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Abstract

The purpose of this essay is to review the state of economics as a discipline in light of how
and to what extent ethical considerations and the precepts of moral philosophy affect the
theory and application of economics. In its pursuit for purely ‘objective’ analyses and,
thereby, attain the status of a science, modern neo-classical economics is constrained by
self-imposed limitations in making value judgments about justice and fairness in a market
economy. Adam Smith’s idea of “invisible hand” of the market driven by self-interested
behaviour has sometimes been interpreted, wrongly, as a kind of market fundamentalism
that ignores many failures and brutalities of the modern-day capitalism.  While many
ethical elements do go into economic policy analyses, these are still constrained by the
discipline’s neglect of non-market activities and its tendency to undervalue the aspects of
well-being which cannot be easily measured in monetary terms.  This essay argues that
economists may do better by improving their understanding of the complexity of human
behaviour, even if the motivation for monetary gains may be the dominant behavioural trait
in economic dealings. Moreover, understanding market institutions across various socio-
economic settings requires economists to embrace new ideas developed in other
disciplines, such as neuroscience and experimental psychology, and allow more scope for
ethical judgments in their choice of topics for inquiry, in their methodological approaches
and in drawing policy conclusions. Without losing the analytical rigour that is the hallmark
of the discipline, economics needs to be broader in order to be better.
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Moral philosophy as a discipline is not regarded as a strong point of academic economists. Oscar
Wilde defined a cynic as someone who knows the price of everything and the value of nothing;
and it is widely believed that he was pointing towards economists. Carlyle held a similar dim view
of economics as a discipline when he termed it as a dismal science. Economists, in their turn, feel
wrongly accused, for they are usually not the cause of dismal happenings but simply the
messengers. The strongest link between economics and the real world has always been politics,
which is why economics used to be called “political economy”, for it is the politicians who make
the choice about how to put economics into practice. Economists also cannot help if people in their
economic dealings act selfishly. As Adam Smith, in one of his famous statements, warned that
businessmen seldom meet without plotting against the consumer. The purpose of this essay is to
review the state of economics as a discipline in light of how and to what extent ethical
considerations and the precepts of moral philosophy affect the theory and application of
economics.2

1. Can profit motive alone explain working of markets?

The entire body of the theory of price and market is based on the assumption that markets function
on the basis of producers and suppliers trying to maximise their profits while buyers or consumers
try to maximise their satisfaction. The key role of the profit motive in economic theorising
originates from Adam Smith who was a believer in the virtues of the so-called “invisible hand” of
the market that works through the self-interested behaviour of businessmen. As he made it clear:
“it is not from the benevolence of the butcher...or the baker that we expect our dinner, but from
their regard to their own interest.” In other words, both buyers and sellers(producers), acting out
of their self-interest, can gain through market transactions. This was the origin of how ‘rational’
behaviour in economics defined in terms of self-interest, was implicitly given a moral validity.

While the ethical issue regarding self-interested behaviour, or the universal validity of this
assumption in real life economic behaviour, may be subject to debate, it’s role in the functioning
of the market remains generally valid. Markets embodies a vast amount of information, without
which efforts for doing good to others may sometimes lead to unforeseen consequences. One has
to only recollect O Henry’s story “The Gift of the Magi” to see how the uninformed pursuit of
altruism can lead to frustration. If businessmen in their economic decision-making were to be
guided by philanthropy rather than profit motive, market could hardly function in any coherent
manner. A market-equilibrium price cannot be reached if both the seller and the buyer want to do
good to each other instead of acting out of self-interest. It is not uncommon for a housewife from
a well-off family to engage in a hard bargaining with a poor ferrywallah (street vendor), settle a
price, and then give him some extra money out of compassion. In our day-to-day dealings, we thus
show different personality traits; we are part ‘human’ but also part ‘econ’ - the self-seeking

22 For an overview of the relations between economics and ethics, see Sen, Amartya 1987. On Ethics and
Economics. Oxford: Basil Blackwell; see also Hausman, Daniel M. and Michael, McPherson 1996.
Economic Analysis and Moral Philosophy, Cambridge, UK: Cambridge University Press; Buchanan, Allen
E. 1985. Ethics, Efficiency and the Market, Totowa, New Jersey: Rowman and Allanheld; Hamlin, Alan
1986. Ethics, Economics and the State, New York: St. Martin’s Press.
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individual as portrayed in the economics textbook.3 Modern psychological research also suggests
that making a choice related to money encourages in people a “business-like mindset” that is less
trusting and generous4.

Two questions arise: first, can profit motive alone explain the working of markets? While
human behaviour is complex with various traits, the question is about the extent to which the self-
seeking trait can be isolated from the others to explain the functioning of market, the mainstay of
economic theory. The common acts of philanthropy, of course, affect income distribution along
with other macroeconomic outcomes, but we are primarily concerned here with the neoclassical
theory of market and price. Second, are all self-seeking market transactions necessarily welfare-
enhancing, as implicit in Smith’s advocacy of the invisible hand of the market? If not, one may
need to judge the outcomes of such market transactions by some other yardstick of well-being.

It is not difficult to find certain markets which cannot be explained by the self-seeking
motive alone. Nobel laureate economist Jean Tirole gives the example in which paying for blood
donation, or increasing the amount of such payment, does not necessarily increase the amount of
blood given.5 People may be worried that if they are paid more, or paid at all, their contribution
will feel like (or will be interpreted by others) as greed rather than generosity. Higher financial
reward in this market may not thus increase the supply of blood.

