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Introduction

CHRISTOPHER J. COWTON AND MICHAELA HAASE

A Developing Field

A growing number of academics and other specialists are paying attention to
ethics in business. The fall of the Berlin Wall and the associated attempts to
establish market economies in Central and Eastern Europe; business ‘scan-
dals’ such as Enron and WorldCom in the USA and Parmalat in Europe; the
increasing pace of internationalization of trade and supply chains; and the
urgency on many fronts of calls to respond to global climate change: all these
factors and more have added to the momentum behind attempts to analyze,
critique and reform business and economic activity in ethical or ethical-
economic terms. Many voices are now heard — not only business practitioners
and academics, but also consultants, politicians, NGOs and other critics and
commentators.

For academics there are issues about both what is researched and what is
taught, and how those tasks are to be approached. Like business and man-
agement studies in general, business ethics is not an academic discipline as
such but a field of study. In the field of business ethics there is no unique
business-ethical theoretical framework from which research questions follow
simply by means of direct application of the main theory. Indeed, many dif-
ferent disciplinary perspectives can fruitfully be brought to bear on business
ethics. The chapters in this volume reflect this as they draw on economics
and other social-scientific disciplines, on philosophy, or on knowledge hark-
ing back to management theory, which itself is multi-disciplinary. In addi-
tion, and as explored by some of the authors in this volume, some of the is-
sues at stake are not, or not only, determined by the specific research pro-
grammes of theories but also influenced by the intersections between them.
Furthermore (and at least as important), the practices of businesses and man-
agers themselves are — or should be — an important influence.
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What might be expected of business in terms of ethical or socially respon-
sible behaviour, and what might be the appropriate contribution of research
and teaching, are still subject to considerable debate — issues relating to scope
and impact abound. However, what is clear is that ethical issues relating to
business are seen as increasingly important by many, and the myriad ques-
tions associated with them need to be addressed with both urgency and rigour.

Thus, as both a management activity, broadly conceived, and as a schol-
arly endeavour, business ethics is increasingly seen as important for both
current and future generations of managers, entrepreneurs, and other eco-
nomic actors. But it is not without its problems and challenges. New insights,
clarifications and developments are needed, but the complexity of the issues
and the interested nature of what is at stake mean that progress will not be a
simple task. Academically, there have been notable advances with respect to
the integration of the field’s topics in business schools’ curricula, especially
in the USA. Yet even there, there is a need for consolidation of what has been
achieved, and much remains to be done. Furthermore, the different economic,
social, political and academic contexts in other parts of the world — including
Europe — mean that insights developed in the USA are likely to require a de-
gree of adaptation when transferred elsewhere. The particularities of the US
context also mean that some issues relating to business and economic ethics,
that might be considered important in (parts of) Europe, have received scant
or, so far at least, lesser attention in the USA. For example, the treatment of
the workforce, organizational issues and the environmental responsibility of
business are three areas in which European scholars have developed notable
expertise. Moreover, a particular feature of many non-US perspectives is the
systematic treatment of business as part of the economic and social system. !

Against this backdrop, a major conference took place in May 2006 in Ber-
lin, Germany. This book’s origins lie in that conference. Hosted by the
School of Business and Economics at the Freie Universitiat Berlin, “Ethical
Aspects of Management in Theory and Practice” (EAMTP) drew together a
wide range of international speakers and delegates to discuss the relationship
between economics, business economics and management studies, on the one
hand, and ethics (economic ethics and business ethics) on the other. Within
that broad agenda, more than 40 speakers (38 papers) contributed to the Con-
ference, addressing the Conference’s main themes of:

1 Hence our reference in places to ‘economic and business ethics’, which we usual-
ly elide to ‘business ethics’.
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e the scope of ethical and moral action within the economy and theories
about it;

e approaches to teaching ethics within the business and management
curriculum; and

o the dialogue between (management) scholars and practitioners.

All the chapters in this book are written by authors who participated in the
EAMTP Conference. Most of them were initially presented in one form or
another at the Conference itself, and all have been gone through a process of
double blind review which (we hope our contributors will agree) has led to
significant development and improvement. We trust that what we have as a
result is a set of thought-provoking papers that address important issues in
business and economic ethics. Of course, the individual chapters speak for
themselves, but in this introductory chapter we wish to explain briefly the
structure of the book and provide an overview of its contents.

Overview of the Book

As befits a multi-disciplinary, developing field, the chapters are written from
a variety of perspectives. The subsequent papers are characterizable by their
focus on issues related to economic ethics (Koslowski, Shionoya), economics
and philosophy (Hodgson, Lenz), and the interaction of business ethics with
other disciplines, fields of study (economics, philosophy, corporate finance,
etc.), or even business practice (Cowton, Brink, Soppe, Gilbert and Rasche,
Haase).

The first chapter, Christopher Cowton’s On Setting the Agenda for Busi-
ness Ethics Research, reflects on the many influences that can come to bear
on research or scholarship in business ethics and thus, in some senses, pre-
pares the way for the other chapters in the book. His chapter begins with an
understanding that business ethics is not an established academic discipline
as such, but rather a field of study (like business or management studies). If,
as Cowton argues, research is necessary not only for pragmatic reasons but
also in order to become an accepted academic field, then it is an urgent as
well as justified question to ask about the set of research questions addressed,
their coherence and sources. Generally speaking, besides problems identified
by the theories which form the theoretical basis of business ethics ap-
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proaches, problems identified by businesses and firms, and by management
studies, are part of business ethics’ research agenda, as well as problems re-
lated to the curriculum and teaching of business ethics. This analysis seems
to be close to one that could also be given for the field of management stud-
ies in general. Cowton also, in effect, identifies two dangers for business eth-
ics: sacrificing relevance for rigour, familiar from discussions in management
studies; and using methods and applying analytical skills for their own sake,
an issue familiar from economics. However, business ethics can develop a
strategy with respect to its theoretical development, its applications, and its
teaching, and thus form its own coherent identity as a field.

The next four chapters provide a basic and systematic treatment of issues
in economic ethics or of the relationship between economics and ethics, re-
spectively. Peter Koslowski and Yuichi Shionoya each generate a framework
for economic ethics with respect to concepts, principles and approaches. Af-
ter this, Bernard Hodgson and Hansrudi Lenz detect conundrums and diag-
nose conceptual incoherences or even contradictions which accrue from the
conceptualization of individual action and decision in economics or its com-
parison to ends in ethics, as for example norm justification.

Peter Koslowski’s Some Principles of Ethical Economy concentrates on
the development of an ethical economy (or theory thereof) located at the in-
tersection of economics and ethics. Koslowski outlines two strands of eco-
nomic-ethical investigation that arise if one addresses issues of interest in
economics from the point of view of ethics and vice versa. He delineates the
interface between economics and ethics based on the multiple meanings of
the concept of good and on the problem of the incompleteness and specula-
tive character of choice. From his point of view, the meaning of the term
“good” in the economic and technological sense (as the efficient and effec-
tive), can neither be equated with the meaning of the term “good” in the
moral sense nor completely separated from it. The three meanings of “good”
are complementary. Koslowski develops the synthesis of ethical economy as
the economic theory of ethics and as the theory of the ethical presuppositions
of the economic. He introduces several principles that are relevant for ethical
and economic theory at the same time. The paper provides some fundamental
thoughts on the formal relation between economic and ethical theory.

Yuichi Shionoya’s Economic Ethics: A Systematic Integration deals with
the intersection of economics and ethics. Shionoya directs his effort at the
preparation of the field for both a positive and a normative virtue ethics. It is
his goal to construct a system of economic ethics which is able to “develop
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the idea of virtue economics in positive and normative senses to shed light on
a neglected issue, i.e., virtuous utilization of resources for the development
and self-realization of human beings”. The author characterizes economics:
first, with respect to the allocation, distribution and utilization of resources;
second, by distinguishing between statics, dynamics and sociology; and third,
by a broad concept of good. Economics addresses resources mainly in the
light of the end-means relationship between good (in the sense of goodness)
and goods (in the sense of commodities) necessary for human life. Compared
to that, ethics explores what a good life is and postulates a set of norms to
evaluate it from multiple angles. Shionoya constructs a system of ethics by
coordination of fundamental ethical values (good, virtue and right) and the
main objects of evaluation which (at least in part) already play a role in the
institutional strands of economics — namely act, being and rule. From Shio-
noya’s point of view, economic ethics derived by the juxtaposition of the
systems of economics and ethics as characterized above will be able to pro-
vide valuable norms which bring us closer to the achievement of ends like
just distribution, virtuous utilization and efficient allocation of resources.
Both Koslowski and Shionoya elaborate on the distinction between the
economic and the ethical good. As regards their meaning, the concepts re-
main distinct from Shionoya’s point of view; that notwithstanding, they are
related by the acts performed by the economic actors. For this reason, Kos-
lowski would add, humans should take up a stance on their action (and, as
Hodgson would add, this requires intentional morality). What can be drawn
from both papers is that, if there is an intersection between the economic and
the ethical good, with it is opened up a range for self-interested ethical action.
Bernard Hodgson’s The Conundrum of Moral Evaluation in Economics
addresses some of the moral or value dimensions of classical and neoclassical
economic theories. Hodgson diagnoses a “severe conundrum in the standard
interpretation of the ‘mainstream’ tradition of classical and neo-classical the-
ory”. Since a moral interpretation of individual decision and action should be
able to take precedence over claims of self-interest, it should be able to come
into conflict with a point of view completely based on self-interest. This is
neither fulfilled by a conception of economic-ethical integration located at
the individual level of analysis that equates the moral and the rational (in the
sense of the Rational Sceptic discussed by Hansrudi Lenz in the subsequent
paper) nor by one that ascribes morality to unintended action results and le-
gitimizes it ex post in terms of understanding such purely rational, self-
interested action as expressing an ethical point of view. If this viewpoint is
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right, then the purely methodical interpretation and treatment of the assump-
tions related to individual action in the tradition of Gary S. Becker possesses
— from an ethical point of view — a problem: the implementation of moral
values at the micro-level of analysis requires intentional morality. If the mar-
ket mechanism could do all the work, no ethics requiring the exercise of a
rational will would be needed (at least not for the realization of the ethical
good). In some sense, this strand of argumentation in Hodgson’s paper, ad-
dressing the micro-macro level interaction from an ethical point of view, is
complementary to Lenz’s interpretation of the ethical status of the economic
“reference individual”.

Hansrudi Lenz’s Why Act Morally? Economical and Philosophical Rea-
sons can be located within a field of study that Koslowski in his earlier chap-
ter named “the economics of ethics”. Lenz addresses the constitution and
origin of the reference individual to which ethical or economic-ethical analy-
sis could or should refer. As is well-known, the rationality assumption, often
criticized because of its regard to self interest, is a fundamental principle in
economics. Philosophers have addressed how this assumption relates to eth-
ics and which consequences result from this for the generation and justifica-
tion of ethical norms. Is there a material steering function of moral norms for
rational individuals? The hypothetical figure of the Rational Sceptic that
harks back to Peter Stemmer has achieved particular attention in this context.
According to this figure, “a moral norm is rationally justified if and only if a
Rational Sceptic could be convinced” to act in accord with it.

Lenz argues that this kind of justification of moral norms based on both
strict rational and purely selfish individuals leads to a conceptual contradic-
tion of the concept of moral norm based on ethics. Moral norms are senseless
for the Rational Sceptic because he would only follow them if they were in
accordance with rationality. Thus, the moral dimension of a norm that is
acted on by reasons of rationality is superflous. Koslowski’s position, that the
moral cannot be subordinated to the economic, relates to this. Instead of the
Rational Sceptic, Lenz recommends that philosophers interested in work at
the intersection of economics and ethics should base their work on the con-
ception of an individual equipped with a minimal concern for the interests of
other beings. The Rational Sceptic should thus be replaced by that minimal
moralistic, non-purely selfish individual. In order to find a sketch of the con-
stitution and behaviour of this new reference individual, philosophers should
consult recent empirical findings in, for example, experimental economics
and game theory. Lenz argues that both philosophers and economists stand to
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benefit from this change in the presuppositions of research or conception of
the reference individual for economic-ethical analyses.

It is well-known that economic ethics and business ethics’ approaches
give different answers to the question of the reconcilability of, roughly speak-
ing, markets and morals. In addition, many economists are sceptical concern-
ing a closer connection of business ethics and economics. They regard (at
least some streams of) business ethics as being hostile to economics or nor-
mative, respectively. The first reason for their reluctance relates to assump-
tions in economic theory (like those belonging to homo oeconomicus); the
second is the alleged or actual conflict with Max Weber’s postulate concern-
ing value judgements in the social sciences (one aspect dealt with by Hodg-
son’s chapter).

Alexander Brink’s Business Ethics and the Rhetoric of Reaction may pro-
vide a guideline for an anticipative reaction to resistance and reactions like
these and others. His paper includes the idea that what are called the ‘func-
tionalist’ and the ‘corrective’ approaches in business ethics are not necessar-
ily in opposition to each other: if ethics has become an integrative part of
economics (this refers to the functionalist idea), then ideas based on correc-
tive approaches can be implemented without provoking “reactionary” opposi-
tion from mainstream economics.

Brink’s chapter addresses the strategic interplay between business ethics
and other disciplines. The paper asks if business ethics can make use of Al-
bert O. Hirschman’s idea of the historic interplay between “reactionary” and
“progressive” tendencies. (The terms “reactionary” and “progressive” bear no
negative or positive connotations; they simply express a mechanical back-
wards and forwards direction of forces within historical developments, which
themselves do not lead automatically to progress.) Based on Hirschman’s
“Rhetoric of Reaction”, Brink discusses three main theses that the reactionary
forces bring to bear in order to push back the forces related to change and
renewal in history. Business ethics should not wait for the “reactionary” reac-
tions in particular of mainstream economics but instead proactively formulate
its progressive strategy of defence. With respect to the strategic development
of its interactions with other disciplines or fields of study, Brink suggests a
means for putting business ethics in the driving seat in terms of its historical
development.

Dirk Ulrich Gilbert and Andreas Rasche’s A Critical Perspective on So-
cial Accounting — The Contribution of Discourse Philosophy addresses ac-
countability standards (in particular SA 8000), which they assume are not yet
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adequately represented in today’s business ethics literature. Based on Haber-
masian discourse ethics, the authors introduce a “discursively informed ver-
sion of SA 8000 that is an appropriate tool to better support the institution-
alization of social accounting standards in firms (they particularly refer to
multinational corporations). The authors draw on discourse ethics in a double
sense: first, with respect to the justification of norms advocated by SA 8000;
and second, with respect to the implementation of these norms in organiza-
tions. As the authors point out, “(w)hen meaningfully based on discourse
ethics”, SA 8000 supports multinational corporations, suppliers, and other
stakeholders “to effectively communicate about conflicting issues to ‘live’
social responsibility”. Gilbert and Rasche’s discourse theoretical contribution
can be viewed as supporting the recent discussion on the ethical nature of
corporate ethics initiatives (e.g., internal codes of conduct and accountability
standards).

Aloy Soppe’s The Stakeholder Equity Model sketches a newly developing
strand of research in economic ethics relating corporate finance, corporate
governance and stakeholder theory. The paper deals with the economic foun-
dations of corporate governance. Reflecting both the critical stance taken by
many to the shareholder approach and also the emerging literature related to
the stakeholder approach to strategic management, Soppe extends the basic
ideas and concepts of corporate finance approaches from the shareholders to
the stakeholders of the firm. Referring to a firm’s efficiency and the structure
of ownership of its stock, he argues that governance costs decrease if the ma-
jority of the firm’s stock is assigned to its non-shareholder stakeholders. His
argument is two-dimensional: first, the familiar relation between ownership,
control and efficiency is extended from shareholders to non-shareholder
stakeholders; and second, the answer to the question of who (from an effi-
ciency point of view) should hold shares in a firm is given by consideration
of the costs of market contracting faced by different groups of actors (like
shareholders, the workforce, or managers).

The final chapter in the volume, Haase’s Theory, Practice, and Educa-
tion: On the Role of Business Ethics for Management Education at Business
Schools or Universities, identifies an education gap with respect to the ethics
education of future managers at business schools and universities and sug-
gests the implementation of business ethics as a means of diminishing this
gap. It discusses business ethics education from the more general perspective
of management practice’s knowledge sources. The implementation of busi-
ness ethics can enhance business schools and universities’ competences with
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respect to research and education. Business ethics both extends the classical
competences of business schools and universities and contributes to the de-
velopment of future managers’ particular competences related to theoretical
knowledge and its application, on the one hand, and ethical reflection and
discernment, on the other.
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Chapter 1

On Setting the Agenda for Business Ethics Research

CHRISTOPHER J. COWTON

1. Introduction
II. What to Research: Some Academic Influences
1. Previous Business Ethics Literature
2. Debates in Academic Disciplines
3. Business and Management Research
4. Research Resources
5. The Curriculum
III. What to Research: Some Influences from Beyond the Academy
1. Businesses and Their Managers
2. Stakeholder Concerns
3. Societal Issues
IV. Conclusion

1. Introduction

Business ethics as a field of academic endeavour has made significant pro-
gress over the past two or three decades. It now boasts a substantial body of
scholarly literature, which is a major resource in which much time and effort
have been invested and from which much can be gained. However, there is
still much work to be done, and the dynamic nature of both academic life and
the world beyond it ensures that new issues and opportunities will continue to
emerge. Business ethicists, individually and collectively, through the alloca-
tion of their limited research resources (especially time), will govern how
well the field progresses and meets future challenges over the years to come.
In particular, through our decisions about what we do or do not study and
write about, we will determine the future shape of the scholarly literature —
what it addresses successfully and on what it remains silent or inadequate.
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Implicitly or explicitly, individually and collectively, choices are made, and
some are presumably better than others.

This paper is a reflection on the progress of business ethics as an aca-
demic enterprise. Of course, the development of business ethics as a focus of
academic interest has been marked by several review papers already (e.g.
Hosmer 1996; Werhane/Freeman 1999), some reflecting underlying concerns
consistent with Enderle’s (1996, p. 43) comment that “in its present stage of
development, business ethics appears to be far from being an established aca-
demic discipline”. Some might question whether something like business
ethics can ever be an academic discipline as such, and for the purposes of this
paper it will be helpful to distinguish between disciplines — such as philoso-
phy, economics and psychology — and fields (such as business and manage-
ment) to which the concepts and methods of academic disciplines can be ap-
plied. Nevertheless, whatever kind of academic activity business ethics is
taken to be, there are significant issues relating to its academic status.

An important element in the project to promote the academic standing of
business ethics is research, which “is needed to establish business ethics on
an equal footing not only with other management subjects, but also with
other topics in applied ethics” (Collier 1995, p. 6). Research needs to be done,
and it needs to be up to the standards of cognate fields and disciplines. Wor-
ries about whether this is the case have led to some of the previous reviews of
business ethics, particularly (in the early 1990s) of empirical research carried
out in its name (e.g. Brady/Hatch 1992; Fleming 1990; Randall/Gibson 1990;
Robertson 1993; Weber 1992). Such concerns are legitimate, not only for
reasons of academic respectability (see Cowton 1998b) but also because
poorly conducted research, in whatever tradition, is a waste of resources and
possibly seriously misleading. However, it is not sufficient for research to be
conducted according to established academic standards; the choice of ques-
tion or issue to be addressed is also important. Thus, in addition to attention
being paid to how business ethics is researched, it is important that sight is
not lost of what is researched. It is with the latter that this paper is principally
concerned.

One approach to advancing the consideration of what is researched in
business ethics would be to develop a comprehensive catalogue and critique
of the contents of the literature as it currently stands and to make recommen-
dations regarding the focus of future work. However, such an endeavour
would be a massive undertaking given the extent of developments since 1990
(Enderle 2003), and it might turn out to be of dubious benefit. The approach

12
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taken here is rather different. Instead of attempting to list the agenda items
for future scholarly activity, I will take a step back to consider the process by
which that agenda comes to be set, wittingly or not. In other words, how do
we, as business ethics scholars, come to choose what we do — and do not —
write about, particularly in academic journals? I address this question in the
hope that progress in answering it will enable business ethicists, individually
and collectively, to recognize more clearly the actual and potential influences
to which we are subject and hence to make better choices about our work
than we might otherwise do. In the next two sections of the paper I identify
various possible influences upon the agenda of business ethics research, di-
vided into those influences which are primarily academic and those which
emanate from beyond the academy. I discuss the pertinent features of each
one in turn, identifying both their strengths and — of particular importance
when they become too strong an influence — their shortcomings.

II. What to Research: Some Academic Influences

The references above to research quality and academic respectability demon-
strate the powerful influences emanating from the academic context in which
business ethics researchers are principally located. But this context might
influence not only how we research, but also what is researched. In this sec-
tion I identify and discuss five possible academic influences; previous busi-
ness ethics literature, debates in academic disciplines, business and manage-
ment research, research resources, and the curriculum.

1. Previous Business Ethics Literature

Clearly it is important, in order to publish, to cite relevant previous work,
thus anchoring the work in a stream (Bain 1995). But in addition to helping
us to explore independently chosen topics, the reading of literature helps to
shape our agenda. It is the means by which we often get our research students
started on choosing a research topic, advising them to read the journals, per-
haps within a broad remit. As we keep up to date on the literature or delve in
to back issues of journals, we can generate ideas for our own responses and
hence contributions to the literature. Thus building on previous literature can

13
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either be part of a deliberate approach to deciding what we are going to re-
search, or its influence can be more serendipitous, an element in a more
emergent strategy (cf. Mintzberg/Waters 1985).

Good business ethics scholars try to be well-read in their claimed area of
expertise, and previous literature in the field is a naturally strong trigger for
the reflective reader, prompting the identification of topics, problems and
potential contributions. This in itself is not a bad thing, but a literature can
develop a life of its own, characterized by contributions of diminishing value
which pile up ‘footnotes to footnotes’ of interest only to the protagonists in-
volved. As Sorell (1998, p. 83) comments, ‘One piece of armchair applied
ethics can provoke another,” particularly given the pressures on academics to
publish. Thus, although it is desirable to possess a cumulative body of
knowledge or insights on a particular topic, over-reliance on existing busi-
ness ethics literature in setting the agenda could result in an inbred corpus of
work which, while perfectly competent according to conventional scholarly
criteria, could have a significant opportunity cost in terms of alternative uses
of the time and effort expended on it. Vast areas of business and management
studies could lie unanalyzed in ethical terms. For example, it is possible that
the interests pursued in a specialist academic literature will diverge more and
more from those generated by the world of business and management prac-
tice, which displays considerable dynamism (see below).

It is also possible that the business ethics literature could become intellec-
tually introspective, failing to connect with wider academic developments,
not just practical ones. However, as a relatively new, interdisciplinary field,
this is less likely, because — for reasons briefly explained in the introduction —
its scholars tend to belong or relate to at least one other academic discipline.
The potential influence of other academic disciplines is discussed next.

2. Debates in Academic Disciplines

Business ethics scholars tend to read more widely than just business ethics, in
many cases seeking to keep abreast of at least some of the developments in
whatever they consider to be their academic disciplinary home. Awareness of
what is happening in traditional academic disciplines is thus likely to influ-
ence research in the applied field of business ethics. This might occur as part
of a deliberate strategy, whereby business ethics scholars intentionally seek
to apply concepts, frameworks, tools or whatever in the context of the ethics

14
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of business. On the other hand, the influence might be more subtle, as busi-
ness ethics scholars respond subliminally to advances and debates in relevant
academic disciplines, absorbing changes in the intellectual climate. Thus in-
tellectual activity in the academic environment, while not directed specifi-
cally at the ethics of business may, through the way in which business schol-
ars identify and frame the issues they address, come to have an impact on the
agenda for business ethics research. As these disciplines develop and make
progress, the potential for building business ethics on sound theoretical foun-
dations is enhanced.

Theology has a long tradition of contributing to the ethical analysis of as-
pects of business (De George 1987), but many of the leaders of the modern
growth of business ethics have a background in philosophy. Thus develop-
ments in philosophy — particularly moral philosophy — are likely to be sig-
nificant. A pertinent example is virtue ethics, which enjoyed a major revival
in moral philosophy and has subsequently been taken up with some enthusi-
asm in business ethics (e.g. Whetstone 2001).

Although such an influence might be taken to imply or confirm the de-
rivative nature of business ethics, the forging of strong links with disciplines
might be mutually beneficial, for the exercise of exploring recent academic
developments in a business or management context might not only generate
new insights for business ethics but also provide an opportunity to make a
contribution to the original discipline, particularly if there is substantive work
to be done rather than ‘mere application’. For example, Freeman (2000) con-
tends that the best work in business ethics (and biomedical ethics) is helping
to change (has ‘rewoven’) the very fabric of ethical theory. One of the areas
in which this can happen is in the development of ‘bridge concepts’, such as
conflict of interest or autonomy, that are needed for the application of ethical
theory (Bowie 2000). Thus the development of philosophical business ethics
can stand as a challenge to moral philosophy, contributing to its own agenda.

In addition to the substantive benefits that progress in such work might
bring, there is the further advantage that it can enhance the academic respect-
ability of business ethics and business ethicists (see earlier discussion). An-
other possible benefit is that it might help to stimulate further business-
related conversation in philosophy and perhaps increase the degree of interest
shown in business and management by the wider philosophical community,
taking advantage of philosophy’s having ‘tilted again towards the “real
world”” (Solomon 1991, p. 354) and thus increasing the resources applied to
our area of interest.
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There seem to be good reasons both to expect and to welcome the influ-
ence of academic disciplines such as philosophy. However, any of the influ-
ences identified in this paper can, if unchecked, entail problems too. Stark
(1993), for one, thinks that the influence of academic philosophy on business
ethics is harmful; though if there is merit in Stark’s charges, it may be more
to do with the way philosophy is sometimes done than anything inherent in
its nature (see Crisp 1998). Sorell (1998, p. 83), for example, charges that,
‘[i]n order to prove its academic credentials, some writers of business ethics
have felt obliged to pursue the subject with as much theoretical apparatus as
they can bring to bear, with the result that few business people can follow
what is being said.” In other words, to employ a distinction used earlier, there
exists the possibility that, through perceived pressures to attain academic
respectability, a particular “how” comes to trump “what”. Style can come to
dominate substance. Stark’s well-known broadside against business ethics
contains a similar point: “Unfortunately, academic insecurity is causing busi-
ness ethicists to direct their work away from addressing the real needs of
managers and toward satisfying the perceived rigors of academic science in
their field” (Stark 1993). Thus there is a risk — depending on what develop-
ments have been taking place in philosophy (and theology perhaps) and how
they are applied — that business ethics becomes disconnected from its object
of study.

However, the ‘sustained and cumulative’ normative contribution (Robert-
son 1993) of the philosophers has been augmented by the introduction of
various social scientific perspectives, most often from social psychology and
organization theory (Victor/Stephens 1994); also from economics (Hosmer/
Chen 2001) and politics perhaps. Again, these offer the potential for rigorous
analysis and theoretical development. Furthermore, a feature of social science
disciplines is that they bring with them an orientation towards empirical re-
search, which might suggest a stronger connection with the ‘real world” and
thus reduce the risk of irrelevance, which could happen with more abstract
theorizing. Many business schools, particularly those with strong research
profiles, have a commitment to social scientific research (see below).

In spite of the importance of root disciplines, though, Hosmer (1996) is
disappointed by, and critical of, the relative lack of reference to basic norma-
tive and descriptive theories. However, it should be acknowledged that this
does not mean that those theories do not have an impact on business ethics
research. For example, they might influence the background thinking of
scholars, in particular through their manifestation in more fully developed

16



ON SETTING THE AGENDA FOR BUSINESS ETHICS RESEARCH

frameworks and ideas. Thus more detailed conceptual understandings,
whether normative or descriptive, might act as ‘intervening variables’, not
least because — like Bowie’s ‘bridge concepts’ (Bowie 2000) — they are more
likely to be capable of relation to the particular concerns of business ethicists
and hence of greater analytical value.

From the perspective of this paper, the real contribution of academic dis-
ciplines is that they provide a sound foundation for Zow we undertake busi-
ness ethics research — whether that be philosophical argumentation, abstract
theorizing or empirical testing, or whatever. They might also suggest avenues
for what we research, but the risk is that a research agenda over-determined
by academic disciplines will fail to address many important issues. One pos-
sible way to control this is to pay attention to research in business and man-
agement studies, some of which may well reflect factors related to the prac-
tice of business and management, in addition to drawing on developments in
academic disciplines.

3. Business and Management Research

Collier (1995, p. 6) notes that in academic terms business ethics ‘represents
both a field in applied ethics and a legitimate area of management studies’. If
we take our cue from business and management research, it might be reason-
able to expect business ethics research to be at less risk of becoming divorced
from its domain of application than if it is more in subjection to academic
disciplines such as philosophy.

Business and management is a diverse area, and it is likely that some as-
pects will be more interesting for, and amenable to, ethics research than oth-
ers. For example, ethical issues frequently surface in human resource man-
agement, in one guise or another, and it is relatively easy to identify ethical
questions in relation to advertising. There are plenty of topics that can easily
attract the attention of someone with an interest in ethics.

However, although some other areas might also be ripe for ethical consid-
eration, it might be harder to identify the significant issues or to tackle them
convincingly, perhaps because the area is thought to involve matters that are
technically challenging and therefore relatively difficult to deal with without
the requisite expertise. For example, Boatright/Peterson (2003, p. 265) note
that ‘business ethics scholars have devoted comparatively little attention to
financial topics’. Some financial topics are undoubtedly complex in practice,
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but since its capture by neo-classical economics, academic finance has also
become increasingly abstruse (Whitley 1986) and the dominant paradigm
tends to subordinate or bury ethical issues, making them less obvious both to
many experts in the field (who possess and pursue a constrained ‘how’ in
research terms) and to observers with limited understanding of the technicali-
ties (who will find it difficult to discern the ‘what’ to study).

Nevertheless, many business ethics researchers, particularly if they work
in a business school, already possess the requisite technical background,
since many are well versed in a business discipline (even finance in some
cases) rather than, or in addition to, an academic discipline, to use the distinc-
tion made earlier.! Such expertise will not only enable them to pursue known
ethical issues but, particularly if they are keeping up to date with their field of
academic business expertise, to identify new, emerging issues. Alternatively,
for those business ethics researchers who do not possess the requisite techni-
cal expertise, it might be possible for them to collaborate with suitable ex-
perts — who might be able to identify important ethical issues and who might
have a concern for them, but who lack the specialist competence or confi-
dence to pursue that interest on their own.

When thinking about undertaking research, it is normal to think in terms
of conducting new projects, but another possibility is for a business ethics
expert to help a subject expert to re-analyze their existing research in ethical
terms. It might even be possible for a business ethics researcher to re-analyze
existing research in business and management studies without the help of the
original researcher, using published accounts of the work and/or data ar-
chives — a kind of ‘silent collaboration’. Ethical commentary on the substance
of a body of existing research should certainly be possible and is probably
highly desirable in many cases. Producing ethics perspectives on authorita-
tive review papers on particular topics in particular fields might be a fruitful
way of doing this. Thus previous research in business and management stud-
ies might have some influence on the agenda for business ethics research by
its very availability, particularly if it is awareness of that availability, on the
part of either a business ethics researcher or a subject expert, that prompts the
new ‘ethical commentary’ work.

1 CowTON/CUMMINS (2003) found that the growth of business ethics teaching in
the UK over the previous decade was accounted for by the enthusiasm of staff in
business schools or equivalent departments who had originally been appointed to
teach another subject and continued to do so.
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One of the interesting issues that arise is where such research should be
published. Given the focus of this paper on the success of business ethics as
an academic endeavour and the development of a valuable body of knowl-
edge, the most obvious destination for submitting papers is one of the main
business ethics journals. However, the strong relationship with business and
management research, which is the focus of this section, implies that publish-
ing in journals in fields like marketing or accounting might also be possible —
or even preferable. This might be of particular importance if the business
ethicist is collaborating with a subject expert, depending on the view that
expert takes of managing their curriculum vitae. This might be in addition to
publication in a business ethics publication, given appropriate writing-up to
pursue a different ‘angle’ in the respective literatures. One of the benefits of
publishing in journals dedicated to particular business disciplines is that it
enhances the potential for ethics to be incorporated into mainstream subjects.
It might also enhance the academic respectability of business ethics and the
standing of the individual business ethics scholar. However, the ‘leading’
journals in some areas of business and management enact a construction of
appropriate research that does not admit ethical analyses, except in the most
constrained social scientific terms. Such definitions of rigour and respectabil-
ity are strongly enforced in certain areas of business and management re-
search. Nevertheless, it is an avenue worth exploring.

It is also apparent that researchers in other areas of business and man-
agement publish their current work in business ethics journals without the
help of an expert in business ethics. This is one of the ways in which research
in business and management comes to influence the content of business eth-
ics journals, and it is likely to increase as the status of business ethics grows,
thus making publication in its outlets more attractive to scholars. This is not
the place to assess whether the full potential of those papers, in business eth-
ics terms, is exploited, but if it is not, then such contributions can be picked
up and developed further by business ethics scholars, responding to work that
is now part of the business ethics literature (see first influence). And having
been published in that literature, it is likely to be easier to develop in ethical
terms than work published in other parts of the business and management
literature, as at least some of the ethical work should have been done already
for publication in a business ethics journal.

Taking our cue from business and management research might not be as
valuable as expected though. According to Ciulla (1991, pp. 213-214), “[o]ne
of the first things you hear upon entering a business school is references to
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something called the ‘real world’ ... which dictates what you can and can’t
do.” Yet business schools, notwithstanding their apparently vocational mis-
sion, have received criticism from some quarters for the poverty of their rela-
tionship with business and management practice, in particular the alleged
‘irrelevance’ of much of their research. Their research has been criticized for
prizing rigour over relevance, perhaps in pursuit of social scientific respect-
ability in the same way that business ethicists can feel themselves subject to
academic disciplinary pressure. ‘Leading’ business schools have been pursu-
ing academic respectability for the past forty years or so by conducting ‘rig-
orous’ social science research (Cowton 1998b; Whitley 1986), which has
resulted in a ‘technical, scientifically-inspired regimen’ (Donaldson 1994, p.
4). It seems that academic rewards and resource allocation systems are not
configured in such a way as to guarantee research that is respected outside
the academy. Therefore, although existing business and management research
has a great deal to offer as an influence upon business ethics research, includ-
ing as a possible corrective to an over-reliance on academic disciplines for
setting the agenda, it is not necessarily an infallible guide to ensuring that the
agenda will not miss certain important issues.

4. Research Resources

It was noted at the beginning of this paper that, whether we are actively con-
scious of it or not, research resources for business ethics are limited. What
influences the allocation of those resources, particularly time, is the theme of
this paper, but it should be acknowledged that research resources can them-
selves be directed towards particular ends or become available in such a way
as to facilitate particular aspects of business ethics research. In the previous
section mention was made of the analysis of existing research in business and
management. The two other resources to be considered here are money and
data.

First, there are funding agencies, of various sorts (e.g. government, foun-
dations, commercial organizations, universities) which either seek to have
particular types of research done or, in responsive mode, fund or reject par-
ticular project proposals. As such, they mediate, amplify or suppress con-
cerns that emanate from beyond the walls of the academy, some of which
will be discussed below. Although business ethics does not receive a large
amount of research funding compared to other areas, it receives some. To the
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extent that it does so, the decisions of funders will influence the agenda for
business ethics research. If a particular funder became over-dominant, or if
an unduly homogeneous agenda came to exist across funders, problems could
be entailed for business ethics researchers — though that is probably a more
welcome problem than having little or no research funding.

Second, existing data can be a resource for business ethics research. Men-
tion was made in the previous section of the possibility of re-analyzing from
an ethical perspective research data from studies already conducted, but the
availability of secondary data more generally is a potential influence on re-
search in business ethics. For much of the time, the unavailability of data acts
as a constraint, because appropriate data of adequate quality are difficult to
obtain for the investigation of many ethical issues. However, where they do
exist, data can act as a prompt to research; secondary data can play a seren-
dipitous role in the initiation of research (Cowton 1998a). Many types of
such data exist, including company accounts and other material, government
statistics, reports from regulatory agencies and newspapers.

One of the interesting features of secondary data is that they contain the
seeds of the solution to the question that they stimulate in the minds of the
researcher. (Even if they are insufficient for scholarly purposes, some of
them help make scholars aware of significant issues.) Another is — as I have
argued elsewhere via a notion termed ‘eavesdropping’ (Cowton 1998a) —
secondary data provide opportunities for avoiding some of the problems as-
sociated with collecting primary data on sensitive issues. However, taken too
far, the risk with using secondary data is that we research what is convenient
rather than what is important, or we fail to address satisfactorily the real issue
because the secondary data are inadequate proxies for the primary data that
we would wish to collect. Nevertheless, the significant point for this paper is
that secondary data can act as an influence on what we research.

5. The Curriculum

Directly or indirectly accessing the research interests of academic colleagues
in business and management was mentioned earlier as a way of guiding busi-
ness ethics research, but the vast majority of academics do not spend all or
even most of their time conducting research. Teaching is important. The pre-
cise nature of the relationship between teaching and research is often debated
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(e.g. the importance of research activity for the vitality of teaching), but there
seem to be two important dimensions relating to the concerns of this paper.

First, the teaching of business ethics itself provides opportunities for re-
search. Such pedagogic research (I am not referring to students as proxies for
“proper” research subjects) is common in many fields and disciplines. The
challenges of teaching business ethics (often to sceptical students), its un-
usual nature when compared to many other business school courses, and its
relatively recent appearance in many curricula mean that questions worthy of
research are likely to occur to academics relatively frequently in the course of
their teaching. Indeed, the business ethics journals contain many scholarly
contributions to the debate on how to teach business ethics and its effective-
ness. In addition to learning more about the process of business ethics teach-
ing and learning, shortcomings in teaching material might stimulate research
work that might generate mainstream research findings as well as resources
for students. As Collier (1995) comments, research is needed to provide a
knowledge base for the expansion of business ethics teaching. For example,
many writers have pointed out the need to generate non-US material, not only
to provide appropriate material for students outside the USA but also to help
internationalize the curriculum in US business schools (Cowton/Dunfee
1995). Thus, one might argue, business ethics might be expected to generate
a relatively large amount of pedagogic and related research. The only prob-
lem is that such research is often viewed as lower status than research into the
subject itself, thus compounding the possible status problems of researching
business ethics at all (see earlier discussion). There seems to something of a
tension here: for a relatively new academic field such as business ethics,
pedagogic research is likely to be of more value than in more conventional
business school subjects; but given the relatively low status of pedagogic
research there may be an opportunity cost in terms of building the academic
respectability of — and hence curriculum opportunities for — business ethics.

Second, and returning to the more tactical tone of some of the earlier
comments, one of the desires of many business ethicists is to have ethics in-
tegrated into mainstream courses within the business school (Dunfee/Robert-
son 1988). Taking our research cue from what our colleagues teach might be
one way of achieving this. As Murphy comments:

Most of us “doing ethics” would be less than honest if we didn’t recognize
that there is still substantial resistance to business ethics within most schools
of business. These critics are often not only vocal, but also productive and re-
spected faculty members. They will probably never embrace the notion of eth-
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ics in the curriculum or as a field of study, but we cannot ignore them. Involv-
ing them in team teaching of a case or as part of a joint research topic are
ways to begin the dialogue. (Murphy 1994, pp. 387-388, emphasis added)

Of course, it is often asserted that the curriculum is already too full — across
and within courses — to find room for business ethics. The excuse might not
be a good one, but it is often deemed sufficient. A possible response is for
business ethicists to work on emerging issues in particular subject areas:
“New business practices are constantly evolving, the ethical nature of which
is not always or immediately clear” (De George 1991, p. 44). Analysis of
techniques and methods being promoted in more practice-oriented journals,
such as Harvard Business Review or McKinsey Quarterly, might be a good
starting point. If room is left for current issues or space is made for important
new topics in the curriculum, and hence new teaching material is being gen-
erated, material on ethics is more likely to find a foothold. Indeed, it might
even be welcomed by subject specialists as they seek to get to grips with a
novel topic and develop a new lecture or seminar. If the new issue or topic is
one that the business world is also grappling with, such an approach is also
going to do no harm to the perceived relevance of business ethics research.
That world beyond the academy is itself a source of potential influences upon
the agenda for business ethics research, and is the subject of the next section.

I11. What to Research: Some Influences from Beyond
the Academy

Janus-like, the scholarly community of business ethics faces two ways; to-
wards the academy of which we are members, as discussed above, and to-
wards the world beyond the academy. Perhaps it is the case that ‘non-
academic’ factors have less influence on the business ethics research agenda
than might be expected or desired by some commentators. However, as
Sorell (1998) notes, there are several ways in which the distance between
business ethics and the business world can be diminished. Without any claim
to exhaustiveness, this section will attempt to highlight some of the main
ways in which ‘real world’ influences might bear upon the research agenda of
business ethics, beginning with businesses and their managers and radiating
outwards through stakeholder concerns and the wider society.
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1. Businesses and Their Managers

It would be strange indeed if business ethics had no contact with businesses
and other types of organization that are usually considered to come with its
purview, and the identification by business (in the broad sense) of issues that
it considers to be of ethical significance is a potential influence upon business
ethics research. There are many ways in which business ethics researchers
might come to learn of these issues, but a basic division would be between
direct and indirect methods.

The ethical concerns of organizations and their managers can be picked
up on an opportunistic basis just from interacting with people from the busi-
ness world, in the classroom or beyond. This can lead to interesting and per-
haps important research. Individual case studies, perhaps developed for teach-
ing purposes, can also be a useful source of ideas. On the other hand, the
ethical issues that confront business and managers could be established on a
more systematic basis. At one level it could be viewed as a kind of market
research to ‘poll” managers on what they consider the most significant ethical
issues facing them. An example is to be found in the work of Waters et al.
(1986), who asked managers “What ethical questions come up or have come
up in the course of your work life?”” Similarly, Fisher/Lovell (2000) con-
ducted fieldwork to discover from practising management accountants what
kinds of ethical problems they had faced. The concerns and work of manag-
ers, such as ethics officers, who have formal responsibility for helping to
manage the corporate ethics agenda, might be particularly relevant. Such re-
search would not only identify ethical issues but might also aim to prioritize
them according to some criteria, which is difficult to do if a more casual ap-
proach is taken. Professional associations might be another useful source of
such insights. This is not to say that practitioners will be the only source, but
as I have suggested elsewhere (Cowton 1998b), although it might be thought
that practising managers are not necessarily adept at such exercises (which
also raise some research challenges), that is no reason for ignoring them. In-
stead, their replies should be treated with circumspection as well as respect.

A less direct approach is not to ask businesses but to listen to what busi-
nesses say ‘anyway’, or to observe what they do. This is not just to save the
trouble of doing more systematic research; direct ‘polling’ research can entail
‘leading’ or socially desirable response bias (Fernandes/Randall 1992; Ran-
dall/Fernandes 1991). To cite an obvious example, codes of ethics are one of
the most visible manifestations of the addressing of ethical issues in the
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world of business. There are debates about their efficacy, and to the extent
that they ignore important issues, they will have limitations as an influence
upon the business ethics research agenda. Nevertheless, what they do cover is
a useful indicator of significant topics. Thus codes of ethics might not only be
a subject of research in their own right (e.g. how widespread or effective they
are) but they can also help identify topics and issues for further research and
analysis. It might be hoped that business people would, other things being
equal, take more notice of such research since they have already ‘gone pub-
lic’ on the relevant focus of attention.

2. Stakeholder Concerns

The approaches briefly described above might be characterized as seeking to
discover problems for managers. However, there are also problems of man-
agers and the institutions of which they are part. Put another way, business
ethics research can take both a ‘decision-making’ and a ‘critical’ perspective
(Macfarlane 1996); or, as Collier (1995, p. 6) comments, research of the right
kind will ideally ‘serve the needs of companies and stakeholders alike’ (em-
phasis added). Thus if business ethics is to be more than managerial ethics,
its agenda also needs to be influenced directly — rather than derivatively via
managers’ discomfort — by the concerns of other organizational stakeholders,
such as non-managerial employees and consumers. Some of these might al-
ready have some coverage in the less managerialist elements of the business
and management literature. In the case of ‘silent stakeholders’, such as the
environment or third world workers in the supply chain, NGOs acting on
their behalf can play an important role in highlighting issues for business
ethicists to address.

Such an orientation brings with it a wider conception of ‘relevance’ than
is often apparent when business schools and business ethicists are criticized
for a lack of relevance in their research and writings. There is nothing in the
foundation documents or funding sources of the institutions in which most
academic research takes place to suggest that business ethics research should
not be critical of businesses and their managers. Quite the contrary; universi-
ties etc. are generally intended to pursue some notion of the public interest,
and that might well involve identifying and attempting to solve the problems
of managers, attending to the ethical issues that modern management tends to
cause. Thus the relevant question regarding relevance is: relevant to whom?
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As Sorell (1998, p. 81) remarks, “might not even a business ethics without
credibility among business people be picked up by institutions whom busi-
ness people do take seriously — legislatures, say, or regulatory agencies, or
the media?” Business ethics research needs to avoid being unduly ‘descrip-
tive’ (De George 1991) and should maintain, where appropriate, a critical
edge. Taking a non-managerial stakeholder perspective can be a way of en-
suring that the research agenda possesses that quality in addition to its inter-
est in addressing the problems for managers.

3. Societal Issues

The stakeholder approach represents an attempt to identify and give weight to
the social impact of a business, beyond its financial returns to the owners of
its share capital. In some cases there will be particularly widespread and im-
portant issues that affect all or many stakeholder groups, and some of these
will provide a possible prompt to business ethics research to the extent that
business is in some way responsible for causing, promoting or alleviating the
relevant trends. Carroll (2000) noted that one way in which we can think
about ethical challenges for business in the new millennium is to think of
what new issues will arise. Important though they are, it is easy to lose sight
of such issues and their relevance to business ethics.

Various issues or trends have been suggested in the literature. For exam-
ple, Carroll mentions technology, as does Frederick, who notes that it is in-
frequently discussed by business ethicists — even though it is

a transformative force in human culture, bringing people together and splitting
them apart in bewildering ways, thrusting fierce and poignant moral questions
forward, generating strikingly new and dazzling dimensions of communica-
tion and sensing and experiencing and intellectual exploration (Frederick
2000, p. 162).

Fuelled in part by technology, globalization is another major force, posing
ever greater and more complex practical and theoretical challenges (Enderle
2003). Although there has been a growth in the general area of international
business ethics, “the achievements of business ethics have fallen considerably
short of what is required,” according to Enderle (2003, p. 531). Other possi-
ble major themes or issues in modern society include risk, the environment
and climate change, population change (e.g. growth and aging) and pov-
erty/inequality (Ciulla 2000). In this context, it is interesting to note that
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Collins (2000), in his analysis of the first 1500 articles published in the Jour-
nal of Business Ethics, entitles his article ‘The quest to improve the human
condition’. This title provides an arresting corrective to overly narrow de-
bates, mentioned earlier, regarding the ‘relevance’ of business ethics to the
‘real world’ of managers.

Of course, many of these issues can come to be reflected in the political
domain. The relationship between ethics and the law or other forms of regu-
lation is not a simple one, but proposed and enacted regulations provide
scope for business ethicists to provide research-based analysis and, as such,
can be an influence upon the research agenda. Legal cases and scandals can
also provide pointers for business ethics research, though the latter are proba-
bly a two-edged sword for the progress of business ethics. Scandals are as
much about social perception as they are about what happened, and they can
lead to moral panic and hence over-reaction, diverting attention from other,
perhaps less spectacular but equally important, issues.

IV. Conclusion

In this paper I have attempted to highlight the possible influences active in
the setting of the business ethics research agenda, and I have indicated some
of the advantages and possible disadvantages of those influences. From
within the academy I have suggested influence coming from previous busi-
ness ethics literature, debates in academic disciplines, business and manage-
ment research, research resources, and the curriculum; while from outside the
academy I posited influences running from businesses themselves through
stakeholder groups to social issues. Perhaps there are other influences too,
and advantages and disadvantages other than those I have identified. Further
analysis, including systematic research into the impact of those influences
and their interrelationship, might refine the points made in this paper. How-
ever, there is a limit to what can be accomplished within the constraints of a
single paper. This paper will have achieved its purpose if it stimulates and
helps to promote reflection and conversation on how the business ethics re-
search agenda has come to be the way it is and on what it might be in the
future. I cannot imagine any business ethics researcher maintaining that we
have enough time and other resources for all the research we could do. The
literature we create as scholars is a major investment and the resources avail-
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able for creating and improving it are finite. It is important, therefore, that we
think seriously about the research agenda that we develop — even if, perhaps,
one conclusion is that no more papers like this one are required!
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Chapter 2

Some Principles of Ethical Economy

PETER KOSLOWSKI

1. The Good and the Speculative as Bridges Between the Ethical and the
Economic
1. The Principle of the Threefold Nature of the Good: the Unconditionally
Good, the Effective, and the Efficient
2. The Speculative as a Bridge Between Ethics and Economics: Choice as
Transcending the Infinity of Opportunity Cost and Negation
II. Ethical Economy as a Synthesis
1. The Double Nature of Ethical Economy as the Economy of Ethics and
the Theory of the Ethical Presuppositions of the Market Economy
2. Ethical Economy as the Economy of Ethics
a) The Principle of the Aspired Compatibility of Morality and Advantage
b) The Principle of Universal Weighing of Goods as Consequentialist
Utilitarian Ethics
3. Ethical Economy as the Theory of the Ethical Presuppositions of the
Market Economy
a) The Principle of Self-Interest and its Ambiguity: Homo Homini Deus
or Homo Homini Lupus?
b) The Principle of the Need for an Internalized or External Third in
Contracts
c¢) The Principle of the Ethical Assurance of Loyalty to Contracts
d) The Principle of Double Effect: Handling Externalities of Economic
Action
e) The Principle of Hyper-Motivation: Incentives of Self-Justification as
Economic Incentives
f) The Size of the Market and the Need for an Ethics of Market Exchange

Aristotle states that everything worth doing is worth doing well. The econo-
mist James Buchanan claims that this is not the principle of economics,
which states rather that it is not worth it to do everything well. Aristotle
founded his ethics on the principle of arefe or excellence, literally bestness.
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The human being should aim at excellence in all actions. Economics, how-
ever, is founded on the principle of efficiency. Everything worth doing
should be done efficiently. It is not efficient to do too well, and there are ac-
tions and things that should not be done or made too well. Therefore, not eve-
rything worth doing is worth doing well. It is worth making mass products,
but it is not worth making them in such a way that they are as good as possi-
ble. It would be rather beside the point to make mass products so well. They
would be too expensive and not mass products anymore. The economist has
to adopt his actions to economic demand, not to conceptions of intrinsic ex-
cellence. It is also, economically speaking, not good to produce goods that
are excellent but do not succeed in the market.

Ethics and economics seem to be inimical brothers.! They are brothers
since they are both theories of human action and decision-making. They both
ask the questions: “How can I make sure that I will act appropriately” and
“Have I acted appropriately?” And both, ethics and economics, have a pro-
spective and retrospective dimension.

Ethics and economics are inimical brothers since their normative content
seems to be contradictory. In ethics, the task of the human, fo ergon tu an-
thropu as Aristotle says, is to realize the best. In economics, the task is to
realize the efficient; in technology, to realize the effective. If we look closer,
however, ethical and economic theory are not as contradictory as first ap-
pears. Doing the best for mass demand means not producing the best but pro-
ducing the best suited to the needs of the market, i.e. consumer demand. On
the other hand, it is also a postulate of ethics to consider the circumstances
that might distinguish the best in a given situation from the best as a whole. It
might under given circumstances, for instance, be the best to realize a solu-
tion that is considered to be only second best if circumstances are improved.
It is worth realizing mass production well, although the result of the action
will not be the best possible product but a mass product.

1 The author uses arguments in this paper from his earlier publications (see Ap-
pendix). The present paper is the revised version of the inaugural lecture that the
author gave as Professor of Philosophy at the Vrije Universiteit Amsterdam in
Amsterdam on 9 December 2005.
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I. The Good and the Speculative as Bridges Between the
Ethical and the Economic

The concept of the good as the moral good and as the economic good leads to
the link between ethics and economics. The good as the common ground of
ethical and economic reasoning is the first phenomenon that makes the intrin-
sic link between ethics and economics visible. The other phenomenon is the
not-well-structured decision and the inevitability of the speculative in eco-
nomics and ethics. The lack of well-structuredness of many decisions causes
the paradox of choice that we only know the consequences of our actions
precisely when they do not have many consequences, if they are well-
structured. We do not know them well, however, if they have grave conse-
quences and are, therefore, badly structured. Decisions can be badly struc-
tured and uncertain in its consequences for two reasons: first since they are
badly structured in economic respect as the arguments of the utility or profit
calculus are not well-defined, or secondly since they are morally relevant and
touch upon something unconditional. The two bridges towards the synthesis
of ethics and economics, the good and the speculative will be discussed in the
first part of this paper.

In the second part, the synthesizing theory of ethical economy will be
analyzed as comprising two fields, the economic theory of ethics and the
ethical theory of economics. The first part of ethical economy discusses the
impact of the economic method for ethical theory, the second part the impact
of ethical principles for the theory of individual decision-making and for the
coordination of human action in the market.

1. The Principle of the Threefold Nature of the Good:
the Unconditionally Good, the Effective, and the Efficient

Plato discusses the question in Hippias Minor whether a bad person can do
bad well. He comes to the conclusion that this is possible and that it aggra-
vates the problem of evil. The good person can do good badly and can do
good well. The bad or evil person can do bad or evil excellently and badly. If
the bad person does bad very well the outcome will be worse than if the bad
person does bad poorly. The worst case is that the very bad person does very
bad things very well. The proverb corruptio optimi pessimum, the corruption
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of the best is the worst, captures this perversion of good and bad in doing bad
excellently. Apparently, it is not sufficient to do something well. It must also
be the right thing that is done well. The intention to do something well mat-
ters. Intentionality does usually also imply the taking of position, the Stel-
lungnahme. In acting consciously, human beings take a position to their ac-
tion and to its consequences. They are not neutral towards their actions. Hu-
man beings take an affirming or disapproving position to their actions. Stel-
lungnahme, taking position, is, as Eduard Spranger showed, a key concept of
the humanities.

Economics and ethics are also concerned with the conflict between inten-
tion and success, effort and outcomes. Intention and outcome might diverge.
The good person intends the best but achieves a bad outcome. The bad person
intends the not-so-good and realizes the good outcome. This divergence be-
tween intention and outcome or between moral intention and economic suc-
cess has prompted questions of theodicy since the story of Job. Why does
sometimes the not-so-moral person meet with economic success in life
whereas the moral person often suffers economic disadvantage? The problem
of theodicy concerns, strictly speaking, the suffering of the innocent that is
not caused by individual moral shortcoming or guilt but by circumstances
beyond the moral intention of the individual. In the case of Job, the person
struck by mischief is described as being particularly moral. The contingency
of happiness and economic success upon moral worth is one of the central
topics of religion as the activity of mastering contingency, or Kontingenz-
bewidltigung as Hermann Liibbe coined it. The contingency of the harmony
between merit and success is a central problem in ethics and is therefore also
an aspect of ethical economy: Why is the ruthless (business) person some-
times economically more successful than the moral one?

