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Obviously, NWE is in trouble if behavioral economists are right. But if one misinter-
prets NWE as a normative theory, one’s answer to the behavioral challenge is bound to
be mistaken. In fact, economists can solve the problems for policy advice posed by be-
havioral economics without any recourse to philosophy or ethics. Their traditional pro-
fessional code of conduct is quite up to the task.

Specifically, the behavioral challenge requires no re-definition of individual welfare
or efficiency in the light of a new behavioral theory of human behavior. No philosophi-
cally grounded social welfare functions need to be found. Instead, economists in the role
of advisors should ask their clients what they want. This is the perspective of applied, in
contrast to normative, economics. Applied economics also faces a behavioral challenge,
but the answers to this challenge are very different.

The paper proceeds as follows. Section 2 contrasts neoclassical and behavioral eco-
nomics. Section 3 assesses the behavioral challenge under the assumption that behav-
ioral economics is more or less right in its criticism of neoclassical economics. First, the
challenge is considered from the perspective of normative economics. From this per-
spective, it indeed seems as if an input from ethics were needed in order to answer the
challenge. In section 4, the normative perspective is criticized and confronted with an
alternative: the perspective of applied economics. It is argued that the puzzles seemingly
posed by behavioral economics vanish through this change of perspective, and that the
behavioral challenge to applied economics is, in principle, not difficult to deal with.
Section 5 concludes. Two appendices provide supporting material. Appendix A discuss-
es the paper of Gul and Pesendorfer {2008), who argue that, in fact, there exists no be-
havioral challenge to NWE. Appendix B explains the character and the rational discus-
sion of normative statements.

2. Neoclassical and Behavioral Economics

The basic view of human behavior in most of economics, whether neoclassical or
behavioral, is that an individual’s choices are jointly caused by the individual’s beliefs
and the individual’s preferences, and that a large part of the causally relevant beliefs
represent aspects of the decision situation.

Neoclassical and behavioral economics differ widely on the details, of course. Ac-
cording to the most narrow version neoclassical economics, the homo oeconomicus
(HO) model (see fig. 1), beliefs about the decision situation and the consequences of the
individual’s choices (possibly in the sense of a probability distribution) are correct.
Preferences are assumed to be stable over time, independent of the decision situation,
complete and transitive, and egoistic and materialistic (that is, concerned only with the
individual’s own consumption of material goods and services). There is no sense in
which an individual’s choices can be mistaken. However, an advisor who knows the
individual’s preferences may still be able to point out better choices, but only if the ad-
visor has more information about relevant aspects of the decision situation.
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How should we, in this case, measure welfare from a neoclassical perspective? If we
take the perspective of Adam in period 1, the decision problem leads to a suboptimal
outcome, even in the case of sophisticated choice. From the perspective of period 2, an
optimal outcome results only in case of naive choice. Which of the two Adams should
be heard when we decide about policy questions that could affect Adam’s choices? For
instance, a sophisticated period-1 Adam might be in favor of a regulation that prevents
the choice of LR, allowing him to enforce LL. Period-2 Adam, however, might resent
such a regulation as a case of misguided paternalism — after all, deviating from LL is his
decision, and he knows best.

Several solutions seem possible. We could consider Adam as three persons inhabit-
ing one body — one person for each period — and apply efficiency considerations to this
group. According to this approach, LL and LR would both be efficient while RL, the
result of sophisticated choice, would be inefficient. In order to help the three Adams and
ensure that they come to an efficient solution, then, one might propose to a regulator
that he forbids either LR or RL and RR.

Alternatively, one could argue, as it is often done, that Adam’s present bias is irra-
tional (cf. Gul and Pesendorfer 2008, p. 31, who, however, reject this idea). By setting £
=1 in (1), we get ‘unbiased’ intertemporal utilities v1 and v» instead of #1 and w2 (us is
unaffected). The consideration of ‘unbiased’ utilities supports the decision of naive pe-
riod-1 Adam and speaks against the decision of a sophisticated period-1 Adam. In order
to help Adam to decide rationally, one might propose to a regulator to forbid LR.

As an alternative to advising a regulator, one might consider giving advice to Adam.
Let us assume that we know Adam to be naive. Should we enlighten him, thereby sup-
porting period-1 Adam against period-2 Adam?

Neoclassical welfare economics cannot tell us which of the solutions is morally cor-
rect. Again, it seems that economists must turn to ethics in order to solve their prob-
lems.

4. From Normative to Applied Economics

4.1. Facts and Values in Science

As we have seen, behavioral economics confronts neoclassical welfare economics
with difficult puzzles whose solutions seemingly requires welfare economists to take
recourse to ethics. Actually, however, these puzzles result solely from a completely mis-
taken view of NWE as normative economics, a view that, in turn, is often connected to
an equally mistaken view of the relation between facts and values in science. Putting
matters straight on this level makes the puzzles disappear.

When economists explain choices as the result of the interaction of preferences and
beliefs, they already presuppose the distinction between fact and values, and, corre-
spondingly, between positive and normative statements. Beliefs refer to facts, while
preferences cover attitudes towards values. In the terminology of economics (and, espe-
cially, behavioral economics), then, moral convictions are a special case of preferences
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nor in its more applied subfields. If it is true that NWE is the main tradition in norma-
tive economics, normative economics is hardly normative.