Beyond some such specific instances, there are broader ethical considerations that may be
increasingly influencing market outcomes, particularly as frustration grows about some adverse
consequences of modern-day market capitalism. There are, for example, consumer campaigns
aimed at increasing awareness about the ethical standards of sourcing and supply chains of
production; such as the alleged destruction of forests by furniture companies, or the environmental
and health risks arising from diamond and gold mining, or the lack of labour standards in factories
in developing countries producing consumer items for the rich countries. However, while
representing genuine consumer concerns, some of these campaigns may also be driven by
protectionist worker lobbies in the industrialised countries, such as in the case of readymade
garment export from countries like Bangladesh.

In response to changes in consumer attitudes, companies worldwide are increasingly
incorporating in their business model some strategic elements of corporate social responsibility
(CSR) that can be in their long-run business interest.6 Such an approach to CSR can be seen as a
way of delivering some social good, such as promoting healthy foods or cleaner fuels or low-priced
generic drugs, with the long-run objective of cashing on the goodwill thus created for the

3 The term ‘econ’ has been used in the recent literature on behavioural economics; more traditional literature
used the term homo economicus.
4 A review feature, “Free exchange: the worth of nations”, The Economist, May 5, 2018, p.72.
5 Tirole, Jean 2016. Economics for the Common Good. Princeton, New Jersey: Princeton University
Press, pp. 39, 144-46.
6 Such an approach to CSR is different from traditional corporate philanthropy of setting aside some
profits for social spending.
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company.7 This represents a departure, albeit in a limited sense, from Milton Friedman’s famous
statement: “the business of business is business”, implying that the sole legitimate purpose of
business is to maximise profit.

Successful entrepreneurs also know that good businesses have to be built on public trust.
The now-defunct oil giant, Enron, could once easily claim the title of America’s most hated
company when it was revealed that nobody outside its boardroom quite understood what it was
doing other than engaging in huge financial frauds. American public opinion about tobacco
companies became sour not because of their marketing a harmful product, but when company
documents were leaked to show that they had long pretended not to know about the mounting
evidence of the hazards of smoking. Beyond such instances of outright dishonesty, there are also
more subtle aspects of corporate ethics (e.g., employee welfare or fairness in recruitment policies)
that may not help cost-cutting but positively affect public sensibilities. Business management is
also influenced by cultural factors like the structures of cooperation or feelings of solidarity which
do not always represent the individualist self-seeking behaviour. For example, it was once argued
by some economists that the so-called “Japanese ethos” of loyalty of the Japanese workers to their
firm and to their co-workers rather than individual self-seeking was the key to the success of the
Japanese economy.8

The motivation behind entrepreneurship at the individual level is another behavioural
aspect that does not fit easily with theory, since it may be a kind of satisfaction other than what is
derived from earning money for material pleasure (i.e., textbook utility maximisation). How would
one, for example, explain the fact that Warren Buffet, known to be one of the world’s richest men,
lives modestly in a “Omaha bungalow and enjoys nothing more than a Nebraska steak washed
down with Cherry Coke”.9 Keynes attempted an explanation in terms of what he called “animal
spirits”, an urge for action to build up a business; animal spirits for him were neither rational nor
irrational.

The desire for material satisfaction or the “animal spirits” of the entrepreneurs need to be
distinguished from obsessive greed, since the later has moral undertones and may lead to
undesirable economic consequences and human miseries. The repeated episodes of bursts and
bubbles in the financial markets, such as the recent ones in the US, are attributed largely to the
irrational greed of the actors in those markets and defy explanation by the economic theories of
financial markets. Even though Robert Merton and Myron Scholes were awarded Nobel Prize in
1997 for their contribution in this field, a better understanding of the causes of financial crises -
may need interdisciplinary approach by drawing from studies on neuroscience and experimental

7There is an increasing interest in the global business community in what is called “impact investments,”
that is, investments made by companies and other organisations with the intention to generate social and
environmental impact alongside a financial return.
8 Morishima, M. 1982. Why Has Japan ‘Succeeded’?: Western Technology and Japanese Ethos.
Cambridge: Cambridge University Press.

9 As Warren Buffet remarked in his autobiographical book: “It is the fun of making money and watching it
grow”; Lowenstein, R. 1995. Buffet: The Making of an American Capitalist, p. 20.
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psychology that investigate the role of expectation of financial gains, addiction and risk-taking in
making choices.

2. Are all market transactions welfare-enhancing and fair?

That implication of the Smithian analysis of the “invisible hand” that self-interested free market
exchanges may be mutually beneficial is explicitly explained by the neoclassical theory of
consumers’ and producers’ surplus. While admitting the logic of this argument, economic
textbooks discusse various market imperfections that call for policy interventions to improve the
welfare-enhancing role of the market. The most notable example is how promoting free
competition to break up market monopolies can increase welfare (illustrated by the familiar
diagram of how monopolies, compared to perfect competition, create “deadweight loss” in terms
of the net effect of consumers’ and producers’ surplus).

There are various other kinds of market imperfections that make the welfare-enhancing
role of free market transactions doubtful. For example, an individual firm’s production can harm
others, by say, creating pollution - the so-called negative production externalities - which again
call for policy interventions, such as imposing an appropriate tax to account for the social cost of
such pollution. Again, a market exchange may be unacceptable when a third-party interest is
adversely affected; there may be thus a legitimate case for legislating against child labour,
particularly when the work involved can be hazardous to health (children being the third party in
this case). The moral limits to markets are also exemplified by, say, the ban on trade in human
organs or slave trade. Imperfect information about product quality can also lead to adverse market
outcomes, as analysed by Nobel Laureate economist George Akerlof in his seminal essay, “The
markets for lemons”.10

On the consumers’ side, there is the obvious case for banning or regulating markets for
addictive drugs on the ground of adverse social effects (i.e., the consumption externalities) and
also because, in the society’s judgment, individual may not be the best judge of his own welfare
in certain circumstances. The later ground, however, raises ethical questions regarding where to
draw the borderline in restricting individual preference.