There are theories of economic ethics, such as the one introduced by Karl
Homann, which claim that the contingency of the disharmony between inten-
tion and success can only obtain as long as the right economic order is not yet
installed (Homann 2002). In the right economic order, the proper institutions
would make sure that intentions and rewards would not diverge. Although it
is the necessary and legitimate aim of the economic order to create incentive-
compatible business norms and business ethics, it seems likely that conflicts
between intentions and results and between moral motivation and economic
incentives will persist.

There are two kinds of divergences between morality and advantage pos-
sible: firstly, systematic divergences: An immoral action can appear to be and
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be more advantageous than the moral one. This is the more serious case for
ethical economy. Secondly, accidental or contingent divergences: A moral
action that appeared to be advantageous can turn out to be disadvantageous
due to a change of the circumstances of the action in question. The change of
circumstances might be brought about by changes in the behavior of others as
will be discussed below.

A totally incentive-compatible economic order and business ethics is yet
another economic utopia. For now, it seems to be a realistic economic and
ethical premise to assume that economic incentives and moral motivation or
economic and moral motivation do not always converge and are likely to be
in conflict from time to time. It is as wrong to assume that moral and eco-
nomic imperatives always diverge as to assume that an economic order is
possible in which they never diverge. Even if moral intention and incentive
on the one hand and economic motivation and incentive on the other are
harmonized and point to the same choice of action, the problem of evil re-
mains. Evil can be intended against moral and economic imperatives and
incentives. Free will can intend the immoral and the non-economic, and evil
will usually intend the morally and economically bad.

The economic dimension adds a third dimension to human action beyond
the technically and morally good: the dimension that something is done effi-
ciently in relation to the demand of others. The good person can do good ef-
fectively and still fail to satisfy consumer demand of those for whom the ac-
tion is done. Someone might produce a good car with good technology, but
the car fails to satisfy consumer demand. The action of producing it is there-
fore inefficient and not good.

There are three dimensions of good: the moral good, the effective, and the
efficient. A good action should be done well in the sense of morally good,
effectively good and efficiently good. Three imperatives correspond to these
three meanings of good: the categorical imperative, the technical imperative,
and the economic or pragmatic imperative. The moral good is categorically,
not hypothetically good in the sense that its being good is not conditional or
hypothetical on a given good or goal like the economic. It is not sufficient
when realizing good to follow only one of the imperatives. To follow the goal
of the categorically moral good without consideration of the technical and
pragmatic or economic imperatives is as bad as following the technical or
economic/pragmatic imperatives without consideration to the categorically
good.
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The simple word “good” is the unifying concept of the moral good, the
technically effective, and the economically efficient. G. E. Moore contended
that the word “good” cannot be defined and has only an intuitive meaning.
This impossibility theorem about the definability of the word “good” is exag-
gerated but it does point to the fact that good has three dimensions that are to
be distinguished and sometimes hard to recognize in the concrete case. The
central one of these dimensions is the morally or ethically good, which de-
fines an ultimate and unconditional or categorical norm that is the measure of
higher commitment as compared to the other meanings of good.? The other
two meanings of good, the technically good and the economically good or
efficient, are good only under the condition that the morally good is not vio-
lated.

It is not always clear — and there is certainly no consensus about — what
the categorical imperative implies in the real choice of actions. The definition
of the moral is subject to disagreement and historical development. It be-
longs, however, to the grammar of the word “good” that we cannot subordi-
nate the moral to the economical. The economic good is conditional on the
non-violation of the moral good, rather than the other way around. The moral
good is not conditional on the economically efficient. If someone said that it
is immoral to kill an innocent person and at the same time claimed that it is
economic to apply euthanasia and kill someone for the good economic reason
of saving resources, he would be considered not to have understood the
meaning of the word “good”. The economic good cannot overrule the moral
good since the economic good is conditional on an end, whereby the con-
sumption of means for attaining this end should be minimized or the goal
attainment for using the given means should be maximized. The moral good
is not to subordinate the moral good to the economic good, although it is fur-
thered by the efficient action adopted to realize it. It is a category mistake to
overrule the moral good by the economic good.

Good cannot be exhausted by describing a functional relationship, i.e. of
being functionally good for fulfilling a function. In the case of a knife, the
good can be described by a functional relationship: a good knife is a knife
that cuts well and thus fulfills the function of cutting well. With human be-
ings, it is more difficult. They cannot be described by one function alone. A
good person is not a person that fulfills a function well. The function might

2 In this sense, the moral good can also be described as a ,,hypergood” (CHARLES
TAYLOR 1989) or ,,hypernorm* (DONALDSON/DUNFEE 1994, p. 264).
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be a perverse function but be performed excellently, or it might only be one
function among many.

If the quality of the ethical and the economic coincide in the word
“good”, they must be related, even if they are not identical. The theory of
ethical economy aims at understanding this interface of the economic and the
ethical in the word “good”. It insists that there can be neither a lasting oppo-
sition between the economically and the ethically good nor a simple identity
between them. The moral is the unconditionally good in the sense that is not
conditional on a given goal as the economic good is. Its concretization will,
therefore, always be debated and contested since it is not conditional on
something else. The morally good and ethical is, as Niklas Luhmann has
rightly stated, “polemogenous”, “generating war”, or, if not war, so at least
generating moral strife. The polemical character of the moral is due to its
character of being the unconditionally good.

The unconditional character of the morally good promotes questionable
features of morality such as moral aggression or the aggressive moralization
of morally neutral realms of action. The economy, on the other hand, is not
usually a field of moral contention for the unconditionally good, but of eco-
nomic contest over goods or commodities, which are conditional on the de-
mand of individuals and not conditional on violating or not violating moral
norms. It is a category mistake to moralize economic efficiency conditions of
human action if the unconditional is not touched.

To argue morally against firms that move their production to countries
where labor is less expensive, for instance, is a category mistake since it is
not immoral to lower one’s costs. Since it is not expected of workers that
they make economic sacrifices to maintain the firms for which they work, it
cannot be expected of the firms’ owners that they sacrifice their wealth to
maintain the production sites. None of the two parties, neither the employer
nor the employee, can be expected to make economic sacrifices for the long-
term survival of their firms. Both can undergo reductions of their future re-
munerations in wages or in profits, but they both cannot accept a severe loss
of wealth by subsidizing their firm.

The semantics of the word “good” imply that ethics cannot be introduced
merely functionally, in order to attain something completely outside of the
moral. The ethics must be generally valid at core, not simply specific to a
firm or a single group, be it employers or employees. There can, of course, be
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firm-specific forms of corporate culture,? habits, customs, etc. But the gen-
eral rules of business ethics cannot be firm-specific in the sense that they are
valid only for the firm in which they are created because they are good only
for this firm. Attempts to introduce firm-specific codes of business ethics that
are only useful functionally for the financial goals of the firm in question face
the same objections as functionalist foundations of ethics in general.

Ethical theories that are introduced in order to serve functionally a pur-
pose that is outside ethics per se are always in danger of not achieving their
purpose, because people see through their purposefulness, with the conse-
quence that the ethics are not accepted as binding. Functional foundations
have the weakness that they argue — and must argue — with functional equiva-
lents. Something is good for the fulfillment of a function. But something else
can likewise fulfill the function, so that something else can always take the
place of that which the function fulfills. If ethics are introduced only in order
to attain something external to ethics, i.e. the purpose at hand, like in the case
of the firm higher profits, the ethics will have no power of persuasion with
the workers. If ethics is not also acknowledged as valid in itself and desirable
by all members of a firm, including its managers and owners, it will not be
convincing and effective. If ethos and ethics are used as means for something
completely different and are not recognized as intrinsic and unconditional, as
a challenge for the person’s free moral decision, they have no power of per-
suasion.

Functionalistic foundations are insufficient for the development and ex-
pansion of a theory of economic ethics, since — in business ethics as in gen-
eral ethics — human freedom must be at the same time acknowledged as an
end in itself. Ethics must portray the fact that, in Kant’s words, one must
never regard oneself or others simply as a means, but always, at the same
time, as an end in itself. That does not mean that one may never consider
other persons and ethics as a means to something else. Such hypermoralism
would make the idea of economic cooperation and the division of labor im-
possible.

Kant stated that the categorical imperative is only one and one among all
of its formulations “Do not use another as a means only, but always consider
him or her as an end in itself”. The categorical imperative demands that one

3 Cf. for the ethical aspects of institutionalizing a corporate culture in a firm VAN
GERWEN (2000) and on personal, moral and professional integrity MUSSCHENGA
(2002).
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may never use a person and ethics only as a means. When applied to econom-
ic ethics, this means that business ethics can and should be beneficial to eco-
nomic purposes, but that they may never be founded only on economic pur-
poses and may never be made completely instrumental to business purposes.

To use a person as a means only implies in the business context severe
violation of business morals, such as breach of contract, fraud, systematic
discrimination on the grounds of race, sex, religion and age, and systematic
exploitation.* It does not imply minor and nonsystematic variations in the
price ratio (such as underpaying or overcharging at a minor rate), laying staff
off due to a lack of demand, or relocating production. Changes in business
relationships, such as laying workers off, might be economically disadvanta-
geous or unpleasant, but they are variations in contractual relationships that
are due to economic, not moral, reasons. They should not be moralized over
since they do not conflict with the moral dignity of people. Business ethics
cannot be used to argue against changes in the market conditions and in favor
of compensation for damages caused by these changes. Business ethics are a
means to argue against non-compliance with the rules of the economy, not
against economic changes in market conditions.

2. The Speculative as a Bridge Between Ethics and Economics: Choice
as Transcending the Infinity of Opportunity Cost and Negation

Ethical economy is not a hybrid of subsystems of a different kind or genus,
but a conceptual synthesis. It is a combination of the ethical and the eco-
nomic mode of thinking. Both methods have to overcome their mistrust of
each other. Economics is notoriously suspicious of ethics since it assumes
that it will interfere with its assumed clarity and univocal character. Econom-
ics is based on the economist D. H. Robertson’s warning that the economist
must economize on love and ethics, i.e. economize on unselfish motives since
they are not robust, but weak, and are a most scarce resource. We just do not
have such a wealth of unselfish motives that we can waste them. Ethics in
turn must overcome its suspicion of economics, of the “dismal science”

4 Whether the Kantian principle to treat human persons never as means only
requires “a vast democratization of the work place” (Bowit 2002, pp. 12ff.) and
the adoption of the stakeholder approach to corporate governance (EVAN/FREE-
MAN 1993) as Bowie as well as Evan/Freeman postulate is very doubtful. It is
rather a negative principle of excluding actions than demanding positive action.
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which reduces everything to scarcity and money. Since any course of action
excludes another opportunity for action, every action has a cost which can, in
one way or another, be expressed by its opportunity costs in terms of money.

It must be acknowledged not only by economics but also by ethics that in
a finite world every course of action excludes other actions and opportunities
and that this opportunity cost is of ethical and economic relevance. The cost
for an opportunity forsaken is not the same as a cost actually occurred since
we never know exactly how much another opportunity would have cost in
real terms since it has not occurred yet and will never occur. Nevertheless,
opportunities forsaken imply a forsaken utility and therefore an opportunity
cost for economic and an opportunity forsaken for ethical theory. This is par-
ticularly true for irreversible decisions in which the opportunity cost of the
decision cannot be revised at any cost. Irreversible decisions are particularly
ethical decisions since they encounter prohibitive costs of revision.

The concept of opportunity cost resembles but is not identical with the
principle of negation. Spinoza introduced the principle of negation of which
Hegel made ample use: omnis determinatio est negatio. Every determination
is negation. Hegel extended this Spinozan principle to the principle of deter-
mined negation, of bestimmte Negation, in his metaphysical logic. The world
is nothing than the process of an original partition, Ur-teil, and the consecu-
tive infinite process of negation. Translated into the logic of choice, Spino-
za’s principle implies that every decision is the negation of other decisions,
every outcome chosen the negation of all other possible outcomes, every cho-
sen profit opportunity the negation of all other possible profit opportunities.

The idea, however, that determination and decision are negation cannot
stand philosophical and economic criticism as the critique of Spinoza’s and
Hegel’s ontology demonstrates. If determination or decision-making is the
negation of all other attributes, possibilities, or decision outcomes it will
never reach the point of determinedness or decision since there are just infi-
nite possibilities to be negated. Hegel’s principle of determined negation im-
plies that we know how often we have to negate to reach the positive. This is,
however, just what we should like to know but do not know from the princi-
ple of negation alone.

The logic of determination and the logic of decision are similar in logics,
ethics, and economics. In the logics of logics and in the logics of choice, ne-
gation is a central principle, but it is not the only and ontological or meta-
physical principle of reality or decision-making. To make negation the origin
of the totality of being implies to move the spirit of evil at the origin of being,
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as Immanuel Hermann Fichte, the son of the older Fichte, said. It identifies
den Geist, der stets verneint, the spirit who always negates, as the origin of
being. The Spinoza’s pantheism of negation as the principle of reality is a
questionable import and re-import by and from German Idealism from and to
Amsterdam.’

By making an ethical or economic decision we do not negate infinite
other possibilities but negate only a finite number of alternatives or opportu-
nities. We negate the opportunities that we are able to imagine and that are
actually open to us. It requires all our imagination and analysis as well as all
our ethical honesty to recognize what our opportunities really are and which
of these opportunities we shall forsake.

In the ontology of determined negation, on the other hand, we would face
infinite opportunity costs as infinite alternatives forsaken. Infinite alternatives
forsaken imply that we ought not and can not act at all since we only lose by
any action taken. By not acting, however, we also face infinite opportunity
costs. As a result, decision-making would be made impossible if non-acting
implied infinite opportunities forsaken and a decision for a concrete course of
action implied also infinite opportunities forsaken. Decision-making in ethics
and economics demands to identify the relevant and real opportunities we
actually have, it does not demand to negate all possible opportunities in all
possible worlds.

As acting persons we are not omniscient negators of all the other possi-
bilities we might have. Only for God is this determined negation possible.
God is able to choose the best of all possible worlds by negating all other
possible but suboptimal worlds, as Leibniz demonstrated in his Theodicy (cf.
Koslowski 1985). God can negate all the other non-optimal worlds by choos-
ing the best of all possible worlds which is the existent one since God can
only choose the best. Therefore, the existent world must always be the best
possible one. Only possible non-existent worlds can be suboptimal worlds.

Humans, in contrast, are decision-makers acting under relative uncer-
tainty and facing the “paradox of choice” (Shackle 1979, p. 19). In his book
Imagination and the Nature of Choice, G. L. S. Shackle formulated this deep
paradox most elegantly. If our actions after a decision have no influence on
the course of the world, we have no genuine choice. Everything is already

5 Abraham Kuyper, the founder of the Vrije Universiteit Amsterdam, already
pointed to the Pantheistic common ground between Spinoza, Kant, Hegel and
Schelling.
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predetermined. If we have, however, genuine choice and our decision
changes the course of the world, we cannot know in detail which effects our
actions will have, since the determined course of the world is interrupted by
our action. The decision is based on freedom, not on negation of opportuni-
ties. It breaks through the infinity of negated opportunities in favor of the one
chosen opportunity. In this sense, Johann Gottlieb Fichte was right when he
called freedom the rock at which the surge of the universe is broken: Frei-
heit: der Fels, an dem sich die Brandung des Universums bricht.6

Applied to the problem of economic choice according to a maximization
rule, the paradox of choice implies that when genuine opportunities for
choice exist, the maximization calculus, understood as a precise calculation
procedure, is not applicable, since the arguments of the equation for the utili-
ties of the future outcomes are unknown. When the maximization calculus is,
on the contrary, applicable, it is of little use, because the equations of the
constraints of the maximization by the environment are completely known
and the environment is parametric. The decision problem is then not a real
decision problem at all, but instead a transformation of known relations be-
tween parameters and variables that are not really unknown. We can choose
the option with the highest expected utility or the minimum opportunity cost
only in well-defined contexts of decision-making. When our decision is of
real impact on the environment of our action this environment ceases to be
parametric and the isolation of the one opportunity cost minimizing decision
becomes impossible or at least very difficult.

To act in the real economy or in business as a producer and consumer im-
plies more than being an economizing individual, a cost minimizer or goal
attainment maximizer. The economy, the world of business, as a realm of
human interaction and of innovation in production and in consumption is not
a calculating machine but a realm with a speculative side, a realm in which
calculation and speculation interact. The speculative element cannot be re-
duced to calculation since the arguments of the calculation are not completely
given ex ante. By the creation of new production techniques, new markets
and new goods, the entrepreneur engages in an activity that is characterized
best as speculative. The entrepreneur calculates on the basis of given knowl-

6  KRINGS (1980) expressed this problem by the dialectics or paradox of freedom
and system thereby referring to SCHELLING (1809). Freedom requires a system of
freedom and rationality and must at the same time be free of it.
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edge about reality and speculates on that a new economic reality may materi-
alize which will yield a future profit.

If we look at a long-run investment from the short-run point of view of re-
turns on investment and of economizing means for given ends, new goods
and new techniques imply creative destruction of given structures and the
expenditure of more means than the continuation of the habitual production
scheme requires. Investment is speculative since it assesses that a new detour
in production will yield a higher return on investment in the future. In the
reality of updating the mode of economic production, a highly uneconomic,
ever renewed effort of recreation and innovation is necessary and is, indeed,
encountered. Economic progress is the result of a permanent effort of recrea-
tion that is uneconomic in the short-run but might prove to be superior in the
long run.” The mere application of the economy principle to realize the opti-
mum or the greatest success with the least outlay is a technique oriented on
formal rationality and economizing. It is not the speculative work of re-
creating the conditions of production. Business is the effort of re-creation, the
process of creative destruction and recreation — to use a Schumpeterian
term —, it is not just rational calculation.

Speculation is the anticipation of a reality that cannot be recognized by
mere empiricist experience or by conclusions from given axioms and obser-
vations. If one compares speculative philosophy and theology (cf. Koslowski
2003) with speculation in the economic context the common speculative ele-
ment in theological-philosophical and in business and financial speculation
becomes visible. Both modes of knowledge and speculation try to gain
knowledge from limited empirical observation, to imagine new possibilities
from this incomplete empirical knowledge, and to draw “speculative” conclu-
sions without having complete knowledge or data. The observation of the
incompleteness of the data for far-reaching strategic business decisions does,
however, not refute the business rule: “In God we trust, everyone else brings
data to the table.”

7  Max WEBER (1922, p. 199) identified art as the frequently “most uneconomic
product of a permanent labor of recreation and simplifying reduction to the
essential” (Kunst ... ein héchst unokonomisches Produkt immer erneuter verein-
fachender Umschaffensarbeit) and distinguished the economy of art from the
economy of business. In contrast to the economy in Weber’s time, the contempo-
rary economy has become more and more artistic, imaginative and “creative”.

43



PETER KOSLOWSKI

I1. Ethical Economy as a Synthesis

Ethical economy is a theoretical synthesis of ethics and economics. Most
deep choices have an ethical and an economic dimension. The optimization
of a decision requires doing justice to both of these dimensions, to the ethical
and economic one. Ethical economy is the theory of this synthesis. It is more
than applied ethics. Rather, it is a foundational theory of its own kind, not an
application of ethical principles to concrete cases. A number of general and
rather abstract principles are derived from this theoretical synthesis and serve
in turn to make the combination of ethical and economic criteria operational.
They will be developed in the following second part of the paper.

1. The Double Nature of Ethical Economy as the Economy of Ethics
and the Theory of the Ethical Presuppositions of the Market Economy

The principles of ethical economy can be applied to various fields of deci-
sion-making, particularly to business and medical decisions. If the theory of
ethical economy is applied to business and economic organizations it is the
ethical economy of business and comes close to what is usually called busi-
ness ethics. If it is applied to medical decision-making it becomes the ethical
economy of medical practice and allocation ethics in medicine.8

Since any synthesis of theories can be approached from both sides and fo-
cus on each of the two terms of this synthesis, the theory of ethical economy
is relevant for both of the synthesized theories, for economics and for ethics.
Ethical economy can focus on either of the two parts of its synthesis.

If ethical economy focuses on the relevance of ethics for economics it is
an ethical theory of economics. It analyses the ethical presuppositions of eco-
nomic coordination, of the market, and of efficiency. I shall examine some
aspects of the ethical theory of economics, the need for the third person in
economic coordination and the problem of incomplete contracts.

If ethical economy focuses on ethical theory it forms an economic theory
of ethics, of the efficiency and economy of ethics. It analyses the economic
or efficiency conditions under which the ethical can be realized. The econ-
omy of ethics has two sides, a motivational and a systemic one.

8  Cf KosLowski (1981 and 1983).
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2. Ethical Economy as the Economy of Ethics

a) The Principle of the Aspired Compatibility of Morality and Advantage
The first question of the economics of ethics concerns the conditions under
which efficient rule adherence can be expected. Under which conditions do
individuals have incentives to follow the ethical norm? Ethical economy as
the economy of ethics gives an answer to the question for which economic
reasons individuals are motivated to follow ethical norms.

Approaches to business ethics, like Karl Homann’s economic ethics or in-
centive ethics, cover this aspect of ethical economy that is an economy of
ethics, and of it one part, namely how to formulate ethics in such a way that it
is incentive-compatible or congruent with self-interest. The motivational part
of the economy of ethics is concerned with the question how ethics can be
made effective by harmonizing it with economic incentives. Economic ethics
demands avoiding situations in which ethical demands are incentive-adverse
and contradict the incentives individuals have. In contrast to situations in
which ethical motivation and rule are contrary to self-interest and economic
incentive, ethical economy as the economy of ethics proposes that the social
and ethical order are instituted in such a way that, by following the ethical
rule, the persons acting in the economy face no net loss of wealth, do not
violate their self-interest.

The economy of ethics can also be interpreted as a traditional theme of
philosophical ethics since Plato. As Plato stated in his works on political phi-
losophy, in his Republic and in his Laws, society should be instituted in such
a way that there is no conflict between what is moral and what is good for the
individual. Plato was, however, aware of the fact that in its totality this goal
can only be reached by a transcendent retribution, which induced him to have
recourse to a myth. He relates the myth of Er, about the judgment of souls
after their death. In the myth of Er, the complete harmony of moral motiva-
tion and happiness is assumed to be realized by the operation of the transcen-
dent compensation of merits and moral failure. Only by this transcendent
retribution of acting morally during the whole life span is an incentive-
compatible ethics thought by Plato to be viable.

b) The Principle of Universal Weighing of Goods as Consequentialist
Utilitarian Ethics

The second part of the economy of ethics concerns the question of which

ethical rules are efficient in the sense of returning the highest yield or eco-
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nomic return or benefit. Extended cost-benefits analysis or the universal
weighing of goods that include ethical arguments as well as utilitarian conse-
quentialist theory belong both to the economy of ethics and form the part of
ethical economy that could be called the consequentialist economy of ethics.

An example of the impact of ethical economy as the economy of ethics
and a central issue at the interface of ethics and economics is the question of
the degree to which the universalization of rules is economically efficient or
what level of universalization should be aimed for.

An illustration for the case for an economic theory of ethics as a theory of
the efficiency of different regimes of universalization is as follows. Parking a
car in Amsterdam is difficult; there are just too many canals or grachten
where you cannot park a car. Since it is not a good idea to fill up these grach-
ten with sand to create more parking lots for other reasons, very strict rules
for parking have been made and are enforced with great vigor. These rules
for parking are now so strict and the price for parking meters so high that
many parking lots are usually empty and unused. This is certainly not an effi-
cient solution. The City of Amsterdam could do two things. It could lower
the price for parking in the streets where the high price has the effect of creat-
ing an over-incentive not to park there and parking lots remain, therefore,
unused. The municipal authority might not want to introduce different prices
for parking since it does not wish to spoil the price in Amsterdam; however,
on other occasions, the municipal authority may practice price differentials in
parking fees by, for instance, making the parking fees very low in certain
shopping quarters to attract consumers to these places.

Alternatively, the municipal authority could reduce the degree of univer-
salization enforced and permit exceptions so that certain risk-loving drivers
could park there and run a reduced risk of catching a ticket. This, in turn,
might not be approved by the City Council since it creates exceptions and
contradicts the principle of equality. The result is that, under strict universali-
zation, the dilemma of unused parking lots and a certain inefficiency of the
outcome persist and offer a good example of how complete universalization
and the enforcement of universalization lead to a suboptimal outcome from
the point of view of ethical economy as an economic theory of ethics.

Another example is the problem of universalization of new and very ex-
pensive therapies in medicine: Which degree of universal application of such
a therapy is desirable, i.e. ethically required and economically efficient? Is it
ethically admissible to postpone the universal use of a therapeutic means for
economic reasons of efficiency until the costs of a therapy have come down?
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3. Ethical Economy as the Theory of the Ethical Presuppositions of
the Market Economy

The other part of ethical economy is the complement to the economic theory
of ethics and forms the ethical theory of economics, the ethical economy of
the ethical preconditions and presuppositions of the market economy.?

In the market economy, the price is not the only parameter for competi-
tion. The goods supplied in the market are not homogeneous for all suppliers
when new goods or modifications of goods enter the market. New goods and
services create unique offers for which there are no adequate substitutes yet
and for which the price is not the only criterion in competition.

Perfect competition is the case of an ideal market following the criteria of
microeconomic theory. It is an instantiation of actual markets or a market
type that is more an ideal than a reflection of the actual shape of markets.
Under perfect competition with a large number of suppliers and consumers,
the goods offered by different suppliers become homogeneous. There is a
uniform market price which is the same for all suppliers and consumers.
Suppliers and consumers are price takers.

Perfect competition has no need for ethics since the market price and the
quality of the goods are perfectly transparent, the theory of perfect competi-
tion assumes. Furthermore, perfect competition tends to squeeze out non-
remunerative incentives in the labor market since all suppliers have to pro-
vide the same working conditions to attract labor. It drives out non-
remunerative incentives in the market for goods since consumers have no
other incentive but the market price if the goods offered by suppliers are the
same. Consumers can only differentiate in the quality of goods being sold on
the market by moving to substitutes of the goods in question.

David Gauthier describes the ideal market of perfect competition as a
“morals-free zone” (Gauthier 1985). There is no need for morals in a per-
fectly transparent market situation in which all goods are perfectly recogniz-
able in their qualities, have no hidden qualities and are available in any part
of the market at the same market price. In such a market, the price is the only
decision parameter in the market interaction, and this price is determined by
factors outside the control of the market participants. Monetary price incen-
tives are the only incentives in a market of perfect competition. There are no

9 J. M. Buchanan subsumes parts of what is called here “ethical economy” under
the concept of “the constitutional economics of ethics” (cf. BUCHANAN 1992).
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buying incentives introduced by unique features of goods and services. Under
perfect competition, there is no incentive for the buyer to buy above equilib-
rium price and no incentive for the seller to sell at a lower price.

It must be understood that the market of microeconomic theory describes
an interaction of the market participants that is free of imposition and free of
any distortion of the scarcity ratios. It reflects adequately the scarcity condi-
tions and the suppliers’ and consumers’ preferences. In this respect, the per-
fect market is an ideal form of social coordination. The theory of the com-
petitive market assumes that market participants are driven by self-interest
and do not use force, power or collusion in their interactions. The price of the
competitors is parametric in this model. The price is set beyond the control of
a single supplier and therefore is not dependent on supplier discretion. The
suppliers control only their own production and cost functions, the consumers
only their budget. There is no coercion to enter into or maintain a contract.
The market of perfect competition is a model of free interaction and satisfies
conditions of freedom and optimality. These features render it far superior to
any model of centrally planned and therefore coercive interaction.

a) The Principle of Self-Interest and its Ambiguity: Homo Homini Deus
or Homo Homini Lupus?

The self-interest theorem as the driving motive of market interaction has been
emphasized by Adam Smith in his famous dictum that it does not depend on
the benevolence of the butcher but on his self-interest whether we shall have
meat or not. Smith had, however, a Dutch predecessor who introduced the
idea of the invisible hand of the market. More than one hundred years before
the publication of Smith’s Wealth of Nations in 1776, Pieter de la Court con-
tended that self-interest is central and presented the concept of an invisible
hand for a republic and market in his book of 1662 The True Interest, and
Political Maxims of the Republick of Holland and West-Friesland.

Pieter de la Court writes that “the good government is not that where the
well or ill-being of the subjects depends on the virtues or vices of the rulers;
but (which is worthy of observation) where the well or ill-being of the rulers
necessarily follows or depends on the well or ill-being of the subjects”. (De la
Court 2003, p. 10f.) According to de la Court, we have no other choice than
to realize self-interest since the rulers or governments will always prefer and
follow their own self-interest. “We must believe that in all societies or as-
semblies of men, self is always preferred.” (De la Court 2003, p. 11) He con-
cludes, quite in anticipation of the critical public choice perspective on gov-
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ernment, about the self-interest of governments: “So all sovereigns or su-
preme powers will in the first place seek their own advantage in all things,
tho’ to the prejudice of the subject.” (ibid.)

Fortunately enough, there is an invisible hand in politics and economics
that turns the pursuit of the self-interest of the government into freeing the
pursuit of the private good by the citizens. It also transforms the citizens’
pursuit of their private good into the public good of the government.

But seeing on the other hand true interest cannot be compassed by a govern-
ment, unless the generality of the people partake thereof; therefore the publick
welfare will ever be aimed at by good rulers. All which very aptly agrees with
our Latin and Dutch proverb, that, Tantum de publicis malis sentimus, quan-
tum ad privatas res pertinet; i.e. We are only sensible of publick afflictions, in
so far as they touch our private affairs. (ibid.)

Pieter de la Court’s gives a very early defense of a market in a republic that
frees the self-interest of the citizens and thereby realizes the public interest
since the pursuit of the citizens’ self-interest will lead to the realization of the
public interest and the pursuit of the government’s self-interest will lead to
furthering the private good of the citizens. This theory also links the republi-
can form of government with the market form of the economy. Both are
founded on the freeing of self-interest and on turning the pursuit of self-
interest in the realization of the public interest, “so that iomo homini deus in
statu politico, one man being a god to another under a good government”.
(De la Court 2003, p. 23)

In the Dutch republic, it does not hold true what holds true for the king-
dom of England, for the Leviathan of English absolutism: that homo homini
lupus, that man is a wolf to man, as Hobbes stated it. In Holland, man is a
God to man. In an impressive critique of Hobbes’s absolutism eleven years
after the publication of Hobbes’s Leviathan of 1651, de la Court formulates
the republican counter-principle to Hobbes in a country where the population
is even more crowded and the citizens are closer to each other than in Eng-
land.

It is an unspeakable blessing for this land, that there are so many people in it,
who according to the nature of the country are honestly maintain’d by such
suitable or proportionable means, and especially that the welfare of all the in-
habitants ... from the least to the greatest, does so necessarily depend on one
another. (De la Court 2003, p. 23)
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De la Court (2003, p. 24) concludes: “A furore monarcharum libera nos Do-
mine God preserve Holland from the fury of a monarch, prince, or one su-
preme head.” As a radical republican, de la Court did not foresee that future
generations of Hollanders would find a constitutional compromise that rec-
onciled the status of the citizen and of the subject in the Dutch onderdaan
(subject, in German Untertan).!°

The comparison of Hobbes’s, de la Court’s and Adam Smith’s under-
standing of the self-interest theorem shows that the self-interest theorem as-
sumes quite different meanings and causes quite different conclusions about
human nature. The interpretation of self-interest reaches from Hobbes’s homo
homini lupus to de la Court’s homo homini deus. The self-interest theorem is
not univocal. It embraces several possible interpretations of human nature
that reach from an extreme pessimism to an extreme optimism about human
nature and the effects of human self-interest.

b) The Principle of the Need for an Internalized or External Third in
Contracts
There is a difficulty in the model of the market of perfect competition which
concerns the workings of the invisible hand in the coordination of self-
interested action. The business contracts might not be self-enforcing even
under perfect competition. They seem to require a third party to enforce
them.
In his Leviathan, Hobbes writes about the nature of humankind’s desires:

So that in the nature of man, we find three principall causes of quarrell. First,
Competition; Secondly, Diffidence; Thirdly, Glory. The first, maketh men in-
vade for Gain; the second, for Safety; and the third, for Reputation .... Hereby
it is manifest, that during the time men live without a common Power to keep
them all in awe, they are in that condition which is called Warre; and such a
warre, as is of every man, against every man. (Hobbes 1909, p. 43).

Human beings need a third party to control their desire to invade each other
for gain, greater safety, or more glory. Human beings understand that they
can improve their lot by entering into agreements not to invade for greater
gain, safety, or reputation, but their rational self-interest to come to mutual

10 This constitutional compromise turns even the EU citizen living in the Nether-
lands into an “EU Onderdaan”. Since the author’s Dutch permit of residence
(Dutch Verblijfsdocument) describes his status as EU Onderdaan or EU subject
the term raises the question whom the EU Onderdaan is onderdaan or subject to.
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agreements might be not as strong as their reluctance to keep these agree-
ments. Their readiness to observe contracts is unstable as long as there is not
a third party to control their permanent temptation to break agreements or
contracts. This is why a social contract of association, a contract between two
parties, Ego and Alter, is not sufficient for a civil state of contract compli-
ance. Anyone living in a civil state cannot be prevented from leaving it any
time he or she considers it expedient. Without a third party who enforces
compliance, human beings are always tempted to breach their contracts. The
war Hobbes talks about does not consist in actual hostility but in an assured
insecurity, in the knowledge of the fact that all contracts can be breached at
any time.

So the nature of War, consisteth not in actuall fighting; but in the known dis-
position thereto, during all the time there is no assurance to the contrary. ...
And the life of man, solitary, poore, nasty, brutish, and short. (ibid.)

The assured insecurity surrounding contracts is the reason why a social con-
tract of association is not only unstable for the civil state or commonwealth
but is also unstable for the contract of civil law between two parties, Ego and
Alter, in the realm of business. Everyone living under civil or public law in a
civil state cannot be prevented from leaving the social contract or the private
contract at any time that he or she considers this useful.

Any contract of association must be supplemented by a contract of sub-
jection to a third party whom the power is granted to enforce the contract of
association. This third party can either be the law and its courts or an inter-
nalized ethics. Without a contract of subjection under the authority of legal or
ethical enforcement, any contract of association is weak if not useless. The
contract of two always implies a third, the third party of contract enforcement
or of self-commitment to the general rule of keeping contracts. When you are
two, you are actually three.

With Hobbes, ethical economy shares the skepticism about the idea that
the will to associate and to enter an agreement already guarantees the will to
fulfill the agreement. In contrast, both Hobbes and ethical economy assume
that agreements need the enforcing third party. Franz von Baader remarked
that not only the social contract but also any contract, even the business con-
tract, presupposes the enforcing third party, either of law and religion or of
ethics and religion. Therefore, ethics and the law are present in all contracts
and stabilize every contract.
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Hobbes believed that human beings find their way out of the state of na-
ture because they are rational beings. Each human being should be willing to
honor contracts and to pursue peace when others are willing to do the same,
while retaining the right to continue to breach a contract or pursue war when
others fail to observe contracts or pursue peace. By being reasonable and by
recognizing the rationality of this basic precept of reason, human beings can
be expected to construct a social contract consisting of a contract of associa-
tion between the first and the second person, and of a contract of submission
between the two or the many and the third that consists in the submission of
the first and second person to the authority of the third person. Thus, accord-
ing to Hobbes, when different interests are at stake, and that means in every
agreement, it is rational to sign away your right to the self-enforcement of
contracts to a third party or power, be it a juridical court or a sovereign power
or an ethical rule of observing contracts regardless of one’s desire to breach
them. Since we are never able to judge our own interests objectively and will
always be tempted to interpret the contract in our favor, we are always in
need of a third party, as the third impartial judge of our agreements. In most
cases, this third party will be the ethical principle of the duty to observe con-
tracts.

In the instability of our interest to keep a contract, there is no self-
enforcing contract and no difference between civil and public law. This is
one of the consequences of Hobbes’s theory. If we need the third party in
public law, we also need the third party in civil or common law. All agree-
ments, be they civil or public, need the third party to guarantee their fulfil-
ment and to ensure certainty of expectation, which is the core of legal safety.
Without the third party, Ego and Alter have no certainty that their agreements
will be observed and that their expectations about the future will be fulfilled.
They cannot plan for the future without an external or internalized third party
guaranteeing observance of the contracts.

The civil state or the state of law is the state in which agreements between
the first and the second party always imply a third. The ethical rule of the
duty to observe contractual agreements is the preparation of the law.

Adam Smith has assumed that, by the invisible hand of the market, self-
interested actions are transformed into the common good: into an efficient
general economic outcome that does not involve the interference of a third
party. Adam Smith’s business contracts need no contract of submission to a
third party, although Smith assumes that the judiciary will enforce contracts.
His theory uses the invisible hand of self-interested market transactions and
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the visible hand of the legal enforcement of contracts. There remains a resi-
due of skepticism about the working of the invisible hand of the market in
Adam Smith in that he assumes that, even under conditions of an invisible
hand at work, the visible hand of the law and of contract enforcement re-
mains necessary. Smith’s theory of the market relies on courts and on the
invisible hand, not on the invisible hand only. It relies on double control
measures. As American lawyers say: any contract must use double measures
— must use, metaphorically speaking, a belt and suspenders to make sure that
the trousers hold.

¢) The Principle of the Ethical Assurance of Loyalty to Contracts

The competitive market works perfectly well if there is transparency in inter-
actions and the interactions are carried out simultaneously, under the condi-
tion that compliance with the contract can be monitored easily by the con-
tracting partners. As soon as there is a time lag between contracting and serv-
ing the contract, uncertainty enters as to whether the contract will be ob-
served as agreed upon. This uncertainty is reduced by a third party, be it the
legal guarantor of contracts, long-term business relationships and repeat
business, or an effective business ethics code. The legal monitoring and en-
forcement of contracts is costly. Legal costs occur, and the contract enforce-
ment is only realized later when the damage caused by the delay in honoring
the contract and by the non-realization of the contract-based expectations
about the future have already occurred. Even if the law enforces a contract,
the plans of the contracting partner for the future made on the basis of the
contract have already been disrupted.

Long-term business relationships and repeat business do not rely on ethi-
cal considerations, but on the formation of habits and the expectation of
lower transaction costs by replicating the same business. The same process
that creates economic advantages and the formation of trust, however, is also
subject to the possibility of being exploited by both sides. The more often a
business transaction is repeated and a habit of doing business is established,
the more both sides are locked into the business relationship. They cannot
circumvent it except at high cost. They become quasi-monopolists for each
other, with the consequence that both sides can extract a monopoly profit
from each other due to the fact that their partner is locked into the business
relationship. Repeat business is economically and ethically ambivalent. Not
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only does it create cost-saving opportunities but also the possibility of losses
from being locked into a relationship and being exploited in it.!!

Contractual relationships in the market can be monitored by more than
fear of legal punishment or the establishing of long-term business relation-
ships. Ethical codes and ethical convictions serve as a substitute for legal
enforcement and monitoring, and as a way to reduce the exploitation poten-
tial in long-term business relationships. An ethos of observing contracts leads
to a market environment that is superior to an environment where only law-
yers or mere habits ensure that contracts are served.

Pacta sunt servanda is a central norm of the economy that is not secured
by self-interest alone. Every time business partners can get away with oppor-
tunistic behavior, they will engage in it unless they are restrained by respect
for the principle of observing contracts. Even in a market with well-function-
ing legal enforcement of contracts, there are many contracts that are incom-
plete, ill defined, or indeterminate with regard to the contractual obligations.
Ethics and religion are a means to give substance to the expectation that the
contracting partner will observe the contract and keep the promises made in
the contract.

Reliability and mutual trust on the part of business partners result in re-
ducing the costs of economic exchange. Trust reduces transaction costs, since
the contracting partners can come to an agreement more rapidly. They face
fewer monitoring costs.

Individuals may react in three ways to this relationship between trust and
freedom of contract:

First, individuals can behave unconditionally morally. They understand
the common economic need in ethical behavior as the motive for their own
behavior. The persons turn common interest into their own interest, i.e. the
persons behave morally irrespectively of the behavior of the others (Case 1).
For example, firm employees try to do their best irrespective of what the oth-
ers achieve, or businesspersons try to remain fair even if widespread forms of
unfair behavior are to be found in the industry.

11 In a famous business case, the so-called “Schneider bankruptcy” in Germany, the
owner of a building firm, Jiirgen Schneider, had been able to attract large sums of
credit through his position of trustworthiness acquired through long-term
business relationships with large banks, which at some point in time had simply
stopped controlling whether the real estate existed that he had given as security
for loans.

54



SOME PRINCIPLES OF ETHICAL ECONOMY

Second, a person can behave conditionally morally. Individuals are ready
to follow ethical rules if the others or the majority also follow them, but vio-
late the rules if they feel that they alone “will be the fool” (Case 2). The con-
tracting partner fulfils the contractual obligations only if everybody else does
so as well.

Third, persons may appreciate that the better situation for everybody is
achieved if everybody follows the rules, but consider the best situation a
situation in which everybody but them follows the rules (Case 3). This is the
pattern of behavior assumed by the famous prisoners’ dilemma in game the-
ory. A firm knows that it is best for the industry if every firm sticks to the
rules and no bribing of business partners or other form of corruption takes
place, but it prefers to make an exception for itself and to support contracting
by doing favors for business associates.

Case 3 of the behavioral options presents a typical dilemma situation in
which one cannot remain. The dilemma describes a situation in which every-
body benefits if everybody follows the rules and in which each person is in-
terested in being the only one who can violate the rules in the hide. As a con-
sequence, the rule will be violated if it is not enforced by external control and
sanctions, or if it is not affirmed by the individuals on ethical grounds. Case 3
will be transformed either into the ethical options of case 1 or 2, or into a
system of external monitoring and enforcement.

Case 2 that one acts morally if everyone else does so, too, is a typical in-
termediate situation that seems to be acceptable to most people. One behaves
morally if others do the same; one stops behaving morally if one feels oneself
to be the only person behaving morally. Ethics is a means to transform the
situation of a prisoners’ dilemma into a situation of trust or assurance. The
general acceptance of and compliance with ethical rules would transform the
isolation paradox, named so by Amartya Sen (1967, p. 112), of case 2 into a
situation of relative certainty. The isolation paradox implies that individuals
will not follow the rules under conditions of isolation and uncertainty about
the others’ behavior since they are afraid of being deceived, although they are
actually ready to follow the general rule in other circumstances.

However, case 2 is not stable, as the certainty that all the others or at least
most of them follow the rules is always vague and limited. Sen, though, as-
sumes that generally acknowledged moral values transform case 3, the situa-
tion of the prisoners’ dilemma, into case 2, the situation of certainty or assur-
ance, into an “assurance game”. When moral values are generally acknowl-
edged, the individual is no longer uncertain about the moral preferences of
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the others. But Sen’s position is begging the question — a petitio principii
remains. If one says that individuals have further motivation to behave mor-
ally if ethical behavior is general, i.e. that “values” are recognized, this begs
the question of whether the values are indeed generally acknowledged. How
is it possible to make sure that moral “values” are generally acknowledged,
that the others also behave morally and that the individuals make the rule
their motive? The element of uncertainty remains here; assurance is only
relative. Case 2 is more stable than case 3, as in case 2 the individuals are at
least partially moral and cooperating, but case 2 cannot ensure absolute cer-
tainty about the moral behavior of the others and provide secure grounds for
trust.

In case 2, in the situation of the isolation paradox, two questions arise:
“How long will the individuals be ready to follow the moral rules if most of
the others violate them or if they are not certain about the others’ actual be-
havior?” and “How may the uncertainty about the behavior of the others be
reduced?” Both questions cannot be solved by ethics alone. Answering the
questions by pointing to the need for a general ethics leads again and again to
the petitio principii that the ethics will be accepted by the individuals and
find general recognition if this already enjoys general recognition and that the
isolation paradox of the acceptance of ethics may be overcome if the ethics is
already generally effective.

Case 2 shows that the prisoner’s dilemma and isolation paradox may be
solved by ethics only if individuals recognize the moral rule naturally and
irrespectively of the behavior of the others — if they make the moral rule their
individual motive also. As uncertainty about the others’ behavior cannot be
eliminated, the moral rule can win recognition only if it is recognized despite
the others’ behavior.

The failure of ethics requires a corrective. Kant, in his Critique of Practi-
cal Reason, sheds light on this problem of ethics failure. If a moral individual
follows the categorical imperative while all the others follow the rule of per-
sonal happiness, the harmony between one’s own morality and pursuit of
happiness is destroyed. Kant thought that this problem could be solved by the
“postulates of practical reason”. The postulates of practical reason — God,
liberty and the immortality of the soul — restore trust in the meaningfulness of
moral behavior, and in the harmony between morality and advantage. Relig-
ion here is a postulate guaranteeing the exigency of being moral. It helps
build up a social capital on which trust can be founded.
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The religious belief can transform ethics failure into trust in the effective-
ness of ethics. It transforms the empirical uncertainty of the isolation paradox
into the belief that morality is a common phenomenon and that it is useful to
be moral. Religion accomplishes what Sen ascribes to ethics: the transforma-
tion of situations of prisoners’ dilemma and of the isolation paradox into
situations of assurance (in game-theoretic terms: into an assurance game).
Assurance and trust in the advantage of being moral are not fully attained on
the basis of ethics, but on the basis of religion. There is a sequence of com-
pensations for failure. When self-interest fails, there is ethics; when ethics
fails, religion. This structure of failure compensation has been analyzed in
greater detail in the author’s Principles of Ethical Economy (Koslowski 2002).

The ethical economy of the relationship between the individual’s utility
calculus and the individual’s readiness to act morally has been discussed in
different epochs of the history of philosophy. In Kant, religion gives reason
to the belief in the final harmony between moral behavior and happiness in
the form of the postulates of practical reason. In Plato, it is “the idea of the
good” and of the myth of the trial of the soul after death that assures the hu-
man being that morality and happiness converge. It guarantees trust even in
situations in which the individual is unsure of the behavior of the others, such
as in the situations of isolation and the prisoner’s dilemma.

The theory of the link between economics, ethics, and religion seems to
violate the rule that the scholar has to renounce the use of God in scientific
discourse. The theory developed here is, however, first a positive, non-
normative theory of the link between ethics and religion. The response
against the objection that religion should not be used in scientific discourse is
quite simple: Social science has to include religion if religion is a motiva-
tional factor in the actual human behavior and is shared by many individuals
in a society. Religion is than a socially effective force even if its truth value
in the scientific sense remains open. Religion is real in its consequences if it
has consequences for the individuals’ behavior.

The result of the analysis of the relationship between economics, ethics,
and religion can be interpreted in a threefold way. First, it can be interpreted
as an empirical nexus between religious and ethical motivation that exists in
many humans but not in all. Secondly, it can be interpreted as an argument
for the economic and ethical usefulness of religion.!? Thirdly, it can be inter-

12 RATZINGER (1985) also emphasizes the conditionedness of economics by ethics
and of ethics by religion. — Pope BENEDICT X VI refers in his paper to KOSLOWSKI
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preted as an argument for the existence of God. In the last sense, it demon-
strates that if God is the condition for the congruence of ethical and rational
self-interested behavior and if this congruence cannot be proven by rational
calculus alone there is an ethical-economic argument for the existence of God
or an argument from ethical economy for religion as the compensation for the
failure of ethical motivation.!3

The aim of the argument developed in the present paper is not metaphysi-
cal but ethical and economic. It is satisfied by proving that economics is con-
ditioned and “improved” in its efficiency by the validity of ethics and that
ethics is conditioned and “improved” in its effectiveness by the validity of
religion.

d) The Principle of Double Effect: Handling Externalities of Economic

Action
The assumption of market theory is that the market price includes or internal-
izes all benefits and costs caused by the exchange to both sides. Both sides
confirm that all benefits and costs are internalized by their consent to the ex-
change. Third parties that are not part of the exchange are not concerned.
There are, however, exchanges that have side-effects or externalities on oth-
ers that are not internalized in the exchange like environmental pollution.
When pollution on third parties originates from a contract of two parties the
principle of internalization is violated.!*

Side-effects are a classical problem of moral philosophy and of econom-
ics. Moral philosophy and moral theology, particularly in the Catholic tradi-
tion, developed the theory of the principle of double effect which can be con-

(1985Db), an earlier version of the argument developed here. The argument about
the usefulness of religion as a guarantee for that being ethical is also useful for
the individual is expanded further in KosLOWSKI (2007).

13 Cf. for this ethical-economic argument for the existence of God KOSLOWSKI
(2008).

14 A tragic example for an action with double effect is the “three-strikes laws” in
the United States, under which a third felony conviction yields life imprisonment.
These laws are intended to deter repeat offenders. However, they may encourage
repeat criminals to kill witnesses — since the sentence for murder is no worse than
the sentence for a lesser third offense. Cf. JOHN SLOAN III, TomMISLAV V. KO-
VANDZIC, LYNEE M. VIERAITIS: “Unintended Consequences of Politically Popular
Sentencing Policy: The Homicide-Promoting Effects of ‘Three Strikes’ in U.S.
Cities (1980-1999)”, in: Criminology & Public Policy, 1 (2002).
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sidered to be a transcendental principle of handling side-effects. As a tran-
scendental principle of handling side-effects it is also a central principle of
ethical economy and of business ethics.

The principle makes it possible to analyze and assess decision situations
under uncertainty and expected (negative) side effects. It is a decision princi-
ple for ill-structured and ambiguous decisions. Most ethically relevant deci-
sions in business do in fact have side effects and, therefore, are ill-structured
decision problems under uncertainty. They cannot be converted into well-
structured decision situations by calculi unless with unrealistic, scientistic
premises, such as premises that the results of actions can be known with cer-
tainty or that the probability distribution of the possible effects of actions and
outcomes is known. The probabilistic principle of action with side effects or
double effect!? is therefore especially applicable in economic ethics and deci-
sion theory, and is able to penetrate the ill-structured economic-ethical deci-
sion situation and to reduce it to a better defined structure. The principle of
double effect is, in contrast to the principle of the categorical imperative,
concrete and makes it possible to perform comparisons of goods. It is, there-
fore, an important complement to the universalization principle, which is
weak in judging the concrete case.

The principle reads: An action with negative side effects is sensible and
permitted, if the following four conditions are met:

15 On the problem of actions with double effects, see PETER KNAUER: “The Herme-
neutic Function of the Principle of Double Effect”, in: Natural Law Forum, 12
(1967), pp. 132-162; RICHARD MCCORMICK: “Das Prinzip der Doppelwirkung
einer Handlung”, in: Concilium, 12 (1976), pp. 662-670; R. A. DUFE: “Absolute
Principles and Double Effect”, in: Analysis, 6 (1976), pp. 68-80; JOSEPH M.
BOYLE, JR., GERMAIN GRISEZ, OLAF TOLLEFSON: Free Choice, Notre Dame
(Notre Dame University Press) 1976; ROBERT SPAEMANN (1977, pp. 167-182);
JoseEPH M. BOYLE JR.: “Toward Understanding the Principle of Double Effect”,
in: Ethics, 90 (1980), pp. 527-538; L. J. MCNAMARA: Direct and Indirect, Ph.D.
Thesis, University of Oxford 1980; J. L. MACKIE: Ethics, London (Penguin)
1977, pp. 160-168; S. S. LEVY: The Doctrine of the Double Effect, Ph.D. Thesis,
University of Michigan 1982; G. E. M. ANSCOMBE: “Action, Intention, and
‘Double Effect’”, in: Proceedings of the American Catholic Philosophical
Association, 57 (1983), pp. 12-25. On judgment of consequences, cf. RAINER
SPECHT: Innovation und Folgelast, Stuttgart (Frommann Holzboog) 1972.
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1) The goal of the action must be good and sincere (i.e. the acting person
may not intend a bad and impermissible effect). The side effects must be un-
intended, must be praeter intentionem.1©

2) The type or form of the action must be intrinsically good.

3) The negative side effects must be true side effects. They must objec-
tively have the character of accidental effects arising in the pursuit of other
goals, and may not serve as means to the good effect.

4) There must be a proportionately grave reason to perform the action.
The acting person may not be obligated by other duties to refrain from it
completely.

This list of conditions summarizes the formulations of the principle by
John of Saint Thomas,!7 from whom the first complete version of the princi-
ple is derived, and by Jean Pierre Gury.!® Conditions 1), 3) and 4) are the
same for both authors. Condition 2) has been expanded by Gury, in order to
ensure that the principle is not applied in the sense of a universal comparison
of goods that does not differentiate effects and side-effects. The principle of
double effect is not identical to an uncritical, universal comparison of goods,
with which the good and bad effects of all actions, including actions of an
unambiguously unethical character, are taken into account, and the least evil
of several evil actions is chosen. With condition 2), Gury attempts to guaran-
tee that intrinsically-evil actions are excluded from the comparison of goods.

The question is discussed within general ethical theory whether the prin-
ciple of double effect can be united with various normative, basic convic-
tions, or whether it is a prerequisite of a normative ethical theory that judges
certain actions as intrinsically evil and excludes them from comparing main
effect and side effects according to the principle of double effect. Joseph
Boyle holds the view that the principle of double effect can be united with
any normative theory that assumes that there are types of actions that are
good and types that are evil. Every ethical theory that makes such a distinc-
tion can make use of the principle of double effect.!”

16 On praeter intentionem, see JOSEPH M. BOYLE JR.: ,,Aquinas on Praeter Inten-
tionem®, in: Thomist, 42 (1978), pp. 649-665; and M. MULLER: Ethik und Recht
in der Lehre von der Verantwortlichkeit, Regensburg (J. Habbe) 1932.

17 JOHN OF SAINT THOMAS: Cursus Theologicus, Madrid 1645-56, tom. VI, disp. XI,
a. 6, cap. 39 &. 42.

18 JEAN PIERRE GURY: Compendium theologiae moralis, Regensburg 1857, 2nd
edition, tr. I, cap. I, n. 9.

19 BoYLE: “Toward Understanding the Principle of Double Effect”, p. 537.
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This position, of course, shifts the debate, from the question whether there
are actions that are intrinsically good and evil and whether the answer to this
question is a prerequisite for being able to apply the principle of double ef-
fect, to the question, which actions are intrinsically good or evil.

Elizabeth Anscombe is of the opinion that the principle does not say what
one can or should do, but instead what one may not do, and thus that its ap-
plicability is restricted. The principle does not read that the predominance of
good over bad/evil makes an action permissible and recommends it, but in-
stead requires that the side effects stand in a reasonable relation to the good.
It permits only good actions with negative side effects, and only actions with
which the negative side effects stand in an appropriate relationship to the
(good) primary effect.20

The principle has been further explicated as follows: The necessity of tol-
erating negative side effects must be proportional larger, if:

1) the primary goal is by nature closer to the negative effect,

2) it is certain that the evil effect will follow, and

3) there are fewer ways to avoid the evil than there would be if the goal or
primary effect were first to occur.2!

Additional support for decision-making that can be derived from the prin-
ciple of double effect, is:

1) How closely is the bad result or side effect dependent upon the action?

2) Is the damage that would result from the omission of the intrinsically-
good action greater than the evil side effect that would result from perform-
ing the action??2

The principle and its explications do not remove the burden of judgment
and of evaluating the internally assumed probability, the probabilitas interna,
from the decision-maker, but they help to penetrate the decision to be
made.23 The analysis of side effects and the principle of double effect form a

20 ANSCOMBE: “Action, Intention, and ‘Double Effect’”.

21 COLLEGIUM SALMANTICENSIS: Cursus Theologicus (Comm. in S. Thomae s. th. 11-
1L, q. 64, a. 7), (= Tractatus de bonitate et malitia actuum humanorum), edited by
Domingo de Santa Teresa, Paris 1878, tom. 7, tract. XIII, disp. 10, dub. 6, n. 214-
47. See also J. T. MANGAN: “A Historical Analysis of the Principle of Double
Effect”, in: Theological Studies, 10 (1949), pp. 41-61.

