a ‘manipulation of the sovereign electoral constit-
uency by pseudodemocratic means’ (Kapp 1967: 87). In fact, the immediate con-
nection between common sense and political slogans leaves no room for the
authentic public opinion formation, that is a fundamental factor of an effective
policy-making process (see the above reference to Lindblom’s analyses).

In his foreseeing considerations on the reduction of democracy to formal
electoral procedures, Schumpeter points out the similarity between electoral
competition and oligopolistic markets, adding that the consumer of political
goods can be ‘fooled’ more easily than any other consumer (Schumpeter 1943:
264). A widening gap between elites and masses, as well as the reduction of
society’s capacity to solve its problems, were logically to be expected. No
wonder, then, that not only elections are incapable of bringing about substan-
tial changes, but many people do not even exert their right to vote. Thus a
vicious circle of disempowerment has been set up, by which common citizens
are less and less able to contribute to decision-making over issues of common
Interest.
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In the market-capitalist system, in fact, there is a deep and permanent tend-
ency to contrast democracy and freedom. In the neoliberal era, that tendency
takes new shapes and grows stronger. In the last decades, the ‘privatization’ of
politics and the need to support free-market principles through authoritarian atti-
tudes and legislation have undermined both the public character of democracy
and equality and self-determination, which are its basic conditions (see Losch
2008: 221-222). A double, interdependent reduction has been accomplished:
that of democracy to the formal right to vote, and that of politics to a play, or a
struggle, taking place within the restricted circle of the ‘power elite’. The priva-
tization of politics is in contrast with its true, and typically modern, character:
that of accomplishing the social function consisting in the acknowledgment,
analysis and solution of social problems. ‘Social’ in the sense of problems con-
cerning society, as a whole and as an ‘open system’ (see below).

Authoritarianism and inefficiency make the neoliberal order completely dif-
ferent from the ‘truly free system’, the ‘competitive order’ Friedrich Hayek was
promoting when he founded the Mont Pelerin Society in 1947 (see Hayek 1948).
His expectation that the social-democratic, Keynesian and corporatist-pluralist
mood of the post-war years would be superseded by a revival of free-market ori-
entation in the span of a generation has reached an ironic fulfillment. Hayek
himself, in fact, was aware that ‘many of the pretending defenders of “free enter-
prise” are in fact defenders of privileges and advocates of government activity in
their favor’ (ibid.: 107). However, he considered these to be amendable devia-
tions in a free-market perspective. Polanyi alludes instead to structural features
and inherent tendencies of capitalism when, three years before, he addresses his
criticism to the liberal (free-market) conception:

Free enterprise and private ownership are declared to be essentials of
freedom.... With the liberal the idea of freedom thus degenerates into a
mere advocacy of free enterprise — which is today reduced to a fiction by the
hard reality of giant trusts and princely monopolies.

(Polanyi 1944: 265)

Besides, differently from Hayek, who was committing his liberal utopia to the
next generation, Polanyi was worried about the long-run ‘universalistic’ free-
market strategy, which was going to characterize the Pax Americana. The ideol-
ogy of ‘liberal universalism’ and the reality of ‘universal capitalism’ (Polanyi
1945) were to be imposed internally and internationally. This policy, and the
liberal ideology supporting it, did not fade away after the end of the Cold War:
on the contrary. This is convincingly shown, for instance, by Peter Gowan
(1999), who also stresses the political aspect of neoliberal globalization and the
influence of financial interests on US world policy.

The ‘fiction” of ‘free enterprise’ — and the deceptive nature of free-market
propaganda — have become most apparent in present times. Indeed, we feel the
need to raise a radical question: What does freedom consist of, if the democratic
political sphere is seriously jeopardized if not abolished? To the extent that this
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is the case, Polanyi points out in his essay on fascism (Polanyi 1935: 392-393),
capitalism ‘becomes the whole of society’, and ‘human beings are considered as
producers, and as producers alone’. Producers without freedom. Trying to strike
a historical balance of the development of our society, from World War II to
neoliberal globalization, David Harvey (2005: 70) recalls ‘Polanyi’s fear: that
the liberal (and by extension the neoliberal) utopian project could only ultimately
be sustained by resort to authoritarianism.’