There are also other less discussed issues about consumption externalities that are related
to the societal value system.  People often tend to use the material possessions of their neighbours
as a benchmark for judging their own living standards, as reflected in the well-known idiom of
“keeping up with the Joneses”. This has implications for the psychological well-being of the
disadvantaged in an unequal society. Even broader ethical questions are raised about the
materialism and consumerism of the currently developed countries being taken as an “aspiration
model” for imitation by the less developed countries, particularly in an age of globalisation. As

10 Akerlof, G., “The markets for lemons: qualitative uncertainty and the market mechanism”, Quarterly
Journal of Economics, Vol. 84 (1970), pp. 488-500. Although Akerlof used the market for second-hand
car (lemons) to explain his theory, he got the idea by observing the marketing of adulterated milk in
Delhi.
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argued by environmentalists, the adoption of such consumerism globally may become
unsustainable given the limits to the earth’s natural resources.

A deeper moral issue arises concerning market transactions between parties with inequal
economic power that may be regarded as ‘exploitative’. If a beggar agrees to work sixteen-hour
days in exchange for a gruel and a straw mattress, the arrangement can be viewed as unfair, even
though both parties may be rational, well-informed and both may enter the arrangement willingly.
The exploitative nature of traditional money-lending in poor communities is well-known, and
governments often made legislations to put a limit to the exorbitant interest rate charged, though
often without success. As Nobel laureate economist John Hicks remarks in his book titled The
Theory of Economic History: Lawmakers and judges at all ages were tormented on the issue of
recovery of unsecured loans that represent contracts freely arrived at and yet cannot be enforced
without ‘oppression’.11 There is an entire literature, mostly in the context of rural India, about how
the semi-feudal relationship between the landlord and the tenants can become even more
exploitative when the landlord is also the lender and the employer of his tenant. While given his
poverty, the tenant enters these contracts willingly, the policy interventions should focus on
remedying his situation by changing the power structure, say, by introducing land reforms,
ensuring tenancy rights, providing easy excess to the formal credit market or by even broader
policies of poverty alleviation.

Much of the debates on globalization can also be seen in the above alternative perspectives on
the welfare implications of free market transactions; namely, (a) within the narrow confines of
neoclassical theory of, say, trade liberalisation, given the poverty of the poor countries and opulence of
the rich countries, or (b) in terms of the fairness in the distribution of gains from the arrangements, given
the asymmetry of global power structure. Jagdish Bhagwati’s book titled In Defence of Globalization
(2004) represents the former viewpoint, while Joseph Stiglitz’s Globalization and Its Discontents
(2002) reflects the later viewpoint.12 The proponents of globalisation typically argue, and rightly so in
most cases, that the poor countries would be poorer without freer trade. The critiques, on the other hand,
point out the various biases in the global arrangements, such as under the WTO, in favour of the richer
and more powerful countries. The biases are reflected in selective liberalisation of global markets in
which the industrialised countries are more to gain, while keeping restrictions on items of interest for
the less developed countries.

Rudiger Dornbush, the late MIT economist, once remarked that it is a reasonable guess that to
a Martian visitor observerbing our planet’s economy, the most striking puzzle would be as to why a
worker in a less developed country make a tiny fraction of the wage of a worker in the US doing a
similar manual job. A possible answer to this query is to tell the Martian that he is being naïve and that
he should go back to where he came from. But alternative answers could express concern not only about
restrictions on flow of unskilled labour across borders (while those of capital and high-skilled manpower
are mostly encouraged), but also about the trade barriers that are sought against products that use low-
wage labour in poor countries. It can be argued that if freer trade can be mutually beneficial for both

11 Hicks, John 1969. The Theory of Economic History, pp. 76-77. Oxford, UK: Oxford University Press.
12 Another popular book advocating the case for economic globalization is by Martin Wolf, Why
Globalization Works. 2004. New Haven: The Yale University Press.
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poor and rich countries, it is up to domestic policymakers to see that those benefits are fairly distributed
within the countries.13

Lawrence Summers, while he was the Chief Economist at the World Bank in the early
1990s, wrote a memorandum to some colleagues making a logical case for the dumping of
developed countries’ toxic waste in poor countries. He argued that the cost of health-impairing
pollution depends on the foregone earnings from increased morbidity and mortality and hence
there is an ‘impeccable’ case for dumping toxic waste in the lowest-wage countries, presumably
with some compensation to make it a win-win deal. On the same ground, he further made a case
for the relocation of polluting industries to poorer countries, given the high transportations cost of
solid waste. Further, since demand for cleaner environment for aesthetic and health reasons is
higher in rich countries than in poorer countries with lower income and longevity, trade in goods
that embody such pollution could be welfare enhancing.  While Summers’ economic logic is
exemplary, he made the mistake of putting into words uncomfortable implications that most
economists would prefer not to draw in a memo that might be leaked to The Economist.14

Hidden behind the above logic, there are several ethical considerations. Measuring the
economic value of life by earnings foregone is ethically distasteful in any case, but may be
unavoidable in certain circumstance, such as in deciding about compensation for deaths caused by,
say, a factory accident. But considering life to be of less worth in a poorer country than in a richer
country is an altogether different proposition and will be morally unacceptable to many. If it is a
question of two parties entering willingly into a mutually beneficial arrangement, then it raises the
question of ‘exploitation’ through unequal economic power, as discussed earlier. Moreover, since
the quality of environment is a “public good” not amenable to private market transactions, it is up
to the respective governments to decide how they value the health well-being of their citizens. One
can also ask the question: even if such a trade in polluting goods or relocation of polluting
industries may be mutually beneficial, given the poverty of the less developed countries, why
should the World Bank spend efforts and resources to support such a seemingly unethical
proposition; instead, why should not it focus on poverty alleviation in those less developed
countries, which would contribute to ultimately weaken the logic of such a proposition? Clearly,
an apparently neat economic logic can become very complex once the ethical considerations are
brough to bear on it.

