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Problem description 

Economic science has a direct impact on economic reforms and society. There are 

two basic approaches to the role of economic theory in economic policy (e.g. (Colander, 

Freedman, 2019)). The first approach suggests that economic policy should strictly match 

the economic theory («scientism», e.g. (Hayek, 1989)). The second approach denies the 

scientific view, suggesting that political decisions should take into account wide range of 

factors. From this point of view, economics is only a part of the art of economics. 

Therefore, the art (or applied economics, e.g. (Colander, 1992)) is responsible for finding 

the best solution to the real-world problem, while the science provides theoretical 

framework for the abstract discussions. 

Up to 1950s the majority of economists followed the second approach, 

considering the economic theory only as a part of the art of economics. Moreover, 

economic theory has separated from the art of economics and started to be a relatively 

independent area of economic knowledge just over a century ago (e.g., (Ananyin, 2007)). 

Economists accepted the scientific view only in the 1950s - 1960s. Leading American 

theorists like P. Samuelson and M. Friedman played a crucial role in this process (see: 

(Colander, Freedman, 2011), (Colander, Freedman, 2019)). In recent decades such a 

radical change of the status of theorists in the hierarchy of the economic profession 

became the object of research within the economic methodology. 

However, the literature on the problem of the relationship between economic 

science and economic policy often provides abstract theoretical investigation. There is a 

gap in the study of specific policy cases, including social policy and pension systems. The 

example of pension reforms is especially interesting. In most countries, the pension 

system directly affects the personal interests of almost every member of society. On the 

one hand, it makes it difficult to conduct an independent research, since the analysis is 

preceded by preanalytical vision (Schumpeter, 2004). In the case of pensions and other 
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income redistribution schemes the vision can affect the research more explicitly than in 

the case of more detached economic problems. On the other hand, the ability of politics 

to follow the theoretical prescriptions may be affected by the interests of influential 

groups in society. 

Schools of economic thought played a secondary role in shaping pension policy 

up to the second half of the XX century. Theory was an important aspect of pension policy 

discussions in some cases: for example, after the Great Depression the expansion of 

pensions as a policy against unemployment matched the Keynesian recipes. However, the 

role of theory in pension policy has become completely different since 1980s. During this 

period, pension reforms reflected the scientific views of leading economists about the 

fundamental role of economic theory in politics (the same views shaped the design of 

Washington Consensus: (Polterovich, 2007), (Ananyin, Khaitkulov, Shestakov, 2010)). 

Analysis of the shift in pension policy in the context of the history of neoclassical theory 

is an important contribution to the discussion of the role of science in applied policy 

research. 

 

Brief literature review 

Classical political economy has separated science from policy, considering the 

methodology of scientific research as inappropriate for applied policy research. J.S.Mill 

provided consistent description of this separation (e.g. (Mill, 1967), (Mill, 2012)). Mill 

emphasized two different sides of economic profession: science and art. The aim of any 

social science is to find the truth, while its only method is the abstract speculation or 

method a priori. However, the abstract truth is not enough for the art. The art should take 

into consideration all the individual circumstances of particular case. In this regard, the 

art can produce prediction, but it can never predict with absolute certainty. Most political 

economists followed this approach. A rare exception was D.Ricardo: J.A.Schumpeter 

called his attempts to move from abstract theoretical scheme to political recommendation 

a «Ricardian vice» (Schumpeter, 2004. С.619-620). 

The relationship between theory and practice was the cause of Methodenstreit — 

controversy between the Historical school and the Austrian school in 1880s–1890s 
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(Ananyin, 2007). J.N.Keynes summarized Methodenstreit in The Scope and Method of 

Political Economy (1890). Keynes followed Mill’s division of political economy into 

science and art and divided economics into two sections: positive and normative 

economics. The aim of art of economics (which is not a science at all «in the more modern 

use of the term» (Keynes, 1904. P.34)) was policy recommendation. Positive economics 

is «a body of systematized knowledge concerning what is», and the normative (or 

regulative) economics is «a body of systematized knowledge relating to criteria of what 

ought to be, and concerned therefore with the ideal as distinguished from the actual» 

(Keynes, 1904. P.34-35). 

The abandonment of the art/science separation occurred in the 1950s - 1960s (see: 

(Colander, Freedman, 2011), (Colander, Freedman, 2019)). Friedman’s Methodology of 

positive economics (1953) is still one of the most famous methodological works (see: 

(Friedman, 2012)). Although in the introduction Friedman mentioned that the aim of his 

work is the analysis of methodological issues related to the positive economics (see: 

(Friedman, 2012. С.178)), in fact he provides his understanding of the role of the theory 

in policy. In his view, the progress of positive economics should make it possible to 

predict all the consequences of the reform which are significant for decision-making. 

