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Introduction

There is today a resurgence of interest in the history of economics, but students often lack the opportunity of taking a systematic course that introduces them to the ideas, policies and writers who played a part in the development of economic thinking from the seventeenth century up to the present day. This book offers a partial solution to this problem by providing a template for students and teachers seeking orientation in the subject. It is based on the material that we have taught to third-year undergraduates at the University of Birmingham for several years, augmented with some material that one of us has covered with graduate students at the University of Oporto and at Erasmus University Rotterdam, expanding it a little beyond our 20 two-hour lectures. We have structured it in such a way that shorter courses could be based on a selection, and we make some suggestions regarding this below.

That this is not a conventional textbook will be apparent from the formal presentation of each lecture, beginning with aims, then providing an annotated bibliography and the relevant chronology before moving on to the subject matter of the lecture. Each lecture ends with a series of questions for discussion that could provide a framework for class discussion or individual reflection. In scope and presentation, then, there is a clear difference here from Roger Backhouse’s Penguin History of Economic Thought (published in North America by Princeton University Press as The Ordinary Business of Life), the textbook we recommend our students to read for initial orientation and which covers the history of economic thought from the ancient Greeks onwards. Likewise, chapter 2 of Keith Tribe’s Economy of the Word provides an extended overview of the transformation in the use of the word “economy” from the Greeks to the 1960s that provides a more discursive initial orientation.

From the 1920s onwards economic argument rapidly became more formalized and academic, so that what had hitherto largely been public economic debate increasingly becomes debate between academic economists. Before the 1920s economic thinking was both more diverse and less institutionally defined; indeed, part of the story we tell here is the conversion of a broad tradition of political economy into the new university discipline of economics. This shift in economic discourse is symbolized by the way that books cease to be the chief monuments of economic argument: John Maynard Keynes’s General Theory of Employment, Interest and Money (1936) is perhaps the last instance where a particular book, rather than articles in academic journals, forms the centrepiece of argument among economists. This is reflected in the tenor of the lectures: up until the early twentieth century the focus is on major books, whereas the later chapters have a more thematic organization, reflecting the predominance of journal articles and the consequent significant expansion of individual publications.

Only in the case of Keynes is a sustained attempt made in the later lectures to deal explicitly with both an economist’s original arguments and the development of those ideas by subsequent interpreters. This is because, as is also the case with Adam Smith, who is treated in the same way, students today most often encounter the latter rather than the former, making it important to establish exactly what his original arguments were. The lecture dealing with the Phillips curve also covers both Phillips’s paper and subsequent interpretations but the focus is different. Here we deal with the reception of a particular idea that, though still carrying Phillips’s name, is generally acknowledged to have been developed and changed by those who came later. While the same kind of divergence between text and reception holds true for Adam Smith, David Ricardo and Karl Marx, it is easier in these cases to focus chiefly on canonical texts since they are now considered historical figures, and they no longer provide key points of reference for contemporary economics in the way that Keynes still does. This does not mean that these earlier writers are irrelevant to economic thinking; rather that modern economics is no longer organized around the key principles that they introduced. Though we do not pursue this, our treatment of these key principles is intended to enable students who wish to do so to think about whether these principles have continuing relevance today.

Our book differs from many introductory textbooks in its reluctance to draw the reader into historiographic controversies and arguments, especially with respect to the older, pre-twentieth-century, literature. It seeks to describe the core literature without at the same time dealing directly with the interpretive controversies that have swirled around key figures, from Adam Smith through David Ricardo and Karl Marx to Keynes. Our purpose here is to introduce the reader to the main lines of the history of economic thinking, and not primarily to controversies about the interpretation of elements of this history. Rather than blur the main lines of our presentation by qualifying it with alternative arguments and positions, we focus on presenting to the reader the basic materials upon which such alternative arguments and positions turn. Some guidance on historiographical controversy is presented in the annotated bibliography, so that the reader can, through further reading, better appreciate the broad range of approaches to the history of economic thought.

Our chronology runs from the Europe of the early seventeenth century to a global present. While any economist seeking to be heard in the world today writes in English, this is a relatively new development, becoming especially marked in the second half of the twentieth century. Up until this time the languages of economics were French, German and Italian as well as English, with a significant role at times for Swedish, Russian and Spanish. This linguistic diversity survived well into the twentieth century; but one implicit effect of the emergence of English as a world language, and a related decline in the ability of native English speakers to work in other languages, has been that the history of economics today encountered by students is very much an anglicized version of the history. Although our book is written in English, it seeks to redress this imbalance by referring the reader to original-language sources and commentary. Neither the corpus of political economy nor commentary upon it was, before the twentieth century, written predominantly in English. In fact, an argument is made below that we should consider French political economy between the 1750s and the 1850s as the predominant influence in Europe, while the dominance of the German university system throughout the nineteenth century played a major part in the development of both Austrian and American economic thought. Given the scope of this book, we have not been able to properly include important developments in Italy, Spain and Sweden; but in compiling our bibliographic guidance we have not assumed that anything worth reading is written exclusively in English. For most of the period we cover, being international means being pan-European. (To be truly global would mean covering China, Japan and other parts of Asia, but our belief is that these are different histories, and in any case we are not qualified to cover them.) In contrast, over the course of the twentieth century, being international meant being part of a global intellectual community centred on the United States. European economists were still important, but it has increasingly been Americans who have shaped the field most. Our coverage therefore shifts progressively to the United States. There are topics, such as popularization and policy, where it would have been useful to cast our net more widely, but to do so would have challenged the lecture format. Readers should look elsewhere if they want an encyclopaedia.

The shift of emphasis in the course of the book from central texts to a more thematic treatment also eschews some common organizing principles used in the history of economic thought. As already suggested, this reticence reflects our effort to avoid involving the reader in critical controversy before he or she has become acquainted with the bases of such controversy. Nonetheless, some remarks can be made here about common organizing ideas that we avoid in these lectures. We do not trace below the emergence of “central ideas” whose “centrality” is derived from modern economics: for example, “market”, “exchange” or “rationality”. Nor do we treat the mathematical formalization of ideas as a significant axis for a general understanding of the history of economic thought. The various texts and writers that appear in the following are not assigned to particular “schools of thought”. It is common to refer to various phases in the history of economic thought using terms such as “mercantilist”, “classical” or “neoclassical”. While the last of these terms was accepted and adopted by many economists from the 1930s onwards, “mercantilism” and “classical economics” have always been retrospective and general descriptions of some (loosely defined) types of past economic thinking, which those described by the terms would not have recognized and probably would not have understood. For example, by the 1890s Austrian economists unselfconsciously referred to “our modern economics”, marking off new from old but not seeking to define in any clear way what “unmodern economics” might be. The same property is apparent in the term “neoclassical economics”: little effort was ever devoted to specifying what was “neo” about this “neoclassicism”. Nonetheless, since “neoclassical” has come to be accepted as one of the leading general descriptions of economics in the later twentieth century, this is a term that can be used of this period, albeit with considerable caution since the ideas it is used to cover are very diverse.

The same cannot be said of two other terms: “mercantilism” and “classical political economy”. The first has a history that originates in Adam Smith’s description of early modern economic thought in terms of a system of policy, the “mercantile system”. He introduced this term for his own purposes, but it is of little use to us in understanding the scope of early modern economic argument. The term does remain in circulation but is part of a defunct historiography that is touched on in the bibliography to lecture 1. “Classical political economy” was originally Karl Marx’s way of identifying those writers he regarded as his sources, from William Petty in the seventeenth century through Adam Smith in the eighteenth to David Ricardo in the nineteenth. The most obvious flaw in this progression is the major break that we identify between Smith’s Wealth of Nations and the political economy (their term) of Robert Malthus and David Ricardo. Not only is “classical political economy” a retrospective classification that contemporaries would not have recognized, it also significantly blurs important ideas and principles. We prefer to simply ignore the usage. Likewise, we ignore the idea that in the later nineteenth century a “historical economics” existed beyond those German economists who explicitly espoused this description of their work, and who saw themselves as a “younger school” in contrast to an “older school” consisting usually of three writers none of whom shared very much in their approach, nor recognized each other as fellow members of a “school”. Here again, the reader is directed to discussion of these problems in the annotated bibliography, but such ideas are not employed in the body of our lectures.

Leaving aside these organizing ideas, we should also note here that writing on the history of economic thought has until quite recently been dominated by economists who have tended to treat this history as a journey from darkness to light, employing modern ideas to identify and illuminate old ideas that trace the emergent path of a modern science. This is not an approach that we adopt. Rather than mark out our history by imposing modern ideas on earlier thinking that, as a result, can only seem incomplete or faulty, we examine the manner in which changes in human activity directed to sustaining life and wealth have been formulated. It is historical not only in dealing with past ideas and policies but in seeking to place and understand these ideas and policies in their own historical context. We do not in this way seek simply to relativize knowledge; rather, we seek to assess arguments in terms of the problems they were intended to address, and not our own.

Any course that tries to cover the entire twentieth century poses severe problems of selection: there is much that we would like to have covered but could not. The coverage focuses on developments that we judge to have been important and on which interesting historical work has been undertaken. Inevitably this means a focus on “mainstream” economics; the lectures deal with work considered important by its contemporaries, not with ideas that we think should have been given greater attention. In this sense our approach differs from that of economists who would describe themselves as “heterodox”, many of whom have a strong interest in the history of economics. Thus, although there is significant coverage of some economists who considered themselves heretics, notably J. A. Hobson and J. K. Galbraith, coverage of movements such as post-Keynesian economics, Austrian economics and feminist economics is absent. Though it would have been good to have covered these, a strong case could be made that, were space to permit, it would have been more important to expand coverage of applied fields such as international economics, development economics, environmental economics, health economics or the economics of education. For example, it was a close call whether to replace one of the lectures with one on the history of development economics, on which there is a growing and fascinating literature.

Finally, as noted above, these 24 lectures are open to selection for various purposes. Since the original lectures on which these are based are designed for a two-hour slot, this is implicitly a 48-hour course. It would, however, be possible to pull out the two lectures on Adam Smith, or the two lectures on John Maynard Keynes, as short courses more oriented to classroom presentation. Alternatively, the first four lectures could serve to support a course on early modern economic thought; or lectures 10–12 might be the basis for an account of the shift from political economy to a more university-based economics. In courses covering the twentieth century it would be possible to focus on lectures 13, 15 and 16, possibly in conjunction with lectures 10–12, on the origins of modern microeconomics; while lectures 14 and 19–21 could form a unit on macroeconomics. The last three lectures, 22–24, covering the overlapping topics of popular writing, policy and ideology, form a set covering problems in modern economics that could be used in a course where the details of academic economics are not stressed. While cross references between lectures are provided, sometimes in the text and sometimes in the footnotes, the lectures are mostly self-contained, and there should be no problem in omitting some topics to produce a slightly shorter course to fit the time available.

The somewhat spare and assertive approach we adopt in these written lectures very much reflects the purposes and constraints of a lecture format. As with spoken delivery, qualification and digression are avoided to retain a clarity in the line of argument. For a student to understand principles about which there is much argument, it is best to begin with these principles and leave extensive engagement with conflicting interpretations of the material until later. There is a fine line to be drawn here, since the way in which we have selected material represents the many judgements we have made in our respective approaches to the history of economic thought. In lectures 1–12, which challenge some deeply entrenched ideas, the focus is on developing a narrative running from the seventeenth century to the beginning of the twentieth, providing a consistent interpretation of mainly canonical texts. For the twentieth century, when the number of economists involved is so much greater than in previous centuries, it is, as mentioned earlier, harder to focus on a limited number of canonical texts and there is no overarching narrative that needs to be challenged. As a result, the approach is more eclectic, introducing students to topics on which an interesting literature exists. In short, we have made judgements about coverage and interpretation; we are happy to acknowledge and defend these, and we do so extensively in our published articles and books, but our view is that this lecture course is not the place to do so.

Since access to digital versions of both articles and books varies so much from one institution to another and from one country to another, no systematic effort has been made here to give digital sources for the literature we cite. Much of the older French material is available through the website for the Bibliothèque nationale, and the Bavarian State Library (Bayerische Staatsbibliothek, BSB) has an extensive digitization programme. Readers should also search for material in which they are interested at archive.org and similar repositories.

All translations from non-English sources in the following are the work of the authors; and all emphasis in quotations is as in the original, unless otherwise indicated.


Lecture 1

Commerce, Wealth and Power: The Disputed Foundations of the Strength of a Nation

1. Aims of the lecture

	To outline the early history of economic argument and its emergence as a language of “counsel and advice” for the courts and administrations of seventeenth-century Europe.

	To highlight the way in which the arguments advanced identified varying sources of wealth and power: population, commerce, manufacture, agriculture, mines.

	To show that well into the eighteenth century comparative assessments of the strength of a nation relied upon empirical, rather than analytical, arguments.



2. Bibliography

There is no reliable modern survey of seventeenth- and eighteenth-century European economic argument that brings together developments in Western, Central, Northern and Southern Europe in an even-handed manner, although there are a few older sources that provide a useful perspective on some aspects of the early development of political oeconomy. Terence Hutchison’s Before Adam Smith: The Emergence of Political Economy, 1662–1776 (Oxford: Blackwell, 1988) is the most generally useful older work; while it does have the usual Anglo-French bias, it is unusual in the space it gives to German-language and Italian writings. It also offers clear and helpful indexes for both authors and subjects, a chronology (pp. 441–55) and a section “References and Literature” (pp. 419–41) that is divided up by chapter, separately listing within each chapter original writing and commentary upon that writing.

Istvan Hont, “Jealousy of Trade: An Introduction”, in his Jealousy of Trade: International Competition and the Nation-State in Historical Perspective (Cambridge, MA: Harvard University Press, 2005), pp. 1–156, provides the best modern overview of European political economy through the seventeenth and eighteenth centuries.

Ryan Walter, A Critical History of the Economy (Abingdon: Routledge, 2011), provides a brief synthetic overview of the development of economic thinking in Britain from the later-seventeenth to the early-nineteenth century, making use of insights drawn from the history of political thought, where both historiography and range of analysis are far more sophisticated than usually encountered in the history of economic thought.

Jacob Viner, “Power Versus Plenty as Objectives of Foreign Policy in the Seventeenth and Eighteenth Centuries”, World Politics 1:1 (1948), 1–29. Viner was very knowledgeable about seventeenth- and eighteenth-century commercial writing and in this article he identifies the relationship between wealth and the political power of states that characterizes the seventeenth- and early-eighteenth-century literature.

Albert O. Hirschman, The Passions and the Interests: Political Arguments for Capitalism before its Triumph (Princeton, NJ: Princeton University Press, 1977). A landmark essay on the relationship between human passions and interests demonstrating how, during the eighteenth century, these disorderly forces came to be understood as the foundation of social and economic order.

Gustav Marchet, Studien über die Entwickelung der Verwaltungslehre in Deutschland von der zweiten Hälfte des 17. bis zum Ende des 18. Jahrhunderts (Munich: Oldenbourg, 1885). Still the best general account of the development of German ideas of economic and political order during the early modern period.

Keith Tribe, Governing Economy: The Reformation of German Economic Discourse 1750–1840, second edition (Newbury: Threshold Press, 2017). A monograph on the development of the eighteenth-century Kameralwissenschaften and their transformation around 1800 into Nationalökonomie, it includes a chapter on the German reception of physiocracy and also the impact of translations from French, English and Italian.

Marten Seppel and Keith Tribe (eds), Cameralism in Practice: State Administration and Economy in Early Modern Europe (Woodbridge: Boydell & Brewer, 2017) brings together a number of essays that emphasize the diversity of European economic argument during the eighteenth century, including discussion of Sweden, Russia, the German states, Austria, Spain, Portugal and Brazil.

Fritz Karl Mann, Der Marschall Vauban und die Volkswirtschaftslehre des Absolutismus (Munich: Duncker & Humblot, 1914). An invaluable account of late-seventeenth-century France and the interlocking worlds of politics and economic administration by a leading German fiscal theorist and historian.

Charles Woolsey Cole, Colbert and a Century of French Mercantilism, two volumes (New York: Columbia University Press, 1939). Still the leading account of Colbert’s work as minister to Louis XIV and his efforts to rationalize and centralize French economic administration.

Gilbert Faccarello, The Foundations of Laissez-faire: The Economics of Pierre de Boisguilbert (London: Routledge, 1999). A key monograph, originally published in 1986, on the writer whose assessment of the condition of France following the reign of Louis XIV was linked to early ideas of free trade and economic equilibrium.

Pamela H. Smith, The Business of Alchemy: Science and Culture in the Holy Roman Empire (Princeton, NJ: Princeton University Press, 1994). A landmark study of Johann Joachim Becher (1635–82), who was a projector, a counsellor to the Austrian court, an alchemist and an author linked in the last years of his life to Prince Rupert and the Royal Society. The best single account to date of politics and economics in the later seventeenth century.

William Letwin, The Origins of Scientific Economics: English Economic Thought 1660–1776 (London: Methuen, 1963). Although now dated by its allegiance to an older, positivist tradition in the history of science, Letwin’s account of early modern economic writing in Britain is detailed and insightful.

Political oeconomy in the seventeenth and early eighteenth centuries has been a relatively neglected field in the past three or four decades, but this is not because of a shortage of source material, rather the opposite. The scale of research effort required is daunting but can be very worthwhile, as highlighted by Carlos Eduardo Suprinyak, “Trade, Money and the Grievances of the Commonwealth: Economic Debates in England During the Commercial Crisis of the Early 1620’s”, History of Economic Ideas 24 (2016), 27–55. Other recent work that can be highly recommended is listed below.

Anne L. Murphy, “The Financial Revolution and Its Consequences”, in The Cambridge Economic History of Modern Britain Volume I: 1700–1870, Roderick Floud, Jane Humphries and Paul Johnson (eds) (Cambridge: Cambridge University Press, 2014), 321–43. A reliable and detailed account of the early development of money and banking in Britain that provides helpful context to early economic writing.

Ryan Walter, “Slingsby Bethel’s Analysis of State Interests”, History of European Ideas 41 (2015), 489–506. An account of one late-seventeenth-century British writer on England’s commercial competition with France.

Julian Hoppit, “The Contexts and Contours of British Economic Literature 1660–1750”, Historical Journal 49 (2006), 79–110. A survey of the development of economic writing in Britain that lays emphasis on the ebb and flow of controversy that underlies it.

Julian Hoppit (ed.), Nehemiah Grew and England’s Economic Development: The Means of a Most Ample Increase of the Wealth and Strength of England 1706–7 (Oxford: Oxford University Press, 2012). Reprints a treatise by Grew and provides a modern commentary on it, comparable to the work of Walter on Bethel.

Paul Slack, The Invention of Improvement: Information and Material Progress in Seventeenth-Century England (Oxford: Oxford University Press, 2015). A study of the (English) notion of “improvement” as a preoccupation with the work of constant and incremental economic change. Slack makes links with the Hartlib Circle and continental writing that move beyond Letwin’s positivist approach to the development of economic analysis.

3. Chronology

	1618–48	Thirty Years’ War
	1642–51	English Civil Wars
	1643–1715	Reign of Louis XIV of France
	1660	Charles II resumes English and Scottish thrones
	1652–54	First Anglo-Dutch War
	1665–77	Second Anglo-Dutch War
	1672–74	Third Anglo-Dutch War
	1688	The “Glorious Revolution”: Dutch takeover of British monarchy
	1694	Foundation of Bank of England
	1696	Creation of Board of Trade (Lords of Trade)
	1701–15	War of Spanish Succession
	1706	Union of Scotland with England


4. Lecture summary

The idea that “economic activity” is human activity directed to the maintenance and development of human life runs back to the ancient Greeks, where a sharp distinction was made between the agricultural activity of the countryside and the commercial occupations of the city. Only the essential activities of the rural household, governed by the annual agricultural cycle and overseen by its patriarchal head, provided a moral basis for human conduct. This gave us the term oikonomia, the government of a self-sufficient oikos (household economy), hence household management. By contrast, the activities associated with the city were trade and money-getting, chrematismos, useful enough in themselves but serving the interests of the individuals concerned and unconnected with the broader activities of the polis. Domestic agrarian and pastoral production remained the predominant economic activity across the globe right up until the nineteenth century and in many places beyond, carrying with it the connotation that in agriculture and pastoral pursuits human beings worked as much for others as for themselves, whereas the gains made in trade and finance were of a lesser moral worth. Gains from financial transactions were generally regarded as usurious, and distinct in kind from the products of human labour won in field and workshop.

Coupled with this basic distinction between economy and commerce was the early modern idea that the relation of monarch to his subjects could be conceived on the model of the Greek rural household, whereas commercial activity provided no such exemplar. By the seventeenth century, however, the force of this contrast between economy and commerce was beginning to fade, with arguments now being advanced that these two spheres of economic activity were complementary within the overall framework of state administration. The ruler of a principality could now be represented as the head of a giant household, his subjects its members; but the options for a flourishing state now included, besides agriculture, activity related to the development of mines, manufactures and trade, each of these being advanced as a means for the strengthening of the state. The organization of the household, its oeconomy, could now be represented as a “political oeconomy”: the prudent organization of the principality or state.

During the later sixteenth century a literature began to develop promoting particular activities or sectors, assessing what the best form of organization might be. The system of printing based on movable type was developed by Gutenberg and others in the mid-fifteenth century, and by the early sixteenth century the products of the printing press were moving into wider markets, with cheaper products for an increasingly literate public. This was the medium through which the Protestant Reformation was first initiated, and then propagated. Martin Luther famously nailed his 95 theses to the door of the Wittenberg Castle church in 1517, but they were quickly printed and disseminated throughout Germany. By the 1640s in Britain newsheets, tracts and pamphlets were appearing in ever larger numbers, and arguments about power and policy circulated more widely. It was in Max Weber’s exploration in 1904/1905 of the relationship between an emergent “spirit” of capitalism and the ethos of Protestantism that our modern understanding of “capitalism” originated, as a pervasive and anonymous economic force shaping all aspects of our lives; Weber’s historical focus was primarily on theological arguments, though, rather than the economic literature with which we are here concerned. Nonetheless, there is at the very least a clear coincidence between the Reformation and the emergence of arguments over commerce and power seeking to persuade new audiences through the medium of tracts and pamphlets. Here we are primarily concerned not with the religious controversies and conflicts of the early seventeenth century, but rather with a burgeoning literature from mid-century that sought remedies to the devastation that wars of religion and of sovereignty had visited upon the European landscape.

The devastation of war and European reconstruction

In 1618 the newly crowned Catholic emperor Ferdinand II sought to force the Catholic faith on his territories, in contravention of the Peace of Augsburg (1555), which had brought warfare between Lutherans and Catholics to an end. The result was a devastating religious war conducted in Northern Europe that brought in Swedish forces on the Protestant side, Spanish forces based in the Low Countries on the Catholic side, and also Catholic France’s forces on the Protestant side given that its borders were mostly with Habsburg-controlled territories. The Peace of Westphalia (1648) ended the conflict with mutual recognition of state sovereignty and also involved Spain’s recognition of the Dutch Republic, ending the Eighty Years’ War. For the next 100 years Holland would be the model for the way in which a small country could achieve commercial success.

However, in 1643 Louis XIV had become King of France and he set about consolidating absolutist rule both internally and externally, cementing France’s position as a centralized great European power but at the same time saddling the country with financial problems that would eventually ruin it in the eighteenth century. In the course of that century the conundrum of how political power might well lead to economic ruin was a constant source for arguments, both within France and without.1

Britain also descended into civil war following the usurpation of the king’s authority by a parliament seeking to defend the monarchy from (mostly non-existent) Popish plots attributed to the king’s retinue. This was, then, a conflict initially among Protestants, largely turning on fears of Catholic influence, these fears being amplified by a burgeoning press feeding on gossip and rumour; but a conflict that eventually turned into a war waged by the king on parliament. Charles I was beheaded in 1649 and then his son, Charles II, was finally defeated at the head of a largely Scottish army in 1651. A Commonwealth and then a Protectorate followed the execution of Charles I, terminating in the return to the throne of Charles II in 1660, and two more wars for maritime supremacy with the Dutch before William of Orange was placed on the throne in 1688, and a constitutional settlement permanently limited the powers of the monarchy vis-à-vis parliament.