3. The limits of welfare economics

It may appear paradoxical that the branch of neoclassical economics that is designated as “welfare
economics” is akin to the core theory of the discipline in being devoid of making any value
judgment, such as about fairness and justice. This is not only because of the premise of materialistic

13 As the Nobel Laureate economist Paul Krugman wrote in an article in The New York Times, February 13,
1997: “None of the important constraints on American economic and social policy come from abroad. We
have the resources to take far better care of our poor and unlucky than we do; if our policies have become
increasingly mean-spirited, that is a political choice….We cannot evade responsibility for our actions by
claiming that the global markets made us to do it.”. Reprinted in Krugman, P. 1998. The Accidental
Theorist, pp. 79. W. W. Norton & Company.
14 The Economist, February 8, 1992, p. 66.
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self-interest underlying the neoclassical theory, of which welfare economics is an integral part, but
also because of the self-imposed limitation of the discipline in sticking to only ‘objective’ analyses.
As a result, there is no scope for accommodating even such a common-sense view of fairness that
the value of an extra dollar is worth more to a beggar than to Bill Gates; it is sufficient for the
theory to only assume, without going into ‘subjective’ inter-personal comparison of well-being,
that the value of additional dollars continuously declines for each individual separately. Amartya
Sen, for example, has often lamented about both these limitations of the economic theory, namely,
the single-minded emphasis on the profit motive and what he calls the “informational crisis” of
the theory in making any value judgment. Fortunately, he says, the real world is richer in human
qualities than described in economics textbook.15

That the theoretical constructs of economics, being value-free and detached from social
contexts, may appear to be far removed from one’s perception of the real world is amply illustrated
by an incident described by Jean Tirole.16 In December 1999, Jean-Jacques Laffont, the best-
known French economist of his generation, presented his report to the Council of Economic
Analysis (an advisory body appointed by the then Prime Minster of France) regarding the pathway
to a modern state. The report, which was well articulated in economic terms, was greeted with an
outcry by the audience of senior officials and bureaucrats, implying that he had understood nothing
about the French society and politics. As one panellist remarked: “I don’t want to live in the world
you describe”.

The traditional view of welfare dating back to the work of Jeremy Bentham in the late
eighteenth century used to be the simple utilitarian one, judging social welfare by the sum of
individual utilities, that is, the satisfaction derived from material acquisition (call it, say, ‘utils’ for
the purpose of measurement). Neo-classical economics, in its pursuit to be ‘objective’ and attain
the status of a science, has rendered the utilitarian approach, along with many other related
procedures, unworkable. As a result, welfare economics is severely constrained in making social
judgments, particularly in matters of fairness and justice in which individual preferences conflict.

The so-called “fundamental theorems of welfare economics” as derived from the
neoclassical theoretical constructs is limited to the concepts of ‘efficiency’, alternatively called the
Pareto optimality, that obtains in a world of perfectly competitive market economy. The perfectly
competitive market itself is an ideal situation that is never actually realised, so that it is taken only
as a point of departure in order to introduce various market imperfections or market failures, which
then warrant policy interventions. Pareto optimality describes a situation in which the well-being
of no individual (defined in terms of satisfaction from material possession) can be increased
without reducing that of another; hence there will exist scope for improvement of well-being for
at least some in the society if a situation is not Pareto optimal. But there is nothing in this welfare
criteria to make judgment when there is a trade-off between the well-being of one individual with
that of another; this a severe limitation for devising policies to improve the outcomes of a market
economy, since most such policies involve some conflict of interest. There is a further concept of

15 Sen, A. K. 1984. “The profit motive”, in Sen, A. K. 1984. Resources, Values and Development, New
Delhi: Oxford University Press.
16 Tirole, J., op. cit, pp. 155-6.
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‘potential’ Pareto optimality which is satisfied if the gains of an individual are large enough to
potentially compensate the loss of another; but this begs the question of whether it is practically
possible to redistribute the gains in this way. No wonder, the contemporary ‘Paretian’ welfare
economics is considered to be of surprisingly limited help in evaluating economic institutions and
outcomes.

The inability of economic theory to address the welfare implication of income inequality
is a serious shortcoming of the discipline. In fact, the moral issue regarding capitalism that has
always been the subject of greatest controversy is regarding the inequality that it creates. Adam
Smith only casually remarked that where there was wealth, there would be inequality. The issue,
however, came to the fore since David Ricardo (1772-1823) concluded, rather dispassionately,
about the inevitable impoverishment of the poor and the progressive concentration of wealth. For
his detached view, Ricardo was taken to task, among others, by Ruskin who called him a cold-
blooded share-broker. That accusation may have been unfair, but even the admirers of Ricardo
never suggested that he was a man of passion. Karl Marx, in contrast, was beyond doubt a
passionate man, whose mission was to identify the fault of capitalism, place blame and urge
change. Although the gloomy predictions of Ricardo or Malthus did not quite materialise, mainly
because of the technological developments that would follow, the growth of capitalism has been
nevertheless accompanied by increasing inequality and wealth concentration. In his recent best-
selling book Capital in the Twenty-First Century17, French economist Thomas Piketty has
convincingly shown, by analysing long-term data, as to why the current capitalist system will lead
to an unabated process of wealth concentration.