Since science provides precise estimates, the art can be skipped. Friedman mentioned the 

art of economics twice. The first time it was mentioned in the introduction (quote from 

the book by J.N.Keynes). For the second time, Friedman mentioned that both art and 

normative science depend on the positive science (Friedman, 2012, C.179-180). The role 

of normative theorizing is to decide whether results assessed by positive theory are 

acceptable. 

The change in assessment of practical significance of economic theory can be 

associated with two trends that emerged in the 1920s – 1930s. Firstly, economists were 

optimistic about the implementation of mathematical and statistical methods and believed 

that economics can be as precise as physics (see the history of Econometric Society in 

1920s–1930s: (Belyanova, Makasheva, 2020)). Secondly, the logical positivism was 

introduced into economics in 1930s (e.g. (Davis, 2007. P.277-278), (Roncaglia, 2018. 

С.23-27)). Logical positivism assumes that the development of scientific knowledge is 
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based on the verification of hypotheses and the further rejection of those hypotheses that 

have not passed empirical testing. The cumulative view implies that current scientific 

knowledge consists of collection of proven «truths». Thus, economic policy should 

strictly follow modern science. Many influential neoclassical economists shared logical 

positivism (see Friedman’s instrumentalism and Samuelson’s operationalism). 

Researchers already criticized this simplified model of economics based on 

logical positivism. This issue was discussed by E.Reinert, V.Avtonomov, D.Hausman, 

D.McCloskey, M.Blaug, T.Mayer, W.J.Samuels, A.Roncaglia, J.Davis, S.Dow, U.Mäki, 

D.Hands. Methodological views of Friedman and Samuelson were discussed in 

(Hausman, 1992), (Hausman, 2012), (Hands, 2004), (Hands, 2019). Discussion about the 

Methodology of Positive Economics was summarized in a book edited by Mäki (Mäki, 

2009). The application of ideas of philosophers of science (C.Popper, I.Lacatos, T.Kuhn) 

to economics was discussed in (Blaug, 2004), (Mayer, 1993), (Hands, 2001), (Davis, 

2003), (Davis, 2007). McCloskey (McCloskey, 2015) pioneered descriptive rhetorical 

research in economics. (Reinert, 2011) and (Avtonomov, 2013) developed the model of 

economic science, which include two canons: the canon aimed at creation of a separate 

abstract formal theory, and the canon, focused on empirical research without universal 

theoretical and methodological base. 

Moreover, several economists criticized scientism in economics. One of the most 

famous examples is Pretence of knowledge by F.A. Hayek (Hayek, 1989). Hayek insisted 

that the physical and social sciences are too different: «It seems to me that this failure of 

the economists to guide policy more successfully is closely connected with their 

propensity to imitate as closely as possible the procedures of the brilliantly successful 

physical sciences – an attempt which in our field may lead to outright error» (Hayek, 

1989. P.3). R. Solow gave the following assessment of science in the mid-1980s: «My 

impression is that the best and brightest in the profession proceed as if economics is the 

physics of society. There is a single universally valid model of the world. It only needs to 

be applied» (Solow, 1985. P.330). H.Aaron wrote several works on the role of theory in 

policy (see: (Aaron, 1978), (Aaron, 1989)) In (Aaron, 1978) author came to conclusion, 

that «faiths and beliefs, not research, are the real basis for commitment to social reform 
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… Research tends to be a conservative force because it fosters skepticism by shifting 

attention from moral commitment to analytical problems that rarely have clear-cut or 

simple solutions» (Aaron, 1978. Foreword). The relationship between social sciences and 

policy was analyzed in (Haveman, 1987) and (Nathan, 1988). 

However, in the second half of the XX century most economists shared 

Friedman's methodology and believed that economic profession can be viewed in terms 

of normative/positive economics. Even several modern textbooks on economic theory 

emphasize this normative/positive view (see: (Mankiw, 2017)). Moreover, «following 

Robbins (1945) and Friedman (1953), normative theorizing has been condemned as 

unscientific, if not worthless» (Desmarais-Tremblay, 2014. С.283). D. Hausman and M. 

McPherson concluded that the claim that normative economists can offer accurate 

«economic» estimate avoiding ethical considerations is wrong (Hausman, McPherson, 

2012). 