22 NIKOLAUS SEELHAMMER: “Doppelwirkung einer Handlung®, in: Lexikon fiir
Theologie und Kirche, Freiburg im Breisgau (Herder) 1959, Vol. III, pp. 516-517.

23 See for an application of the principle of double effect to a business ethics case P.
KosLowskI: “Hoe om te gaan met de neveneffecten van bierleveranties?”, in:

61



PETER KOSLOWSKI

bridge between ethics and economics. The principle is a crucial instrument of
the analysis and judgment of ethical economy.

e) The Principle of Hyper-Motivation: Incentives of Self-Justification as

Economic Incentives
The idea of the right structure of incentives and contributions is a central
concept of economic and management theory.24 There exist, however, not
only incentives but there exist right and wrong incentives in business, science
and technology. A remuneration of managers according to the rise or fall of
the share price of the firms they manage creates incentives to arrange their
performance primarily on this goal and to neglect other duties of their work.
A remuneration of scientists only according to their ability to attract funds
from third sources has the effect that they pay attention particularly to the
third party’s interests and neglect independent, long-term, original, creative
research.

Motivation structures and contributions can be intensified in their effect
through motivation boosters as the history of entrepreneurship, of technologi-
cal invention and of scholarship demonstrate. German Idealism turned the
scholar into the agent or fiduciary of the absolute spirit. J. G. Fichte believed
that the scholar is the vessel of the absolute. The scholars of historism and of
the historical school of the humanities as the successor of idealism followed a
similar path of enforcing motivation. They were confirmed in their urge to
creative research by the conviction that the absolute realizes itself in history,
in the historical spirit of cultures and nations, and that they illuminate this
self-realization of the absolute. The illumination of the historical phenomena
became by this conviction a work on the realization of the absolute, Arbeit
am Absoluten. For the phase of the blossom of the German humanities in the
19th century, these aggrandizement of the scholar’s own work by a pantheis-
tic metaphysics had a motivation- and creativity-amplifying effect. This ef-
fect was at the same time boosting research and its results and problematic
since it caused a self-aggrandizement of the scholar with the dangers of form-
ing the ideal-type of the mandarin-scholar.

Business competition increases motivation and creativity as does the
competition between nations. Japan was stimulated to high performance since

WiM DUBBINK, HENK VAN Lunk (Eds.): Bedrijfsgevallen. Morele beslissingen
van ondernemingen, Assen (Koninklijke Van Gorcum) 2006, pp. 126-132.
24 Cf. COLEMAN (1993).
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the end of the 19th century by the incentive of catching up, by the motto
»make up, catch up, overtake.” (Einholen, Aufholen, Uberholen).

Max Weber’s Calvinist entrepreneur becomes creative and is motivated
for high performance through religious incentives. Because he understands
his economical success as a proof of being in the state of grace he experi-
ences additional religious incentives to be successful in business. Max We-
ber’s The Protestant Ethic and the Spirit of Capitalism (1905) shows that
cultural and economic incentives and motives overlap and that culturally de-
fined incentives enhance economic creativity and business performance. The
Calvinist teaching on justification undergoes a revision. Justification is fi-
nally in part redefined as economic success.

The insecurity in Protestantism whether the Protestant believer can be
certain to be in the grace of God is eased by economic success interpreted as
a sign of grace. Justification becomes only visible through economic success
since in Calvinism even faith is no guarantee of being chosen. According to
the Westminster Confession of 1646, God chooses those predestined to eter-
nal life ”out of His mere free grace and love, without any foresight of faith or
good works (italics by PK), or perseverance in either of them, or any other
thing in the creature as conditions or causes moving Him thereunto” 25 Nei-
ther faith nor good works make a human being deserving the state of grace.
The only proof of being predestined to the state of grace can be given, as
Weber (1905) showed in his analysis of Calvinism, through being economi-
cally successful. This re-interpretation of economic into religious success is
presumably one of the most powerful and subtle incentives and amplifiers of
motivation and creativity that humankind ever experienced.

The difference in the effect of the Calvinist and the Lutheran teaching on
justification cannot be overestimated. Whereas the Lutheran is justified sola

25 Westminster Confession, Chapter 1II. Of God’s Eternal Decree, § 5: “Those of
mankind that are predestinated unto life, God, before the foundation of the world
was laid, according to his eternal and immutable purpose, and the secret counsel
and good pleasure of his will, hath chosen in Christ, unto everlasting glory, out of
his free grace and love alone, without any foresight of faith or good works, or
perseverance in either of them, or any other thing in the creature, as conditions,
or causes moving him thereunto; and all to the praise of his glorious grace.”
Online edition: http://www.reformed.org/documents/index.html?mainframe=
http://www.reformed.org/documents/westminster_conf of faith.htm
Weber (1905, p. 57) quotes the Westminster Confession extensively as one of the
central historical and theological documents for his thesis.
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fide, only by faith,26 the Calvinist is even unsure about his or her justification
by faith.

The German Lutheran contempt for “good works”, for religious good
works, affects also the economic good works and economic success. The
weakness of economic thinking in the German intellectual tradition is influ-
enced, if not caused, by the Lutheran teaching on justification and good
works. This teaching renders the success of actions irrelevant for the justifi-
cation of the human being as compared to mere faith. It also justifies a right
of every one to every kind of social benefit since no good or success is “de-
served” — a position which opens somehow a right to everything. The attitude
toward economic success and good works is different in Calvinism where the
radicalization of predestination made the recourse to justification sola fide,
only by faith, impossible. Success in the world becomes the only assurance of
being chosen in Calvinism which, theologically speaking, remains a doubtful
assurance.

Re-interpretation and aggrandizement of meaning are central phenomena
of cultural and economic enforcement of motivation. One can call this mean-
ing enforcement a ,,hyper-motivation” by cultural incentives. Since the exter-
nal world as such does not have enough meaning for the human being, hu-
mans are in need of cultural-religious boosters of motivation in their econ-
omy of creativity.

f) The Size of the Market and the Need for an Ethics of Market Exchange
It is a frequently heard thesis that ethics is a phenomenon of small groups
who, through their face-to-face control, can assure the effectiveness of ethics,
which is by nature not legally enforced. Friedrich von Hayek, James Bu-
chanan, and in the German discussion on business ethics Karl Homann de-
fend the thesis that the ethics of small groups has been replaced in the mod-
ern market society by the formal coordination of the market process, which
does not rely on goodwill but on market forces to make sure that individuals
deliver for the good of all. Homann in particular goes so far as to say that
only modernity has established and understood markets and that it has re-

26 Cf. Augsburg Confession (1530), Article IV. Of Justification: “...men cannot be
justified before God by their own strength, merits, or works, but are freely
justified for Christ’s sake, through faith.” Online: http://www.ctsfw.edu/etext/
boc/ac/augustana04.asc
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moved all ethics from actual market interactions to the frame order of the
market, i.e. to the institutional rules of the market.

First, one must reply to this position that it is not necessary for the exis-
tence of a market and for acting in a market that market participants under-
stand all aspects of what a market is. Rather, it is central that they do act in it.
Particularly for the market, the Vico principle Non intelligendo omnia
facimus (Not by understanding everything do we do everything) holds true.
Even if we do not find an elaborate market theory in the history of ideas be-
fore Adam Smith, it is inconceivable hat the Roman Empire with its sea and
land trade and with its civil law had no markets and that its citizens did not
engage in far-reaching market exchange. One limitation on the development
of a market society in the Roman Empire, though, was slavery and the non-
market organization of labor. Slavery is a commodification of labor without
the free marketability of it. Forced labor limited the development of a market
economy in antiquity. In this sense, modernity brought a radical change.

Secondly, it must be emphasized that ethics as deliberation over the
goodness of an action on a personal level developed precisely in a setting in
which the small-group society grew to become the large-group society. As a
theory of right action, ethics did not develop in traditional small-group socie-
ties but in societies in transition to a large-scale society. Plato’s and Aris-
totle’s ethics are not the ethics of small groups with face-to-face control but
the ethics for human beings living in extended large groups. Plato empha-
sized in his Gorgias that ethics intervenes precisely at that point at which
group control ceases. His example is the ring of Gyges, a ring that renders its
wearer invisible. Plato asks the ultimate question of ethics: What could con-
vince a human who can do everything invisibly to act ethically?

Finally, the development of the universalistic Christian ethics in the Ro-
man Empire that transformed the particularistic ethics of nations and groups
to an ethical universalism proves that ethics in not a small-group phenome-
non. As Paul’s letter to the Galatians 3.28 says: “There is neither Jew nor
Greek ... for ye are all one in Christ Jesus.” Friedrich Schelling called this
letter “the Magna Carta of Protestantism”. Christian ethics belongs to a soci-
ety in which the habitual morality of local habits and customs is superseded
by a universalistic ethics.

Hayek introduced the argument that the market society replaces the soci-
ety of small groups by an abstract order that renders ethics obsolete. This
Hayekian argument is flawed and must be turned round. The market society
requires personal ethics since it does not rely on the face-to-face control of
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small groups but on the formal rules of market coordination and on the ethics
of observing contracts and of realizing mutual value creation. The ethos of
pacta sunt servanda cannot be guaranteed by the legal system and mutual
monitoring devices only.

It may be true that the market erodes certain features of ethics, but it is
also true that the market accumulates features of a new ethos of contractual
obligations. The constitutional state and the market economy do not only live
on values that are prior to the state and the market. Nor do the constitutional
state and the market only use up moral resources or moral capital. Rather,
they also build up ethical resources since the individuals involved understand
that ethics secures the working of the constitutional state and the market and
that it must therefore be fostered in their individual motivation and action.

A good example of the anticipation of generalization in individual moti-
vation is electoral participation. For years, public choice theory argued that,
from the point of view of self-interest, a rational voter should not take the
trouble of casting his or her vote since it is not worth the effort, as the voter’s
single vote has no influence on the outcome of the vote. Now, history reveals
that voters do cast their vote. They act under anticipation of universalization.
They seem to tell themselves: “The election works only if everyone votes;
therefore, I shall vote.”

The workings of the market also support the formation of an economic
ethos by remunerating loyalty to contracts, reliability and the like, by further-
ing and putting a value on trust, reputation, and other non-monetary but valu-
able ethical assets.

Ethical economy interprets the ethical presuppositions of market interac-
tion and exchange as second-order optimality conditions that must be added
to the first-order economic optimality conditions of market interaction. Al-
though market interaction needs to work — and actually does work — without
strong ethical commitments and under the condition that individuals follow
their narrow self-interest, it is improved by the ethics of contractual relation-
ships. The need to economize on love in the market requires institutions that
work without the resource of love. But this does not imply that institutions
are required that work without the ethics of contractual relationships. Such
institutions work even better if the resource of ethics is present.

Heookok
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I conclude with a short ironical biographical remark taken partly from Ed-
mund Clerihew Bentley (1875-1956), Biography for Beginners (1905), and
its entry on ‘John Stuart Mill’:

John Stuart Mill

By a mighty effort of will,

Overcame his natural bonhomie

And wrote ‘Principles of Political
Economy’.

Peter Koslowski

By rehabilitating natural bonhomie

Wrote ‘Principles of Ethical
Economy’.
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Chapter 3

Economic Ethics: A Systematic Integration

Y UICHI SHIONOYA

I. Introduction

II. Coordination of Ethical Thought

III. Juxtaposition of Economics and Ethics

IV. Analysis of Market and Business Ethics

V. Conclusions —Toward the Economics of Virtue

“The question which leads us beyond the grave of our own generation is not
‘how will human beings feel in the future’ but ‘how will they be.” In fact this
question underlies all work in political economy. We do not want to train up
feelings of well-being in people, but rather those characteristics we think con-
stitute the greatness and nobility of our human nature.

The doctrines of political economy have alternately placed in the forefront or
naively identified as standards of value either the technical economic problem
of the production of commodities or the problem of their distribution, in other
words ‘social justice.” Yet again and again a different perception, in part un-
conscious, but nevertheless all-dominating, has raised itself above both these
standards of value: the perception that a human science, and that is what
political economy is, investigates above all else the quality of the human beings
who are brought up in those economic and social conditions of existence.”1

This paper attempts to construct economic ethics or normative economics by
a systematic reconsideration of economics and ethics. It starts with the identi-
fication of an interface between economics and ethics with the broad concept
of good. While economics addresses allocation, distribution, and utilization
of resources in light of the end-means relationship between good (in the sense
of goodness) and goods (in the sense of commodities) necessary for human
life, ethics explores what a good life is and postulates a set of norms to evalu-

1 Max WEBER: “The National State and Economic Policy”, Inaugural lecture at the
University of Freiburg, 1895, in: WEBER (1999), pp. 128-129. (Italics in the
original.)
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ate it from multiple angles. The paper constructs a system of ethics by coor-
dination of three grand ethical values (good, virtue, and right) directed to
different entities of evaluation (act, being, and rule), on the one hand, and a
system of economics consisting of economic statics, economic dynamics, and
economic sociology, on the other. Economic ethics derived by the juxtaposi-
tion of the systems of economics and ethics provides the norms for just dis-
tribution, virtuous utilization, and efficient allocation of resources under a
reasonable priority rule. It is emphasized that the future task of economic
ethics will be to develop the idea of virtue economics in positive and norma-
tive senses to shed light on a neglected issue, i.e., virtuous utilization of re-
sources for the development and self-realization of human beings.

1. Introduction

In order to discuss ethical implications of economic issues — to discuss eco-
nomic ethics — it is necessary to start with a systematic, rather than ad hoc,
reflection on the relationship between economics and ethics, and to formulate
the tasks of economic ethics (or normative economics) with a well-defined
vocabulary. The need for systematic approach to economic ethics is twofold:
first, to provide a normative basis for evaluating economic activity and insti-
tutions, and second, to give a substantive content to abstract ethical theory.
The standard view of contemporary economics is that, since ethical questions
require value judgments, economics as a science cannot properly articulate
ethical evaluation of economic activity and institutions. Since economics
became independent from moral philosophy and recognized as a separate
discipline, little effort has been made to unify the world of the economy and
the world of morality. Economics and ethics are conceived as addressing two
unrelated spheres.

As a result, when modern normative economics emerged in the neoclassi-
cal camp with the name of welfare economics, it had become concerned only
with issues of productive efficiency, distributive justice, and the disharmony
between them, as is exemplified in A. C. Pigou’s welfare economics (Pigou
1932). Furthermore, speaking of the so-called New Welfare Economics after
Pigou, economists have given up even discussing distributive justice, concen-
trating on productive efficiency. Amartya Sen, one of the contemporary pro-
ponents of economic ethics, argues that both modern economics and modern
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ethics have been substantially impoverished by the distance that has grown
between economics and ethics (Sen 1987, pp. 7-9).

The economy and morality as parts of social reality are two basic schemes
of social integration with remarkable universalizing capacities and wide cov-
erage of human activities. As the starting point of inquiry, I contend, the con-
cept of the “good” constitutes an interface of the two worlds. The first task of
economic ethics is to analyze this interface so as to introduce broader ethical
paradigms into economics through this channel. While economics addresses
allocation, distribution, and utilization of resources for providing “goods and
services” necessary for human life and is concerned with analysis and design
of institutional conditions underlying the economic process, ethics explores
what a “good” life is and postulates a set of norms to evaluate it from multi-
ple angles. Thus, in dealing with human life, economics and ethics potentially
have the same coverage of human activities. Since economics, however, has
lost the abilities to discuss whole problems of value judgments as a result of
its pretense of being a value-free science, we must now prepare a broader
system of ethics for a systematic discourse of economic ethics. Moreover,
lest a system of values should remain a mere abstract entity detached from
social reality, ethics must be combined with knowledge about a material basis
of society and implemented by a design of social and institutional frame-
works. This paper attempts to provide such a theoretical system of values and
institutions, drawing on Shionoya (2005a).

In both economics and ethics, the concept of the “good” is widely used
explicitly or implicitly; it is an inclusive notion implying utility, welfare,
well-being, happiness, and the like, based on interests, wants, desires, and
preferences. In ethics, the concept of “good” has been defined in diverse
ways; it is no exaggeration to say that how the good is defined signifies dif-
ferent viewpoints of ethical theories. All ideas of the desirable or valuable are
likely to be expressed by a single concept of the good, which has created con-
flicts and confusions. In economics, by contrast, the concept of “goods” (in
the sense of commodities) is defined as a means to bring about the “good” (in
the sense of goodness) as an end, however differently the latter may be de-
fined. While in the history of economics the normative standards of a good
life swayed between physical goods (opulence) and psychological good (wel-
fare), the concept of the “good” with its diverse ethical meanings was re-
placed by the single notion of utility.

As a result, despite the rich contents of the concept of the good in ethics,
the scope of economic ethics supported by economic theory has been impov-
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erished. The main issue is almost confined to the total quantity of the good
(allocative efficiency) without regard to the differences of the good among
individuals (distributive justice) and the differences in the quality of the good
(human excellence). This is typically the case with utilitarian ethics, the most
relevant ethical thought to economics, according to which the total welfare of
a society should be maximized regardless of its distribution and its quality. It
is the contention of this paper that a systematic inquiry of economic ethics
should start with the concept of good which constitutes an interface between
the world of the economy and the world of morality, and that the end-means
relationship between the good and goods (Gut and Giiter, or bien and biens)
not only evokes the well-known conception of allocative efficiency, but also
reveals further relationships between ethics and economics that remain to be
explored, i.e., distributive justice and human excellence.

Thus having identified the concept of the good as the interface between
economics and ethics, the all-inclusive notion of the good can now be decom-
posed into three basic components of values (i.e., good (in a narrow sense),
virtue, and right) and a coordinated system of ethics will be developed (sec-
tion II). The concept of good in this set will be defined in a narrow sense. On
the other hand, the system of economics will be defined with respect to eco-
nomic statics, economic dynamics, and economic sociology to coordinate
with the system of ethics. I will present a systematic model for economic
ethics by integrating economics and ethics thus defined, specifically propos-
ing the coordination of Schumpeterian economic dynamics with the ethics of
virtue (section III). Based on the tasks of economic ethics, I will focus on a
market system as an institution with reference to business ethics (section IV).
This paper proposes a new branch in economic ethics that might be called the
economics of virtue (in addition to the economics of efficiency and justice),
concluding with some observations for its development (section V).

I1. Coordination of Ethical Thought

The history of ethical thought indicates that moral philosophers have dealt
with three objects of moral evaluation: (1) the acts or behaviors of individu-
als, (2) the being or character of individuals, and (3) the rules or institutions
of society. Corresponding to these three objects, there are three distinct ap-
proaches to moral philosophy, each with an exclusive emphasis on one of
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three basic value terms: (1) good, (2) virtue, and (3) right, respectively. These
three approaches are typically represented, respectively, by utilitarian (or
Benthamite), Aristotelian (or Greenian), and Kantian (or Rawlsian) moral
theory respectively. In fact, these grand theories are not consistent but con-
flict each other because they claim that they are comprehensive doctrines that
should be applied indiscriminately to all objects of moral evaluation. The
applicability of the traditional three theories should be partitioned and local-
ized with regard to the objects of evaluation.

It is useful to give further specifications to the three approaches for the
sake of coordinating a moral vocabulary. The above value categories are very
abstract, and an effective discussion in ethical theory needs more languages.
In fact, a variety of value language is used in the practice of ethical discourse,
and this pluralism also demands systematization and coordination of termi-
nology. First, the basic values in the three approaches, (1) good, (2) virtue,
and (3) right, are transformed into more operational values, (1) efficiency, (2)
excellence, and (3) justice, so that they can be linked to a wider knowledge of
moral and social theories. Second, it is also necessary to attribute axiomatic
ultimate ends to basic values. By ultimate ends I mean that a type of meta-
value is helpful as an ontological presumption underlying a specific paradigm
of moral valuation. In the evaluation of (1) individual act, efficiency is de-
fined in terms of utility maximization as the ultimate end, and this relation-
ship is valued by the abstract concept of good. In the evaluation of (2) human
existence, how a person should be is prescribed by the standard of excellence
in order to cultivate human nature and capabilities and to realize a higher self
as far as possible. This is the ethics of virtue. In the evaluation of (3) social
rules, justice is defined with reference to the protection of the rights of indi-
viduals under the institutions in question, and this relationship is finally val-
ued by the concept of right. Thus the underlying concepts of the ultimate
ends are identified with (1) utility, (2) capability, and (3) rights, respectively.

This system of ethics is summarized in Table 1. It consists of (1) a utility-
based moral theory of good for individual acts, (2) a capability-based moral
theory of virtue for individual existence, and (3) a rights-based moral theory
of right for rules. The idea underlying the coordinated system of ethics is that
the traditional attempts at a comprehensive doctrine intended by a single
overarching principle (e.g., utilitarianism) to cover all the different objects of
moral valuation, often without distinguishing the different objects, are a per-
ennial source of conflict and confusion in moral philosophy. To have a con-
sistent system of ethics, it is necessary to achieve a consensus on the division
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of labor and the priority relations among the three branches of ethics. Such a
system must have a structure and hierarchy of values.

Table 1. A System of Ethics

Value
Basic value Operational value Ultimate end
Object
(1) Act Good Efficiency Utility
(2) Being Virtue Excellence Capability
(3) Rule Right Justice Rights

Human welfare is served by the plural values of (1) “act-good-efficien-
cy,” (2) “being-virtue-excellence,” and (3) “rule-right-justice,” not by a scalar
value of, say, happiness or utility. The three branches of ethics should be
complementary and coordinated in terms of objects and values. The inclu-
sive, vague notion of the “good” is now decomposed into the quantity of
good, the quality of good, and the distribution of good among individuals.
This decomposition leads to the concepts of good in the narrow sense (effi-
ciency), virtue (excellence), and right (justice); each is concerned with act,
being, and rule, respectively, as the objects of moral valuation.

In this system of ethics, it is presumed that right takes priority over virtue
and good, and that virtue takes priority over good. The moral reasoning for
this hierarchy of values depends on two rationales: first, the primacy of right
is a categorical imperative for accommodating plural conceptions of virtue
and good; and second, the primacy of virtue over good is justified by the role
of virtue to critically evaluate the quality of good. In other words, the values
of the right and of virtue are imposed as constraints on the value of good at
the interface between the economic world and the ethical world. The first
rationale was developed by John Rawls in his theory of justice in opposition
to utilitarianism and perfectionism (Rawls 1971); and the second was raised
by Thomas Hill Green in his theory of perfectionism in opposition to utili-
tarianism (Green 1997).

It will be practical to relax the strict one-to-one correspondence between
objects and values as described in Table 1. For instance, the value of good
(efficiency) applies primarily to the valuation of individual acts and inciden-
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tally also to the valuation of individual being and of social institutions. Alter-
natively, while individual acts are primarily valued in terms of good (effi-
ciency), they are also valued subordinately by the elements of virtue (excel-
lence) and right (justice) embodied in individual acts. The overall relation-
ship between values and objects is indicated in Table 2, implying the overall
coordination and mutual reinforcement between all objects and all values. In
this system there is no conflict between principal values in primarily evaluat-
ing a specific object.

Table 2. Relationship between Value and Object

Value
Good Virtue Right
Object
Act © O O
Being O O] O
Rule O O ©

©: primary application O: incidental application

I11. Juxtaposition of Economics and Ethics

Having designed the three-layered system of ethics, we now consider how it
may be linked with the system of economics. Generally speaking, economics
is a science that relates to the processes of resource management (allocation,
distribution, and utilization of resources) and the conditions promoting hu-
man well-being by material and institutional means. Despite competing direc-
tions and schools in economics, it is generally agreed that, broadly conceived,
economics consists of three branches: (A) economic statics, (B) economic
dynamics, and (C) economic sociology (or institutional economics). Formally
speaking, each branch is defined by the identification of endogenous and ex-
ogenous variables, and exogenously given data became endogenous by mov-
ing from static theory to dynamic theory to economic sociology, consecu-
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tively. While economic statics focuses on static equilibrium with given pref-
erences, technology, and quantity of resources, economic dynamics is charac-
terized by changes in preferences, in technology and in the quantity of re-
sources. Economic sociology relates to changes in social institutions, which
are treated as fixed in the former two branches, and investigates the relation-
ship between the economic activity and social and institutional constraints. In
substantive terms, our definition of the three branches of economics is mod-
eled after the framework of Schumpeter’s universal social science (Shionoya
2004).

In terms of the history of economics, the basic paradigm of mainstream
economics through classical and neoclassical economics is to explain an eco-
nomic process and the mechanism by which the maximization of production
and welfare is attained under given preferences, technology, and a fixed
amount of resources: this is largely the task of economic statics. For Schum-
peter, even where these data are changing, the static approach in terms of
resource allocation is applicable as the extension of an economic logic as far
as innovative behavior distinct from adaptive behavior does not exist.

In the design of economic dynamics, Schumpeter’s approach deserves our
special attention (Shionoya 1997, Chapter 3). He proposed to define the dy-
namic economy in terms of the dynamic man as the carrier of innovations in
distinction from the traditional economic man who is typically concerned
with adaptation to given conditions. This viewpoint enables us to establish a
link between economics and ethics because the human typology relates to an
evaluation of human existence. This is a unique romantic legacy to econom-
ics in emphasizing the individual creative spirit, but orthodox in keeping
methodological individualism in comparison with other competing dynamic
approaches in terms of saving-investment relations, monetary disturbances,
period analysis, disequilibrium analysis, and expectations. For him, increases
in capital and labor, changes in technologies and preferences, and growth of
output are not dynamic phenomena per se, but merely indicate changes in
exogenously given conditions to which agents are obliged to adapt. Adaptive
behavior to the data is the core of static economic theory. For us, various ap-
proaches to economic dynamics have no ethical implication except for an
ambiguous notion of “dynamic efficiency” measured by the growth rate of
output.

Although economic sociology or institutional economics has not been re-
garded as mainstream, it deals with the institutional framework (economic,
political, and social institutions) within which economic behavior takes place.
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In other words, economic sociology is concerned with the significance of the
institutional assumptions for static and dynamic economics and their changes
in a historical context. The sociological direction in economics was pioneered
by the German Historical School and developed by Max Weber’s idea of
Sozialokonomik and Schumpeter’s idea of universal social science (Shionoya
2005b).

In light of the basic end-means (i.e., good-goods) relationship, economics
addresses different aspects of the relationship between the well-being or hap-
piness, on the one hand, and the goods, resources, and institutions as the
means to the well-being, on the other. Economic ethics presented in the
above provides normative knowledge about different aspects of the end-
means relationship, i.e., (A) the efficient allocation, (B) virtuous utilization,
and (C) just distribution of scarce resources. All of these relationships belong
to the scope of economics because they are all concerned with different as-
pects of resource management. Importantly, they correspond with the three
branches of the ethical system, respectively: (1) good (efficiency), (2) virtue
(excellence), and (3) right (justice).

Table 3 summarizes how the branches of economics (A)-(C) are related to
those of ethics (1)-(3) through the intermediary of economic ethics. By juxta-
posing the two systems, we find, first, that economic statics represented by
neoclassical economics with a focus on the allocation of resources motivated
by utility and profit maximization through the market mechanism (modified
by public policy) is the proper object of moral valuation in terms of the set of
notions “act-good-efficiency-utility.” This is what contemporary welfare eco-
nomics has done by using the criteria of Pareto optimality as prescriptions for
the efficient allocation of scarce resources.

Table 3. Juxtaposition of Economics and Ethics

Branch of economics  Task of economic ethics  Branch of ethics

(A) Economic statics Efficient allocation (1) Good (efficiency)
(B) Economic dynamics Virtuous utilization (2) Virtue (excellence)
(C) Economic sociology Just distribution (3) Right (justice)
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Second, economic dynamics conceptualized by Schumpeterian innova-
tions and entrepreneurship corresponds with moral valuation in terms of vir-
tue ethics, consisting of the set of notions “existence-virtue-excellence-
capability.” From the ethical point of view, economic dynamics is concerned
less with economic growth in terms of GDP based on changes in physical
factors (such as capital, labor, and technology) than with innovations associ-
ated with the realization of human excellence, perfection, and quality of life
through the virtuous utilization of resources. The dynamic nature of eco-
nomic activities lies in the use of resources to signify and increase the virtues
of human existence. Virtuous or perfectionist utilization of resources means
that resources are directed to exert human capabilities and promote the self-
realization of individuals. As T. H. Green’s account of perfectionism ex-
plains, the vision of perfection is not a static ultimate state in which the moral
ideal is realized, but a dynamic process of moral progress. “We have no
knowledge of the perfection of man as the unconditional good,” but “our life
is directed to its attainment” (Green 1997, p. 206). Therefore, the maximiza-
tion principle does not apply here.

Third, economic sociology, a science of social institutions, is primarily
concerned with rules for the distribution of Rawls’s “primary goods,” includ-
ing basic liberties, opportunities, social safety-net, social status, income, and
wealth. It is the major counterpart of justice ethics, whose key notions are
“rule-right-justice-rights.” Although institutions embody several values, jus-
tice is the most basic value that should be inherent in the institutions of soci-
ety as a fair system of social cooperation because the social institutions must
assure the coexistence of plural values in a free society. Although the new
institutional economics based on neoclassical economics attempts to explain
the emergence of institutions by the criterion of efficiency, it may be an ex-
ample of the incidental (not primary) application to social rules defined in
Table 2. Otherwise, it is mainly concerned with institutions of technical na-
ture such as money, exchange and markets.

The issue of efficiency versus justice, which has been well known to
economists, is an economic version of the moral issue of good versus right,
which was successfully dealt with in Rawls’ critique of utilitarianism. In con-
trast, the issue of efficiency versus excellence is not discussed so much in
contemporary economics, although it is of greater relevance to actual eco-
nomic life. In a positive sense, excellence is realized by innovations in busi-
ness; in a negative sense, corruption and greed are also deeply rooted vices in
business. More basically, although human flourishing is conceived as the
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goal of economic activity, a preoccupation with economic efficiency, as evi-
denced by profits, is a perennial source of public critiques of the market and
business. Developing virtue ethics in terms of economic practice is a new
task of economic philosophy. It will lay a theoretical groundwork for the
criticism of material- and wealth-oriented economic growth, for the promo-
tion of the quality of life, and for the self-realization of the individual.

The critical field of business ethics is found in the economic ethics of vir-
tue rather than in that of efficiency and justice. Robert Solomon developed a
conception of business ethics on the basis of Aristotelian virtue ethics and
emphasized the virtues of cooperation and integrity in business (Solomon
1992). The Aristotelian concept of excellence is defined by the superiority of
individuals in the practice of the community to which they belong. Aristotle’s
central ethical concept is happiness or flourishing of life, which means shar-
ing a good life with other members of the community. Thus the concept of
virtue provides the conceptual linkage between the individuals and society, or
between the concepts of individual good and social justice. In the virtue ap-
proach the corporation must be viewed as a morally responsible agent.

IV. Analysis of Market and Business Ethics

The economic, political, and social system of the contemporary world in de-
veloped countries can be studied to ascertain how ethical values could be
implemented by actual institutions, and, specifically, to derive an insight on
business ethics. The comprehensive view of the contemporary economic,
political, and social system is represented by the notion of a “welfare state,”
which consists of a tripartite, grand system of capitalism, democracy, and
social security. As far as the scope of the welfare state is concerned, this view
agrees with the formulation by T. H. Marshall of the historical developments
of citizenship: the welfare state has advanced through three stages of citizen-
ship: “civil rights” for individual freedom developed in the eighteenth cen-
tury; “political rights” for individual participation in public decision-making
in the nineteenth century; and “social rights” for economic welfare and secu-
rity in the twentieth century (Marshall 1964).

The outcome of these developments was what Marshall termed “Democ-
ratic Welfare-Capitalism” or the welfare state. This term means that the insti-
tutional constraints of democracy and of social security have been imposed
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on the workings of a capitalist market system. The fact that there is no longer
a pure capitalist market economy is an underlying condition for discussing
the structure and nature of business ethics.

Against the background of our formulation of ethical values, it can be ar-
gued that business ethics is a set of philosophical principles which should
govern the conduct of business, the beings of economic agents, and the rules
of economic activity, with its own topics of discussion. Although it may in-
volve different ethical positions reflecting moral philosophy at the general
level, business ethics or corporate social responsibility does not exist apart
from the coordinated system of “good-virtue-right.” Therefore, the conse-
quences of the coordinated ethical system for business ethics will be devel-
oped.

Business ethics relates to the ethics of act, beings, and rules under capital-
ism as an institution, on which the institutional constraints of democracy and
social security are imposed. The institutions of capitalism per se are defined
as a competitive market system and its supporting arrangements. There has
been a great deal of moral criticism of a competitive market economy, but the
targets of that criticism are sometimes confused. The criticisms of many-
faceted system of a market economy should be carefully identified. Three
distinct aspects of a market system: (1) the motives (what moves people to
emulation), (2) the rules (under what conditions people compete with others),
and (3) the social ends (what is socially achieved as a result of competition)
can be distinguished.

Whereas the first aspect characterizes market competition as such, the
second and third aspects are not inherent in market competition but rather
depend on how a market system is organized. As we conceive a contempo-
rary system as consisting of capitalism, democracy, and social security, our
ethical valuation of markets and business is related to how other components
of the whole system supplement and amend a capitalist market system.

The motive of competition — the first aspect of a market system — is criti-
cized for its egocentric or selfish viewpoint, which underlies all competitive
efforts whatever their aims: wealth, power, fame, or innovation. Criticism
that should be directed toward other aspects of markets is sometimes con-
fused with criticism of the competitive motives. The maintenance of self-
interest in social relations of a civil society requires a lot of effort. Hegel
called it “the process of education” (Hegel 1967, p. 125.) The competitive
motive of individuals is a reflection of their efforts to achieve freedom, spon-
taneity and self-development; it is the source of social vitality and efficiency,
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and the rational basis of social organizations. Self-love loosens the shackles
of convention, laziness, and indulgence, stimulating progress and innovation.
The virtues of self-love that underlie competition and rivalry, such as enter-
prise, diligence, and prudence, are intrinsic “goods,” or the good of competi-
tion. Competition is a process consisting of various procedures and has in-
trinsic values as a motivational power to realize efficiency in achieving what-
ever may be accomplished.

A market economy is also criticized for its law of the jungle, where the
weak are victims of the strong. The rules of competition — the second aspect
of a market system — are concerned with this criticism. Indeed, free competi-
tion leads to unequal distribution of rewards among competitors because they
are unequal in abilities, but it is unreasonable to reject the competitive motive
because the results of competition are not desirable. The rules of market
competition must solve the questions of how to construct the premise of
competition, how to control the process of competition, and how to deal with
the outcome of competition from the viewpoint of justice.

Finally, a market economy is criticized for its mammonism, hedonism,
and materialism, but the direction of market competition is a matter of its
social ends — the third aspect of a market system. Competition per se is in-
strumental and indifferent to what is achieved. If mammonism is to be de-
spised, we must ask how the pursuit of more noble and virtuous objectives
can be implemented and made workable in a market economy. This problem
means a task of interpreting and molding the economy as a means to realize
human and cultural values from the viewpoint of virtue. It is no use blaming
the economy, which is a mere means.

The three aspects of a market economy constitute the viewpoints for
evaluating the moral standing of markets and business and are subject to the
three categories of ethical valuation. Formally speaking, while the private
motive is an inner power of a competitive economy, the rules and aims which
circumscribe a market economy are prescribed from outside of markets
through the political and social institutions of democracy and social security.
In fact, however, there are interactions between competitive motive and ethi-
cal considerations. The conduct of business should be examined from the
overall viewpoint of designing a society with (1) goals of efficiency, (2) vir-
tuous aims, and (3) just rules, under the priority constraints that good (effi-
ciency) is subject to virtue (excellence) and right (justice) and that virtue is
subject to right. Business ethics does not unilaterally impose moral duty on
business; it must be considered as part of the morality of the economic, po-
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litical, and social system based on the coordinated ethical system. Business
should be moral in the sense of compliance with the three precepts of values.
This means that there must be a market and a society in which moral business
is rewarded: in other words, business that acts in conformity to justice and
virtue can survive competitively and profitably.

Andrei Shleifer discusses how market competition encourages the spread
of censured conduct, using several examples, and observes strategies for cur-
tailing unethical behavior (long-run market pressure, moral suasion, and gov-
ernment regulation) (Shleifer 2004). His argument apparently does not as-
sume the rule of justice and virtue in a society which effectively circum-
scribes business behavior in pursuit of efficiency and profit. If business cir-
cumstances are becoming moral, the ethics are likely to coincide with effi-
ciency through competitive motive, as the author concludes. The articulation
of structure and hierarchy of ethical values is most needed.

V. Conclusions — Toward the Economics of Virtue

Of the three ethical standards constituting an all-embracing concept of wel-
fare, the notion of virtue (excellence) has completely disappeared from the
literature of economics.

It is illuminating to examine the structure of moral philosophy in earlier
ages when the specific disciplines of social science, though immature, were
unified. An entry of “Moral Philosophy” in Encyclopaedia Britannica (1771)
describes: “Moral philosophy is the science of manners or duty; which it
traces from man’s nature and condition, and shews [sic] to terminate in his
happiness. In other words, it is the knowledge of our duty and felicity; or the
art of being virtuous and happy” (Encyclopaedia Britannica 1771, vol. 111, p.
270). If moral philosophy in the age of the Enlightenment was originally
concerned with a system of rules based on man’s rational power of becoming
virtuous and happy, its focus was on the compatibility of virtue and good in
designing the structure of the economy and society on the eve of industriali-
zation. Although there are many earlier works of economics that could be
mentioned on this matter, it suffices to refer to Adam Smith’s The Theory of
Moral Sentiments, which set the paradigm of economics on the basis of ethics
(Smith 1976). As the industrialization proceeded rapidly in Western Europe,
the interest of classical economists shifted to the problem of the distribution
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of income and wealth and the issue of the compatibility of justice and good,
although the trace of virtue ethics was visible in J. S. Mill’s discussion of the
relationship between happiness and self-development (Mill 1977).

In the currently received scheme of economics, although individuals are
regarded as pursuing their own good based on self-interest, the quality of the
good attained is not questioned. What distinguishes human existence and its
achievements is individual’s character and capacities; a measure of quality is
excellence. Furthermore, only virtue (excellence) of existence can mediate
between right (justice) and good (efficiency), which are often in conflict,
because the standards of virtue will change the quality of good entertained by
people so that it accords with the precepts of justice designed by reason. This
is the issue which John Rawls posited as the “stability”” problem of a concep-
tion of justice in Part III of his A Theory of Justice (Rawls 1971, pp. 453-
456). His interest was to base a coherent relationship between the good and
the right on moral psychology in the context of Aristotelian virtue ethics.
With regard to economic activity, the norms of virtue will change the nature
of market competition from a “struggle-type” to a “record-type” in the sense
of a typology of sports (Shionoya 2005a, pp. 133-171) and from a “business-
oriented type” to an “industry-oriented type” in Veblen’s sense (Veblen
1904).

Thoughtful thinkers such as Max Weber sometimes revealed an insight
into the goal of economics as improving the quality of human beings by ma-
terial means, as quoted at the outset of this paper. Writing a memorial to Al-
fred Marshall, A. C. Pigou remarked in the same vein: “So economics for
him [Marshall] was a handmaid to ethics, not an end in itself, but a means to
a further end: an instrument, by the perfecting of which it might be possible
to better the conditions of human life. Things, organisation, technique were
incidents: what mattered was the quality of man” (Pigou 1925, p. 82). How-
ever, because economics has long lacked the academic concepts of virtue,
excellence, and perfection, the ideas of thoughtful scholars remained mere
prose buried between the lines in economic works. In some cases, those ideas
worked merely as a critique of mainstream economics; in other cases, they
served merely as an excuse for absorption in scientific technicalities.

Where should we search for such tools for the economics of virtue? There
is a need for positive and normative economics of virtue. Whereas main-
stream economics has concentrated on the productive performance of the
economy so that economic progress is conceived as the growth of wealth in
terms of GDP, normative virtue economics will investigate the bilateral rela-
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tionship or feedback effects between human nature and material wealth.
Therefore, we must be attentive to how people act under both moral and eco-
nomic constraints, what they consume and how they work in order to harmo-
nize with life. For normative virtue economics, which tells people how to
behave better, progress means improvements of human qualities by the virtu-
ous utilization of wealth (e.g., education, research, and art). John Ruskin’s
work on the social and economic implications of art is a monumental contri-
bution to the normative economics of virtue (Ruskin 2004). His basic phi-
losophy was the conception of wealth as life: “There is no wealth but life”
(Ruskin 1997, p. 222).

In national income analysis, three aspects of income (production, distribu-
tion, and expenditure) are regarded as equal by definition. In the paradigms
of classical and neoclassical economics the analytical focus was always on
production and distribution, although classical writers were much more con-
cerned about the ethical implications of distribution than neoclassical writers.
It was a distinction of Keynes to establish the role of expenditure (consump-
tion and investment) in determining the volume of national income and em-
ployment as far as the full utilization of resources is concerned. Although
Keynes’s concern in economic theory was limited to the size of expenditure,
his philosophical speculation about the coming age of economic abundance
focused on the question “how to use his [man’s] freedom from pressing eco-
nomic cares, how to occupy the leisure, which science and compound interest
will have won for him, to live wisely and agreeably and well” (Keynes 1972,
p- 328). This question suggests the need of the normative economics of virtue
which pays attention to kinds and qualities of expenditure from the viewpoint
of improving human faculties and character, and of promoting human excel-
lence.

Veblen’s concept of conspicuous consumption contributed to disclosing
the wasteful and non-virtuous utilization of resources in a market economy
(Veblen 1899). He described the opposite of wasteful convention as “the in-
stinct of workmanship” by the descriptive method of institutional economics.
J. A. Hobson’s concept of organic welfare, a desirable standard of welfare,
depended on his view of society as an organic society, which led him to the
concept of surplus value due to social cooperation (Hobson 1914). For him,
organic surplus value was the economic source necessary for the self-
realization of individuals. Specifically, his division of income into costs and
surplus (each defined in terms of objective and subjective evaluation), instead
of wages, interest, and rent, seems to be instrumental in combining Green’s
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concept of self-realization with the virtuous utilization of economic re-
sources. According to Amartya Sen, his capability approach to welfare de-
pends on the philosophical standpoint affiliated to Aristotle, Adam Smith,
and Karl Marx, but it can be interpreted legitimately as a version of Green’s
virtue ethics (Sen 1985). Along this line of approach, Martha Nussbaum sug-
gests ten “central human capability”: (1) life, (2) bodily health, (3) bodily
energy, (4) senses, imagination, and thought, (5) emotions, (6) practical rea-
son, (7) affiliation, (8) other species, (9) play, (10) control over one’s envi-
ronment (Nussbaum 2000, pp. 78-80).

Many more elements, though fragments, of virtue ethics will be found in
the history of economic thought. Although little theoretical formulation has
been given to the notion of virtue in economics, the idea that progress should
mean improvements in the quality of individual lives has been latent in eco-
nomic thought. Historians of economic thought might be interested in the rich
reservoir of virtue ethics, for example, in Aristotle, Marx, Ruskin, Green,
Nietzsche, Veblen, Hobson, and others to identify visions expressed in rheto-
ric and ideology for what might be called the economics of virtue. Among
economists, Schumpeter is the rare bird who has ever attempted the devel-
opment of the moral science of virtue into the economics of innovation, lead-
ership, and entrepreneurship based on a typology of human nature (Schum-
peter 1934). The ontological basis of his dynamic theory was the dichotomy
of “static-hedonistic man” and “dynamic-energetic man.” We might also cite
Scitovsky’s unfinished attempt of distinguishing between “stimulation” and
“comfort” as leading to the positive economics of virtue (Scitovsky 1976). It
is expected that the historians of economic thought will gather the filiations
of thought on virtue, which has been overlooked by the historians of main-
stream economic theory.
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Chapter 4

The Conundrum of Moral Evaluation in Economics

BERNARD HODGSON

1. Rational Choice: The Standard Model

II. The Ethical Content of “Formal” Structures

III. Mechanical Maximizers and the Dissipation of Autonomy
IV. Market Mechanics and the Displacement of Justice

V. The Incoherence of “Automatic Ethics”

VI. Conclusion

In addressing the question of the place for moral values in the construction of
economics, one is challenged by a severe conundrum in the standard interpre-
tation of the “mainstream” tradition of classical and neo-classical theory. On
the one hand, under the influence of recent positivist doctrines insisting that
normative and factual statements are different in kind, the prevailing “ortho-
doxy” among those concerned with methodological issues is that economic
science is consistent with a canon of ethical neutrality, that its explanatory
hypotheses are “value-free”. On the other hand, even among those who agree
that classical and neo-classical theory are “value-laden”, the majority only
acknowledge a certain anomalous character to the moral commitments of the
theories. For it is distinctive of a moral point of view that it is unique, imper-
sonal, and takes precedence over claims of self-interest which often conflict
with those of morality. However, to the extent to which economics is inter-
nally concerned with ethical questions, it is contended that neo-classical the-
ory continues the classical tradition of the “invisible hand” in affirming that
“self-regarding utility maximizers” promote the common good of society,
even though such a collective optimum is intended neither by the participat-
ing actors nor by state planning.
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It is the aim of this study to critically review the above conundrum from
two related perspectives. In the first place, I shall directly defend a thesis that
neo-classical theory is not ethically neutral, that it does presuppose irreduci-
bly moral ideals — most especially, in its core theory of rational choice. How-
ever, in the second dimension of my paper, I shall argue that any such moral
valuations are systemically camouflaged and overridden by a reductive
mechanistic form of theory-construction in conceiving human agency as, in
Edgeworth’s terms, that of a “pleasure machine”. Or to respond to a position
mentioned in the prospectus for this conference, that “if management acts to
maximize profits, then it is automatically realizing ethical principles”, it will
be a primary implication of my analysis that such an understanding of the
satisfaction of ethical principle is conceptually incoherent.

1. Rational Choice: The Standard Model

We may acknowledge the considerable achievement of economic science,
especially that of “mainstream” or neo-classical economics, to have con-
structed a comprehensive, mathematically rigorous theory to conceptualize
and explain the action-choices of instrumentally rational actors. In terms of
the commonsense framework of ordinary language the exercise of instrumen-
tal rationality refers to the familiar choice of an action from amongst alterna-
tives, which action offers the most efficient means for an agent to attain a
given end. In terms of the canonical axioms of the neo-classical theory of
rational choice, such rationality is analyzed as one wherein the agent’s behav-
iour satisfies a set of principles for well-ordered preferences: first, he is never
satiated with the current level of satisfaction of his desires for material goods;
secondly, he can completely rank his options in terms of his preference or
indifference between the consequences of any two choices of commodity-
bundles; thirdly, he is consistent in his preferences in that he exhibits a transi-
tive ordering across any three alternative choices: for instance, if he prefers
bundle A to B and B to C, then he prefers A to C; and fourthly, he is parsi-
monious in his disposition to exchange relatively scarce goods for more
abundant ones: the amount of one good he is willing to give up to get an ad-
ditional unit of another good becomes progressively smaller as the quantity
of the former diminishes. On the basis of such a “mental set”, the rational
economic man or homo economicus of orthodox economics is conceived as a
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“self-regarding maximizer” who regularly chooses an action that promises
the greatest expected utility or the probability-weighted satisfaction he seeks
to derive from the use of material goods.

The simplicity and formal elegance of neo-classical choice theory should
not mislead one into believing that it has been deemed of rather narrow ex-
planatory scope for human affairs; rather, one of the foremost features of
contemporary intellectual culture has been the systematic effort to extend this
economic model to a general theory of social life. Nevertheless, although
intending comprehensive explanatory power, the theory claims moral inno-
cence. For, according to the “official view”, only hypothetical imperatives
are countenanced by the theory: such imperatives take the valued ends of
rational actors as given and simply recommend the most efficient means for
attaining these ends. So interpreted, economic agency, in short, is fully con-
ceived in terms of instrumental rationality. As so modestly limiting its con-
ception of rationality, furthermore, it is believed that economic reasoning
divests itself of moral content and thereby merits inclusion within the august
domain of scientific reason. Allied to the alleged concentration on a merely
instrumental conception of practical reasoning is the claim that a purely
“formal” or “structural” interpretation of rational choice is being set forth.
David Braybrooke summarizes such an interpretation in claiming that the
neo-classical concept of utility refers to “nothing more than a quantitative
metaphor for speaking of orders of preferences”.! The interpretation claims
ethical neutrality in that it intends no reference to the substantive evaluative
bases or reasons for preference orderings, and where the economic subject
can be conceived, as the economist Sean Hargreaves Heap puts it, as simply a
“set of well behaved preferences™2. Thus, if an agent’s strongest preference is
for pornographic films as compared with classical opera or serious literature,
but orders his preferences in a complete and consistent manner as specified
by the neo-classical axioms, so be it, as far as such a “value-free” perspective
is concerned. (We shall refer hereafter to the neo-classical theory of rational
choice as outlined above as the “standard model”.)

1 D. BRAYBROOKE: “Economics and Rational Choice”, in: P. EDWARDS (Ed.): The
Encyclopedia of Philosophy, New York (Macmillan and Free Press) 1967, Vol. 7,
p. 455.

2 S. HARGREAVES HEAP: Rationality in Economics, Oxford (Basil Blackwell) 1989,
p- 32.
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II. The Ethical Content of “Formal” Structures

However, even if we were to concede the preceding formalist interpretation,
it can be established that the so-called structural principles of the standard
model are not, in any case, ethically neutral. Most critically, the structure or
form of the instrumental reasoning itself presupposes certain moral ideals.

Consider, for example, the non-satiation principle that homo economicus
always prefers more of available commodities; or as David Gauthier suc-
cinctly puts the structural logic of the situation... “Appropriation has no natu-
ral upper bound. Economic man seeks more”.” It is evident that this principle
tacitly aligns neo-classical economics with the form of maximization as it
was defined within the framework of the type of Ultilitarian ethics formulated
by Bentham, wherein an agent’s maximizing his utility is to be understood in
an exclusively “expansionist” sense — that is, an agent is able to maximize his
total utility only if he increases the quantity of his satisfied desires.* How-
ever, such a moral attitude is not logically or morally inevitable. There are
open ethical alternatives to the expansionist form of utility maximization rec-
ommended and fostered by such Benthamite Utilitarianism. Such an option is
encountered, for instance, in the Stoic imperative to achieve the greatest pos-
sible personal satisfaction by maximizing the ratio of one’s satisfied to unsat-
isfied desires. Accordingly, such satisfaction might be represented by the for-
mula:

satisfaction = fulfilled desires
unfulfilled desires

Under such a scheme, a morally rational agent could increase his satisfaction
by either increasing the numerator or decreasing the denominator, or both.
Hence, and most significantly, a truly rational consumer would sometimes be
disposed to contract his desires for material goods in contravention of the
Benthamite cum neo-classical formula.

3 D. GAUTHIER: Morals by Agreement, Oxford (Oxford University Press) 1966, p.
318.

4 J. BENTHAM: An Introduction to the Principles of Morals and Legislation (1789),
London (University of London) 1970, p. 17 £.

94



THE CONUNDRUM OF MORAL EVALUATION IN ECONOMICS

Accordingly, as Epictetus advises:

He who is entering on a state of improvement, having learnt from
the philosophers that the object of desire is good, of aversion evil,
and having learnt too that prosperity and ease are not otherwise
attainable by man, than in not being disappointed of his desire,

nor incurring his aversion, such a one removes totally from himself
and postpones desire.>

Let us turn now to a scrutiny of the pattern or form of instrumental reasoning
exercised in the other principles of the standard model of rational choice,
especially the “consistency” of the transitivity postulate. Now, it is particu-
larly crucial that this postulate should withstand criticism of its coherence
and general truth. For intransitive preference orderings will express the fact
that there will be no bundle of goods which is unambiguously highest in a
subject’s preference ordering. But, under these circumstances, no consistent
utility function can be assigned to this individual, and, thus, his behaviour
will be outside the range of the explanatory and predictive power of the stan-
dard model. Empirical observations have confirmed, furthermore, that such
intransitive preference structures are sometimes exhibited in the behaviour of
consumers.® Under which additional assumptions regarding consumer tastes,
other than those explicitly stated in simplified codifications of the theory, is
the transitivity axiom true of consumers and of whom the standard model
would be competent to explain and predict their behaviour. In reply, we find
that the common assumption appealed to by neo-classical theorists is that of
the “constancy of tastes”.” Thus, the “consistency” of consumers which neo-
classicists claim to be implied by the transitivity postulate refers, roughly, to
the fact that if S prefers A to B on one occasion, he will, given the same
prices and income, exhibit the same ordering on other occasions. On the other
hand, if a consumer’s tastes and preference orderings were continually in a
state of flux, then the standard model would be incapable of explaining or

5 EPICTETUS: Moral Discourses and Fragments, London (Dent) 1910, p. 10.

6  See, for example, B. CALDWELL: Beyond Positivism: Economic Methodology in
the Twentieth Century, London (Allen and Unwin) 1982, pp. 150-88, for a dis-
cussion of experimental research on intransitive preference patterns.

7  See, for example, M. BLAUG: Economic Theory in Retrospect, 5th ed., Cam-
bridge (Cambridge University Press) 1996, pp. 337-339, for a useful general
scrutiny of the employment of the stability or constancy of tastes assumption.
And see B. CALDWELL: Beyond Positivism, pp. 147-48.
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predicting his choices. Of course, if the standard model were conjoined with
auxiliary postulates explaining the evolution of material wants and their pro-
pensity to change, as “Institutionalists” and Marxist social scientists have
strongly urged, then this model would no longer be so incapacitated when
confronted by choices determined by volatile preference patterns. Neo-clas-
sical economists have, however, generally resisted such advice. But why?
Surely sound recommendations as to the method for enlarging the explana-
tory scope of a theory are to be welcomed by serious scientists and taken into
consideration in reconstructing the theory.

In my judgement, such revision has generally been avoided because of the
covert normative content of the transitivity axiom, even as structurally inter-
preted, that is, irrespective of the evaluative grounds or reasons for prefer-
ence rankings. Recourse has been taken to criticizing unstable wants from the
evaluative perspective of the neo-classical concept of homo economicus. The
transitivity axiom’s presupposition of enduring tastes is to be understood as
indicating that the standard model takes as its subject matter only the behav-
iour of rational economic agents. And at the centre of the proposed ideal de-
velopment of human nature encompassed by the concept “rational economic
man” is that of a severe “calculatedness”. By definition, homo economicus
formulates deliberate choices from amongst alternative actions. Such an atti-
tude requires that a rational man exercise self-restraint in repressing the spon-
taneous satisfaction of his immediate impulses, thus introducing a degree of
stability in his wants, which, in technical terms, permits a complete and tran-
sitive ordering of his preferences which, in turn, renders possible (the stan-
dard model’s concept of) the maximization of his utility. Put another way, the
transitivity axiom of the standard model formulates a principle of consistency
for economic agents, and is to be understood as describing regularities in the
behaviour of homo economicus who behaves thus consistently, not as de-
scribing the behaviour of impulsive, inconsistent consumers. As Lionel Rob-
bins put the normative side of the general methodological posture of neo-
classical theory-construction:

And thus in the last analysis Economics does depend if not

for its significance, at least for its existence, on an ultimate
valuation — the affirmation that rationality and the ability to
choose with knowledge are desirable. If irrationality, if the
surrender to the blind force of external stimuli and uncoordinated
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impulse at every moment is a good to be preferred above all others,
then it is #rue that the raison d’étre of economics disappears.8

Robbins, of course, was writing in a methodological tradition whose articula-
tion was given canonical expression in the locus classicus of neo-classical
economics, the Principles of Alfred Marshall:

The side of life with which economics is specially concerned is

that in which man’s conduct is most deliberate and in which he
often reckons up the advantages and disadvantages of any action
before he enters on it. And further it is that side of life in which,
when he does follow habit and custom and proceeds for the moment
without calculation, the habits and customs are themselves most
surely to have arisen from a close and careful watching of the
advantages and disadvantages of different courses of conduct.?