Although modern economic theory has remained as dispassionate as Ricardo, it has sought
to explain income distribution in terms of the so-called marginal theory of distribution, which
relates the remuneration of factors of production (e.g. land, labour, capital and organisation) to the
productivity of those factors. While such a theory of distribution may seem to give some moral
legitimacy to the distributional outcome of a market economy, this theory is as far from reality as
is the neoclassical model of competitive market from which it is derived. To illustrate this
divergence between theory and reality, Nobel laureate economist Paul Krugman used a parable
which is somewhat as the following:18

Consider two societies; in one, everyone makes a living at some occupation, say, fishing,
and what people can earn over a year is fairly closely determined by their skill and effort. Incomes
will not be equal in this society – some people are better at fishing than others, some are willing
to work harder than others – but the range of incomes will not be that wide. And there will be a
sense that those who catch a lot of fish have earned their success. In the other society, the main
source of earning is gold prospecting. A few find rich deposits and become rich, while many find
themselves working hard for very little reward. The result will be a very unequal distribution of
income. Some of this will still reflect effort and skill, but chance and luck play a more important

17 Picketty, Thomas. Capital in the Twenty-First Century. 2014. Cambridge, MA: The Belknap Press of
Harvard University Press.
18 See Paul Krugman, The Accidental Theorist, W. W. Norton and Company, 1998, p. 54.
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role. In this society, even among the skilled and industrious prospectors, many will not become
rich, while a few become immensely so.

The vast majority of people living specially in today’s industrialised countries, no matter
whether they are social democrats or conservatives, will instinctively agree that an economy
resembling the second imaginary society is a worse place than one that resembles the first. Yet,
there is also no question that their own economies have increasingly become more like the harsh
unequal society of prospectors than the benign society of fishermen. Indeed, the prevailing global
economic scene is one of unprecedented prosperity and inequality. There is also an awareness that
the global community faces the moral challenge, and has the wherewithal, to address the prevailing
problem of poverty amidst plenty. In this scenario, the stance of moral neutrality of economics as
a discipline would seem all the more incongruous.

Interestingly, in spite of the value-free nature of the neoclassical market theory, there may
be a moral or ideological bias in favour of it among the so-called market fundamentalists who
interpret this theory as an unconditional support for a free market economy. Replacing the term
‘capitalism’ by “free market economy”, or to use the term ‘rationality’ for purely self-interested
behaviour, or to define ‘efficiency’ only in a very narrow sense of Pareto optimality in total
disregard to distribution may reflect the same bias. Paul Samuelson pointed out how some
proponents of the market economy uncritically ascribe the Arrow-Debreau neoclassical general
equilibrium model as the modern-day expression of Smith’s invisible hand; Smith would be indeed
surprised at what is attributed to him today.19

One may argue that the narrow definitions of rationality or optimality has helped
constructing an elegant theory of competitive market, which can be taken only as a point of
departure. But that may be said as well about other approaches to theorising, such as defining
satisfaction to include some element of empathy along with self-interest. According to a long-
forgotten strand of economic theorising, the success of a competitive free-enterprise economy can
be shown to depend on people pursuing self-chosen interest, which can be altruistic or anything
else.20 Similarly, Hirsch (1977) shows how behavioural modification, by breaking away from
individual self-interest in certain situations, such as the “Japanese ethos” model of the firm
mentioned earlier, can help better achieve the fulfilment of those very interests.21 Paul Samuelson,
the guru of modern microeconomics, devised a highly abstract two-period model of overlapping
generations, in which the working-age population save to pay for providing social security of the
elderly in the expectation that the next generation will do so for them; in this model, a perfectly
competitive market driven by self-interest may not result in the optimal outcome unless there is an
ethical element of trust in the form of, say, a social contract.22 However, it remains true that as

19 Samuelson 1993, p. 1943-48, also see Kay p. 197.
20 Winter Jr., S. G. 1969. “A simple remark on the second optimality theorem of welfare

economics.” Journal of Economic Theory, 1(1): 99-103.
21 Hirsch, F. 1977. Social Limits to Growth. London: Routledge and Kegan Paul.
22 Samuelson, P., “An exact consumption-loan model of interest with or without the social contrivance of
overlapping generations”. Journal of Political Economy, Vol. 66, pp. 518-22.
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long as individuals put their own interest above those of others, adding a dose of empathy to homo
economicus will not much improve the market paradigm’s power to explain how individuals
actually behave.23

There was an early attempt to extend the scope of welfare economics, led by Abram
Bergson, who introduced the idea of a so-called “social welfare function” which was supposed to
aggregate individual preferences into social preferences.24 This approach got a major blow from
the work of Nobel Laureate economist Kenneth Arrow, who looked at the possibility of deriving
logically consistent preference orderings of the society in a democratic way (e.g. by majority
votes). He formalized a hugely pessimistic theory that the democratic rule of majority votes can
provide thoroughly inconsistent or illogical preference ordering among, say, some alternative
social outcomes.25 The subsequent academic discussions around this theory by Amartya Sen and
other economists had a constructive impact on the theory showing that consistent social preference
could be derived democratically (e.g. by majority votes) for the good of the society at least for a
limited range of choices, particularly if preferences are made from a ‘neutral’ standpoint of an
individual’s value judgment rather than out of his self-interest. Hence the need for what Sen calls
“public reasoning”, that is, informed debates and argumentation to sway public opinion in support
for such causes as promoting female empowerment or protecting minority rights or various other
measures towards establishing a just society.26 Such “public reasoning” is needed all the more, as
Sen argued, on the ground that even consistent preference orderings obtained by majority votes
may violate certain minimum ethical standards, such as not protecting the rights of the minorities
in a society.

