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  FOREWORD


  Thispublication summarizesthe resultsof more than ten yearsof theoretical research in the field of microeconomicsat the Faculty of Social Sciencesat CharlesUniversity in Prague. The objective of thisresearch wastogeneralize microeconomicssoastoenable modelling of economic rationality even in fieldsthat standard microeconomicsmore or lessavoids. These fieldsare not insignificant. For example, roughly half the financial transactionsin amodern economy (including donor activities) involve redistribution. The profit maximization assumption makesit impossible togain amicroeconomic modelling insight intocentrally planned economiesand above all intothe non-profit sectorsof market economies. The same can be said for externalities(both positive and negative).


  In our view, abandoning the homoeconomicus paradigm—in the sense of replacing it with adifferent paradigm with adifferent (alternative) agent criterion function that conflictswith profit maximization—isan impassable route and one that bypassesthe treasure trove of knowledge of standard economics.


  We have opted for adifferent path: we try tobroaden the scope of microeconomicsin order tocapture the activity of non-profit institutionswhile treating standard profit/utility maximization asaspecial case. In other words, instead of abandoning the homoeconomicus paradigm, we generalize it. Thisgeneralization complementsrather than challengesstandard microeconomics. Where the homoeconomicus modelling approach can reasonably be applied, we donot feel the need toabandon it. We venture beyond the boundariesof thisstandard microeconomic paradigm primarily where non-profit institutionsoperate and where, simultaneously, economic activity can be both rational and irrational.


  For us, the generalizing criterion is“Darwinian” maximization of the probability of survival. Thiscriterion isnot necessarily considered explicitly by individual agentsin their everyday decision-making, but if they donot respect it they will not survive in the long run.


  1.


  THE GENERALIZED PRINCIPLE OF ECONOMIC RATIONALITY


  The decision-optimization principle contained in the homoeconomicus paradigm concealsan assumed preference for asituation lying on the very boundary of the set of feasible solutions. Unlessahomoeconomicus agent (amodel producer or amodel consumer) can estimate how the parametersof hisdecision-making problem are going toevolve, he will opt for asituation lying on the boundary of hisproduction or consumption possibilities.


  Thisisperhapsone of the most contentiousaspectsof neoclassical microeconomics, since producers, for example, will in reality tend tohave alegitimate distrust of, or even aversion to, extreme situationslocated at the limitsof technological or financial feasibility and will therefore prefer production situationsthat lie inside the set of feasible solutions. Being at the boundary isrisky, aseven asmall change in the parametersof adecision-making problem can generate technological inconsistency.


  An even stronger preference for asolution that isan internal point of the set of feasible solutionscan be assumed in the case of legal constraints. Balancing on the boundary of legal admissibility usually entailsalot of extranon-productive effort and costs. Thisappliesmost of all tosmall firms, which cannot afford expensive lawyers.


  The decision-taker alsohastoensure that hisbehaviour isunderstood by othersand doesnot disrespect established practices. Here again, maximization of profit (personal gain) in accordance with the homoeconomicus model behaviour leadsinevitably tosituationslying on the boundary of social and moral admissibility, situationswhere cooperation collapses, social relationsbecome chaotic, and conflictsand disputesbreakout with such frequency that resolving them can hardly be described asefficient expenditure of human energy and other scarce resources.


  In our view, the standard homoeconomicus economic paradigm doesnot offer enough scope tocover all the waysin which economic agentsbehave. In line with Sen, we cannot accept the economic behaviour described by the homoeconomicus paradigm asarequirement for rationality of economic agents.1


  Effortstocover awider context than the purely liberal neoclassical paradigm are not new, of course. In the next section we mention (briefly and without aiming tobe comprehensive) some of the trendsin economic theory in thissense.


  1.1ALTERNATIVESTOTHE HOMOECONOMICUSPARADIGM


  We have already discussed the standard decision-making principle used in neoclassical microeconomics, according towhich an agent chooses—rationally and perfectly—the option with the highest subjective utility from the set of feasible decisionsavailable and iscapable of implementing that decision.


  One alternative tothisstandard decision-making principle isthe satisfaction principle, alsoknown asthe bounded rationality principle,2 which assumesthat agentsdonot seekthe optimal option forever: the search processisterminated assoon asasatisfactory solution hasbeen found.