Most importantly, such calculatedness of the economic man implies that cer-
tain psychological dispositions or character traits are to be eschewed. The
rational agent, as conceived by Marshall, never buys on impulse, constantly
repressing any spontaneous urge to indulge himself in the purchase of “tran-
sient enjoyment’ in preference to “lasting sources of pleasure”.19 He is,
moreover, ever vigilant of the need to exercise self-control by patiently defer-
ring present satisfaction in order to save his income for future use.!! In fact,
Marshall goes so far as to say... “it is deliberateness, and not selfishness, that
is characteristic of the modern age.”!2 Marshall’s conception of economic

10

11
12

L. ROBBINS: An Essay on the Nature and Significance of Economic Science, 2nd
ed., London (MacMillan) 1953, p. 157.

A. MARSHALL: Principles of Economics, 9th Variorum ed. (1st ed. 1890), Vol. 1,
London (MacMillan) 1961, pp. 20-21.

MARSHALL: Principles of Economics, p. 120. See especially Book I, Chap. XII;
Book II, Chaps. II and V; and Book VI, Chap. XIII, for Marshall’s character-
ization of rational economic man in his consumer behaviour.

1bid,, pp. 120 ff.

1bid,, p. 6. The second axiom of the standard model presented on p. 2 above
requires that the rational agent be able to compare any two combinations in terms
of relative preference. And the fourth axiom requires that, as a rule, scarce goods
are not to be relinquished for relatively plentiful ones. Hence, both of these
postulates also demand the exercise of that family of virtues found in the “cal-
culatedness” of homo economicus. However, as these character traits have al-
ready been required by the third “transitivity” axiom, I have dealt with them
under the analysis of this postulate.
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man, however, raises issues which present serious anomalies for the preserva-
tion of consistency in the use of fundamental tenets of neo-classical method-
ology — in particular, the conceptually related assumptions of ethical neutral-
ity and instrumental rationality. Our discussion here may be understood as
providing a case-study which confirms Imre Lakatos’ caution, adapting Kant,
that “philosophy of science without the history of science is empty, and his-
tory of science without the philosophy of science is blind”.!3

We might begin to address these issues by responding to an expected ob-
jection that the qualities of character displayed by homo economicus in for-
mulating preferences according to the postulates of the standard model are
not promulgated by neo-classical economists as genuine ethical ideals, that is,
as qualities that ought to be desired for their own sake. Rather, the objection
would continue, such (alleged) virtues of human temperament as deliberate-
ness and self-control exhibited by homo economicus have only an instrumen-
tal value, and, therefore, “factual” status, which status fails to signify the use
of (unavowed) moral judgments on the part of neo-classical theorists. The
sole end posited by the standard model is that of the maximum satisfaction of
given wants, whatever they may happen to be for any individual consumer.
But this theory countenances no value-judgments as to the ethical desirability
of alternative kinds of wants. Again, if an agent prefers pornographic films to
classical opera, the standard theory must and does preserve its “neutrality”
with respect to the moral value of such a preference-ordering. Of course, it is
true that even a consumer whom moralists might denounce as being moved
by a corrupt preference ranking must satisfy the axioms of the standard
model if he is to maximize the satisfaction of the wants so ordered. And, if he
is to behave consistently with the model, then he needs to manifest the “or-
derly personality” typical of rational economic man. But this last requirement
merely records an instrumental truth concerning a means-end relationship.
And empirical propositions concerning the comparative efficiency of means
— in this case, dispositional traits of human character — for attaining given
ends, do not transgress the scope of a value-free “positive science”. In short,
it would be argued, a claim of ethical presuppositions for the standard model
is the reverse of the truth. The rational actor does not, by ordering his prefer-
ences in a complete and consistent manner, intend to avow an intrinsic value-

13 L. LAkATOS: “History of Science and its Rational Reconstruction”, in: R. C.
Buck, R. S. CoHEN (Eds.): Boston Studies in the Philosophy of Science, Vol.
VIII, Dordrecht, Holland (D. Reidl) 1971, p. 91.
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commitment in the form of exhibiting his allegiance to the moral virtues of
calculatedness and self-restraint; rather, by developing such “firmness of
character” he is able to satisfy the principles of the standard model with
greater uniformity. Put differently, economic man, as defined by the model
represents an ideal type in a normative, but amoral sense — the actions of
homo economicus provide the standard for rational choice, but only in the
sense of economic efficiency, that is, in specifying the optimal course of ac-
tion for satisfying given wants. But whether these wants are worthy of satis-
faction is beyond the economic universe of discourse.

The substance of the preceding argument is a familiar enough refrain and,
no doubt, continues to record the “official view” of orthodox economists and
economic methodologists. Nevertheless, it seems to me that the argument can
only be sustained at too high a conceptual cost. In order to elucidate my re-
joinder, it is instructive to observe that the contemporary viewpoint belies the
status of neo-classical consumption theory as found in its historical roots in
Marshall. For it is plain that, as Marshall saw it, it is not sufficient for the
economic scientist to take consumer wants as given “data” upon which to
construct theories of rational qua efficient processes for maximizing the satis-
faction of such wants. On the contrary, according to Marshall, the problem of
want satisfaction is of secondary and derivative importance within the scope
of economics in comparison with an inquiry into what he calls “activities”:

It is not true that the theory of consumption is the scientific basis
of economics. For much of the chief interest in the science of wants
is borrowed from the science of efforts and activities.14

Now “activities” are understood by Marshall to refer to the distinct kinds of
efforts and practices which are demanded of agents in their participation in
the processes of different kinds of economic systems. And of primary con-
cern for Marshall in the study of “activities” are the comparative qualities of
human character which are expressed in different forms of these activities.
With respect to the type of activities involved in the sphere of consumer be-
haviour, Marshall is intent on identifying the qualities of character manifest
in the systematic processes of instrumental reasoning in which homo eco-
nomicus engages prior to the optimal choice of a commodity-bundle. And
consistently with the traits mentioned above, Marshall concludes that eco-

14 MARSHALL: Principles of Economics, p. 90.
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nomic man would manifest a methodical, self-controlled character in his de-
liberative processes.

Most significantly, it is also clear that for Marshall such qualities are un-
deniably moral virtues, that is, categorically desirable dispositional traits of
human character. The value or “welfare” of an economic process is not, from
the highest point of view, to be judged according to the “efficiency” with
which it satisfies given desires, but rather by the degree of moral excellence
in the character traits of agents taking part in the process. Accordingly, the
economic activities in which these virtues find their expression are also and
primarily to be considered intrinsically desirable, that is, worth pursuing for
their own sake, not merely as means to the realization of some future end.
Thus, because they express the virtues of self-restraint and “firmness of char-
acter”, the deliberative processes of the rational man outlined in Marshall’s
prototype of the standard model are, above all, to be desired as ends-in-
themselves, and only secondarily as instrumental to maximizing the satisfac-
tion of an agent’s desires for material commodities.

In terms of current philosophical discussion, orthodox economists would
be disposed to classify the structure of the deliberative processes issuing in
the maximizing choices of the standard model as exhibiting instrumental, but
not “expressive” rationality. For Marshall, however, such a classification
would express a distinction without a real difference in the case of neo-
classical agency — that is to say, the qualities of character manifest by eco-
nomic man in his instrumental reasoning as to which action choices would
most efficiently attain his material ends give expression to his self-identity as
a moral agent. A fortiori, under his perspective, the ethical neutrality claimed
for the concept of instrumental rationality within neo-classical theory would
also be ill-founded. In Marshall’s view, the instrumental reasoning of the
standard model is itself informed by the expressive rationality of a moral self-
identity.

Of course, it is open to contemporary followers of the general outline of
Marshall’s economics, who nevertheless disagree with his viewpoint con-
cerning the “highest good” of economic processes, to appeal to the wisdom
of historical perspective. Marshall, it might be claimed, was writing at a time
when the exact logical grounds for separating “scientific” factual statements
from pseudo-scientific value-judgements were, as yet, ill-understood; conse-
quently, the (illegitimate) inclusion of moral attitudes in the construction of
an economic science was only to be expected. We may grant that Marshall’s
economic theory embraces categorical moral imperatives of the form: “every-
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one ought to do A”, recommending that certain kinds of deliberative activi-
ties are worth enacting for their own sake, as well as hypothetical imperatives
of the form: “If anyone has (economic) want W, then he ought to do A to
efficiently satisfy W”. But, the criticism continues, we now more clearly real-
ize that only the latter kind of imperative is acceptable to proponents of an
“objective” or value-free science. However, certain aspects of economic
processes which were evident to Marshall himself, but which appear to have
escaped his disciples, discredit this appeal to contemporary enlightenment.
There is a strict, though subtle, reason why the conceptual structure of the
standard model cannot sustain value-freedom in the light of Marshall’s con-
ception of the model. And although Marshall himself failed to clearly recog-
nize the philosophical implications concerning the value-freedom of eco-
nomic science, the following quotation from the Principles reveals that the
original codifier of neo-classical economics was at least cognizant of the sub-
stantive grounds of these implications:

Speaking broadly, therefore, although it is man’s wants in the
earliest stages of his development that give rise to his activities,
yet afterwards each new step upwards is to be regarded as the
development of new activities giving rise to new wants rather
than new wants giving rise to new activities. !5

We might begin to see the import of Marshall’s comment by noting the cir-
cumstances under which the use of hypothetical, rather than categorical im-
peratives, would support a claim to the ethical neutrality of a social scientific
theory. This would be the case only if: 1) the desires of the subjects under
study are actually given as data for scientific investigation, without the theo-
rist himself passing any value-judgement on the intrinsic worth of the desires,
and ii) the description of the “means” or courses of action asserted by the
theory as necessary to securing the subjects’ ends, that is, to satisfying the
given desires, must themselves be purely “factual” or empirical judgements,
rather than value-laden. However, the validation of ii) requires, amongst
other factors, that the subjects’ wants are not themselves the product of the
activities which the social scientist designates as a means to the fulfillment of
the wants. If they are, then the assumption that those wants are given as data
for investigation is a logically incoherent one. In effect, under such circum-
stances, it would not be possible to satisfy condition ii) without violating

15 MARSHALL: Principles of Economics, p. 89.
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condition i). But the fact that the standard model is subject to just such a co-
nundrum can be shown to be a direct implication of the genealogical situation
affirmed in the preceding quotation from Marshall, the empirical truth of
which assertion, furthermore, is well-attested. It is critical, then, to gain an
understanding of what Marshall means by “activities giving rise to wants”.

We may proceed, here, by way of illustration. For our purposes the most
useful example is provided by the economic “activities” consisting in the
instrumental, deliberative reasoning and choices of consumers. Suppose, for
instance, that we are accounting for the consumer behaviour of what Marshall
calls the historical “savage” or “uncivilized” contemporary man, those whom
he classifies as “having no pride or delight in the growth of their faculties”.10
The character of such men is, for Marshall, comprised of such unVictorian
qualities as idleness, capriciousness, incontinence, self-indulgence, and ex-
travagance. Consequently, their consumption preferences will express a pat-
tern of impulsive, ill-ordered desires issuing in the purchase of “ephemeral
luxuries” or leading to the indulgence of “sensuous craving”.!” Not surpris-
ingly, Marshall identifies such “unwholesome” commodities as alcohol, to-
bacco, and “fashionable dress” as typifying the purchases of these men of
inferior virtue. As a case in point, he suggests we look at ... “that part of the
English working classes who have no pride or delight in the growth of their
faculties and activities, and spend on drink whatever surplus their wages af-
ford over the bare necessities of a squalid life”.18

In marked contrast, Marshall also categorized the buying pattern of the ra-
tional economic man of our standard model whose firm, “active-minded”!®
character disposed him to methodical deliberation resulting in well-ordered,
consistent wants. But the critical point lies in the response to the question
whether such wants have as their object a distinctive class of commodities.
For we find that the high-grade mental activities involved in the careful de-
liberative reasoning of the rational consumer determine what kind of goods
he will desire. In general, the rational agent, as characterized by Marshall,
will want commodity-bundles which exercise and develop the higher facul-
ties. As examples of such commodities, Marshall mentions artistic and pro-

16 Ibid., p. 90.
17 Ibid., p. 89.
18 Ibid., p. 90.
19 Ibid., p. 88, note.
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fessional services, expansive house room, and distinguished clothing.20 Or
from the opposite perspective, Marshall admonishes that the rational con-
sumer will avoid “food and drink that gratify the appetite and afford no
strength, and of ways of living that are unwholesome physically and mor-
ally”.21

Although the suitability of Marshall’s examples might be well questioned,
it seems to me that historical observation bears out the empirical truth of his
main point concerning “new activities giving rise to new wants”. Economic
processes, including the deliberative calculations of the rational consumer,
are a cause of economic wants in the form of desires for certain kinds of con-
sumption. But the normative implications of this relationship are of the first
order of importance as the neo-classical “welfare” principle of “consumer
sovereignty” with its attendant claim to ethical neutrality has been rendered
incoherent. In particular, the economic system represented by neo-classical
theory cannot be vindicated on value-free “hypothetical” grounds — that
whatever be the wants of individual consumers that are given, the activities
of the system will be maximally conducive to their satisfaction. For these
very activities systematically determine the nature of the wants.

It is significant that Marshall himself would probably not have been dis-
turbed by the revelation of this theoretical anomaly. Again, as far as he was
concerned, the ultimate justification of an economic system was not, as his
followers have maintained, provided by the efficiency with which its charac-
teristic processes led to the satisfaction of given consumer wants. Rather, in
the final analysis, economic processes were to be appraised by their contribu-
tion to the development of the moral virtues of that ideal character which
were sketched above in the person of homo economicus. Insofar as the activi-
ties in both the demand and the supply sectors of the economic system de-
manded the individual aquisitiveness, the calculatedness, the self-restraint —
in short, the rationality — of homo economicus, to that extent the system was
vindicated.22 Admittedly, in violation of the contemporary doctrine of con-
sumer sovereignty, a progression in the alliance of economic processes with
the appropriate character virtues brings about re-orderings of preferences and
new types of consumer wants. But, appealing to a sanguine conviction in

20 Ibid., pp. 86-89.

21 Ibid., p. 689.

22 In support, see ibid., Book III, Chap. 1, sec. 2, p. 85; Book III, Chap. II, sec. 4;
and Book VI, Chap. XIII, sec. 1.
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moral evolution, Marshall contends that such a consequence is to be consid-
ered a “new step upwards” in mankind’s “development”.23 As far as this pa-
triarch of neo-classical economics is concerned, far from believing, in com-
pany with his present day followers, that de facto consumer tastes are to be
held “sovereign”, to be taken “as data” in determining the “welfare” pro-
duced by an economic system, we find him recommending that such systems
take on the capacity for radically modifying the prevailing kind of consumer
wants — otherwise their potential contribution to higher levels of human good
would be seriously curtailed.

In anticipation of an impending objection, it will be useful to clarify fur-
ther this criticism of the “givenness” of consumer wants and its connection
with the neo-classical principle of consumer sovereignty. We may agree that
from an empirical point of view consumers remain “sovereign” in that, unless
the cost of production is recovered on the market by effective demand, the
producer is at risk of producing himself out of the market. However, there is
also an essential normative dimension to the concept of consumer sover-
eignty. In particular, from an ethical point of view the doctrine asserts two
central beliefs: a) the individual consumer himself, rather than some external
“authority”, ought to be the judge of his own sources of satisfaction — hence,
consumer desires and preference-orderings should be taken as “given” by the
economic theorist; and b) the final end or goal which ultimately justifies all
economic activity, including production, is that of the maximal satisfaction of
the given desires of individual consumers. But our analysis challenges the
coherence of this understanding within neo-classical theory and the market
processes it represents. Most particularly, we have argued, following Mar-
shall, that that the kind of deliberative activities designated in neo-classical
theory for the maximization of individual consumer satisfaction are them-
selves a determinant of kinds of consumer wants, typically involving a trans-
formation of the current kind of wants. Accordingly, in contravention of the
normative claim of the doctrine of consumer sovereignty, given consumer
tastes are not accepted as “sovereign”, are not “taken as data” in the determi-
nation of the “welfare” delivered by the private market system. Of course, it
is worth observing that the empirical and normative senses of consumer sov-
ereignty remain consistent with each other: even if the economic activities
represented by the standard model do bring about changes in the kind and
pattern of consumer tastes, unless entrepreneurs monitor and cater to the ful-

23 Ibid., p. 89.
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fillment of these transformations of material desires, the firms they manage
will not survive.

In the light of the above analysis, we may conclude that Marshall’s de-
mand theory provides perhaps the most telling substantiation of the origin of
rational choice theory in normative theory-construction both informed and
regulated by moral commitments. Nor, in my judgement, are the ethical pre-
suppositions of his demand theory so much archaic obfuscation of whatever
sound “factual content”, and, therefore, genuinely scientific knowledge of
economic behaviour his theory does offer. Marshall’s approach to theory-
construction is no idiosyncratic aberration from scientific rationality. Even
the austerely “formal” contemporary versions of the standard model are per-
spicaciously interpreted as tacitly embedding a prescriptive element recom-
mending the moral ideals not only of a particular form of maximizing behav-
iour, but also of the character of the rational agent engaged in the behaviour.
Moreover, as I have argued elsewhere?4, such “value-laden” theory-con-
struction can remain within the rules of a “liberalized” empiricist method, yet
adequately serve scientific aims such as the explanation and prediction of
actual behaviour. Such a perspective is validated through an understanding of
the manner in which an originally normative theory can be converted into a
descriptive science of actual behaviour through the application of institu-
tional constraints to the motivations of individual agents.

It is instructive here to appreciate that earlier commentators on the found-
ing constructions of the standard model of rational choice clearly recognized
its essentially ethical frame. Indeed, critical reaction to the normative picture
of economic man within the model and the moral attitudes he encapsulates
was vehemently expressed. Weber,2> for one, saw in homo economicus a
personification of the capitalist spirit of “worldly asceticism”. For Weber, the
deliberate, self-controlled calculations of the ideal economic man of neo-
classical price theory were underwritten by what he called the “rationalistic
economic ethic” of capitalist economic systems,2® which ethic commanded
the repression of immediate personal enjoyment in order to maximize mate-

24 See B. HODGSON: Economics as Moral Science, Berlin/New York (Springer)
2001, especially chaps. 14 and 15.

25 See M. WEBER: The Protestant Ethic and the Spirit of Capitalism, trans. by Tal-
cott Parsons, New York (Charles Scribner’s Sons) 1958, Part I, Chap. II, and his
General Economic History, New York (Collier Books) 1961, Chap. 30.

26 M. WEBER: General Economic History, p. 260.
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rial wealth. As Weber put it... “the summum bonum of this ethic [is] the earn-
ing of more and more money with the strict avoidance of all spontaneous
enjoyment of life.”27 According to Weber, this systematization or rationaliza-
tion of economic conduct was morally supported, indeed commanded, by the
religious ethos of Protestant Calvinism. Granted, more recent interpretations
have typically agreed with the orthodox interpretation in its assertion of the
ethical neutrality of the standard model. But there have been notable excep-
tions. Schumpeter, for instance, characterized the repressive notion of ra-
tional economic action outlined in Marshall as due to “mid-Victorian moral-
ity seasoned by Benthamism”.28 In a more general normative vein, according
to such critics as Weisskopf, Marcuse, and Scitovsky, the systematic impulse
control distinctive of neo-classical economics is nof conducive to the general
well-being of the individual, nor to the long survival of different societies.2?
Building on recent psychoanalytic theories3?, they claim that the methodical,
regular repression of random or spontaneous desire only induces mental dis-
order for the individual and eventual anarchic rebellion for the institutions
which foster such repression.

We need at this point to clarify a basic methodological issue that pervades
any discussion of rational choice theory. In what sense does the distinction
between the descriptive-explanatory dimension of the standard model and the
prescriptive-normative dimension bear on our analysis. This distinction is
certainly of one of fundamental significance, although reasons of space pre-
clude an extensive consideration of its myriad ramifications here. But it will
be appropriate for the specific intent of this paper to say at least the follow-
ing:

From its inception, economic science has been charged with the dual task
of constructing theories of human behaviour that possess both explanatory
power and normative force. Not surprisingly, such a symbiosis has been no-
toriously difficult to sustain without impugning the scientific integrity of

27 WEBER: The Protestant Ethic and the Spirit of Capitalism, p. 53.

28 J. SCHUMPETER: Ten Great Economists: From Marx to Keynes, London (George
Allen and Unwin) 1952, p. 104.

29 See W. A. WEISSKOPF: Economics and Alienation, New York (Dutton) 1971; H.
MARCUSE: One Dimensional Man, Boston (Beacon Press) 1964; T. SCITOVSKY:
The Joyless Economy: An Inquiry into Human Satisfaction and Consumer Dis-
satisfaction, Oxford (Oxford University Press) 1976.

30 See, for example, A. H. MASLOW: Motivation and Personality, 2nd ed., New
York (Harper and Row) 1970.
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economics. In identifying the difference between explanatory and normative
versions of the standard model, it would be self-defeating to note a distinc-
tion between how rational agents act and how they ought to act, since a ra-
tional person, by definition, acts as he ought to act. Of course, there is a sig-
nificant factual/explanatory issue: If we consider the axioms of the standard
model as norms specifying how a rational agent ought to act in order to
maximize his utility from the consumption of commodity-bundles, to what
extent do they describe the norms actually followed by real-life consumers
such that the norms of the standard model have significant explanatory power
for actual behaviour? In answering this question for the case of rational
choice theories, there are two related special conditions that it is critical to
recognize. First, interpreted as normative rules, the axioms of the standard
model do not depend on them having explanatory power, nor fail without
such power. Admittedly, their normative significance would require the rules
to satisfy the meta-normative postulate that “ought implies can”: it must be
empirically possible for real-life agents to at least approximate the satisfac-
tion of the rules in their actual behaviour. But as long as this meta-normative
postulate is satisfied, the axioms of the standard model remain significant
standards of rationality specifying prescriptions as to how agents ought to
behave, whether or not they currently do so behave. Secondly, let us assume
that the norms of the standard model are not generally followed in actual
economic behaviour. Even such descriptive-explanatory “failure” need not be
received by the neo-classical theorist as decisive or final. For to develop a
point made above, he has the option to intentionally promote the validation of
the explanatory import of the axioms of the standard model by contributing to
the establishment of the institutional causes — the official legislation and in-
formal conventions — compelling or encouraging motivation to engage in
activity in conformity with the axioms, while preventing or discouraging con-
trary inclinations. Hence, with respect to informal cultural determinants,
commercial advertisements, political propaganda, the teaching of the “hidden
curriculum” of formal education, the social ethic embedded in doctrines of
religious denominations, and so on, have concurred in producing the indi-
vidualistic, acquisitive, and calculative patterns of motivation among individ-
ual economic actors necessary to make them economic men — that is, to move
them to follow the rules of rational choice set forth by the standard model.
Extensive documentation of this empirical issue is beyond the scope of this
paper. However, to ramify a reference above, the evidence which Weber in-
voked to establish a causal connection between the theological ethics of Prot-
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estant Calvinism and the “possessive individualism” required to motivate the
choices of the rational agents represented in neo-classical economics pro-
vides some documentation of such an institutional-motivational nexus. Most
significantly, once such conversion procedures are successfully enacted, be-
haviour which was initially in violation of the norms of the standard model
would increasingly come to approximate compliance with these norms; ac-
cordingly, the standard model would then also acquire extensive “explanatory
power” for the explanation and prediction of actual behaviour. In a certain
sense, the principles of economic theory can be “made true”.

II1. Mechanical Maximizers and the Dissipation
of Autonomy

To return to Marshall: It will come as no surprise that Marshall concludes
that the kind of economic system which best expresses the virtues of homo
economicus is the capitalist free enterprise variety. Here, whether labourer,
entrepreneur, or consumer, we encounter one rational type expressing the
moral excellences of “possessive individualism”, self-control, and deliberate-
ness distinctive of homo economicus. It appears that for Marshall an emi-
nently desirable juncture has been reached — the congruence of maximally
efficient economic processes with the behaviour of ideally virtuous agents.
Nor should this connection be viewed as one of accidental coincidence. For
these very economic processes are constituted by the deliberate choices of
rational economic men.

Or so it seems. The conundrum of moral valuation reaches further. For
Marshall’s theory of demand was historically integrated with the develop-
ment of a general theory of exchange of deeper and darker implications. Un-
der the influence of other pioneers in the construction of neo-classical theory
— Jevons, Walras, Edgeworth and Pareto — Marshall’s Principles never con-
sistently parted company with a reductive mechanistic reconstruction of eco-
nomics that continues to be of immense theoretical and practical significance.
As Jevons tersely put this development, economic theory in general is to be
conceived as the “mechanics of utility and self-interest”.3! In one of the ear-

31 W. S. JEVONS: The Theory of Political Economy, 4th ed., London (MacMillan)
1924 (Ist ed. 1871), p. 21.
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liest and most consequential physicalist modellings of a human science, the
principles governing individual behaviour in a market system were to be con-
strued as special versions of the deterministic extremal laws governing the
motion of an object in any natural system. As it was empirically necessitated
for light rays to take least time passing between two points, and for physical
systems to react to particular changes by restoring exact equilibrium at
maximum/minimum values, so it was necessary for economic subjects to
expend least effort in moving towards their natural end-states of maximum
utility or conscious pleasure, or, in exchange, to reciprocate the utility trans-
fer of another subject by restoring a precise equilibrium of mutually optimal
utility. Indeed, in terms of general explanatory categories, for our economic
mechanists, teleology itself is ontologically vacuous: what appears to an eco-
nomic subject as full-fledged purposive deliberation and the intentional pur-
suit of conscious ends-in-view, is only appearance, that is accurately under-
stood as the causally necessitated effect of the antecedent psychic forces to
which he is subject — in particular, his sensations of pleasure and pain. Nor
need one strain at interpretation here or engage in tendentious hermeneutics.
As Edgeworth himself bluntly characterized this research programme in his
Mathematical Psychics, and it is to be remembered that he is here in the
process of actually constructing what was to become the canonical theory of
exchange, not just philosophically commenting on it:

at least the conception of Man as a pleasure machine may justify the em-

ployment of mechanical terms and mathematical reasoning in social sci-
32

ence.

But economic men need not worry. Although pleasure machines, or what we
might call mechanical maximizers, they nevertheless remain, both in individ-
ual choice and market exchange, maximizers: unless irregular perturbating
factors, like governmental price constraints, disturb the self-equilibrating
mechanisms of the market system, the laws of motion of economic processes
will necessarily bring individual consumers and entrepreneurs to maximal
utilities and profits, and the social aggregate to the mutual advantage of
Pareto optimality. What is in operation here might be instructively labeled the
“super invisible hand”. Although it does really appear to the consciousness of
the individual economic subject that he is purposively endorsing his own

32 F. Y. EDGEWORTH: Mathematical Psychics (1881), London (London School of
Economics) 1932, p. 15.
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valued end of maximal satisfaction from the use of material goods, and delib-
erately choosing that action from among his alternatives that will serve this
end, such telic, deliberative conscious processes are “epiphenomenal” in the
sense that they exist, but have no causal bearing on what end-states obtain —
such states are in fact caused by an underlying mechanics of pleasure and
pain which, albeit uncontrolled by the agent, nevertheless, in invisible hand
fashion, bring about effects that are benevolent for both the individual and
society. As the sadly neglected Thorstein Veblen characterized the neo-
classical reduction of a teleological explanatory system to a mechanistic one,
the economic subject is now to be conceived as... “a lightning calculator of
pleasures and pains, who oscillates like a homogeneous globule of desire for
happiness under the influence of stimuli that move him about the area, but
leave him intact”.33

At first sight, Marshall’s variant of economic man might appear to pro-
vide a coherent exception to our mechanical maximizer. In exercising his
higher faculties in the dispassionate, calculated form of reasoning that gener-
ates more distinguished types and patterns of desire, surely Marshall’s eco-
nomic man is pre-eminently engaged in purposive deliberation. Such a read-
ing of Marshall’s theory of demand would, however, be misleading. Al-
though his theoretical cum moralistic language often enough strains against
such an interpretation, in general, his theory-construction remains within the
framework of the neo-classical pleasure machine. More specifically, the struc-
ture of the productive processes of competitive capitalism induce a self-con-
trolled, calculative form of instrumental reasoning or “deliberative” activity
among the producers or consumers who are to survive within competitive mar-
kets, which activities in turn induce higher kinds of wants. Put in terms of
ethical categories, the moral virtue in terms of the “firmness of character” in-
forming the instrumental reasoning of economic man with expressive ration-
ality is at best a regressive mutation of such rationality. There is no clear self-
determined commitment to his own character development for such a subject,
just a major evolution in his moral (or amoral?) self-identity brought about by
the sort of reasoning processes requisite to surviving, let alone thriving, with-
in an environment of competitive capitalism. In short, the virtue expressed by
Marshall’s economic man is a distorted image of autonomous virtue.

33 T. VEBLEN: “Why is Economics not an Evolutionary Science”, in his The Place
of Science in Modern Civilization and Other Essays, New York (Russell and
Russell) 1961, p. 73.
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On this matter, Marshall plays his ideological hand in rather cunning
fashion, or rather, he gives with his left hand what he takes with his right.
Although initially expressing his commitment to the standard doctrine of
consumer sovereignty within market capitalism with his avowal that “con-
sumption is the end of production”34 and that “all wholesome enjoyments,
whether luxurious or not, are legitimate ends of action, both public and pri-
vate”,3> he subsequently exhibits an inclination to evaluate the worth of
given tastes from the point of view of whether or not the purchasing pattern
to which they give rise contributes to the efficiency of the productive proc-
esses in the consumer’s society. It is on this basis that Marshall endorses the
usefulness of the concept, central to classical economic theory,3¢ of produc-
tive consumption, which he defines as the “use of wealth in the production of
wealth, and it should properly include not all the consumption of productive
workers, but only that which is necessary for their efficiency”.37 And, not
surprisingly, when he spells out the kind of consumption which is to be clas-
sified as efficient, it is seen to exclude the spontaneous purchasing of goods
that afford “immediate and transitory enjoyment”,3® and displays a lack of
“wisdom, forethought and unselfishness”3° on the part of uneconomic man.
Rather, the efficient consumption he recommends calls upon the virtues of
impulse-control and methodical calculatedness of the economic man who
recognizes...

that the true interest of a country is generally advanced by the subordinating
of the desire for transient luxuries to those more solid and lasting resources
which will assist industry in its future work, and will in various ways tend to
make life larger.40

Of course, these structural features of the market value programme presup-
pose that it is production, not consumption, that is driving market capitalism
— pace the official fantasy of consumer sovereignty, normatively construed.

34 MARSHALL: Principles of Economics, p. 67.

35 Ibid., p. 66.

36 See especially, ADAM SMITH: An Inquiry into the Nature and Causes of the
Wealth of Nations (1776), Ed. E. Cannan, New York (The Modern Library) 1937,
Book II, Chap. III.

37 MARSHALL: Principles of Economics, p. 67.

38 Ibid., p. 65.

39 Ibid., p. 69.

40 Ibid., p. 66.
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In fact, the mechanistic mutation of expressive rationality within Mar-
shall’s demand theory is not unexpected as the original conception of the
freedom of economic man within neo-classical theory lent itself to similar
dissipation. Granted, such a regressive development seems dramatically sur-
prising since, at first sight, homo economicus appears to be an embodiment of
some of the foremost liberal values of the Enlightenment — viz., an independ-
ent, self-controlled, dispassionate, choosing power. However, whatever free-
dom is expressed by the “information processing” of the neo-classical subject
is entirely ephemeral. As Jevons and Edgeworth anticipated, the orderly, cal-
culative activities definitive of economic man can be replaced by the algo-
rithmic decision-procedures of machine processing, since the former are es-
sentially equivalent to the latter. Not surprisingly, then, the Marshallian dis-
sipation of authentic autonomy of choice finds a legacy in its present off-
spring: the contemporary standard model of rational choice has preserved the
reductive mechanistic understanding of “choice” initiated in the nineteenth
century. As Martin Hollis acutely describes the kind of action-choices acces-
sible to the current version of neo-classical pleasure machines:

the act of choice [is] so like a gate in a basic logic circuit, switched one way or
the other by the demands of the self-contained programme. Building on the
thought we are tempted to regard the rational individual actor as a set of pref-
erences and a programme for arriving at instrumental choices consistent over
a series. 41

Indeed, as Philip Mirowski has convincingly documented in his important
recent book, Machine Dreams: Economics Becomes a Cyborg Science,*?
neo-classical economics is now ominously acknowledging its mechanistic
intent by explicitly patterning its theory-construction concerning rational
choice on cybernetic models.

The normative myopia of the displacement of human agency that comes
with the standard model’s ontology of the human subject as a mechanical
maximizer is deeply significant. Basically, in identifying individual agents
with an ordered set of preferences and a calculational capacity for maximiz-
ing the expected utility derivable from the set, the standard model camou-
flages our very real capability for rationally appraising preference ordering

41 M. HoLLiS: The Cunning of Reason, Cambridge (Cambridge University Press)
1987, p. 25.

42 P. MIROWSKI: Machine Dreams: Economics Becomes a Cyborg Science, Cam-
bridge (Cambridge University Press) 2001.
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themselves, including a moral ranking of alternative rankings of action
choices, or, equivalently, for assessing the rationality of the objects of our
preferences, the ends of actions, including final ends.

Moreover, even if the “autonomy” advertised in the self-restrained calcu-
latedness of the neo-classical subject did not naturally lend itself to dissolu-
tion, it arrests recognition of a more authentic dimension of human freedom. I
refer to the one signalled by the above quotation from Weber when he com-
ments that the “rationalistic economic ethic” of neo-classical theory and the
market activity it represents eschew “all spontaneous enjoyment of life”’. The
consistent impulse-control characteristic of neo-classical instrumental reason-
ing is practiced with the repression of spontaneity of immediate affect. How-
ever, as the Canadian philosopher and psychoanalyst, John Russon, has re-
cently well reminded us, such immediate spontaneity, as found, for instance,
in erotic relations, is a form of expressive freedom that characteristically both
moves us to an empathic bonding with others, and releases the mutual crea-
tivity to be found in such relatedness.*3 Let me suggest that such self-
transcending is also a requisite ground for the type of innovative reshapings
of productive systems taking place in the communal networking of managers
in the new globalized “knowledge economy”. However, this kind of inter-
personal creative spontaneity will require that economic actors escape the
ontological prison represented by neo-classical theory, apprehend their essen-
tial connectedness, not separateness, in terms of their ontological identity as
persons, and thereby become capable of conceiving other agents as some-
thing other than classical market beings — that is, as something other than
competitive rivals.

IV. Market Mechanics and the Displacement of Justice

Mention of the inter-personal or social context of economic agency brings to
mind what is perhaps the most critical of the moral values embedded within
an economy — that of moral justice. Of particular significance are the princi-
ples of distributive justice that specify a fair allocation of the material bene-

43 See J. RUSSON: Human Experience: Philosophy, Neurosis, and the Elements of
Everyday Life, Albany (State University of New York Press) 2003, especially
chaps. 5 and 6.
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fits and burdens among the members of a particular community. It is here that
we are confronted with the foremost impasse that continues to challenge us
concerning the relation between neo-classical economic theory, the capitalist
market activities it represents, and human well-being.

On the one hand, it is a basic observation of contemporary political econ-
omy that neo-classical theory continues the ethico-scientific tradition of the
Invisible Hand and seeks to provide a more rigorous clarification of its moral
import. Put in summary terms, neo-classical general equilibrium theory im-
plies that if individual producers and consumers are left free to act in a solely
self-regarding fashion to maximize their own profits and utilities in a per-
fectly competitive market, then, as an unintended consequence, the common
good or social utility will be “Pareto maximized”. More, precisely, “common
good” is here defined in classical Utilitarian fashion as the satisfaction of the
totality or aggregate of given individual consumer desires but as consistent
with a Paretian distributive constraint — namely, any movement from such a
“Pareto-optimal” state will make at least one consumer worse off in terms of
the satisfaction of his de facto wants. It is in this light that the economist Tjal-
ling Koopmans remarks that:

the idea that perfect competition in some sense achieves efficiency in the
maximization of individual satisfaction runs through the whole of classical
and neo-classical literature.44

We may agree, moreover, that the Pareto-efficient production of an array of
goods that did reflect the free choices of individuals acting on their strongest
preferences would, other things being equal, constitute a socially desirable
consequence of substantial moral force. In this sense, the freedom of free
markets would be the handmaiden of the common good. However, such con-
sequentialist reasoning is far from the whole moral story. Serious questions
of cthical fairness or distributive justice have traditionally haunted conse-
quentialist conclusions in moral thought. And the situation for a capitalist
market economy as conceived by orthodox economics is no exception to this
rule. It is arguable, furthermore, that neo-classical economic theory only rein-
forces the “knots” of the problem. Why? To begin with, general equilibrium
theory only demonstrates that there will be a set of Pareto-optimal equilibria
each member of which is generated by different distributions of “original

44 T. J. KOOPMANS: Three Essays on The State of Economic Science, New York
(McGraw-Hill) 1957, p. 41.
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endowments” — i.e. allocation of ownership of factors of production across
the individual members of a particular society. Hence, a final moral appraisal
of the various possible Pareto-optimal social outcomes cannot be made unless
and until a defensible criterion of fairness is provided to determine an ethi-
cally acceptable initial distribution of factor endowments, and, thus, the com-
parative moral worth of the distinct Pareto-optimal consequences to which
different distributions lead. But what could such a well-founded principle of
distributive justice be?

If neo-classical economists were to have recourse to the history of West-
ern moral philosophy to answer this question, they would do well to review
the Aristotelian tradition wherein justice, in its root meaning, is correctly
understood as a virtue, that is, a dispositional trait of human character where-
in each individual is inclined to render under each other individual what is
due him. As Aristotle comments:

We see that all men mean by justice that state of character which makes peo-
ple disposed to do what is just and makes them act justly and wish for what is
just.45

A good deal is at stake philosophically in determining the content of the dis-
positions of justice as they seem rooted in the provenance of pure reason it-
self. In particular, criteria of justice express the extension of the first principle
of rationality, namely, consistency, to the domain of practical judgement.
Most critically, the imperatives of justice do not permit an individual to make
exceptions in his own favour. This practical consistency or impartiality rule is
most compelling when interpreted as an extension of our basic intuitive re-
pugnance to avowing a formal contradiction (X is M and X is not M) to prac-
tical contexts bearing on an avower — for example, I should be allocated good
B in circumstances C but not another person, P, in similar circumstances.
Barring exceptive conditions, from the point of view of justice, persons as
persons are moral equals. Aristotle, characteristically, was the first to get to
the precise heart of the matter with his general view that, according to the
meaning of justice equals should be treated equally and unequals unequally
but only in proportion to their relevant difference. The relevant difference,
for Aristotle, had to be one of merit or desert.

45 ARISTOTLE: Nicomachean Ethics, trans. by David Ross, rev. by J. L. Ackrill and
J. O. Urmson, Oxford (Oxford University Press) 1980, p. 106.
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Libertarian advocates of laissez-faire markets are sensitive to this con-
straint but, as we shall see, they respond in an incoherent way. For they in-
voke the view, as the prospectus to this conference puts it, that “the economic
and the ethical coincide without any need of promotion by moral intent or
action”. More particularly, they claim, in terms of the principles of neo-
classical theory, that if the natural mechanisms of an unconstrained market
are left to run their course, then all workers (indeed all factor services) are
considered to be treated in an impartial manner in that unequal returns in in-
come for the service of different kinds of workers will be in exact proportion
to the unequal desert of such workers as calculated by the value of their mar-
ginal product — i.e. the increase in the revenue from total output from the ad-
dition of one worker of that type. Hence, it is further argued that unfettered
market mechanisms reward participants in productive activity in a measure
equal to the proportion of the product for which their own selves and their
capacities are responsible. Understandably, such a standpoint has spawned a
potent rejoinder: An individual’s contribution to the social product will be a
function of his original endowment in external resources and productive tal-
ents; however, it is generally arbitrary to assign moral responsibility for such
assets to such individuals as they are usually due to social contingencies or
genetic inheritance beyond the capabilities of these individuals to control. In
upshot, the conclusion is drawn that awarding unequal shares according to
unequal product is not to comply with an adequate principle of moral desert,
but simply morally arbitrary.

Not that the philosophical-economic dialectic at the heart of this contro-
versy ceases at this point. For libertarian marketeers regularly invoke a “fall-
back” argument in response to the preceding objection. (We may refer to this
reply as the “master argument” for laissez-faire capitalism.) And it is here
that the mechanistic reductionism internal to mainstream economics plays its
most significant hand in both theory and practice. In effect, the classical In-
visible Hand is replayed in neo-classical guise to close the gap between the
arbitrary and the ethical. In particular, recourse is taken to an argument con-
cerning incentives to ethically legitimate the unplanned consequences of
“self-regulating” market mechanisms. Apparently rational men would assent
to radically unequal ownership of initial resources within such a laissez-faire
market order since the incentives for the highly talented to use private assets
in innovatively efficient ways would produce such abundant goods that, ei-
ther a) in Pareto superior terms, everyone’s material well-being would be
higher than in alternative forms of economic organization, or, b) at least, in
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“maximin” terms, if you were to be one of the worst off, you could expect to
be better off than your counterparts within different economic systems. In
sum, a displacement thesis is endorsed, namely, a re-positioning of the tradi-
tional ideal of justice from the Aristotelian conception of the moral virtue of
agents participating in the politico-economic order to the agreement of ra-
tional self-interested individuals to the “social contract” or rules defining the
institutional structure of the competitive capitalist order. Undertaking meas-
ures to retain the egalitarian Aristotelian viewpoint would, it is further con-
tended, frustrate the incentive rationale of the master argument. Thus, in the
straightforward words of the economist D. M. Winch:

If such attempts are made to superimpose equity on the competitive equilib-
rium, then its efficiency is jeopardized. If income transfers are achieved by
progressive taxation, then the marginal conditions of optimality that follow
from the motivational assumptions of the competitive model are violated.46

However, independently of the question of its philosophical soundness,
which can be severely questioned, is there factual backing for the displace-
ment thesis? What exactly is the hard empirical evidence concerning the
causal connection between laissez-faire capitalism and material well-being?
In fact, on this question, we can be sympathetic with libertarian economists
and philosophers who stress that we should be especially sensitive to the the-
ory-practice nexus concerning the bearing of economic theory on social pol-
icy formation, as otherwise we may be subject to the self-deception of wish-
ful thinking. So cautioned, suppose we were to seek a more precise opera-
tional handle on the question at hand in attempting to ascertain whether
Pareto superior or maximin results are enhanced in direct proportion as an
economy moves in the direction of a less externally regulated, “pure” private
market system. Fortunately, the implementation of political legislation within
the economic order during the last twenty-five in my own country, Canada,
provides an instructive “social laboratory” for answering this critical ques-
tion. During this period, the Canadian economy moved substantially towards

46 D. M. WINCH: Analytical Welfare Economics, Harmondswoth (Penguin Books)
1971, p. 99. It is worth noting that certain philosophers, of both libertarian and
liberal persuasion, follow suit in endorsing the incentive rationale. For instance,
in the terms of Thomas Nagel... “As acquisitive individuals they must force their
socially conscientious selves to permit talent-dependent rewards as the unavoid-
able price of productivity, efficiency, and growth.” (T. NAGEL: Equality and
Partiality, Oxford (Oxford University Press) 1991, p. 115).
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a more laissez-faire system with such measures as the privatization of public
corporations, de-regulation of transportation and resource industries, the low-
ering of rates of corporate taxation, the removal of legal constraints on for-
eign investments, the creation of more severe criteria for the provision of
social welfare benefits, etc. Such structural developments in the market sys-
tem were certainly followed by significant economic growth in the goods and
services to be distributed among the Canadian public: for instance, between
1981 and 2004, the value of the GDP per capita increased by over 48%.47
However, whatever the empirical consequences of such radical freeing of
free markets for economic productivity and growth, the consequences for the
justice of unconstrained competitive capitalism as premised on the displace-
ment thesis of the master argument were starkly embarrassing. Although the
economic pie did get dramatically larger, the distribution of the slices to Ca-
nadian families was far from morally praiseworthy according to either Pareto
superior or maximin standards. In showing this, we shall examine economic
data from Statistics Canada for both income and wealth or net worth.

With respect to the former category, and focusing on quintile (20%)
measures between 1981-2004, the share of adjusted market income of the top
quintile households increased 4.9%, from 40.4% to 45.3%, whereas the share
of the lowest quintile decreased by .35%, from 4.44% to 4.09%.48 The ratio
of the top to bottom quintiles was 11.03 in 2004, that is, the top 20% earned
eleven times the bottom 20%, and during the 1981-2004 period this ratio in-
creased by 22.3% from 9.01.4° Nor can such an increase in economic ine-
quality be licensed along maximin or Rawlsian “difference principle” lines
that the increase led to the greatest benefit of the least advantaged.’® Evi-
dence from Statistics Canada confirms that there has been no “trickle down”
beneficence from the disparity. There was negligible improvement in the
percentage of the population moving above a level of after-tax low income
(“the poverty line”): 11.6% were below this level in 1981 compared to 11.2%
in 2004 — where the level in constant dollars was $27,000 for a family of four

47 Statistics Canada: “National Accounts”, reported in A. SHARPE and J.-F. AR-
SENAULT: Living Standards Domain of the Canadian Index of Wellbeing, Ottawa
(Centre for Study of Living Standards) October 2006, p. 19 n.

48 Ibid., p. 46.

49 Ibid., p. 47.

50 See J. RawLs: 4 Theory of Justice, Harvard, Mass. (Harvard University Press)
1971, sec. 75, p. 83, and sec. 46, p. 302.
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persons in a medium sized city.>! Similar results were found for the “poverty
gap”, the average amount needed by a low income family to rise above the
poverty line — from $6,300 in 1981 to $6,500 in 2004 in constant dollars.>2
Data for wealth or net worth (personal assets minus personal debts) is avail-
able from Statistics Canada for the period 1970-1999, and, unsurprisingly,
reveals the same sad story. Between 1970 and 1999, 75% of the wealth in-
crease in constant dollars went to the top quintile, whereas the average wealth
of the bottom quintile actually declined by almost $2000 leaving them in ab-
solute debt of more than $5100.53 Admittedly, it remains possible that other
empirical case studies would provide dissimilar data than that found for Can-
ada in recent decades. So, strictly, according to the canons of inductive logic,
on the basis of the evidence supplied, we should explicitly limit our claim to
have discredited “trickle down” arguments for legitimating market capitalist
inequality to the Canadian context as specified. However, as the Canadian
“social experiment” in the radical liberalization of the competitive market
order is such a classic one, and the officially accumulated economic data so
telling, we may conclude that our factual report has at least warranted an ini-
tial skepticism concerning the soundness of the trickle down thesis, such that
investigations determining the validity of generalizing from the Canadian
findings to other national economies is clearly a welcome project for further
social scientific research. Of course, some of these inquiries are already un-
derway.>

From a moral point of view, it is evident that the consequentialist claims
of the displacement thesis have been strongly disconfirmed, at least for the
Canadian situation. Not only is it empirically false that everyone’s well-being
improved, but the worst off were made even worse off. In decision-theoretic
terms, let me suggest that the decision rule that has been actually satisfied by
the radical liberalization of market relations in Canada might be usefully

51 Statistics Canada: “Survey of Household Spending”, p. 53. A medium sized city
is considered in the data to be one with a population between 100,000 and
500,000.

52 Ibid., p. 53.

53 Ibid., p. 63.

54  See, for example, E. SAEZ: “Income and Wealth Concentration in Historical and
Economic Perspective”, prepared for the Berkeley Symposium on Poverty, the
Distribution of Income, and Public Policy, February, 2004, for the view that there
is an increasing concentration of income and wealth among a small proportion of
the population in the United States and the United Kingdom.
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called a “bivalent maximax principle” — i.e. a “dual” maximization at both
ends of the prosperity spectrum: maximization of the advantage of the best
off while simultaneously maximizing the disadvantage of the worst off. No
doubt, in Kantian language, laissez-faire marketeers may reply that it was
certainly their intention in supporting the de-regulation of the economy to act
from the familiar duty that one ought to relieve the distress of those in mate-
rial need, even though, unintentionally, they acted in accord with the contrary
maximax rule. But, then, it is always a lesson worth learning that the road to
hell is often paved with the best of intentions. Of course, there is method in
this moral madness.

In order to identify the method in the madness, we need to further our un-
derstanding of the mechanistic framework of classical and neo-classical
thought. We have found that the principles of neo-classical market theory and
the market practices it represents require a displacement of a subject’s com-
mitment to distributive justice as a matter of personal virtue, or an overriding
of his natural intuition to sense the primitive meaning of justice in terms of
practical consistency, that is, of understanding and treating other persons, in
Kantian terms, as equal-ends-in-themselves. However, within the historically
favoured conception of the economic agent as a “rational” pleasure machine,
these dissolutions of personal virtue reappear as unintended strengths of the
laissez-faire market system as a whole, considered as a similar machine, as a
self-regulating, self-equilibrating, mechanical maximizer of aggregate utility
output given factor service input. Moreover, if one were to reductively model
the deliberative action of human subjects on the physical motion of objects,
as neo-classical theory does, then the equilibrium of the whole system would
only follow on the self-adjustment of its integrated parts. Hence, and most
critically, if the market system is to deliver its optimal social order in the
“spontaneous” manner claimed for it by libertarian theorists,>® then the vari-
able return to the factor input of labour must be a matter of “automatic” self-
adjustment, not external design. Consequently, if according to some tradi-
tional egalitarian conception of moral justice, the return to this factor were
adjudged unfair, there would be no coherent way of integrating redistributive

55 The foremost libertarian advocate of the desirability of the “spontaneous order”
of a de-centralized market economy, is, of course, F. A. von Hayek. See, for
example, his “The Errors of Constructivism”, in: F. A. von HAYEK: New Studies
in Philosophy, Politics, Economics, and the History of Ideas, Chicago (Universi-
ty of Chicago Press) 1978, chap. 1.
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justice within the allocative efficiency guaranteed by the motions of the mar-
ket machine. It is then unsurprising that recourse is taken to re-locating the
core meaning of justice from that of individual virtue to that of assent to the
expected hedonic consequences of the unconstrained mechanisms of the
overall market structure. Within this reductionist framework, as John May-
nard Keynes pointed out, our conception of social relations is held captive by
one of the epoch-ruling paradigms of modern society, that is:

the theory of the economic juggernaut ... that wages should be settled by eco-
nomic pressure, otherwise called hard facts, and that our vast machine should
crash along, with regard only to its equilibrium as a whole, and without atten-
tion to the chance consequences of the journey to individual groups.56

Of course, Keynes’ shrewd comment on the advocacy of the instruments of
self-equilibrating economies should give us moral pause here, namely, that its
“faith in ‘automatic adjustments’ is an essential emblem and idol of those
who sit in the top tier of the machine”.>” No doubt, those sitting among the
most advantaged would re-affirm some version of the master argument to the
effect that the natural mechanics of markets are the most effective way of
ameliorating the lot of those in the bottom tier of the machine. We have,
however, adduced empirical grounds to be significantly sceptical of such
optimism. We may, moreover, amplify the theoretical basis of our reserva-
tions concerning such market utopianism.

We have grounded the primitive egalitarian sense of economic justice in
the principle of practical consistency, of conceiving and interacting with
other persons qua persons as equal ends-in themselves. The price, in epis-
temic logic, of forfeiting conceptual consistency as one’s first principle of
rationality, is unsurprisingly large: unless similar things are conceived simi-
larly it would not be possible to make coherent predications about objects in
general. Granted, we do retain the logical space to identify relevant differ-
ences between objects in order to make disparate judgements about them,
including moral judgements legitimizing unequal distributions of material
goods among persons due to morally relevant differences among them. But
nothing like the retention of consistent reasoning by the noting of logically
compelling exceptive conditions underwrites the moral reasoning embedded

56 J. M. KEYNES: “The Economic Consequences of Mr. Churchill”, (1925) in: D.
MOGGRIDGE (Ed.): The Collected Writings of John Maynard Keynes, London
(MacMillan) 1972, Vol. IX, p. 223.

57 Ibid., p. 224.
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in the master argument of neo-classical theory and its application to social
policy. Rather, the first principle of economic rationality within the classical
and neo-classical framework — that whatever one’s competitive position in
economic relations, one should seek maximal self-regarding gain at least cost
— simply overrides the preservation of consistency in matters of distributive
justice by identifying morally relevant differences between persons.

V. The Incoherence of “Automatic Ethics”

Let me return to the perceptive content of the conference prospectus to probe
further the method or artful agenda in the theses of market mechanics. Again,
as the prospectus phrased one of the main positions in the history of econom-
ics... “the economic and the ethical coincide without any need for promotion
by moral intent or action”. Or to generalize another of the descriptions of this
position in the prospectus which we mentioned earlier... “if economic agents
act so as to maximize private utility or profit, they will automatically realize
ethical principles”. Surely, both of these hypotheses bespeak the most pro-
found anomaly. In summary terms, if the hypotheses were true, and to the
extent that we were to accede to a system of human interaction co-extensive
with private market relations, then we could finally secure an ethics whose
realization required no exercise of rational will. Nevertheless, although phi-
losophically dramatic, such a conclusion can be seen to be one of logical en-
tailment, not conceptual anomaly, for the preferred mechanistic mode of con-
cept formation we have observed to be endemic to orthodox economic the-
ory. As we outlined above, within such a theoretical framework, the valua-
tions and choices of an individual subject are not, despite appearances to the
subject, the actual effects of purposive deliberation about ends-in-view, but
are in fact caused by an underlying mechanics of prior pleasure and pain.
With respect to the social order in general, the normative provisions of the
market machine as construed by neo-classical theory have been seen to be
quite remarkable — again, as long as we don’t think too thoroughly about
questions of moral justice. The self-regulating mechanisms of an uncon-
strained private market system will necessarily result in maximal utilities and
profits for individual consumers and entrepreneurs, and the common good of
Pareto optimality. The ethico-political ideal promised by Adam Smith’s
“simple system of natural liberty” of a natural harmony of each with all will
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have been put in place. Not only orthodox economists have been impressed
by such a prospect. Among the pivotal features of recent social thought is the
fact that influential libertarian philosophers such as Robert Nozick, David
Gauthier, and Jan Narveson, have premised their own moral and political
theory on a rather uncritical acceptance of the normative implications of neo-
classical general equilibrium theory.>® Thus we find Gauthier arguing that the
findings of neo-classical economics demonstrate that a perfectly competitive
market society is politically ideal, indeed that such a social order would not
even require moral constraints since, claims Gauthier, “the co-incidence of
utility maximization and [Pareto] optimization in free interaction removes
both the need and the rationale for the constraints that morality provides”.5?