A demanding conception of freedom

The consequences of the crisis, and more generally of neoliberal transformation,
have direct negative consequences for the living standards of the majority of
people, and therefore on their ‘capabilities’ and their freedom. The concentration
of power, of economic-financial power in particular, and the decay of democratic
institutions it implies, also undermine the freedom of the great majority of cit-
izens. Furthermore, the present crisis compels us to reflect not only on the out-
comes of the neoliberal phase, but on the most general traits of our society and
its basic dynamics. Is our socio-economic organization counter-adaptive? Does
the economic system show its dramatic inefficiency, as soon as its effects on its
human, social and ecological environment are reckoned? This leads us to a more
demanding notion of freedom: the ability of human beings to arrange and trans-
form the conditions of their lives through a purposeful and democratic control of
social institutions, and, in particular, of the economic system. This notion of
freedom is as important for the very survival of mankind as it is excluded from
the horizon of ‘manufactured consent’, and, normally, of social sciences too. To
what extent are citizens free to question the constraints characterizing their social
organization? To what extent are citizens allowed to participate as informed and
responsible persons to the formation of public opinion and public choices? This
kind of freedom depends on, and at the same time is constitutive of, the degree
of democracy warranted by political institutions.

The project of one world unified by development, which was designed after
World War II, has resulted in a ‘globalized’ system where economic, social, and
political inequalities tend to grow, as is documented year by year, for example,
by the Human Development Report of the UNDP and the World Development
Report of the World Bank. FAO reports acknowledge an increase of poverty and
starvation. After that of 2007-2008, a new ‘world food crisis’ is coming out in
2010-2011; their origin and development have once again shown that the scar-
city of food depends primarily on the social and political setup, and, in particu-
lar, on economic dynamics and the quality of public action (see McMichael
2009; and also Dréze and Sen 1989). The bright image of development has
changed into that of a worldwide plunder of natural and human resources.

The present crisis suggests further reasons for criticizing the practice and ide-
ology of development; moreover, it compels us to question the very concept of
‘growth’, together with the kind of ‘efficiency’ that characterizes the market-
capitalist system and that is mirrored by conventional economics.
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The counter-adaptive consequences of the economic system’s dynamics on its
human, social and natural environment have become more apparent in the era of
neoliberal globalization. This constitutes a difference from the period of ‘devel-
opment’ following World War II, but there are also more general and important
common characteristics concerning capitalist accumulation and its contradic-
tions. I have already alluded to the basic contradiction of capitalism — the tend-
ency of capital over-accumulation as a consequence of the pursuit of minimum
labor costs. Nor is the ‘second contradiction of capitalism’ analyzed by
O’Connor peculiar to the neoliberal era, though in the latter, and for better
reasons in times of crisis, a control on it seems more difficult, indeed precluded.
Economic growth has been possible, according to O’Connor, only by depleting
and damaging human, social and natural environments, without taking these
costs into account. The ‘second contradiction’ consists of the fact that this
growth strategy leads to a rise in costs within the economic system itself; the
consequent need to increasingly shift costs onto the environment implies the risk
of a runaway process (see O’Connor 1991).

O’Connor’s political-ecological approach fits perfectly with Kapp’s analysis.
There is, Kapp points out, a ‘growing awareness ... of the essentially global and
open-system character of the economic processes’. However, a closed-system
perspective is generally adopted, whose ‘criteria of evaluation are those in terms
of which the system of business enterprise tends to evaluate its performance’
(Kapp 1976: 145-146). As a result, social costs, misallocation of inputs, unfair
distribution of outputs, ‘deterioration and dehumanisation of the quality of living
and working conditions’ (ibid.: 153), and the neglect of alternative techniques of
production are — at least — underrated. Thus a veil is drawn over the fact that ‘the
organising principles of economic systems guided by exchange values are
incompatible with the requirements of ecological systems and the satisfaction of
basic human needs’ (ibid.: 149).