  Another alternative tothe standard decision-making principle isthe concept of cognitive dissonance in an individual’srationality. Thisassumesthat agents’ rationality failsand that some agentssystematically introduce errors, mistakesand distortionsintotheir decision-making processeswhen considering past experience.3 Cognitive bounding of rationality therefore essentially representsthe consequencesof human flaws(such asprocrastination).


  Another alternative tothe standard decision-making principle isthe concept of “hard-core” altruism, where an agent incorporatesthe utility of other agents, or other membersof society, intohisdecision-making motives.4


  There isalsoaseriesof model modificationsof the neoclassical paradigm within the frameworkof the standard decision-making principle. Perhapsthe best known isthe labour-managed firm (LMF) for cooperatives, in which the same group of people playsthe role of both ownersand employees. Thismodel assumesthat an LMF maximizesincome per capita, where income isthe sum of wagesand personal income stemming from profit.5


  Another way toextend the calculation of profit within the standard decision-making principle istotake intoaccount the extent and magnitude of the effort exerted by managers.6


  Afurther approach that doesnot involve abandoning the standard decision-making principle isthe superintendent criterion constructed by Benjamin Ward in an attempt todescribe the socialist planned economy.7 The same can be said for the “homose assecurans” model, where the producer’smaximization criterion isthe margin between itsability toproduce and the output it actually produces. Chapter 6 of thisbookwill be devoted tothismodel. The “employee escape” model representsanother attempt tomodel and describe acentrally planned economy with typical excessdemand in the labour market.8


  The application of game theory, which takesintoaccount the active existence of other economic agentsand the predictable effectsof their decisionson the firm’sdecisions, can alsobe regarded asan example of generalization within the standard decision-making principle. The same goesfor modelsdescribing agents’ effortstoacquire positional goods, or social status.9 Buchanan’sconcept of club goodsisalsoageneralization of the standard economic paradigm.10


  Even the concept we present in thisbook, in which we try toconstruct ageneral model of economic behaviour, doesnot abandon the standard decision-making principle. Asin mainstream economic theory, we assume that adecision-taker (economic agent) prefers(explicitly or implicitly through hisdecision) the economic action that he considerstobe the best from hisperspective, and hasinformation on the consequencesof all the possible feasible decisions.


  1.2MINIMIZATION OF THE SUBJECTIVE PROBABILITY OF ECONOMIC EXTINCTION


  If we admit that the economic criterion arisesasaresult of Darwinian natural selection, every successful economic agent (i.e. every agent that survivesin the long run) tries(at least intuitively) toavoid situationsinvolving ahigh riskof extinction. Therefore, we have chosen minimization of the (subjective) probability of extinction asthe agent’sgeneral decision-making criterion. It can be assumed that in aliberal market environment such acriterion will be established by natural selection: agentsthat donot behave in thisway will become extinct.


  If adecision-taker feelsthat alow amount of fundsisthe sole threat tohisexistence, he will react tothisthreat with economic behaviour that can be explained using the standard neoclassical homoeconomicus paradigm, i.e. he will maximize hisprofit or disposable income.


  If the individual feelsthat inferior social statusispart of the threat, he will endeavour toincrease hissocial prestige (i.e. toaugment hishuman and social capital, in Becker’sterminology). Anon-profit university threatened by lossof accreditation because professorsare leaving their postswill reduce thisriskby increasing their pay. An individual whofeelsthat athreat toother membersof society isathreat tosociety asawhole and therefore alsotohimself will eliminate thisperceived threat by behaving altruistically in society.


  An economic agent usually facesnot just one threat, but numerousdifferent ones. If aproducer’sprofit istoolow, itsowner may depart or it may gobankrupt. If itswagesare toolow, itsemployeesmay quit or the quality of itsworkforce may fall toolow. If itsprice istoohigh, itssalesmay be toolow. If itsshare of the market istoosmall, it may not be able tosign asalesagreement with amonopsonistic buyer. Itsmanagersmay instinctively reject arapid change in production conditionsasan inestimable risk. From the manager’spoint of view, operating at the upper limitsof the firm’sproduction capacity (on the production function) may be risky: if the parametersof the firm’seconomic situation (which the manager cannot fully control) change only slightly, he will not be able tomeet the owners’ expectationsand he may risklosing hislucrative position in the firm and hisreputation asasuccessful manager (for example for failing todeliver the expected profit).