There was constant conflict and open warfare throughout Europe until the later seventeenth century, imposing great costs both on those waging war, who needed cash to pay for men and materiel, and on those who were unfortunate enough to be in the path of armies moving through the countryside requisitioning crops, cattle and draught animals, destroying livelihoods and spreading disease wherever they went. In the second half of the century pamphlets and books began appearing in ever larger numbers, which turned upon a presumption that political power had economic roots: in the capacity of a country for trade and commerce, and in the degree to which it could attract bullion to boost domestic circulation and underwrite military might. In the German states especially there emerged a new post-Machiavellian discourse that broke with the idea that political power rested upon the artfulness with which rule was exercised, proposing instead that the rulers’ interests were closely tied to the (economic) welfare of their citizens.

Later, in 1739/40, the future Prussian monarch, Friedrich II, composed an “ Antimachiavell”, which rejected point by point the idea that politics was the art of maintaining a ruler’s status, arguing instead that an active and contented population was the surest basis of political power. This ideal can be found throughout European writing of the period 1660–1740, reflected in arguments about the size and composition of a population, the proper exploitation of a country’s resources, and the need for a positive balance of trade to attract the bullion that, as a circulating medium, could contribute to the expansion of economic activity.

Power and plenty in a comparative framework

All of this writing was broadly descriptive and empirical: economic improvement would follow from the adoption of particular techniques, or the production of particular goods, or the better organization of agriculture, as demonstrated by the success of Holland, or France, or England. The advantage of long-distance trading was in part considered to lie in the knowledge of foreign peoples and techniques brought home by merchants and sailors who had seen how things worked, or failed to work, elsewhere. This knowledge could be applied to the domestic economy and used to produce more, or better, or different goods.

Many of the texts written in the later seventeenth century embodying these arguments were directed to rulers and administrators who, besides being in a position to implement recommendations, might also give authors employment as advisers to the court. The economic language of early modern Europe was therefore a language of counsel and persuasion directed at rulers, or at those with influence at court. It turned on the art of prudent government, identifying a unique path to wealth and fortune for a ruler, to be realized through the good government of territories. The means to wealth and power were at the same time the currency of wealth and power: a large, flourishing population that was viewed as a source of power. A country with a large population was capable of raising the substantial taxes and levies that supported the court, the nobility and the Church; and furnishing the manpower for armies and navies fighting wars of succession and accession.

Not only the size of a population was thought important, but also the distribution of gainful activity. An empirical appraisal of economic potential involved a basic distinction between agriculture and manufactures on the one hand, and trade and finance on the other. Economic activity was in the former case conceived as the application of human labour and skill to the production of material goods. Trade and finance could not by this definition create value, but were important as the means by which the products of human skill and dexterity might be circulated. This basic distinction was also reflected in the way that economic argument developed, for political economy developed out of arguments relating to the production of value, not out of writings on commerce – although both were forms of economic activity.

Four English writers

The empirical cast of argument can be illustrated by four English-language examples published in the later seventeenth century. A well-known example is Thomas Mun’s England’s Treasure by Forraign Trade (1664),2 which is, however, thought to have been written much earlier in the century. As the title suggests, the source of wealth is asserted to lie in the maintenance of a surplus in foreign trade; achieved through increased production of raw materials, and decreased consumption of “forraign wares in our diet and rayment”, and carried in our own ships – as the Italians do when they import British corn or fish.3 Throughout this text there is an emphasis on the need for a country to have a positive trade balance, and so an inflow of bullion; this argument is consistently made in respect of comparisons with other countries that stand as exemplars of the various courses of action reviewed. Hence, for example, in a comparison of rich and poor countries we find the familiar question of how Holland, as a small country, can nonetheless be so powerful? “What great means have they obtained to defend their liberty against the power of so great an Enemy?”4

A different form of comparison is at work in Josiah Child’s Brief Observations Concerning Trade, and Interest of Money (1668), which proposed that trade would prosper if the prevailing interest rate were lowered from 6 per cent to 4 per cent. No explanation was given of quite how this could be effected, and why it would advance trade; as Letwin points out, Child simply invoked the success of past policies, which merely needed to be reapplied to achieve the same results. These former policies were said by Child to be the “causes” of the desired “effects”, but he did not seek to identify any relationship between the two. Furthermore, when objections were raised, Child simply responded by repeating his claims, demanding that his critic show how things might be otherwise, questioning the critic’s knowledge and experience, and appealing to authority. Nor was he able to directly cite any evidence in favour of his argument, since such evidence as he had was merely borrowed from other writers.5

Child is here asserting that the repetition of a previous policy event will result in the same outcome today, in this way making an empirical appeal to the “evidence” of prior experience. But there were a number of forms this broadly empirical line of argument could take. In 1671 Roger Coke had argued in his Treatise Wherein it is Demonstrated that the Church and State of England Are in Equal Danger with the Trade of It that the population and wealth of England were both in decline: rents were falling, gold and silver were scarce, trade was moribund and employment scarce, while Dutch naval rivalry and the French presented major threats. William Petty responded to this by composing his Political Arithmetic ([1676] 1690), arguing instead that trade was buoyant, that there was an “absence of an increase of beggars”, that luxury consumption was thriving, pointing to the strength of military forces and arguing that the land had been improved and that prices were reasonable. However, instead of simply asserting the contrary of Coke’s contentions in the way that Child might have done, Petty suggested that numerical evidence could be used to demonstrate their falsity:

The Method I take to do this, is not yet very usual; for instead of using only comparative and superlative Words, and intellectual Arguments, I have taken the course (as a Specimen of the Political Arithmetick I have long aimed at) to express myself in Terms of Number, Weight, or Measure; to use only Arguments of Sense, and to consider only such Causes, as have visible Foundations in Nature, leaving those that depend upon the mutable Minds, Opinions, Appetites, and Passions of particular Men, to the consideration of others.6

“Political arithmetic” meant “arithmetical reasoning related to the body politic”: the use of numerical evidence to determine the size of a population, and the distribution of trades and activities. Petty had worked for many years as a surveyor in Ireland, and so was steeped in the estimation of property, population and activity. He was also aware that numbers might not be that easy to come by, nor mean much once found:

Now the Observations or Positions expressed by Number, Weight and Measure, upon which I bottom the ensuing Discourses, are either true, or not apparently false, and which if they are not already true, certain, and evident, yet may be made so by Sovereign Power, Nom id certum est quod certaum reddi postest, and if they are false, not so false as to destroy the Argument they are brought for; but at worst are sufficient as Suppositions to show the way to that Knowledge I aim at.7

Petty applies this method to an empirical comparison, the first chapter in Political Arithmetic seeking to demonstrate that a small country and few people may be equivalent in wealth and strength to a great people and territory, i.e. a comparison of Holland and France. He suggests that differences in land and people arise from situation, trade and policy, and so applies this framework to each country in turn. Here one advantage that Holland has is noted:

Those who predominate in Shipping, and Fishing, have more occasions than others to frequent all parts of the World, and to observe what is wanting or redundant everywhere, and what each people can do, and what they desire, and consequently to be the Factors, and Carriers for the whole World of Trade.8

The Navigation Act of 1651 restricted colonial trade to British vessels, which not only involved a commercial monopoly but which would severely curtail this ability of the Dutch to “frequent all parts of the world”. This was ultimately what the Anglo-Dutch Wars were fought over, Britain eventually prevailing and, in the eighteenth century, proceeding to displace Dutch domination of the Baltic trades in addition.

Among a burgeoning literature a fourth example is the tract by Slingsby Bethel, An Account of the French Usurpation upon the Trade of England (1679). The question he raises is how France had advanced so quickly from a “weak and feeble” condition to challenge the “mightiest Powers of Europe”. He regarded the power of France to rest in ships, troops and treasure; and so the source of this power was not territory, fertility of soil or possession of mines, but prudent management of the balance of trade. France’s power would therefore be checked if its external trade was limited: “Enfeeble the Trade of France, and money will fail, and by consequence its potency will become impotent; for Trade is the fountain from whence its Riches spring, and Money is the basis of its greatness and strength.” 9 Bethel proposed several measures that would strengthen Britain’s trade: restoring wool exports, imposing sumptuary laws to keep French fashions out, and increasing the number of seamen through encouraging fisheries. As Walter argues in his essay on Bethel,

Trade and security were tied together by the very nature of state power. The dense nexus between trade and strength and their cognates licensed arguments of this form: fishing (trade) produced food (wealth) and sailors (strength); or, employment (fishing) attracted men (strength) and both elements fostered trade (wealth).10

From the British perspective, the protection of sea routes was not so much a means to power but a condition of the economic welfare necessary if power was to be exercised. There was then no conflict between “power” and “plenty”; instead they were, as Walter indicates neatly here, mutually conditional.

The continental context

This linkage of power to economically active populations, and the related evaluation of a country’s or territory’s prospects in a comparative and empirical framework, was shared across Continental Europe. In 1683 Ottoman forces besieging Vienna were defeated by an alliance of Habsburg and Polish forces; the following year Phillip Wilhelm von Hörnigk, who had travelled widely throughout Europe as an Imperial Secretary and envoy, published a text that put forward the argument that Austria could recover its independence and strength by reconfiguring its economic activity.11 The import of silk, woollen and linen cloth was to be prohibited, together with “French goods” (presumably fashionable embellishments), so that domestic manufacturers might have the opportunity to begin making them. It was also thought that those who had previously made these imported goods might be attracted into the country, given their lack of work consequent upon the import ban. Further, while Austria did possess mines, the level of silver production was not high enough to provide the means for the expansion of economic activity; the stock of domestic currency would therefore be enhanced both by the cessation of an outflow in payments for imports and, in time, from the inflow of payments for exports. The focus was therefore upon redirecting flows of coin, but the point of this was not to “keep money at home” because Hörnigk thought this was the source of wealth: he wanted to do so because gold and silver coin is the circulating medium, and an insufficient supply of gold and silver impedes the free development of the economy. He was perfectly clear that the wealth of a nation is represented by abundant natural sources worked up by skilled artisans in such quantities that a surplus can be sold abroad, providing more capital for investment in economic activity at home.

Hörnigk, together with his brother-in-law Becher,12 had travelled extensively in Europe observing conditions and processes, in much the same way that William Petty had in Ireland. Likewise, Vauban was more or less continuously engaged in the wars that Louis XIV fought, and in his travels as a soldier and military architect he took careful note of the circumstances and conditions that he encountered. Mann emphasized that the aim of Vauban’s writings was to advise king and government on practical measures of improvement for the country. These did not derive from any particular system, but from his own practical knowledge gathered on his travels and as a participant in all campaigns from 1653 to 1706. And the fact that all of this economic literature developed in relation to particular problems suggests that the diversity of these problems ruled out the possibility of there being any particular system linking such writing together. Mann notes that when we encounter apparently “abstract” reasoning in this literature, as for example in an earlier text by Antonio Serra,13 it is mostly only a device to conceal special pleading.14 However, Vauban did make one reform proposal that had more general resonance. His Projet d’une dixme Royale (1707) argued for a single tax of 10 per cent on all agricultural output. This idea would re-emerge in the mid-eighteenth century as one of the central planks of the reforms proposed by the physiocrats.

The linkage of economic counsel to political power is also evident in the career of Jean-Baptiste Colbert, who was one of Louis XIV’s most powerful ministers from 1661 until his death in 1683. He believed that the volume of economic activity was constant and fixed, and so competition between European states was a struggle for a greater share of this activity and, therefore, wealth. His attitude to trade and specie was more or less identical to that of Hörnigk, but Colbert set about creating a centralized regime of economic regulation stimulating manufactures rather than agriculture, supported by an elaborate system of penalties for infringing standards of quality and of quantity. Colbert left behind no treatise or tract but has instead become known for “Colbertism”: working to integrate regulatory measures administratively and so make better use of economic activity and increase state revenues. The idea that a nation might prosper economically and politically through less, rather than more, regulation of trade was of course not one that would gain much traction within this framework. Where early arguments for “freedom of commerce” did arise, they were aimed against the existence of monopolies, not at the general reduction or removal of duties and subsidies. While Colbert did favour reducing duties on imported raw materials and exported raw materials, he also believed that duties on the export of raw materials and the import of manufactures should be high: tariffs and bounties were regarded as a powerful instrument of domestic and external policy.15

Whether the result of Colbert’s policies or of Louis XIV’s constant warfare, by the late seventeenth century France was ruined both materially and financially, with agriculture being especially depressed – a circumstance that was to persist into the mid-eighteenth century. Indeed, the most widely read book after the Bible in eighteenth-century France was Fénelon’s Telemachus (1699), a story of Ulysses’ young son’s travels around the Mediterranean in search of his father and, in the process, his encounters with examples of good and bad rule, good and bad economic order. Read by Louis XIV as a satire upon his own dedication to luxury and bellicosity, Fénelon was stripped of his pension and banished from the court. But his story of the transformation of the city of Salente into a flourishing agricultural state through the abolition of luxury16 was a model of economic order that became an inspiration for both Montesquieu and Rousseau, and much later even formed the point of departure for young Caroline’s economic education in Jane Marcet’s very popular instructional book Conversations on Political Economy.17 Telemachus was continually reprinted and translated well into the nineteenth century; Josef von Sonnenfels, the author of the most influential later-eighteenth-century Cameralistic textbook, Grundsätze der Polizey, Handlung und Finanz, was dubbed “Austria’s Fénelon”.

Boisguilbert’s Détail de la France of 1695 enumerated the ruin of France, in so doing pointing not to the shortage of bullion but to the collapse of spending on consumption – for one person’s purchases were another’s income. He argued that the cause of this collapse in spending was the burden of high and arbitrary taxation, depressing prices and redistributing income from the poor to the rich. Without interference, argued Boisguilbert, a balance would emerge between buyers and sellers: producers will freely sell their products if they accept that someone else will buy what they sell. And in case that might seem too far-fetched to come about of itself, he installed “Providence” to keep a watchful eye on the operation of markets. He focused particular attention on grain markets, which played a central role in securing a steady supply of basic foodstuffs to the population. Advocating the creation of stockpiles of grain so that prices might be stabilized in times of crisis, Boisguilbert also supported the idea of exporting grain in times of surplus; and combined with his emphasis upon internal “free trade”, this was expressed by the slogan “liberté de commerce des grains”.18 While the free importation of grain was never part of this idea, the principle of free commerce and the centrality of agriculture was to resonate through the eighteenth century, identifying “free trade” as a means to secure popular welfare and public order. Unfortunately, however, it could also be seen to undermine welfare and order, as we shall see in the following lecture.

5. Questions for discussion

	When English writers argued about trade, either in the 1620s or in the 1680s, what kind of trade did they have in mind? Trade with whom, and in what?

	Why was “population” thought to be a leading factor in national wealth in the seventeenth and early eighteenth centuries?

	How did a “small” country like Holland become an imperial power?
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Lecture 2

Natural Order, Physiocracy and Reform

1. Aims of the lecture

	To demonstrate the emergence in France during the first half of the eighteenth century of arguments over trade and regulation in relation to issues of food supply that moved away from comparisons of the “strength of a nation” and introduced arguments about the existence of a “natural order” in economic life.

	To outline the early history of physiocracy through discussion of Quesnay’s Tableau Économique and the associated Maximes, and show how these economic principles transformed in the course of the 1760s into a more general argument concerning natural order and good government.

	To demonstrate that arguments about “free trade” in the early eighteenth century were related primarily to grain markets, but that by the 1780s these had transformed into general arguments about economic deregulation.

	To show that the criticisms of the “physiocratic System” made at the time were uniform, limited and general, that its direct influence quickly waned, but that Quesnay’s Tableau in the 1860s became an inspiration for Marx, and thence indirectly for both Soviet planning and early input–output models of the economy.



2. Bibliography

There are some older translations of physiocratic writings into English but they are not entirely reliable, belonging to a now-dated tradition that linked them to Marx and Marxist debates of the later nineteenth century: Ronald L. Meek, The Economics of Physiocracy (London: Allen & Unwin, 1962); Marguerite Kuczynski and Ronald L. Meek (eds), Quesnay’s Tableau Économique (London: Macmillan, 1972).

There is a good modern edition of Quesnay’s writings: François Quesnay, Œuvres économiques complètes et autres textes, two volumes, Christine Théré, Loïc Charles and Jean-Claude Perrot (eds) (Paris: Institut National d’Études Démographiques, 2005).

In addition, the writings of Quesnay and many others can be found online at http://gallica.bnf.fr (accessed 26 October 2017).

The best general introduction available in English is Arnaud Orain and Philippe Steiner, “François Quesnay (1694–1774) and Physiocracy”, in Gilbert Faccarello and Heinz Kurz (eds), Handbook on the History of Economic Analysis, Volume I: Great Economists since Petty and Boisguilbert (Cheltenham: Elgar, 2016), 28–39.

Steiner has also written a useful short introduction in French: Philippe Steiner, La «science nouvelle» de l’économie politique (Paris: Presses universitaires de France, 1998).

The single best general commentary in English is Tim Hochstrasser, “Physiocracy and the Politics of laissez-faire”, in Mark Goldie and Robert Wokler (eds), The Cambridge History of Eighteenth-Century Political Thought (Cambridge: Cambridge University Press, 2006), 419–42.

An excellent overview of reform policy can be found in Gilbert Faccarello, “Galiani, Necker and Turgot: A Debate on Economic Reform and Policy in Eighteenth-Century France”, in Gilbert Faccarello (ed.), Studies in the History of French Political Economy: From Bodin to Walras (London: Routledge, 1998), 120–95.

An important source for an understanding of the Tableau is L. Charles, “The Visual History of the Tableau Économique”, European Journal of the History of Economic Thought 10:4 (2010), 527–50.

For the general context see Steven L. Kaplan, The Stakes of Regulation: Perspectives on Bread, Politics and Political Economy Forty Years Later (London: Anthem, 2015); Judith Miller, “Economic Ideologies 1750–1800: The Creation of Modern Political Economy?”, French Historical Studies 23 (2000), 497–511; Christine Théré and Loïc Charles, “From Versailles to Paris: The Creative Communities of the Physiocratic Movement”, History of Political Economy 43:1 (2011), 25–58; Henry C. Clark, Compass of Society (Lanham, MD: Rowman & Littlefield, 2007).

For Turgot see Gilbert Faccarello, “Anne-Robert-Jacques Turgot (1727–1781)”, in Gilbert Faccarello and Heinz Kurz (eds), Handbook on the History of Economic Analysis, Volume I: Great Economists since Petty and Boisguilbert (Cheltenham: Elgar, 2016), 273–82; Peter D. Groenewegen (ed.), The Economics of A. R. J. Turgot (Hague: Martinus Nijhoff, 1978), including “Reflections on the Formation and Distribution of Wealth”, available at http://www.econlib.org/library/Essays/trgRfl1.html (accessed 26 October 2017).

A more recent edition with a detailed introduction is Anne Robert Jacques Turgot, Formation et distribution des richesses, Joël-Thomas Ravix and Paul-Marie Romani (eds) (Paris: Flammarion, 1997).

3. Chronology

	1715	Death of Louis XIV
	1720	South Sea Bubble
	1734	Richard Cantillon dies in house fire (supposedly)
	1749	Quesnay becomes personal physician to Madame de Pompadour
	1751	Quesnay elected to Académie des sciences
		Vincent de Gournay, Intendant du commerce
	1755	Herbert, Essai sur la police générale des grains
		Cantillon, Essai sur la nature du commerce en générale
	1756	Quesnay, “Fermiers” in Diderot and D’Alembert’s Encyclopédie
	1757	Quesnay, “Grains” in Diderot and D’Alembert’s Encyclopédie
		Quesnay meets Mirabeau, author of L’ami des hommes
	1758	Draft version of Tableau Économique
	1763	Mirabeau and Quesnay, Philosophie rurale
	1766	Turgot, Réflexions sur la formation et la distribution des richesses
	1767	Du Pont de Nemours, Physiocratie
		Lemercier de la Rivière, L’ordre naturel et essentiel des sociétés politiques
	1770	Galiani, Dialogues sur le commerce des bleds
	1774–6	Turgot is Contrôleur général des Finances
	1776	American Declaration of Independence, 4 July
	1783	Treaty of Paris ends War of Independence
	1786	The Eden Treaty
	1789	Convening of Estates General in Paris


4. Lecture summary

The context

The oeconomists of the absolutist state, the so-called Mercantilists, regarded the economic life of peoples as the product of human government, a life whose purpose was attained by decree. The Physiocrats and Adam Smith, by contrast, claimed that the human world was governed by natural laws as immutable as those which ruled the world of plants and minerals; hence they considered all such government regulations to be disadvantageous restraints imposed upon the healthy development of economic life according to its own natural laws. Against the mercantilist system of prohibition and protection they set the principle of free trade; against the established orders of guilds and industrial monopolies they set free competition; against the remnants of the medieval agrarian constitution they set the necessity of completely free and partible landed property; against the system of commercial police they set that of unconditional commercial freedom.

Out of this Enlightenment confrontation there emerged Political Economy as a new science of the natural laws of human exchange, which was to achieve for human society something similar to that which Physics and Chemistry had accomplished for the entire material world.1

Bruno Hildebrand’s characterization of the shift in thinking that took place in mid-eighteenth-century France follows Adam Smith’s basic critique of regulation that put into general circulation the idea of “mercantilism”, which, as suggested in our introduction, is a seriously flawed approach to any modern understanding of the diversity of economic writing in the seventeenth and early eighteenth centuries. It is flawed because it places the emphasis on “free trade” versus “regulation”, obscuring the fact that free markets are also regulated markets. It is a question of different regimes of regulation, not of the presence or absence of regulation; economic and political liberty are predicated upon a robust state, not on its absence. Instead, the development of early modern economic literature is better approached in terms of a gradual shift from an empirical evaluation of existing states and their economies to a more abstract version of the same basic evaluation, but now organized in terms of general categories such as wealth, labour, growth and distribution. It is for this reason that Adam Smith’s Nature and Causes of the Wealth of Nations should be treated as a synthesis of these new arguments developed in the course of the preceding 60 or 70 years, and not primarily as the baseline for a hitherto non-existent political economy.

All the same, Hildebrand does here capture the sense of novelty in physiocratic argument: that human activity was governed by natural laws, rendering active government direction of this activity redundant at best and harmful at worst. Furthermore, in the mid-eighteenth century the physiocrats identified agricultural production as the source of wealth, and so their argument about the natural laws of human conduct was doubled by the idea that this conduct was most profitably exercised in respect of the natural world. By contrast, they argued that activity devoted to manufacture was “sterile”, producing at most its own subsistence, and not capable of supporting any but those directly engaged in manufacturing occupations. As we shall see, this assessment of manufacturing and agricultural activity came in for a great deal of criticism, but this critique overlooked the fact that the “sterility” of manufacture was the corollary of treating the natural world as the unique space in which the activity of humans produced more than the cost of their subsistence – a natural surplus.