58 See, for instance, R. NOzZICK: Anarchy, State, and Utopia, New York (Basic
Books) 1974, especially chap. 7; D. GAUTHIER: Morals by Agreement, Oxford
(Oxford University Press) 1986; and J. NARVESON: “The Invisible Hand”,
Journal of Business Ethics, Vol. 46 (2003), pp. 201-212.

59 D. GAUTHIER: Morals by Agreement, p. 93. It would be instructive here to
comment briefly on the viewpoint of the foremost Anglo-American libertarian
philosopher, Robert Nozick, as set forth in his Anarchy, State and Utopia. In this
work, Nozick provides a robust defence of the individual liberty embedded in
capitalist market relations. However, there are grounds to be deeply skeptical of
his fundamental perspective on market liberty and its relation to distributive
justice. Basically, Nozick espouses the sense of liberty continuous with both
classical and neo-classical economic thought — that is, the “negative” sense of
liberty wherein the economic actor is free from external control in acting as he
chooses, as long as such choosing does not preclude the right of others to so act.
However, Nozick fails to address adequately the traditional criticism of such a
conception of liberty within politico-economic philosophy: Insofar as an indi-
vidual agent within a capitalist market economy has insubstantial original endow-
ments in either external capital or internal talent, he will ipso facto have little
access to the “positive liberty” of moral autonomy, of the freedom to be self-
determining for his material well-being or to be in control of the quality of his
economic life. And it should be observed that combined with his entitlements
theory of distributive justice, Nozick’s conception of liberty is ultimately indif-
ferent to a Rawlsian raising of the economic position of the worst off in society.
As long as historically there has been justice in the initial acquisition of holdings,
and justice in the subsequent transfer of holdings — especially through voluntary
exchange in free private markets — even the desperate impoverishment of the
economically least advantaged would be just.
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It should be noted, furthermore, that the reductionist programme of ortho-
dox economics, in devising mechanistic theories of choice and exchange,
entrenches the utopian character of the social ethos claimed for a laissez-faire
market order in an especially significant way. In assimilating the kinds of
equilibrating deliberations appropriate to a choice theory to the “automatic
mechanisms” of physical systems, the entire economy is typically viewed as
a system of “natural” or “impersonal” market forces. The economist Mark
Blaug, for instance, suggests that Adam Smith’s “invisible hand” be identi-
fied with the “automatic equilibrating mechanisms” postulated by neo-
classical theories of producer and consumer behaviour.®® As we have noted,
within such mechanistic construals of social systems, causal processes are not
understood as irreducibly and effectively dependent on deliberate, autono-
mous control — that is, conscious, intentional human deliberation and practi-
cal reasoning. A fortiori, the laws connecting antecedent states with subse-
quent behaviour are considered to be as permanently or timelessly applicable
as the laws of physical science; hence, these laws are understood to govern
behaviour which can be deemed inevitable or unalferable. Accordingly,
mechanistic analyses of rational choice have led to a radically conservative
moral attitude towards mainstream economic theory in general. For let us
agree, as argued, that neo-classical theory does have a particular ethical sys-
tem embedded within it. Then it will be the case that the neo-classical reading
of economic behaviour gua automatic processes will suggest no need, indeed
will preclude the possibility of an alternative moral basis for such behaviour
than the one already (albeit unadmittedly) present in neo-classical theory. For
it would be pointless to prescribe a different form of behaviour; after all,
ought implies can, and the empirical possibility of such behaviour is pre-
cluded by the implied claim of the mechanistic view that the scientific laws
constituting neo-classical theory are applicable to any antecedent setting of
economic behaviour. Not surprisingly, such an ethical standpoint has also
been applied as an apologia for political quietism. Indeed, an assumption of
allegedly scientific grounds for political passivity engendered by the type of
necessity claimed for economic laws has a long history in the application of
economic theory in general. Such was the case, for example, in the accep-
tance of Adam Smith’s generalizations invoking economic “naturalism”. As
Eric Roll describes the impact of Smith’s economic theory... “this theory
gave to the conduct of the prospective leaders of economic life (i.e. the indus-

60 M. BLAUG: Economic Theory in Retrospect, 5th ed., p. 57.
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trial capitalists) an impact of inevitability”.! Nor was this interpretation of
the implications the theory of little practical import. For, as Roll further re-
marks... “among the forces which freed English foreign trade from regula-
tions, which removed prohibitions...Adam Smith’s work occupies a promi-
nent place”.%2 In moving to present historical circumstances, let me propose
in a similar vein that among the cultural determinants of the acceptance of the
“structural adjustments” deemed necessary to bring the economic systems of
underdeveloped countries into the economic order of an increasingly global-
ized market capitalism, is the assumption that such adjustments are only ac-
celerating what is empirically necessitated for the long run, or the “end of
history”,%3 in any event.

In sum, the anomaly of an “automatic ethics” promises not only the best
of all possible social worlds, but also, for the end of history, the only world.
The reasoning underlying the anomaly is, however, severely fallacious from
both a moral and epistemic point of view. With respect to the former perspec-
tive, the belief that moral principles can be satisfied independently of irre-
ducible practical deliberation and intentional choice is a logical non-starter.
The very conceptual consistency of authentic moral agency, of doing what
one ought, requires an ontology of options, a capability for a subject to reason
towards an alternative to an anticipated course of events, and for such practi-
cal reasoning to make a real difference to what obtains in the world. Even if,
contrary to actual fact, there were sufficient empirical evidence supporting
the implication of classical and neo-classical theory-construction that, by
some undesigned providence of nature, the market mechanics of utility and
self-interest did lead to some collective bliss state for all economic subjects,
such a state would be without genuine moral significance. Kant put the clas-
sic philosophical position as well as anyone:

We cannot say anything in nature ought to be other than in what in all these
time-relations it actually is. When we have the course of nature alone in view,

61 ERIC ROLL: A4 History of Economic Thought, 4th ed., London (Faber and Faber)
1973, p. 150.

62 Ibid., p. 149.

63 The phrase is that of FRANCIS FUKUYAMA from his The End of History and the
Last Man, New York (Penguin) 1992, wherein the historical inevitability of a
final globalized market capitalism is argued.
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‘ought’ has no meaning whatsoever. It is just as absurd to ask what ought to
happen in the natural world as to ask what properties a circle ought to have.64

In short, not only is the moral world appropriated by the classical and neo-
classical tradition in economic thought not the only moral world, it is not a
moral world.%>

When we investigate the epistemological perspective, the dissolution of
the anomaly may be completed and, fortunately, in so doing, we may recover
a credible prospect for moral valuation in economic theory-construction. Ba-
sically, the neo-classical conservative errs because he misconceives the
meaning of the phrase: “behaviour which is compatible with the scientific
laws of human behaviour”. Granted, it is true that if the antecedent conditions
of an economic (or any other) law are satisfied, then the behaviour predicted

64 1. KANT: Critique of Pure Reason, (1781; 1787), trans. by Norman Kemp Smith,
London (MacMillan) 1929, B575, p. 473.

65 It has been suggested to me that by distinguishing between different concepts of
moral judgement, we might harmonize one, but not both, of the concepts with
“automatic processes”. I agree that this stratagem seems to be a promising one. In
particular, we might usefully distinguish a concept concerning the moral “ought”
and one concerning the moral “good”. With respect to the ought, there would
remain an inescapable antithesis to an “automatic ethics”. Again, there must be a
real ontology of options wherein the deliberations of individual agents make an
irreducible difference to which option obtains in the world. And reductive
mechanistic conceptions of human action characteristically obfuscate, if not pre-
clude, the efficacy of such “intentionalist” reasoning — such is the case with con-
temporary variations on Edgeworth’s understanding of the economic actor as a
“pleasure machine”. On the other hand, at least prima facie, one could agree that
even the “automatic processes” of individual pleasure machines could, once
aggregated at the macro level, be morally evaluated as to whether or not they (un-
intentionally) brought about the “common good”, interpreted, for example, in
terms of a Pareto optimal or maximin standard of the “social utility” or ag-
gregated satisfaction of individual material desires. However, I remain reluctant
to place the latter type of evaluation in the category of moral judgement fout
court, since such social utility, as mechanistically interpreted, would not be the
outcome of the irreducible deliberations of agents pursuing conscious ends-in-
view — with respect to this see section III above. And it is instructive to re-
member here that the “good” is what ought to be desired, not simply what is
actually desired; hence, the anomaly of classifying a mechanistic ought within
the category of moral judgement would recur for a mechanistically produced
“good”.
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in the consequent is causally necessitated — no alternative behaviour is possi-
ble, it being incompatible with the implications of the law. Nevertheless, it is
possible by means of the practical deliberations of economic agents, that the
satisfaction of the antecedent conditions be avoided, and, thus, the behaviour
which otherwise would have been necessitated, sad such conditions been
fulfilled, need not take place. And if alternative behaviour does occur, it
might well be in conformity with different moral values than those exhibited
by behaviour in accord with the hypotheses of neo-classical economics.

VI. Conclusion

In the above, we have sought to provide a philosophical basis for construct-
ing economics as a full-fledged moral science of a defensible sort — that is,
one whose moral commitments are of a deliberative, fallible, open-ended
kind. There remains, however, the large question as to the level and type of
reform required to inform a market system and its theoretical modeling with
ethical integrity. Towards this end, it is to be observed that the prevailing
expectation of recent theoretical analysis cum political policy formation is
based on the trust that a moderately mitigated market capitalism can suffi-
ciently mitigate economic men such that their actions can reclaim consistency
with sound moral principles. I remain sceptical. In terms of the analysis of
this paper, the retrieval of a more authentic sense of autonomy enacting ex-
pressive rationality would require the transformation of the character of homo
economicus from the self-centered, self-controlled subject of neo-classical
theory to one engaged in mutual care and spontaneous creativity with others.
Similarly, the recovery of a legitimate sense of justice in terms of the virtue
of individual persons disposed to treat other persons as equal ends-in-
themselves, would demand that economic actors become capable of conceiv-
ing other human beings as something other than Hobbesian market beings —
that is, as something other than competitors to be feared. However, both of
these reforms in the ethical ideals of conventional economics in theory and
practice would be anything but moderate; they would require that we release
ourselves from neo-classical market theory’s atomistic shackles in recogniz-
ing the internal relatedness of persons qua persons. And such a “paradigm
shift” would be irreducibly alien to this theory’s ontology of self-regarding
mechanical maximizers and its conception of the common good as an aggre-
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gate of the independent utilities of these micro-units. In other words, the nec-
essary reforms would have to be deep structural ones in which our competi-
tive capitalist order and its theoretical representation would lose their essen-
tial identity. But nor, given the current historical realities, do I believe that
the foundational adjustments required have much chance of empirical realiza-
tion for a considerable period of time. I wish I could have been more a mes-
senger of hope in this paper. But then naively grounded hope is a recipe for
despair.
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Chapter 5

Why Act Morally?
Economic and Philosophical Reasons

HANSRUDI LENZ

I. Introduction: the Rational Sceptic as a Reference Subject?

II. Moral Norms

II1. Justification of Moral Norms by Means of Rational Agreements

IV. From Homo Oeconomicus to Homo Reciprocans to Homo Moralis?
V. Summary and Conclusions

Everybody who ascribes a material steering function to moral norms has to
give some reasons why rational individuals actually obey these norms. This
is a quite natural question to start with, especially for economists. Recently,
the philosophers Stemmer (2000, 2001, 2002, 2003, 2004), Hoerster (2003)
and Bayertz (2004) have tackled this not so new problem. Stemmer uses the
hypothetical figure of a Rational Sceptic, i.e. an individual with purely selfish
preferences who is not interested in the well-being of others except to the
extent that this behaviour would restrict his own acts. A moral norm is ra-
tionally justified if and only if a Rational Sceptic could be convinced. It has
to be shown that norm-abiding is in the self-interest of the Rational Sceptic.
In this paper I argue that there are good arguments that the Rational Sceptic
or the Amoralist should not be our natural reference point for a rational justi-
fication program of moral norms. Philosophers should make use of recent
empirical results mainly from experimental economics and game theory be-
cause these studies show that a combination of altruistic and selfish concerns
motivates human beings (Fehr/Fischbacher 2003). The reference individual
who has to be convinced by arguments that obeying moral norms is in his
best interest should be an individual characterized in line with current em-
pirical research about the nature of human altruism and egotism. Thereafter,
human beings can best be described as conditional co-operators.
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Philosophers can benefit from empirical evidence about the nature of hu-
man altruism or egotism, whereas economists or psychologists stand to bene-
fit from crucial questions arising from the philosophical discourse. For ex-
ample, where exactly are the boundaries and limits of human norm-abiding
behaviour in interactions between different ethnic groups? What are the ob-
stacles for the evolution of a truly universal morality? The paper argues that
exactly because human nature is neither truly altruistic nor truly egotistic
there is a need for moral norms, otherwise they would be superfluous.

I. Introduction: the Rational Sceptic as a Reference Subject?

Can moral norms in addition to legal norms take over a complementary func-
tion with respect to cooperation between economic actors, thereby reducing
conflicts of interests resulting for instance from incentives for managers to
report untruthfully in financial statements or cheat customers? In the wake of
some accounting scandals like Enron or WorldCom there is in the field of
accounting and auditing an ongoing discussion on whether moral norms can
fulfil such a supplementary function (Lenz 2005; Staubus 2005; Duska 2005;
Rockness/Rockness 2005). Generally, business ethics are hotly debated in
theory and practice (see Crane/Matten 2004 for an extensive overview).
Moral norms concern interactions of fundamental importance for the
functioning of a society; they serve to protect the interests of other human
beings (or animals?), regularly cause internal senses of guilt and shame by
the offender and — in the case of offences against moral norms — anger and
moral outrage by the other members of a moral community. Furthermore,
moral norms place the members of the moral community under an obligation
and can be sufficiently generalized (Lenz 2005). However, everybody who
ascribes a material steering function to moral norms has to give some reasons
why rational individuals actually obey these norms. This is a quite natural
question to start with, especially for economists. Recently, the philosophers
Stemmer (2000, 2001, 2002, 2003, 2004), Hoerster (2003) and Bayertz
(2004) have tackled this not so new problem. Stemmer (2000, 2001, 2002)
uses the hypothetical figure of a Rational Sceptic, i.e. an individual with
purely selfish preferences who is not interested in the well-being of others
except to the extent that this behaviour would restrict his own acts. Others are
regarded as means towards ends, i.e. in a purely instrumental manner. A
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moral norm is rationally justified if, and only if, a Rational Sceptic could be
convinced; that means it has to be shown that norm-abiding is in the self-
interest of the Rational Sceptic. Bayertz (2004) calls his hypothetical reason-
ing counterpart an Amoralist who exhibits the same traits as the Rational
Sceptic, but in contrast to Stemmer he considers later on in his argumentation
that there is no stringent need to use the Amoralist as the ultimate litmus-test.
Hoerster (2003) also argues that moral norms should be based on individual
interests, but from the beginning takes on a more pragmatic view, i.e. the
Amoralist is not the natural reference point. According to Hoerster it is suffi-
cient if a majority comprised of individuals with normal traits accepts moral
norms grounded on their (normal) interests.

In this study I argue that indeed there are good arguments that the Ra-
tional Sceptic or the Amoralist should not be our natural reference individual
for a rational justification program of moral norms. That needlessly limits the
scope of the argumentation and the results. Certainly, moral norms should be
grounded in the interests of rational individuals. But in characterizing our
individuals, philosophers should make use of recent empirical results mainly
from experimental economics and game theory because these studies show
that a combination of altruistic and selfish concerns motivates human beings
(Fehr/Fischbacher 2003, p. 788; 2004a). The reference individual who has to
be convinced by arguments that obeying moral norms is in his best interest
should be an individual characterized in line with current empirical research.
This individual has some feelings of sympathy for the well-being of others,
dislikes unfair intentions and outcomes, but reacts also to the increasing costs
of altruistic acts or non-cooperative behaviour of others. In particular, this
individual uses non-selfishly motivated punishment to discipline non-
cooperative members of the community (Fehr/Fischbacher 2004a,b; Giirerk
et al. 2006). In the long run it also has to be shown that partially altruistic
behaviour is an evolutionarily viable strategy. In this sense, this behaviour is
rational, perhaps more rational than the behaviour of a Rational Sceptic only
interested in his own (narrowly defined) well-being.

Philosophers can benefit from empirical evidence about the nature of hu-
man altruism or egotism, whereas economists or psychologists stand to bene-
fit from fundamental questions arising from the philosophical discourse. For
example, where exactly are the boundaries and limits of human norm-abiding
behaviour in interactions between different ethnic groups? What are the ob-
stacles for the evolution of a truly universal morality? What role does the
philosophical discourse play in an empirical theory of morality?
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The paper is organized as follows: Section II gives an explanation of the
term “moral norm”. Section III discusses if moral norms can be justified un-
der the assumption that a Rational Sceptic, i.e. a purely selfishly-oriented
individual, has to be convinced. Section IV shows some evidence mainly
from experimental economics that human behaviour is driven by selfish and
altruistic motives. Subsequently, the implications for the justification of
moral norms based on rational individuals are discussed. The function of
emotional feelings in this context is also clarified. Section V concludes and
summarizes the results.

II. Moral Norms

Norms are normative statements which demand or proscribe specific acts
from the norm addressees. They are intended to restrict the set of permissible
acts of the norm addressee. Moral norms are a subset of social norms (Haus-
mann/McPherson 1996, pp. 53 et seq.). There is an apparent need for uniform
behaviour in a society and therefore norm-deviant behaviour will be sanc-
tioned with social pressure. Moral norms as a subset of social norms relate to
interactions of fundamental importance for the functioning of society. Moral
norms (Stemmer 2000; Hoerster 2003; Bayertz 2004; Ott 2006):

= relate to interactions of major importance for the functioning of socie-
ties, they define a “good cooperative being” (Tugendhat 1993, p. 58);

= serve to protect the interests of other human beings, i.e. concern also
non-egotistic (altruistic) motives (unselfishness);

= relate to — in a narrower sense — the survival and physical integrity of
others;

= in the case of deviant behaviour, regularly cause internal senses of
shame and guilt by the norm offender and external senses of anger and
outrage by other members of the moral community;

= have an obligatory character; and

= are sufficiently generalizable, ideally they are universally accepted
and enforced; therefore moral norms are categorical statements.

The required behaviour can conflict with the self-interests of the norm ad-
dressee. Some philosophers see moral behaviour essentially as unselfish (be-
nevolent) behaviour which is of use for other beings (Bayertz 2004, p. 40),
e.g. an adult man who does without a life-jacket and gives it to a child or
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woman on a sinking ship. If somebody acts according to moral norms, her or
his behaviour is guided by a sense of duty. He or she is doing a certain act
“X” due to a sense or feeling of duty even if this behaviour contradicts the
person’s immediate self-interest. “Duties” are obligating and suppress (short-
sighted) self-interest. The crucial function of “‘feelings” is to cause senses of
guilt and shame by the offender and anger by members of the moral commu-
nity. Therefore, they place specific artificial (man-made) internal and exter-
nal sanctions on the offender. The obligation to obey moral norms is there-
fore “a must contingent upon legitimate sanctions” (Stemmer 2001, p. 833;
2003). A “morally justified must” can be differentiated from an “extortionate
must” due to the fact that sanctions by the former are contractually legiti-
mate. For example, “I’m participating in an extortionate robbery for good
reasons because I fear for my life, but I'm not obliged to do so”. We should
be able to distinguish between an extortionate regime and a legitimate system
(Stemmer 2003, p. 68). The term “duty” refers only to the latter.

A moral proposition has the following structure (see Kutschera 1973, pp.
11-72):

VxM(x)AS(x)AB(x) >0 (x)) {or P(Y(x))or F(Y(x))}

For all x holds: if x is a human being with a certain degree of consciousness
(or member of a specific moral community, M) and if x is in certain class of
situations S, e.g. a communication or trading situation, and if certain applica-
tion conditions B are given for x which govern, for example, certain justified
exceptions to the norm, then it is obligatory that x does action Y (or it is per-
missible to do Y or it is forbidden to do Y). B, as the specified part of a ce-
teris paribus clause, expresses the conditionality of human acts (Ott 2006, pp.
474 et seq.). One of the most important questions in ethics is “who is a mem-
ber of the moral community?” Is the morality restricted to a specific ethnic
group or is it a really cosmopolitan morality? I will come back to this point
later. Different specific moralities can be formulated by means of restrictions
of M.

We should differentiate between the norm addressee and the norm repre-
sentative. The latter is a person who has adopted the norm as his/her own
because this person prefers the required behaviour of the norm addressee
(Hoerster 2003, p. 46). A norm is efficient because external sanctions prevent
norm-offending and/or because the norm has been internalized by the norm
addressee (Hoerster 2003, p. 48).
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II1. Justification of Moral Norms by Means of Rational
Agreements

We can generally differentiate between objective and subjective justifications
of moral norms. The first program (cognitivism) tries to justify moral norms
in an objectively valid way independent of individual self-interests, e.g. the
Kantian tradition. The second program (non-cognitivism) argues that moral
norms can be argued for and accepted by individuals if it can be demon-
strated that compliance with certain moral norms is in the best self-interest of
the individual (Pauer-Studer 2003, pp. 164-167; Morscher 2006, with respect
to cognitivism and non-cognitivism). Only the latter point of view is com-
patible with basic assumptions of (traditional) economic theories, e.g. the
famous opportunistic and (mainly) materially-minded Homo Oeconomicus
(Giith/Kliemt 2003). In short, as Suchanek (2001, p. 141) writes, “Economic
ethics answers the question why one should be moral: because it is advanta-
geous for oneself.” Justifications can contain empirical premises, firstly, to
avoid the risk of asking the impossible and, secondly, to characterize the in-
terests of an average or majority individual adequately. The latter aspect will
be discussed later on.

The fundamental problem is “Why should somebody act in a moral way,
if this behaviour is harmful to his self-interest?”” The best world for a moral
opportunist would be a world in which all other members except for the
moral opportunist obey moral norms, so he or she can act as a free-rider tak-
ing the opportunities presented by cheating and lying without paying the
costs, e.g. being cheated by others. Let us assume a rational moral opportun-
ist could choose between the following alternatives:

1. All except me should obey moral norms;

2. All should obey moral norms;

3. No-one should obey moral norms;

4. No-one except me should obey moral norms.

Faced with this decision, he or she would have the following preferences: 1 >
2 >3 >4 (Ott 2006, p. 479; Bayertz 2004, pp. 141-155). The resulting fiee
rider problem immediately causes an enforcement problem in a population
comprised of rational self-interested individuals. In such a world, the en-
forcement problem is only solved if the “Rational Sceptic” (Stemmer 2003)
or the “Amoralist” (Bayertz 2004) (perhaps even with “bad preferences”, i.e.
to torture other people) has to be convinced that it is in his self-interest to

136



WHY ACT MORALLY?

obey moral norms. For a (traditional) economist for whom the HOM-model
is a cornerstone of economic theory, it seems quite natural to agree to this
position. HOM stands for: H = Homo, i.e. the theories are based on a position
of methodological individualism; O = opportunistic, i.e. man acts opportunis-
tically, for example to gain an advantage by cheating or lying even at the
expense of others; and M = individuals are (mainly) material or monetary
orientated (Giith/Kliemt 2003, p. 316). The moral opportunist can be roughly
equated with the well-known Homo Oeconomicus.

Faced with this enforcement problem, some philosophers have recently
argued that moral norms should be justified with recourse to individual self-
interests (e.g. Stemmer 2003, Hoerster 2003, Bayertz 2004). The Rational
Sceptic, the Amoralist — with or without “bad preferences” — has to be con-
vinced that obeying moral norms is in his/her best long-term self-interest.
Only if this is the case are moral norms justified. This program tries to recon-
cile morality and rationality. However, as philosophers, they drive this justi-
fication program to the limits and, in contrast to economists, they try to ex-
plore in detail some difficulties and limitations of such an argumentation. For
example, Stemmer (2003) argues from a contractual point of view: moral
norms, he argues, are the results of “contractual agreements” between ra-
tional individuals. Morality is created intentionally by rational individuals by
means of “contractual” agreements. Because such a contract was never
signed in reality, it is a rational reconstruction of a hypothetical contract.
Members of a moral community agree hypothetically ex ante upon certain
moral norms including internal and external moral sanctions because observ-
ing the rules is ex ante mutually beneficial.

We can use David Hume’s classic example of two farmers who make
promises to help each other in a game-theory reconstruction as an example of
such a hypothetical contract. Hume uses an example to analyze what would
happen if there were no duty of keeping promises,

Your corn is ripe to-day; mine will be so tomorrow. It is profitable for us both,
that I should labour with you to-day, and that you should aid me to-morrow. I
have no kindness for you, and know you have as little for me. I will not, there-
fore, take any pains upon your account; and should I labour with you upon my
account, in expectation of a return, I know I should be disappointed, and that I
should in vain depend upon your gratitude. Here then I leave you to labour
alone: You treat me in the same manner. The seasons change; and both of us
lose our harvest for want of mutual confidence and security. (Hume 1740/
2000, Sect. V, Of the Obligation of Promises).
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In Fig. 1 this situation is reconstructed as a trust game, a one-sided variant of
the prisoner’s dilemma game (Lahno 1997; Kreps 1990).

Payoffs
reciprocate A’s trust A B
,,Keeping promises*
- 3 3
trust in B B
misuse A’s trust
Ae ,Break promises S 1 4

\ 2 2

distrust in B

Fig. 1: The Trust Game

If there is a sufficient probability of a recurrence of that game and a credible
threat that A, in case of an abuse of trust by B, will never trust B in the fu-
ture, then A can rationally trust B because it is in the interest of B to recipro-
cate A’s trust (Kreps 1990). But it should be mentioned that moral norms as
normative statements like “Keep one’s promise!” are superfluous in a strictly
rational world. At most we need the norm “Be rational”. Only because player
A knows that it pays off for player B to reciprocate player A’s advance per-
formance, player A can trust B, not because A believes that B accepts a cer-
tain moral norm. In a purely economic view, a promise is only “cheap talk”.
Only if individuals with limited rationality are tempted to break a promise to
gain a short-term advantage at the expense of long-term benefits can internal-
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ized moral norms fulfil the function of an “internal guard” against such (irra-
tional) temptations. So, in my view strictly rational justification programs
lead us into a conceptual contradiction (Bayertz 2004, p. 160) to central ele-
ments of the term “moral norms” (as explained in Section II). If obedience of
a norm is in my own best rational interest and I am a rational enlightened
person, why should I need a moral norm as a standard of behaviour? Does it
then make sense to talk about “acting from a sense of duty” (connected with
sanctions in case of breach), if self-interest alone ensures the obedience of
norms? Norm-deviant behaviour would then be irrational. In such a world of
mutual and repeated transactions, enlightened rational egotists calculate their
interests without emotions and act accordingly. Only from an external view-
point does it appear that such persons follow certain norms (“as-if compli-
ance”). In a nutshell: the norm is rationally justified but that means also that
the norm as such is unnecessary. Emotions like guilt and shame are useless as
well.

One of the problems of this methodology, e.g. the rational reconstruction
of a hypothetical contract, is “why should a Rational Sceptic agree to the es-
tablishment of internal sanctions (senses of guilt and shame)?”” A completely
informed and perfectly rational person needs no self-bonding because he al-
ways chooses to obey moral norms if this maximizes his self-interest. Fur-
thermore, equipped with moral emotions he/she would not be able to expro-
priate the trust of others in unique situations (“golden opportunities”) with
high pay-offs. Let us go back a step to a one-shot trust game like that in Fig.
1. This game can be solved by establishing ex ante an informal system of
sanctions (Stemmer 2000). Therefore, B’s payoffs decrease and the abuse of
trust is therefore no longer advantageous to B. But why should a Rational
Sceptic ex ante agree to accept such a system of sanctions? He gives up a
potential benefit, i.e. abuse of trust in a one-off situation with high payoffs.
Bayertz argues as follows:

Why should an Amoralist abandon this option? Why should he strictly and ir-
revocably abnegate the opportunity offered by prudent misuses of moral
norms. From the viewpoint of a solely self-interested person, the decision for
an irrevocable self-bonding is not rationally obligatory (2004, p. 175).

The problem becomes more complex if we think about individuals with re-
stricted possibilities to exercise sanctions or about members of future genera-
tions. “How moral behaviour in such situations can also be “calculated” in
the long-term is completely incomprehensible” (Bayertz 2004, p. 175).
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Furthermore, the empirical development of the system of internal sanc-
tions remains opaque. Going back to socio-biological, neuro-biological and
cultural theories of the development of emotions seems far more promising.
It is highly counter-intuitive to think of informal sanctions like guilt and
shame as the results of a rational reconstruction of a hypothetical contract. To
understand the empirical evolution of such a system of moral sanctions we
should use socio-biological and cultural theories of the evolution of norms
and internal sanctions. Another problem arises because an external sanction
imposes costs but creates no direct utility for the person who exercises the
sanctions. Therefore, why is it rational to exercise a sanction? Punishment of
a norm-offender via social disesteem by third parties who are not directly
affected by the violation of a moral norm has to be justified. In contrast, in
repeated non-anonymous interactions a person can establish a reputation with
respect to sanctions. This can deter potential opportunists who try to exploit a
trust game-like situation (Fehr/Fischbacher 2003).

In particular, the above mentioned unique situations (“golden opportuni-
ties”) where secret wrongdoing is possible without detection are the ultimate
“stress-test” for an ethical justification program based solely on individual
rationality. In the end, the Rational Sceptic cannot be convinced with respect
to such situations (Steinfath 2003; Schaber 2003; Roughley 2003). Even
Stemmer (2000, p. 190) considers with respect to such situations: “If the
moral sanctions are powerless, then the rational obligation is also necessarily
powerless.”

Further limits of norm justifications based on rational individual self-
interest are:

(i) We have to assume interacting individuals capable of strategic ra-

tionality, good knowledge of future situations and with approximate-
ly the same power (Stemmer 2000).

(i) The justification of norms protecting unborn children, handicapped
human beings, members of future communities is not possible. As a
result the moral community is highly selective, e.g. the moral norms
are not strictly universal. On the question “who is a member of the
moral community?” Stemmer (2000, p. 261) concludes: “... those
who as a result of a severe deformation by birth are not capable of a
reasonable life are not members of the moral community, just as a
foetus or small children up to a certain age are also not members of
the community”. Members of future generations are also not in-
cluded. The consequence is that a morality based solely on rationality
is in some sense only a “weak” morality (Stemmer 2000, p. 286) and
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a behaviour which benefits other beings is determined to a large de-
gree by “moral-free” factors like compassion or altruism. “A human
attitude is far more than just behaving morally” (Stemmer 2000, p.
287).

(iii) The intuitive pre-understanding of moral norms (“protection of
weaker human-beings”) cannot be captured within such a justifica-
tion program.

In the next section we will present some empirical evidence about the nature
of human altruism and egotism. The aim is to draw some conclusions with
respect to our philosophical justification problem thereby avoiding to derive
“Ought” from “Is”. Then, our hypothetical dialogue partner isn’t anymore the
Rational Sceptic, instead of that we argue with a person who is characterized
through the biological and cultural evolution as contingent co-operator.

IV. From Homo Oeconomicus to Homo Reciprocans to
Homo Moralis?

Due to the difficulties of arguing exclusively from the position of a Rational
Sceptic, it seems promising to install some empirical elements in our justifi-
cation program. Recent experimental evidence (Fehr/Falk 2002; Falk 2003;
Giith et al. 2003; Giith/Kliemt 2003; Fehr/Renninger 2004) shows that at
least to some extent and under some conditions the Homo Oeconomicus is
more adequately described as a Homo Reciprocans, perhaps partly even as a
Homo Moralis. In the following, I try to argue that the Rational Sceptic is no
longer our natural reference subject, i.e. the starting point for our hypothetical
argumentation. Instead, we argue with an individual equipped with at least a
minimal sense for the interests of other beings. Moral argumentation then
tries to enhance this biologically- and culturally-rooted capability of humans.
Furthermore, the functions of moral-emotional dispositions (senses of guilt
and shame) can be clarified with the help of evolutionary biology (Frank
1988; Fohr/Lenz 1992; Frank 2004).

With respect to the above mentioned one-shot sequential trust game (see
Fig. 1), Fehr/Fischbacher (2003, p. 786) summarize that, despite the incentive
to cheat, more than 50 % of the respondents behave cooperatively and the
degree of cooperation increases with the investment of the first player. Pun-
ishment and rewarding play a decisive role and can force even selfish players
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to cooperate. “Like altruistic punishment, the presence of altruistic rewarding
has also been documented in many different countries, in populations with
varying demographic characteristics and under stake levels approaching 2-3
months’ income (Fehr/Fischbacher 2003, p. 786). In these experiments inter-
actions among kin, repeated encounters, and reputation formation have been
ruled out (Fehr/Fischbacher 2003, p. 785). This is important from a philoso-
phical point of view because these results could cautiously be interpreted as
weak evidence for a potential universal moral attitude. Similar evidence ex-
ists from public good experiments that are played only once. Here, “subjects
typically contribute between 40 and 60% of their endowment, although self-
ish individuals are predicted to contribute nothing” (Fehr/Fischbacher 2003,
p. 786). This is the good news; the bad news is that “cooperation is, however,
rarely stable and deteriorates to rather low levels if the game is played re-
peatedly (and anonymously) for ten rounds* (Fehr/Fischbacher 2003, p. 786).
Altruistic punishment of non-cooperators, however, can sustain cooperation
by deterring potential non-cooperators. Fehr/Fischbacher (2004a) show that
the establishment of a costly punishment opportunity in a finitely repeated
public good experiments with anonymous interactions effectively disciplines
free riders. Even in one-shot prisoner dilemma games with a “neutral” third-
party who has the possibility to sanction defectors a majority of third-parties
punishes defectors (Fehr/Fischbacher 2004b). Self-interest cannot explain
this behaviour because the involved players remain anonymous and there are
no future interactions between the players. Fehr/Fischbacher (2004a, p. 186)
conclude that “there is a strong social norm behind the desire to punish”. The
evidence is interpreted in favour of a “norm of conditional cooperation” and,
in general, “non-selfishly motivated punishment constitutes a powerful de-
vice for the enforcement of social norms and human cooperation” (Fehr/
Fischbacher 2004a, p. 189). In a recent study, Giirerk et al. (2006) show ex-
perimentally that in a repeated anonymous public goods game the partici-
pants freely prefer in the long run a world in which it is possible to sanction
free riders. In the end, a nearly perfect contribution to the public good can be
achieved. Further evidence of altruistic behaviour stems from experimental
ultimatum and dictator games (Fehr/Fischbacher 2003).

Let us discuss in more detail a simple example taken from Falk et al.
(2000) and Falk (2003) which characterizes some features of the Homo Re-
ciprocans. The experiment, based on the “moonlighting game” (Abbink et al.
2000), shows that behaviour is driven by the perceived fairness (or unfair-
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ness) of intentions and outcomes and can be described as follows (Falk et al.
2000, p. 6; see also Figure 2):

payofls
A B
reward: 5€{0,..18} 3% 713ab

give: beees

punish: b e€{-L...—6} 12-a-3]b| (12+3a-]b|

reward: b e{0,...18} 12*afb [12-al-b

take away: a €{-L,....—6}

punish: b ef{-L...—6} 12+[al-3[b]|12-[al-[b]

Fig. 2: The Homo Reciprocans Game
(Moonlighting Game, Abbink et al. 2000)

“The ‘moonlighting game’ is a two-player sequential move game that con-
sists of two stages. At the beginning of the game, both players are endowed
with 12 points. At the first stage, player A chooses an action
a € {—6,-5,...,5,6} . If A chooses @ >0, he gives player B a tokens
while if he chooses a < 0, he takes away |a| tokens from B. In the case of
a > 0, the experimenter triples @ so that B receives 3a . If a < 0 A reaps
|a| and player B loses a|. After player B observes a, she can choose an
action b € {—6,-5,...,17,18} at the second stage, where b > 0 is a reward
and b < Ois a sanction. A reward transfers one point from B to A. A sanc-
tion costs B exactly |b| but reduces A’s income by 3b . After B’s decision,
final outcomes are determined. Since As can give and take while Bs can re-
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ward or sanction, this game allows for both, positively and negatively behav-
iour.”

The experiment was conducted in two treatment conditions. In the Inten-
tion-treatment (I-treatment) A himself determines &, whereas in the No-
intention treatment (NI-treatment) A’s move was determined by a random
device in which the probabilities resembled a “human choice distribution”.
To this extent, the consequences for the Bs were exactly the same as in the
Intention treatment.

If all players are rational and selfish, the Homo Oeconomicus prediction
would be as follows (Falk et al. 2000, p. 9): “In both treatments B will always
choose b =0, i.., she will neither punish nor reward, because any other
choice is costly. Therefore in the I-treatment, player A will choose
a = —6because he only loses if he chooses @ > 0 and has nothing to fear if
a < 0. In the NI-treatment, player A’s move is determined by a random de-
vice.”

However, if behaviour is motivated by people’s desire to be fair or if they
dislike unfair intentions and/or outcomes, then the prediction would be that in
the I-treatment b increases with @ . In the Nl-treatment b also increases with
a but less than in the I-treatment (Falk et al. 2000, p. 10). For the Homo Re-
ciprocans giving is a friendly and efficiency-increasing measure which in-
creases the joint payoffs, e.g. if @ = 6 then the joint payoffs are 12-6 + 12 +
(3 x 6) =36. The experimental results confirm the fairness predictions.

Falk (2003, p. 144) concludes that a majority of human beings reward fair
behaviour and punish unfair behaviour even if the latter is associated with
costs. It should be mentioned here that the literature distinguishes between
reciprocity and “strong reciprocity”. “Strong reciprocity is a combination of
altruistic rewarding, which is a predisposition to reward others for coopera-
tive, norm-abiding behaviours, and altruistic punishment which is a propen-
sity to impose sanctions on the others for norm violations. Strong reciproca-
tors bear the cost of rewarding or punishing even it they gain no individual
economic benefit whatsoever from their acts” (Fehr/Fischbacher 2003, p.
785). Strong reciprocators reward and punish even in anonymous one-shot
interactions. Therefore, strong reciprocators could play a decisive role in the
enforcement of moral norms.

What are the motives for rewarding and punishing in the above experi-
ment? Retaliation and revenge feelings, anger and resentment by B? Such
deep-rooted, perhaps innate and non-controllable feelings could explain why
B punishes A despite some costs. A norm offender will therefore be penal-
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ized. A anticipates this, especially if B has a reputation of this nature or if B
can credibly signal his/her disposition to sanction, and therefore A does not
take away from B. With respect to the non-reciprocity of awards, feelings of
shame and guilt could be risked, whereas otherwise reciprocity could posi-
tively lead to feelings of gladness and gratitude. An important function of
culture is to strengthen cooperative behaviour. The learning of moral norms
is encouraged by emotions which assist and stabilize norm-compliant behav-
iour (Fohr/Lenz 1992, pp. 153 et seq.). A person may realize that in the long-
term it pays off to impose penalties despite some costs. But even in this case,
the person may be tempted to avoid these costs. A disposition in favour of
anger and resentment may help to control this impulse (Féhr/Lenz 1992, p.
149). Frank (1988, 2004) attributes precisely this function to positive and
negative emotions. Human beings with a stable disposition to be fair can suc-
cessfully survive in the long run if they are able to identify people who are
emotionally predisposed to cooperate. Frank (2004, pp. 28-44) gives some
evidence that cooperators can find one another. In Frank (1988) it is argued
that the resulting equilibrium must entail a mixed population of cooperators
and defectors. “In any population consisting of only cooperators, no-one
would be vigilant, and opportunities would thus abound for defectors. In a
mixed population, cooperators can survive only by being sufficiently vigilant
and skilled in their efforts to avoid good mimics” (Frank 2004, p. 11). More
recently Fehr/Renninger (2004) and Fehr/Fischbacher (2003) discuss the pos-
sible mechanism of the gene-culture coevolution of human altruism and es-
pecially the interaction between selfish and strongly reciprocal individuals.
They also point out that cultural forces, e.g. learning and socialization, have a
significant influence on human altruism (Fehr/Fischbacher 2003, p. 790).

Are there additional motives or reasons for rewarding and punishing in
the above example? According to the philosopher Hoerster (2003, p. 201) a
further motive could be a conscious mental attitude of fairness, an attitude
which a person has deliberately chosen under rational conditions. If the per-
son has been educated accordingly, then he or she could later rationally ad-
here to this attitude. The mental attitude of fairness could be described as
follows, “I will not be unfair and I will not exploit the situation of a coopera-
tive undertaking to my additional personal benefit at the cost of others”. Ac-
cording to Hoerster, this ideal of a fair and righteous life could lead to the
acceptance of moral norms. “I accept moral norms because they help to real-
ize my ideal of a fair life. In this sense the moral norms are based on my in-
terests and are therefore rationally justified” (Hoerster 2003, p. 204). Indeed,
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the above discussed evidence from experimental economics shows that a re-
markable portion of individuals can be characterized exactly in this way
(Fehr/Falk 2002; Fehr/Fischbacher 2003; Fehr/Fischbacher 2004a; Falk/Ren-
ninger 2004; Giirerk et al. 2006). There are, therefore, at least some empirical
arguments in favour of the rationality of this mental attitude of fairness.

However, with respect to the justification of moral norms, the philosopher
Bayertz (2004) points out that if there are strong empirical arguments in fa-
vour of human altruism or moral feelings then moral norms as normative
statements would be redundant. We need (additional) moral norms exactly
because human beings are not moral by nature (Bayertz 2004, p. 212). The
argument from Bayertz should be formulated more precisely as follows.
Moral norms are only pointless if all humans are either perfect selfish ration-
alists (as we have seen in Section II) or perfect unselfish altruists. It is exactly
because the empirical truth lies between these extremes that moral norms can
fulfil a specified function. They remind not so perfect, sometimes short-
sighted, rationalists who are tempted to break a norm that it may be wise in
the long run to obey that norm. Also, they remind not so perfect altruists in a
situation of moral temptation which could compromise their personal integ-
rity or the fairness attitude of their (endangered) moral feelings. This could
help to trigger the “right” behaviour which is in accordance with their moral
feelings. To use a metaphor: moral norms are like road signs which give hints
for imperfect human-beings.

A severe argument is that central moral feelings such as sympathy or fair-
ness for others are maybe restricted to friends, relatives or members of the
same ethnic group. Insofar as this is the case, the resulting morality is only a
particular ethic and not a truly universal one (Bayertz 2004, pp. 212 et seq.).
Whereas some experiments (ultimatum, dictator and trust games) show that
human altruism can be found even in the absence of kin or group relations,
others support the hypothesis that in stable groups with the possibility to
sanction, the degree of cooperation is remarkably higher than in groups with
changing members from round to round without sanctions (Fehr/Fischbacher
2003; Fehr/Renninger 2004). At the moment, it must be said that based on
empirical grounds the exact scope of moral feelings is an open question and
at “the ultimate level, the evolution and role of altruistic rewarding for coop-
eration in larger groups remains in the dark” (Fehr/Fischbacher 2003, p. 790).
It follows from a philosophical viewpoint that we have to transcend the limits
of our ‘moral nature’ and must create a ‘man-made moral institution’” (Bay-
ertz 2004, p. 213; with reference to David Hume). A particular morality, i.e.
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moral norms which are valid only for members of a specific group of human
beings, leads to unacceptable results especially in conjunction with social and
political inequality between different groups (see for details Bayertz 2004,
pp- 218-220). For philosophical reasons the truly moral viewpoint is charac-
terized by its universalism.

Bayertz points out that in the end we have no stringent argument to con-
vince our Rational Sceptic or Amoralist (Bayertz 2004, p. 245), but that does
not mean that we have no convincing answers at all to our question “Why act
morally?” We have good arguments despite being unable to win with argu-
ments against an Amoralist because a precondition would be that the other
side has to accept some normative premises (Bayertz 2004, p. 249; see also
Tugendhat 1993, pp. 89, 93), for example the interests of others should be
reasons to consider in moral deliberations. If the Amoralist denies taking on
the moral point of view and if there remains a gap between morality and self-
ish-rationality, then the last argument against the Amoralist is (Bayertz 2004,
p- 259) “You should act morally because otherwise you have to put up with
sanctions”. A further argument against the Amoralist is that he or she is not
able to defend publicly his or her position which can be described as follows
“All others except me should act morally”.

To some extent empirical arguments from research on altruistic behaviour
is helpful because this research could be used to define an individual en-
dowed with, for example, fairness (or other morally relevant) preferences as a
realistic starting point. Obviously it would be easier to argue in favour of the
acceptance of moral norms with the Homo Reciprocans instead of the Homo
Oeconomicus (or Rational Sceptic). The following drafted and stylized ex-
ample tries to demonstrate this point:

Let us assume a simple situation like the wltimatum game or dictator
game where distributive justice is in question. In an ultimatum game person
A decides about the distribution of a certain amount X, say 100 €, between A
and another person B. B can accept or reject the proposed distribution. If B
accepts, then the amount X is distributed according the proposal from A; if B
rejects the proposal, then both get nothing. In a world populated with Homo
Oeconomici or Rational Scepticists, A would propose 99 € for A and 1 € for
B and B would accept this proposal because 1 € is better than nothing. How-
ever, most people call this distribution unfair anyway. In the dictator game B
has no possibility to accept or reject the proposal from A, i.e. A acts like a
dictator. That means a purely self-regarding player A takes all and B gets
nothing. I see no way to convince a Homo Oeconomicus that he/she should
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share the amount nearly equally between A and B in these games, i.e. to ac-
cept the norm DisJus “Share goods between actors according to a standard
which measures their relative merits” (a norm which can be traced back to
Platon and Aristotle, see Stemmer 2000, pp. 223-225; Tugendhat 1993, pp.
366-369; additionally, we can consider the relative wealth positions and the
relative needs of A and B). Only because the fear of a rejected proposal a
self-interested player may propose a fair distribution in the ultimatum game
but this argument does not apply in the dictator game. Because in an ultima-
tum or dictator game neither A nor B can take credit for earning the amount
X, the norm calls for an equal sharing between A and B (see for an analogue
example Tugendhat 1993, p. 373). However, if we assume an individual
which has some feelings of sympathy for the well-being of others and dislikes
unfair intentions and outcomes, the remaining task is to demonstrate that
obeying DisJus and acting accordingly is in harmony with the interest of our
reference individual. For instance, if the reference individual is in the posi-
tion of A (the proposer) in the ultimatum or dictator game, we can point out
that an unequal distribution harms the well-being of B and leads to negative
feelings by A himself. So, there may be good chance to come to the conclu-
sion that the norm DisJus is in the (rational) interest of A, i.e. that A accepts
and approves the norm DisJus. That said it should be mentioned that the justi-
fication of moral norms does not mean that moral norms can be logically
derived from premises. I refer only to a process of plausible deliberative rea-
soning which can lead to a non-coercive agreement. If the moral norm DisJus
is justified then the sanctioning of norm offenders is legitimate.

The remaining problem is “How far-ranging are the fairness preferences
with respect to the members of the relevant community?” Are they really
universal as required under the moral point of view? In my opinion this
should be a question for further empirical research in which the players in
experimental games come from different ethnic groups. Some obstacles of
this approach should also be mentioned. It may be questioned that there is
enough strong and convincing evidence to characterize precisely the nature of
human beings as conditional cooperators? Furthermore, the specific content
of moral norms has to be developed in detail under such an approach.
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V. Summary and Conclusions

Empirical reasons stemming from experimental economics should be care-
fully considered in a justification programme for moral norms because they
give us a good starting point for our argumentation. For example, we can rely
on individuals with at least a minimum sense of moral feelings like fairness
or sympathy. There is no need to convince a purely selfish Rational Sceptic.
The latter position, i.e. a moral norm is justified if and only if a Rational
Sceptic accepts the norm without coercion, leads into a conceptual contradic-
tion because for these actors moral norms — as defined in Section II — are
senseless. If obedience to a norm is in my own best rational interest and I am
a rationally enlightened person, why should I need a moral norm as a stan-
dard of behaviour? In contrast, philosophers should make use of recent em-
pirical results mainly from experimental economics and game theory because
these studies show that a combination of altruistic and selfish concerns moti-
vates human beings (Fehr/Fischbacher 2003). The reference individual who
has to be convinced by arguments that obeying moral norms is in his best
interest should be an individual characterized in line with current empirical
research. This individual has some feelings of sympathy for the well-being of
others, dislikes unfair intentions and outcomes, but reacts also to the increas-
ing costs of altruistic acts or the non-cooperative behaviour of others. It can
best be described as a conditional cooperator (Fehr/Fischbacher 2004a). In
the long run it also has to be shown that partially altruistic behaviour is an
evolutionarily viable strategy. In this sense, this behaviour is rational, per-
haps more rational than the behaviour of a Rational-Sceptic only interested in
his own (narrowly defined) well-being.

Furthermore, empirical arguments show that obeying moral norms regu-
larly may be wise, at least in smaller and stable groups characterized by re-
peated and non-anonymous interactions. In these situations, there are some
benefits for moral individuals in the shape of reputation formation and signal-
ling. There is no permanent contradiction between morality and rationality.
Even in non-stable groups with anonymous interactions cooperate behaviour
can be induced if a minority of strong reciprocators punish non-cooperative
behaviour of group members. However, up to now we have no convincing
empirical insights that a truly universal (minimum) morality for all human
beings has been established by means of gene-culture co-evolution. If this
were the case, then philosophical efforts to justify moral norms would be
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superfluous. Because the way in which altruistic cooperation has been devel-
oped and how it works in larger groups or societies remains an open question,
there also remains a need to transcend empiricism and to enter the philoso-
phical and normative sphere for justification and persuasion purposes. Such a
justification endeavour provides no definitive answers but only tentative de-
liberative reasons for universal moral norms.

Philosophers can benefit from empirical evidence about the nature of hu-
man altruism or egotism, whereas economists or psychologists stand to bene-
fit from central questions arising from the philosophical discourse. For ex-
ample, where exactly are the boundaries and limits of human norm-abiding
behaviour in interactions between different ethnic groups? What are the ob-
stacles for the evolution of a truly universal morality? What are the normative
implications of the experimental results with respect to indirect reciprocity
(Nowak/Sigmund 2005) or punishing of non-cooperative behaviour? Exactly
because human nature is neither truly altruistic nor truly egotistic there is a
need for moral norms, otherwise they would be superfluous.
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Business Ethics and the Rhetoric of Reaction
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1. Introduction

1. Strategic Aspects of Business Ethics

The past years have nurtured the hope that business ethics would become
increasingly a field of application and research for management.! This devel-
opment was certainly spurred on by several international corporate scandals

1 Numerous articles dealing with the ethical issues of management have recently
appeared, cf. BRINK/TIBERIUS (2005), CIULLA/PRICE/MURPHY (2006), GOBEL
(2006), MAAK/PLESS (2006), and KUPPER (2006).
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as well as the concern that false management theories might be held (jointly)
responsible for such bad managerial praxis (cf. Ghoshal 2005 as well as Gho-
shal/Moran 1996). In regard to the strategic aspects of business ethics, the
1980s saw the establishment of diverse fields of research in the German-
speaking world. In broad terms, one can identify two major camps. The first
practices a business ethics which, in certain circumstances, correctively in-
tervenes in corporate strategy. For this reason, some speak here of a correc-
tive business ethics (cf. e.g. Biischer 1995 and Ulrich 2004). Advocates of
such an approach argue for a type of business ethics which can be traced back
to the theories of Horst Steinmann. The second faction argues that ethics
should be integrated into the economic paradigm. Advocates of this stance
often face the critique that their approach is merely functional: that ethics is
used as the “lubricant” for economics. For this reason such an approach is
called functional business ethics (cf. e.g. Biischer 1995 and Ulrich 2004).

The theoretical basis, or the act of deciding to which group one belongs,
has had major consequences: On the corrective side, it is not uncommon for
measures such as ethics committees or codes of ethics to be suggested to
management. Here, one seeks to guarantee moral conduct in possible conflict
situations via a code of ethics, for example. In certain cases, this may then
lead to the situational limitation of the profit principle. And thus ethics be-
comes a corrective for exceptional cases. Yet in recent times, representatives
of American management science (such as R. Edward Freeman and Michael
E. Porter) have been arguing increasingly for a functionalization of ethics. In
other words, what they are seeking is the systematic integration of ethics into
the economic paradigm. In this respect, they agree with the second camp —
that of a functional business ethics.

In the following paper, I would like to show (via a long-term and, in part,
even evolutionary perspective) how both positions are in fact compatible. In
simplified terms, and based on the current situation,? one can in principle
represent this as a two-stage process: In the first stage, economics is enriched
with the functionalization of ethics. This then allows at least for an easier
(though admittedly not effortless) implementation of a corrective (and ex-
tending up to an integrative) approach. Massive resistance from economists
(as is still experienced today) should then no longer be expected. As such, we
are dealing here, on the one hand, with a systematic or analytical compatibil-

2 Cf. also note 5.
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ity; but on the other hand, we have an evolutionary as well as a historical
perspective.

2. Hirschman’s Importance for Business Ethics

If one understands morality as encompassing all of a society’s accepted be-
havioral norms (those stabilized by tradition) or as those norms which are
actually in effect and enforceable (when necessary) within a group or organi-
zation, then morality always possesses an ontological and phylogenetic line
of development, i.e. one which is closely tied to the history of being and the
history of humanity. Thus morality is to be seen as a matrix of behavioral
rules, standards and ideas of meaning which become visible in the ‘lived-out’
or articulated economic, social, political and cultural order of a particular
society or societal group. However, if moral convictions are to gain traction
in a society, they must be justified and must finally assert themselves in daily
practice. Yet any further development or change of a moral conviction is
connected with the need to overcome inertial tendencies and resistance.

It is precisely at this point that I would like to pick up the argument. Us-
ing the insights developed by A. O. Hirschman, I would like to show how
one must first expose the rhetoric of those critics of change (referred to below
as conservatives or reactionaries) in order then to implement that which is
new (representatives of this approach are referred to below as progressives).
Such an ‘unmasking” works particularly well when one can defuse the argu-
ments of the reactionaries — which is precisely what one achieves by strategi-
cally integrating ethics into economics. This is not to say that ethics should
be ‘sold off” to economics, but rather that one must first take note of the theo-
retical bases of management, accept them, and then (through the very process
of functionalization) make ethics a genuine component of economics. Then
in a further step, corrective approaches (and above all integrative approaches)
can be better implemented — which can then occur with less reactionary op-
position. In the following discussion, Hirschman’s theory and research results
should provide us with the necessary instruments for this task.