4. Policymaking and value judgement

Unlike the theory, studies in applied economics used for policymaking frequently involve ethical
issues at least implicitly, which often creates a disconnect between theory and its application. For
example, it is now a common practice among economists to estimate “real income” of groups of
population to assess the extent of income inequality; such an exercise implicitly allows
measurement and comparison of satisfaction in terms of material living standards. There is also a
recognition that extreme income inequality is undesirable on moral grounds, which makes a case
for providing social security to the disadvantaged and for using tax policies as a means of income
redistribution. The moral argument for redistributive taxes may also rest on the argument that
poverty in a market economy may simply result from economic failure due to bad luck - the
“destiny risk” – so that society has a moral duty to provide ‘insurance’ for such failure. The
problem, however, arises in determining what should be the yardstick of fairness in evaluating

23 Tirole, J. op. cit., p. 127.
24 Bergson, A. 1938, “A reformulation of certain aspects of welfare economics”. Quarterly Journal of
Economics, Vol. 52, pp. 30-4.
25 Consider, for example, among three choices, A may be preferred to B by a majority (say, 2 individuals
out of a total 3), B may be preferred to C again by a majority and C in turn is preferred to A by a majority
as well, which is not logical.
26 Of course, there will be a diversity of perspectives and priorities of individuals or groups of individuals
which may not be all amenable to reconciliation, but that should not diminish the value of “public
reasoning”.
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income distributional outcomes of a policy. Amartya Sen, for example, has argued that social
justice requires, not necessarily equality in income, but equal opportunities for each individual to
develop his potential capabilities to the fullest extent.27

The moral case for income redistribution is, of course, mixed with economic arguments,
made rightly or wrongly, such as about the disincentive effect of high taxes on entrepreneurship
on whether providing social security adversely affect incentives for participating in the labour
market.  On the other hand, inequality may also be considered to be a hindrance to economic
development by adversely affecting social cohesion or by thwarting the drive of the poor to
improve their lot.

It is well recognised that market is an amoral, and soften cruelly capricious master. To
‘humanise’ the system, any responsible government has to take action in areas where the market
does a poor job – such as providing social security for the poor, investing in basic health and
education or protecting the environment. The idea of gauging economic development by indicators
other than the gross domestic product (GDP), such as the Human Development Index or other
indices that reflect footprints of environmental damage, has grown out of the concern that the
market system cannot address adequately, if at all, these concerns. As back as in 1920, Artur Pigou
(Keynes’s professor at Cambridge) introduced in his book The Economics of Welfare the idea of
“polluter pays” principle to make firms that create pollution accountable for the consequences of
their decision for society. In today’s world with growing concern about the adverse effects of the
climate change, there is a demand from environmentalists to restructure the tax systems so that the
prices of products should reflect the damage that their production causes to the environment.

GDP remains the most accepted single measure of economic performance of a country and
across countries. There are, however, many serious shortcomings of GDP as representing the well-
being of a nation, some of which are well-known but others less discussed. One of these less
discussed shortcomings is that GDP is estimated on the basis of market prices, which are a
reflection of society’s preferences for the marketed goods and services, but only with the given
distribution of income. Had the distribution been different, the price configuration (along with the
resource allocation for production) could be very different, resulting in different estimates of the
size and growth of GDP. The most striking example of the price mechanism not doing a good job
is perhaps provided by such precious stones like gold or diamond, which not only happen to be
perhaps the least ‘useful’ among all minerals, but also the mining of which causes huge
environmental damage. On the other hand, the same income-distributional bias of markets is the
reason why there are objections on moral grounds against privatisation of, say, water supply, which
may limit the poor’s access to safe water.

27 Sen, Amartya. 1999. Development as Freedom. Oxford: Oxford University Press; see also, Sen, Amartya
2009. The Idea of Justice. London: Allen Lane.
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In fact, the debate about privatisation of water supply is an example of how advocacy of
the market economy can clash with moral values. As water has increasingly become a scarce
resource in many countries of the world, there are strong business lobbies for making water a
marketable product; even many economists have also argued in favour of privatising the water
market. Against this, there has been civic activism worldwide against ‘commodifying’ water on
the ethical ground that access to potable water is a fundamental human right, a view that has been
endorsed by the UN General Assembly in 2010 by an overwhelming majority votes, albeit with
less enthusiasm from most of the industrialised countries, 41 of them abstaining from voting.

Another problem with using the market price as the measuring rod of value is that it tends
to ignore or undervalue things that contribute to the quality of life but are not amenable to valuation
in monetary terms. This explains why GDP remains the most widely accepted measure of
economic progress even though its estimation ignores many non-market aspects of human well-
being. Spending on a pricey non-essential medical test or cigarette advertisement contributes to
GDP while the health benefits from clean environment does not, at least not directly. Economics
is least useful in measuring things of intrinsic value, such as the risk to the life of workers posed
by unsafe factory environment, the aesthetic value of natural beauty being diminished by
environmental degradation, the psychic costs of forced migration caused by climate change, the
cost of gender discrimination, or the welfare of the future generation threatened by climate change.
Economists have shown ingenuity in including some of these in GDP estimation or policy
evaluation in some roundabout ways, which are not often convincing. For example, economists
use a discount rate while doing cost-benefit analysis of public investment projects that may have,
say, a 30-year life time; but the use of such a discount rate for a project that will entail
environmental costs for generations to come has dubious moral validity. The controversy around
measuring the costs of climate change has been rekindled by the awarding of the 2018 Nobel Prize
to William Nordhaus for his work on the effect of climate change on future Global GDP.