It should already be apparent that these kinds of arguments have moved away from the empirical arguments of the seventeenth century into a new kind of discourse that sought, by using abstract reasoning, to identify the sources of wealth and the effects of its circulation. Following on from Boisguilbert’s idea of an emergent balance between a buyer and a seller united by their self-interest and by the mutual assumption that one would buy what the other was selling, economic argument in France shifted from a discussion of the type of economic activities that should be promoted to an evaluation of the more abstract sources of wealth. When in 1734 Jean-François Melon published his Essai politique sur le commerce, this work was unusual for the way that it began with a chapter entitled “Principes”, an abstract argument about exchange between three islands, each with the same number of inhabitants and producing only one good: grain or wool or wine (boissons). The same number of workers were engaged in production on each island and the product was sufficient for the three islands; trade in these products therefore arose, each island exchanging its own good equally for the two others. While each island produced only one good, it could consume three. From this premise, Melon then supposed that the island producing grain so improved production that it no longer needed to export its surplus, initially leading inhabitants of the other islands to migrate; but if the other islands properly understood their interests, then they would compel the island producing grain to sow more – exemplifying a “natural law” of nations.2

The work was soon translated into English, and the translator of the Dublin edition remarked in his preface:

The Principles laid down by our Author will hold universally true in all Countries. It is certain that the Improvement of Agriculture, and other necessary and useful Industries; the Encrease of Inhabitants; and the procuring to the Society, a sufficient Quantity of the common Measure of Permutations, that is to say, Money and its representations, are the chief Objects of Care in every Country, where Polity and Commerce are not left to the Guidance of Chance.3

In fact, another Irishman, Richard Cantillon, had by the 1730s already drafted a treatise that would not only “hold universally true” but that considered the source of wealth, the genesis of markets, the value of land and of labour, the circulation of goods, the factors governing the rise and fall of population, the quantity of money, and the causes of fluctuation in interest rates, and which concluded with a discussion of foreign trade. While Essai sur la nature du commerce en général was first published in French in 1755, it appears to have been written – perhaps in English, perhaps in French – during the period 1728–30: before Melon’s essay. Cantillon’s essay opens with a clear statement of the nature of wealth: “Land is the source or the matter from which wealth is derived; labor is the form that produces it, and wealth is itself nothing other than food, commodities, and the comforts of life.”4 Fifty years later, describing the “nature” of the “wealth of a nation”, Adam Smith opened with a version of the same affirmation:

The annual labour of every nation is the fund which originally supplies it with all the necessaries and conveniences of life which it annually consumes and which consist always, either in the immediate produce of that labour, or in what is purchased with the produce from other nations.5

Cantillon’s text marked a turning point in the assessment of national wealth, economic activity and trade, from an empirical appraisal of how a particular nation might best configure its resources to produce power and plenty, to a theoretical assessment of the sources of power and plenty in any nation. Moreover, the Essai appeared at the beginning of a sudden boom in economic writing that would last until 1789: while 85 books were published in France on economic topics during the decade 1740–9, in 1750–59 the total shot up to 349, continuing to increase until it reached 1,284 in 1780–89.6 The less than straightforward publishing history of Cantillon’s book provides us with a link back to arguments over economic regulation and reform in mid-century France that subsequently became increasingly intense.

Cantillon had become wealthy through his involvement with John Law and the Mississippi Company, being pursued by creditors after the bubble burst in late 1720 and, given his murky financial background, it remains possible either that he was murdered or that he faked his own death. A number of manuscript copies of the Essai survived, and excerpts in English from it found their way into Malachy Postlethwayt’s Universal Dictionary of Trade and Commerce, which appeared in parts between 1751 and 1755.7 At about the same time, Victor Riqueti, Count de Mirabeau (1715–89), had arranged for transcriptions to be made, and it was through this route that the Essai came to be published. This was because of Mirabeau’s links to the circle around Vincent de Gournay (1712–59), who had become France’s intendant de commerce in 1751, responsible for the oversight and enforcement of economic regulations and the collection of data. Gournay was at this time actively promoting the translation and publication of economic texts but was hampered by the existing French censorship laws. Cantillon’s book therefore bore the address of a London bookseller who perhaps did not actually exist, and it is now accepted that the book was actually published in Paris.

Gournay was the only one of 31 intendants de commerce during the eighteenth century whose background was in trade rather than the law.8 He is significant not as a writer himself, but as an intellectual entrepreneur, promoting discussion in a circle of around 20 members, many of whom had an academic or administrative connection, and among whom were Anne Robert Jacques Turgot (1727–81) and Véron de Forbonnais (1722–1800), both significant contributors to discussion of economic policy. One of the principal activities of those linked to the circle was the translation of several economic texts, chiefly from English and Spanish; or, more exactly, the publication of versions of foreign texts to which much had been added, some parts omitted, and the whole given a false place of publication, as with Cantillon. As Charles notes, the Gournay circle was a centre for authors who traded in economic ideas, moving discussion of policy out of ministerial and administrative offices into a new public space that could then be subsequently occupied by the physiocrats.9

One writer linked to the circle was Claude-Jacques Herbert (1700–58), who in 1753 anonymously published a tract reviewing grain regulation in France that began from the premise that the products of land were the real wealth of a nation, while any addition to these products of nature was merely conventional wealth. And yet, he went on, the French were more concerned with the products of art and science than with those of nature, and at times of shortage France had to go begging to its neighbours for its own subsistence. Herbert reviewed the long history of administered grain markets in France and saw the solution in liberty of commerce, but as he then immediately added, in a distant echo of Boisguilbert: “although we believe that we must limit it somewhat”.10 Commenting on the 1755 edition of the book, the Marquis d’Argenson (1694–1757) noted that only “complete liberty” could properly regulate commerce, agriculture and mœurs, that he had for 18 years been pursuing the idea that “to govern better, it was necessary to govern less”, and that he had written a treatise upon this, the best principle being: “laissez faire!”.11 Although the couplet laissez faire, laissez passer has often been attributed to Gournay,12 it was d’Argenson who linked the first of these terms to a general argument about good government. Oncken established that the first demonstrable use of the couplet was in a letter by Mirabeau published in the journal Ephémérides du citoyen in 1768, also noting that Turgot later added sections to his 1759 memorial to Gournay that attributed his own later ideas to Gournay.13 However, even those around Gournay who adopted these principles were hesitant when it came to food supply, applying the idea primarily to internal trade, and not wholeheartedly to the import and export of grain.

Food supply, trade and regulation

For eighteenth-century France, grain was a staple product produced domestically, forming the basic foodstuff for the majority of the country’s population. Grain police was the system by which the price of grain was regulated to assure that grain flowed from producer to consumer, deploying price ceilings, subsidies, the storage of grain or its distribution, together with straight coercion in some cases. These direct measures ensured that markets cleared but did not empty: “free trade” here meant the free movement of grain from the countryside to the city, and only secondarily the freedom for owners of grain to sell how, where and when they wished. There was a market in grain that looked as though it operated freely according to the play of demand and supply but that was in fact an ongoing work in progress on the part of local administrations.14

The Tableau Économique, first sketched by François Quesnay (1694–1774) in 1758, provided a representation of the basic relationships of production and consumption that drew on the principles outlined by Cantillon and others, in so doing lending emphasis to a fundamental feature of a grain-based economy: that there is an annual production cycle, the summer harvest providing both food for consumption over the subsequent year and seed to be sown for the new crop. Yields were low by present-day standards, and a substantial amount of any one harvest had to be set aside for sowing the following spring. Grain was therefore distributed through time and space: once harvested, grain had to be transported to its consumers and sufficient quantities had to be stored to cover consumption until the next harvest set the cycle off all over again. Local and regional markets, together with the activities of corn merchants, were important in the formation of grain prices that would effect this dual distribution, through space and through time.

The yield fluctuated from year to year: as adverse weather conditions spoiled sown crops or limited the growing season; or as ideal growing conditions contributed to bumper harvests. Since the domestic demand for grain was relatively inelastic, and there was only limited trade in grain across frontiers, the price fluctuations that resulted from variations in the annual harvest led to constant redistribution between domestic consumers and producers. If the harvest was poor, then prices rose, producers tended to do well, and consumers suffered; conversely, if the harvest was good, prices fell, consumers benefited, and farming profits were reduced. Hence in times of dearth the distribution of grain could become a political issue: the rise in prices squeezing the poor, and the physical movement of grain triggering unrest.

Grain security was a constant political problem; and the conventional wisdom was that the food supply was best secured by preventing any export. The idea that one country might become dependent on another through the regular import of grain trumped arguments that production could be permanently expanded and the food supply secured more readily if it were easier to trade in grain between nations. According to the former view, while it was advantageous to export any surplus that might arise, permitting imports could well undermine local production. It was in this context that the first arguments about “free trade” emerged: Boisguilbert had written of “freedom of trade in grain” but by this he meant the freedom to export, not to import. He argued that Colbert, by preventing the export of a grain surplus, lowered prices at home, and this favoured towns and manufactures at the expense of the rural population. Likewise, in 1739 the Procurator of Paris wrote of the need to make a greater effort to favour the “liberty of the grain trade”, but he was referring to times when the harvests were good and not to times of dearth.

In his discussion of the regulation of the grain trade Herbert had argued that for all the government’s attention to the distribution of grain, there was insufficient attention given to its cultivation, and this shifted the immediate centre of interest away from trade and towards production. Quesnay addressed these issues in his two contributions to Diderot and d’Alembert’s Encyclopédie, ou dictionnaire raisonné des sciences, des arts et des métiers, 18 volumes (1751–72): “Fermiers” and “Grains”.

“Fermiers” was published in 1756 as Quesnay’s first foray into economic questions; he had previously published Essai physique sur l’œconomie animale (1736, 1747) and served as physician to Madame de Pompadour. Farmers, he began, were those who farmed and turned the products of the countryside into saleable goods, “procuring the wealth and resources that are most essential to the maintenance of the state”, an occupation that therefore deserved the close attention of the government.15 Agricultural activity was the province of farmers on the one hand and métayers, sharecroppers, on the other: the former used horses as draught animals, the latter oxen. Keeping ploughhorses was a significant outlay, and there were therefore regions where landowners could not find any farmers to let to, instead letting the land to peasants in return for one half of the crop. This kind of arrangement was less costly for the métayer, who leased oxen and equipment from the landowner. However, cultivation with oxen was a great deal slower than with horses, and Quesnay’s subsequent review of French agriculture turned on this issue: the low productivity of cultivation with oxen. But in emphasizing the importance of large-scale cultivation, he noted that the price of grain was not only dictated by good or bad harvests, it was mainly the liberty of or constraint on trade that set its value. Preventing exports for fear of lacking grain in time of dearth itself limited the expansion of agriculture; here, England provided a counter-example:

Freedom to sell our grain abroad is therefore an essential means, and even indispensable to revive agriculture in our kingdom; however, this sole means is not enough. It can be seen that, in truth, the cultivation of land procures much greater profits, but it is also necessary that the cultivator not be upset by arbitrary and indeterminate impositions.16

In “Grains”, published the following year, Quesnay returned to these themes, arguing that while grain was the most important object of commerce, the production of luxury goods had become a major preoccupation. And in this context yet another aspect of “free trade” emerges:

France can produce in abundance all the substances of primary need; it should only buy from abroad luxury goods; a mutual interchange between nations is necessary to sustain commerce. But we have primarily dedicated ourselves to the manufacture of and trade in products that we could draw from abroad; and through a tangled process of competitive exchange we have sought to harm our neighbours, and deprive them of the profit they would draw from us by the sale of their merchandise.17

The background to the Tableau Économique

Appended to “Grains” was the first version of Quesnay’s “Maxims of Economic Government”, which articulates many of the principles that the Tableau Économique would illustrate. The first four of these were as follows:18

	Human industry does not multiply wealth.19

	Human industry contributes [through foreign trade] to population and the growth of wealth.

	Human industry that occupies men to the prejudice of the cultivation of property is harmful to the population and to the growth of wealth.

	The wealth of cultivators brings about the wealth of cultivation.



There were 14 maxims in all, the last of them relating to the balance of trade between nations; but they all presupposed the agrarian origin of wealth and the advantages of free trade in the products of agriculture and industry.

In 1756 Mirabeau had published L’ami des hommes ou Traité de la population, which used the idea of “population” to develop an argument about the centrality of agriculture to the creation of wealth and criticized Melon’s positive view of luxury, stating that “Luxury is the abuse of wealth”.20 Subsequently, Quesnay persuaded Mirabeau that a large population was not the cause of wealth but its effect, and that therefore the proper object of analysis was not population but wealth. The sixth part of Mirabeau’s L’ami des hommes in 1760 advocated this new viewpoint, and was devoted to an exposition of the Tableau Économique:

The Tableau was originally conceived as a printing exercise undertaken purely as a diversion: it is not, as in the English translation of 1758, an “economical table”, a means for the calculation of product and its distribution, but more an “economic picture”, a general representation of economic relationships. Nevertheless, in its graphic representation it encapsulates most of the characteristics later associated with physiocratic thinking.

	There is an annual cycle that unites through their incomes and expenditures the three classes of society: farmers, landowners and manufacturers.

	Agriculture is the unique source of value, which as it circulates between the classes is gradually dissipated.

	Following each annual harvest, agricultural products would be exchanged for manufactured goods, so that the “sterile class” of artisans and manufacturers gained food and wine, while the “productive class” received in turn manufactured goods.

	Landowners, who receive the entire net product of the land as rent, distribute the 600 livres of net produce from agriculture equally between the productive and sterile classes: to the agricultural sector as purchases of food and wine and to “sterile expenditures” for the manufacturers of luxury goods. The latter then in turn spend half of their income on food and wine and the other half on manufactured goods.

	And so on through the year, until the entire system runs down to nothing and the next harvest starts the sequence once more.



[image: ]

Figure 2.1 Quesnay’s Tableau Économique.
Source: Bibliothèque nationale de France.

This structure would come to symbolize the physiocratic order: the division of society into three classes, where one class was productive (the agricultural class), another was sterile (manufacturing) in the sense that it produced no more than its own subsistence, with a third class, the landowners, whose income derived solely from the ownership of property.

The developments of the 1760s

The first full account of this new view of the agricultural foundations of wealth and circulation was published in Mirabeau’s Philosophie rurale (1763), at least some of which was written by Quesnay. This contained further examples of the Tableau, and established a number of theses that went beyond the Maximes that Quesnay had published in 1758.

	An emphasis on the natural foundations of economic activity, interference with which artificially stimulated the body politic to the detriment of the formation of wealth.

	The source of wealth is agriculture: the net product circulates through the various classes of society; the greater this net product, the stronger the circulation and hence the greater the wealth.

	Improvements to agriculture are therefore of critical importance to the progress of wealth, but improvement requires investment.

	Investment could only take place if the net produce was not in the course of its circulation diverted into unproductive ends, such as the production of luxury goods for landed proprietors.

	Circulation within the kingdom should be free of the impediment that special taxes and duties presented.

	Since all taxes were ultimately funded by the net product, such revenue as was deemed necessary should be drawn directly from product as a single tax.

	Economic government should observe these natural laws; not only should it permit the free circulation of goods within the kingdom but there should be free trade in raw produce in exchange for the luxury goods of other nations.

	Rather than seeking to protect domestic agriculture by the imposition of duties and prohibitions, agriculture should be subject to the stimulation that foreign trade could bring.

	Luxury goods could therefore be obtained from overseas producers in exchange for the net product of French agriculture, preserving the equilibrium of the domestic economy while at the same time increasing the disposable net product.



And this came with a more expansive commentary upon the broader political implications of all this:

The government of the Prince is not, as is commonly thought, the art of leading men; it is the art of providing for their security and for their subsistence through observance of the natural order and physical laws constituting the natural law and economic order, and by means of which existence and subsistence might be assured to Nations and to every man in particular; this object fulfilled, the conducting of men is determined, and each man leads himself.21

The connection back to arguments about self-interest and ethical conduct, originating in the seventeenth century with Pierre Nicole (1625–95) and carried into the eighteenth by Pierre Bayle (1647–1706), was then made with the assertion that: “All the magic of a well-ordered society consists in the fact that each works for others while believing that he works only for himself.”22

During the 1760s a number of other writers elaborated these ideas, their texts being collected and edited by Pierre Samuel Du Pont de Nemours (1739–1817) in a six-volume edition called Physiocratie (1768–9). This was the first use of the term to denote natural order, and it was subsequently made the label for adherents of this line of thought, hitherto known collectively as les économistes. Du Pont then in 1768 published a summary “origin and progress of a new science” that outlined the natural order as follows:

There is therefore a natural and essential order to which social conventions are subordinated, and this order is the one that secures to men reunited in society the enjoyment of all their rights through the observation of all their duties. Exact and general submission to this order is the unique condition, so that each can expect and might hope in certainty for the participation of all in the advantages that society can procure for them.23

This was associated with the idea of economic government: the rule of a natural order in which, one might say, the administration of people was replaced by the administration of things – a phrase attributed to Friedrich Engels some 100 years later, but which was first formulated by Saint-Simon in the early 1820s:

Economic science being nothing but the application of natural order to the government of societies, it is also constant in its principles and as susceptible of proof as the most exact of the physical sciences. … The Science of Government will then be as simple and easy as it is today complicated. One glance at its principles will suffice to judge and appreciate each operation; the Administrators of peoples, immune from the faults of error and surprise, will be certain of procuring the happiness of men through the implementation of the invariant laws of the natural order.24

Free trade in grain, 1760–76

The arguments put forward by Quesnay and Mirabeau were not merely theoretical. In 1763 internal free trade in grain was adopted, and in 1764 this was extended to foreign trade, with some reservations. However, there were at the same time persistent poor harvests, and the resulting high prices could of course be attributed to the liberalization of the grain trade by those who favoured regulation. The result was that all of the new measures were repealed in 1770, and France went back to administered grain markets. In 1774 Turgot was appointed Contrôleur Général des Finances and free internal trade was resumed, coupled with the abolition of guilds and of compulsory labour services on royal estates (corvée).

This general evolution of policy matched the development of opinion. Through the 1760s the initial allure of physiocracy faded, and support for the administration of grain markets revived. In addition, by the later part of the decade there were some who were generally in favour of liberalization of grain markets but who considered the physiocrats and Turgot as dangerous and doctrinaire advocates of economic liberty. This was the context for the composition of Galiani’s Dialogues sur le commerce des bleds (1770), the main thrust of his critique being that general theories cannot be applied to specific cases; instead, it is important to understand how these ideas might be applied and implemented. Galiani was not a critic of reform but of the increasingly dogmatic physiocratic version of reform – a distinction that later became overlooked.25

Turgot had drafted a treatise on the formation and circulation of wealth in the mid-1760s, and it was first printed in serial form in the journal Éphemerides du Citoyen from 1769–70. This was a sophisticated analysis of economic activity divided between two classes: the productive class working in agriculture and a “stipendiary” class working up goods in exchange for their subsistence. To these, in time, came to be added a class of proprietors. While formally similar to the physiocratic model, on top of this Turgot constructed a process of monetary circulation that could then include the formation of capital and the generation of profit. For the time, this was by far the most elaborated account of the mechanisms of circulation and wealth formation. And while his argument began from physiocratic foundations, he was in fact critical of these “men of system”, and “enthusiasts”, designations that are central to the closing section of his memorial on Gournay but which seem to have been added later. For Turgot, physiocrats were sectarians whose devotion to a particular analytical framework led them to unreflecting denial of all criticism, whether logical or empirical.

There are very strong echoes in Turgot’s criticisms of physiocracy of the criticisms of “enthusiasm” that would later be levelled at David Ricardo: that “men of system” were more concerned to preserve the superficial coherence of their system than recognize its limitations. Faccarello’s long essay on Galiani, Necker and Turgot turns on this problem, since the failure of free internal trade in grain during Turgot’s brief period as Contrôleur Général, from 1774 to 1776, together with the “Flour War” of 1775 have often been blamed on his own intransigence as an “enthusiast”. But although Turgot did write a treatise that accounted for the creation of wealth in a process of circulation between three economic classes, closer examination of his own activities as an administrator demonstrate that he was no “mere theorist”. He laid emphasis on the fact that the liberalization of grain markets would bring about adjustments that would themselves be lengthy, so that a properly functioning free market would only gradually emerge.26 While he shared, for example, Quesnay’s evaluation of larger and small-scale farming, he considered that it would take a long time for the former to displace the latter and for a general market price to become established. Linked to liberalization of grain markets was the principle that to succeed fully, this had to be associated with liberalization in other markets, including labour markets.

Time was not on Turgot’s side, and he was removed as Contrôleur in May 1776. But this was not the end of the association of reform with the dismantling of the regulatory framework governing internal and external trade. The Declaration of Independence adopted in Philadelphia on 4 July 1776 led to war between the American colonies, France and Britain, ending in 1783 with the Treaty of Paris. In the aftermath of this war, opinion in both Britain and France favoured the expansion of commerce as a means of securing peace; France especially sought to secure a larger share of trade with the United States, and in pursuit of this insisted on the conclusion of a new bilateral treaty with Britain. The French foreign minister, Vergennes, wrote to Calonne, Contrôleur Général des Finances, that “Nothing appears more desirable, and more conformable to [His Majesty’s] principles, than a general freedom that would remove all obstacles to the circulation of products and merchandise of all different countries … making all nations one in commerce.”27 Vergennes had a rather older conception of power and plenty, seeking to exert pressure on the British government through commerce; once British merchants were reliant upon French markets, he thought, then these British merchants would be a powerful lever for French interests. In these terms, free trade was now something to be extended far beyond grain markets.

Dupont was among those advising the French government, acknowledging there could well be initial hardship but that the “natural course of things” would (eventually) bring about French prosperity. Plans were drawn up in France to subsidize industries likely to feel the blasts of British competition, but the sums involved were laughable – amounting annually to less than half of what Marie Antoinette spent on clothes during 1785.28 The impact of the Eden Treaty on France was rapid and devastating; within three years the Intendant de Commerce acknowledged the broadly negative impact of the Treaty on French manufacturing and employment, and then in 1789 this translated into the widespread civil unrest that preceded the calling of the Estates General. The Constituent Assembly ploughed onwards, passing laws in 1791 that cumulatively dismantled the institutions that had overseen regulation, subsidies and trade statistics. Only in 1793, with the Terror, did the tide turn, beginning the restoration of a regulatory framework that then became the foundation upon which the post-Revolutionary order was built.

Criticisms of physiocracy

The European reception of physiocracy was generally delayed until the 1770s, and in making their criticisms writers reflected an appreciation of physiocracy as it had first developed in the early 1760s, some ten years previously. The more developed arguments about economic government and natural law made in the later 1760s were overlooked, and this is also true of the critique that Adam Smith made of Quesnay and physiocracy in his Wealth of Nations (Book IV, chapter ix). The three propositions that virtually all critics agreed were fallacious were as follows:

	Agricultural labour was uniquely productive.

	Manufacturing labour was unproductive, or “sterile” in physiocratic terminology, neither adding to, nor diminishing, wealth.

	From the first two propositions it followed that all taxation should be levied directly on the net produce of agriculture in the form of a single tax – given the primacy accorded to agricultural production, any rationalization of the taxation system consistent with the model should be directed to the net produce of agriculture, and this alone, if tax efficiency were to be optimized.



These common points of criticism did not so much misrepresent physiocratic thinking as simply ignore the context that lent them force: lack of agricultural investment with corresponding inefficiency in the production of basic foodstuffs; and a tax collection system that had been subcontracted to private interests, obstructing the development of economic activity and forcing the state into increasing debt. Nor was this last criticism coupled with its corollary: that the natural order of economic government would have to be forcibly imposed. This created the paradox that the condition of free exchange arising from the interactions of men and women could only be the work of government.

Although the ideas of physiocracy had a subsequent twilight existence, by the early nineteenth century they had become a mere curiosity. However, in the mid-1860s Karl Marx rediscovered the Tableau and this appears to have inspired the reproduction schemes that dominate volume II of Capital, a work assembled from Marx’s notes after his death in 1883. This in turn revived arguments about overproduction and under-consumption originally developed by Simonde de Sismondi in the 1820s, and became a core element in the development of Marxist theories of capitalist crisis. Then, in the early twentieth century, combined with the emergent general equilibrium model of Walras and Pareto, Soviet planners drew inspiration from the Tableau in their efforts to construct material balances for sectors of the economy. And, educated first in Leningrad, then in 1928 completing a PhD thesis in Berlin entitled “The Economy as Circular Flow”, Wassily Leontief developed his economic models of input, output and circular flow in the US economy, opening a path for the application of linear programming to economic activity.

5. Questions for discussion

	Why does it make a difference if we take “wealth” as our object of analysis, and not “population”?

	Why did the physiocrats advocate a single tax on the product of agriculture?

	Is “laissez faire, laissez passer” just another way of saying “free trade”?
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Lecture 3

Adam Smith I: Outline of a Project

1. Aims of the lecture

	To provide an outline biography of Adam Smith and the development of his work.

	To show how biography helps us also understand the context for his writings.

	To outline the reception of these writings, and the various approaches taken to them by modern commentary.



2. Bibliography

The standard edition of all Adam Smith’s writings and correspondence is the Glasgow edition published by Oxford University Press from 1976 onwards; this is also available in a cheap but well-produced paperback from Liberty Press. Unfortunately, no electronic version of this edition is currently available: this was taken down from the Library of Liberty site in February 2014 and replaced with a digitized version of the 1904 Cannan edition of Wealth of Nations, and there is no ebook version of the Glasgow edition. While Cannan’s edition has been superseded by the Glasgow edition, it does remain usable; since the Liberty Press paperback version is so cheap, however, there is no reason to refer to any of the many other editions of Wealth of Nations that are available. The Glasgow edition numbers paragraphs, and so the standard form of reference is not by page but generally as [Work] [Book].[Chapter].[Paragraph], e.g. WN IV.ix.3.