Hirschman uses ‘reaction’ in a mechanical sense. He criticizes “belief in
the forward march of history” (Hirschman 1991, p. 9) and therefore also
strives to avoid politically defaming reactionaries as people who struggle
against (positive) change. Reactionary thought has “[n]o derogatory mean-
ing” (ibid., p. 8), but can rather be used in thoroughly progressive and inno-
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vative ways. The ‘new’ is not always better than the ‘old’; that which is
proven and conservative can also be sensible. Hence the passing of time does
not automatically imply a positive effect — and therefore a ‘return’ is not nec-
essarily anti-progressive. Thus ‘reactionary’ and ‘progressive’ must first be
viewed as neutral terms. Here one must also bear in mind that such a slice in
time — even though it may have been influenced by trends or tradition — is
always already the historical result of a previous conflict between action and
reaction.3

Hirschman published The Rhetoric of Reaction in 1991. In this work he
examines three basic forms of reactionary thought: the perversity thesis, the
futility thesis and the jeopardy thesis. According to the perversity thesis, in-
tended goals are transformed into their opposites. The futility thesis argues
that the setting of goals is useless since history runs its own course independ-
ent of those goals. The jeopardy thesis claims to preserve what already exists
since change might substantially endanger that which has already been
achieved.

Hirschman explains his theses against the background of important events
in world history and exposes them as the pure rhetoric of a reaction to pro-
gressive attacks. Yet he merely seeks to engage here in a ““cool’ examination
of surface phenomena: discourse, arguments, rhetoric, historically and ana-
lytically considered” (ibid., p. x). I hope to show in this paper that Hirsch-
man’s ideas can be interpreted not only Aistorically from the perspective of
the political sciences, but that his theses also bear importance for the strategic
interplay between the academic disciplines. Thus not only do they explain
developments ex post, they are also able to produce recommendations for
future positions and conduct. Over the last few decades, numerous sciences
have diversified so far as to lead to the existence of completely new interdis-
ciplinary or transdisciplinary sciences. However, this has often not been a
consciously directed process. Hirschman himself influenced this transdisci-
plinary field, and placed the economic sciences into a larger, particularly po-
litical context.

3 One might also categorize the reaction to a reaction as a reaction, but also as a
renewed action. Even that which is supposedly conservative certainly does not
originate from some pre-existent conceptual “primeval soup”, but is rather in turn
the result of a historical conflict thus always already the result of differing
positions between conservatives and progressives. In this respect, this approach
also bears importance for evolutionary economics.
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The importance of Hirschman’s ideas for the strategic interplay between
the academic disciplines can be seen quite clearly in the example of German
business ethics which, as an interdisciplinary science, itself represents (in a
manner of speaking) on the one hand ‘the progressive’ within the conserva-
tive field of economic sciences (both economics as well as management sci-
ences), and philosophy on the other hand. While Anglo-American research
into business ethics has largely taken account of Hirschman’s work (though it
has probably done so unconsciously), German research into business ethics
has ignored Hirschman (probably also unconsciously, but with far-reaching
consequences nevertheless).

Economic history has shown that one of the founders of political econ-
omy, Adam Smith, never separated economics and ethics, even when many
would later attribute such a division to him. His work led namely to what
was, in his time, a strongly debated division with economics on the one side
and philosophy on the other (cf. Smith 1759 and 1776). Thus in this respect,
Hirschman represents an excellent starting point for the following investiga-
tion, not only on the basis of his rhetoric of reaction, but also due to his per-
sonal interest in a science which crosses boundaries.

An interpretation of these three basic forms from the perspective of busi-
ness ethics first requires that one define Hirschman’s own observational
level. In doing so, one notes that in reference to his three theses, Hirschman
describes a phenomenon at the meta-level and, in regard to historical analy-
sis, a phenomenon at the macrolevel (cf. Enderle 1991). Reactionary thought,
and its secondary analytical character, support the following statement:
Hirschman’s rather politico-scientific remarks, which are initially analyzed
meta-scientifically within the framework of the three topoi before subse-
quently being illustrated at a macrolevel, can in fact be reconstructed within
business ethics. This will be displayed below with reference to Hirschman’s
three theses (Section 3). Finally, implications will be drawn for business eth-
ics in general (Section 4.1) and for management theory in particular (Section
4.2). However, I would first like to show the ways in which business ethics,
as a progressive stream, is exposed to reactionary tendencies (Section 2).
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I1. Reactionary Tendencies in Response to the
Business Ethics Movement

1. Business Ethics as a Progressive Stream

Business ethics is an emergent and interdisciplinary science which must as-
sert and defend itself in the conservative environment of the established
sciences. For this reason its proponents find it important to recognize the rhe-
toric of their critics and prepare (when needed) a progressive strategy of de-
fense based on opposing topoi. Specifically, the development of schools of
business ethics in the 1980s and 1990s in Germany was strongly focused on
methodology and theory — in contrast to pragmatic and application-oriented
business ethics in Anglo-American countries (as mentioned above). This in-
tensively reflexive character provided the ideal target for conservative think-
ing. Business ethics was then forced to place stress on the ‘other’ or the ‘crit-
ical” and thus distance itself from pure economic sciences and philosophy (cf.
Breuer et al. 2003). From the very beginning (and in contrast to its develop-
ment in Anglo-American countries) it exposed itself to a reactionary critique
and now offered an interesting field of thematic interpretations when dealing
with the formal analysis of typical argumentative constructs in the sciences
(cf. Reese-Schiéfer 2006, p. 143), here: business ethics. Thus Hirschman’s
theses are interesting for scientists who wish to establish a structural order in
what appears at first to be a confusing field of analysis (cf. ibid., p. 143).

If one understands these topoi in an Aristotelian sense, then the goal of
the argument is already known to those arguing: hence a topos here is always
the (strategically and favorably positioned) location (cf. Primavesi 1998, p.
1264) which is valid both for dialectic and rhetorical purposes. Yet what
Hirschman now attempts is the unmasking of the art of persuasive argumen-
tation itself, thus undermining the force of its validity. This idea can be trans-
ferred to scientific argumentation and delivers interesting attempts at expla-
nation.

In his book, The Rhetoric of Reaction, Hirschman provides the soil for the
development and (above all) effective implementation of new boundary-
crossing disciplines, such as business ethics. The volume was published at a
time when business ethics in Germany found itself at a particularly decisive
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stage.* Yet it neglected the essential questions: If business ethics remains
primarily theoretical and methodological, how can it position itself between
two academic disciplines in order to be able to establish itself as that which is
‘new’ in a rather conservative environment? How can business ethics prepare
itself for possible objections on the part of individual scientific disciplines,
and how can it defend its independence?

Business ethics has been subject to numerous accusations from economic
theorists and philosophers. This also explains the difficult position of busi-
ness ethics in Germany. Here, at the very beginning, we lost ourselves in
theoretical discussions on the place of morality and the relationship between
ethics and economics instead of attempting to refute these externally im-
ported topoi. However, it is astounding that it is precisely in the market-
oriented U.S. that the business ethics movement should be so strongly repre-
sented — though this may well be grounded in their strong focus on applica-
tion.

2. Economics as Reaction

In the Aristotelian trias, politics, economics and ethics formed a single unit.
If we leave politics aside for a moment, let us assume that ethics and eco-
nomics are now separate academic fields devoted to differing theories, me-
thods, models and fields of application. Let us further assume that we can
speak of such a division since the days of Adam Smith. Pure economics, in
which the concentration on the neoclassics can be described as mainstream
economics, reinforces (in Ulrich’s words) the two world theory: i.e. of eco-
nomic and non-economic worlds.

At this point, what is important is the assumption that business ethics
should be made compatible first and foremost with economics rather than
philosophy. To this extent, in the following discussion business ethics will
also be understood as ‘new’ in relation to the economic sciences. While this
is much the same for the relation to philosophy, it is not nearly so clear since
philosophy has become more extensively differentiated than has economics.
There is no single, clear philosophical position from which one can argue

4 In the field of management science, one could think back to the so-called
“Schneider Controversy” (SCHNEIDER 1990, 1991) or perhaps to the development
of particular schools (around the approaches taken by HORST STEINMANN, KARL
HOMANN and PETER ULRICH).
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rationally, rather we have countless differing positions and well-founded
paradigms, so that an argument against business ethics from a philosophical
discipline is more diffuse than the voice of (pure) economics.® For this rea-
son, the progressive character of business ethics also becomes clearer when
contrasted against the background of economic history.

However, Hirschman simply stresses the economic dimension of politics —
which he cannot avoid due to his macropolitical method of observation. I
would like to reverse this approach by observing the mesolevel (i.e. the cor-
porate level) in order that the political dimension of economics should then
come to the fore. We are dealing here with a setting of political economy. In
this way, the object under investigation and the perspective are swapped.
Companies form the object of investigation, and the perspective from which
we observe them is a political one. Once in this context, companies then ap-
pear not only as moral actors, but also with a controlling or guiding, political
function, as Josef Wieland and others have argued in Germany (cf. Wieland
2000 and 2005 as well as Steinmann/Scherer 1997 and 1998). In the context
of such an approach, the aim is then to show that the topoi developed by
Hirschman on the basis of Marshall’s stage theory in the development of citi-
zenship also possess mesoethical relevance (cf. Marshall 1965).

Conservative mainstream economists have used reactionary arguments to
attack the attempt to reunite ethics with economics (or at least to strengthen
the voice of the progressives). This can be displayed (at least in outline) on
all three levels, in parallel to Hirschman’s work at the macrolevel.

3. Marshall’s Stage Theory

Drawing upon T. H. Marshall’s stage theory in the “development of citizen-
ship”, Hirschman points to three developmental stages: (1) civil rights (hu-
man rights such as freedom of speech, ideological and religious freedom as
well as equality before the law), (2) political rights (participation in political
power through the right to vote) and (3) social and economic rights (the es-
tablishment of a welfare state). The three corresponding political events of
progressive, political initiative — which have occurred in the “more enligh-

5 Though please note that the following analysis simply seeks to investigate that
phase since the 1980s. However, one could certainly take a larger field of view
beginning for example with Aristotle and tracing the various cycles of action and
reaction.
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tened human societies” (Hirschman 1991, p. 1), and which he uses as exam-
ples within the framework of his “three-century scheme” — are: (1) the French
Revolution in the eighteenth century, (2) the development of American polit-
ical suffrage in the nineteenth century, and (3) the development of the wel-
fare state in the twentieth century (cf. ibid., p. 2). Hirschman shows that each
of these phases were exposed to massive reactionary critique to these succes-
sive forward thrusts (cf. ibid., p. 3ff.). His topoi are therefore argumentative
models as a reaction to particular progressive claims or events.

If we extend this process beyond Hirschman, we can reconstruct the ex-
pansion and achievement of individual civil rights, political rights and social
rights at the corporate mesolevel. The history of workers’ interests and work-
ers’ rights could be interpreted as (1) the liberation of workers from paternal-
ism (= achievement of individual civil rights), (2) the democratization of
companies (= achievement of political rights), and (3) the social or economic
valuation of employees (= the achievement of social and economic rights).

The efforts at justification made by pure economics can be understood at
a meta-level as a reaction to business ethics. Seen through the eyes of ethics,
on each of Marshall’s three developmental stages one could now display their
own action and reaction mechanisms in Hirschman’s sense. In the following
sections I would like to use the example of the perversity thesis in Marshall’s
sense of stage theory and the example of the futility and jeopardy theses
bringing the three topoi into play in aggregate against business ethics.

III. Hirschman’s Theses and their Relevance for
Business Ethics

1. Perversity Thesis

The perversity thesis deals with the perverted results of action and states that
the goals of revolutionaries are, in the end, perverted into their opposite. This
normally occurs via “a chain of unintended consequences” (Hirschman 1991,
p- 11). All intentional activity which seeks to improve the political, social or
economic order only leads de facto to a deterioration of the status quo (cf.
ibid., p. 7). Accordingly, the argument against business ethics here would
read: Business ethics attempts to bring more morality into the business world,
but in effect it only serves to make it more immoral.
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Hirschman refers here to Adam Smith, who has also taken on a central
role in the German business ethics approaches through the work of Peter Ul-
rich and Karl Homann, though he is interpreted differently by these authors
(cf. e.g. Ulrich 1998, Mayer-Faje/Ulrich 1991 as well as Homann 1994). An-
glo-American literature also hosts an intensive debate on the importance of
Smith’s work for business ethics (cf. Bishop 1995, Pack 1997 and Wilson
1989). For Smith, the unintended results of the pursuit of personal interests or
self-interests — through the invisible hand — still led to a general increase in
wealth (cf. Smith 1776). Hirschman now transfers this argument to Mar-
shall’s three phases: The French Revolution led to fewer individual and
bourgeois civil rights, leading instead to terror and war; the expansion of
suffrage led to fewer political rights, leading instead to limitations; and the
welfare state led to fewer social and economic rights, leading instead to less
employment and thus to a worsening of the socioeconomic situation for the
individual.

If one were now to swap from the political level to the level of the strate-
gic interplay between the academic disciplines, then, for the discussion on
business ethics, this would mean that:

(1) Ethics does not lead to greater individual civil rights — as some pro-
gressive business ethicists argue — but rather perverts its intention
into its opposite: it limits civil rights. Economists repeatedly argue, for
example, that codes of ethics limit the available scope of possibilities
and conduct and fail to generate any new formative options. The in-
troduction of ethics ombudsmen (let alone ethics committees in line
with the Anglo-American model) or whistle-blowing mechanisms for
the prevention of corruption are felt to be patronizing (especially
among continental managers). Many economic leaders see such ethi-
cal measures as limits upon their freedom of decision.

(2) Ethics does not lead to more democracy — as some progressive busi-
ness ethicists argue — but rather perverts its intention into its oppo-
site: it robs companies of democracy. Here too, the central accusation,
leveled particularly at ethical codes with set and organized content, is
that they anticipate a result arising from discourse. Even if perfect
guidelines were to be decided upon in a stakeholder dialogue, these
would simply become a given for future generations. One could argue
that codetermination actually fails to represent any participatory co-
“determination” of these rules and guidelines in the true sense, but is
rather a corporate, political construct which only tries to pass itself off
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as a democratic process. In the end, the important decisions have al-
ready be made either in the guidelines or beforehand (e.g. in negotia-
tions between management boards and union representatives).

(3) Ethics does not lead to more social freedom in business — as some
progressive business ethicists argue — but rather perverts its intention
into its opposite: it declares that employees are incapable of manag-
ing their own affairs and robs them of the right. Employees find them-
selves in a situation of learned helplessness, since they no longer need
to think about their own values or the implications of their own behav-
ior. This leads to a moral vacuum and the deterioration of the individ-
ual’s own abilities of reflection. Citizens hardly have any possibilities
left for acting out of a sense of duty, their ability for decision and self-
determination is robbed by a set of standards and they are forced in-
stead to act dutifully.

However, qualifications are called for here and we need a differentiated view:
the perversity thesis is no “daring intellectual maneuver” (Hirschman 1991, p.
11), rather it can only really work successfully within a very narrow frame-
work of deontological approaches. It is precisely these approaches which are
concerned with the purpose of an act and thus its intention and meaning. Ac-
cording to the perversity thesis, it is this aspect which is converted into its
exact opposite. Teleological ethics — which are common in business ethics —
would have more of a chance here since they focus precisely upon the effects
and side-effects of action. This is also one of the reasons why Mandeville’s
fable of the bees and Adam Smith’s invisible hand are so often quoted in this
context (cf. Mandeville 1714 and Smith 1776): what finally counts is the re-
sult and not the intention. The perversity thesis attacks precisely those ethics
with distinct contents. For this reason, formal ethical processes are helpful
since they only set down a rough framework for life together rather than es-
tablishing content-based instructions or standards — a charm which discourse
ethics has, for example, due to its two-stage process (cf. Apel 1990 and 1997,
Habermas 1991, French/Kimmell 2000 and Harpes/Kuhlmann 1997).

In the debate with economists, teleological approaches (which are in es-
sence formally shaped) should be well-prepared for facing Hirschman’s per-
versity thesis. The critique is directed especially against deontological and
content-based ethical conceptions — this at least should be made clear in any
qualification of the issue.

163



ALEXANDER BRINK

2. Futility Thesis

The futility thesis states that, in effect, revolutionaries seek their goals in
vain. History will run its course without their initiative and will finally arrive
at the same result — guided as by an invisible hand — on its own. Nothing can
be changed in the course of history. “The futility thesis holds that attempts at
social transformation will be unavailing, that they will simply fail to ‘make a
dent’.” (Hirschman 1991, p. 7). Each attempt to affect change is “largely sur-
face, facade, cosmetic, hence illusory* (ibid., p. 42). We could sum up the
underlying motto here in the following way: Business ethics fails to have any
effect. Good and evil will appear in the course of history completely on their
own.

If necessary, the economic world will turn to ethics on its own when, for
example, it recognizes that ethical management serves its economic goals.
This can occur when critical stakeholder groups demand ethics, or abandon a
business when such ethics are missing, or when stakeholder groups cash in
their ‘reputation pledge’ and threaten to damage the reputation of a company.
Thus ultimately, business ethics is not seen as really necessary: rather when
such ethics are demanded they merely fulfill an ‘alibi function’. In the end,
this argument is not so important since it only calls on the mainstream
economists to make use of ethics in a genuine and final way out of their own
discipline.

Hirschman discusses at length that, in relation to the perversity thesis, the
futility thesis is not a weakened form of the former, where positive and nega-
tive effects and side-effects neutralize each other. With the futility thesis, the
actors’ goal is “to change the unchangeable” (ibid., p. 72). While the perver-
sity thesis sees the world as unstable and unstructured (so that every action
leads to a wealth of effects and side-effects), in the context of the futility the-
sis the world presents as stable and structured (cf. ibid., p. 72f.).

Admittedly, while the comments made above about deontological ethics
also apply to the futility thesis, teleological approaches also fail here since
(according to the definition) even an implemented consideration of conse-
quences and side-effects must fail to have any effect.

3. Jeopardy Thesis

The jeopardy thesis states that one must preserve the status quo since a change
can substantially endanger that which has already been achieved — so that we
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effectively pay too dearly for reform programs (cf. Hirschman 1991, p. 7). “The
older hard-won conquests or accomplishments cannot be taken for granted and
would be placed in jeopardy by the new program” (ibid., p. 84). This is the
standard accusation leveled against business ethics: The purposeful imple-
mentation of ethics endangers those norms and standards which have already
been achieved. It reduces economic profits or the generated shareholder val-
ue.

If one examines the usual practice underway within the framework of
‘corporate social responsibility’ activities, then this critique can hardly be
ignored. Many forms of social engagement, such as so-called ‘corporate giv-
ing’, provide a good example of instances where companies use money for
social purposes (often without any consideration for the returns) and thus put
additional strain on costs. This can jeopardize the very existence of a com-
pany. Specifically, ethics endangers individual civil rights, democratic rights
and social rights because it is purchased at too high a price. According to the
conservatives, economics should remain value-free; and this is an achieve-
ment that one should not relinquish. At the macrolevel, the central task of
economic actors is to provide customers with goods and services, and at the
mesolevel, to realize profits or value. However, as we will show, Freeman
and Porter’s management approach could weaken the arguments of the jeop-
ardy thesis, since this approach actually supports profit objectives rather than
endangering them.

IV. Consequences for the Development of Business Ethical
Schools and Management Theories

1. Implications for the Development of Ethical Schools

According to our results thus far, if we follow Hirschman then the revolution
announced by business ethics (the great revolutionary upheaval) is in reality
just empty and hollow words (cf. Reese-Schifer 2006, p. 153) and has either
perverted its meaning (perversity thesis), served an already ongoing tendency
(futility thesis) or undermines that which already exists and everything we
have already achieved (jeopardy thesis). Thus for a mainstream economist,
business ethics is at best utterly superfluous and, at worst, counter-pro-
ductive.
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However, once we have exposed these three topoi in the context of busi-
ness ethics through such an analysis, then the rhetoric of reaction loses a
good deal of its impressive power. This then weakens the argumentative
strength of the conservatives (here: mainstream economists). “[R]eactionary
rhetoric” (Hirschman 1991, p. 35) is thus exposed and can then be used
against itself.

This analysis of Hirschman’s Rhetoric of Reaction has (1) led to the iden-
tification of three topoi, (2) shown that they exist in reality at a macrolevel
(three-century scheme) and (3) made clear through their identification as rhe-
torical figures that they lose their efficacy. Now, knowing this, one could (1)
develop counter-topoi (cf. ibid., p. 166f.) or (2) further defuse the mentioned
topoi by pursuing a progressive strategy (so to speak) which further weakens
such forms of thought — now particularly well-known among progressives.
However, a further possibility would be (3) to establish one’s argument in
such a way so that one would not be open to attack from these three topoi.

In business ethics, this perspective explains why the German corrective
approach by Steinmann, for example, could not be implemented: ethics here
intervenes in the economic process in a corrective sense and thus represented
the primacy of ethics over economics (cf. esp. Steinmann/Lohr 1994a,
1994b). The perversity, futility and jeopardy theses become applicable here.
Steinmann represents a clear progressive position which, with the help of
these three topoi, is called into question. Even Ulrich’s approach — an inte-
grative economic ethics — can be viewed in the same way since he virtually
demands a paradigm change when he speaks of the transformation of eco-
nomic rationality and of integrative economic ethics (cf. esp. Ulrich 1993;
2001). In this way he attacks the very heart of economics. Here too, the per-
versity, futility and jeopardy theses would be relevant.

However, things appear differently when one considers Karl Homann’s
style of institutional ethics, which is not exposed to these three dangers pre-
cisely because of its process of functionalization (cf. esp. Homann/Blome-
Drees 1992). Homann speaks the language of economics and explains his
approach within the economic paradigm. He is in mainstream economists’
element and like a “first hit’ or ‘starter drug’, they view him with incredible
interest. This also explains the success he has achieved among economic sci-
entists. The perversity, futility and (above all) jeopardy theses hardly get a
grip.

The demands facing business ethics are clear: on the one hand, it must be
provocative in order to be noticed; on the other hand, ethical development
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should occur out of the economic paradigm — in any case at first, since only
in such a way can the perversity, futility and (above all) jeopardy theses re-
main ineffective, even though they are now weakened by Hirschman’s in-
sights. Once ethics has established itself within the economic paradigm, it
will then become a genuine part of conservative ideas and conservative ways
of thinking. Raising arguments against ethics would then hardly be possible —
that is, without becoming self-contradictory or calling into question one’s
own discipline.

2. Implications for Management Theories

Since the late 1980s the conservative and reactionary paradigm of the share-
holder value concept has dominated management theories in the U.S. and
(since the mid-1990s) also continental Europe (cf. esp. Rappaport 1981 and
1999). The goal here is seen as growing corporate value and the alignment of
management with the interests of shareholders. This concept is represented
by most mainstream economists. Critique has come from management theor-
ists such as R. Edward Freeman who, already in 1984 in his classic book
Strategic Management, appealed for a revolutionary counter-concept: one
could here in Hirschman’s sense speak of a progressive countermovement
(cf. esp. Freeman 1984).6 Put simply, stakeholder management is brought into
play as a progressive countermovement at the management level against
mainstream economics, and the focus of management is extended to all
stakeholder groups. However, it must be noted that the issue for Freeman was
primarily the establishment of strategic and economic, rather than ethical or
normative, goals. Only in his later publications (in hindsight, so to speak) did
he first sketch out the normative importance of this approach (cf. Freeman
2004).7 Stakeholder value aims at increasing value for stakeholder groups.
The future of this approach at the management level lies in the integration of
a stakeholder orientation into the concept of shareholder value, that is, in the
value-oriented expansion of the importance of legitimate stakeholder inter-
ests. This example displays how well American management theorists have
understood that one must first take up the economic standpoint in order for

6  There is a wealth of literature dealing with stakeholder theory. A good and cur-
rent overview is provided by FREEMAN/VELAMURI (2006), FREEMAN/WICKS/
PARMAR (2004) as well as CARROLL/BUCHHOLTZ (2003), pp. 67-92.

7  As have others such as DONALDSON/PRESTON (1995) or BRINK/EURICH (2006).

167



ALEXANDER BRINK

the concept to be compatible with economics. This then immunizes one
against strong objections from the reactionary camp and is why Freeman has
been so successful, over the last twenty years, in implementing his concept,
precisely among economists. In this way Freeman has been able to immunize
himself primarily against the jeopardy thesis, though also in part against the
futility thesis.

A second example deals with the efficient and effective implementation of
ethics within the context of corporate social responsibility.3 As with a portfo-
lio strategy, companies attempt to orient their corporate social responsibility
activities with their core competencies in order to use them as value genera-
tors. The strongest representative here in the Anglo-American world is the
management theorist M. E. Porter (cf. Porter 1987 and 1990 as well as Porter/
Kramer 2003, but also e.g. Smith 1994). Within the context of his so-called
Corporate Philanthropy he states that “there is a more truly strategic way to
think about philanthropy” (Porter/Kramer 2003, p. 27). Strategic philan-
thropy assumes that a company can improve its competitive context through
its social commitments. The competitive context is influenced by four ele-
ments: (1) context for strategy and rivalry, (2) demand conditions, (3) related
and supporting industries and (4) factor conditions. These four elements are
all compatible with economic theory. Corporate philanthropy gathers at pre-
cisely that point to improve these four influencing factors. Hence, in contrast
to other philanthropic measures, the social benefit here is significantly in-
creased. In this way, social achievements — which could neither be generated
at the individual level through individual action nor at a governmental level
with such efficiency and effectiveness — are now made possible. Management
praxis provides countless best-in-class examples: DaimlerChrysler provides
vehicles to those feeding the homeless in the U.S., banks could help finance
Third World projects, pharmaceutical companies (such as Betapharm) pro-
vide healthcare counseling, and network companies like Cisco Systems main-
tain entire educational institutions (Cisco Networking Academy). In this way,
the economic success of a company is secured and business ethics immunizes
itself against a reactionary rhetoric in the form of the futility and jeopardy
theses. This example also shows how strategically sensible it is in the devel-
opment of theory to ensure compatibility with a discipline (here: economics).
This also serves to reduce the prejudices and concerns raised by the conserva-

8  On corporate social responsibility see esp. CARROLL (1991 and 1999), CRANE/
MATTEN (2004) as well as CARROLL/BUCHHOLTZ (2003), p. 29-65.
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tive camp. Porter/Kramer (2003) consciously speak of a “false dichotomy”
(ibid., p. 32), that “social and economic goals are not inherently conflicting
but integrally connected” (ibid., p. 32). While Porter/Kramer focus upon one
particular part of corporate social responsibility, namely philanthropy, one
could consider extending the concept to all activities in the field of corporate
social responsibility.

In Germany, the American concept (based on managerial science) has
long been neglected. From a theoretically-supported German perspective,
Homann’s approach would be the most appropriate since he has shown that
his topoi are stable and that he has taken Hirschman’s insights into account.
Andreas Suchanek further extends Homann’s approach by leaving room for
individual ethics (cf. Suchanek 2001 and 2005). Yet it needs to be investi-
gated whether such an approach does not actually revive reactionary poten-
tial, since the integration of individual ethical aspects strengthens the perver-
sity thesis. However, American managerial concepts, based on the insights of
Freeman and Porter, appear very well-suited for carrying the contents of
business ethics into the field of economics.

V. Concluding Remarks

As we saw 1n the last section, Hirschman failed to consider the mesolevel in
his theories. Nor did he seek to gain any insights for business ethics. His view
was primarily a political-economic one. Freeman and Porter’s approaches
(though only roughly sketched out here) have shown that companies as moral
actors are compatible with economics in a business ethics way. Thus Hir-
schman’s theses provide interesting perspectives for the future development
and strategic orientation of business ethics. It has been noted that mainstream
economists, as “‘(r)eactionaries’ have no monopoly on simplistic, perempto-
ry, and intransigent rhetoric” (Hirschman 1991, p. 149). Similar models and
theses could also be brought into play by business ethicists. In this way, one
could in fact use the futility thesis to argue against economics: to argue that
the primary goal of profit realization is actually in vain over the long term; or
that (from the perspective of the perversity thesis) economic measures could
even lead to a reduction in profits. As a result, in the end “they, along with
their progressive counterparts, become simply extreme statements in a series
of imaginary, highly polarized debates” (ibid., p. 167). However, the situation
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for reformers and progressives is becoming increasingly difficult since they
must first deliver the arguments for change.

To date, Hirschman’s models have not been considered seriously either in
the Anglo-American or German-speaking fields of business ethics. If busi-
ness ethics had attacked the conservative topoi from the very beginning, then
it would have found itself in a much better position today, especially in Ger-
many. However, the hope remains that business ethics will still have a future.
Though if it wishes to do justice to these claims, then it must position itself
sensibly, not just in regard to its content but also with a mind for the strategic
interplay between the academic disciplines — and that means critically exam-
ining conservative objections. Economists such as Freeman and Porter have
pointed us in new directions.
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I. Context and Motivation

Since the turn of the century, social accounting has become one growth area
in the field of business ethics (Gray 2002, 2001; O’Dwyer 2001; Rasche/Es-
ser 2006; Unerman/Bennett 2004). Particularly in the international context
there has been a proliferation of different concepts providing multinational
corporations (MNCs) with ways to systematically assess and communicate
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their social and ethical performance (Donaldson 2003; Gobbels/Jonker 2003;
Mathews 1997; Mclntosh et al. 2003; Rasche/Esser 2007; Tulder/Kolk 2001).
Especially so-called social accountability standards have gained momentum
over the last couple of years. In her latest review, Leipziger (2003) identifies
32 tools that help firms to cope with the increasing demand for transparency
and ethical performance measurement. Well-known examples of such stan-
dards are the Global Reporting Initiative (GRI), the Fair Labor Association
(FLA), AccountAbility 1000 (AA 1000), and Social Accountability 8000 (SA
8000).

A closer look at the literature reveals that only limited attention has been
given to the ethical qualities and basic normative assumptions of standards
(Gilbert/Rasche 2007; Gobbels/Jonker 2003; Leipziger 2001). Gray (2002,
2001) even argues that the field of social accounting has yet to gain maturity
and is still under-theorized. This criticism particularly applies to international
social accountability standards because these tools need to theoretically jus-
tify a common moral basis to gain cross-cultural acceptance. Initiatives like
SA 8000 or the GRI need to be based upon validity claims that provide a
“moral point of view” stakeholder in different countries, with diverse norms
and values, can agree to. For this reason, the universal applicability of these
standards is often questioned and their guidelines regarded as means to im-
pose Western norms on developing countries (Gilbert/Behnam/Rasche 2003).
Notwithstanding these claims, a critical discussion of justification problems
of accountability standards has not been part of the literature yet.

To overcome this drawback, we suggest to link critical theory (Hoy/Mc-
Carthy 1994; McCarthy 1991; Parker 2003; White 1980) and in particular dis-
course ethics, as developed by Jiirgen Habermas (1990, 1996, 1999, 2004),
with the literature on social accounting. We deem discourse cthics and its
adaptation to economic theory (Schnebel 2000; Ulrich 1998) to be an appro-
priate framework to assess accountability standards for three reasons: First,
Habermas’s concept is a formal ethical approach developed for pluralistic
societies that can no longer draw on a single moral authority and that differ
on questions of value and the good life. Habermas has sought to redeem the
notion of universally valid norms on the basis of a theory of discourse and
language (Habermas 1996, 1999). Second, Habermas brings moral philoso-
phy into the realm of political and social science. His approach develops a
system of different forms of practical reason to validate moral and ethical
choices, particularly those of how society and its institutions should be de-
signed. He thus presents a framework of how to critically examine account-
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ability standards and their underlying ethical presuppositions. Third, dis-
course ethics has received only limited attention in the English-speaking busi-
ness ethics literature thus far. While a number of publications related to dif-
ferent fields of business like accounting (Chua/Degeling 1993; Laughlin
1987; Power/Laughlin 1996; Unerman/Bennett 2004), organization theory (Al-
vesson 1991; Burrell 1994; Froomkin 2003) or strategic management (Levy
et al. 2003) are dealing with Habermasian ideas, the business ethics literature
seems to be more or less unaffected (Hendry 1999; Lozano 2001; Reed 1999).

The objectives of this paper are twofold. First, we like to contribute to the
discussion of SA 8000 in particular and social accountability standards in
general, which, from our perspective, are still not adequately represented in
the business ethics literature. We primarily focus on a critical evaluation of
SA 8000 because this standard seems to be one of the most important initia-
tives when it comes to the institutionalization of business ethics. The standard
is currently used by over 1.300 production facilities in 51 countries, whereas
only 200 MNCs report in accordance with the GRI and 20 leading companies
are participating in the FLA (all data as of October 2007). Besides, SA 8000
seems to be representative for other accountability standards as it provides a
verification system for ethical performance and understandable guidelines to
comply with (McIntosh et al. 2003; SAI 2005). Insights gained from a critical
examination of SA 8000 can thus be applied to other initiatives. Second, we
wish to highlight meaningful linkages between the current literature on social
accounting practices (i.e. accountability standards) and discourse ethics.
Based on the main lines of discourse ethics, we illustrate theoretical deficits
and resulting practical problems of SA 8000 to be able to make suggestions
to advance the standard and to learn more about how to further develop other
internationally valid social accountability standards.

To address the mentioned research objectives the structure of this chapter
is as follows. In the second section, we briefly discuss discourse theory and
specify the route by which discursive agreements on different validity claims
can be reached. The basic conception and main purpose of SA 8000 is pre-
sented in the third section. We then critically examine SA 8000 from a
Habermasian perspective and discuss advantages and drawbacks of the initia-
tive. In the last section, we introduce a discursively informed version of SA
8000 and argue that this framework represents an appropriate tool to institu-
tionalize social accounting in MNCs. We close by outlining implications of
our findings for other ethics initiatives and provide some clues for further
conceptual and empirical research.
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II. A Brief Introduction to Discourse Ethics

Habermas has developed discourse ethics trying to advance the goals of hu-
man emancipation, while maintaining an inclusive universalist moral frame-
work. Discourse ethics proposes a morality of equal respect and solidaristic
responsibility by outlining how to arrive at a universally accepted and ac-
ceptable moral and ethical consensus through discourse (Habermas 1990,
1996, 2004). The basic idea is that the universal validity of a moral norm
cannot be justified in the mind of an isolated individual but only in a process
of argumentation between individuals. Discourse ethics states that the sources
of every moral consensus are contained in the formal pragmatic preconditions
of speech and language, the communicative action, and are not drawn from
particular religious convictions (Finlayson 2000; Habermas 1996).

1. Communicative Action — An Intersubjective Perspective
on Rationality

By communicative action Habermas explains human rationality as a neces-
sary outcome of the successful use of language. According to this, the poten-
tial for rationality and mutual understanding is inherent in communication
itself because communicative rationality is “inscribed in the linguistic telos of
mutual understanding and forms an ensemble of conditions that both enable
and limit. Whoever makes use of a natural language in order to come to an
understanding with an addressee about something in the world is required to
take a performative attitude and commit herself to certain presuppositions”
(Habermas 1996, p. 4).

Interpersonal communication and mutual understanding is at the heart of
discourse ethics, and other participants are treated as genuine persons, not
only as objects of manipulation. Often, however, individuals do not refer to
communicative action as a means of coordinating their actions but to what
Habermas (1990, p. 58) calls strategic action. According to this, an actor who
acts strategically primarily seeks to manipulate and influence the behavior of
another by means of threat of sanctions or the prospect of gratification and
does not rely on the power of communicative understanding.

Although Habermas (1996, 1999) admits that most of corporations’ ac-
tions are strategic in nature and firms in general simply follow price signals
(and not mutual communication) to coordinate their activities, his concept
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can make a significant contribution to the field of business ethics. In line with
Sen (1993) and Ulrich (1998), we believe that the normative preconditions
for legitimate business activities should be considered as predominant and
not subordinate to economic interests. Likewise, modern business ethics con-
cepts are concerned with a critical reflection of the institutional framework of
the economy which are expected to generate acceptable results from an eco-
logical and human perspective (Crane/Matten 2004; Ulrich 1998; Unerman/
Benett 2004). Habermas himself, in his recent Studies in Political Theory
(Habermas 1999), points out that we need a critical evaluation of general
rules in existing market frameworks. By proposing communicative action, he
provides the appropriate means to analyse the normative logic of market
economies. That is why communicative action should not be considered as an
endeavour to limit (strategic) business activities from an outside perspective
but as a possibility to critically reflect the normative preconditions of value-
creation from within the economic system.

To understand how communicative action is possible, Habermas performs
a pragmatic analysis of language and develops a theory of speech acts
(Habermas 1990). Speech acts constitute the basic unit of analysis and are of
different types (e.g. constative, regulative, expressive, etc.) to make different
validity claims (e.g. claims to effectiveness, goodness, rightness, etc.). Ac-
cording to Habermas (1999, p. 40), all individuals taking part in a conversa-
tion share certain inescapable presuppositions of communication in order for
argumentation to even begin. These rules ensure the equality of opportunity
to offer speech acts and are collectively termed as the discourse rules of the
ideal speech situation (Habermas 1996, p. 322).
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Figure 1

Habermas’s Rules for an Ideal Speech Situation

1. Logical Level
1.1 No speaker may contradict himself/herself
1.2 Every speaker who applies predicate F to object A must be prepared to apply F
to all other objects resembling A in all relevant respects.
1.3 Different speakers may not use the same expression with different meanings

2. Dialectical Level of Procedures
2.1 Every speaker may assert only what she/he really believes.
2.2 A person who disputes a proposition or norm not under discussion must provide a
reason for wanting to do so

3. Rhetorical Level of Processes
3.1 Every subject with the competence to speak and act is allowed to take part in the
discourse
3.2 a) Everyone is allowed to question any assertion whatever
b) Everyone is allowed to introduce any assertion whatever into the discourse
¢) Everyone is allowed to express his/her attitudes, desires, and needs

3.3 No speaker may be prevented, by internal or external coercion, from exercising
his rights as laid down in (3.1) and (3.2)

These presuppositions are at the center of Habermas’s concept of communi-
cative action and set down the conditions of how individuals can try to reach
mutual understanding. To show that these rules of argumentation are not
mere conventions but rather inescapable presuppositions, Habermas refers to
the notion of performative contradiction, in which every speaker is caught up
when contesting the above mentioned rules of argumentation. The point is,
that, in taking part in a process of argumentation, even the consistent oppo-
nent, has already accepted as valid the above mentioned rules of criticism, the
rules of argumentation. Any subject capable of speech and action necessarily
makes substantive normative presuppositions as soon as the subject engages
in any form of argument with the intention of critically investigating certain
hypothetical claims to validity (Habermas 1996, p. 322). By demonstrating
the existence of performative contradictions, Habermas (1990, p. 95) demon-
strates “[...] that if one is to argue at all, there are no substitutes. The fact that
there are no alternatives to these rules of argumentation is what is being
proved; the rules themselves are not being justified.”
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At this point, a particular advantage of Habermas’s concept becomes
clear: By strictly refering to the presuppositions of argumentation to justify
his theory, he circumvents a formal deduction of norms and finally gives up
an “ultimate justification” without damage to his theory. He rather describes
practically existing possibilities and prerequisites to achieve argumentative
understanding among human beings (Habermas 2001, p. 47). Discourse eth-
ics does not attempt to generate and justify moral principles with universal
validity but only provides a process of argumentation to test them (Phillips
2003, p. 110).

2. Fundamental Principles of Discourse Ethics

Because of the concept of communicative action, a general acceptance of any
norm can only be obtained through a process of dialogical argumentation.
Based on this assumption, discourse ethics provides a “principle of universal-
ization” (U), which has to be considered as the fundamental guideline of
moral reasoning.

= (U) “A norm is valid when the foreseeable consequences and side-ef-
fects of its general observance for the interests and value-orientations
of each individual could be jointly accepted by all concerned without
coercion” (Habermas 1999, p. 42).

The principle of universalization forms the cornerstone of Habermas’s theory
of moral validity and by introducing it he describes fow normative claims
can be justified in dialogues. As a rule of reasoning the principle of universal-
ization is implied by the presuppositions of argumentation because, for
Habermas, a prerequisite for reaching a consensus on generalizable maxims
is that all participants in the discourse must speak honestly and comprehensi-
bly and refer to the rules of the ideal speech situation (Habermas 1990, p.
120-121). As a moral principle (U) states that the amenability to consensus is
a necessary and sufficient condition for the validity of a moral norm.

The principle of universalization specifies the type of argumentation and
the route by which an agreement on conflicting normative claims can be
reached and should not be confused with the “principle of discourse ethics”
(D), which presupposes that norms exist that satisfy the conditions specified
by (U). This principle of discourse ethics states:
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= (D) “Only those norms can claim validity that could meet with the ac-
ceptance of all concerned in practical discourse” (Habermas 1999, p.
41).

A closer look at the principle of discourse ethics reveals that (D) makes ref-
erence to a procedure of argumentation, namely the practical discourse and
the discursive redemption of normative validity claims. A discourse has to be
understood as a process that follows the guidelines of the “ideal speech situa-
tion” to guarantee an open, unbiased, and truthful argumentation to ensure
that all participants accept the force of the best argument (Habermas 1996;
Unerman/Bennett 2004). Assuming that a practical discourse has been suffi-
ciently well prosecuted, failure to reach a consensus on a conflicting norm
indicates that this norm is not valid (Finlayson 2005). In other words, norms
are not deduced from existing guidelines, but brought into being by consen-
sus in a practical discourse.

Habermas recognises that the consequences of (U) and (D) and the theo-
retical archetype of the ideal speech situation are difficult to realise in practi-
cal discourses. However, for him this does not in principle preclude the pos-
sibility of these assumptions to usefully inform the conduct of dialogues
(Unerman/Bennett 2004). Drawing upon discourse ethics, both principles (U)
and (D) can be regarded as catalysts for a moral learning process in organiza-
tions which is guided by universal guidelines of communication extracted
from the deep structures of argumentation.

3. Forms of Practical Reason — Differences in Validity Claims

Based on his understanding of communicative action and the principles of
discourse ethics, Habermas (1996, p. 109) distinguishes various forms of
practical reason and their corresponding types of discourse. This is because
not every question at issue asks for a discussion of universal moral principles
that need to be resolved in a discourse following the rules of the ideal speech
situation. Habermas (1990, 1992, 1996, 1999) distinguishes between three
forms of practical reason, viz. pragmatic, ethical, and moral, according to the
validity claim to be redeemed.

Pragmatic reasoning occurs in situations where an actor is seeking advice
to choose the means to a given end but does not critically evaluate the choice
of these ends (Habermas 1996, p. 159). In the case of an argument about the
right or wrong of such a decision we engage in pragmatic discourses in
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which the goal is to rationally justify the choice of technique or strategy (Ha-
bermas 1996, p. 159). Under such circumstances, the ought of the imperative
derived is directly linked to an individual’s own interest and an application of
decision rules familiar to him or her (Reed 1999, p. 459), therefore the scope
of the validity claim is non-universal. The goal of an ethical discourse is to
critically evaluate the ends discussed in a pragmatic discourse. This form of
practical reasoning involves value decisions by assessing what is “good for
me” or “good for us” (Habermas 1996, p. 161). For Habermas the answer to
the question of what is “good” or “bad” is always defined in terms of the spe-
cific identity and particular life history of the person or the group and hence
cannot claim to be universal (Habermas 1999). Accordingly, an advice issued
by an ethical discourse has only relative validity and is only binding upon an
individual or the members of the relevant group (Finlayson 2005, p. 95).

Although the notion of ethical discourse plays an important role in
Habermas’s thought, discourse ethics primarily aims at explaining which role
morality plays and how moral reasoning sets limits to ethics (Habermas 1996,
2001, 2004). It is a defining characteristic and a particular strength of dis-
course ethics to draw a clear distinction between ethical and moral reasoning
(Habermas 1996). While the former investigates questions of the good life,
the latter looks at generalizable norms and the procedures necessary for regu-
lating conflicts between members from competing cultural traditions. Ac-
cording to this, ethical reasoning is a source of justification that always has to
operate within the boundaries of moral justification (Habermas 2004). The
default concept for the resolution of conflict is the moral discourse which
refers to (U) as the principle of morality to find an agreement concerning the
just resolution of an issue in the realm of norm-regulated action (Habermas
1999, p. 42; Reed 1999, pp. 461-462). A moral discourse leads to norms for a
specific situation which are an expression of a rational consensus of all con-
cerned parties that had to comply with the criteria of the ideal speech situa-
tion (Habermas 1993, pp. 54-60).

All three forms of practical reason represent complementary components
of Habermas’s theory and, of course, can overlap. As Reed (1999, p. 463)
argues, the same issue may be treated either as a pragmatic, ethical or a moral
question. Most scholars interested in discourse ethics, see the concept of
three interrelated realms of reason as a major strength of the theory (Finlay-
son 2005; Reed 1999). As we shall see in the course of analysis, this distinc-
tion also provides some clues to critically evaluate the normative assumptions
of SA 8000.
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III. Certifying Workplace Conditions Through SA 8000

The New York-based NGO “Social Accountability International” (SAI) is the
responsible institution for SA 8000. In 1996, SAI convened an international
multi-stakeholder Advisory Board to develop and introduce SA 8000 as the
first global certification standard obligating companies to accept social re-
sponsibility in certain areas and to prove compliance by allowing for inde-
pendent audits.

1. Key Elements of SA 8000

Based on SAI’s conviction that supranational standards can provide a basis
for socially responsible actions of corporations, SA 8000 defines minimum
requirements for workplace conditions that need to be met by corporations
and their suppliers. SA 8000 is the first social accountability standard for
retailers, brand companies, suppliers, and other organizations to maintain
decent working conditions throughout the supply chain. The standard is ap-
plicable to a wide range of industry sectors and to any size of organization
(Gobbels/Jonker 2003, p. 56; Jiang/Bansal 2003). There are two options how
corporations can implement SA 8000 (SAI 2005): certification in compliance
with SA 8000 and participation in the Corporate Involvement Program:

1. Certification in compliance with SA 8000: corporations operating own
production facilities can aim to have individual facilities certified in
compliance with SA 8000 through audits conducted by SAI accredited
certification bodies.

2. Corporate Involvement Program (CIP): The CIP helps companies,
particularly retailers, brand companies, wholesalers, and sourcing
agents to assure that goods are made under decent working conditions
by seeking SA 8000 certification of their suppliers.

The decisive difference with regard to common ethics programs (like codes
of conduct) is that successful implementation of SA 8000 is monitored by
external auditors (certification bodies). Audits are supervised and certified in
compliance with accepted, well-known, and understandable rules. Third party
monitoring of standards is still very rare, although the last decade has wit-
nessed an increased number of auditing bodies available to undertake these

184



THE CONTRIBUTION OF DISCOURSE PHILOSOPHY

types of audits (Mamic 2005, p. 95). In an empirical study, Tulder/Kolk
(2001) discover that it is included in only three of 138 companies.

Figure 1 depicts the overall framework of SA 8000 and reflects the two-
tiered character of the initiative by distinguishing between a macro and a mi-
cro-level. On the macro-level one can find the catalogue of consensus-based
standards comprising three elements that shall be specified below. The
macro-level restricts actions on the micro-level where the certification proc-
ess and audit is carried out in cooperation with affected stakeholders. A mu-
tual consideration of both levels establishes an open dialogue around the ini-
tiative and thus drives the continuous improvement process.

Figure 2
Basic Conception of SA 8000 (Gilbert/Rasche 2007)

Macro-Level

Catalogue of Consensus-Based Standards

Purpose and Scope of
the Standard

Normative Basis of the
Standard and Definitions

Specific Guidelines
for Corporate Action

Information
(e.g., alteration of the
normative basis)

Limitation
of the
Micro-Level

Open Dialogue to
Develop
the Standard

Cooperation with
Affected Stakeholders

Certification Process
and Audit

Continuous Monitoring
of Production Processes

Implementation of the Standard

Micro-Level

2. Macro-Level of SA 8000

On the macro-level one can find the specific contents of the standard consist-
ing of (1) purpose and scope of the standard, (2) normative basis of the stan-
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dard and definitions, and (3) specific guidelines for corporate action (SAI

2005):
1.

2.

Purpose and scope of the standard: Following SA 8000, corporations
are under obligation to actively handle all areas of social accountabil-
ity that can be controlled and influenced. The “controllable” area also
includes suppliers. Certification is awarded only for a local production
facility but not for the entire value chain of a company at a time. The
guidelines have to be applied considering the respective geographical,
societal, political, and economic situation of the corporation.
Normative basis of the standard and definitions: The normative basis
emerges out of the claim that corporations have to meet all nationally
and internationally valid laws. In addition, companies need to act in
accordance to the United Nations Universal Declaration of Human
Rights, the United Nations Convention on the Right of the Child, and
a number of ILO-conventions (SAI 2005). In addition, SA 8000 pro-
vides a definition of certain terms (e.g. supplier, stakeholder, children,
and child labor) that play a significant role in the scope of certifica-
tion.

Specific guidelines for corporate action: These guidelines are derived
from the normative basis of the standard and include precise regula-
tions on a range of issues including child labour, forced labour, wages
and benefits, health and safety, and the right to collective bargaining.

3. Micro-Level of SA 8000

Operative implementation on the micro-level takes place at the local produc-
tion facilities. To foster implementation, SAI suggests dividing the process
into four phases, following Deming’s (2000) Plan-Do-Check-Act model
(Leipziger 2001, pp. 60-63):

1.

2.

Phase 1 — Plan: The corporation starts to become familiar with the
standard and chooses an auditor that is accredited by SAI. To uncover
deviations from SA 8000, the production facility is asked to conduct a
first self-assessment.

Phase 2 — Do: Necessary modifications of production processes and
management systems are accomplished during this phase. The auditor
analyzes the production processes and informs the company about
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deviations from SA 8000. Pre-audits are conducted to document first
improvements and interviews with affected employees are carried out
by the auditor to evaluate working conditions.

3. Phase 3 — Check: The actual audit takes place once a production fa-
cility meets all demanded requirements. Auditor, production facility,
and affected stakeholders (e.g. unions and employees) work together
while the audit is conducted. In case of a successful certification, the
production facility is awarded the SA 8000 seal for three years.

4. Phase 4 — Act: To guarantee compliance with the standard, auditors
are allowed to make follow-up visits and are permitted to withdraw
certification if the production process does not meet the requirements
anymore. To increase the sustainability of the audit, top management
and employees are responsible to periodically reassess the effective-
ness of the auditing procedures. Independent stakeholders (e.g. unions
or NGOs) act as monitoring institutions by reporting violations to the
auditor or directly to SAIL

The description of the different phases demonstrates that corporations need to
understand the reorganization of their production processes as an ongoing
task and challenge: a challenge that is not completed once the certificate is
awarded. SA 8000 tries to guarantee that standards are still met after the ex-
ternal auditor has left to ensure a continuous improvement of workplace con-
ditions (Leipziger 2001, p. 59).

IV. Critical Analysis of SA 8000
1. Strengths of SA 8000

SA 8000 is currently one of the most developed and widely used social ac-
counting standards for MNCs because it not only provides proper guidelines
to improve working conditions but also is auditable. Mclntosh et al. (2003,
pp. 117-120) consider auditability as the major advantage and most important
distinguishing feature of the standard. Regular audits help companies to en-
sure that they are respecting worker’s rights and enable them to take respon-
sibility for the consequences of their economic activities. In accordance with
(U), the “foreseeable consequences and side-effects” of business operations
come to the fore and due to independent auditing processes, working condi-
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tions become highly transparent. SA 8000 does not only ask for pragmatic
discourses to enhance the effectiveness of production by improving work-
place conditions, lowering the risk of liabilities, and increasing product qual-
ity (Gilbert 2003; MclIntosh et al. 2003) but also fosters authentic ethical re-
flection on the ends of business practices. From a Habermasian perspective,
the auditing process can be considered as an ethical discourse where the
question of the goodness of production is critically discussed in collaboration
with affected stakeholders. As stated by the principle of discourse ethics (D),
in such a process of ethical reasoning a// stakeholder feeling affected by SA
8000 are basically entitled to express their opinion to foster a reformulation
of the proposed guidelines. SA 8000 should not be considered as just another
fashion or trend in management (Abrahamson 1996), implemented solely to
protect or even “polish” a firm’s reputation but as an effort to advance stake-
holder dialogues and to draw MNCs attention to the consequences of their
cross-border operations.

2. Weaknesses of SA 8000

Despite the advantages of SA 8000, a closer assessment of the initiative, from
a Habermasian perspective, reveals three problems: First, the norms con-
tained in SA 8000 are based on an insufficient justification. Macro-level
norms, contained in the “catalogue of consensus-based standards”, claim to
be moral and thus universal maxims for corporate behavior. Following the
principle of universalization (U), norms can only be sufficiently justified to
claim universal validity when all affected stakeholders jointly and freely ac-
cept the consequences and side effects of its general observance (Habermas
1999, p. 42). Taking a closer look at how these norms were developed, one
needs to doubt that all affected stakeholders, not even all key stakeholders,
were involved in the process of justifying the proposed principles. SAI
(2005) states that the standard was developed by an international multi-
stakeholder “Advisory Board” (Leipziger 2001; Mclntosh et al. 2003). A
closer look at the composition of the Advisory Board shows that the devel-
opment process was dominated by experts from trade unions, businesses, and
NGOs (Leipziger 2001; SAI 2005). Other key stakeholder groups, particu-
larly suppliers, employees of production facilities, and consumers were not
invited, although they are heavily affected by SA 8000.
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In addition, the Advisory Board seems to be dominated by representatives
from a small number of developed countries resulting in an imbalance be-
tween stakeholders from industrialized and less-developed nations. That is
why, the standard is often considered to be just another initiative trying to
impose Western standards on people from other cultural backgrounds (Gil-
bert 2003). The maxims included in the current version of SA 8000, which
claim to be moral norms with universal validity, can only be considered as
ethical norms with relative validity, reflecting the intentions and cultural
backgrounds of the members of the Advisory Board. Against this back-
ground, a more profound justification of SA 8000 and a consensus on a cata-
logue of moral maxims on the macro-level would not only be an interesting
academic endeavor but also a starting point to distinguish this initiative from
other social accounting standards. It would boost the acceptance of SA 8000
mainly by reducing the likelihood of conflicts among stakeholders on the
micro-level. Under conditions of scarce resources, firms must choose which
initiatives they want to adopt and a solid normative-grounding provides a
central criterion to make such a decision in favor of SA 8000.

Second, the standard does not provide any idea of how to design dia-
logues with affected stakeholders so far. In discourse ethics, normative valid-
ity cannot be understood as separate from the argumentative procedures used
to resolve issues concerning the legitimacy of ethical and moral norms
(Habermas 1996). Every validity claim to normative rightness depends upon
a mutual understanding achieved by individuals in discourse. Although the
current version of SA 8000 asks for stakeholder discourses to advance
macro-level norms and to adapt the guidelines to the micro-level context, no
clues are given how these dialogical processes are supposed to be organized.
The only advice provided is that “[...] the company shall establish and main-
tain procedures to communicate regularly to all interested parties” (Leipziger
2001, p. 121). We argue that the absence of a structured idea about how to
organize stakeholder dialogues presents a fundamental shortcoming of the
current version of SA 8000. Many companies lack experience in designing
stakeholder engagement processes (Belal 2002). Others have such processes
in place but put an exclusive focus on key stakeholders like employees, cus-
tomers, and shareholders while neglecting the legitimate interests of other
parties (KPMG 2002, pp. 24-25). To be able to arrive at universally accepted
maxims (macro-level) and to locally adapt these maxims (micro-level), a
more developed concept of communication is needed.
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Third, commitment to the standard often seems to be a result of coercion
(and thus of strategic action) and does not reflect the idea of a voluntary par-
ticipation. Indeed, (U) states that consensus on conflicting norms should be a
result of an agreement reached without coercion (Habermas 1996, p. 42).
When looking at the practice of MNCs, firms often place an obligation on
their suppliers to comply with SA 8000. Then, the acceptance of the standard
is not based on the integrity of the supplier but represents a response to exter-
nal pressure and fear of sanctions in case of non-compliance. All of this re-
sults in an odd situation: suppliers try to formally comply with the standard,
but do not alter their internal decision making procedures and production
processes (Trevifio et al. 1999, p. 135). From a discourse ethics perspective
such an enforced certification can be termed as strategic action and therefore
barely ensures legitimate actions. The application of the whole initiative
should not be /imited to such an understanding, at least from the viewpoint of
discourse ethics, because MNCs simply “pass” the responsibility on to their
suppliers by demanding certification. As a result of an empirical investigation
of the development of codes of conduct, Mamic (2005, p. 86) reports that the
influence from MNCs acts as the main determinant of the adoption of social
accountability measures.