The first fundamental theorem of welfare economics, for instance, states that, under
certain conditions, any competitive equilibrium is efficient. ‘Competitive equilibrium’
and ‘efficient’ are defined in non-normative terms. Whatever the exact wording, the
theorem is a positive statement, that is, it is either true or false.® Specifically, since ‘effi-
ciency’ is an explicitly defined technical term, its normative connotations are irrelevant
for the interpretation of the theorem. Therefore, a normative reading of the first theorem
would rest on a misunderstanding. In particular, the first theorem certainly implies no
recommendation to implement efficient allocations, or any other policy recommenda-
tions.

As we have seen, behavioral economics causes problems for NWE. However, NWE
is not normative. As far as NWE is concemed with economic policy, it is an applied
science. This makes a difference.

4.2. How to Be an Applied Economist

Let us consider another piece of neoclassical welfare economics (NWE). In text-
books of trade theory, it is shown that, under certain conditions, moving from autarky to
free trade is a potential Pareto improvement: trade generates winners and losers in a
country but the gains of the winners are great enough so that they could compensate the
losers. Thus, from trade theory we can derive a statement like ‘Under certain conditions,
the move from an autarky equilibriim to a free-trade equilibrium is a potential Pareto
improvement’. This is a positive statement. It does not recommend the move from au-
tarky to free trade. It just picks out certain consequences of such a move.

Possibly, the statement is only of interest if there is somebody who thinks that poten-
tial Pareto improvements are worth pursuing. In this respect, the statement is not differ-
ent from any other technological statement. Textbooks explaining how to build an elec-
trical engine are only interesting if there is somebody who would like to build an elec-
trical engine. In the words of Vanberg (2006) and Sugden (20011), applied sciences
need an addressee. It would be totally absurd to say that an engineering textbook rec-
ommends building electrical engines. It says how to do it, addressing, implicitly, those
who would like to do it.

It is sometimes argued that applied science is concemed with hypothetical impera-
tives (‘if you want Y, you should do X) instead of categorical imperatives (‘you should
do X). This is either false or misleading. The statements that follow from applied sci-
ence are ‘X achieves Y’, as in the example above: moving from autarky to free trade
achieves a potential Pareto improvement. This is obviously not the same as the hypo-
thetical imperative ‘if you want Y, you should do X’: X may have unwanted side ef-

¢ If the ‘conditions’ include all the axioms of general equilibrium theory, the first theorem

becomes an analytic truth. There is a better way to state it, namely, as a deductive conse-
quence of a theory of consumer behavior, producer behavior, and the working of markets. In
this version, it is a synthetic statement. Cf. also Max Albert (2013).
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their goals. The position taken by NWE, in contrast, is the position not of an honest ad-
visor but the position of an adjudicator between conflicting goals of different people.

A convincing answer to the behavioral challenge will not be that efficiency must be
re-defined or that neoclassical welfare functions must be replaced by new and more
complicated welfare functions. As Hans Albert has been arguing for a long time (see,
e.g., Hans Albert 1979/1999), economists should rather investigate those performance
characteristics of alternative institutional arrangements that are relevant according to
different value systems. Of course, efficiency can be such a performance characteristic.
However, if, as it seems to be the case, efficiency is, for practical or theoretical reasons,
not achievable or not even definable, then there are many other performance character-
istics that economists can, and actually do, consider.

Depending on the clients, among the goals are the redistribution of income and
wealth, financial and monetary stability, full employment, improving sanitary condi-
tions, forging agreements and compromises, improving the quality of goods and ser-
vices in the eyes of consumers, getting a bigger share of the market, raising profits, re-
ducing costs, and so on. From the clients’ perspective, it is neither necessary nor desira-
ble that economists, possibly supported by philosophers, pretend to make the necessary
choices for them. This, in fact, is a form of paternalism that economists should have
rejected a long time ago, when they accepted value freedom as an important norm in
their professional code of conduct.

Appendix A: The Case Against Mindless Economics

In a widely cited paper, Gul and Pesendorfer (2008, p. 6, p. 27) argue that econo-
mists do not need answers to ‘difficult philosophical questions” — but only as long as
they restrict themselves to positive economics and do not act as advisors or advocates of
certain causes. The position taken in the present paper is stronger: economists as advi-
sors can also avoid these philosophical questions. However, the present paper is never-
theless opposed to the views of Gul and Pesendorfer. For instance, it is one of its main
points that economists as advisors can and should act in a manner that is completely
different from the role of advocates of a cause.

In this paper, I assume that preferences and beliefs are internal states of individuals —
more exactly, mental states accompanying, and corresponding to, brain states. Brain
states may be the real causes of behavior while mental states are just epiphenomena but
this does not matter for present purposes. This view builds on folk psychology. It allows
us to talk about the human mind using terms like preferences, beliefs, emotions and mo-
tivations, where these terms have, by and large, meanings that are not too far removed
from their meanings in everyday speech. This is the point of view of modern cognitive
psychology and, I would argue, of many economists.

[ am not concerned with the question of how we can learn about the human mind.
However, my answer to this question would be the same as the answer to the question
of how we can learn about things like gravity or subatomic particles: we state theories
that seem to explain what we observe and then test them. In principle, nothing speaks



