The Glasgow edition is in six volumes, each referred to below by initials as follows.

	The Theory of Moral Sentiments (1759, based on the sixth edition of 1790) [TMS].

	An Inquiry into the Nature and Causes of the Wealth of Nations (1776, based on the third edition of 1784) [WN].

	Essays on Philosophical Subjects (1795) [EPS].

	Lectures on Rhetoric and Belles Lettres (first published 1963) [LRBL].

	Lectures on Jurisprudence (first part-published 1896) [LJ].

	Correspondence of Adam Smith (1977) [Correspondence].



Adam Smith was a reluctant correspondent, and almost all his papers were destroyed on his instruction after his death; the principal source for most of what we know of his life and teaching is Dugald Stewart’s “Account of the Life and Writings of Adam Smith, L.L.D.” (EPS: 263–351). All subsequent biographies have built upon this in one way or another. The most accessible of these is Nicholas Phillipson’s Adam Smith: An Enlightened Life (London: Penguin, 2011).

In the course of the twentieth century an extensive commentary on the work of Smith developed, the flow of which increased markedly in the later 1970s and shows no sign of diminishing. Keith Tribe, “Adam Smith: Critical Theorist?”, Journal of Economic Literature 37:2 (1999), 609–32, sets out to make sense of this process, and provide some guidance through competing approaches. For the greater part of the twentieth century Adam Smith was considered primarily as the founder of modern economics, and the bulk of the commentary written on Smith was written by economists usually lacking detailed knowledge of the relevant context and literature. It should also be said that this is linked to the place that Smith occupied in the history of economics, written by economists largely untrained in historical methods who read and wrote about past economists in the light of later theory. So it came about that there is a substantial literature that examines Wealth of Nations for coherent ideas about price formation, wages, profits, interest, capital accumulation, rent, economic growth and trade – “coherent” according to the perspective of modern economists. The prime defect of such writing is that, rather than examine Smith’s own arguments in the terms in which they are made, his book is dismantled and reassembled according to the precepts of a modern framework. While recognized as a canonical text, it necessarily becomes read as an earlier, most likely inferior, version of what we think we know today.

Since the 1920s, non-economists have been writing about Adam Smith in the context of the European Enlightenment, more recently as a member of a Scottish Enlightenment related to the circles in which he moved in Edinburgh. Historical understanding of the European Enlightenment underwent a transformation in the 1980s, and Smith’s broader work became a central element in this for the newly flourishing field of the history of political thought. Not only did this direct attention to the context of Smith’s work, it also demonstrated the way in which his writing drew upon developing arguments related to civic virtue and natural law. It is this perspective, broadly speaking, that informs the presentation of Smith’s work here.

Two older English-language monographs can be noted that contributed a great deal to detaching the study of Smith from the well-worn paths it had come to follow: Donald Winch’s Adam Smith’s Politics: An Essay in Historiographic Revision (Cambridge: Cambridge University Press, 1978) and Vivienne Brown’s Adam Smith’s Discourse: Canonicity, Commerce and Conscience (London: Routledge, 1994). Winch has also charted the relationship between the work of Smith, Burke and Malthus in his Riches and Poverty: An Intellectual History of Political Economy in Britain, 1750–1834 (Cambridge: Cambridge University Press, 1996).

Smith thought in terms of four stages of society, from hunter–gatherers, to pastoralists, to farming communities and, finally, to “commercial society”, this last being the object of his analysis. This was a common point of reference for writers associated with the Scottish Enlightenment, and has been most recently discussed in Iain McDaniel’s Adam Ferguson in the Scottish Enlightenment: The Roman Past and Europe’s Future (Cambridge, MA: Harvard University Press, 2013), chapter 4.

Much of the foundation for our modern understanding of Adam Smith builds on the work of Istvan Hont, who drew attention to the broad importance of natural law and civic virtue in the Scottish Enlightenment. Central here is Istvan Hont and Michael Ignatieff (eds), Wealth and Virtue: The Shaping of Political Economy in the Scottish Enlightenment (Cambridge: Cambridge University Press, 1983). Hont’s own essays were collected in his Jealousy of Trade: International Competition and the Nation-State in Historical Perspective (Cambridge, MA: Harvard University Press, 2005); also of importance here are his 2009 Carlyle lectures, Politics in Commercial Society: Jean-Jacques Rousseau and Adam Smith, Béla Kapossy and Michael Sonenscher (eds) (Cambridge, MA: Harvard University Press, 2015).

3. Chronology

	1723	Baptized 5 June, Kirkcaldy
	1737	To Glasgow University, aged 14
	1740	July, Snell Scholarship, Balliol College, Oxford
	1741/42	Reads David Hume’s Treatise
	1746	Battle of Cullodon, 2 April
		August, returns from Oxford to Kirkcaldy, aged 23
	1748–51	Private Lectures in Edinburgh; met and became a friend of Hume
	1751	Appointed Professor of Logic and Metaphysics, Glasgow University
	1752	Assumes title of Professor of Moral Philosophy
	1756–63	Seven Years’ War
	1759	Publication of The Theory of Moral Sentiments
	1763	October, Charles Townshend offers him post of tutor to his stepson, the Duke of Buccleuch; accepted November
	1764	January, left Glasgow for London February, arrived in Paris, then to Toulouse
	1765	November–December in Geneva, then to Paris
	1766	August, duke fell ill; November, Smith and duke in London
	1766–67	Advising Townshend, now Chancellor of Exchequer, dealing with financial consequences of Seven Years’ War
	1767	May, leaves London for Kirkcaldy
	1773	May, moves to London and completes preparation of WN
	1776	9 March, Wealth of Nations published
		July, American Declaration of Independence
	1778	Commissioner for Customs, Edinburgh
	1784	May, mother died; November, third edition of WN
	1790	17 July, died aged 67
	1793	January and March, Dugald Stewart, Professor of Moral Philosophy at Edinburgh University, delivers memorial
	1795	Essays on Philosophical Subjects published


4. Lecture summary

We devote two lectures here to Adam Smith, not only because he is generally thought of as the canonical founder of economics (whether this is thought to be a good or a bad thing), but more importantly because there is an analytical depth to his work that still yields new insights. Much of the productive newer work on Smith has come from historians of political thought: a field of study that has, in the last two or three decades, been at its strongest and most innovative in dealing with the eighteenth century and the Enlightenment. This has enabled us to gain a better perspective on the connectedness of Smith’s ideas, which is why this lecture is called “Outline of a Project”. Smith only published two books, but he also had broader plans, and some idea of what these plans were can be gleaned from these books and from the unpublished material that was subsequently found. In this lecture we will provide an introduction to these issues, and then in the following lecture we focus directly on the structure and argument of Theory of Moral Sentiments and Wealth of Nations.

Biography

There is no record of exactly when Adam Smith was born, but he was baptized shortly afterwards on 5 June 1723 in Kirkcaldy, then a small fishing port on the northern shores of the Firth of Forth. His father was already dead, and he was brought up as an only child by his mother, to whom he remained very close until her death in 1784. He attended the local grammar school, and then at the age of 14 went to Glasgow College (now Glasgow University), where he studied Latin, Greek, logic, mathematics and natural philosophy. He was taught moral philosophy by Francis Hutcheson, an important influence on his early thinking and whose chair he would assume in 1752. Then in 1740, at the age of 17, he went to Balliol College, Oxford as a Snell Exhibitioner, where he stayed for more than six years.

We have little idea of what he did in Oxford besides read ancient philosophy, together with English, French and Italian literature. Smith never had anything positive to say about Oxford, whether college or university; in fact, the very first letter in his Correspondence notes that while he had to go to prayers twice a day, he was only required to attend (college) lectures twice a week.1 Besides having the opportunity to read widely, being in Oxford also kept him away from the Jacobite Rising of 1745; and in particular, returning home to Kirkcaldy in August 1746 meant that he was hundreds of miles away when the Rising was finally defeated at Cullodon, in April 1746.

He lived for the next two years with his mother, and was then invited by Lord Kames to present public lectures on rhetoric and belles-lettres in Edinburgh, with the remit soon expanded to include the history of philosophy and jurisprudence. During this period he formed the Edinburgh connections that would be important to him for the remainder of his life; above all, it was now that he actually met David Hume, twelve years his senior. In 1751 he was offered the chair of logic at Glasgow, also assuming the duties of the Professor of Moral Philosophy, transferring to the chair in 1752. He taught a curriculum inherited from Hutcheson: ethics, the rights and duties of man according to the law of nature and of nations, and politics. All that we know of the Glasgow lectures comes from a report included in Dugald Stewart’s memorial, to which we will come below. But these Glasgow lectures, from 1751 to 1763, formed the structure of what he wrote; Theory of Moral Sentiments was based directly on his teaching, but was only one part of the material that he covered.

In the autumn of 1763 Smith accepted a proposal from Charles Townshend to act as travelling tutor to his stepson, the third Duke of Buccleuch, offering a life pension of £300 per annum. The Seven Years’ War had ended in 1763 with the Treaty of Paris; Smith resigned from his Glasgow chair and left for France with the young duke in February 1764. He settled in Toulouse, travelling to Geneva for two months at the end of 1765 and then moving on to Paris, where he stayed until late October. Here he was able to meet and socialize with D’Holbach, Helvétius, Morellet, Du Pont de Nemours, Mirabeau, Lemercier de la Rivière and Turgot. When his charge fell ill in August 1766 he turned first to François Quesnay as a physician,2 who did what he could, suggesting how close Smith had become to these circles.

Following the death of the duke’s brother in October 1766, Smith returned with the duke to London, where he corrected proofs for the third edition of Theory of Moral Sentiments but also advised his patron Townshend, now Chancellor of the Exchequer under Chatham, who was dealing with the debt problems arising from the Seven Years’ War. Townshend sought to raise colonial revenue to support colonial administration, initially precipitating differences with the American colonists and then their open rebellion. Smith left London in May 1767, the month before the first of the “Townshend Acts” became law, returning home to Kirkcaldy, where he more or less remained secluded for the next six years. And so, for most of the years leading up to the Declaration of Independence in July 1776, Smith removed himself from London’s political circles to live quietly with his mother, writing his book. When Hume returned to Edinburgh in August 1769 he wrote at once to Smith, noting that he could see Kirkcaldy from his windows, and suggesting a rendezvous.3 So far as we know, however, Smith rarely visited Edinburgh during this period, working steadily through the drafting of Wealth of Nations, using material presented in his Glasgow lectures. He dictated his work to an amenuensis because he so disliked writing by hand, but this was a constraint that helped create the easy conversational tone of the work.

In May 1773 Smith travelled to London to complete his book and see it through the press; it was published on 9 March 1776. It was at first received as a new work by the eminent author of Theory of Moral Sentiments – Smith already had a reputation as a writer, and the absence of contemporary puzzlement that he should follow a book like Theory of Moral Sentiments with one like Wealth of Nations is itself significant and something that deserves more attention than it has ever received. Part of the reason for this positive reception was that other contemporary Scottish writers, such as Adam Ferguson, were also dealing with the relationship between commercial society, social progress and moral virtues. By the early nineteenth century this perspective was no longer so dominant; insofar as Theory of Moral Sentiments was now given any attention at all, it would instead be to ask why the author of the canonical work of political economy, Wealth of Nations, had previously written a book like Theory of Moral Sentiments – a question to which there was no ready answer, nor any real interest in answering.

The success of this new book led to what would usually be considered a government sinecure, an undemanding post bestowed as part of a system of patronage: he was appointed Commissioner of Customs in Edinburgh in 1778, with a salary of £600 per annum to add to the annual pension of £300 that he already had from Townshend. Comparisons are difficult, but £900 a year for a bachelor in 1778 was a lot of money, and more in nominal terms than Alfred Marshall would be paid as Professor of Political Economy at Cambridge a century later. This appointment led to Smith’s move back to Edinburgh, where by all accounts he carried out his duties punctiliously until he died on 17 July 1790.

Smith’s teaching in Glasgow as the key to a project

As mentioned above, Dugald Stewart’s memorial included a report by John Millar (1735–1801), Regius Professor of Law at the University of Glasgow 1761–1800, who had attended Smith’s lectures in the early 1750s. Millar’s report is the only overview of Smith’s actual teaching that has come down to us, from which we can gauge the breadth of Smith’s plans.4

Millar stated that there were four main elements in Smith’s teaching. The first was natural theology, “the proofs of the being and attributes of God, and those principles of the human mind upon which religion is founded”.5 None of this material survived, and no notes have ever surfaced, so we have no means of reconstructing what Smith taught on this subject. The second component was what Millar called ethics, which coincides more or less exactly with the content of Theory of Moral Sentiments. Then the third part related to “justice”:

Upon this subject he followed the plan that seems to be suggested by Montesquieu; endeavouring to trace the gradual progress of jurisprudence, both public and private, from the rudest to the most refined ages, and to point out the effects of those arts which contribute to subsistence, and to the accumulation of property, in producing correspondent improvements or alterations in law and government.6

In part this corresponds to the material we now have in Lectures on Jurisprudence, drawn from two sets of students’ notes of lectures in 1762–3 and 1764. Then in the final part of his lectures Millar reported that

he examined those political regulations which are founded, not upon the principle of justice, but that of expediency, and which are calculated to increase the riches, the power, and the prosperity of a State. Under this view, he considered the political institutions relating to commerce, to finances, to ecclesiastical and military establishments.7

As Millar noted, this was the material that became Wealth of Nations.

Smith had already, in 1773, conveyed his instructions to Hume regarding the destruction of his papers after his death,8 and the instructions were faithfully carried out in 1790 by his subsequent executors. Sixteen volumes of manuscript material were destroyed, leaving only the material published as Essays on Philosophical Subjects in 1795. In the closing lines of the original edition of Theory of Moral Sentiments (now TMS VII. iv.37) Smith had written of his intention to write another book on the “general principles of law and government, and of the different revolutions they have undergone in the different ages and periods of society, not only in what concerns justice, but in what concerns police, revenue, and arms, and whatever else is the object of law”. Some of this material can now be found in Lectures on Jurisprudence, and in an “Advertisement” prefixed to the sixth edition of Theory of Moral Sentiments he noted that, while Wealth of Nations covered some of this material, he was probably now too advanced in years to execute this plan. This connection from the original edition of Theory of Moral Sentiments to the last, 30 years later, strongly suggests that Smith did conceive of his work as a connected project, some elements of which are now lost to us.

The construction of a corpus

To all intents and purposes then, for most of the nineteenth century Adam Smith was treated as the author of two books; or more precisely, he was regarded as the author of Wealth of Nations who had also written an earlier book that was not, outside Germany, thought relevant to an understanding of his work.9 The modern reception of Smith only got going at the very end of the nineteenth century, and it was only towards the end of the twentieth century that a general appreciation of Smith’s work developed that has begun to do justice to its real scope.

This process began in 1894 when James Bonar published a catalogue of books that had been in Smith’s library.10 Between the time he left Glasgow in early 1764 and his return to live in Edinburgh in 1778 Smith never had regular access to any library save his own book collection. Theory of Moral Sentiments had been written while he was teaching in Glasgow, and so it might be supposed that Smith had had access to other collections at the time; Wealth of Nations was, however, begun while he was in Toulouse and then for the most part drafted while he was resident in Kirkcaldy. The contents of Smith’s library are therefore a reasonably accurate proxy for the texts on which he could have drawn while writing the book, and as such are an important resource for its study.

In 1895 a substantial new biography was published11 that, although constrained by the paucity of material on Smith’s life, did at least emphasize the context of Smith’s work in the Scotland of the later eighteenth century. Then in 1896 Edwin Cannan published a set of student notes from Smith’s Glasgow lectures that had been identified as such only in 1876, to which Cannan had been alerted by a chance conversation in 1895.12

This was a significant turning point for several reasons. First of all, since these notes were on lectures that Smith delivered immediately before leaving Glasgow in early 1764, they provided a clear view of where his thinking had got to by that time. Second, given that he subsequently met a number of leading French philosophers and economists, it was possible to distinguish between the kinds of argument he had already formed and any possible inflection of his thinking consequent on his time in France. Third, Cannan himself brought a thoroughly modern scholarly approach to the presentation of the lectures, providing a substantial introduction and annotating the text with explanatory footnotes. The same attention to detail marks his 1904 edition of Wealth of Nations.13 Cannan pointed out that all previous editions had simply reprinted an unexamined text; his new edition, by contrast, was based on the final edition but collated with the first, for the first time making it possible to see where Smith had made changes to that original edition, and when he had done so. As for Theory of Moral Sentiments, this appeared in a modern scholarly edition for the first time in German,14 and the work on this edition was so carefully done that it served as the foundation for work on the Glasgow edition itself.

And so by the early twentieth century there were at last scholarly editions of Smith’s “two books”, plus a set of lectures that enabled a connection to be made between them, given that Theory of Moral Sentiments was Smith’s own version of part of his Glasgow lectures. However, until the later 1950s this corpus was still only the 1790 edition of Theory of Moral Sentiments plus Eckstein’s editorial work of 1926, the 1904 Cannan edition of Wealth of Nations, the Essays on Philosophical Subjects of 1795, and Cannan’s 1896 edition of the Lectures.

In 1958 two volumes of “Notes of Dr. Smith’s Rhetorick Lectures” turned up at an Aberdeenshire auction, having originated in the private class that Smith had given on this topic in the academic year 1762/63. Published in 1963 as Lectures on Rhetoric and Belles Lettres, this provided additional insight into Smith’s more literary interests, and the lectures that he had first delivered in Edinburgh. A further six volumes of student notes from Smith’s later Glasgow lectures – delivered before the lectures already recorded in Cannan’s edition – were then discovered; added together, these were first published as Lectures on Jurisprudence.

Consequently, the Glasgow edition, conceived to mark the bicentenary of the first publication of Wealth of Nations, and hence indicative of the priority still given to that text, turned out to provide the first opportunity to view all of Smith’s extant writings together. You need only turn to the companion volume of essays also published in 197615 to realize just how resilient the idea then was that Smith was first and foremost the property of (modern) economists. The Glasgow edition now made it more possible to move argument on from a preoccupation with Wealth of Nations as the founding moment of modern economics, hence a book to whose understanding modern economists would have the most to contribute. The “new view” treated Smith as a writer who was both historian and critic of early modernity, linking the formation of sociability to the creation of wealth through conceptions of vanity, passions and interest, a conception that reached back to the later seventeenth century.

An overview of Smith’s “political oeconomy”16

What does it mean to describe Smith as a historian and critic? Here our primary focus is on an understanding of Wealth of Nations, even though this is but one part of Smith’s broader interests.17

The Wealth of Nations is a contribution to an eighteenth-century debate on the nature of commercial societies, and the degree to which the production and consumption of luxury goods might foster undesirable degrees of inequality. There was a broad discussion of the connections between commerce, luxury and the development of a “polished”, commercial society that went beyond moral writers such as Hume and Montesquieu to include members of the literati like Jonathan Swift, Alexander Pope, Joseph Addison and Samuel Johnson.18 A contemporary “modernity” was contrasted with the ancient virtues of the Greeks and Romans; in the same year as Wealth of Nations was published, the first volume of Edward Gibbon’s History of the Decline and Fall of the Roman Empire appeared, tracing the way in which the Roman Empire had succumbed to barbarian invasion through the collapse of civic virtue. Eighteenth-century critics of modernity condemned the extension of commercial relations, arguing that the evolutionary path of commercial society was incompatible with virtuous conduct. They argued that the progress of societies brought with it social decay and corruption, undermining the foundations of political liberty. Furthermore, the anonymity of exchanges increasingly dominated by market relationships disengaged individuals from the social and political ties that had stabilized society. The advance of commercial society was thus argued to be a process that progressively undermined the moral order of which it was a part – a line of argument that is still regularly encountered today, from the older idea that television undermines family values to concerns about the reliance of young people on social media.

While not denying these arguments about the corruption of morals in a commercial society, and remaining very aware of the way in which this society was increasingly fragmented and polarized, Smith turned the argument around. He suggested that the extension of commerce also secured the advance of liberty; that the very impersonality of a market secured the liberty of the individual. No longer would an individual be dependent upon the whim of patronage or favour; the market created a network of mutually reinforcing, but anonymous, dependencies, so that the individual relied upon numerous unknown others who had no cause to either favour or disadvantage him or her. This was not, therefore, as was so long supposed in the twentieth century, a blueprint for commercial society based upon an amoral individualism, for there were internal mechanisms that promoted, rather than undermined, virtuous conduct. As the title of Hont and Ignatieff’s book proclaimed, Smith argued that you could have wealth and virtue.

Nor did Smith ignore the problems that developed markets created. He anticipated that the extension of the division of labour, breaking down work into simple fragments, might tend to stultify the cultural and social development of the labouring poor. Likewise, he was aware of the manner in which the merchant and manufacturing classes might well take advantage of the unregulated nature of modern markets to combine against the public interest. The contribution of martial virtues to moral order through citizen militias was also undermined by the development of standing armies detached from civic life.19 But on the positive side, commercial society generated both natural and artificial wants, of the mind as well as of the body, and there was here scope for endless refinement and emulation – it was the apparently limitless scope for this that provided the mechanism through which societies became wealthy.

The Wealth of Nations presents the “anatomy” of commercial society, a “political oeconomy” understood as the form of (economic) organization of the body politic. “Commercial society” became a new way of talking about liberty, using the language of political oeconomy.20 Instead of wealth and commerce corrupting society through the encouragement of luxury consumption, the anonymity of the market promoted civil liberty. What we today understand as the science of economics originated in these tensions. A just society was one in which differences in wealth were secured, not one in which they were gradually eroded. The progress of commercial society was fostered by an effective administration of justice that would protect rights of property and hence uphold, not diminish, the inequalities that such rights of property implied. It has become routine to link Smith’s arguments about the market with his metaphor of the “invisible hand”, a term that is used but once in each of his two books (TMS IV.11.10; WN IV. ii.9). But the common assumption that this is a way of referring to market coordination entirely misses the point of Smith’s arguments. The basic work of market-coordination rests, for Smith, on the account of human sociability that he had outlined in Theory of Moral Sentiments, and this sociability was therefore no mystery, no black box. Smith’s “invisible hand” was instead an allusion to the invisible hand of God’s Providence, God having made men and women both autonomous and sociable – a sociability that also included vanity and emulation: what Immanuel Kant would later dub “unsocial sociability”.

And so we could say that Theory of Moral Sentiments is addressed to the moral order of commercial society, the structure of human conduct that secures its existence, and that Wealth of Nations provides an anatomy of commercial society expressed in the language of political oeconomy.

Furthermore, in the real historical context of the later eighteenth century, of predominantly agrarian societies reliant upon the annual domestic production of grain as outlined in lecture 2, it also becomes plain that Smith’s arguments about his system of natural liberty were more a product of a political philosophy than something that might govern any existing economy. He wrote in the context of a predominantly agrarian order, in which ideas of free trade remained linked to arguments about the free movement of grain, not of all products and persons. Only with the conversion of his conception of “commercial society” into Saint-Simon’s new idea of “industrial society” in the 1820s would the ideas of political and economic liberty converge, making possible a new argument about poverty, classes and emancipation.

Passions and interests

It is often thought that Smith’s fundamental principle is that the selfish behaviour of individuals has beneficial outcomes, reconciliation of this paradox being effected by the workings of an “invisible hand”. As pointed out above, this latter point is mistaken; but the idea that economic action is necessarily self-centred action is of course a very resilient one. We can judge more clearly how Smith reconciled individual and collective benefits by considering what Smith thought of Bernard Mandeville’s account of self-interested behaviour. Mandeville formulated an argument rather like the one often attributed to Smith; but Smith explicitly rejected it.