V. Introducing an Advanced Version of SA 8000

1. Macro-Level: Moral Discourses and a Catalogue of Discursively
Legitimized Standards

As a response to the insufficient justification of norms and due to the fact that
SA 8000 does not address the question of how to set up stakeholder dia-
logues, we propose to integrate the basic principles of discourse ethics (U)
and (D) as well as the discourse rules (ideal speech situation) into the macro-
level. SAI would have to supplement the current version of the standard by a
preamble comprising (U) and (D) and the discourse rules of the ideal speech
situation. This has particularly three advantages: First, the principle of uni-
versalization (U) provides an impartial moral point of view for SA 8000 to
capture the practice of moral argument, particularly the process of universali-
zation which is of utmost importance for a social accounting standard trying
to assure humane workplaces across cultures. Second, the principle of dis-
course ethics (D) provides SA 8000 with a stronger stakeholder focus be-
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cause it expresses the strict obligation that norms can and must be impartially
justified in practical discourses where affected members of society have the
opportunity to raise their voice. Third, an integration of the procedural prin-
ciples of the ideal speech situation offers SAI and its stakeholders a more
precise idea of how to design and maintain stakeholder dialogues between
people from different cultural backgrounds. Although the archetype of the
ideal speech situation is not fully realizable in practical communication, the
discourse rules have a counterfactual potential to facilitate a greater degree of
equity among stakeholders and to move away from a one-sided prioritization
of economically powerful stakeholders (Unerman/Bennett 2004).

In more practical terms, the SAI Advisory Board has to initiate a practical
discourse to critically evaluate the current normative basis of the standard
and the specific guidelines for corporate action. As the present version of
SA 8000 can only be referred to as a catalogue of ethical values with relative
validity, SAI needs to initiate a moral discourse at the macro-level to be able
to derive a catalogue of moral maxims with universal validity. SAI has to
ensure that not only members of the Advisory Board have a voice in advanc-
ing the standard but also fringe stakeholders like suppliers, workers, and cus-
tomers. As an outcome of such a debate norms that are not accepted in an
unconstrained way have to be reformulated or eliminated from the standard
whereas missing norms need to be included. We propose to label the result of
this moral discourse a catalogue of discursively legitimized standards.

2. Micro-Level: Dealing with Cultural Diversity through Local
Discourses

A discursive extension of the micro-level deals with cultural diversity and the
local adaptation of the macro-level norms. According to Habermas’s concept
of different forms of practical reason, local discourses can be characterized as
ethical discourses because they involve decisions on what is good for a spe-
cific group, community, or culture. As ethical norms always have to operate
within the limits of moral justification, the macro-level restricts the activities
of affected stakeholders at the micro-level. In practice, this means that the
norm-catalogue proposed at the macro-level needs to be operationalized via
ethical discourses on the micro-level since every norm shows room for inter-
pretation and needs to be applied to a context (Derrida 1992). Because local
production conditions differ widely, management and employees need to “fill
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the pre-given rules” with a contextualized interpretation. Within ethical dis-
courses they need to develop a mutual understanding of how they interpret
terms like “forced labor”, “compensation”, and “healthy work environments”
in their specific local context.

A discursively extended certification process offers yet another advan-
tage: once affected stakeholders have agreed on certain moral standards on
the macro-level and their local specification on the micro-level, they are freed
from a permanent ethical reflection of their operative business practices un-
der discursive conditions. As long as the issue being discussed on the micro-
level does not evoke an ethical conflict and therefore is only a question of
rational choice, pragmatic discourses are the appropriate means to justify
actions or even compliance regulations used for achieving certification.
Pragmatic discourses are not supposed to refer to the assumptions of the ideal
speech situation and thus allow for quick and efficient decision making.

VI. Conclusions and Need for Further Research

This paper first aimed at introducing SA 8000 as a means of social account-
ing in MNCs and at testing whether discourse ethics can successfully inform
this concept to better answer the needs of SAI and its international stake-
holders. When meaningfully based on discourse ethics, SA 8000 supports
SAI, MNCs, suppliers, and other stakeholders to effectively communicate
about conflicting issues to “live” social responsibility. The principles of dis-
course ethics and the discourse rules can be applied at the macro-level of
SA 8000 (moral discourses to develop a legitimized norm-catalogue) and the
micro-level (ethical discourses to resolve local conflicts). Furthermore, and
maybe most important for a concept trying to offer guidance in the field of
international business ethics: Based on the assumption of unavoidable pre-
suppositions of argumentation, Habermas presents a general theory of justifi-
cation with formal and processual characteristics that (a) allows for a sharp
differentiation between ethical and moral validity and (b) can be found in and
applied to all cultures. Whoever enters into a discussion with the serious in-
tention of becoming convinced of something via dialogue has to accept that
“[...] true propositions are resistant to spatially, socially, and temporally un-
constrained attempts to refute them. What we hold to be true has to be de-
fendable on the basis of good reasons not merely in a different context but in
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all possible contexts, that is, at any time and against anybody” (Habermas
1998, p. 367).

Another advantage we would like to highlight is the applicability of our
remarks to other ethics initiatives in the international context. Among the
myriad of so called “international corporate citizenship initiatives” (for an
overview see Goodell 1999; Mclntosh et al. 2003; Zadek et al. 1997), par-
ticularly the Global Reporting Initiative, AccountAbility 1000, the OECD
Guidelines for Multinational Enterprises, and the UN Global Compact have
attained a high degree of acceptance in the business community and a signifi-
cant following. However, despite a common focus on stakeholder relations,
in none of these initiatives one can find an elaborated concept of how to actu-
ally perform stakeholder dialogues and how to justify the normative basis.
Although the UN Global Compact fosters stakeholder collaboration (Kell/
Levin 2003) and AA 1000 operates under the leading principle of “stake-
holder inclusivity” (Gobbels/Jonker 2003, p. 57; ISEA 1999), both standards
do not provide sufficient discourse-oriented justification and assistance in
establishing stakeholder engagement processes.

As stakeholder engagement is the core of every concept based on dis-
course ethics, we suggest including Habermasian ideas not only into SA 8000
but also the Global Reporting Initiative, AccountAbility 1000, the OECD
Guidelines for Multinational Enterprises, and the UN Global Compact. We
believe that the initiatives can benefit from Habermas’s findings because he
provides a sound justification for his concept of communicative action and
the procedural discourse rules, both of which can be applied in the context of
other standards. The framework provides a clear-cut guideline of how to de-
sign stakeholder dialogues to promote open and unbiased discourses. To dis-
tinguish between different forms of practical reason also offers the chance to
bring the national voice of stakeholders into the global debate about universal
norms and values.

Some implications for future research can be identified. First, the relation
between international social accountability standards like SA 8000 or the
Global Reporting Initiative and other spheres of democratic societies need to
be investigated in more detail. This is to answer the question how such initia-
tives can be successfully linked to each other and to existing political institu-
tions. Second, the Habermasian approach to advance SA 8000 is a purely
normative theory and would benefit from empirical findings on the practical-
ity of the concept. Empirical insights are especially required to learn more
about how to apply the discourse guidelines to local contexts and how to in-
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tegrate fringe stakeholders into practical discourses. Unerman/Bennett (2004)
provide first empirical evidence and show that the regulative idea of an ideal
discourse in a specific local context can be at least partially achieved. To ex-
tend this line of inquiry, we suggest empirical studies to investigate to what
degree SAI’s norm-development process (macro-level) and local stakeholder
dialogues (micro-level) meet the proposed discursive framework. The results
together with the presented arguments can effect the co-operation among
SAI, auditing bodies, corporations, and other stakeholders. Third, more re-
search seems to be necessary to address the cultural differences with regard
to the implementation of ethics initiatives. Approaches to handle normative
issues in business vary greatly across cultures (Watson/Weaver 2003, p. 77)
and have an impact on the implementation of accountability standards.
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1. Introduction

Over the past decades the ideology of sharcholder value has become en-
trenched as one of the basic principle of corporate governance among com-
panies in the western market economies. Based on an historical analysis, La-
zonick/O’Sullivan (2000) argue that not only the merger and acquisition
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market in the US until the 1970s encouraged this development!, but also the
reverse process of downsizing of corporate labour forces and distribution of
corporate earnings to shareholders over the 1980s and 1990s. Numerous
types of (leveraged) buy-outs or buy-ins changed the traditional character of
a company. Companies became more and more a tradable itself. In the same
period, capital and derivatives markets expanded exponentially and became
matured.? The above factors enabled flexible company boundaries and fu-
elled the success of the shareholder model.

A more recent development in the global economy is the emergence of
stakeholder participation. In business ethics, an impressive body of literature
has emerged in which it is argued that the interest in stakeholder approaches
to strategic management is growing around the world. Seminal articles on
this topic are e.g. Freeman (1984), Donaldson/Preston (1995), Clarke (1998).
More recently Friedman/Miles (2002) distinguish between four different
types of stakeholders in order to explain theoretically the changing stake-
holder relations. In today’s network economy there are many agency rela-
tionships such as between employees and management or between creditors
and management. While the shareholder/management relation is theoretically
well studied and often solved by aligning the interests through performance
dependent fees for management, the research on the relation between em-
ployees and management and between suppliers and management are in a
premature stadium. Empirically hardly any research has been performed.

Apart from the emergence of stakeholder participation, there are more
reasons which challenge the traditional shareholder paradigm. Zingales
(2000), in search for new foundations of corporate finance, stressed that the
nature of the firm is changing. The traditional corporation, which emerged at
the beginning of the twentieth century, is an asset-intensive and highly verti-
cally integrated firm with tight control over its employees. The modern firms
have relinquished direct control of their suppliers and moved toward looser
forms of collaboration. Human capital is emerging as the most crucial asset,
which influences the power relations within a company. Margolis/Walsh
(2003) present compelling social reasons to challenge the shareholder para-
digm. Based on major inequalities of the social life in the world’s most popu-
lous nations, they make a strong case to rethink social initiatives by compa-

1 As financed by the retention of corporate earnings and reinvested in corporate
growth.
2 See various IMF annual reports.
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nies and provide innovative solutions based on a normative theory of the
firm. Engelen (2002) focuses on strong conceptual reasons that can be identi-
fied why the concern about shareholder value is increasing.3 Another relevant
aspect of changing power positions in companies is the growing interest in
corporate social responsibility (CSR), which is strongly connected to stake-
holder theory. In an article that reviews the existing research on CSR in the
past 50 years, Kakabadse, Rozuel and Davies (2005) highlight many chal-
lenges and implications of the stakeholder approach. They conclude that as
the network economy intensifies, new forms of cooperation are needed and
that the shareholder is not necessarily the only ultimate owner of the residual
claim of the company.

In the traditional shareholder model agency costs for other stakeholders
than shareholders and management are hardly studied because these parties
all have fixed contracts with the company. Due to increasing (global) compe-
tition and a strong market position of management and shareholders, many
stakeholders with fixed contracts are successfully pressurized. The resulting
unequal market positions of different stakeholders may increase governance
costs and hence threaten sustainable development. Sustainable development
and sustainable finance is considered the reference framework in which the
stakeholder equity model is proposed. Sustainable finance will be discussed
as the underlying framework in section 2.1. The primary goal of this paper is
to argue that agency costs may be reduced by changing equity ownership of
companies. In that sense it aims to contribute to the discussion on efficiency
and ethics in the debate about shareholder primacy (see Lee 2006). First we
need to explain that the wealth of the society may increase if contracting rela-
tions between different stakeholders change. Finance and financial theory
will be used to describe payoff diagrams not just for the sharcholder alone
but also for the other stakeholders. Section 2 starts off by analysing the
shareholder model from an economic, a sustainable and a legal perspective.
Then, in section 3, agency costs and governance costs are introduced as the
theoretical setting for gaining shareholder value. Section 4 presents and ex-
plains an example of potential payoff diagrams per stakeholder and their mu-
tual differences. Also the main drivers of the market, against the background

3 Engelen distinguishes between prudential, functional and moral claims to justify
the shareholder as the ultimate claimholder of the firm. By debunking all three
claims extensively he concludes that corporate democracy should be a proper
solution to the unequal power relations within the company.
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of an option approach for allocating the company assets are addressed. In
section 5 the corporate governance implications of the stakeholder equity
model are discussed and section 6 concludes on the model.

I1. Sustainable Corporate Finance and the
Shareholder Paradigm

Shareholders as the ultimate claimants in the company are deeply rooted in
economic and financial theory. Based on the free markets arguments as posed
by economist like Smith, Friedman and Hayek, freedom of choice is the ma-
jor driving force behind shareholders’ ownership. Already Hayek (1948) and
M. Friedman/R. Friedman (1980) argued that free markets utilize dispersed
information most efficiently. By freedom (individual liberty) Hayek means
the state in which a man is not subject to coercion by the arbitrary will of
another. The liberal or free society to which Hayek aims is a society in which
the subjugation of individuals to the will of others and the use of coercion is
minimised. But also coercion does not involve the absence of choice. An in-
dividual that is faced with an agent that can dispose of overwhelming force
and decides to obey still made a rational choice. The freedom of choice is
very much represented by trading in financial markets, but also in organising
the firm and its goals. To that background, sustainable finance and sustain-
ability in general are very much the result of free choices of shareholders,
managers and their co-operators. In search for an instrument to lower transac-
tion costs in the long run, the next subsection first introduces the concepts of
sustainable development and sustainable corporate finance.

1. Sustainable Corporate Finance

In recent years, lively discussions have taken place regarding the uniformity
of the concept of sustainable development. Fergus/Rowney (2005a) reviewed
the concept extensively and built a semantic framework of sustainable devel-
opment in which the neoclassical economic model for business is an ac-
cepted, but not necessarily implemented, tool within the development of so-
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cial relationships. The semantic roots, as identified by Lélé (1991)%, were
later extended by Fergus and Rowney within the context of an economical,
ecological and social future direction of human progress. Implementing the
neo-classical dominant paradigm, Fergus and Rowney finally identify ‘sus-
taining growth’ as an objective in itself. They argue that a definition, in gen-
eral, is intended to clarify things in order to free us for action. But a defini-
tion can easily become a means of control — and that is what happened to the
well-known Brundtland definition of sustainable development®. Fergus/Row-
ney (2005a) conclude that new insights and perspectives are necessary; re-
minding us that the neoclassical market approach is not necessarily the only
context within which sustainable development can be attained.

Today, many countries and companies have embraced and implemented
the concept of sustainable development at different levels. There is a growing
understanding that sustainability is not the exclusive responsibility of one
society, country or sector. Sustainability, in practice, constitutes a set of ac-
tions; sustainable development is therefore incremental and builds on what
already exists. Boadi (2002) discusses three arguments in favour of sustain-
able development. First, there is the ‘healthy environment’ argument, which
emphasises the need to stop the environmental degradation caused by tradi-
tional economic development.” A second approach maintains that sustainabil-
ity is a holistic concept that is based on the idea that the whole is greater than

4 The literal meaning of ‘sustain’ is: to maintain or to prolong; ‘develop’ means: fo
build on or change the use of. LELE (1991), p. 608, described these words as
‘contradictory and trivial’. Fergus and Rowney therefore conclude that the con-
text itself is crucial in providing a meaning.

5 A widely used definition of sustainable development is the one established by the
Brundtland Commission (G. H. BRUNDTLAND: Our common future: The world
commission on environment and development, Oxford [Oxford University Press]
1987) and generally accepted by the WCED 1987. There, sustainable develop-
ment is defined as, “development that meets the needs of the present without
compromising the ability of future generations to meet their own needs” (p. 43).

6  The neoclassical model, as one extreme in social relationships, just emphasizes
the economic responsibilities of man and neglects social responsibilities that also
influence economic output.

7  Because the environment is not a priced stakeholder in the traditional finance
concept, there is an economic impulse to externalise these costs, which deterio-
rates the quality of the environment.
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the sum of the parts.® This is a powerful aspect of sustainability, but at the
same time a major obstacle for progress, in practice. Sustainable development
avoids the shortcomings of approaching social policy from the single per-
spective of the market-based economy. However, an integrated approach of
economics, environment and social equity calls for a critical mass in favour
of collective care; this is difficult (if not impossible) to obtain in a world that
is evolving in the direction of individualism. Free riders, in particular, are
endangering social cohesion. The third argument, used by Boadi to illustrate
the necessity of sustainable development, is the inherent promotion of equity.
Sustainability basically incorporates a two-dimensional commitment to equi-
ty: between present- and future generations, and between the rich and the
poor of the world’s population. Boadi argues that the art of sustainable de-
velopment, from the perspective of the policymaker, is to ensure a fair distri-
bution between the current costs and both current- and future benefits.

In this paper on the development of stakeholder equity, CSR literature is
used as a footing for the sustainable corporate finance concept as developed
in Soppe (2004). Although the financial policy of the firm is merely one as-
pect of its strategic decision-making, it is a crucial aspect. The major problem
is that finance explicitly or implicitly interferes with all decisions in the firm.
Orlitzky/Benjamin (2001) make a strong case that CSR is directly related to
financial risk. Based on a meta-analysis of over 1200 US and international
business- and trade journal articles from 1970 until 2000, they developed six
hypotheses linking CSP (corporate social performance) to financial firm risk.
A minority of the articles measured financial risk explicitly. However, those
that were integrated quantitatively were separated according to the temporal
order of measures taken: (a) prior CSP = subsequent risk, (b) prior risk >
subsequent CSP, and (c) contemporaneous (cross-sectional) measures. They
concluded that the empirical study supports the theoretical argument that the
higher a firm’s CSP, the lower its financial risk. More specifically, according
to Orlitzky and Benjamin the relation between CSP and risk appears to be
one of reciprocal causality, because prior CSP is negatively related to subse-
quent financial risk, and prior financial risk is negatively related to subse-

8  Human behaviour is not considered to be above and apart from nature and laws
of nature, but embedded in nature and responsible for nature as described by e.g.
the deep ecology concept of A. NEASS: “Ecosophy T”, in: B. DEVALL, G. SES-
SIONS (Eds.): Deep Ecology — Living as if Nature Mattered, Layton/Utah (Gibbs
M. Smith) 1985, pp. 225-228.
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quent CSP. Additionally, CSP is more strongly correlated with measures of
market risk than with measures of accounting risk. Of all CSP measures,
reputation regarding social responsibility appeared to be the most important
one in terms of risk implications.

Taking into account the general relationship between CSR and financial
risk as described above, it is important to develop an ‘exchange syntax’ to
transmit sustainability developments into the (traditional) financial literature.
The term sustainable corporate finance could be used as an example of such
exchange syntax. In Soppe (2004), the term is defined in the conclusion as: ‘a
multi-attribute approach to finance the company in such a way that all the
company’s financial, social and environmental elements are interrelated and
integrated’. The paper further deduces sustainable corporate finance from
traditional finance theory by identifying four criteria by which sustainable
corporate finance distinguishes itself from traditional finance and behavioural
finance. Through a closer look at a) the consisting elements of the ‘theory of
the firm’, b) the assumed behaviour of the economic agents, c¢) the discussion
on the ownership of the firm and d) the ethical framework of the company,
the paper proposes an alternative financial policy. It is concluded that a sus-
tainably financed company is a multi-attribute optimiser of goals wherein the
assumptions of, and approach to, human behaviour are based on cooperation
and trust, instead of selfish behaviour. This change in human behaviour may
lower agency conflicts in general and therefore reduce agency costs.

This paper elaborates on the third element of the classification of sustain-
able finance above: the optimal ownership of the firm. Seeking to increase
corporate democracy and reduce agency costs, the sustainable company is
one that is owned by a portfolio of stakeholders (Soppe 2004, p. 220). The
analysis starts off by describing some of the legal footings of the shareholder
paradigm.

2. The Legal Approach

Analysing the core features of modern company law, Davies (2002), outlines
three main groups of people who dominate the activities of companies: 1)
shareholders (or ‘members’ of the company; 2) its directors and, to a lesser
extent, its senior managers, whether they are directors or not; and 3) its credi-
tors, who may be secured or unsecured. The law seeks to regulate the rela-
tionship between this trinity of stakeholders. The legal function of the direc-
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tor is to manage the company — although what that entails can vary according
to the size of the company and the distribution of its shareholding. Share-
holders, who may or may not be the directors of the company, usually pro-
vide the company with a particular type of capital: risk capital. In return, they
generally receive two types of rights. The first is to exercise ultimate control
over the company, notably by selecting or removing the directors and setting
the terms of the company’s constitution. The second type of right is merely to
receive a financial return on their investment in shares. Since the sharehold-
ers’ rights are essentially a matter of contract with the company, each com-
pany may wish to issue shares on its own terms. The third major group of
participants in the company are the creditors — and these also come in many
varieties. The most obvious are the suppliers of goods yet to be paid for, and
the banks that provide medium- or long-term loans to the company.

Of crucial importance in shareholder analysis in law is the fact that a
company is a separate legal entity — separate from its shareholders, directors,
creditors, employees and anyone else. This complicates legal abstraction be-
cause company law does not always establish definite legal relations between
these groups directly, but instead only mediates between them through the
company as a legal person. Bigger companies mostly concern Public limited
companies (Plc) with limited liability. ‘Limited liability’ means that the
rights of the company’s creditors are confined to the assets of the company
and cannot be asserted against the personal assets of the company’s members
(shareholders)®. Thus, directors will owe duties over the company rather than
over shareholders, and shareholders may have rights to the company rather
than against the directors. The commonly heard expression ‘limited liability
companies’ can be explained by the above fact, but this is really a misnomer.
The liability of the company is not limited at all. Creditors’ rights can be as-
serted to the full against company assets. But: it is the liability of the mem-
bers (i.e. shareholder) that is limited (Davies 2002, p. 11). There are some
good rationales for limited liability: the encouragement of public investment
and facilitation of public markets in shares. The question, however, is
whether today’s financial markets really need that encouragement. The in-
creasing importance of private equity, project finance and the development of
the markets of venture capital signal the availability of capital in the high-risk
segment of the capital market.

9  In Dutch law, this principle is legally anchored in Art 2:64 lid 1BW.
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Summing up, the core features of the modern company are as follows:
separate corporate personality, limited liability, centralized management un-
der a board structure, control executed by shareholders and free transferabil-
ity of shares. There is a clear positive correlation between the size of the
company and the likelihood of manifestation of all five of the core features'®.
The analysis in sections 3 and 4 will focus on shareholder control of this type
of company, where all of these core features are present. Stakeholder powers
are derived mainly from the company’s constitution, rather than company
legislation. In other words, a company may always choose to change the stat-
utes in such a way that other governance rules are applied. This study does
not aim at that objective, but the substantive question needs to be addressed
of whether and how shareholder control still can be justified in the rapidly
changing (financial) markets of the last decades. Davies’ arguments in favour
of shareholder control boil down to a perceived necessity of attracting risky
capital, which cannot be successful without inherent control rights. The next
section elaborates on that issue.

II1. The Shareholder Paradigm and Agency Costs

In an extensive analysis on the ownership of the firm, Hansmann (1996) per-
ceives the regular stock company as a special type of producer cooperative,
or more specifically: a ‘lenders cooperative’ or ‘capital cooperative’. This
theoretical generalisation of contracting parties in a company is useful in ana-
lysing the company in an objective way. He compares the ‘lenders coopera-
tive’ with a farmers’ cheese cooperative in which the cheese factory is owned
by the farmers who supply the factory with raw milk. In the latter case, the
firm pays its owners (or ‘members’) a predetermined price for their milk.
This price is set low enough so that the cooperative is almost certain to have
positive net earnings. Then, at the end of the year, the firm’s net earnings are
divided pro rata among the members according to the volume of milk that the
member sold to the factory. Upon liquidation of the firm, any net asset value
is divided among its members, according to some measure of the relative
value of their relative patronage.

10 See DAVIES (2002), p. 27.

207



ALOY SOPPE

1. Transaction Costs Derived from Agency Relations

The structure of the cooperative, as described above, is basically similar to
the organisation of modern companies that are quoted on stock markets. In an
investor-owned firm, the transactions between the firm and its patrons — who
supply capital instead of milk — occur within the context of ownership, while
all other transactions take the form of market contracting. The providers of
capital are legally the ‘members’ or ‘owners’ of the residual result of the pro-
duction process. The accompanying voting rights — dependent on the amount
of capital provided — are exclusively held by the shareholders. It is important
to note that this prerogative equips them with the right to ‘set the prices’.!!
With the goal of obtaining the highest societal wealth, the essential question
from a theoretical perspective is the following: what governance model of the
company brings the lowest cost of assignment of ownership? Or, in terms of
lowering transaction costs: what organization of the company (corporate
governance) brings the lowest governance costs? According to Hansmann
(1996), the answer depends on the character of the market. The theoretically
optimal position is to assign ownership to that class of patrons for whom the
problems of market contracting — that is, the costs of market imperfections —
are most severe (p. 21). Severe market conditions cause a natural motivation
for that group of patrons to organize the production process in the most cost-
efficient way.

Hansmann goes on to distinguish between two types of transaction costs:
1) costs of market contracting for those classes of patrons that are not owners
(costs of contracting); and 2) costs of ownership for the class of patrons that
own the firm (governance costs). Examples of the latter are the costs of mak-
ing collective decisions among the owners (resolving conflicts and bureau-
cratic threats), the costs of monitoring managers (monitoring and bonding),
the costs of poor decisions and excessive managerial discretion that results if
monitoring is imperfect. And, of course, there are also the costs of risk-
bearing associated with the receipt of residual earnings. The costs of contract-
ing depend on the market power of the contractor, the risk of long-term con-
tracting, and the level of asymmetric information (e.g. on the quality of the
products sold), for example. Other problems are the communication of the
relevant patron’s preferences and the alienation of workers. The scope of this

11 Implying ultimate control of the conditions of the production process of the
company.
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study does not allow for elaboration on all of these possible costs. It is suffi-
cient for now to model the transaction cost function for company y (Ty),
which has to be minimized in order for the company to be cost efficient:

T,=Cf+>.Cf [1]
i#]

where COJ is the cost of ownership (governance costs) for the group of pa-
trons in class j, and CK,-j is the cost of market contracting for the group of pa-
trons in class i when class j owns the firm. Consequently, in order to decide
on the optimal ownership of the firm, we must consider both the transaction
costs for those contractors who are not owners and the governance costs for
the class of owners of the firm. A change in ownership may influence both
variables in the cost function. In order to increase societal wealth, the (reduc-
tion of) agency costs are defined then as the total of the costs of market con-
tracting and the governance costs.

2. Why Agency Costs Decline in the Sustainably Financed Company

There are two theoretical reasons why agency costs may decrease if the own-
ership is transferred from the provider of capital alone to a portfolio of stake-
holders. First is the alignment of interests that occurs within a much broader
set of stakeholders than between shareholder and management alone. As a
result, the motivation of especially workers and creditors (suppliers and con-
tractors) to serve the company well may increase. Second, the reallocation of
the risk premium to different stakeholders may diversify the risk to more
market participants and therefore lower the required return on capital. Let’s
briefly discuss these elements in turn.

In corporate governance practise, the policy of aligning interests through
the provision of stocks or options on stocks of the own company is well es-
tablished in the Anglo-Saxon market economy. If such a policy reduces
agency costs in that stakeholder relation (sharcholder — CEO), why shouldn’t
this model be extended to the other stakeholder relations? Theoretically, a
similar effect may be expected from the employee-shareholder agency rela-
tion. If employees and suppliers provide capital to the company, then the in-
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centive to shirk or to cheat diminishes, theoretically.!? Workers and suppliers
become financially involved, which encourages morally responsible behav-
iour. There is an extensive and interdisciplinary literature on ESOPs (Em-
ployee Stock Ownership Programs) to illustrate this phenomenon.!3 This is
not the place to discuss extensively this line of argument, since the focus here
is on capital market theory as a new element in the discussion.

The second argument, based on the sustainable finance concept, is an ex-
tension of capital market theory in combination with the earlier mentioned
concept of the ‘severity’ of the market for different potential ultimate claim-
holders. A ‘severe’!4 market is identified in this paper by the risk-return
characteristic of a stakeholder in the market economy. A severe market, then,
is characterised by high competition in a specific market, little opportunity to
diversify risk (either through insurance or through diversification), and a rela-
tively low liquid market with low market power of the specific stakeholder.
In modern asset-pricing models (CAPM and APT), a high risk incurs a high
expected return. An extension of the capital asset model to a stakeholder
model, assuming the value additivity of all stakeholders’ wealth, will include
the risk position of all stakeholders and is therefore by definition broader than
the risk position of shareholders alone. And, more importantly, the prefer-
ences of dual stakeholders!S that provide capital are different from the pref-
erences of the regular providers of capital. According to theory, the required
return on capital will be maximised at any given level of risk (see e.g. the
CAPM of Sharpe 1964 and Lintner 1965). In the sustainable company, the
providers of capital are diversified among the direct stakeholders of the com-

12 For example, excessive remuneration easily incurs shirking behaviour by work-
ers, but may be interpreted differently if the workers also realize the importance
of the stock price (or the value) of the company.

13 See e.g. D. KRuUSE: “Research evidence on the prevalence and effects of
employee ownership”, in: Journal of Employee Ownership Law and Finance, 14
(2002), pp. 65-90; J. BLASIL, D. KRUSE, A. BERNSTEIN: In the company of owners:
the truth about stock options (and why every employee should have them), New
York (Basic Books) 2003; D. E. HALLOCK, R. J. SALAZAR, S. VENNEMAN:
“Demographic and attitudinal correlates of employee satisfaction with an ESOP”,
British Journal of Management, 15 (2004), pp. 321-333.

14 In terms of competitiveness.

15 Dual stakeholders are stockholders that also work for the company, provide
services to the company (creditors) or otherwise have a stake in the company
where they own stocks.
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pany (a portfolio of the providers of factor services) and because dual stake-
holders have more diversified preferences, they are theoretically expected to
lower the required return for capital because of their dual interest in the com-
pany. This implies a lower riskpremium on capital and implicitly a lower cost
of capital.

A modern example of a balanced position of shareholder interest is repre-
sented by the ‘Universal Ownership’ hypothesis,!© and the ‘fiduciary capital-
ism’ concept of Hawley/Williams (2000). Universal ownership addresses the
economics of well-diversified portfolios, drawing on the lessons from welfare
economics in such studies as Stiglitz (2000), and is especially relevant for
large pension funds. The universal ownership hypothesis states that world-
wide investment returns are affected by both positive and negative external-
ities, as generated by the entities invested in. Because universal owners own
cross-sections of the economy they inevitably find that some of their holdings
are forced to bear the costs of other sectors or firms’ externalities. If this hy-
pothesis holds, it can be interpreted as a capital market incentive to develop
sustainable growth. Bogle (2005) referred to this as the battle for the soul of
capitalism. In this paper, equity held by a portfolio of stakeholders (stake-
holder equity, SE) is applied to lower the risk premium of the provider of
capital and therefore to lower agency costs and, ceteris paribus, to increase
societal wealth.

There is one major conclusion to draw from the analysis as presented in
this section: there is no theoretical reason that helps to understand why it is
the provider of capital alone who should hold the ultimate rights to residual
claims of most public companies in the world. Neither the costs of owner-
ship, nor the costs of market contracting are theoretically lower because of
capital providers holding the residual claim. According to the above line of
argument, the question at hand now is whether the market circumstances for
the shareholder are more ‘severe’ than those of the other stakeholders. The
Hansmann cost function implies, ceteris paribus, that agency costs can be
reduced by a change in ownership. To estimate the ‘severity’ of the market
for different stakeholders, the next section will apply an expected risk and
return analysis for each distinguished stakeholder.

16 Corporate Governance. An International Review, 15, nr 3 (May 2007), devoted a
special issue to the concept of ‘universal ownership’.
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IV. The Stakeholder Risk Model

The new element of this model is applying the well-known expected risk and
return analysis of the shareholder theory not just to shareholders but also to
other stakeholders. It is well admitted that statistical data, as abundantly
available for shareholder analysis, is scarce or nonexistent yet for the other
stakeholders. Because of a lack of empirical evidence at this moment in time,
the model is purely conceptual and needs quite some additional assumptions.
On the other hand, following the clear logic of the Hansmann analysis of the
former section, which deals with all stakeholders in an equal way, applying
financial theory to other stakeholders is just a rational extension of financial
theory. We start off with the general description of the model.

1. The Stakeholder Expected Return Diagrams

The first step to develop payoff diagrams for stakeholders is to suppose an
aggregated theoretical economy with (in our example) 5 stakeholders. Let us
assume that only companies produce economic output. The selected stake-
holders in this example model are: 1) shareholders, 2) management (repre-
sented by CEQO’s), 3) suppliers, 4) employees and 5) the government, repre-
senting the general community’s interest. Preferable would be a representa-
tive of the environment and a representative of local communities, but there
is no way to estimate relevant cash flows of these stakeholders. For all differ-
ent stakeholders there is a different claim at stake. First there are the strict
financial claims of the shareholder. For this group an upfront financial pay-
ment (investment) is at stake. Then there are the CEO’s and employees that
hold (long lasting) regular contractual labour relations with the company. For
the government it is the receipt of taxes or the payment of social security al-
lowances that runs risk, and last but not least, there are the suppliers who
invest (sell) goods & services in the companies (financial creditors like banks
and bondholders are not included in this model).

A theoretical problem we encounter is that every stakeholder expects a
different financial return, to be earned in a different (segmented) market. In
order to compare these risks and returns it is needed to bring them under the
same denominator, here called expected return on stakes (E[r*™]). For the
shareholder the E(r™) is the expected return on the stock containing cash
dividends, stock bonuses plus stock price changes (total returns). The CEO
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aims for fixed salaries together with performance dependent bonuses in terms
of own company stocks and options. The supplier expects money as a result
of the goods & services delivered to the company. Employees are generally
dependent on fixed salaries and the government earns taxes from healthy
firms or pays subsidies and/or social security payments if companies are in
trouble or go bankrupt. Of importance is the fact that all returns at stake are
set in different market segments that are well developed, liquid and enabling
informationally efficient market pricing. Only then we are able to compare
the returns in similar financial terms.

The second step involves the definition of the drivers of the both upside
and downside risk. First there is the market liquidity where a liquid market
is typified by assets that can be sold rapidly with minimum loss of value at
any moment in time. In liquid and complete markets it is easier to create a
diversified portfolio of assets enabling different hedging strategies. As a re-
sult it is concluded that the more liquid the market, the stronger is the relative
position of the stakeholder compared to a stakeholder operating in a less lig-
uid market. The second aspect of the downside risk of expected return on
stakes is the general market power of a stakeholder. Market power is de-
fined as the ability of a specific stakeholder to set the prices of their own ser-
vices in the total market economy. The more powerful a stakeholder, the bet-
ter are the market results. For example, in the labour market the market
power of CEO’s is assumed to be stronger than the market power of employ-
ees. Both market liquidity and market power are considered equally impor-
tant in the following subsections where the payoff diagram per stakeholder
will be presented. It is important to realise that these two factors alone are
considered to be dominant in positioning the distinguished stakeholders’ risk
and expected return.

2. Payoff Shareholder

Figure 1 presents the potential payoff diagram of the shareholders. The ex-
pected return on stakes (in this case shareholder returns) is measured on the
vertical axis. The horizontal axis represents the aggregate normal profitability
of the companies as a proxy for the success of the whole (stakeholder) econ-
omy. With normal profitability we mean a macro-economic definition of
profit being equality between total revenues and total costs of a company. In
this concept of normal profits the rate of return then matches the minimum
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rate required by equity investors to maintain their present level of investment.
The aggregated profits of companies can be positive and negative. Zero profit
is placed in the middle of the profitability range of firms. The general rela-
tionship between expected return of stakeholders and the profitability of the
economy is assumed to be positive.

Figure 1
Expected payoff diagram of the shareholders

E(rstake)
Sharcholders

Zero profit
Profitability of companies

Black/Scholes (1973) were the first to provide the insight that the equity of
the firm which has debt in his capital structure (a leveraged firm) is really a
call option on the value of the firm. Proof of this can be read in many text-
books on finance (e.g. Weston/Copeland 1992, pp. 457-458).17 For our
analysis we take this as the starting point for analysis. The shareholders as a
group are entitled to the complete upward potential of the residual returns.
On the other hand, from the downside risk the idiosyncratic part can com-
pletely be diversified away. What remains at an aggregated level is the sys-
tematic risk (the market risk). Because stock markets are liquid in general
and a diversification of a portfolio of stocks can easily be reached, the down-
side risk of an average investor is limited to the potential negative market

17 This insight beautifully represents that shareholders primarily have a right where
all other stakeholders primarily have duties.
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return.!® A second and even more important explanation of the asymmetrical
risk position of shareholders is based on the ‘limited liability’ of the share-
holders. If a company defaults, shareholders lose their initial investments but
are not sued for any further losses that may occur because of management
failures. These costs are externalised to other stakeholders like customers and
creditors for example. In figure 1 the shareholders’ asymmetrical market risk
is represented by the green solid line.

3. Payoff Management

Figure 2 inserts similar lines for the management of the company. Because
CEOQ’s earn fixed salaries plus bonuses like stocks and options of the own
company, their upward potential is less than that of a shareholder but still
with good potential. Dependent on the relative share of the performance de-
pendent part of their total fee, CEO’s upward market position is considered
strong.

Figure 2

Expected payoff diagram of management

E(l- stake)

Sharcholder

Fized salaries
Zero prpfit
Profitability of companies

18 In addition there are a lot of hedging opportunities in the matured derivatives
markets. Because of the high market liquidity shareholders have a stronger
market position compared to other stakeholders.
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The down side risk of CEO’s is limited because of fixed salaries and the
strong contracting position of (top) management in general. In the short run,
sometimes even bad performing CEO’s are able to leave the company with
substantial financial bonuses. These bonuses are usually paid as a compensa-
tion for the (perceived) risk a manager takes when changing positions. Also
the (international) market for corporate control is well developed implying
good alternative job positions and therefore low downside risks. Nevertheless
there is empirical evidence that CEO’s of target firms who lose their jobs in
company takeovers generally fail to find another senior executive position in
any public corporation within three years after the bid (see Agrawal/Walkling
1994). Because of the fact that the labour market of CEO’s is less flexible
than the very liquid capital markets, the downside risk is perceived to be risk-
ier CEO’s compared to shareholders.

4. Payoff Suppliers

From a cash flow perspective especially the supplier (one specific form of
creditors) is an important stakeholder in the company. A problem of model-
ling the contracting position of creditors is that the legal positions of different
creditors vary widely. Where banks in general have strong positions in the
sense that they are able to require collaterals, suppliers of good & services are
in general more vulnerable. The risk position of the supplier is also depend-
ent on the expansion policy of the management in a company and the ex-
pected growth rate of the economy in general. In low growth scenarios, sup-
pliers do not have strong bargaining positions. As a result they are considered
worse off than the shareholder, but on the other hand during high growth pe-
riods with scarce production capacity, the wealth easily goes to the creditors
in general. Figure 3 presents an average modelled payoff for creditors.
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Figure 3
Expected payoff diagram of suppliers

E(rstake)
Sharcholder
| Suppliers (creditors)
0 profit
Profitability of companies

Similar to strong upward potential of creditors in an upward market is the
downward risk in a declining market. As a protection, creditors can diversify
their portfolio of clients, and thereby diversify that risk. However, because
creditors operate in less liquid markets compared to the stock market, the
downward risk is worse for creditors than for shareholders. Another problem
for creditors is their relative weak bargaining positions in case of bankrupt-
cies. Of course, specific contractual arrangement may result in different indi-
vidual risk positions, but in most cases creditors are legally vulnerable.

5. Payoff Employees

Then there are the employees. Because they have in general long term fixed
contracts, the upward potential is relatively limited. In a growing economy,
labour unions do negotiate some gains, however, because of the strong com-
petition with other stakeholders also fighting for the residual results, employ-
ees, as a massive homogenous group, are often the last stakeholder to share in
profits. Figure 4 presents the modelled positions.

217



ALOY SOPPE

Figure 4
Expected payoff diagram of employees
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The downside risk of the employee is considered the most severe of all
stakeholders. Because of long term education and long term fixed contracts,
employees have a vulnerable bargaining position in the sticky labour market.
Most important is the fact that employees cannot easily diversify their labour
contracts. This makes the individual employee the most vulnerable party in
this stakeholder’s approach of the market economy. In the aggregated stake-
holder model above, we see a declining downside expected return implying
that more people are laid off when profits fall further. It is important to note
that the economically vulnerable employee position is derived from weak
economic power and low job flexibility of employees in the modern network
economy. From a social and legal perspective employees are generally better
protected.

6. Payoff Government

Finally, we take a closer look at the position of the government in the stake-
holder economy. The government is supposed to reflect the interest of the
community concerning social security, safety, legal infrastructure and the
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environment. The market liquidity of the government is non-existent because
the state is by definition ultimately responsible for the performance of the
market and therefore cannot leave the scene. On the other hand, because the
government is in a strong position to incur political and legal changes (e.g.
tax changes) they are considered better off than the employees. Figure 5 posi-
tions the upward potential of the government between the suppliers and the
employees. The upward potential of a government is restricted in this case by
an international competing tax rate of for example 30%.

Figure 5
Expected payoff diagram of the government

E(rstake)

Shareholder

/ ‘ Taxes 30% (Government)
|

Zefo profit

Profitability of companies

Especially the governments’ downward risk is complicated to estimate. In
period of recession or depression, the costs coming from additional unem-
ployment payments, increasing subsidies, lower tax income etc. can be esti-
mated. More troublesome are the costs coming from environmental threats,
such as public health and natural disasters. Most important is that environ-
mental costs are still externalised by the private sector and as such has be-
come the responsibility of the government. This makes the position of the
government weak in the downward risk segment. But then again, if the stake-
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holder economy is able to flourish, these risks are exactly the ones to be con-
trolled by the private sector itself.

Finally it is of importance to put the above analysis in perspective. The
graphs, as depicted above, are much more complicated than the result of just
liquidity and market power arguments. There are other explaining factors and
there are mutual influences of stakeholders and movements between share-
holder risks etc. For example, what happens to the risk of pure shareholders if
the influence of the employee stocks become stronger? These are all topics of
further research. For now we contribute to the discussion of e.g. Stout (2002)
on the shareholder primacy and make the case that in a sustainable economy,
shareholder primacy can be attractive under the condition of the right distri-
bution of shareholder ownership among relevant stakeholders.

7. Conclusions on the Payoff Diagrams

Let’s first go back to the analysis of Hansmann (1996) in section 3, stating
that “the theoretical optimal position to assign ownership is to that class of
patrons for whom the problems of market contracting — that is the costs of
market imperfections — are most severe” (p. 21). In that section we ended
with the question whether the market circumstances for the shareholder are
more severe than that of the other stakeholders. As based on the above ap-
proach with the general factors: market power and market liquidity, the
general conclusion coming from figures 4.1 till 4.5 is that of all stakeholders,
it is the shareholder and management!® who hold the best risk / return pay-off
positions in the market economy. Employees, government and suppliers all
have lower expected returns and higher downside risks. For that reason it is
concluded that because the market circumstances are not ‘most severe’ for
shareholders in the modern economy, there is no valid theoretical economic
argument to point towards shareholders alone to hold the ultimate risk and
return of the modern stock market quoted company. Shareholders are primar-
ily providers of risky capital, however that does not make them automatically
the optimal stakeholder to control management. Depending on the character
of the company, or the sector in which it performs, other stakeholders than
shareholders may be optimally suited to own the residual rights. According to
the Hansmann model, this could theoretically lower agency costs and there-
fore increase total wealth.

19 Financial creditors like bondholders and banks are not considers in this model.
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The contribution of the above model is that it criticizes the hypothesis that
shareholders are always the optimal owners of the residual claim as caused
by their own ‘severe’ market position. The market position of other stake-
holders is not a priori better. Despite the abstract character of the model, al-
lowing for a lot of criticism on the exact relative positions of risk and return
between different stakeholders, it is illustrative in the sense that from a strict
economic efficiency perspective more stakeholders are candidates to own the
residual claim of the firm. Monitoring management may improve when other
stakeholders are involved financially. From an economic perspective it is
crucial to find that governance model that minimises the corporation’s trans-
action costs.

V. The ‘Stakeholder Equity’ Model

What are the consequences of a potential change from shareholder govern-
ance to stakeholder governance to the company’s transaction costs? Theoreti-
cally it is argued above that the agency costs, as defined by the cost function
in equation [1] in section 3, may decrease because of changing ownership of
the residual risk (governance costs). Based on the assumptions of agency
theory in general — that the economic agent primarily maximizes its own util-
ity function — the diversification of interests in the sustainable economy re-
duces agency conflicts between stakeholders because their interests are more
aligned. Equal distribution of the ownership rights in the company may lower
agency conflicts and hence reduce transaction costs. On the other hand, it can
also be argued that the very same portfolio of owners of a company increases
governance costs because decision processes become more complex. This
study does not answer that question. Additional research is needed to study
the consequences of such a corporate governance change. In this paper the
stakeholder equity model is primarily introduced to facilitate sustainable cor-
porate finance. A stakeholder approach then is considered crucial for a sus-
tainable economy.
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1. The Stakeholder Model

Only few discussions in economics are as debated as the (perceived or real)
controversy between shareholder and stakeholder value. For example, in a
gentlemen’s debate in the journal: Organization Science, Sundaram/Inkpen
(2004) cynically accuse Freeman/Wicks/Parmar (2004) of confounding is-
sues of ‘value’ (economic value) and ‘values’ (human values). Stakeholder
theory begins with the assumption that values are necessarily and explicitly a
part of doing business, and rejects the separation thesis. The separation thesis
begins by assuming that ethics and economics can be neatly and sharply
separated. Many proponents of the shareholder view of the firm distinguish
between economic and ethical consequences and values. The sustainable
market approach and sustainable finance tries to find the parallels between
the stakeholder valuation of the firm and the shareholder valuation.

Also Szwajkowski (2000, pp. 382-384) makes a case that stakeholder
management does not inherently conflict with sound conventional econom-
ics. They show that companies with good reputation ratings, as measured by
the in the US widely used Fortune Reputation Survey (FRS), have low sys-
tematic risk (beta < 1) during recession periods and then higher betas (>1) in
periods of growth. So there is a clear suggestion that high quality companies
are less vulnerable to economic recessions than companies with a low reputa-
tion. Of crucial importance for the stakeholder view is to know that reputa-
tion ratings are arithmetic averages of eight attributes, five of which are non-
financial (relating to employees, product quality, environmental quality etc.).
In other words, the traditional shareholder view, in which stock prices reflect
the value of the firm, does value reputations that depend on stakeholder rela-
tions.

Accepting stakeholder management, now the question is raised whether
corporate governance changes can be used to attain more sustainable com-
pany policies. Jansson (2005) argues that it is not practical to give full prop-
erty rights to more than one group of stakeholders. In some countries deci-
sion rights to employees2 and creditors are already in place and the right of
stakeholders are well protected legally, reducing the need to give them more
formal decision rights. More specifically, Hillman/Keim/Luce (2001) empiri-
cally tested the hypothesis whether stakeholder representation on the board

20 Especially Germany has a reputation in accepting employees in the board of
directors.
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will be positively associated with stakeholder performance. Based on a data-
set of 250 randomly chosen S & P 500 firms in 1995, their answer was a
clear no. They presented a possible explanation by claiming that maybe the
inclusion of community directors are useful in an attempt of the firm to gain
legitimacy in the eyes of the public. The importance of the reputation of a
company supports that hypothesis, but that question remained unanswered. In
the next section, some changes are suggested in the corporate governance of
the sustainable firm. The main goal of the proposal is to lower agency costs
through lower ownership costs.

2. Stakeholder Equity

Let’s first quote Fama/Jensen (1983):

... whenever decision makers are not owners, decision management and deci-
sion control will be separated. Only when the decision maker is also the resid-
ual claimant — the person with legal rights to the profits of the enterprise once
all the other claimants of the firm ( for example, bondholders and employees)
are paid — does it make sense to combine decision management and control.

To this background, it is proposed that a sustainable company emits a sub-
stantial amount of the equity of the company (at least 51%) to the major
stakeholders of the company. The percentage of stocks held by internal
stakeholders is called: stakeholders’ equity (SE). This brings the legal claim
of the companies’ residual profits (including the potential losses), from the
capital providers alone, to new shareholders who provide capital on the one
hand but also have other stakes in the company (e.g. employees, environ-
mental NGO’s or suppliers). The purpose is to strengthen the interest in — and
the responsibility of — different stakeholders beyond their conventional
stakeholder interest. The old shareholders on the other hand still get the same
reward for investments (although short term expected return — as caused by
highly speculative projects- may diminish). The crucial difference is that
capital providers lose ultimate control because ownership is now dispersed
among the relevant stakeholders of the company. So, the stakeholder model
does not reject the shareholder model. On the contrary, it builds completely
on shareholders as ultimate claimants of the company results. The crucial dif-
ference though is with regard to the ownership of the shares.

In regular agency theory, the alignment of interests by providing the man-
agement with options and shares as part of their remuneration package is a
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well accepted tool to lower agency costs. Sustainable finance (see Soppe
2004) extends this traditional model to other stakeholders. In a sustainable
financial system, agency relations cannot be restricted to shareholders and
management alone. Other stakeholders, who also have big financial claims in
terms of cash flows of the company, may be better motivated to manage the
company efficiently. Suppose that the majority of a companies’ cash flow is
distributed to creditors, employees and shareholders (see figure 5 in Appen-
dix 1 as an example). Then, shares could be sold to supplier organizations,
labour unions, and the traditional shareholders. As a result all three stake-
holders have a (financial) interest in the residual claim. This so-called stake-
holder’s equity (SE) should align the interests of the major stakeholders, and
may therefore reduce the governance costs. Additionally, the government
could propose a law to sell a minimum of shares (5%) to environmental
NGO'’s to force these institutions to ‘dirty their hands’ (Wempe 1998) and
make their financial result dependent on the performance of the local econ-
omy. All these measures align the financial interests of companies in an
economy. In this way we create two types of shareholders: 1) ‘pure’ share-
holders being the traditional (and strict financial) shareholder and 2) ‘dual’
shareholders implying other stakeholders that also own shares. Dual share-
holdings encourage corporate democracy and aims at a more fair distribution
of corporate results without lowering shareholder value.

VI. Conclusion

The basic conclusion of this paper is based on the analysis of Hansmann
(1996), stating that “the theoretical optimal position to assign ownership is to
that class of patrons for whom the problems of market contracting — that is
the costs of market imperfections — are most severe” (p. 21). In the analysis,
as presented in figures 4.1 until 4.5, the shareholder is not considered to be
‘that class of optimal patrons of the investor owned company whose market
position is most severe’. In fact, based on the factors market power and mar-
ket liquidity as portrayed in figure 4.5, shareholders in general have a relative
good risk/return position compared to other stakeholders of the company. For
that reason it is concluded that there is no valid theoretical argument that it is
the pure shareholder, in its role as capital provider, who should hold the ulti-
mate risk and return of the modern stock market quoted company.
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Therefore, using sustainable finance in its multi-attribute approach, it is
proposed to reduce governance costs by introducing a corporate governance
rule for the sustainable company. The rule proposes to sell a majority of the
companies’ equity to the major stakeholders of the company, as based on the
distribution of the companies’ cash flow. This part of the equity is called
stakeholder equity (SE). The major goal of the stakeholder’s equity is to pre-
vent one specific stakeholder from being the only owner of the company’s
residual risk and return. The SE approach widens the interest and the respon-
sibility of stakeholders from one specific interest group to a two dimensional
interest and responsibility. Dual shareholders are stakeholders that also pro-
vide capital. For example, employees get a broader responsibility than just
saving jobs if they have a financial stake as well, and suppliers get a more
sophisticated financial interest and responsibility than maximising their own
turnover. It is argued that the agency costs of the company may decrease be-
cause of: a) the alignment of interest between stakeholders and b) the creation
of a more diversified portfolio of shareholders allowing for a lower risk pre-
mium. Sustainable corporate finance is considered to be the theoretical
framework in which the company makes a free choice to select his own
shareholders.
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Appendix 1

Example of stakeholder interest

This example is generated from the Philips Sustainability Report 2004. Figure
Srepresents the stakeholder’s distribution of the Philips cash flow in that year.

Figure 5: Distribution of economic benefits 2004
s Government:
hareholders: .
. incometaxes
Employees: dividends
wages/ pensions 16% 139 Capital providers:

0,9% interest

25,1%

711%

Suppliers:

Anndel carvirae

Source: Philips Sustainability Report (2004), p. 74.

The interesting signal from the cash flow distribution in Figure 5 is the sub-
stantial role of the suppliers: 71.1% of the total Philips cash flow in 2004 is
redirected to this stakeholder. On the other extreme we find the stake of the
capital providers (0.9%), the government (1.3%) and the dividends of the
shareholders (1.6%). This example suggests that the success of Philips is
relatively more important for the suppliers and the employees of the company
than for the capital suppliers and the government. Concerning the sharehold-
ers it must be noted that only dividends are scheduled as the return on stocks.
The majority of the expected return on stocks — a potential stock appreciation
— is not reflected in this cash flow picture. Also should be noted that this ex-
ample reflects the situation of one company in one sector in one single year.
The long term distribution of stakes in a company is of course highly de-
pendent on the sector and the timeframe in the economy.
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Theory, Practice, and Education: On the Role of
Business Ethics for Management Education at
Business Schools or Universities
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I. Introduction
II. Knowledge Sources of Management Practice
1. Mode 1 and Mode-2 Knowledge
2. Theory Application and Management Practice
II1. Business Ethics and the Study of Businesses: A Formal View
1. Gains and Losses from Academic Division of Labor
2. Interrelations Between Management Studies and Business Ethics
3. Core Competences of Business Schools and Their Amendment
by Business Ethics
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b) Business Ethics Competences Related to Character
4. Sizing Down the Education Gap
a) Pluralism as One Presupposition of Choice
b) Functional Equivalents for Business Ethics Education
¢) Responsibility of Students
IV.Conclusions

1. Introduction

Management scandals! have received much public attention throughout the
last years. Opinion polls? demonstrate that managers’ reputation has suffered

1 To refer to just one recent example in Germany, the Financial Times Deutsch-
land headed “Bandenkriminalidt bei Siemens” (gang crime at Siemens) on Thurs-
day, 11/23/2006.
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from these events and that an increasing number of people are convinced that
company leaders are not trustworthy. Despite this, corporate social responsi-
bility has found its way into the executive suites of many businesses,> nu-
merous indexes report on the ethical quality of firms’ decisions,* and many
managers participate in advanced training programs where they attempt to
improve their understanding of the ethical aspects of management decisions
and actions.