In order to satisfy these requirements, Kapp maintains, a completely new
approach is needed. A complex ‘system thinking’ should be able to acknowledge
‘discontinuous non-linear “feedback” effects which characterise the dynamic
interdependencies between the different systems’ (ibid.: 151). Such an open-
system and interdisciplinary approach reveals, in Kapp’s opinion, the need for
politically stated desirable goals and norms concerning production. Furthermore,
the democratic character of political institutions and processes is required, if
‘justice in distribution, economic stability, full employment, efficiency in the uti-
lization of resources, participation in decision-making’ (ibid.: 154) are to be the
general objective. The lack of democracy brings about insufficient information
and therefore entropy; that is, Kapp specifies (ibid.: 157) ‘the tendency of
increasing disorganization’.

Clearly, Kapp’s approach belongs to the radical tradition of institutional eco-
nomics, which is characterized by its criticism of the systematic inefficiency of
the market-capitalistic economy and of the anti-democratic concentration of eco-
nomic power. The link between efficiency (in the sense of ‘serviceability for
society at large’, that Veblen opposes to business efficiency), information and
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democracy is a key concept for Polanyi (see in particular Polanyi 1925). The
same link has been stressed by Lindblom and Woodhouse (as we have seen), by
ecological economics (e.g., Martinez-Alier 1997), and by recent proposals for an
alternative economic organization.

Kapp’s reflection, and more in general the systemic, institutional and ecolo-
gical method, lead us to restate the polarity of open/closed. Society and its
economy, as living systems drawing matter and energy from their environment,
are actually open systems: but they are closed in so far as their general institu-
tional traits impose constraints on their ability to acknowledge and process
information coming from their environment, and to modify their organization
accordingly. In other words, they are closed in the sense that they are insuffi-
ciently open to information and reorganization relative to the consequences of
their dynamics on their environment (and on themselves).

In this sense, Polanyi writes that the capitalist mode of production, on one
hand, has a ‘retroactive effect on the community’. On the other hand, it lacks
‘the sense organ’ through which to perceive social needs and evaluation; its very
(social-historical) ‘nature’ makes it generally refractory to be guided toward
‘social utility’ (Polanyi 1922: 83—84). In his analysis of land becoming a “ficti-
tious commodity’, Polanyi raises the same problem as to the natural environment
(see in particular Polanyi 1944: ch. 15).

Both the dynamics of the system and its communication with its environment
depend on its organization. In the market-capitalist system, the profit motive
constitutes the ‘controlling factor’ (Veblen) of the system, a constraint that can
never be disregarded. The organization and dynamics of the system are accord-
ingly shaped, and the interchange with its surrounding environment is bounded.
In fact, as Antony Wilden says, the constraints defining the system govern ‘the
permissible construction of messages’, making a ‘greater variety of qualitatively
different messages and relationships impossible in the system as it stands’
(Wilden 1980: 228).

This is the reason why it is important for social sciences to ground their inves-
tigations on the definition of the structural features and correlative basic con-
straints characterizing the social system and limiting its communication with its
human and natural environment. This way, these constraints — constituting the
boundaries of the system — can be questioned, and either rationally accepted, if
they favor the pursuit of human well-being and a non-destructive use of natural
resources, or modified, if they endanger that pursuit. Otherwise, the result is a
tacit, implicit assumption of the unchanging features of the existing social organ-
ization and of its constraints. Thus, adopting the viewpoint of the system, theory
adopts its blindness too: we could say that it remains closed within it.

The closed-system perspective of conventional economics cannot question
the boundaries of the economic system, because it tends to repress the question
of the social-historical specificity of its organization. Thus individual economic
choices and market transactions can appear as natural and rational, ‘market fail-
ures’ being understood as exceptions confirming the rule. The illusions of indi-
vidual freedom and optimal use of resources can be nourished. At the same time,
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in regard to society as a whole, thoughtlessness about the feedback of the
market-and-profit mechanism (preferably called ‘economic growth’ and even
‘progress’) on its environment is misrepresented as ‘freedom’. The ‘counter-
adaptivity’ of our socio-economic organization depends on its disregarding that
feedback, and more generally, as Wilden points out (ibid.: 224-226), the ‘cle-
mentary ecosystemic principle’ of a ‘hierarchically constrained universe’. We
are not free to refuse to take into account the higher-order constraints arising
from the natural universe, on which our life depends. We should instead be free
to question the social-cultural constraints determining this refusal and that
counter-adaptivity.