  The variousthreatsperceived by adecision-taker or agroup (managers, employees, owners) involved in settingsthe economic agent’scriterion are often simultaneousand sometimescontradictory. If an agent knowshow toestimate hisprobability of economic extinction for each individual threat, he can combine those probabilities(for example by summing them if the threatsare mutually independent), thereby converting all the threatsintoasingle scalar cardinal criterion, namely the probability of extinction of the agent due tomaterialization of any of the threatsunder consideration. Such acriterion, combining all the threatsperceived by the decision-taker, then often leadstothe optimal solution within the set of feasible solutionsof the model. Thisoptimal solution isoften atrade-off.


  Suppose that an agent’ssurvival (or the threat tohisexistence) dependssolely on hisincome, or rather on hisincome relative tothe subsistence level: the closer the agent istothe subsistence level, the higher ishisprobability of (economic) extinction and sothe stronger ishissubjective feeling of being personally threatened.


  Like profit (but unlike consumer utility), the subjective probability of personal survival isacardinal utility function. In deterministic modelswe can get by with an ordinal utility function. However, in situationsof astochastic nature (such asthe St. Petersburg paradox covered in Chapter 2 or the principal–agent problem discussed in Chapter 3) we cannot get by with an ordinal utility function and we can view acardinal criterion asbeing an advantage in thisregard.


  In most chapterswe will assume that the subjective probability of survival isdirectly proportional tothe margin relative tothe boundary of the extinction zone (i.e. relative tothe subsistence level). Thisassumption isconsistent with an asymmetric Paretoprobability distribution.


  1.3PARETODISTRIBUTION OF THE PROBABILITY OF SURVIVAL


  The Paretoprobability distribution wasoriginally intended torepresent the allocation of wealth in an economy. Later on it wasused todescribe, among other things, the health structure of populationsof individuals, the uneven distribution of human settlement, the frequency of occurrence of individual wordsin atext when decoding secret messages, and the size distribution of sourcesor depositsof raw materials. In physicsit hasbeen used todescribe certain phenomenaat temperaturesclose toabsolute zero. In all these applicationsit hasthe advantage of being asymmetric.


  1.3.1FIRST-ORDER PARETOPROBABILITY DISTRIBUTION


  If we assume that an agent’sprobability of survival isdirectly proportional tothe ratioof hismargin (relative tothe extinction zone boundary b) tohisincome d, we arrive at afirst-order Paretoprobability distribution11 with the asymmetric distribution function:
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  The probability density function for thisprobability distribution hasthe following shape:
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  The plotsof the probability distribution function F(d) and the probability density function f(d) for the first-order Paretoprobability distribution with aunit extinction zone boundary b are shown in Figure 1.


  Figure 1: The first-order Paretoprobability distribution with certainextinction-zone boundary b = 1
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  The first-order Paretoprobability distribution hasazeroprobability for income at or below the subsistence level b and aprobability converging toone asincome tendstoinfinity. Unlike higher-order Paretodistributions, the firstorder Paretodistribution doesnot have afinal mean or variance. Itsmedian ism = 2b.


  We use the first-order Paretodistribution toexpressthe subjective probability of survival in most chaptersof our book. Only in the final chapter, where preferencesare the deciding factor for the survival of politiciansand those preferencesare linked togrowth in (rather than the level of) the standard of living, dowe workwith the assumption that the probability of survival isdirectly proportional tothe derivative of the relative margin with respect toincome. Thisassumption isconsistent with the second-order Paretoprobability distribution.


  1.3.2SECOND-ORDER PARETOPROBABILITY DISTRIBUTION


  According tothe psychological Weber–Fechner law12 individualsin many casesdecide not according tothe intensity of astimulus, but according tothe change in the intensity of the stimulus. Individuals’ assessment of their own satisfaction isoften derived from the dynamicsrather than the level of autility indicator (wealth, threat): people in societieswith low but rising living standardsparadoxically tend tobe more satisfied than those in societieswith higher but flat or falling living standards. The incorporation of thislaw intothe problem of economic threat (or the subjective feeling of threat) leadstothe assumption that the subjective estimate of the probability of personal extinction islinked not directly with the relative margin [image: img], but with itsderivative [image: img].


  

  



  The End of Preview
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