Methodological principles of Mill and Keynes and separation of applied policy 

research as an art became popular in the past decades. Several, researchers discussed the 

need to restore the barrier between science and policy, e.g. (Colander, 1992), (Colander, 

Daane, 2001), (Ananyin, 2007), (Ananyin, 2008), (Colander, Freedman, 2011), (Su, 

2012), (Colander, Su, 2015), (Colander, Kupers, 2016), (Desmarais-Tremblay, 2014), 

(Albrecht, 2017), (Dow, 2017), (Levy, Peart, 2017), (Claveau, Dion, 2018), (Colander, 

Freedman, 2019). D. Colander, one of initiators of the discussion, insisted that the role of 

theory (positive economics) should be significantly changed: «positive economics is 

abstract thinking about abstract problems which might someday have some relevance, but 

immediate relevance is simply a side issue of no concern to the positive researcher» 

(Colander, 1992. P.194). Many researchers agreed that there is a need to divide theory 

and applied economics because of different methodology: «That separation is necessary 

because the appropriate methodology of policy analysis is quite different from the 

appropriate methodology of science» (Colander, Freedman, 2019. P.x). 
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Objectives of the research 

The purpose of the research is to analyze the relationship between economic 

theory and economic policy in the process of preparation and implementation of pension 

privatization reforms in the 1980s - 2010s. 

The following objectives were set to achieve this aim: 

1) to analyze the shifts in pension policy in the second half of the XX century; 

2) to describe the evolution of the approach of theoretical economists to pension 

systems since the 1950s; 

3) to assess the impact of theory on pension policy since the 1980s. 

 

The structure and logic of the dissertation 

The dissertation consists of an introduction, three chapters, a conclusion, and a 

list of references. 

The first chapter analyzes the influence of M. Friedman on the shift in pension 

policy that led to the implementation of the privatization pension reform in Chile. The 

first section briefly discusses the evolution of pension systems around the world prior to 

the first pension privatization in Chile. The second section describes the difference 

between the state-led pay-as-you-go pension system (system of mandatory taxes and 

transfers) and the private funded pension system (market institution). After that, the 

criticism of pay-as-you-go system proposed by Friedman in Capitalism and Freedom 

(1962) is discussed. The third section examines the impact of Friedman on the preparation 

of the pension privatization reform in Chile. The fourth section examines the paradox 

associated with the fact that Friedman’s work formed the basis of a new type of 

paternalistic reforms. Fifth section presents the discussion of Friedman's influence on 

pension reform in Chile in the context of his own methodological views on the role of 

economic science in policy. 

The second chapter discusses the development of the neoclassical approach to 

pension systems, as well as the role of economic theory in pension policy diffusion since 

the 1990s. The first section examines the neoclassical consumption function, developed 

by Friedman and Modigliani, which formed the foundation for criticism of pay-as-you-
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go pension systems. The second section discusses the development of the neoclassical 

approach during 1950s - 1980s. Theoretical economists like M. Feldstein concluded that 

pay-as-you-go pension system reduces personal savings and economic growth. The third 

section examines the theory and practice of pension privatization reforms during 1990s - 

2010s, when researchers discussed the problem of transition from a pay-as-you-go to a 

funded pension system. The fourth section analyzes the assumption that market rate of 

return exceeds the pay-as-you-go system “rate of return” and the role of this assumption 

in the pension reform debates. The fifth section summarizes the discussion of mainstream 

economists and briefly discusses the unorthodox criticism of the neoclassical approach to 

pension system reforms. Sixth section discusses the relationship between economic 

theory and pension privatization reforms. 

The third chapter discusses the role of economic theory in pension privatization 

reforms and the importance of an interdisciplinary approach to economic policy. The first 

section discusses the role of theories of population in classical political economy and the 

separation of demographic studies into an independent discipline in the second half of the 

XIX century. The second section examines the Mill-Hausman methodology of economics 

and the importance of interdisciplinary approach in applied policy research. The third 

section analyzes the Samuelson model and its practical implication. The fourth and fifth 

sections examine the role of theory in pension reforms in post-communist economies. The 

sixth section discusses the need for interdisciplinary applied policy researches of pension 

reforms. 