In Frangois Perroux’s opinion, models and concepts of conventional eco-
nomics ‘consider maximization as a result of supposedly rational and effective
individual choices, in the context of competitive markets’ and capitalist produc-
tion: but they do this ‘without any reference to a given form of society’ (Perroux
1970: 2257, 2260 [my translation, MC]). Therefore, those models and concepts
are ‘implicitly normative; they divert the attention of theorists, experts and
common people from the critique of institutions’, which is instead the ‘first step
towards explicitly normative propositions’ (ibid.: 2270, 2289). The latter alone
allow truly free choices.

In the open-system approach, the general organizational traits of the system,
and the constraints and dynamics they imply, are included in the scope of theory.
Contrary to conventional economics, institutional economics — at least, a certain
kind of it — starts from °‘the order of society’ (Lowe 1977: 7), which always
shapes economic activity, understood as ‘the interchange with [man’s] natural
and social environment, in so far as this results in supplying him with the means
of material want satisfaction’ (Polanyi 1957: 243). From this viewpoint, the his-
torical evolution of the economic system has to be considered as itself determin-
ing both wants and resources, both ceasing to be mere external data (see Lowe
1935; 1936). If, then, the social organization of the economic system determines
its dynamics and changes its environment, it is necessary to widen the scope of
economic science beyond rational choices that presuppose given ends and
means, and to raise the question of the interchange between the economic system
and its environment. The change the environment undergoes does constitute an
economic problem, to be considered with reference to both the basic features of
the system and its institutional transformations. The open-system approach takes
us well beyond the boundaries of the playground of conventional economics.

As Kapp says (1976: 155), ‘the formulation of social goals and objectives and
the problem of collective choices can no longer be avoided’. The current crisis
should for a better reason suggest, in particular, such questions as the waste and
misallocation of resources, structural unemployment and inequality, the techno-
logy and organization to be adopted in productive processes, and the quality of
needs to be satisfied. The problem of organizing the economic process reveals
itself to be a problem of social choice, of political economy, and the issue of
democracy reveals itself to be crucial. When applied to modern society, in fact,
the wider — ‘substantive’ (Polanyi) and institutional — conception of economy
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implies the political relevance of the economic problem, and, at the same time,
an upgraded conception of freedom. The emancipation of human individuals
achieved by modern liberalism is to be defended and improved, but it remains an
illusion if individuals are bereaved of their social, political, ‘positive’ liberty,
consisting in the informed and responsible participation to choices concerning
the organization of social life. In the last pages of The Great Transformation,
Polanyi speaks in this sense of ‘freedom in a complex society’, opposing it to the
liberal conception. The question is again — after the decay of liberal nineteenth-
century capitalism, two world wars and fascist reaction — ‘how to organize
human life in a machine society’. “The question of individual freedom’, Polanyi
continues, ‘is only one aspect of this anxious problem’ (Polanyi 1947: 109). This
idea of freedom is strictly interdependent with an open-system and institutional-
evolutive attitude. Polanyi himself affirms that the motive of his later compara-
tive inquiries, concerning economic systems and the very definition of economy,
is ‘to enlarge our freedom of creative adjustment, and thereby improve our
chances of survival’ (Polanyi 1977: xliii).

The neoliberal era, and the dramatic crisis to which it has led, make this kind
of freedom as relevant as it is denied, as necessary as it is repressed. So Lowe’s
definition of freedom, representing the starting point and deep meaning of the
last among his major publications, seems of special interest. Freedom is, accord-
ing to Lowe (1988: 5), ‘the power of self-determination over the range open to
human decision making. [Or, in other words,] the condition in which the think-
ing and acting of individuals and groups are not limited by external but remova-
ble constraints.’