What can be concluded from the sketch above is that, at least in Germany,
the level of trust in business leaders’ decisions and activities is low. Never-
theless, activities like the participation of managers in vocational training
programs, or measures like the adaptation of organizational structures in or-
der to cope with ethical problems or requirements resulting from daily busi-
ness, indicate that there is a “demand” for business ethics: Many managers
are interested in improving their skills in this regard. As the ethical or moral
dimensions of actions are usually not self-evident, this is not surprising. Even
when managers intend to improve their decisions in an ethical respect, it is
not easy to decide among the various options. Notwithstanding, management
students frequently lack reflection on the ethical dimensions of their to-be
decisions and actions throughout the course of their education. With respect
to the “supply side,” i. e., those places where many of today’s managers are
educated, the reaction to this “demand” has been rather weak so far, leading
to a deficit or “education gap.”

The paper does not provide a detailed analysis of this gap. One reason for
it might be that many business schools or universities® (BS/U) do not have

2 A survey executed by TNS-Emnid by order of the World Economic Forum found
that 70% of Germans believe that leaders of large groups are not to be trusted;
80% hold the opinion that the company leaders’ influence or power is too great.
Published in the Welt, 11/19/2006; http:/www.welt.de:81/data/2004/11/19/
362495 .html?prx=1.

3 See, for example, the Financial Times Deutschland’s Sonderbeilagen (print
supplements) on that issue.

4  See, for example, the journal’s Business Ethics list of the 100 Best Corporate
Citizens (http://www.thecro.com?q=be_100best) or the Fortune Reputation Sur-
vey (http://www.timeinc.net/fortune/datastore/index.html).

5 Concerning business schools, the paper mainly draws on discussions from the US
and Australia. Particularly in the US, business schools began to teach “hard
science” and analytical skills from the last century’s sixties on. By that, business
schools changed into “business universities” focused on the education of

230



THEORY, PRACTICE, AND EDUCATION

enough resources at their disposal needed to enhance the number of fields of
study within their walls. It could also be the case that they do not believe that
a particular instruction in business ethics is really required, or they believe
they should limit the impartment of knowledge to that stemming from their
core disciplines, i. e., economics® and management studies. In primarily re-
ferring to the before-mentioned fields of study, the paper discusses assumed
benefits of implementing business ethics at BS/U with respect to its contribu-
tion to the development and impartment of management knowledge, on the
one hand, and the application of management knowledge by future managers,
on the other.

Throughout the paper, “management practice” means the to-be practice of
future managers, e. g., (universitary) further education of practising managers
is not addressed. The paper assumes that management practice can be influ-
enced by scientific’ or scholarly knowledge; by that, it refers to a discussion
among management scholars on issues of management education.® However,
there are other kinds of knowledge also relevant for management practice.
The particular knowledge which emerges as an outgrowth of management
practice cannot be gained by means of management education. As Mintzberg/
Lampel (2001) have put it, “true managing” cannot be simulated in lecture
halls. However, BS/U can provide their students with some of the cognitive
prerequisites which will help them to meet the requirements later on.

The paper’s arguments are developed from the following background:
First, a theory of the firm is used that assumes co-production of a good or
service by the supplier and the buyer of that good or service, as well as a
competence-based perspective from which the term “core competence” is
borrowed.? Second, the analysis of knowledge systems has resulted in the
distinction between two modes of knowledge production (Mode 1 and Mode-
2 knowledge). Third, from the history of economic and ethical thought, the
view is taken that economics and ethics are intimately related by reference to

management. The paper does not deal with the fact that not all business schools
in the world resemble these.

6  Economics holds a particular position among the disciplines relevant for manage-
ment education (DONALDSON 2002, p. 97).

7  In the paper, “science” is understood as comprising both the natural and social
sciences.

8  Cp. LEAVITT (1989); BAILEY/FORD (1996), PFEFFER/FONG (2002), MINTZBERG/
GOSLING (2002), GHOSHAL (2005).

9  Cp. GERSCHET AL. (2005).
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deliberative action. BS/U are interpreted as organizations which supply ser-
vices!? (education, degrees etc.!!) for their clients (students!'?). By means of
the competence-based perspective, the paper refers to the structure and nature
of input required for the common production of the intended output. The pa-
per argues that business ethics can contribute to the development of BS/U’s
core competences which, generally speaking, are seen in knowledge produc-
tion (research) and knowledge impartment (education), as well as in the de-
velopment of students’ skills with respect to theory application, discernment,
and moral reflection.

As the paper aims at precisely working out the consequences of distinc-
tions, it often simplifies where things are complex and interwoven, or it refers
to polarizing arguments where history meanwhile displays a rapprochement.
The reason for this is purely methodical; it does not mean that the importance
of, for example, historical developments that have led to “mixed cases” or
scenarios is disputed.

I1. Knowledge Sources of Management Practice

Knowledge sources are not independent of the ends which are to be achieved
by them. Recently!3, educational goals have been the subject matter of dis-

10 It is not necessary to adopt this view on BS/U in order to follow the paper’s line
of argumentation. The approach, however, provides an adequate framework for
the discussion because it assumes that both parties involved in the production of
the good or service take a (more or less) active part throughout the process of
production.

11 The output of management education at BS/U can be described from different
perspectives. What is handed over, after the end of the transaction, is a sheet of
paper documenting that the student has achieved a certain degree. From an
ethical point of view, to-be managers graduating from a BS/U should be able to
understand the ethical dimensions of decisions and actions.

12 Since the paper restricts its discussion to future managers who graduate from a
BS/U, it can avoid a discussion of cases in which, for example, businesses pay
for the further education of employees, i. e., cases where it is at least open to
discussion who the client is, the student or the company.

13 From the point of view of ancient ethics, the relationship is, of course, not
completely new.
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cussions which are related to business ethics as, for example, “science educa-
tion for citizenship and/or for social justice” (Zembylas 2005) or “education
for sustainable development” (Reid et al. 2002). Although education has to
adapt to evolution within society,! it is not required to follow each demand.
The paper discusses demands on business ethics education that are independ-
ent of particular ends, like the two mentioned above. Its analysis deals with
the understanding and accomplishment of management education in general.
Among management scholars, there is a long discussion on the relations of
theory and practice, in particular on the actual influence of BS/U’s education
on management practice.!> Management scholars have pointed out that
BS/U’s education has either executed little (or no) influence on the minds of
students (Pfeffer/Fong 2002), or a bad influence which, from an ethical point
of view, leads to a change of social reality in the wrong direction (Donaldson
2002, Ghoshal 2005). The paper summarizes this debate among management
scholars as follows: Theory-based knowledge can actually take effect on the
mind-sets of to-be managers, but the consequences which they draw from
theories, as well as the decisions and actions which rest on them, can take the
wrong course.

The importance of theoretical knowledge notwithstanding, the education
of future management requires that the degree holders will later on be able to
solve problems which at first glance arise in businesses but not in theories. In
this regard, the paper addresses the following questions: Do the theories
taught at BS/U have an impact on students’ minds? Is the knowledge embod-
ied in theories and taught at BS/U relevant for future actions of to-be manag-
ers? Or are most of the educational efforts tantamount to “window dressing”
(Pfeffer/Fong 2002) and the students mainly enroll “to get drunk” (ibid., p.
82)?

In order to find an answer to these questions, the paper first addresses the
distinction between Mode 1 and Mode-2 knowledge, and then the manner in
which theory application and management practice are related.

14 “A teaching programme is an ‘artefact’ that should be subject to permanent
scrutiny, this being the only way in which it can adapt to evolutions in society”
(SzyMKOWIAK 2003, p. 184).

15 For references see note 8.
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1. Mode 1 and Mode-2 Knowledge

According to Gibbons et al. (1994), there are different kinds, institutions, and
realms of knowledge production. Academic disciplines produce what they
call Mode-1 knowledge.!¢ It is a result of a high degree of academic division
of labor and develops from a common point of view, approach, or theory. If
academic researchers at BS/U undertake research in their fields of origin, i. e.
economics, sociology, or psychology, they produce Mode-1 knowledge. Re-
search is based on theory-guided identification of problems!” and subsequent
attempts by researchers to solve them. Mode-1 knowledge is related to par-
ticular “theoretical worlds” that express scholarly knowledge in a rather pure
form. In this regard, researchers solve the problems identified by their theo-
ries; by that, they attempt to enlarge and refine the theories. Gibbons et al.
(1994, p. 3) characterize Mode-1 knowledge production as being, at least for
many, “identical with what is meant by science. Its cognitive and social
norms determine what shall count as scientific problems, who shall be al-
lowed to practise science and what constitutes good science.”

Mode-1 knowledge production has been described and analyzed by histo-
rians of science like Thomas Kuhn. Mode-2 knowledge, in comparison,
seems to be a relatively new phenomenon in the history of knowledge pro-
duction.!3 It results from the emergence of such places of knowledge produc-
tion as R&D departments, research institutes, think tanks, etc. where re-
searchers from different scientific communities come together in order to
work on particular problems which are located beyond disciplinary borders.
Compared to disciplinary research which leads to Mode-1 knowledge, trans-

16 NOWOTNY ET AL. (2005) argue that in the meantime universities are also
producing Mode-2 knowledge to an increasing degree. Because the paper wants
to emphasize the differences and not the rapprochement, it mainly draws on the
carlier work by GIBBONS ET AL. (1994).

17 This does not exclude scholars addressing problems which are put on the agenda
by practitioners.

18 As GIBBONS ET AL. (1994, p. 6) state, “Mode 2 knowledge is thus created in a
great variety of organizations and institutions, including multinational firms,
network firms, small hi-tech firms based on a particular technology, government
institutions, research universities, laboratories and institutes as well as national
and international research programmes.”
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disciplinary research gives rise to Mode-2 knowledge."” Table 1 juxtaposes
commonalities and differences between disciplinary and transdisciplinary

research:

Disciplinary research

Transdisciplinary research

Knowledge is first produced and then
applied. Problems are set and solved in
a context governed by the interests of
a specific community.

Knowledge is produced in the context of
its application.

Research teams are interested in
general unifying principles.20 Knowl-
edge tends to preserve its form.

Research teams are interested in
particularities or idiographic attributes
rather than in general unifying principles.
Knowledge is transient.

Standards of quality control apply.

The development of particular criteria for
assessing the results is required.

The produced knowledge is rather
homogeneous.

The produced knowledge is rather

heterogeneous.

Research teams look for additional
problems or more specific solutions
after a problem is defined or solved.

Research teams dissolve after a problem is
defined or solved.

Kuhn’s analysis of what he calls
normal science applies.

The development of new theoretical
structures, research methods, and models
of practice might be required. The
relationship between research team and
approach is rather loose.

Table 1

Mode-1 knowledge is a source not only for scholars of new insights or views;
it can change practitioners’ views on social reality, too. As regards manage-
ment education at BS/U, one can expect that students are busy with the learn-
ing of disciplinary conceptual frameworks, problems, and problem solutions.
They are thus mainly involved in Mode-1 thinking. Because of this, it is
rather disciplinary than interdisciplinary knowledge which gains influence on

19 Interdisciplinary research is located between disciplinary and transdisciplinary
research. Cp. NOWOTNY ET AL. (2005, p. 117).

20 This depends, of course, on the subject matter and the degree to which a
researcher or community is disposed to assume that unifying principles can
describe her or its field of study. An interest in particularities or idiographic
attributes is in no way excluded by that.
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their mind sets. By means of their theoretical education, they are provided
with particular “glasses” which help them to reduce the complexity of social
reality. Besides knowledge, there are other entities located within the social
domain (which can be distinguished from the individual level of analysis)
like ideology, value judgments, or morality. These entities are also able to
reduce the complexity of social reality, but their influence on decisions and
actions is rather seldomly systematically dealt with at BS/U. In this section,
the paper mainly refers to the knowledge dimension; in section III it adds the
value and ideology dimensions.

The worth of academic education of to-be managers would be question-
able if they were later unable to connect the theoretical worlds and their con-
ceptions of social reality,?! or, as Hambrick (1994, p. 15) has put it, “worlds
of scholarship and practice.” The academically educated manager should
prove to be able to match theory-based descriptions of a problem and concep-
tualizations which arise from practice.

The connection between both types of “worlds” is made up by knowl-
edge. Social reality is not a contrast to theory inasmuch as it is unaffected by
theory. In fact, social reality is indirectly shaped by multiple theories which
people have in mind since they were introduced to them at school, college, or
university.22 The difference between conceptualizations of social reality
which have their origin in everyday knowledge and “theoretical worlds” in-
troduced by scholarly theories is based on the exclusivity of knowledge em-
bodied by present-day theories. The main reason for this exclusivity is that
scholarly communities dispose of the theories which embody knowledge:
The closer this knowledge is to the frontiers of research, the less likely that it
has passed through steps of justification assumed as required by a commu-
nity, and the smaller the chance that it will already inform a broader public at
BS/U and beyond.

Mode-1 knowledge is not the only kind of knowledge of importance for
future managers. Activities within social reality, as well as learning processes

21 It is not possible to directly match theory and reality. Thus, independent of how
social reality is constructed according to the one or the other social-theoretical
approach, one can only match conceptualizations of social reality of first order,
on the one hand, and of second order, on the other (SCHUTZ 1982).

22 As MACHAN/CHESHER (2002, p. XXI) point out, “apart from the highly technical
and developed levels of understanding, there is also common sense. We are all
commonsense physicists, chemists, sociologists, economists, moral philosophers,
and political theorists — at least amateurs in these areas of concern.”
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based thereon, are a source of “practice-based knowledge” (Clegg/Ross-
Smith 2003, p. 8723). Gibbons et al. (1994, p. 6) do not subsume activities
related to management under the term “Mode-2 knowledge”. There are, how-
ever, intersections of the characterizations of Mode-2 knowledge, as given by
Gibbons et al. (1994), and “practice-based knowledge,” as given by man-
agement scholars like Clegg/Ross-Smith (2003) or Mintzberg/Lampel (2001).
Accordingly, Hargreaves (1999) and Mclntyre (2005) have already discussed
a gap between educational research and educational practice in terms of the
distinction between Mode 1 and Mode-2 knowledge. As regards Mode-2
knowledge, the following (incomplete) list of attributes draws on Gibbons et
al. (1994). In comparison to Mode 1, Mode-2 knowledge is characterized by

e  operation within a context of application;

e discovery that occurs in the fields where knowledge is developed
for, and put to, use;

e  problems that are not set within a disciplinary framework;

e  aconstant flow back and forth between the fundamental and the ap-
plied;

e  knowledge production that does not take place within university
structures;

e  knowledge production that is more socially accountable;

e awide range of criteria in judging quality control; and

e  knowledge production that takes place according to the producer’s
own set of cognitive and social norms.

Compared to that, practice-based knowledge

e is based on the interaction and communication among people influ-
enced by different backgrounds in education, knowledge, and expe-
rience;

e  results from the activity of managing, not from studying it; and

e  develops from the identification of problems which have their rea-
son, not in theory, but in the course of business or management ac-
tivities and managers’ subsequent attempts to solve these problems
as well as the learning processes resulting from this.

23 CLEGG/ROSS-SMITH (2003, p. 87) do not refer to the distinction between Mode 1
and Mode-2 knowledge. They criticize that management knowledge has
separated “itself sufficiently from mundane practice and assume some of the
characteristics of an abstracted science.”
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In the following, the paper subsumes practice-based knowledge under the
more general heading “Mode-2 knowledge.” Practice-based knowledge, in
the sense of knowledge that has its origin in the practice of management, is
non-scholarly Mode-2 knowledge.

As Gibbons et al. (1994 et al., p. 14) have pointed out, Mode 1 and Mode-
2 knowledge are different but nevertheless related: (Scholarly) Mode-2
knowledge is “an outgrowth” of Mode-1 knowledge; “Mode 2 is not sup-
planting but rather supplementing Mode 1 (ibid.). Mode-1 knowledge and
non-scholarly Mode-2 knowledge are not contrary to each other either: Man-
agers need Mode-1 knowledge in order to identify or “find” a problem from
the perspective of a theory, and they need practice-based knowledge to cor-
rectly identify the problems of the business. However, that a manager’s mind
set has a stake in both of the worlds mentioned above does not yet suffi-
ciently enable him to solve a business’ problems. For that purpose, a particu-
lar kind of knowledge is required — knowledge related to previous theory
applications and the experiences resulting from them. In ethics, in particular
in Aristotelian ethics, this is paralleled by the knowledge and “application” of
both (general) principles and practical wisdom: “we can apply principles but
must be wise about it” (Hartman 2006, p. 76).

2. Theory Application and Management Practice

According to Stenhouse (1981, p. 105), there are two kinds of theory applica-
tions: First, predictions which provide individuals with information about the
context of action; and second, predictions which, by application of general
laws, provide information about the outcomes of specific acts. The first kind
of prediction is directed at the framework of actions; it tells us, for example,
that the sun will rise tomorrow as it has risen today or that in an economy
there are rules which prevent or induce particular actions. The second kind of
prediction is based in end-means relations described by causal laws (or what
is held for that). If translated into the language of economists, the first kind of
prediction aims at conditions of action and the second at concrete options of
action. Donaldson (2002, p. 103) emphasizes the second type in the conclu-
sions of his discussion of the main management theories’ usefulness for man-
agement education: “The curriculum of management education should draw
upon knowledge that offers theoretical models of a kind that managers can
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use, causal models in which the causes are variables that managers can influ-
ence (...) and the effects are variables that managers care about (...).” 24

Both Stenhouse and Donaldson’s characterizations do not distinguish be-
tween a theory application undertaken by a scholar and one undertaken by a
practitioner. In either case, specialized knowledge is required that connects
knowledge embodied in theories and knowledge necessary to fit the concrete
circumstances of application. For this reason, fields of study within scholarly
communities have developed called “applied sciences” or “policies.” As
Wagner/Wiegard (2002) have pointed out, theory application and, by that, the
accomplishment of predictions or policies which are directed at a change of
social reality require individuals endowed with particular skills not wide-
spread even within scholarly communities. In economics, under the heading
of “economic policy,” the combination of rather general knowledge, related
to a particular theory, and more concrete knowledge, related to the descrip-
tion of a current situation or problem, has led to the development of a class of
specialized knowledge workers.

Wagner/Wiegard (2002) further argue that the successful execution of a
theory application requires an “Actus der Urteilkraft” (act of discernment)
which — in a kind of double-loop learning — is also informed by training and
experience (Bailey/Ford 1996, p. 10). According to Kant, “Urteilskraft” (dis-
cernment) is required in order to evaluate the moral rightness or reasonable-
ness of decisions. “Discernment” is as well an expression of the special, often
idiosyncratic knowledge required for the mediation of general, abstract theo-
ries, on the one hand, and concrete, situation-specific descriptions by which
the subject matters of applications are characterized, on the other.

Principally, if discernment is required for economic policy, then it is also
required for practitioners who intend to decide and act on the basis of theo-
retical knowledge. The ability to weave together and to make use of different
kinds of knowledge characterizes theory applications by academia as well as
by non-academia. This ability can be learned, at least in part, by the participa-
tion of students in BS/U’s research activities (where they can achieve an un-
derstanding of a theory and the problems for which it is thought to be the
solution), and in practical studies (where they can learn how the problems
identified by a theory are interpreted in organizations or businesses). Both
scholars and managers have to deal with the fact that the application of theo-

24 As BACON (1902, p. 11) has put it: “Knowledge and power are synonymous,
since the ignorance of the cause frustrates the effect ...”
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ries requires an understanding of specific contexts and situations to which the
respective theory is applied. For this reason, the ability to apply scientific
knowledge is not simply an epiphenomenon of the impartment of theoretical
knowledge and analytical techniques. Thus, BS/U which are only engaged in
the impartment of theoretical knowledge, but do not address the ability of to-
be managers to apply that knowledge, deliver only half the good.

The above distinction between Mode 1 and Mode-2 knowledge (or prac-
tice-based knowledge) gives BS/U reason to reflect again on the importance
of “practice” in their educational programs. As management scholars have
argued, it is not possible, at least not to a degree which comes sufficiently
close to “true management,” to simulate the production and application of
practice-based knowledge within the walls of BS/U. According to Mintzberg,
“Management is, above all, a practice, where art, science, and craft meet”
(Mintzberg quoted by Reingold 2000, p. 290). No wonder then that this com-
plex socio-cognitive endeavor cannot, as Mintzberg/Lampel (2001) have put
it, be replicated in the classroom: If Gibbons’ et al. (1994) characterization of
Mode-2 knowledge (cp. the list in section II.1) applies to practice-based
management knowledge, then BS/U cannot instruct future managers in that
regard.

Case studies are helpful in improving the students’ ability to recognize
problems?3 and find solutions to them (at BS/U, mainly from the theoretical
perspective to which the students are introduced), but they cannot substitute
for management experiences that, for example, result from endeavors to en-
force such solutions. Hartman (2006, p. 77), who advocates the use of case
studies particularly in business ethics education, emphasizes that case studies
sharpen the moral imagination like experiences do, that they are a basis of
analysis, and thus they can bring forward the process of moral maturation.
The paper agrees on the importance of the case method for business ethics
education. However, by means of the case method, a BS/U cannot contribute
to the development of what is called in Aristotelian terms practical wisdom.

What BS/U can do, of course, is extend the time students have to spend
with practical studies in order to provide students with an enhanced opportu-
nity to make “true management experiences.” From an economic point of
view, then, “cannot” is synonymous with “too expensive.” To sum up: With

25 See PORTER/MCKIBBIN (1988), who criticize that there is insufficient emphasis
on problem finding in contrast to problem solving. Problem finding by students
can only occur if they are familiar with pertinent Mode-1 knowledge.
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one eye on its core competences and the other on the costs, any BS/U has to
decide how much importance it will ascribe to practice-related knowledge
compared to theoretical knowledge, and how much — in terms of time and
other resources — this will be allowed to cost. Most BS/U will probably have
to limit their activities to the provision of access to practical studies for stu-
dents and the subsequent reflection on the experiences resulting from them.
Because BS/U cannot simulate “true managing” or can only substitute for it
to a limited degree by “second-hand” experience, they should prefer to con-
centrate on their core competences, which can be seen in the development of
their students’ ability to understand and apply (social-) scientific knowledge.
Table 2 adds particular competences based on the implementation of business
ethics to the characterization above.

An educational program based on Mode-1 knowledge as main pillar does
not speak for a supersession of scholarly Mode 1 by scholarly Mode-2
knowledge2%, because scholarly Mode 2 is not tantamount to Mode-2 knowl-
edge resulting from “true managing.” The concept of scholarly Mode-2
knowledge can help to better understand the nature of management studies
(or science), as well as of business ethics, which is the subject of the subse-
quent section.

I11. Business Ethics and the Study of Businesses:
A Formal View

In the following, the distinction between Mode 1 and Mode-2 knowledge is
applied to a delineation of the main characteristics of business ethics, as they
are seen from the perspective of this paper. The paper does not aim at provid-
ing a complete and detailed description of today’s business ethics; it is rather
a description distorted by the use of certain “lenses” which are known in ad-
vance to be crooked in a specific manner. As a consequence, the picture that
emerges from the use of these lenses does not provide a “true” image of the
depicted entity. Since any description presupposes the use of “lenses” or pre-
adjustments, there is, of course, no true image that could be drawn.

26 Scholarly Mode-2 knowledge, i. e., inter- to transdisciplinary knowledge is of
remarkable importance for both management studies and business ethics.
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As sketched in the paragraph below, the emergence of business ethics is
an outgrowth of an increasing academic division of labor that has led to sepa-
rated Mode-1 knowledge productions in fields of study which earlier were
connected. Business ethics is interpreted as an attempt to reintegrate the di-
vided strands of economics and ethics. With respect to the examples below
(economics ethics), this has already led to business ethics approaches which
produce Mode-1 knowledge.

1. Gains and Losses from Academic Division of Labor

With the development of different disciplines from philosophy, economics
has become separated from ethics. Then, because of the development of other
disciplines beyond economics, a further increase of the number of theories
and research areas has taken place. These theories rest on a diversity of prin-
ciples, ideas, and methods of which they make use in order to analyze social
reality.

The ongoing division of labor among the separated disciplines has given
rise to remarkable net gains in terms of knowledge. This development, how-
ever, has not only led to gains, but also to losses: Gains of specialization ex-
pressed by increasingly sophisticated theories are associated with losses fol-
lowing the increase of the number of disciplines (and herewith the number of
theories and problems identified by them). As a start, knowledge increases by
specialization. Losses can arise if the identification of or solutions to prob-
lems presuppose interdisciplinary research or applications of theories from
different disciplines which are not undertaken (or at least not in a sufficient
or adequate manner).2’ One palpable example for an issue or a realm of prob-
lems which requires an integration of analyses having their origin in disci-
plines which are currently separated is research on the course of the global-
ization process: it has to consider, for example, comparative cost advantages
and specialization, on the one hand, and justice, or misuse of power, on the
other (see Ehret et al. 2007). A second example is the modelling of the eco-
nomic actor as “a faceless economic calculator, losing almost all personality”
(Danner 2002, p. 150). In the analysis of concrete actions (Danner 2002, p.

27 BAILEY/FORD (1996, p. 8) describe how “knowledge that is generated (at modern
business schools, M. H.) has become increasingly technical and sequestered; so
much that a professor in one department can need years of training to understand
the research of an colleague in another department.”
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154), this has been interpreted in terms of a disconnection of moral and eco-
nomic values, or a disconnection of the moral or social dimensions of human
behavior, which has taken place in economics after Adam Smith (De-Juan/
Monsalve 2006, Wagner 2001).28

Regarding the examples above, knowledge losses arise from a division of
labor concerning the analysis of activities which are of the same type,
namely, scholarly knowledge production. The potential remedy for this kind
of knowledge loss is interdisciplinary research. In the beginning of or
throughout the process of interdisciplinary work, the prevalent separation of
disciplines conjoined with the subsequent development of different theories,
methods, conventions etc. has to be partially reversed. This endeavor will not
be undertaken without sufficient reason because of the costs which, of
course, also arise from interdisciplinary research. In order to outweigh these
costs, there must be a kind of promise related to interdisciplinary research:
the promise of solving an important problem or of achieving scientific pro-
gress by means of the pursuit of interdisciplinary research. Despite the prom-
ises of interdisciplinary research, it does not aim at rolling back the degree of
specialization. Nevertheless, interdisciplinary research can be institutional-
ized over time and, by that, begin to assume features of transdisciplinary re-
search (Nowotny et al. 2005, p. 117).

Besides interdisciplinary research, the losses which arise from division of
labor can be coped with by a systematic re-integration of fields of study as
has taken place, for example, in economic ethics (Koslowski 1998, Homann/
Suchanek 1987) or in some strands of socio-economics (Wagner 2001,
Samuels 1989). Systematic re-integration aims at the implementation of an
enduring field of study that gives rise to the development of new ethical-
economic theories which surmount the separation of economics and ethics.
For example, Machan/Chesher’s (2002) combination of a neo-Aristotelian
approach and Austrian economics refers to two main pillars of business eth-
ics: individual ethics and order ethics. As with other approaches within eco-
nomic ethics, this one embodies both lines of argument developed throughout
this paper: free will of economic actors, actors’ ability to critically reflect on
issues of interest, and (re-) integration of economics and ethics.

From this paper’s perspective, business ethics is a composed discipline
(or field of study) which has its main sources in both economics and ethics.

28 SMITH’S “Wealth of Nations” and “Theory of Moral Sentiments” are an expres-
sion of this decomposition.
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Business ethics is thus a field of study dealing with ethical-economic prob-
lems, problems which have their origin in economics and ethics. In other
words: business ethics is more than a cooperation between economics and
ethics which recognizes both disciplines as being independent and equally
important (Enderle 1996, p. 47); for this paper’s sake, this view is not wrong
but only a starting point. In order to institutionalize itself as an academic dis-
cipline, business ethics has to become more than just a cooperation between
two disciplines; it has to transcend them. Business ethics (as an academic
field of study) is thus seen as an intended, long-term coproduction of knowl-
edge within a field of study to which economics and ethics have primarily
contributed but which allows — if not demands — its own theory development
and subsequent application. At the first glance, the business-ethics concept is
thus interpreted very narrowly, excluding organizational, behavioral, cultural
and political aspects. At the second glance, however, one can see organiza-
tional and behavioral aspects within economics.2? Whereas political and cul-
tural aspects are not on the main agenda of most economic approaches,?
they can gain influence in the case of application. In addition, as management
studies (with economics as its core discipline) is involved in scholarly Mode-
2 knowledge production, the problems dealt with can have their origin not
necessarily in economics, but also in sociology or psychology (cp. section
11.2).

Business ethics is not homogeneous as a field of study; it can refer to dif-
ferent approaches in ethics and economics as well. Because the paper does
not aim at delving into the similarities and varieties of those approaches, it
takes what it calls a formal stance. By use of the term “composition,” nothing
is said about the particular shape or form of the composition: According to
this paper, “composition” means either that economics and ethics are ar-
ranged at the same level, or that one party is subordinated to the other one.
Even economic ethicists disagree on this issue.3!

29 See, for example, Oliver Williamson’s work in the organizational economics. For
the matter of behavioral economics, cp. BRUNI/SUGDEN (2007) or JOLLS (2007).

30 For works on the intersection of law and economics, see JOLLS (2007) or
VERMONT (1999).

31 HOMANN/SUCHANEK (1987) distinguish the conviction that ethical norms are
justifiable by economics from the view that it is the task of ethics alone to justify
ethical norms (model of application of ethics to economics); they argue against
the application model. Compared to that, MACHAN/CHESHER (2002) advocate the
view, that business ethics is a subfield of philosophy.
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Ethics is a part of philosophy which can itself be more or less “empiri-
cally informed” (Musschenga 2004). Normative ethics can generate an inter-
est in getting empirically informed and, for this reason, look for opportunities
to collaborate with empirical disciplines. Empirically informed ethics are
normative ethics that, with respect to their application, consider contextual,
historic, or pragmatic aspects. Contextually and historically informed ethics
can take into account, for example, the Western coining of many of their
ideas and convictions.32 The amount and kind of empirical information as-
sumed as required by ethicists can change from problem to problem. In any
case, the process of empirical information gathering and processing is limited
(it stops if the aspired “level of satisfaction” is achieved), and the main theo-
ries of ethics will probably not change after they have been run through such
a process of “information-loading.” Such “empirically informed ethics” seem
to be an instance of what is called application model (cp. Note 31). Rather
than the application model, an “equal-status” model of business ethics can
lead to conjoint theory developments, that is, theories which go beyond both
current ethics and economics.

There is another source of losses which arise if knowledge of different
origins ought to be combined but is not; but they are not the consequence of a
scholarly division of labor. Typically, this is the case if there are problems
the solutions to which require the combination of knowledge based on both
academic research and knowledge resulting from social practice.33 Examples
are provided by scholarly analyses of management problems and their subse-
quent translation into management practice, or by the relationship of educa-
tional research and educational practice.34

32 One striking example is the common reference to a reason-based religion (Ver-
nunftreligion) in Europe.

33 Academic knowledge production can also be interpreted as a kind of social
practice, but at this point, the distinction between diverse realms of social
practice is in the foreground.

34 WHELDALL (2005, p. 573), in his introduction into a special issue of Educational
Psychology, bemoans ,.that much educational contemporary research has little
relevance to, or has little potential to inform, educational practice.”

245



MICHAELA HAASE

2. Interrelations Between Management Studies and Business Ethics

Management studies and business ethics — their subject matter as well as their
conceptualizations — “overlap” in a threefold manner: First, as emphasized by
both ethics and economics, because of the free will of those who are prepared
for decision-making within and for organizations (businesses). A common
source of economics and ethics is the idea of intentional or deliberate action
(cp. Ghoshal 2005, p. 77,35 Wyller 2002, Koslowski 1998). This idea as-
sumes actors who base their decisions on knowledge, values, beliefs, religion,
or ideologies3® which serve as the foundation for the formation of their inten-
tions.37 The impact of these factors will vary depending on the actors’ so-
cialization, education, and experiences. At the cost of other bases of beliefs
and convictions like religion or ideology, the paper mainly refers to knowl-
edge. This does not mean that religion or ideology are not important; it fol-
lows rather from the fact that religion or ideology are usually not taught at
BS/U, at least not with the aim of making students believe in or advocate it.
Second, there is an overlap by reason of the ethical nature of the activities
executed within and for both organizations and markets.38 Examples for such
ascriptions of an inherent ethical nature to economics can be detected in the
evaluation of economic activities as fundamentally “right” or “wrong.” Ad-
vocates of the first position are Milton Friedman, according to whom it is the
whole social responsibility of a firm or manager to make a profit, or Machan/
Chesher (2002) who maintain that there is something morally right about

35 GHOSHAL (2005, p. 77) is right in stating that “ethics is inseparable from human
intentionality” but erroneously seems to believe that this does not apply to
€Conomics.

36 This is, of course, not a complete list of all factors which can be of importance
for decision-making. The list mainly refers to factors related to cognition and
neglects the influence of emotional factors as well as the interaction of cognitive
and emotional factors.

37 The assumption of a free will as a presupposition of the freedom to deliberate on
decisions and act accordingly is not worked out in all economic theories. The
conceptualization of individual action on the basis of individuals who are able to
reflect on their preferences and decisions (KOSLOWSKI 1998, pp. 69 f.) is opposed
to that expressed in the highly abstract Walrasian equilibrium model.

38 The paper does insofar agree with business ethics conceptions that are “oriented
fundamentally towards doing — decision making and taking action in business
(...)” (ENDERLE 1996, p. 46; italics in the original).
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business.3? According to them, individuals arrive at conclusions on the
grounds of personal prudence*® and act on the basis of their right to possess
private property (as a concrete expression of individual liberty which is guar-
anteed as part of the institutional order).

Third, the overlap exists because of the ethical dimensions of economic
concepts and theories which are applied to the analysis of businesses. Market
theories as well as organization theories are based on assumptions which ex-
press evaluations or can be evaluated from an ethical point of view. A reflec-
tion on the value dimensions of the knowledge imparted to future managers
throughout their academic education is of an ethical nature, too.

The close relationship of business ethics and economics notwithstanding,
economics is by far not the only social science duly qualified or responsible
for the study of businesses. In this regard, business ethics (with economics as
the main source) is similar to management studies whose scholars stem from
different disciplines (economics, sociology, psychology, cp. Ghoshal 2005, p.
82, Clegg/Ross-Smith 2003, p. 85) and analyze management problems from
the perspectives of their theories or approaches (Bailey/Ford 1996, p. 8).4!
Because management education is not only based on economics, business
ethics education at BS/U will be confronted with non-economic theories,
including specified problems or points of view. In order to deal adequately
with, for example, issues of ethical leadership or value communication within
a business, business ethics can become involved in common research with
psychology or organization theory. It is thus involved in what is called by
Gibbons et al. (1994) Mode-2 knowledge production.

Today, as an academic field of study, business ethics is mainly anchored
in departments of economics and business administration at BS/U. As in

39 MACHAN/CHESHER (2002, p. 16) bemoan “that many believe that businesses gain
moral credit solely from such pro bono work, a perspective not widely embraced
concerning the moral work of other professions such as medicine, education, or
science.”

40 The availability of prudence, however, is nothing taken for granted by MACHAN/
CHESHER (2002, p. xx): “People are far from automatically prudent and are,
indeed, very often reckless, inattentive, and lacking in industriousness and am-
bition.”

41 OTTEWILL/MACFARLANE (2002, p. 11) argue that “the study of business is already
an example of mode 2 knowledge produced within a broader social and economic
‘context of application’ compared to traditional, disciplinary, mode 1 knowledge.”
Compare however BAILEY/FORD’S (1996, p. 8) appraisal as quoted in note 27.

247



MICHAELA HAASE

other parts of the Western world, the reputation, and subsequently, the finan-
cial as well as personal resources of BS/U are related to their success in (so-
cial-) scientific research. In the US, business schools achieved academic re-
spectability and legitimacy by becoming social-scientific departments in the
nineteen sixties (Pfeffer/Fong 2002, Bailey/Ford 1996). Though BS/U’s edu-
cational programs have been criticized for a long time, this has not changed
the anchoring of their research programs within the social sciences. Strength
in research is also of importance for a discipline’s ability to provide doctoral
programs and thereby to attract and educate its offspring. Consequently, it
cannot be assumed that business ethics’ influence at BS/U can increase with-
out participation in research there.42

It does not seem to be an exaggeration to state that business ethics re-
search is demanding since, first, the business ethicist needs to possess a pro-
found knowledge of ethics.*? Second, the business ethicist needs an in-depth
knowledge of economics, theories as well as applications (including its appli-
cations to management studies). Third, since business ethics research might
not be adequately executed by the exclusive use of business ethics theories,
the business ethicist needs to be able to engage in interdisciplinary research,
too.

3. Core Competences of Business Schools and Their Amendment
by Business Ethics

At a BS/U, business ethics has to bring about the ethical dimensions of the
problems management studies and economics deal with (including the above-
mentioned Mode-2 dimensions). For this purpose, business ethics has to be-
come informed about the ethical dimensions of the problems singled out by

42 A presupposition of business ethics’ research activity is that it is an independent
field of study which can give rise to its own problems as, for example, the
relation of profitability and social responsibility, or wealth production and
distribution.

43 BOWIE (2000, p. 17), who reports from the US that philosophers rarely take
courses in business ethics, believes that business ethics’ future offspring will be
rather educated at business schools than in philosophy departments. If this
tendency consolidates and endures not only in the US, then particular efforts are
required in order to maintain the philosophical education of business ethics’ off-
spring.
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economics and management studies. Table 2 delineates outcomes of the de-
ployment or activation of BS/U’s core competences as assumed by the paper.
It also states what, from its point of view, can be achieved by the implemen-
tation of business ethics as a field of study at BS/U. As addressed in more
detail below, BS/U’s core competences are potentiated and extended by the
implementation of business ethics, which is seen as the source of what is
called below BE competences. With respect to BE competences, the paper
distinguishes between competences which are related to theoretical knowl-
edge, and competences which are related to the moral development of per-
sonality or character.

The answer to the question if and to what degree BS/U can promote or
build character is, presupposing an adequate definition of “character,” par-
tially an empirical one. If the concept of character could be derived from an
empirical theory and related to empirical information in adequate manner,
then, in their endeavor to develop their students’ characters, BS/U could
make use of it. At this time, it seems that “character” is a concept of ethics, in
particular of virtue ethics, that has no or no sufficiently accepted counterpart
in empirical theories.** From this situation, however, the paper does not draw
the conclusion that it does not make sense at all to speak about character or
personality development in business ethics education. It rather means that,
from the perspective of empirical theories like social psychology (not neces-
sarily from that of ethics), the meaning of concepts like “character” or “per-
sonality” is not (fully) understood or that these concepts cannot be derived
from them. Not enough knowledge seems to be currently available to take a
well-informed stance on this issue.*

Acting from an ethical perspective, as well as the search process directed
at finding possible solutions to ethical problems are both guided by the indi-
vidual, particularly by the individual’s knowledge, experience, belief, and
emotions. A BS/U that only addresses the students’ cognitive abilities and

44 According to HARMAN (2003, p. 92), “the ordinary conception of a character or
personality trait is of a relatively broad-based disposition to respond in the
relevant way with acts of the corresponding sort. (...) Now, the evidence
indicates that people may differ in certain relatively narrow traits but do not have
broad and stable dispositions corresponding to the sorts of character and
personality traits we normally suppose that people have.”

45 HARTMAN’S (2006) Aristotelian answer to this question is rather conceptual in
nature. Cp. also KLIMOWSKI (2006) on this issue.
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neglects their personal, emotional, and social development, as well as the
related ethical aspects, will probably not tap its full potential.

Core competences of BS/U
are the source of the impartment of theoretical knowledge as well as the develop-
ment of analytical and practical skills directed at students’ ability to
e understand “worlds of theory,” their advantages as well as their limitations
understand the specific contributions of different theories
find problems based on theories
apply theoretical knowledge in order to cope with problems
match theoretical worlds and conceptualizations of social reality

BE competences (related to theoretical knowledge)

o Identification of value dimensions and ideologies related to theories

e Improvement or development of the ability to make ethically informed de-
cisions

e Reflection not only on the means but also on the ends of end-means rela-
tions

e Knowledge about ethical principles, procedures and values

e Ability to provide ethical salient descriptions of particular situations

e Ability to match ethical principles with particular situations

BE competences (related to character)
e Ability or disposition to undertake ethical choices
e Ability to understand and arrange own values
e Ability to develop a coherent moral system

Table 2

Table 2 presents the subject matter in a mainly formal manner. As regards
content, the formal perspective needs a supplement like the walls and girders
of an otherwise uncompleted building need further equipment and furnishing
in order to become a place to work or live in. The formal dimension itemized
above has thus to be completed by the concrete fields of study or by the ap-
proaches which business ethics scholars or communities use. This paper is
mainly interested in the “walls” and “girders;” it thus neglects the “equip-
ment.”

250



THEORY, PRACTICE, AND EDUCATION

a) Business Ethics Competences Related to Theoretical Knowledge
Business ethics can play multiple roles in the process of intermediation be-
tween theoretical worlds and social reality: First, business ethics pays atten-
tion to theories on the basis of which a problem is identifiable and analyz-
able. Second, business ethics is helpful in the process of problem identifica-
tion and solution insofar as it, from an ethical point of view, directs attention
to the desirability of a solution or the means to achieve it: Whereas the ap-
plied theory states that an x is a solution to a y, business ethics encourages the
decider to bear in mind the values related (or relatable) to the ends strived for
or the ethical consequences to be expected from an action. By this, business
ethics is not seen as an immediate source for the rightness or wrongness of a
decision or action; furthermore, it is a framework helpful for the reflection on
and evaluation of ethical relevant matters. Third, business ethics can itself
provide such problem-solving theories. Fourth, even though principles (such
as, for example, the categorical imperative) are not an exclusive source of
ethical decisions and actions, without taking them into consideration one will
run into the danger of overvaluing aspects related to particular situations. The
same holds true for values in the sense of second-order desires (Frankfurt
1981) or the ethical good: In order to develop the faculty to provide ethically
relevant or salient descriptions of particular situations (Hartman 2006, p. 74),
students at BS/U have particularly to match the economic and the ethical
good. Fifth, principles can be applied to particular situations, but in order to
be successful, the individual has to make sure that principle and (the descrip-
tion of a) situation match each other. As Enderle (1996, p. 49) has pointed
out, knowledge of principles is not sufficient for ethical decision making and
acting: “ethics does not give security once and for all but it makes reflection
inevitable by weighing concrete and general considerations against each
other and by looking for possible solutions of acting from an ethical perspec-
tive.”

b) Business Ethics Competences Related to Character

In virtue ethics, “character” is defined along the lines issued by Aristotle
(Solomon 2003, p. 50). Hartman (2006, p. 69) defines “character as one’s
standard pattern of thought and action with respect to one’s own and others’
well-being and other concerns and commitments.” By means of the term
“character,” the paper thus refers to mind sets of individuals, their way of
thinking and their dispositions of acting. Particularly virtue ethicists (for ref-
erences see Hartman 2006, p. 68) have emphasized that the “mere knowledge
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of principles” (ibid.) will not suffice to become an ethical person, whereas
knowledge and disposition will. But there is no reason to assume that charac-
ter alone will suffice in order to predict the behavior of the ethical person in
all circumstances.*0

As mentioned above, it is the competence of business ethics to attract at-
tention to the ethical dimensions of both economic activities and theories.
Management education should enable students to be more conscious of ide-
ologies or values that have an impact on scientific theories (Hoover 2003).
This is not only the subject matter of knowledge based on both theoretical
and meta-theoretical reflection. A BS/U should, at least to some degree, take
responsibility for the manner in which its students go through these processes
of reflection and how they are assumed to act on its basis. With respect to the
advantages of pluralism in economics, Barone (1991) refers to Perry’s differ-
ent-level model of intellectual growth defined in terms of knowledge, values,
and personal identity. According to Perry’s model, the belief in absolute
knowledge determined by authorities belongs to the lowest level of develop-
ment. This is followed by knowledge tied to different perspectives and val-
ues.*’ Business ethics strengthens the position of critical reflection on activi-
ties insofar as it provides concrete reasons for it and adds content to it. This
reflection can refer to different subjects, such as, for example, the ends in-
tended to accomplish by theory applications, or practical activities, the moral
rightness of particular decisions and their respective consequences, the con-
ception of the self which a person has to develop, etc.*8

As with any other discipline, ethics is not a source of secure and defi-
nitely right choices. The reasons which can guide ethical choices have thus to
be made as explicit as those which guide any other choice. Especially in the
Western world, morally unequivocal instances that might function as secure
bases of recognition and decision have diminished or no longer exist (this

46 As SOLOMON (2003, p. 45) has pointed out, “character is never fully formed and
settled. It is always vulnerable to circumstances and trauma. (...) People (...)
respond in interesting and sometimes intermediate ways to their environment,
their peers and pressures from above. Put in an unusual, pressured, or troubled
environment, many people will act ‘out of character,” sometimes in heroic but
more often in disappointing and sometimes shocking ways.”

47 The achievement of the second level thus presupposes the availability of different
perspectives and, by that, pluralism.

48 See DAVIES (2004) for his analysis of the potential of collaborative work between
science educators and citizenship educators.
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applies even to people who are members of a church or believe in a religion,
cp. Horster 2004). Knowledge, experiences, and evaluations can change over
time; thus, moral obligations based on them can come into conflict with
moral obligations which have their origin in unchanged convictions and be-
liefs. Rawls’ concept of reflective equilibrium can be used as a guideline to
develop a coherent system of moral convictions.

As academic education is more than vocational training, the fortification
of decision-making abilities of actors which enable them for reasonable ac-
tion and the impartment of knowledge required for this is of particular impor-
tance. From an ethical point of view, actions are related to values, obliga-
tions, or principles, all of which (in particular on the basis of experiences
and/or learning processes) are in need of continuous evaluation. An individ-
ual who is unconscious about his or her own values is probably not able to
understand the values of others and other cultures: In case of, for example,
cultural differences and the possible ways to come to grips with them, stu-
dents should first “develop a deep understanding of their own values and then
have opportunities to experience the values of another culture” (Eastwood et
al. 2004, p. 3).

4. Sizing Down the Education Gap

Recently, management scholars have extended the list of skills which stu-
dents are required to develop throughout their education at a BS/U: Pfeffer/
Fong (2002, p. 84) mention communication abilities, leadership and wisdom;
Leavitt (1989) lists interpersonal skills, teamwork skills, negotiating skills,
and political skills, and then asks: “Why hasn’t MBA education focused more
on factors like leadership, determination, sense of duty?” Many other authors
and many other selections of wished-for skills could be quoted: What they all
have in common is the claim that there is a missing element in current man-
agement education, something beyond “mental rigor and hard analysis of
environment” (Leavitt 1989, p. 40), namely, in terms of Leavitt (ibid.), “ef-
fective implementing,” or, “getting things done through and with other peo-
ple,” or, “effective pathfinding” which requires “soul, imagination, personal
commitment, and deep belief.”

Chapter III.1 has referred to systematic interrelations between manage-
ment studies and business ethics: free will, activities which take place in so-
cial reality, and the conceptions or theories which are applied to their analy-
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sis. A BS/U can size down the education gap (with respect to those aspects
for which it has responsibility) by implementing business ethics. Ethical dis-
cernment requires the students to be able to identify ethical dimensions of
choices or situations. As there is no single and unique basis for ethical deci-
sions, there are different theoretical approaches which compete in their en-
deavor to systematize and explain social reality. Based on Perry’s model of
intellectual growth, there is an ethical argument for pluralism.

a) Pluralism as One Presupposition of Choice

Higher education provides knowledge-based input as well as the critical re-
flection on it. It is one main goal of BS/U to provide students with the Mode-
1 knowledge necessary to find and solve problems based on those theories
made familiar to them. In addition, students need training in order to under-
stand the merits as well as the limitations of theories, and to be prepared for
the comparison of different theories. If, for example, one theory can identify
a problem but cannot solve it, at least not in a sufficient manner, then the
students ought to be able to consider the application of other theories that
might contribute to a pertinent problem solution.

Competition among different theoretical perspectives takes place rather
seldomly within lecture halls. Reflection on the advantages as well as short-
comings of different theories presupposes that contending theoretical per-
spectives are available. A debate among economists* about the merits of
pluralism in economics illustrates how this can work. In economics, despite
today’s dominance of neoclassical economics, several approaches have
emerged which compete against each other. Economists have brought forth
concrete proposals aiming at curricular reforms which allow for the integra-
tion of contending perspectives in economics education. Pluralism can have
an effect on economic research, or on the teaching of economics, or on either
of these. As Barone (1991, p. 18) points out, even if the neoclassical para-
digm is not to be called into question by the introduction of contending per-
spectives, it helps to “introduce a healthy intellectual debate” or to “diversify
the value premises of economics and raise the level of dialogue and under-
standing of the range of human values underlying human economic action
and choice” (ibid.).

Compared to economics, management studies seems to be not in urgent
need of implementing additional perspectives: if one abstains from econom-

49 See for example SENT (2003), Dow (2004), and GARNETT (2005).
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ics, management studies’ anchorage in sociology or psychology has given
rise to a great number of perspectives which compete in the identification
(finding) of problems as well as proposals to their solution. BS/U’s students
benefit from the opportunity to reflect on different assumptions, approaches,
or ideas.>® In many cases, a problem cannot be solved by means of only one
approach, but requires an application of two or more approaches from differ-
ent perspectives. Psychological, economic, and sociological theories shed
light on specific problems from different perspectives.

Pluralism does not mean that every available position has to be presented
or valued as being equally important as each of the others. Pluralism assures
that there are enough approaches from which to choose with respect to both
disciplinary research (or discussion) and interdisciplinary research (or discus-
sion). The availability of different approaches is advantageous, since they are
the “input” in a critical discussion of distinct assumptions, models, and action
opportunities based on them.

b) Functional Equivalents for Business Ethics Education

It is obvious that BS/U can meet the challenge of developing students’ ethical
discernment without having implemented business ethics beforehand. It is
possible that a BS/U can offer the suggested add-ons on the basis of the ca-
pacities already available to it. In particular, with respect to theory compari-
son and theory application, training of students in the philosophy of science
will also work. The philosophy of science and business ethics are different
but related building blocks for academic education: First, the concept of the
philosophy of science can be interpreted in a wider sense, including such
approaches as the sociological, historical, and aspects of scientific recogni-
tion and their embodiment in scientific theories. Second, some of the busi-
ness ethics competences like the identification of value dimensions and ide-
ologies related to theories are close to what can be called philosophy of sci-
ence competences. Third, the development of both business ethics and phi-
losophy of science competences requires stepping back from imparting
knowledge about “what is;” and is a means to take over a meta-perspective
and to reflect on this basis on the issues at hand. Nevertheless, as Table 2
shows, business ethics is the main source for those parts of academic educa-
tion which are responsible for the development of skills related to ethical

50 See SCHWARTZ (1997) for intriguing examples of the impact of ideas on social
reality.
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reflection, deliberation and choice. The implementation of business ethics at
a BS/U is a signal that a systematic reflection on the subject matter of busi-
ness ethics takes place or is appreciated there.

¢) Responsibility of Students

So far, the paper has dealt merely with BS/U’s option to implement business
ethics as a field of study and its assumed consequences on students’ skills.
However, there is also a responsibility of students for their learning>! which,
at least in part, is expressed in the degree of their active participation in the
learning processes.>? Students are not passive consumers of contents selected
and justified by their teachers (and others), but are active co-producers of the
outcomes of their education. For this reason, the results of BS/U’s education
may vary to a great extent, even though the curricula are quite similar across
schools (Pfeffer/Fong 2002, p. 8433, Leavitt 198954).

The statement that both BS/U and students are involved in the process of
co-production (i. e., the learning process) of the good or service of the BS/U
has two dimensions: It matches with the presupposition that economics and
ethics share basic convictions concerning the conceptualization of individual
action. Second, if, economics as well as ethics assumes individuals act by
reason and deliberate on their decisions, then this idea should also guide the
manner these fields are taught.’> BS/U are mainly responsible for offering
opportunities to students and supporting students in their endeavor to make
use of them; students are responsible for making use of these opportunities.

51 PrFEFFER/FONG (2002, p. 83) complain that students are relieved of any sense of
responsibility for their learning.

52  MCINERNEY (2005, p. 595) calls for an “active, transforming role of the learner.”

53 Another reason for the situation that there are no economic gains from an MBA
degree unless one graduates from a top-ranked school may be, as PFEFFER/FONG
(2002) argue, that pedigree counts more than learning.

54 LEAVITT (1989, p. 39) points out ,.that almost all MBA programs now look very
much alike, having gradually converged around a few key ideas born in the
fifties*.

55 “There (in the family, M. H.), we went right on encouraging our children to act
independently, autonomously, and self-reliantly — for a while. Then we reversed
direction. We sent them off into the university, the army, and General Motors —
there they learn to conform and obey” (LEAVITT 1989, p. 41).
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IV. Conclusions

If BS/U decided to implement business ethics, they could enhance the poten-
tial of their core competences with respect to research and education. As re-
gards research, this improvement can be stated by means of the terms sug-
gested by Gibbons et al. (1994): Business ethics is a source of Mode-1
knowledge production, and, as regards inter- or transdisciplinary work with
management studies, it is also involved in scholarly Mode 2. In regard to
education, the paper’s arguments partially parallel those of management
scholars who advocate a change of management education: It is not enough
to impart Mode-1 as well as scholarly Mode-2 knowledge to future manag-
ers. In addition, because BS/U cannot provide situations or conditions under
which “true” management experiences are achievable, they should rely on
their core competences (i. e., the impartment of scholarly knowledge, the
development of to-be managers’ ability to apply theoretical knowledge to
problems which arise within social reality, the ability to critically or morally
reflect on that knowledge as well as on the practice which can be based on it).
From the paper’s point of view, Bailey/Ford (1996, p. 8) are right in demand-
ing a “separate education model” for business schools; they are wrong in stat-
ing that management should not be taught as a science but as “practice or
craft.”56

Advancements, however, do not simply occur by the addition of a new
subject matter to the list of those already available: A clear conception of the
role that business ethics is thought to fulfil is required. To put it in terms used
by (Ghoshal 2005, p. 87), “tokenism,” that is, just adding courses on ethics to
an otherwise unchanged program (cp. ibid.) will not unfold the full potential
of an implementation of business ethics at BS/U. That notwithstanding, pre-
sumably there is no single, or unique, or best way to close the education gap.
BS/U can, for example, ethically “empower” the curricula of the established
subjects or implement business ethics as a field of study of its own. Separate
courses on business ethics, however, do not make superfluous a critical re-
flection on contents of other academic fields of study. A critical reflection
and (re-)evaluation of all fields of study do not imply that all curricula have

56 BAILEY/FORD (1996, p. 9) do not reject the idea that the scientific approach is
appropriate to the study of management. They rather doubt its value as an ap-
proach to teaching management studies.
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to be rewritten. Reflection and (re)evaluation rather mean that the ethical
dimensions of the subject matter are noticed. If pluralism and a culture of
reflection are already anchored at a BS/U, the better is business ethics’ start-
ing position.
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