 

Main findings 

1. The case of pension privatization reforms of 1980s–2010s allows to reject 

Friedman’s hypothesis of the relationship between economics and policy. Friedman 

predicted that economic policy can be a result of the application of positive economic 

science to the real problems. Accordingly, the leading role of economic theory in debates 

on policy is the result of two factors (Friedman, 2012. С.178-181): (1) the theorist is 

detached (as opposed to an expert or non-professional); (2) the theorist has professional 

competence and therefore provides accurate predictions of any reform. However, 
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Friedman never followed his own methodology in debates on pension reforms. Firstly, 

Friedman's works concerning pension reforms (e.g.: (Friedman, 2005), (Friedman, 

Friedman, 2007), (Friedman, 1999)) reflect his own vision regarding the role of the state 

in the economy, which is not the position of a detached theorist. Secondly, Friedman was 

not an expert on pension systems. In fact, he did not participate in the debate on theory 

behind the pension reforms. However, he made an important contribution in 1950s, since 

his permanent income hypothesis (see: (Friedman, 1957)) laid the foundation for further 

theoretical discussion started in 1970s. 

Friedman's example illustrates an important problem with the scientism: the 

expectation that economics will achieve high level of predictive accuracy disregard the 

current political problems. Even if in the future the science will reach the sufficient level 

of accuracy of analytical tools, it does not change the importance of current economic 

problems. Even Friedman, one of the leading theorists, was unable to provide positive 

analysis of pension systems and relied on normative judgements in his conclusions. 

 

2. The case of pension reforms confirms a more complex model: ideology is the 

starting point for both the theoretical research and the discussion of economic policy. 

The model assumes two mechanisms of the transition from ideology to politics. The first 

(simplified) mechanism is a direct transition from ideology to politics. The example is the 

preparation of the Chilean reform: Friedman's ideological arguments about individual 

freedom and the advantages of market institutions formed the basis of Piñera's pension 

reform proposal. The second mechanism consists of two steps: initially, ideology pushes 

the scientific research, and at a certain stage the results of this research can direct the 

preparation and implementation of the reform.1 Friedman’s works can be example of this 

mechanism as well. His ideology is reflected in his academic research. For example, the 

permanent income hypothesis presented in the third chapter of the Theory of the 

 
1 Schumpeter (e.g. (Schumpeter, 2004; Schumpeter, 2012)) remains one of the most famous researchers 

who described such a mechanism. He argued that any theoretical work is preceded by ideology 

(Schumpeter, 2004, p.50-52). At the same time, theories can further become the ground for the policy, 

as in the case of Malthusian theory of population (Schumpeter, 2004. p.759). 
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consumption function is based on initial assumptions which were also arguments in the 

ideological work Capitalism and Freedom.2 Subsequently, the theoretical contribution of 

Friedman formed the foundation for the scientific approach to pension privatization and 

diffusion of reforms outside Chile. 

In the described scheme the science is an intermediate analytical work between 

ideology and policy development, which pursues an important task: to put in order the set 

of different opinions about economic policy. The scientific approach introduces 

consistency and adequacy in policy discussions. At the same time, the transition from 

abstract theoretical knowledge to reforms is not a routine procedure and requires 

additional analytical work. 

 

3. One of the key steps in the application of economic theory is the choice of the 

appropriate theory. While existence of several competing theories at the same time is a 

usual situation for science, political problem requires only one solution. The Feldstein-

Barro controversy in 1970s illustrates the distance between policy recommendations of 

theorists within the same neoclassical approach. The distance between theorists from 

different approaches even more drastic. In the case of the debates on the capital 

accumulation the clear example is the Cambridge capital theory controversy (Cohen, 

Harcourt, 2009). Theorists argue about which theory is right, while the problem of applied 

research is the choice of the most appropriate of the existing theories, not the search of 

the universally valid one. 

Another example of this problem is the change of theorist’s views on the need for 

mandatory participation in pension programs. In less than 50 years theorists changed their 

approach to the consumption/saving modelling three times: Keynes’ fundamental 

psychological law (1936) was rejected by basic concepts of neoclassic economists like 

Modigliani and Friedman in 1950s, which in turn were reconsidered by behavioral 

 
2 One of the examples is the economic rationality. Rationality is the central assumption in (Friedman, 

1957): the economic agent tries to maintain the same level of consumption throughout his life. At the 

same time, in (Fridman, 2005, pp. 217-218) author criticizes the thesis about the irrationality of the old-

age savings behavior of population. 
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economists like Thaler and Shefrin in the early 1980s. Moreover, various neoclassical 

theorists often came to different political recommendations. 