The paradox of “Private Vices, Publick Benefits” was articulated in Mandeville’s The Fable of the Bees (1714). Mandeville’s fable suggested that, despite the vicious motivations of individual action, the public good was served by such action; and part of an earlier version from 1705 also imagined a situation where the hive abjured vice for virtue, with the result that spending declined, activity shrank and trade was consequently ruined. Mandeville argued that what had previously been considered amoral and asocial conduct had become part of the modern condition of affluence; and it was not the function of a well-ordered state to govern men whose growing opportunities for private gain created the conditions of contemporary prosperity. Cannan’s “editor’s introduction” in the 1904 edition21 discussed Mandeville without making entirely clear that Smith vigorously stated his substantial criticisms of Mandeville in Theory of Moral Sentiments. Mandeville’s argument suggests that the creation of wealth flows from the exercise of human passions, and not from their restraint. Hundert points out that it was David Hume who later criticized this idea and proposed that, instead of resulting from the guile of politicians, this redirection of destructive human passions was the spontaneous and unplanned product of social intercourse.22

Smith’s innovation was to devise a mechanism that explained how this worked: that of the “impartial spectator”, an idea that again has its roots in Mandeville’s writings. In its initial form the concept was a theatrical one, coined by Joseph Addison in his journal The Spectator to describe the relationship between an enlightened “public” and the spectacle presented to them on the stage. The players represented the passions through standardized gestures; the impartial spectators are capable of distinguishing true acts from imposture. Mandeville, by contrast, denied that the code of politeness espoused by Addison was capable of distinguishing action and self in this way, and suggested that theatricality, role-playing and emulation were the basis of the growth of civil society and prosperity. Individuals would become divided personalities, adopting the different roles required of them in a rapidly changing world; they would become spectators of each other, adopting at will manners appropriate to the occasion: “I demonstrate that the Sociableness of Man arises only from Two things, viz. The multiplicity of his Desires, and the continual Opposition he meets with in his Endeavours to gratify them”.23 For Mandeville, an individual must therefore take account of the desires of others in seeking to attain his or her own ends, because these desires represent potential obstacles to the attainment of an individual’s satisfaction. In Theory of Moral Sentiments Smith argued instead that individuals contemplated the motivations of others by imagining their own actions seen by another, creating a powerful form of social coordination.

“Interests” were therefore important in Smith’s explanation of how actions translated into social and economic processes, but this explanation was much more sophisticated than the simple idea of “egoism” later attributed to Smith, an attribution first promoted by the mistranslation of his use of “self-love” as “egoism” in French and German editions of Wealth of Nations, and then taken over by modern economists.24 Part of the problem here is that commentators have often failed to notice the care with which Smith used his language. In the following lecture we will show how paying closer attention to Smith’s use of language helps us understand his arguments.

For example, when in a famous passage of Wealth of Nations Smith suggests that “It is not from the benevolence of the butcher, the brewer, or the baker, that we expect our dinner, but from their regard to their own interest. We address ourselves, not to their humanity but to their self-love, and never talk to them of our necessities but of their advantages” (WN I.ii.2), he is not necessarily equating “self-love” with “selfishness” as understood today. In fact, “self-love” has a more complex meaning in the mid-eighteenth century, running back to seventeenth-century French arguments about virtue, vice and interests of which Smith was well aware. Pierre Force points to the distinction between amour propre and amour de soi, a distinction made by Rousseau in his Discourse on the Origin and Foundations of Inequality among Men (1755), which Smith had read and made some notes on (EPS: 255–6), and which involves the important distinction between the human vice of excessive self-regard and the human need for self-preservation. In Theory of Moral Sentiments Smith refers to what Rousseau called amour propre as vanity, while amour de soi is rendered as “self-love”.25 These are two very different passions, both in nature and effect: self-love is a natural sentiment that inclines every animal to attend to its preservation and which, guided by man and modified by pity, produces humanity and virtue. Amour propre, by contrast, is only a relative sentiment, factitious, and born in society, which inclines every individual to set greater esteem for him or herself than for anyone else.

Pierre Force sums up the situation as follows:

The notion that self-interest is a general explanatory principle in The Wealth of Nations must be doubly qualified. First, when we use the term self-interest as a synonym for the “desire to better our condition,” we must remember that this desire is not grounded in natural selfishness (Smith’s self-love, or Rousseau’s amour de soi) but rather in which Smith calls vanity, or what Rousseau calls amour-propre. Second, the nearly universal nature of vanity or amour-propre is a historical consequence of the development of commerce and the division of labor.26

As we shall see in lecture 4, for Smith vanity was a powerful motivating force in creating the wealth of nations, but this was related to the positive effects of luxury consumption, not to the natural limitations of an individual’s consumption of the wares of butcher, brewer or baker. And as we shall also see in lecture 4, while Smith’s own Stoic tendencies would incline him to favour self-love as self-preservation, he was conscious that a society practising this kind of virtue would never become wealthy. And so it is in this way that he can be regarded as both historian and critic of commercial society.

5. Questions for discussion

	What role did “commercial society” play in Smith’s writings?

	Why might it be thought that Theory of Moral Sentiments and Wealth of Nations were built on conflicting principles?

	Why did Cannan’s 1896 edition of the Lectures represent a turning point in our understanding of Smith’s work?
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Lecture 4

Adam Smith II: The Two Texts

1. Aims of the lecture

	To provide an overview of Theory of Moral Sentiments and Wealth of Nations.

	To provide in the treatment of Wealth of Nations a model for the reading of complex texts.

	To shift attention in this way from what Smith “really meant” to what he “actually wrote”.



2. Bibliography

In the publication history of Wealth of Nations there are many conspectuses, abbreviated versions and summaries, beginning with Jeremiah Joyce’s A Complete Analysis or Abridgement of Dr. Adam Smith’s Inquiry into the Nature and Causes of the Wealth of Nations (1797), which went through three editions by 1821 and was republished in an Oxford edition in 1877 and 1880. Robert Heilbroner’s The Essential Adam Smith (1986) is a useful modern compendium. Jerry Evensky has published two overviews: Adam Smith’s Moral Philosophy (2005), summarizing Smith’s “moral philosophical vision” (and not directly Theory of Moral Sentiments) in Part I and Wealth of Nations in Part II (the summary of modern economists’ perceptions of Smith in Part III is of no interest here). Evensky has also published Adam Smith’s Wealth of Nations: A Reader’s Guide (2015), but it is marred by the use of inappropriate modern economic preconceptions and terminology.

There is, however, no substitute for reading Theory of Moral Sentiments and Wealth of Nations, preferably in the Glasgow edition since you will then have access to a full editorial apparatus if you should need it. Just skimming these works will give you a clearer idea of their structure and argument than can be gleaned from most of the commentary.

For Theory of Moral Sentiments, useful orientation based on a close reading can be found in Terry Peach, “Adam Smith’s ‘Optimistic Deism,’ the Invisible Hand of Providence, and the Unhappiness of Nations”, History of Political Economy 46 (2014), 55–83.

For Wealth of Nations, Keith Tribe, “Reading ‘Trade’ in the Wealth of Nations”, Economy of the Word, chapter 41 explicitly sets out to provide a close reading of exactly where and what Smith writes about trade, rather than compare some things he wrote with some things others have since written.

3. Chronology

	1759	Theory of Moral Sentiments (TMS)
	1761	Second edition of TMS
	1763	Early draft of Wealth of Nations (WN)
	1767	Third edition of TMS
	1774	Fourth edition of TMS
	1776	Wealth of Nations
	1778	Second edition of WN
	1784	Third edition of WN
	1786	Fourth edition of WN
	1789	Fifth edition of WN
	1790	Sixth edition of TMS


4. Lecture summary

Our purpose here is to provide an introduction to the history of economics, so this account of Adam Smith’s work is constructed from that perspective. Theory of Moral Sentiments is a work of moral philosophy, taking up arguments developed since the later seventeenth century by Nicole, Rochefoucauld and others – arguments that are of great intrinsic interest and relevance, but beyond our immediate concerns. As a work of moral philosophy, however, the book necessarily includes discussion of the nature of human sociability, and it is this aspect that we emphasize below, since it provides an insight into the foundations of Smith’s arguments in Wealth of Nations. To convey a direct sense of how Smith builds his arguments in Theory of Moral Sentiments we provide a summary of those parts that are relevant here using linked passages. For Wealth of Nations we instead provide a conspectus, summarizing the terms of Smith’s arguments chapter by chapter.

As will become apparent, both books are carefully constructed. Smith was very consistent and precise in his use of language, and proper attention must be given to this. Starting at the latest with his French translator Garnier in 1802, it quickly became accepted that Wealth of Nations was a rather diffuse, rambling and in places confused work.2 Just as the early editors of Wealth of Nations saw their prime task as being the identification of Smith’s errors,3 the text has too often been approached with preconception and prejudice. But while Smith does indulge in rather long-winded expositions (but apologizes for this, e.g. WN IV.i.34, IV.iii.b.17), he used his language carefully.

The Theory of Moral Sentiments

The Theory of Moral Sentiments was first published in 1759. It went through five editions before the substantially revised sixth edition was published in 1790. The “Dissertation on the Origin of Languages” was added to the third edition (now printed in LRBL, 201–26). The first edition was developed from lectures to students;4 revisions to the second edition were largely a response to criticism; those to the sixth edition followed from Smith’s wider reading. Smith provides an outline of these changes in the “Advertisement” to the sixth edition, which is printed as page 3 of the Glasgow edition. We should remain alert to the fact that when we read the Glasgow edition the main text is the sixth edition of 1790, which is not exactly how the book looked in 1759.

The sixth edition of Theory of Moral Sentiments is in seven parts, beginning with “Of the Propriety of Action” and ending with “Of Systems of Moral Philosophy”. The very first chapter deals with the important conception “Of Sympathy”: not in the modern sense of compassion, but rather in the capacity to put ourselves in the place of others and imagine how we would feel in their situation. Smith develops a general system of social reciprocity: each of us judges others as spectators, while others do likewise to us. Society is a mirror in which our actions are rehearsed, our consequent conduct governed by an internalized construct that evaluates our action as we imagine an “impartial spectator” would. The Smithian conception of self-interest is not a licence to act egoistically and without moral scruple, safe in the knowledge that by doing so the public good would somehow or other result; our own self-interest is inscribed in a network of self-interested behaviours.

Part I, chapter 1 opens with the following statement (I.i.1.1):

How selfish soever man may be supposed, there are evidently some principles in his nature, which interest him in the fortune of others, and render their happiness necessary to him, though he derives nothing from it except the pleasure of seeing it. Of this kind is pity or compassion, the emotion which we feel for the misery of others, when we either see it, or are made to conceive it in a very lively manner.

“Compassion” is one form of sympathy, and is not equivalent to it (I.i.1.2): “As we have no immediate experience of what other men feel, we can form no idea of the manner in which they are affected, but by conceiving what we ourselves should feel in the like situation.” It is not just the sufferings of others that involve such fellow-feeling, for we share with others both grief and happiness (I.i.1.5): “Sympathy … may now … be made use of to denote our fellow-feeling with any passion whatever.”

In I.i.1.4 this relationship is redescribed as being between a “spectator and the person principally concerned”, summarized at the opening of chapter 5 as a clearly reciprocal relationship (I.i.5.1):

Upon these two different efforts, upon that of the spectator to enter into the sentiments of the person principally concerned, and upon that of the person principally concerned, to bring down his emotions to what the spectator can go along with, are founded two different sets of virtues. The soft, the gentle, the amiable virtues, the virtues of candid condescension and indulgent humanity, are founded upon the one: the great, the awful and respectable, the virtues of self-denial, of self-government, of that command of the passions which subjects all the movements of our nature to what our own dignity and honour, and the propriety of our own conduct require, take their origin from the other.

From this point the discussion turns to virtue, propriety and the passions: social, unsocial and selfish. Because others are more inclined to sympathize with our happiness than with our misery, we tend to show off our wealth and conceal our poverty (I.iii.2.1):

It is chiefly from this regard to the sentiments of mankind, that we pursue riches and avoid poverty. For to what purpose is all the toil and bustle of this world? What is the end of avarice and ambition, of the pursuit of wealth, of power, and pre-eminence? Is it to supply the necessities of nature? The wages of the meanest labourer can supply them. We see that they afford food and clothing, the comfort of a house, and of a family. If we examined his oeconomy with rigour, we should find that he spends a great part of them upon conveniences, which may be regarded as superfluities, and that, upon extraordinary occasions, he can give something even to vanity and distinction. … From whence, then, arises that emulation which runs through all the different ranks of men, and what are the advantages which we propose by that great purpose of human life which we call bettering our condition? To be observed, to be attended to, to be taken notice of with sympathy, complacency, and approbation, are all the advantages which we can propose to derive from it. It is the vanity, not the ease, or the pleasure, which interests us. But vanity is always founded upon the belief of our being the object of attention and approbation.

Notice here that Smith is already in 1759 making a distinction between “necessaries” and “conveniences”, in order to propose that the need for the former can easily be met while the greater part of human activity is dedicated to the acquisition of “conveniences”. This is exactly the point from which Wealth of Nations will begin: that the acquisition of “conveniences” is driven by human vanity and emulation, not by basic needs. We find in Theory of Moral Sentiments an extended argument about a proposition that is simply taken as read in Wealth of Nations.

Rather than develop this proposition in the direction of the accumulation of wealth, as he would do in Wealth of Nations, in Theory of Moral Sentiments Smith considers the way in which it is a source of corruption for our moral sentiments. We wish, Smith maintains, to be both respectable and respected, but we soon learn that wisdom and virtue are not the sole objects of respect: the rich and the powerful are also respected (I.iii.3.2): “To deserve, to acquire, and to enjoy the respect and admiration of mankind, are the great objects of ambition and emulation.” Even the vices and follies of the rich and powerful become objects of fashion (I.iii.3.7), leading to a general corruption of men and of governments. How in these circumstances might a virtuous life be possible?

This issue is taken up in Part II, which deals with merits, rewards and punishments, extending the review of moral actions into our sense of propriety and impropriety, and of justice. These are human qualities (II.ii.3.1):

It is thus that man, who can subsist only in society, was fitted by nature to that situation for which he was made. All the members of human society stand in need of each others assistance, and are likewise exposed to mutual injuries. Where the necessary assistance is reciprocally afforded from love, from gratitude, from friendship, and esteem, the society flourishes and is happy.

Not that this is necessary for society to function (II.ii.3.2):

Society may subsist among different men, as among different merchants, from a sense of its utility, without any mutual love or affection; and though no man in it should owe any obligation, or be bound in gratitude to any other, it may still be upheld by a mercenary exchange of good offices according to an agreed valuation.

Society can therefore exist without “beneficence”, so long as there is justice; but without either it will tear itself apart (II.ii.3.4).

Part III considers our judgements regarding our own sentiments and conduct, and here we return to the idea of the “spectator” introduced in Part I. Our approval of the conduct of another person is governed by the degree to which we can sympathize with the “sentiments and motives that directed it” (III.1.2):

We can never survey our own sentiments and motives, we can never form any judgment concerning them; unless we remove ourselves, as it were, from our own natural station, and endeavour to view them as at a certain distance from us. But we can do this in no other way than by endeavouring to view them with the eyes of other people, or as other people are likely to view them. … We endeavour to examine our own conduct as we imagine any other fair and impartial spectator would examine it.

So we have moved from the idea of our being a spectator to another’s circumstances to the idea that we regulate our own conduct according to the way in which we imagine an impartial spectator would view it. Society provides the mirror in which we are able to judge the propriety or impropriety of our own actions (III.1.5): “We suppose ourselves to be spectators of our own behaviour, and endeavour to imagine what effect it would, in this light, produce upon us. This is the only looking-glass by which we can, in some measure, with the eyes of other people, scrutinize the propriety of our own conduct.”

And so we are all divided into two persons: one the spectator, whose sentiments we surmise by placing ourselves in its position, and regarding our own conduct from that perspective; and the agent, I myself, whose conduct is judged (III.1.6). Individual conduct becomes enmeshed in a network of reciprocities that makes it difficult for any one individual to act on the basis of purely egoistic self-interest. As Smith pointed out, we do not have to love our neighbour, but we do have to engage with them on the basis of justice and moral conduct, conceptions that we internalize through the mechanism of the impartial spectator.

Part IV considers the “Effect of Utility upon the Sentiment of Approbation”. In the first chapter Smith imagines a poor man’s son “whom heaven in its anger has visited with ambition” (IV.1.8): who admires the rich and despises his father’s cottage, who wishes to ride on horseback rather than walk. He imagines that, if these things were achieved, he would be content: “He is enchanted with the distant idea of this felicity.” But in seeking ease he quickly submits himself to such “fatigue of body and unease of mind than he could have suffered through the whole of his life from the want of them”. He labours to acquire talents, to display his talents, to find employment for them. In so doing he sacrifices the tranquillity for which he strives, only perhaps in old age to realize with its attainment that it is “in no respect preferable to that humble security and contentment which he had abandoned for it” (IV.1.8).

Here we find echoes of the Stoic philosophy that so influenced Smith, a critique of the useless pursuit of the superfluous here attributed to the whims of Providence. But this is not simply a critique of what would later become known as “conspicuous consumption”. For a couple of pages further on Smith changes tack, and argues (IV.I.10):

And it is well that nature imposes upon us in this manner. It is this deception which rouses and keeps in continual motion the industry of mankind. It is this which first prompted them to cultivate the ground, to build houses, to found cities and commonwealths, and to invent and improve all the sciences and arts, which ennoble and embellish human life; which have entirely changed the whole face of the globe, have turned the rude forests of nature into agreeable and fertile plains, and made the trackless and barren ocean a new fund of subsistence, and the great high road of communication to the different nations of the earth.

It is this ambition and vanity that is the motive power of wealth and accumulation, the subject matter of Wealth of Nations. And it is also linked to a conception of the natural limitations of conspicuous consumption: that you can only eat so much, you can only wear one set of clothes at a time, you can only be in one place at a time. The richest landlord can eat no more than the humblest peasant (IV.I.10):

The rest he is obliged to distribute among those, who prepare, in the nicest manner, that little which he himself makes use of, among those who fit up the palace in which this little is to be consumed, among those who provide and keep in order all the different baubles and trinkets, which are employed in the oeconomy of greatness; all of whom thus derive from his luxury and caprice, that share of the necessaries of life, which they would have in vain expected from his humanity and justice.

In this context the “invisible hand” makes its one appearance in Theory of Moral Sentiments: the limitation of the human capacity for consumption, and the employment of many people to further that consumption, secures a redistribution of that which the rich seek for themselves – the work of the hidden hand of Providence (IV.I.10):

The rich only select from the heap what is most precious and agreeable. They consume little more than the poor, and in spite of their natural selfishness and rapacity, though they mean only their own conveniency, though the sole end which they propose from the labours of all the thousands whom they employ, be the gratification of the own vain and insatiable desires, they divide with the poor the produce of all their improvements. They are led by an invisible hand to make nearly the same distribution of the necessaries of life, which would have been made, had the earth been divided into equal portions among all its inhabitants, and thus without intending it, without knowing it, advance the interests of the society, and afford means to the multiplication of the species. When Providence divided the earth among a few lordly masters, it neither forgot nor abandoned those who seemed to have been left out in the partition. These last too enjoy their share of all that it produces. In what constitutes the real happiness of human life, they are in no respect inferior to those who would seem so much above them. In ease of body and peace of mind, all the different ranks of life are nearly on a level, and the beggar, who suns himself by the side of the highway, possesses that security which kings are fighting for.

Part V is short, with only two chapters, considering the influence that custom and fashion have on the sentiments of moral approbation and disapprobation. In the 1790 edition it is followed by Part VI, “Of the Character of Virtue”, beginning with the behaviour of “the prudent man”, the manner in which individuals come to care for themselves and their family, and the nature of self-command. Unlike earlier passages, this part first mainly concerns positive forms of conduct until the discussion comes to self-estimation, and the way in which some degree of excessive self-admiration is necessary for political success (VI.iii.28). While the part begins with “the prudent man”, it draws to a close with discussion of “the man of excessive self-estimation”, and his variants, the proud and the vain man, concluding with the work of the passions and the need for self-command.

Part VII, finally, reviews systems of moral philosophy, and is significant here for the clear position that Smith adopts with respect to Mandeville’s argument about “private vices and public benefits”, a system that, he suggested, seemed to remove the distinction between vice and virtue that he had so carefully constructed. The chief problem, Smith suggests, is that Mandeville interpreted all human action, of whatever kind, as being the result of self-interest, of vanity (VII.ii.4.6). Smith opposes this simple and reductive argument (VII.ii.4.12):

It is the great fallacy of Dr. Mandeville’s book to represent every passion as wholly vicious, which is so in any degree and in any direction. It is thus that he treats every thing as vanity which has any reference, either to what we are, or to what ought to be the sentiments of others: and it is by means of this sophistry, that he establishes his favourite conclusion, that private vices are public benefits.

Besides making clear his objection to the way that Mandeville ran together behaviour that was truly vain with the laudable desire to make ourselves “the proper objects of honour and esteem” (VII.ii.4.9), this concluding criticism of Mandeville once more carries implications for how we might understand Smith’s conception of human conduct and its relationship to the creation of wealth. Elaborating this was the purpose of Wealth of Nations.

An Inquiry into the Nature and Causes of the Wealth of Nations

An Inquiry into the Nature and Causes of the Wealth of Nations was first published on 9 March 1776 in a two-volume quarto edition: in modern terms, more a coffee-table book than a normal paperback. The third edition of 1784 was a three-volume octavo edition revised by Smith, a format that would in the nineteenth century become standard for popular novels. Neither of the two further editions of 1786 and 1789 were revised by Smith.

The Glasgow edition of Wealth of Nations is based on the third edition of 1784; later variations are the result of changes made by setters, not by Smith (note the comments made on the Cannan edition in the previous lecture).5 The main change to the third edition was the addition of a new chapter to Book IV (WN IV.viii), “Conclusion of the Mercantile System”, which gathers together the strands of his argument before moving on to his critique of the “Agricultural School”.

There is an “Early Draft” for the Wealth of Nations, first published in 19376 and probably composed in early 1763. This opens with a discussion of the manner in which the division of labour enhances productivity and is the principal explanation of the difference between primitive and commercial societies (LJ: 561–81). It includes the example of the pin factory (LJ: 564–5); a description of the human propensity “to truck, barter, and exchange one thing for another” (LJ: 570–71; cf. WN I.ii.1); the point that no one ever saw a dog make a fair exchange of a bone with another (LJ: 571; WN I.ii.2); and the famous passage “It is not from the benevolence of the butcher, the brewer, and the baker that we expect our dinner, but from their regard to their own interest. We address ourselves not to their humanity but to the self love, and never talk to them of our own necessities but of their advantages” (LJ: 571–2; cf. WN I.ii.2). It also includes a brief overview of the contents of Book I, some remarks relating to what became the critique of the mercantile system in Book IV, and elements of Book III. The chief significance of this fragment is to demonstrate that Smith had already drafted the main lines of the argument for Wealth of Nations by the early 1760s, most probably because this also formed part of his lectures.

As noted in lecture 2, Wealth of Nations is best understood as a brilliant synthesis and transformation of existing arguments; however, the main lines of Smith’s argument, and the fact that this was such a reworking, were quickly lost to view. The book has most often been read as the canonical foundation for the political economy that followed it, entirely overlooking the fact that the political economy of the early nineteenth century simply ignored most of the arguments that Smith had so carefully constructed (see lecture 5). Likewise, the way that Smith drew on existing material was quickly obscured; this material now became “pre-Smithian”, if not “mercantilist”, picking up on Smith’s terminology in Book IV and applying it uncritically to everything published before the 1770s. Since Wealth of Nations synthesizes French and English material and places it within an entirely new argument, we could better isolate this argument by identifying these earlier sources and determining exactly where Smith diverged from them. This is a complex philological task yet to be undertaken, but three brief examples can indicate what it might involve.

First of all, Smith was clearly indebted to arguments already made by David Hume. In his essay “Of Commerce” (1752), Hume had recapitulated the familiar propositions concerning the strength of a nation related to classes of activity (husbandmen, manufacturers, merchants), while also noting that “Every thing in the world is purchased by labour; and our passions are the only causes of labour.”7 Further, Hume also suggested that foreign trade augmented both the power of the state and the happiness of its subjects, acquainting them “with the pleasures of luxury and the profits of commerce”, arousing their interest and stimulating their industry:

And this perhaps is the chief advantage which arises from a commerce with strangers. It rouses men from their indolence; and presenting the gayer and more opulent parts of the nation with objects of luxury, which they never before dreamed of, raises in them a desire of a more splendid way of life than what their ancestors enjoyed.8

As we have seen in lecture 3, Smith believed that in a commercial society men and women could very easily meet their immediate needs, a line of thought that meshed with a Stoic dismissal of worldly acquisitiveness. But he also argued, using Hume’s insight here about luxury consumption, that the “wealth of nations” was created by this passion for ever-extending acquisitiveness, and that a society made up of individuals whose want for necessities was satisfied would never be wealthy.