Lowe distinguishes, then, between private and public freedom. The former
consists of the part of our life space that is free from any external command. The
second, which Lowe also calls self-government, consists of the possibility to
‘codetermine with the other members [of society] the range of private freedom
and also the constraints that affect other segments of our life space’ (ibid.).

Two aspects of Lowe’s argument are to be noted. The first is that public
freedom is fundamental, because the limits, forms and means of private freedom
depend on it. The second is the distinction between removable and non-
removable constraints. Natural laws can be either employed for human purposes
or disregarded with consequences hard to estimate, but they cannot in general be
modified. The constraints pertaining to the historical, cultural, political realm, on
the contrary, are — or should be — removable, in the sense that they can be
modified.

We are not free to disregard our dependence on solar energy and millions of
years of natural evolution. Indeed, our freedom consists of knowing as well as
possible the characteristics of the system of systems which constitutes the natural
environment of human society, including the physical constitution of human
beings. Only by taking this knowledge into account and respecting the unavoid-
able constraints it reveals can we fully avail ourselves of the relative freedom
these constraints allow us to enjoy, and avoid dreadful consequences (such as
desertification of soil or dangers for our health).
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We also cannot be absolutely free from social constraints, which, as Lowe
says, limit individual freedom. Polanyi speaks in this sense of the ‘reality of
society’. The existence of society presupposes institutions and norms regulating
social relationships and economic choices (‘power and value’, in Polanyi’s terms
— see the last pages of The Great Transformation). Indeed, in Polanyi’s opinion,
the conscience of this ‘reality’ constitutes the most recent and highest achieve-
ment of human liberty. This is a paradox, however, only in so far as social norms
are ‘naturalized’, by denying their historical existence; that is, the fact that
human beings make them and can change them. As Lowe points out, social
norms do constitute ‘external’ and therefore freedom-limiting constraints for
individuals, but only to the extent that they remain out of their control. Self-
constraint, Lowe maintains, is not regarded as a limitation of freedom. On
the contrary, ‘intelligent’, as he says, and democratic planning could allow a
superior level of ‘emancipation’.

Unfortunately, most people do not have the option to participate in the making
of social norms. Such modern levels of freedom are so jealously monopolized —
but also so difficult per se to be implemented — that generally individuals prefer to
enjoy the limited, if not illusionary, freedom their serfdom allows.

References

Bauer, O. (1936) Zwischen zwei Weltkriegen? Die Krise der Weltwirtschaft, der
Demokratie und des Sozialismus, Bratislava: E. Prager Verlag.

Bello, W. (2002) Deglobalization, London: Zed Books.

Bello, W. (2007) ‘The Post-Washington Dissensus’, Focus on the Global South, 14 Sep-
tember. Available at: www.waldenbello.org.

Chossudovski, M. (1997) The Globalisation of Poverty, London: Zed Books/Penang:
Third World Network.

Crouch, C. (2003) Postdemocrazia, Bari: Laterza. (Enlarged version of Coping with Post-
democracy, The Fabian Society, 2000).

Crozier, M., Huntington, S.P. and Watanuki, J. (1975) The Crisis of Democracy: Report
on the Governability of Democracies to the Trilateral Commission, New York: New
York University Press.

Dreze, J. and Sen, A. (1989) Hunger and Public Action, Oxford: Clarendon Press.

Foster, J.B. (2007) ‘The financialization of capitalism’, Monthly Review, 58(11). Avail-
able at: www.monthlyreview.org/2007/04/01/the-financialization-of-capitalism.

Galbraith, J.K. (1955) The Great Crash, 1929, Boston, MA: Houghton Mifflin.

Gallino, L. (2010) ‘La globalizzazione dell’operaio’, La Repubblica, 14 June: 7.

Gowan, P. (1999) The Global Gamble: Washington’s Faustian Bid for World Dominance,
New York: Verso.

Hacket, J.S. and Pierson, P. (2010) Winner-Take-All Politics, New York: Simon & Schus-
ter.

Harvey, D. (2005) 4 Brief History of Neoliberalism, Oxford: Oxford University Press.

Hayek, F.A. (1948 [1980]) ‘“Free” enterprise and competitive order’, in Individualism
and Economic Order, Chicago and London: University of Chicago Press.