The tradition in economics to exclude or undervalue the non-materialistic and non-market
aspects of well-being goes back to the late 19th century when Alfred Marshall, the founder of neo-
classical economics, declared the correct focus of economics to be the “attainment and….use of
material requisites of well-being”; or, as his student, Arthur Pigou, put it, “the part of social welfare
that can be brought directly or indirectly in relation with the measuring rod off money”. Marshall
also casually suggested in a footnote of his seminal book Principles of Economics that unpaid
household work could be left out of economic activities, which is now regarded by some
economists as a value-judgment, especially from a gender perspective. While the scope of
activities to be included in economic accounting has widened to a large extent since then, it seems
likely that economists today still treat things which cannot be easily measured as if they matter
less.

Ironically, however, economic cost-benefit calculations may have been overextended to
explain such non-market behaviour as parents’ choice about the number of children they want or
the amount of investment they would like to make on them. Led by Gary Becker, the Nobel
laureate economist of Chicago University, such an approach to familial decision-making based
solely on cool economic calculations has been criticized by many for ignoring basic human
emotions like parents’ love for their children and the joy of raising a family. The works of many
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great literary authors like Jane Austen or Leo Tolstoy show how economic calculations may be
mixed with other emotions in family decision-making. A recent book co-authored by Gary Morson
and Morton Schapiro, a literary critic and an economist, respectively, refer to a less-known book
of Adam Smith, The Theory of Moral Sentiments and contend that a few decades later Jane Austen
invented her groundbreaking method of novelistic narration in order to give life to the empathy
that Smith believed essential to humanity.28

The question may be raised as to why, in doing policy analysis, economists cannot stick to
purely value-free objective analyses by using the tools of their trade and leave for the politicians
to choose among the policy outcomes according to their value judgment. This is neither possible
nor desirable for several reasons. First, policy analyses are often so complex that economists have
to fill in gaps with ethical contents in order for non-economist decision-makers to use the results.
Judgments have to be made, for example, about how to deal with various externalities like
industrial pollution, or how to measure various non-tangible costs or benefits, or what indices of
cost of living are best suitable for estimating “real incomes”, or what discount rates and income
distributional weights to use in the social cost-benefit analysis of public investment projects.
Second, some ethical considerations may go into policy analyses while prodding the policymakers
to seek answers to the right questions. Third, choosing the right topics for economic analysis, such
as the impact analysis for various poverty interventions, has to be often guided by notions of
fairness and justice. Finally, economists may choose to play the role of public intellectuals to sway
public opinion in favour of policies that they support from a moral standpoint. While economists
are likely to have a diversity of views, they can help informed public discourses on contentious
issues.

5. Economic development and the ethical basis of the market economy

Markets operate within the boundaries set by the complex institutions of economic, social and
political life with formal regulation, implicit rules and norms, and mechanisms of cooperation and
coordination. In their seminal book on the neoclassical theory of general equilibrium, Kenneth
Arrow and Frank Hahn ask the question: “What will an economy motivated by individual
greed….look like?” and agree with the common sense answer: there will be chaos.29 According
to Arrow, “the model of the laissez faire world of total self-interest would not survive for ten
minutes; its actual working depends on an intricate network of reciprocal obligations, even among
competing firms and individuals”.30 There has been a growing recognition among economists of
the importance of the so-called “social capital”, consisting of mutual obligation, trust, norms and
customs, as the “infrastructure” in which markets are embedded.31 As Kaushik Basu observes:
while it is obvious that an individual’s behaviour is shaped by these social norms, “what is less

28 Morson, G. S. and Morton Schapiro. 2017. Cents and Sensibility: What Economists can Learn from the
Humanities. 2017. Princeton, New Jersey: Princeton University Press.
29 Arrow, K. J. and F. H. Hahn. 1971. General Equilibrium Analysis. San Francisco: Holden-Day.
30 Arrow, K J.. “A cautious case for socialism. In I. How (ed.), Beyond the Welfare State. New York:
Schocken Books, p. 271.
31 For a discussion on this, see, for example, Basu, K. 1997. Analytical Development Economics: The Less
Developed Economy Revisited. pp. 8-12. 1997. The MIT Press.
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obvious is that an individual’s adherence to certain social norms may be a necessary element in
many economic models.”32

In every society, ethical norms evolve to set the boundaries for the otherwise self-regarding
materialism of the market economy. An ethical element of trust enters in some measure into every
business contract, without which no market could function. Arrow used the extreme example of
the service of a doctor, who has to be trusted by his patients. Kausik Basu, a former Economist at
the World Bank, uses an example from the day-to-day urban life in South Asia: why do you not
walk away without paying the fare after a rickshaw ride on a lonely street? If you argue that you
do not do so because the rickshaw-puller happens to be physically strong enough to forcibly extract
fare from you, then why does not he attempt to extract the fare a second time after you have paid
his correct fare?33 These are matters of common values and norms in a society that underlie the
working of the market economy. And it is not adequate to argue that there are legal enforcement
mechanisms such as police and courts, since these are themselves institutions that cannot perform
without some minimum ethical standards.