Second, Wealth of Nations is rightly famous for placing the idea of the division of labour at the centre of an argument for prosperity, but even then this was not an idea that was entirely novel. As presented by Smith, the division of labour, by breaking down the production of any item into its constituent parts and assigning each part to one person, greatly enhanced labour productivity and so led to an overall increase in output as compared with a situation where one person completed all these operations. His example was that of a pin factory, where instead of one person at work making pins, ten men each completed part of the work and so together massively increased the sum of what ten individuals could have achieved by themselves (WN I.i.3). His example seems to have come from Diderot’s Encylopédie; while in 1701 Henry Martyn, without using the term “division of labour”, made a very similar argument in relation to the production of a watch, where “’tis possible for one Artist to make all the several Parts, and at last to join them altogether”, but if demand were so great “as to find constant imployment for as many Persons as there are Parts in a Watch”, then the productivity of each would be greatly enhanced.9

Third, while Smith adhered to the idea, dating from Cantillon and argued by Hume, that the source of all wealth was labour, he added to this a distinction between productive and unproductive labour; a distinction which was aligned with the distinction between material goods and services of any kind. As we shall see, this was closely related to his argument regarding the wealth of nations, but the formal distinction was not a new one. In Quesnay’s Tableau Économique the distinction of agricultural labour from manufacturing labour turned on the idea that in the former human labour acted as the midwife to nature’s bounty, while the application of human industry to the latter resulted only in the reproduction of the labourer and his or her family. Accordingly, the former was “productive” labour and the latter “sterile”. Smith and many others criticized this line of argument, but Smith adopted the idea of distinguishing between productive and unproductive human labour and gave it a new content linked to his more general argument regarding productivity and the capacity to exchange material goods produced with human labour.

Any writer inevitably builds upon previous writing, whether consciously or unconsciously, positively or negatively; only quite recently has it become usual that such sources are acknowledged explicitly and in full, courting accusation of plagiarism by failure to do so. This was, however, neither the practice nor the expectation when Smith was writing; classical allusions were still a rich source of argument (as in Hume’s “Of Commerce”, for example) and it was understood that a writer reworked materials from a common corpus. To identify the materials with which Smith built is not in any way to detract from what he achieved, but rather to make his actual novelty more explicit.

A final point is that many of Smith’s central ideas in Wealth of Nations are exposed in very brief passages or formulations whose significance is easily overlooked. There is no hidden meaning; rather, it is very easy to miss these brief passages in such a large book. The explanation for such brevity is that, in most cases, Smith had either already exposed the idea at length in Theory of Moral Sentiments or quite probably had in mind a more detailed treatment in later work that he never published – specifically, the treatise on law and government to which he referred in later editions of Theory of Moral Sentiments. So it is that Smith’s key formulations concerning his system of natural liberty, and the relation of policy to his natural system, are to be found in a few sentences of Book IV, chapter ix and not, as might be expected, more prominently in the early pages. By contrast, Smith does provide an introduction that in a few short paragraphs introduces his key ideas, but most readers seem to move straight to the first chapter and never notice what Smith does here. This is where our conspectus begins.

“Introduction and Plan of the Work”

Smith prefaced his book with his own account of what the reader would find in the following pages. In nine succinct paragraphs Smith does indeed provide an “introduction” (paragraphs 1–4) and a “plan” (5–9; one paragraph for each book). It might be noted that few of the things for which Smith is today “well-known” – the “invisible hand”, laissez-faire, self-interest, free markets – are mentioned here.

The first paragraph is one sentence and establishes that the “necessaries and conveniences” of life that are annually consumed are the product of labour, whether directly of domestic labour, or indirectly, using the product of that labour to import goods from other nations. This is the “nature” of the wealth of a nation. Hence the focus is on a national economy, its annual produce, and by extension providing a yardstick with which we can measure the growth of that national economy. Hitherto the strength of a nation was determined by comparing one nation with another; now it became possible to compare the present condition of one nation with its previous condition.

In the second paragraph the annual produce is related to the number of its consumers; and so rather than assume that the larger the population, the more wealthy a country would be, Smith “proportioned” the annual product to the population.

The third paragraph notes that this proportion is affected firstly by the skill and productivity of labour, and secondly by the proportion between productive and unproductive labour. This holds true whatever the geographical or climatic situation of the nation, and is the “cause” of the wealth of a nation.

Next Smith asserts that of these two factors – labour productivity and the proportion between productive and unproductive labour – it is the first that is most important: that a society of hunters and gatherers will always be less wealthy than “civilized and thriving nations”. In the latter there may be many who either do not labour, or who are unproductive labourers; nonetheless, these nations are so wealthy that they are in a position to provide for even the poorest.

This concludes the book’s introduction, and we can emphasize two implicit points. Smith talks in the first paragraph of “necessaries and conveniences”, and means something very precise: necessaries are those goods necessary to support life, whereas conveniences are those goods that make life worth living: what we might call “luxuries”. He assumes here the argument from Theory of Moral Sentiments about vanity and emulation, and argues that the wealth of a commercial society depends upon the desire for, and consumption of, “conveniences”, or luxuries. Correspondingly, while he distinguishes productive labour (“those who are employed in useful labour”) from unproductive in respect of whether the product is material or not – since an immaterial service cannot be the object of trade, in his view – the wealthier the society, the greater the amount of unproductive labour that it could support. Far from Smith only seeing the virtue in personal economic gain, for him a wealthy and civilized society was one that could afford to support the arts and culture, not a society dedicated to the relentless pursuit of profit.

Smith then turns to the “plan” of Wealth of Nations. It is divided into five books, and in paragraph 5 Smith briefly describes Book I as dealing with the improvement of society attributable to the productivity of labour, and with the distribution of the fruits of that labour.

Book II is then described as being about the distribution between productive and unproductive labour, something that is proportionate to the amount of stock or capital that sets useful labour to work. “Capital” is therefore primarily a material concept: an accumulation of the resources necessary to put people to work. The greater the amount of stock, the greater the number that can be set to work.

Having dealt with the immediate causes of the wealth of any nation, in paragraph 7 Smith then turns to Book III, which considers the general progress of nations since the fall of Rome, and the relationship between the development of towns and that of the countryside. As he notes, in Western Europe it is the manufacturing and commerce of the towns that has set the pace, not the “industry of the country”, agriculture. This, he will later argue, is an “unnatural and retrograde order”.

Book IV then considers the development of policy and arguments about policy. Entitled “Of Systems of political Œconomy”, it transpires that there are two such systems: the mercantile system, to which all but the final chapter is devoted; and the agricultural system. Here, in paragraph 8, Smith makes an interesting, if not fatal, misrepresentation of what the reader will find in Book IV: he states that his discussion of the mercantile system centres on theories of political œconomy that have magnified the importance of the industry of the towns, manufacturing and commerce. This suggests that Smith is going to review the literature of political œconomy in Book IV, but in fact he barely touches on this, and the bulk of his discussion is devoted to various forms of economic regulation. By contrast, discussion of the “agricultural system”, or physiocracy, is conducted exclusively in terms of its arguments.

The final book deals with the incomes and expenditures of the state: how income should be raised and how it should be expended. The concluding part examines the contemporary problem of public debt: why governments have been induced to become indebted, and what effect this might have on the real wealth of society: “the annual produce of the land and labour of that society”.

Smith does not draw attention in this “Introduction and Plan” to something that will only become obvious at the end of Book II: that the five books of Wealth of Nations represent three stages of an argument: first, the presentation of the conceptual framework governing economic activity and the creation of wealth; then two books on the ways in which the path to opulence has been diverted or delayed; and finally, the longest book, on the sources of income for a state, and its proper expenditure. Books I and II lay out a natural order of development that, in Books III and IV, is shown to have been undermined first by the economic development of town and country during the period following the fall of the Roman Empire and then, in modern times, by legislation that sought artificially to favour one class of economic activity over another. Books III and IV are therefore closely linked as part of a continuous argument about what Smith calls “an unnatural and retrograde order” (II.i.9).

“Book I. Of the Causes of Improvement in the Productive Powers of Labour, and of the Order According to which Its Produce is Naturally Distributed among the Different Ranks of the People” (pp. 13–275)

From the first paragraph of the first chapter Smith makes clear his view that the primary cause of the wealth of nations is the increasing productivity of labour due to the development of the division of labour. Specialization of manual and craft skills underwrites the growth of labour productivity. The dispersion of activity that the ramifications of the division of labour bring about leads directly to the second chapter, dealing with the “propensity to truck, barter, and exchange one thing for another” (WN I.ii.1). The coordination of dispersed activity is effected through the principles of human sociability already outlined in Theory of Moral Sentiments: in civilized society the individual depends on too many people to have time to develop bonds of personal affection with all of them, and so must necessarily in meeting his or her own ends rely upon the self-love of others (I.ii.2):

He will be more likely to prevail if he can interest their self-love in his favour, and show them that it is for his own advantage to do for him what he requires of them. Whoever offers to another a bargain of any kind, proposes to do this. Give me that which I want, and you shall have this which you want, is the meaning of every such offer; and it is in this manner that we obtain from one another the far greater part of those good offices which we stand in need of. It is not from the benevolence of the butcher, the brewer, or the baker, that we expect our dinner, but from their regard to their own interest. We address ourselves, not to their humanity but to their self-love, and never talk to them of our necessities but of their advantages.

The market only makes its appearance in chapter iii, as a constraint on the elaboration of the division of labour. If, Smith remarked, a nailer worked away in the depths of the Highlands producing a thousand nails a day, it would be a tall order to dispose of just one day’s production locally in a year (I.iii.2). Access to road, river and sea transport made it possible for the products of specialized activities to be offered for sale across much larger spaces, and in return this promoted the further specialization of activities.

The division of labour therefore itself necessitates exchange: market relations are formed as a consequence of the principle of the division of labour plus human sociability. Each person supplies the greater part of their wants not directly through their own efforts but “by exchanging that surplus part of the produce of his own labour, which is over and above his own consumption, for such parts of other men’s labour as he has occasion for” (I.iv.1). Note here the symmetry between interpersonal exchange and how Smith will later account for trade between nations – that he conceives all such exchanges as involving “surpluses”, the principles of the division of labour underwriting both exchanges between persons and exchanges between nations. It also characterizes society as a whole (I.iv.1): “Every man thus lives by exchanging, or becomes in some measure a merchant, and the society itself grows to be what is properly called a commercial society.” Buying and selling goods in this way requires the use of money; and it is not so much the nature of the money form and its convertibility that is at issue as the question of the valuation of products.

Smith points out that the use value of an object can diverge greatly from its exchange value (I.iv.13), but he immediately makes clear that he is interested only in the principles regulating the exchangeable value of commodities: what the “real measure”, the real price of all commodities, might be (chapter v); what the components of this real price were (chapter vi); and why market prices are sometimes above, and sometimes below, the “natural or ordinary rate” (chapter vii).

The following exposition of price and value does appear confused if you take the view, as did Ricardo, that it is possible to move from labour values via prices to a precise analysis of the relation of wages, profits and rent, but this was not Smith’s intent. He outlined instead general principles guiding an understanding of actual variations: the manifold causes of fluctuations to which markets were exposed. The labour embodied in (material) goods was their ultimate value, but it was irrevocably blurred by the daily operation of market transactions.

Labour was the core of value, but also a quantity that itself required a value. The “natural price” of anything that seems so logically related to a fluctuating “market price” was in turn the labour that it could purchase or command (I.v.1): “Labour, therefore, is the real measure of the exchangeable value of all commodities.” And, as he went on to argue in chapter vi, if labour is the measure of all value, then both rent and profits could be resolved into labour (I.vi.17):

The whole of what is annually either collected or produced by the labour of every society, or what comes to the same thing, the whole price of it, is in the manner originally distributed among some of its different members. Wages, profit, and rent, are the three original sources of all revenue as well as of exchangeable value. All other revenue is ultimately derived from some one or other of these.

Smith then distinguished the natural from the market price of labour, the former reflecting the quantity of necessaries and conveniences given for it, the latter being the quantity of money required to purchase it at any given moment, a circumstance related to “effectual demand” (I.vii.12): “The quantity of every commodity brought to market naturally suits itself to the effectual demand.” This qualification is then used to explain how markets function:

The market price of every particular commodity is regulated by the proportion between the quantity which is actually brought to market, and the demand of those who are willing to pay the natural price of the commodity, or the whole value of the rent, labour, and profit, which must be paid in order to bring it thither. Such people may be called the effectual demanders, and their demand the effectual demand. (I.vii.8)

Resolving these fluctuations was the image of gravity (I.vii.15): “The natural price … is … the central price, to which … prices … are constantly gravitating.” The market price cannot for very long be below this price, for then the quantity of land, labour or stock devoted to its production diminishes, so that the quantity brought to market once more matched the effectual demand – “where there was perfect liberty” (I.vii.30). And so there were various factors that would cause the market price to depart from the natural price, some of which might well enable a premium to endure, an issue dealt with at greater length in (I.x.c), “Inequalities Occasioned by the Policy of Europe”, which deals with those deviations from the condition of perfect liberty occasioned by the circumstance that, when people of the same trade “meet together, even for merriment and diversion”, the conversation often “ends in a conspiracy against the publick, or in some contrivance to raise prices” (I.x.c.27), a line of argument taken up again in Book IV.

After lengthy disquisitions in the following chapter on variations in rent, the value of silver and other matters, Smith concludes this “very long chapter” (I.xi.p.1) (160–275), and for the first time clearly states the relationship between those who labour and other classes (I.xi.p.3): “The real value of the landlord’s share, his real command of the labour of other people, not only rises with the real value of the produce, but the proportion of his share to the whole produce rises with it.” Furthermore, improvements to the productive powers of labour that reduce the real price of manufactures tend to raise the rent of land, and so enhance the ability of the landlord to purchase more “conveniences, ornaments, or luxuries” (I.xi.p.4). And so the conclusion from Smith’s historical exposition is, much like Ricardo’s some 40 years later, that the interests of landowners were inimical to those of the great producing classes of society. This point is, however, established not theoretically but empirically, from an analysis of movements in the prices of corn and of silver, and of fluctuations in the levels of wages, profits and rents.

“Book II. Of the Nature, Accumulation, and Employment of Stock” (pp. 276–375)

This book has a two-page introduction that was probably written to restore direction to the narrative after the long diversion into money forms and prices in the later chapters of Book I. The story is taken back to a primitive society without a division of labour, and the argument made that, for the division of labour to develop, “stock” was necessary (II.3). The concluding paragraph of the introduction (II.6) states clearly what each of the five chapters in Book II will contain; here, again, Smith provides a clear overview of the structure of his argument.

There are two employments of stock that are profitable to its owner: using it to purchase and then resell goods (circulating capital); and using it to improve land, or purchase tools and instruments (fixed capital). Depending on the activity pursued, different proportions will be employed (II.i.6–10). Likewise, the “general stock of any country” is composed of the possessions of its inhabitants, including food, clothing and housing, this class of items being additional to the circulating and fixed capital, whose purpose is solely “[t]o maintain and augment the stock which may be reserved for immediate consumption” (II.i.26).

The second chapter is devoted to money that, although “the great instrument of commerce … makes no part of the revenue of the society to which it belongs” (II.ii.23). It does, however, assume many forms, and the remainder of this long chapter is devoted to the important matters of paper money and bullion, discounting bills of exchange, and banking; it also includes discussion of the Ayr bank failure of 1772 (II.ii.73–77) and the functioning of the Bank of England (II.ii.79–85).

The third chapter brings the discussion back to the distinction between productive and unproductive labour, making quite explicit the idea that the former fixes itself in a “vendible commodity which endures after that labour is past” (II.iii.2). Unproductive labour, no matter how honourable or useful it is, “perishes in the very instant of its production” (II.iii.2). The former is capable of replacing the capital with which it works but the latter cannot, and so subsists on revenues derived from productive labour. In this perspective the proportion between the two in any country represents a distinction between industry and idleness (II.iii.13). Here, criticism is directed not to idlers, paupers or beggars but to government (II.iii.31):

The uniform, constant, and uninterrupted effort of every man to better his condition, the principle from which publick and national, as well as private opulence is originally derived, is frequently powerful enough to maintain the natural progress of things toward improvement, in spite both of the extravagance of government, and of the greatest errors of administration.

The following chapter is brief, dealing with stock lent at interest, and then the concluding fifth chapter discusses the employments of capital in manufacturing, farming and trading. It is here that Smith’s analysis of international trade begins, building upon the location of capital and its use: the farm, or the shop (II.v.13). The capital of a wholesale merchant, however, moves from place to place; while that of a manufacturer might be located far from the source of his materials, and where the finished goods are consumed. It is better that the capital of a manufacturer should be located within his own country than overseas, for that way it employs productive labour and adds to the annual produce of that society; but all the same, it can be usefully employed working up materials imported from elsewhere. It may even be that a country lacks the capital to improve its lands, work up its produce into finished goods for local consumption, and transport the material or the finished produce overseas for exchange. Also important is the length of time separating investment from return: capital invested at home sees a much quicker return than capital invested overseas (II.v.27). In making this point Smith also makes use of the expression “round-about foreign trade of consumption” (II.v.28), further emphasizing his appreciation of the relation of time to the returns on capital employed. As a consequence (II.v.31):

The capital, therefore, employed in the home-trade of any country will generally give encouragement and support to a greater quantity of productive labour in the country, and increase the value of its annual produce more than an equal capital employed in the foreign trade of consumption: and the capital employed in this latter trade has in both these respects a still greater advantage over an equal capital employed in the carrying trade.

Nonetheless, Smith concedes in closing the chapter that these rational considerations do not enter into the calculations of private persons. Wherever agriculture is the most profitable employment, the profit of individual and of country will coincide; but where this is not so, the capitals of private persons will be invested in ways that enrich them but not necessarily the country. Agriculture is starved of investment while fortunes are made elsewhere. The “trades which are carried on in towns” enjoy an advantage over those carried out in the country, an advantage lent them by the “policy of Europe”. Consequently, “private persons frequently find it more for their advantage to employ their capitals in the most distant carrying trades of Asia and America, than in the improvement and cultivation of the most fertile fields in their own neighbourhood” (II.v.37). And the explanation for this distorted developmental path, where private and public interest diverge without prospect of reconciliation, forms the subject matter of both the following books.

“Book III. Of the Different Progress of Opulence in Different Nations” (pp. 376–427)

Book III presents a short stylized history of civilization since Roman times, in which the separation of town and country presupposes a mutual reliance for subsistence goods and manufactures. Smith opens by summarizing “the natural order” of economic development, where the development of towns is constrained by the subsistence that the country can supply to them; here, then, the improvement of agriculture takes precedence over the advance of manufactures and trade. Likewise, in the towns manufacture is preferred to foreign commerce, chiefly on the grounds of the secure and speedy return to investment that it provides (III.i.7), as argued in Book II. As also in Book II, that portion of domestic production that is sent abroad is surplus to domestic needs, exchanging that which has no demand at home for goods that do have such a demand. And so investment follows a natural order, first to agriculture, then to manufactures, and lastly to trade (III.i.8). However, “in all the modern states of Europe” this sequence has been inverted, and they have instead followed an “unnatural and retrograde order” (II.i.9). Books III and IV will therefore account for the way in which the natural order in the improvement of nations that is the analytical object of Books I and II has in practice been subverted.

Book III deals with the historical reasons for this, following the fall of the Roman Empire. Chapter II describes the lack of incentive to agricultural investment: lands left barren were taken over by great proprietors who were not great improvers, being more concerned with feuding, the acquisition of territory, ornament and display (III.ii.7). Where slaves were employed, matters were worse, since work can be squeezed out of the slave “by violence only, and not by any interest of his own” (III.ii.9). The development of sharecropping, as in France, introduced another class of agricultural labourers without any real interest in the improvement of land, the addition of labour services and taxation providing further discouragement (III.ii.18).

Chapter iii then turns to the progress of cities and towns. While initially in very poor condition, their inhabitants “arrive at liberty and independency much earlier than the occupiers of land in the country” (III.iii.3). “Order and good government, and along with them the liberty and security of individuals”, arrived in the towns much earlier than in the country (III.iii.12). This difference led the inhabitants of those towns on coasts or rivers to look more to foreign parts for their subsistence than to their immediate hinterland, the Italian cities being the first in Europe to have been “raised by commerce to any considerable degree of opulence” (III.iii.13). Subsequent changes in taste and fashion altered domestic manufactures, which might work up local raw produce but which might also work with imported raw materials, like the silks of Lucca and Lyon (III.iii.19). Generally speaking, importation preceded local production.

This then led to the final step: the stimulus to local raw materials given by such refined manufacturing. The improvement of agriculture therefore followed on from investment in manufacture and commerce, rather than preceded it (III.iv.1–4). “Order and good government” were introduced into the countryside under the impulse of commerce and manufacture, the most important of all their effects: “Mr. Hume is the only writer who, so far as I know, has hitherto taken notice of it” (III.iv.4). This interaction between landed proprietors and urban manufacturers, “two different orders of people, who had not the least intention to serve the publick”, thus brought about “[a] revolution of the greatest importance to the publick happiness” (III.iv.17). This is, however, a reversal of the “natural” course of development (III.iv.18): “It is thus that through the greater part of Europe the commerce and manufactures of cities, instead of being the effect, have been the cause and occasion of the improvement and cultivation of the country.”

This “unnatural” developmental path brings with it other problems, however. Compared with the North American colonies, the growth of population is hindered in Europe by the way that laws of inheritance keep land off the market, and so increase rents and prices. Restrictions on the import of cattle and grain are imposed, conferring a monopoly upon domestic agricultural producers. In England this had secured the independence of the farmer; France was, however, a different story, as were the cases of Portugal, Spain and Italy. Legislation that favours commerce and manufactures cannot secure the long-run development of domestic capital in the way that investment in cultivation can (III.iv.24); and from this point Smith then turns to the critique of legislation in Book IV – of the “system of commerce”, which is described at the close of the brief introduction to Book IV as “the modern system”.

“Book IV. Of Systems of Political Œconomy” (pp. 428–688)

Smith was hostile to “men of system”, to “projects” and “projectors”, and so the title of Book IV has a particular significance. The introduction opens by stating that political oeconomy is a branch of the “science of a statesman or legislator”, aiming to show how the people of a nation might gain an income and so support themselves, and how “the state or commonwealth” might derive from their activity a revenue sufficient for public services. Strictly speaking, then, Smith has already covered the first point in Books I and II, and will turn to the second in Book V. This implies that Wealth of Nations presents his own “system”: the “system of natural liberty”. Meanwhile, he aims in Book IV to deal with “two different systems of political oeconomy”: one “the system of commerce, the other that of agriculture” (IV.Introduction.1–2).

Book IV is a long book. The “agricultural system” is dealt with only in the ninth and last chapter, while the preceding eight are freighted with instances and examples elaborating points made in the first chapter, but which overall rather conceal the simplicity of Smith’s argument: that legislation seeking to promote trading interests can only imperfectly advance the wealth of a nation, and is most likely to enrich those who propose such measures. He begins in chapter i from the familiar misconception that wealth consists in money and silver (and not therefore in labour). The idea that a country grows rich by amassing money is based, however, on a false analogy between the wealthy individual and the public interest. At (IV.i.7) Smith makes a rare allusion to the earlier literature, pointing out that Thomas Mun’s England’s Treasure by Forraign Trade (1664) draws a false analogy between the operations of foreign trade and those of agriculture. Mun had suggested that foreign trade was comparable to the husbandman sowing seed in the autumn: by promoting the export of goods a positive balance of trade was maintained that drew gold and silver into the country. These arguments favouring a positive balance of trade were, Smith argued, “partly solid and partly sophistical” (IV.i.9). They were well founded where private people found advantage in exporting silver and gold in return for imported goods, but they were “sophistical” where it was supposed that this required greater “attention of government” than the preservation or augmentation of useful commodities that “freedom of trade, without any such attention, never fails to supply in the proper quantity” (Ibid.).