Hobsbawm, E. (1994) Age of Extremes: The Short Twentieth Century 1914—1991,
London: Michael Joseph Ltd.


www.waldenbello.org
www.monthlyreview.org/2007/04/01/thefinancializationofcapitalism.

288 M. Cangiani

Kapp, K.W. (1950a) The Social Costs of Private Enterprise, Cambridge, MA: Harvard
University Press.

Kapp, K.W. (1950b) ‘Economic planning and freedom’, Weltwirtschafiliches Archiv, 64:
29-54.

Kapp, K.W. (1967 [1985]) ‘On the problem of dehumanization of “pure theory” and
social reality’, in The Humanization of the Social Sciences, edited by John E. Ullman
and Roy Preiswerk, Lanham and London: University Press of America, pp. 73-97.
(First published in German: Kyklos, 22(1) (1967): 307-330.)

Kapp, K.W. (1976 [1985]) ‘The open system character of the economy and its implica-
tions’, in The Humanization of the Social Sciences, edited by John E. Ullman and Roy
Preiswerk, Lanham and London: University Press of America, pp. 143—161. (First pub-
lished in Dopfer, K. (ed.), Economics in the Future, London: Macmillan, ch. 6).

Krugman, P. (2007) The Conscience of a Liberal, New York: W.W. Norton.

Krugman, P. (2010) ‘The third depression’, New York Times, 27 June.

Kurtz, P. (2000) ‘The new American plutocracy’, Free Inquiry, 20: 4.

Lindblom, C.E. (2001) The Market System, New Haven and London: Yale University Press.

Lindblom, C.E. and Woodhouse, E.J. (1993) The Policy-Making Process, Englewood
Cliffs: Prentice Hall.

Losch, B. (2008) ‘Die neoliberale Hegemonie als Gefahr fiir die Demokratie’, in Butter-
wegge, C., Losch, B. and Ptak, R. (eds.), Kritik des Neoliberalismus, Wiesbaden:
Verlag fiir Sozialwissenschaften, pp. 221-283.

Lowe, A. (1935) Economics and Sociology, London: George Allen and Unwin.

Lowe, A. (1936) ‘Economic analysis and social structure’, Manchester School of Eco-
nomics and Social Studies, 7: 18-37.

Lowe, A. (1977 [1983]) On Economic Knowledge: Toward a Science of Political Eco-
nomics, Armonk and London: M.E. Sharpe.

Lowe, A. (1988) Has Freedom a Future?, New York, Westport and London: Praeger.

McMichael, P. (2009) ‘The world food crisis in historical perspective’, Monthly Review,
61(3). Available at: www.monthlyreview.org/2009/07/01/the-world-food-crisis-in-
historical-perspective.

Magdoff, H. and Sweezy, P.M. (1987) Stagnation and Financial Explosion, New York:
Monthly Review Press.

Martinez-Alier, J. (1997) ‘The lack of general economic equivalency in ecological eco-
nomics’, in Cangiani, M. (ed.), The Milano Papers: Essays in Societal Alternatives,
Montréal: Black Rose Books.

Marx, K. (1857) ‘The financial crisis in Europe’, New York Daily Tribune, 22 December
(K. Marx and F. Engels, Collected Works, Moscow, London and New York: Progress
Publishers, Lawrence and Wishart, 1975-2005, 15: 404-408).

Marx, K. (1979 [1867]) Das Kapital, vol. 1, Berlin: Dietz Verlag.

Mills, C.W. (1956) The Power Elite, New York: Oxford University Press.

O’Connor, J. (1973) The Fiscal Crisis of the State, New York: St. Martin’s Press.

O’Connor, J. (1991) ‘On the two contradictions of capitalism’, Capitalism Nature Social-
ism, 2(3):107-109.

Perroux, F. (1970) ‘Les conceptualisations implicitement normatives et les limites de la
modélisation en économie’, Economies et sociétés, Cahiers de I'ISEA, 4(12):
2255-2307.