Nobel laureate economist Douglas North, who pioneered the field of institutional
economics explains how cultural and social values affect “transaction costs” of economic dealings
and can constrain or facilitate economic transformation. Institutions create the incentive structure
in an economy, such as for unproductive activities like rent-seeking or for entrepreneurial
innovations; the way economic agents take advantage of opportunities provided within an
institutional framework in turn will change and gradually alter the institutional framework, for
better or worse. According to North, economists’ “preoccupation with rational choice and efficient
market hypotheses have blinded them to “complexity of human motivation” and limit their
understanding of not only why institutions exist but also how they influence outcomes.34

In the contemporary literature on economic development, there is a growing recognition of
the links between the prospects of economic growth of a country with the quality of its governance.
This new emphasis on ‘governance’, originating mostly from the Bretton Woods institutions, can
benefit from the earlier literature on the ‘social capital” and the institutional development of a
society mentioned above. The usual policy advice is mainly to do with devising and enforcing
appropriate policy reforms aimed at building business-friendly institutions, such as to reduce
corruption, maintain the basic law and order, ensure property rights, or to address the bureaucratic
hurdles, all of which could reduce the currently high cost of doing business. However, these
procedural and enforcement problems in the formal governance structure are only one side of the
coin; on the other side are the issues of behavioural norms and ethical standards prevalent among
various stakeholder groups in society. Administrative reforms towards enforcing accountability
and reducing corruption among government functionaries are less likely to succeed without an
understanding of how incentives for deviant behaviour arise and behavioural norms are formed.

32 Basu, K. 1997. op. cit. pp.
33 Basu, K. 1997. op. cit.
34 North, C. Douglas. 1990. Institutions, Institutional Changes and Economic Performance, pp 110-11.
Cambridge, UK: Cambridge University Press.
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This is also true regarding attempts towards preventing unholy collusion among market regulators
and unscrupulous businessmen when such collusive behaviour has already become the norm.

The problem can in fact be more serious than what appears at a first glance. Any
widespread unethical behaviour is obviously difficult to address because of the sheer magnitude
of the problem. A less obvious phenomenon is that, beyond a certain tipping point, the prevalence
of such behaviour becomes self-reinforcing and continuously erodes the ethical standards.
Consider, for example, the spread of the culture of bribery in government offices. When bribery is
not so widespread, the individual official’s financial benefit from bribes may not be worth the cost
in terms of searching for a willing client and the risk of being reported and punished, even leaving
aside the psychological cost of a guilty conscience. But this cost-benefit calculus of bribery may
be reversed when such practice is so widespread that it becomes a behavioural norm with a lesser
feeling of guilt while the risk of detection and punishment is also much less. The important lessons
from this analysis is that unless an anti-corruption campaign is of a scale that can bring the
prevalence of corruption well within the tipping point, corruption will again spread as soon as the
campaign ends. If the campaign is prolonged enough, there will ultimately be even less need for
punitive actions as new norms of ethical standards take hold, thus favourably altering the initial
cost-benefit calculations of corruption along with the tipping point in favour of the self-correcting
mechanism. The ethical standards are not thus given, but respond to the timing and extent of the
application of formal deterrence mechanisms.35

There are numerous other areas of the functioning of the economy in less developed
countries where legal and regulatory enforcement mechanisms interact with the evolution of moral
standards. The lax enforcement of tax laws, for example, leads to a culture of tax evasion, while
weak loan recovery mechanisms of the banking system may lead to a culture of wilful repayment
default resulting in huge portfolios of non-performing loans. Then there are unscrupulous
businesses thriving in an environment of lax regulation, and in the process, driving out the honest
ones; the result, for example, are factories that disregard safety and labour standards, or markets
inundated by sub-standard drugs and adulterated foods posing grievous threats to public health.
Broadly speaking, no society to start with is intrinsically more corrupt or more lacking in moral
standards than another; it is a process shaped by political, social and economic institutions through
which the moral codes and standards are shaped, evolved and perpetuated. Understanding this
process is much more helpful compared to the mechanistic approach of the Bretton Woods
institutions in analysing and estimating the relationship between governance and growth, often by
using a cross-country regression model.

In lieu of a conclusion

Economists may do better by improving their understanding of the complexity of human
behaviour. Even if the motivation for monetary gains may be the dominant behavioural trait in

35 A similar analysis can show how, in the case of microfinance, coercion in loan repayment can be
gradually relaxed as the cost-benefit calculations of borrowers are altered by habit formation and norms of
repayment; see Mahmud, W. and Osmani, S. R. 2017. The Theory and Practice of Microcredit, pp. 44-48.
UK: Routledge.
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economic dealings, it may not be possible in many instances to completely separate self-interest
from other traits including ethical values. It also needs to be recognised that all market transactions
are not necessarily fair, or even welfare-enhancing. Moreover, understanding market institutions
across various socio-economic settings requires economists to embrace new ideas developed in
other disciplines and allow more scope for ethical judgments in their choice of topics for inquiry,
in their methodological approaches and in drawing policy conclusions. The need for such
interdisciplinary approach and for making moral judgments may become more compelling with
advances in other disciplines like neuroscience and experimental psychology, and as society and
economy evolve in response to climate change or the onset of pandemics like Covid-19, and as
there are technological breakthroughs taking place, such as in artificial intelligence and the
emergence of social media platforms. Simply put, without losing the analytical rigour that is the
hallmark of the discipline, economics needs to be broader in order to be better.