All the same, these arguments convinced those to whom they were addressed (IV.i.10):

They were addressed by merchants to parliaments, and to the councils of princes, to nobles and to country gentlemen; by those who were supposed to understand trade, to those who were conscious to themselves that they knew nothing about the matter. That foreign trade enriched the country, experience demonstrated to the nobles and country gentlemen, as well as to the merchants; but how, or in what manner, none of them well knew. The merchants knew perfectly in what manner it enriched themselves, It was their business to know it. But to know in what manner it enriched the country, was no part of their business.

Mun’s proposition that as the source of wealth became a “fundamental maxim in the political œconomy, not of England only, but of all other commercial countries”, to the neglect of inland trade where an equivalent investment yielded a greater return and provided most employment (Ibid.).

While it was true that a country needed gold and silver, and in the absence of mines of its own had to draw upon foreign sources, it was not the business of government to lend support to this: “we trust with perfect security that the freedom of trade, without any attention of government, will always supply us with the wine which we have occasion for”, in the same way that we can trust that a country will be supplied with sufficient gold and silver (IV.i.11). This is regulated by the “effectual demand” in a country (IV.i.12), not by the actions of governments. Smith refused to be detained by seeking to prove that wealth was not money, but rather what money purchases (IV.i.17): accumulating an unnecessary amount of gold and silver “is as absurd [an idea] as it would be to attempt to increase the good cheer of private families, by obliging them to keep an unnecessary number of kitchen utensils” (IV.i.19). Foreign trade is important, not because of the flows of gold and silver it occasions, but because it provides a market for the products of land and labour that are domestically in surplus, for which there is therefore no demand, importing something for which there is a domestic demand (IV.i.31).

Book IV, chapter i is lengthy, but in conclusion Smith notes that while some of the “best English writers upon commerce” do set out by acknowledging that the wealth of a country lies not in gold and silver but in its “lands, houses and consumable goods”, they subsequently drift into the presumption that the accumulation of bullion is the true object of trade (IV.i.34). The policy prescriptions that result from this are of two kinds: those that restrict the import of goods for domestic consumption, and those that seek to expand the export of domestic production. He then lists the various measures under these heads: restraints upon the importation of foreign goods that could be produced at home (chapter ii); restraints upon imports of goods from countries with whom the balance of trade was supposed to be disadvantageous (chapter iii); the encouragement of exports through drawbacks, i.e. tax reliefs for exported goods (chapter iv); bounties or export subsidies (chapter v); advantageous treaties (chapter vi), which includes the Methuen Treaty between England and Portugal in its entirety (IV.vi.4–6); and the establishment of colonies (chapter vii) (IV.i.36–44) These are the “six principal means by which the commercial system proposes to increase the quantity of gold in any country by turning the balance of trade in its favour” (IV.i.45).

These six chapters contain much interesting material, but for the most part substantively elaborate and repeat points already outlined in the first chapter: reiterating the distinction between private and public wealth; that the unfettered pursuit of private interest rather than its direction by government is the true path to wealth; the need to distinguish individual interest from the public interest; the importance of investing capital to maintain the greatest amount of productive labour in a country; and a focus upon the products of land and labour as the real nature of wealth. Linking the second and third ideas, we find in chapter ii the sole instance in Wealth of Nations where the “invisible hand” makes its appearance, where an individual, intending only his own gain, is “led by an invisible hand to promote an end which was no part of his intention” (IV.ii.9). Adding that “[b]y pursing his own interest he frequently promotes that of the society more effectually than when he really intends to promote it”, Smith simply reiterates a common theme running right through Book IV.

The discussion of colonies in chapter vii is, however, distinct, leading as it does to the conclusion that Great Britain derives “nothing but loss” from its colonies (IV. vii.c.65), a conclusion that points to the closing paragraph of Book V and which is here extended into consideration of the fiscal and representational issues that led to the American War of Independence. Smith suggests it is unlikely that colonial assemblies would ever levy taxes sufficient both to support their own expenditure and to make a suitable contribution to the general expenses of the British government: this was a problem where distance, numbers and variety would together exceed the managerial capacity of a sovereign (IV.vii.c.69). And we might also note the conclusion he drew from this (IV.vii.c.70):

The colony assemblies, besides, cannot be supposed the proper judges of what is necessary for the defence and support of the whole empire. The care of that defence and support is not entrusted to them. It is not their business, and they have no regular means of information concerning it. The assembly of a province, like the vestry of a parish, may judge very properly concerning the affairs of its own particular district; but can have no proper means of judging concerning those of the whole empire.

In his remarks on the mechanics of representation and decision-making that follow, Smith sketches conceptions of parliamentary sovereignty and its limitations that appear to have long gone unrecognized, and which are indicative of what might have been contained in his arguments about law and government. Moreover, the Wealth of Nations was published in March 1776, and the Declaration of Independence was in July 1776; and when considering arguments about the representation of American colonists at Westminster Smith proceeded to the following observation (IV.vii.c.79):

The distance of America from the seat of government, besides, the natives of that country might flatter themselves, with some appearance of reason too, would not be of very long continuance. Such has hitherto been the rapid progress of that country in wealth, population and improvement, that in the course of a little more than a century, perhaps, the produce of American might exceed that of British taxation. The seat of the empire would then naturally remove itself to that part of the empire which contributed most to the general defence and support of the whole.

The two greatest events in the history of mankind, he went on, were the discovery of America and that of the passage to India via the Cape of Good Hope; but in the two or three centuries that had elapsed since those events, “it is impossible that the whole extent of their consequences can have been seen” (IV.vii.c.80). The world had become more connected as a result, with consequent advantages to all. But so far, the “natives of the East and West Indies” had suffered nothing but loss from this. Nonetheless, this was more by accident than design; at the time, Europeans were in the ascendant, so they could “commit with impunity every sort of injustice in those remote countries”. But this ascendancy would weaken, and the world “may arrive at that equality of courage and force which, by inspiring mutual fear, can alone overawe the injustice of independent nations into some sort of respect for the rights of one another” (IV.vii.80).

In the first and second editions the argument then lurched straight into a consideration of the “Agricultural School”, but in the third edition Smith added a concluding chapter that pulled the separate threads of the preceding chapters together into a “Conclusion of the Mercantile System” that is notable first of all for a detailed review of English legislation absent from the foregoing. The chapter concludes with the reiteration that (IV.viii.54):

It cannot be very difficult to determine who have been the contrivers of this whole mercantile system; not the consumers, we may believe, whose interest has been entirely neglected; but the producers whose interest has been so carefully attended to; and among this latter class our merchants and manufacturers have been by far the principal architects.

After some 140 pages devoted to the mercantile system, attention then shifts in a final chapter of 25 pages to the “agricultural system”.

As we have seen, Smith is clear that land and labour are the source of wealth; the agricultural system, by contrast, represents land as the unique source of wealth. But since this system “never has done, and probably never will do any harm in any part of the world” (IV.ix.2), he can deal with it much more briefly. In paragraph 3 the policies of Colbert are assimilated to “the prejudices of the mercantile system”, preferring “the industry of the towns above that of the country”. The physiocrats, as we now refer to them, had gone completely in the opposite direction, and he first outlines the system as represented by the Tableau Économique (IV.ix.10–14), then objects to the idea that manufacturing labour is treated as unproductive. While Smith’s criticisms of physiocracy are the standard ones of the time,10 he points out that the relationship between manufacturing and agricultural sectors is not simply one within nations, but also one between nations; so that the maintenance of such workers in Holland or Hamburg is provided by the cultivators of other countries (IV.ix.18). The perfect freedom of trade between countries, he argues, would therefore promote agriculture elsewhere, not limit it (IV.ix.20–26). In this chapter, therefore, Smith presents positive arguments for free trade in all goods between nations.

Then Smith moves into a central argument: that “perfect liberty” is required for the schema outlined in the Tableau Économique to function, any infringement diminishing the wealth produced. Not so, he argues; this is like the idea that the perfect health of a person can only be maintained by the most precise and exacting of regimens, and observation suggests that in fact perfect health can be maintained with a wide variety of regimens. Quesnay, he suggests, seems to have overlooked the fact that in a body politic the “natural effort which every man is making to better his own condition” can offset the bad effects of policy that might retard the progress of a nation, but which is unlikely to stop it altogether (IV.ix.28): “If a nation could not prosper without the enjoyment of perfect liberty and perfect justice, there is not in the world a nation which could ever have prospered.” But having stated clearly this very important principle, contrasting the prescriptions of theorists to the pragmatics of governance, Smith shifts straight back to his critique of the physiocratic system’s distinction of productive from unproductive labour.

He then sums up as follows (IV.ix.38):

This system, however, with all its imperfections is, perhaps, the nearest approximation to the truth that has yet been published upon the subject of political oeconomy. … Though in representing the labour which is employed upon land as the only productive labour, the notions which it inculcates are perhaps too narrow and confined; yet in representing the wealth of nations as consisting, not in the unconsumable riches of money, but in the consumable goods annually reproduced by the labour of the society; and in representing perfect liberty as the only effective expedient for rendering this annual reproduction the greatest possible, its doctrine seems to be in every respect as just as it is generous and liberal.

But then again Smith shifts quickly away from this important point into a discussion of those societies that have, unlike Europe, favoured agriculture over manufactures: China, ancient Egypt, India, perhaps ancient Greece and Rome. Seven pages are devoted to these ruminations before he gets back to the point: the restraints upon manufacture that the physiocrats propose as a means to further agriculture, measures which are perhaps “more inconsistent than even the mercantile system” (IV.ix.49). And from a discussion of the way in which the two systems of political œconomy have sought to promote wealth he arrives at his central proposition (IV.ix.51):

All systems either of preference or of restraint, therefore, being thus completely taken away, the obvious and simple system of natural liberty establishes itself of its own accord. Every man, as long as he does not violate the laws of justice, is left perfectly free to pursue his own interest his own way, and to bring both his industry and capital into competition with those of any other man, or order of men. The sovereign is completely discharged from a duty, in the attempting to perform which he must always be exposed to innumerable delusions, and for the proper performance of which no human wisdom or knowledge could ever be sufficient; the duty of superintending the industry of private people, and of directing it towards the employments most suitable to the interests of the society.

The sovereign has only three duties: defence; upholding the rule of law and securing the protection of every member of society from injustice or the oppression of others; and maintaining public works and institutions “which it can never be for the interest of any individual, or small number of individuals, to erect and maintain”, there being a discrepancy between the benefit that they would draw as individuals and that which society would gain.

And so Smith’s statement of his “system of natural liberty” comes at the end of Book IV, and is only articulated as a means of making the transition to the final book: on how the state is to fund its duties.

“Book V. Of the Revenue of the Sovereign or Commonwealth” (pp. 689–947)

Book V is by far the longest of the five books but consists of only three chapters: the expenditures of the sovereign, sources of revenue, and public debt.

The income of the sovereign has two sources: from land or property belonging to the sovereign, and from the people. The first is dealt with very quickly, before attention is turned to taxation. Smith laid down four enduring principles: that the tax levied upon the person be proportionate to their ability to pay; that tax due be certain as to timing and manner of payment, and the amount payable; that taxes be levied in a time and manner suited to the contributor; and that taxes be as low as is possible (V.ii.b.3–6). There then follows an exhaustive review of forms of taxation in the light of these principles.

The third chapter opens with a discussion of the dispositions to save and to spend that draws upon the arguments of Theory of Moral Sentiments, first suggesting that a sovereign is no less distracted by frivolities and trinkets than his subjects, so that at best “his ordinary expence becomes equal to his ordinary revenue” (V.iii.3). The failure to set anything aside for defence means that when war looms debts are contracted. The ability of the sovereign to borrow presumes that the lenders have confidence in the state, and indeed, “commerce and manufactures can seldom flourish long in any state which does not enjoy a regular administration of justice, in which the people do not feel themselves secure in the possession of their property, in which the faith of contracts is not supported by law” (V.iii.7). Hence in such a state merchants and manufacturers will be prepared to lend to the state, since this does not impair their ability to carry on their own business; indeed, they further their business by lending money at interest to the state.

Smith’s perspective upon all this is quickly made clear: “the enormous debts which presently oppress, and will in the long-run probably ruin, all the great nations of Europe” (V.iii.10) are unfunded, without collateral; and this opens the way into a detailed outline of the development of British public debt (V.iii.11–33) to which some comments about France are then added before Smith resumes the history of British public debt (V.iii.41–6). The argument that public debt is owed to the nationals of a country is dismissed, firstly by arguing that “the Dutch, as well as several other foreign nations” own large parts of British debt (V.iii.52), and then more importantly by examining the impact of debt and interest payments on the industries of town and country, and its connections to the incidence of taxation. The chapter, as well as the book, concludes with a consideration of the colonies as sources of income, returning to arguments already encountered in Book IV about the responsibilities of government and the difficulties of securing adequate payment for these from colonial administrations. In a final paragraph Smith draws the conclusion that, in the absence of adequate revenue, the only remedy is the reduction of expense, and that the greatest reduction of expense would be a divestment of the colonies (V.iii.92):

The rulers of Great Britain have, for more than a century past, amused the people with the imagination that they possessed a great empire on the west side of the Atlantic. This empire, however, has hitherto existed in imagination only. It has hitherto been, not an empire, but the project of an empire; not a gold mine, but the project of a gold mine; a project which has cost, which continues to cost, and which, if pursued in the same way as it has been hitherto, is likely to cost immense expence, without being likely to bring any profit.

And so it is up to “our rulers” either to realize this dream or give it up; Great Britain should free herself of the costs of defending and maintaining these colonies, and “endeavour to accommodate her future views and designs to the real mediocrity of her circumstances”. This is the closing line of Wealth of Nations.

5. Questions for discussion

	Why does Smith begin Wealth of Nations with a discussion of the division of labour and not with an exposition of “value”?

	Why should we need to look to Theory of Moral Sentiments to find Smith’s arguments about human self-interest? Why are they of such great importance for the explanation of the wealth of a nation?

	What is “unnatural” about the “retrograde order”?
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Lecture 5

The Political Economy of Malthus and Ricardo

1. Aims of the lecture

	To demonstrate that the English political economy developed by Robert Malthus and David Ricardo in the early 1800s radically truncated the framework laid out by Adam Smith’s Wealth of Nations, reducing political economy to a set of abstract principles about value, price and distribution.

	To show that the analytical framework constructed in the early 1800s was in part a response to the dual shocks of war and population increase in a predominantly agrarian economy.

	To show that the more coherent this analytical framework became, the less useful it was as a means of accounting for developments in the contemporary economy; and that attention was increasingly directed to the former rather than the latter.



2. Bibliography

E. A. Wrigley, Poverty, Progress and Population (Cambridge: Cambridge University Press, 2004), especially chapters 6 and 8, is the most useful starting point for our purposes here in understanding the economic transformation of Britain in the later-eighteenth/ early-nineteenth century. Rather than focus on an “Industrial Revolution” that often involves an overestimation of the nature and rate of change from an agrarian to an industrial economy, Wrigley emphasizes developments in population, subsistence and energy use.

Much commentary on English political economy tends to overlook its discontinuity with previous arguments about land, labour and wealth, and sometimes imputes a consistency to it borrowed from twentieth-century economic methodology. The best introduction to English political economy remains therefore Edwin Cannan’s Theories of Production and Distribution in English Political Economy from 1776 to 1848 (London: P. S. King & Son, 1893). Cannan wrote in opposition to Alfred Marshall’s tendency to emphasize the continuity of his thinking with Ricardo; the result is a bracingly sceptical account of political economy, founded on Cannan’s wide reading of French and English economic literature from the eighteenth and early nineteenth centuries.

John Pullen’s Oxford Dictionary of National Biography entry is the most reliable point from which to start with Malthus, while for his various writings, The Works of Thomas Robert Malthus, eight volumes, E. A. Wrigley and David Souden (eds) (London: Pickering, 1986) is the most convenient source. The first edition (1798) of Malthus’s famous essay is printed in An Essay on the Principle of Population and other Writings, edited by Robert J. Mayhew (London: Penguin, 2015); although Mayhew’s own interpretation of Malthus’s work and impact should be treated with caution. The second edition of 1803 is the basis for Patricia James (ed.), An Essay on the Principle of Population; or A View of Its Past and Present Effects on Human Happiness; With an Inquiry into Our Prospects Respecting the Future Removal or Mitigation of the Evils which It Occasions, volume I (Cambridge: Cambridge University Press, 1989), this version indicating where passages from the first edition have been included, and adding in volume II variora from the 1806, 1807, 1817 and 1826 editions.

The best introduction to Ricardo is Terry Peach, “Ricardo, David”, in Oxford Dictionary of National Biography. The Works and Correspondence of David Ricardo, edited by Piero Sraffa with Maurice Dobb (11 volumes, 1951–73), is a landmark of careful, diligent and well-informed editorial work. Unfortunately, however, Sraffa believed that the successive revisions Ricardo made in published and unpublished work to his arguments were evidence of progressive refinement, rather than variations of intractable unresolved problems. This approach, seeking possible coherence rather than accounting for actual incoherence, has shaped readings of English political economy ever since. Peach’s Interpreting Ricardo (Cambridge: Cambridge University Press, 1993) discusses the more crooked path taken by Ricardo’s arguments, and the role played in this by criticism from his friend Malthus.

Among recent writing on Ricardo, Ryan Walter’s “The Enthusiasm of David Ricardo”, Modern Intellectual History (2016), 1–29 (doi:10.1017/S1479244316000044), 29 pages, is a major step forward in modern understanding of Ricardo, while Giancarlo de Vivo’s “David Ricardo’s An Essay on the Effects of a Low Price of Corn on the Profits of Stock”, History of Economics Review 62 (2015), 76–97 provides an account of the debate on protection and free trade in 1814–16. Gilbert Faccarello, “Sraffa versus Ricardo: The Historical Irrelevance of the ‘Corn-Profit’ Model”, Economy and Society 11 (1982), 122–37, assesses Malthus’s critique of Ricardo framed as a clash between two diverging conceptions of political economy. Donald Winch, Riches and Poverty (Cambridge: Cambridge University Press, 1996), provides an account of the development of political and economic ideas from Smith to Ricardo that lays more emphasis upon continuity than we do here.

3. Chronology

	1792	Beginning of French Revolutionary Wars
	1796	Napoleon Bonaparte’s first Italian campaign
	1797	Suspension of cash payments by Bank of England
	1798	Malthus, Essay on Population
	1799	9 November, Eighteenth Brumaire, Napoleon becomes First Consul
	1800	Malthus, An Investigation of the Cause of the Present High Price of Provisions
	1801	First decennial population census in Britain
	1803	Malthus, second edition of Essay on Population
	1804	Napoleon promotes himself to Emperor
	1805	Malthus appointed Professor of History and Political Economy, East India College
	1810	Ricardo on Bullion Report
	1814	Malthus, Observations on the Effects of the Corn Laws
	1815	March, Ricardo, Essay on Profits 18 June, Battle of Waterloo and end of Napoleonic Wars
	1817	Ricardo, On the Principles of Political Economy and Taxation
	1819	Ricardo, second edition of Principles
	1820	Malthus, Principles of Political Economy
	1821	Ricardo, third edition of Principles
	1823	Death of Ricardo
	1834	Death of Malthus


4. Lecture summary

The formative arguments of English political economy developed in the early nineteenth century in the context of a rising population, problematic food supply, high grain prices and a protectionist trade policy. A growing population, whose chief source of subsistence was home-produced grain, increased the demand for wheat, a demand that was in the later eighteenth century primarily met by increased domestic output. The Revolutionary and Napoleonic Wars with France that began in 1792 and ended in 1815 disrupted the existing international grain trade, prolonging a reliance on the increase of home production and so having a marked impact on domestic grain prices. This in turn brought about a distributional issue, for rising grain prices were associated with increasing agricultural rents, which in turn had an impact on agricultural profits. In order to understand these arguments we must therefore begin with some economic statistics.1

In March 1801 the first national population census for England, Scotland and Wales was conducted, following the passing in 1800 of an “Act for Taking an Account of the Population of Great Britain, and of the Increase or Diminution Thereof”, drafted and promoted by John Rickman, editor of the Commercial, Agricultural, and Manufacturers’ Magazine and later an official of the House of Commons. Not until late in the twentieth century were reliable figures for the years preceding 1801 put together from parish registers; the work of Wrigley and Schofield showed that the English population had been increasing since the mid-eighteenth century, resulting from a secular fall in the crude death rate coinciding in the 1730s with a secular rise in the crude birth rate. These combined to produce an exponential increase in the population in the latter part of the century. Figure 5.1

[image: ]

Figure 5.1 Population (millions) Population data for England (less Monmouth), 1601–1871.
Source: E. A. Wrigley and R. S. Schofield, Population History of England, 1541–1871
(Cambridge: Cambridge University Press, 1989), table A.3.1, p. 528–29.

This growing population increased the demand for the basic foodstuff, wheat. The same kinds of arguments outlined in lecture 2 with respect to food supply in eighteenth-century France still applied to Britain in the early nineteenth century. Although cotton imports began to increase in the 1780s, Britain remained a predominantly agrarian economy well into the 1820s, wheat being a staple crop grown to feed the domestic population. As can be seen from the following figure, while from the 1770s onwards Britain did become a net importer of grain, domestic output expanded considerably and so the structural shortfall was at first relatively small, although increasing. Figure 5.2
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Figure 5.2 Corn output and consumption in England and Wales, 1700–1820.
Source: P. Dean and W. A. Cole, British Economic Growth, 1700–1831
(Cambridge: Cambridge University Press, 1967), 65.

Consumption increased dramatically during the last two decades of the eighteenth century; wartime conditions from 1793 onwards would have also put upward pressure on domestic grain prices. As figure 5.3 shows, increased domestic demand for grain was reflected not only in increased prices but in significant price volatility from year to year.

The peak price recorded here is 1800, the year that Malthus published his Investigation of the Cause of the Present High Price of Provisions. Also evident is that in 1815 grain prices continued their fall from a high in 1812, prompting parliament to revise the existing tariff on grain and resulting in a flurry of pamphlets about the relationships between prices, rents, profits and wages. By the 1820s prices had stabilized around the same level that they had been before 1790, reaching a floor of 44s. 7d. per quarter in 1822 and a high of 70s. 8d. per quarter in 1839.
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Figure 5.3 Wheat prices, Winchester College series, 1790–1817.
Source: W. Beveridge et al., Prices and Wages in England from the Twelfth to the Nineteenth Century (London: Longman, 1939), 84.

This lecture will focus on the work of Malthus and Ricardo during the first two decades of the nineteenth century; lecture 6 broadens the focus to Continental Europe and North America in the early nineteenth century, and then in lecture 7 we return to the development of political economy in Britain after the death of Ricardo in 1823. We do neglect one important dimension of the early years of the nineteenth century: the cultural–political significance of political economy. By the mid-1790s the Smithian analysis of commercial society had become the property of radicals who, like Godwin, were moderate supporters of the French Revolution. Adam Smith’s arguments thus came to be seen domestically as part of a dangerous radicalism; political repression extended into the 1820s, symbolized by the Peterloo Massacre of August 1819, in which 15 people were killed by cavalry dispersing a demonstration in Manchester demanding political reform.2 It could be argued that the abstract and restricted scope of English political economy that we expose in the following can be read as a politically prudent response to these oppressive circumstances.

(Thomas) Robert Malthus (1766–1834)

Robert Malthus was the son of Daniel Malthus, friend of David Hume and Jean-Jacques Rousseau. During 1782 and 1783 he attended the Dissenting Academy at Warrington, then, following its closure, he was tutored by Gilbert Wakefield, a Unitarian and former classical tutor at Warrington. In 1784 Malthus entered Jesus College, Cambridge, graduating in mathematics in 1788. The following year he took orders in the Church of England, becoming a curate in a Surrey parish until, in 1805, he was appointed Professor of Political Economy and History at the new East India College in Hertford: the first professorial appointment in Britain. In 1811 he came into contact with David Ricardo after reviewing the latter’s pamphlet on the Bullion Report in the Edinburgh Review; they became good friends and frequent correspondents, given that Malthus lived in the new college at Haileybury, north of London, and Ricardo lived in London and Gloucestershire.

Malthus came to public attention with his first venture into print, Essay on the Principle of Population, but his profile as a political economist is more obvious in his Investigation of the Cause of the Present High Price of Provisions (1800), directed against the prevailing system of poor relief. For his teaching at East India College he used Smith’s Wealth of Nations; for many years he planned to produce his own edition of the work but he was distracted by the demands of his college and nothing ever came of this. He eventually published his own Principles of Political Economy in 1820, but by this time his Anglican beliefs and conservative politics set him apart from the developing interest in political economy among Radical circles, which included a young John Stuart Mill.