The belief in universally valid model, shared by many neoclassical economists 

(see: (Solow, 1985)), may direct theoretical research. However, this principle is 

unacceptable in applied research. Even if there is only one true theory economists face 

the problem of determining which one is correct (Samuels, 2015). Therefore, the fact that 

several theories can exist simultaneously requires the choice of the most suitable one and 

this choice lies outside the boundaries of economic theory. Thus, researchers have to be 

not only familiar with the tools of economics, but they also have to have such 

characteristics as professional intuition. Following the classification by J.N.Keynes, the 

choice of the theory lies in the field of the art, not the science. 

 

4. The high level of abstraction of economic theory requires the choice of the 

theory to be accompanied by the elimination of initial generalizations made by theorists 

and adaption of the theory to the existing economy. Generally, theory assumes an ideal 

and abstract situation. The abstract results of theoretical research often cannot be applied 

to the real-world problems. For example, during several decades theorists discussed an 

interesting theoretical question: how savings and economic growth can be determined in 

two steady states with pay-as-you-go/fully-funded pension systems. The problem of 

applied research was the transition from one steady state to the other – but the transition 

was less interesting for theorists. Moreover, the history of economic thought shows that 

theorists often prefer to study stable states (for example, equilibrium or dynamic models 

with stable change of parameters), not the transition period. Thus, the neoclassical 

comparison of two steady states with different types of pension systems is not an 

exception. Even in modern textbooks the impact of pension system on the economy is 

discussed in terms of two stable states (e.g.: (Acemogly, 2009)). 

However, policy requires the answer to both questions: which economic system 

is the most effective and what changes in the existing economic system are possible. For 

these reasons, the application of abstract theory requires an intermediate stage of 

analytical work i.e. the preparation of reform design. The solution is an intermediate link 
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between theory and politics that is applied economics, which should adapt the existing 

theory to specific real-world problem. Economic theory is looking for abstract scientific 

truth, while the art of economics is aimed at search for solution of political problem. 

Different goals require different methods and different criteria for assessment of the 

results. Abstract theory can serve as a starting point for applied research, since it solves 

an important problem: it provides the conceptual scheme of reality, describes the overall 

result as a sum of private changes, determines the mechanism of action of main and 

secondary factors. However, the application of abstract theoretical scheme is a process 

that is opposite to the construction of a scientific theory: it requires the elimination of 

initial generalizations made by the theorist. This analytical task remains in the scope of 

the art, not the academic science. 

 

5. The analytical tasks associated with the transition from science to policy 

require the intensification of interdisciplinary interaction. The choice and adaptation of 

the theory reflect the subjective view of a researcher since there is no way to clearly define 

the criteria on which a researcher should rely. However, an interdisciplinary approach to 

the design of reforms can partially reduce the degree of subjectivity. 

Elimination of initial generalizations and assumptions made by a theorist means 

that social phenomena which initially was not included in the analysis is matter. 

Meanwhile, these phenomena can be the subject of other social sciences. Thus, applied 

research cannot be based on the single branch of social theory. The principle where the 

economic policy is the domain of economic theory is unacceptable. The dissertation also 

examines the role of population theories in economic thought. Political economists paid 

a lot of attention to population concepts in the XIX century. However, by the end of the 

XIX century population researchers developed a separate field of demography. This 

separation was the result of changes in economics. However, demographic projection is 

a key factor of pension policy. The example of pension reforms shows that 

interdisciplinarity can be used to improve policy recommendations. Economists tend to 

use their own generalizations to describe demographic trends, but such generalizations do 
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not reflect the depth of population theories. For this reason, there is a need to improve 

interdisciplinary communication. 

 

Contribution 

1. The dissertation provides the description of the relationship between economic 

theory and pension reforms in 1980s–2010s. 

2. The case study of pension privatization reforms allows to reject the Friedman’s 

hypothesis about the relationship between economic science and economic policy. His 

interpretation of J.N.Keynes classification, proposed in Methodology of positive 

economics, skips normative economics and art of economics, which remain an important 

part of economic profession. 

3. The dissertation provides an alternative hypothesis: the economic science is an 

intermediary link between ideology and policy. The case of pension privatization reforms 

confirms the alternative hypothesis; particularly, the Friedman’s impact on pension policy 

confirms this hypothesis. 

4. The dissertation describes two analytical tasks ignored by Friedman's approach: 

(1) choice of most suitable theory among competing theories, and (2) adjustment of the 

chosen abstract theory to the real economy. Moreover, it is argued that in the field of 

pension reforms in order to follow the policy proposals it is important to strengthen 

interdisciplinary interaction between economics and other social sciences (especially 

demography). 
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