Polanyi, K. (1922 [2005]) ‘Sozialistische Rechnungslegung’, in Chronik der grofien
Transformation, edited by M. Cangiani, K. Polanyi-Levitt and C. Thomasberger,
Marburg: Metropolis, pp. 71-113.


www.monthlyreview.org/2009/07/01/theworldfoodcrisisinhistoricalperspective.
www.monthlyreview.org/2009/07/01/theworldfoodcrisisinhistoricalperspective.

A crisis of freedom 289

Polanyi, K. (1925 [2005]) ‘Neue Erwdgungen zu unserer Theorie und Praxis’, Der Kampf,
18(1): 18-24. (Also in (2005) Chronik der grofien Transformation, edited by M. Cang-
iani, K. Polanyi-Levitt and C. Thomasberger, Marburg: Metropolis, pp. 114-125.

Polanyi, K. (n.d. — but late 1930s) “The fascist virus’, ms, Karl Polanyi Archive, Montréal,
file 18-28.

Polanyi, K. (1935) ‘The essence of fascism’, in Lewis, J., Polanyi, K. and Kitchin, D.K.
(eds.), Christianity and the Social Revolution, London: Gollancz, pp. 359-394.

Polanyi, K. (1945) ‘Universal capitalism or regional planning?’, The London Quarterly of
World Affairs, January: 1-6.

Polanyi, K. (1947) ‘Our obsolete market mentality’, Commentary, 3: 109-117.

Polanyi, K. (1957) ‘The economy as instituted process’, in Polanyi, K., Arensberg, C.M.
and Pearson, H.W. (eds.), Trade and Market in the Early Empires: Economies in
History and Theory, New York and London: The Free Press.

Polanyi, K. (1977) The Livelihood of Man, edited by H.W. Pearson, New York: Academic
Press.

Polanyi, K. (1944 [2001]) The Great Transformation, Boston, MA: Beacon Press.

Polanyi, K. (2005) Chronik der grofien Transformation, edited by M. Cangiani, K.
Polanyi-Levitt and C. Thomasberger, Marburg: Metropolis.

Reich, R. (2007) Supercapitalism: The Transformation of Business, Democracy, and
Everyday Life, New York: Alfred A. Knopf.

Schumpeter, J.A. (1943) Capitalism, Socialism, and Democracy, London: Allen and
Unwin.

Sen, A. (1999a) ‘The possibility of social choice’, The American Economic Review,
89(3): 349-378.

Sen, A. (1999b) Development as Freedom, Oxford: Oxford University Press.

Steinbeck, J. (2006) The Grapes of Wrath, London: Penguin Books.

Stiglitz, J.E. (2008) ‘Is there a Post-Washington Consensus consensus?’, in Serra, N. and
Stiglitz, J.E. (eds.), The Washington Consensus Reconsidered, Oxford: Oxford Univer-
sity Press.

Veblen, T. (1901 [1994]) ‘Industrial and pecuniary employments’, in The Place of
Science in Modern Civilization, London: Routledge/Thoemmes Press.

Wilden, A. (1980) ‘Changing frames of order: cybernetics and the machina mundi’, in
Woodward, K. (ed.), The Myths of Information: Technology and Postindustrial
Culture, Madison: University of Wisconsin and Coda Press.



	Social Costs Today Institutional analyses of the present crises

	Copyright
	Contents
	List of illustrations
	List of contributors
	Social costs today: institutional analyses of the present crises - an introduction
	PART I Social costs: At the core of the capitalist economy
	1 Social costs and normative economics
	2 Institutions, rationality and social costs
	3 Social costs and the horizonal approach to ecologicaleconomics
	4 Planned obsolescence and the manufacture of doubt: on social costs and the evolutionary theory of the firm
	5 The discourse on social costs: Kapp’s ‘impossibility thesis’ vs. neoliberalism

	PART II Social costs of the present crises
	6 From the crisis of distribution to the distribution of the costs of the crisis: the case of Europe
	7 The financial crisis viewed through the theory of social costs
	8 In charge of themselves: the social costs of workfare policies in Europe
	9 The social costs of water commodification in developing countries
	10 The social costs of private elderly care
	11 Business bias as usual: the case of electromagnetic pollution
	12 A crisis of freedom

	Index