“Essay on the Principle of Population as It Affects the Future Improvement of Society” (1798; new edition 1803; revised 1806, 1807, 1817, 1826)

Malthus explains in his preface to the Essay that he began writing in response to William Godwin’s essay “Avarice and Profusion”, and both his intentions and his arguments become clearer if we take up this lead, rather than relate Malthus’s Essay to Godwin’s major work Political Justice. Godwin asked in his essay whether the actions of an avaricious man were more beneficial to society than those of a spendthrift, developing arguments about national wealth and inequality that were continuous with the arguments advanced by Adam Smith. Godwin was of the (Smithian) view that human wants were limited, and that the labour needed to supply them could, without great loss, be shared between rich and poor; human inequalities, and also inequalities of wealth, could be countered with an equality in the sharing of the (limited) burden of the production of subsistence. Malthus’s critical strategy was to show that subsistence production inevitably constrained population growth, which increased the amount of labour required for production while at the same time tending to impoverish those who worked at subsistence production. What was novel about his Essay was not the link he made between population and subsistence, but the mechanism and argument he put forward concerning the inevitability of inequality and poverty.

Chapters I and II of the 1798 version of Essay on Population state the well-known principle of geometric population increase limited by the arithmetical increase of means of subsistence. These principles are in fact merely hypotheses, upon which he then builds further hypotheses about checks to population increase. Nevertheless, the point of Malthus’s argument is to explain not population growth, but instead the lack of such growth owing to presumed “checks”, such as the postponement of marriage; while a “positive check” chiefly confined to the “lowest orders of society” took the form of pauperism, starvation and infant mortality.3 This latter point is immediately followed by an argument concerning the shortcomings of efforts to relieve distress, rehearsed again two years later in his pamphlet An Investigation of the Cause of the Present High Prices of Provisions (1800).

Since the Elizabethan Poor Law of 1601 poor relief in England had been a parish responsibility, mainly taking the form of the distribution of food and money to the unemployed and those too old to work (outdoor relief), and in some cases confining those without work to a “house of industry” and providing the elderly with almshouses (indoor relief). During the Napoleonic Wars an informal modification of this system developed whereby the working poor were subsidized by the parish (the Speenhamland System). While it is this latter system that occasioned Malthus’s pamphlet, his arguments were directed against poor relief in general. He opposed the practice on the grounds of its lack of efficacy in relieving poverty: whether the poorest had 18 pence or 5 shillings, they would still “be reduced to live on the hardest fare and in the smallest quantity”.4 The Poor Laws functioned to promote pauperism rather than alleviate it, he argued; it made the poor dependent on subsidies, and without the perverse effects of the Poor Laws, “the aggregate mass of happiness among the common people would have been much greater that it is at present”.5 Fortunately, Malthus concluded, the distress suffered by the lower classes is so great that it outweighs the malign effect of the Poor Laws, on balance contributing to the limitation, rather than the growth, of a pauperized population. And for good measure, he concludes: “To those two great checks to population, in all long occupied countries, which I have called the preventive and positive checks, may be added vicious customs with respect to women, great cities, unwholesome manufactures, luxury, pestilence, and war.”6

As Malthus makes clear in the opening lines of the final chapter of the first edition, the “sorrows and distresses of life”7 are a necessary part of human existence, ordained by God to promote Christian virtue and the practice of benevolence. Whereas Adam Smith pointed to the Providentialism in which man’s status-seeking behaviour produced not happiness for the status-seeker but wealth for the society at large, Malthus constructs a full-blown theodicy in which the providential hand of God places evil in the world in order to help men to do better. Prosperity tends “rather to degrade than exalt the character”;8 to learn how to be good, man must witness evil. And it is in this context that Malthus returns to the issue of inequality and the perfection of society, raised by his reading of Godwin and to which he responded by elaborating his system of positive and preventive checks on population growth. Inequality might well be considered an evil, according to Malthus, but it was a necessary evil inasmuch as its existence was part of God’s plan. He emphasizes this in the closing lines of the first edition of the Essay:

Evil exists in the world not to create despair but to create activity. We are not patiently to submit to it, but to exert ourselves to avoid it. It is not only the interest but the duty of every individual to use his utmost efforts to remove evil from himself and from as large a circle as he can influence, and the more he exercises himself in this duty, the more wisely he directs his efforts, and the more successful those efforts are, the more he will probably improve and exalt his own mind and the more completely appear to fulfil the will of his Creator.9

In the Essay’s second edition of 1803 Malthus introduced a lengthy review of “checks to population” in different parts of the world, making up a total of 19 of the 25 chapters of Books I and II. The 1817 edition also contained a revision to the treatment of the relation of agriculture to commerce in Book III that reinforced a shift, already evident in the 1803 edition, towards an assessment of the balance between manufacturing and agricultural output in a commercial state. There is in the successive editions an increasing emphasis on the merits of agricultural protection and the poor prospects for an economy that sought to maintain its population by exporting manufactures to pay for the import of foodstuffs.

Malthus not only revived old arguments in the face of developments that would prove them outdated: his analysis of population was equally misguided. The English population had entered a phase of rapid growth in the mid-eighteenth century without there having been any directly related increase in mass impoverishment. During his lifetime there were four national population censuses recording a rapidly rising population, but he considered this secular trend to be a temporary fluctuation.10 The first decennial national census of 1801 showed a population of 10.9 million, living in 1.8 million houses. In 1811, 12.6 million persons were recorded. In 1821, 14.4 million persons were registered, and it was established that 50 per cent of the population was below the age of 20. The 1831 census recorded 16.54 million persons living in 2.85 million dwellings. Around 1800 the English population was growing exponentially: by mid-century the population of Great Britain and Ireland had doubled and by the end of the century it had quadrupled. While widespread poverty remained, the rapid urbanization of the British population was predicated on imported foodstuffs: exactly what Malthus had argued against.

His Investigation of the Cause of the Present High Price of Provisions (1800) continued the arguments developed in the Essay by proposing that subsidizing the poor when prices were high would simply add to excess demand and so drive prices higher. He ruled out the popular explanation of high prices as the result of speculation in grain; he argued instead that the price of grain had been raised by the market, functioning to distribute grain through the year from harvest to harvest.11 Efforts to improve the condition of the poor through parish relief, he argued, only increased the price of staple foodstuffs since the supply of grain was fixed in the short run. He also assumed that there was a fixed sum available for wages, and that the more numerous the workers, the lower the average wage.

The Corn Laws and agricultural protection12

The rapid increase in population and the onset of war combined to drive the domestic price of grain up, rekindling arguments about food security and protection. Comparing statutory levels with actual annual prices shows that the upshot before 1814 was to ban exports and lightly tax imports, while in 1815 imports were in practice severely limited. This imposed high costs on consumers, and protected the rental incomes of landowners, so that arguments about free trade versus protection now took the form of arguments about distribution between rents, profits and wages.

		Export
	Import

	1773 Law
	All exports banned when prices were at or above 44s. a quarter; a 5s. bounty levied when prices were under 44s.
	6d. duty levied on imports at or above 48s.; a 17s. duty levied when prices between 45s. and 47s.; a 22s. duty levied under 44s.

	1804 Law
	Exports prohibited above 54s.; free of duty between 49s. and 54s.; 5s. premium paid when price at or below 48s.
	7½d. duty levied at or above 66s.; 3s. 1½d. duty levied when prices between 63s. and 65s.; 30s.¾d. duty under 63s.

	1814 Law
	All duties and bounties repealed
	
	1815 Law
		Free of duty at or above 80s.; prohibited below 80s.



Table 5.1 Summary of corn law legislation.

The linkage of grain prices to short-run supply that Malthus had made in 1800 was generalized in a review of arguments for protection and free trade that he published in 1814. Pointing out that in 1814 European prices were about half prevailing British prices, “few things seem less probable, than that Great Britain should naturally grow an independent supply of corn”.13 Furthermore, manufacturing prosperity was adding to the pressure of domestic demand, so that only by keeping its prices above the European average might Britain supply itself. While some had justified protection to agriculture on the grounds of food security, Malthus discounted this and instead laid emphasis on the balance between manufacturing and agricultural output in a commercial state, and the possible impact of protective tariffs on grain. He foresaw that a growing proportion of a manufacturing population might be fed by grain imports paid for by manufactured exports, but he considered too great a preponderance of a manufacturing population to be undesirable. The “general superiority” of a manufacturing state over an agricultural state was “incontestable”, infusing “fresh life and activity into all classes of the state”, stimulating invention, encouraging science and the useful arts, and inspiring “a taste for conveniences and comforts among the labouring classes”. But the manufacturing system should “not be carried to excess”, and he concluded that for the general happiness and “security … of the lower classes of people in this country” it was desirable that the development of agriculture should keep pace with manufactures, even at the cost of some growth in the latter. It was, however, a different question whether the “natural course of things” should be interfered with to bring about such a result.14

In 1814 Malthus presented both the advantages and the disadvantages of protection to agriculture, while at the same time elaborating his preference for “balanced growth” that would probably require some form of tariff. In 1815 he defined his position more sharply: on 3 February he published an account of the mechanisms linking prices, rents and profits absent in 1814; and on 10 February he recapitulated his earlier arguments, this time opting clearly for protection. On 17 February a revision was debated in parliament, and on 10 March it was put into force. Ricardo’s own Essay on Profits was not published until 24 February; this was primarily a theoretical response to Malthus, rather than an independent appraisal of trade policy.

The relation of rents to prices had only been touched on in passing by Malthus in 1814; now he set about rebutting the idea that rent on land was the result of a monopoly, and accounting both for its existence and level. He did so by introducing the idea of a differential rent: once the best land has been taken into cultivation, production can only be expanded by exploiting other less fertile or more distant land. This new land at first yields no rent, but assuming that all produce sells for the same price, this gives rise to a rent on the better land, where the cost of production is lower. In time, cultivation is extended:

And, at every step, it is clear, that if the price of produce does not fall, the rents of land will rise. And the price of produce will not fall, as long as the industry and ingenuity of the labouring classes, assisted by the capitals of those not employed upon the land, can find something to give in exchange to the cultivators and landlords, which will stimulate them to continue undiminished their agricultural exertions, and maintain their increased excess of produce.15

Here, then, Malthus can elaborate his existing arguments about increasing population, the consequent increased demand for food, the increased price of raw produce, and the consequent increase of agricultural investment; and he also added an explanation of how these factors drive up the rental payments farmers make to landlords: the better the quality or location of land, the higher the rent. Given a uniform market price for raw produce, this enables domestic producers with differing costs of production to sell their produce at a uniform market price. Corn was a special product: for if the price of a manufactured good fell, its production would cease; while if the price of corn falls, only the quantity produced would fall, land being taken out of cultivation. And in turn the quantity required is linked to the size of the population in the short run and its rate of growth in the long run.

Malthus then published a separate defence of protection, pointing to evidence that a falling price for grain resulted in poorer land being taken out of cultivation, impeding further improvement to agriculture, and with consequent loss of existing investment. As before, he did not seek to argue directly for either protection or free trade, but between a system of restrictions that would mostly render Britain independent of foreign supply, and a system of “restricted importations, which alone it is in our power to obtain under the existing laws of France”.16 Enumerating the defects of each option,17 he concluded in favour of a tariff (of about 80s a quarter), remarking in closing that while it was not the business of government to secure to any class of its subjects a particular rate of profit, securing an independent supply of grain was certainly part of its business.

These arguments were quickly taken up by Ricardo and turned into a more abstract form whose concern was not how the “greatest portion of wealth and happiness may be steadily secured to the largest mass of people”,18 but the theoretical possibility of a future stationary state in which the rate of profits fell to such a level that investment in economic activity ceased.

David Ricardo (1772–1823)

David Ricardo was the son of an Amsterdam Sephardic (Iberian) Jew who had settled in London around 1760 and made a fortune on the stock exchange; he was educated at Talmud Tora in Amsterdam for two years from the age of 11 and he entered his father’s business at the age of 14. In 1793 he married the daughter of a Quaker surgeon, renouncing his Jewish faith and becoming a Unitarian, the Christian faith shared by many liberal reformers. By 1801 he was a member of the Stock Exchange Committee for General Purposes, and he dealt on his own account as a jobber (a financial intermediary in the exchange) until 1819, in the process becoming a wealthy man. In 1814 he acquired Gatcombe Park near Stroud, dividing his time between the country and his London residence in Upper Brook Street. In 1819 he became a member of parliament by purchasing the seat for Portarlington, Ireland: a borough with 12 electors that he never visited. He did become active in the Commons, contributing to parliamentary debates on economic matters, his last contribution being related to a plan for a national bank.

Ricardo began his new career as a writer on political economy with a pamphlet on the depreciation of banknotes in relation to gold. Faced with rapidly diminishing gold reserves in 1797, the Bank of England had suspended its readiness to convert paper into gold, and until 1821 Britain had de facto a paper currency. The High Price of Bullion, a Proof of the Depreciation of Bank Notes (1810) argued that the reason for the depreciation of paper currency was a lack of restriction on their issue by the Bank of England. Original in his treatment was the linkage of the value of a circulating medium to the progress of wealth in different nations, and the impact of differential rates of depreciation on commercial relations between countries. The Parliamentary Bullion Report of August 1810 broadly endorsed Ricardo’s analysis; Malthus’s review of the pamphlet in the Edinburgh Review brought the two into contact and initiated a correspondence that lasted until Ricardo’s early death in 1823 from septicaemia, brought on by an ear infection.

Ricardo’s correspondence with Malthus in 1813 shows that his chief concern regarding agriculture was the relationship between investment and the rate of profits; and by 1814 he had formulated his view that the profits of agriculture regulated the profits of all other trades. The very large harvest of 1813 and the peace of March 1814 led to a further fall in grain prices, sharpening the issue of rents, prices and profits and prompting Malthus’s 1814 essay. When, in February 1815, Malthus published his account of rent, Ricardo responded with his own Essay on Profits, incorporating Malthus’s explanation of a differential rent that compensated for differing costs of production, but adding a refutation of Malthus’s option for increased agricultural protection.

In the Essay, Ricardo works through calculations of capital invested in land, the resulting profit and rental payments in physical quantities of corn, clearly demonstrating through this abstract argument that as rental payments rose, the rate of profits declined. Malthus had defended landlords on the grounds that “there is no class in society whose interests are more nearly and intimately connected with the prosperity of the state”,19 but Ricardo drew a different conclusion:

It follows then, that the interest of the landlord is always opposed to the interest of every other class in the community. His situation is never so prosperous, as when food is scarce and dear: whereas all other persons are greatly benefited by procuring cheap food.20

The general conclusion from the 1815 Essay was that diminution in the rate of profit arising from the extension, or intensification, of agricultural production led to a general decline in the rate of profit.

James Mill21 pushed a reluctant Ricardo to extend the arguments exposed in the Essay,22 and by April 1816 Ricardo had developed a new labour theory of value based upon a conception of the “difficulty or facility of production” that could be determined independently of general exchange relationships. Printing of the first edition of his Principles of Political Economy began in February 1817 while Ricardo was still writing; indications are that the mass of material was only subdivided into chapters while it was being typeset. This would become a very different book from the Wealth of Nations: whereas Smith had crafted his text over many years, Ricardo’s manuscript was still unfinished when it became the first edition of Principles. Sraffa drew attention to the way that the core of Ricardo’s book – the first six chapters on value, rent, natural and market price, wages, and profits – were composed as commentaries on corresponding chapters in Smith’s Book I:23

	Smith WN Book I
	Ricardo Principles (first edition)

	Ch. V Of the Real and Nominal Price of Commodities Ch. VI Of the Component Parts of the Price of Commodities
	Ch. I On Value

		Ch. II On Rent
Ch. III On the Rent of Mines

	Ch. VII Of the Natural and Market Price of Commodities
	Ch. IV On Natural and Market Price

	Ch. VIII Of the Wages of Labour
	Ch. V On Wages

	Ch. IX Of the Profits of Stock
	Ch. V* On Profits

	Ch. X Of Wages and Profit in the Different Employments of Labour and Stock
	
	Ch. XI Of the Rent on Land
	


Table 5.2 Concordance of Smith and Ricardo.

The contrast between Smith and Ricardo is plain in the treatment of wages: where Smith describes variations and fluctuations in the wage level, Ricardo uses Smith’s distinction of natural and market prices to determine the wage level as the natural price of labour, bolting onto this Malthus’s conception that there is a fixed fund for the payment of wages, and then applying this idea to the distinction that Smith had originally made.

Ricardo’s book never recovered, through three editions, from the haste with which it had initially been assembled. Following the first six chapters on the key components of distribution, linked together by Smith’s sequence, there is little further attempt at logical structure. For example, chapter 7, on international trade, simply follows on from chapter 6 without comment or explanation. Then in the first edition there follow 24 more chapters, some of them dealing with taxation and here, as with the first 6 chapters, following Smith’s sequencing, in this case in WN Book V. This adds to the sense that Ricardo is more engaged in ad hoc criticism of Smith than in constructing any “system” of his own.

It also needs emphasizing that Ricardo’s critique is directed at a very small part of Smith’s arguments as developed in Wealth of Nations: a handful of chapters in Book I and some parts of Book V. The reason for this lies in Ricardo’s view that the “principal problem in Political Economy” is to improve understanding of how rent, profits and wages are distributed between “the proprietor of the land, the owner of the stock or capital necessary for its cultivation, and the labourers by whose industry it is cultivated”.24

Whereas Smith began his book by emphasizing the centrality of labour productivity to the wealth of a nation, Ricardo begins his with a chapter on value, seeking to relate the exchange of goods to the labour embodied in their production; an account that runs into trouble once he comes to consider how commodities are exchanged one for another when produced with different compositions of capital and labour.

The distributional trinity at the core of Ricardo’s thinking – workers, capitalists and landlords respectively receiving wages, profits and rents – was organized around the question of levels of investment and the rate of profit that had occupied him since 1813. By assuming that there was a fixed fund available for workers, attention was focused on the interaction of profits and rents; adopting Malthus’s argument about the source of rent in a differential mechanism, any increase in rents necessarily reduced profits. Since agricultural profits determined the general rate of profit, if the rate of growth of rents exceeded the rate of growth of output, then profits would steadily decline. The interest of the landlord was therefore in high grain prices and high rents; that of the farmer and the manufacturer in low grain prices and high profits; that of the worker in low grain prices. The politics of distribution were therefore inscribed theoretically, and conclusions for policy derived accordingly.

Nonetheless, Ricardo acquired the reputation of having developed a differential theory of rent (which he himself always stated he took from Malthus), and of having in chapter 7 of the Principles originated the principle of comparative advantage in international trade. That the point of free trade was to evade an inherent decline in the rate of profit in a closed economy was not, however, an argument explicitly made by Ricardo, but rather first by James Mill in 1821, and then in greater detail by John Stuart Mill in 1844. There is certainly a logic linking Ricardo’s arguments regarding rents, profits and wages to free trade, but it is a purely theoretical argument that lacks Malthus’s assessment of the paths that national development could take.

Ricardo’s reputation in the years following his death in 1823 emphasized the axiomatic and deductive nature of his political economy. As a member of parliament from 1819 until his death, he actively engaged in parliamentary debate and was a member of the Select Committee on Agriculture, which reported first in 1821 and then again the following year. By now, the problem was the low, rather than high, price of corn, the 1822 average price of wheat moving towards half the 1815 level. The agricultural interest blamed the low price on deflationary monetary policy, associated with a return to gold, linked of course to the issues with which Ricardo had begun his career as a political economist. He steadfastly opposed the protectionist recommendations of the committee and argued against them in the House, publishing a new pamphlet On Protection to Agriculture in April 1822, which within two months of its first appearance had to be reprinted three times. His arguments for free trade in grain, and by extension free trade as a general policy, provided systematic support to the free trade movement in Britain that eventually succeeded in its aims in the 1840s.

Malthus published his own Principles of Political Economy in 1820, and this trod the same path that Ricardo had taken: definitions of wealth and productive labour, the nature and measure of value, separate chapters on rent, wages and profits, and a concluding chapter on the progress of wealth that develops ideas taken from successive editions of his Essay on Population. These “principles” were therefore primarily limited to the production and distribution of value, with little regard to present or future policy.

Nonetheless, this is what political economy had come to by 1820: having begun in 1798 with a controversial argument about economic growth, inequality and moral order, by 1820 Malthus was reduced to adumbrating the very limited principles of value and distribution. The economic context within which this took shape was more or less incidental to the prescriptions that Malthus and Ricardo presented. Malthus continued to be associated with an argument about the limits to population growth that every census in his lifetime seemed to confute. Ricardo’s 1815 essay appeared to address contemporary argument about grain supply and the Corn Laws, but it was more a direct response to Malthus’s 1814 essay. Their complex arguments about value, prices, profits and wages become more intelligible if rewritten in algebra; scanning the early pages of Ricardo’s Principles, what is striking is the way in which we have a limited array of variables whose fluctuations can be related to other magnitudes. This then provides a clue to much modern discussion of Ricardian economics – his preoccupations made sense to twentieth-century economists who were similarly detached from policy and institutions, and so an extensive literature developed that followed Ricardo down this particular blind alley. Is this, however, all there is to political economy? Endless arguments about value and price? This was truly a dismal science, and James Mill’s work, influenced by Jean-Baptiste Say, showed the way out of it. In lecture 6 we discuss the work and influence of Say, and then in lecture 7 we show how the work of James and John Stuart Mill made it possible to escape from the limited arguments of Malthus and Ricardo.

5. Questions for discussion

	Using the figures on grain prices for the period 1790–1850 (Mitchell, British Historical Statistics, 756), discuss the development of arguments about grain prices and protection in the first half of the nineteenth century.

	Why does Malthus argue in favour of a high price for grain, and Ricardo for a low price?

	Why did Ricardo and Malthus come to attach such importance to a non-monetary measure of value?
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Lecture 6

Political Economy in Continental Europe and the United States

1. Aims of the lecture

	To broaden the perspective on the development of political economy in Continental Europe and North America during the first half of the nineteenth century.

	To emphasize the role of the work of Jean-Baptiste Say in these developments.

	To point up the leading role played by French political economy in the international development of political economy in the first half of the nineteenth century.



2. Bibliography

Schumpeter’s History of Economic Analysis is the only general text that covers early nineteenth-century Continental European political economy in any detail, although it is notable today for the scope of its coverage rather than the merits of its discussion. A preliminary overview of French and German sources can be found in Keith Tribe, “Continental Political Economy from the Physiocrats to the Marginal Revolution”, in Theodore M. Porter and Dorothy Ross (eds), Cambridge History of Science, volume 7 (Cambridge: Cambridge University Press, 2003), 154–70. Gilbert Faccarello (ed.), Studies in the History of French Political Economy: From Bodin to Walras (London: Routledge, 1998) is the most accessible modern English-language survey of French political economy; while chapters 8 and 9 of Keith Tribe, Governing Economy: The Reformation of German Economic Discourse 1750–1830, second edition (Newbury: Threshold Press, 2017), deal in detail with the early development of Nationalökonomie and the influence of Karl Heinrich Rau through to the later nineteenth century. For the United States, the best general survey remains Joseph Dorfman, The Economic Mind in American Civilization, five volumes (New York: Viking, 1946; new edition 1959).

Central to the story in this and the following lecture are the writings of Jean-Baptiste Say. For his biography see Evert Schoorl, Jean-Baptiste Say: Revolutionary, Entrepreneur, Economist (Abingdon: Routledge, 2013). The political background to his thinking is outlined in Richard Whatmore, Republicanism and the French Revolution: An Intellectual History of Jean-Baptiste Say’s Political Economy (Oxford: Oxford University Press, 2000), while Philippe Steiner, “The Structure of Say’s Economic Writings”, European Journal of the History of Economic Thought 5 (1998), 227–49, gives an overview of his political economy. For an overview of Say’s political economy combined with a selection of his writings see Cours d’économie politique et autres essais, Philippe Steiner (ed.) (Paris: Flammarion, 1996). There is now a modern reference edition of Say’s Traité d’économie politique as volume I of the Œuvres complètes (Paris: Economica, 2006).

For the development of political economy in the United States, M. J. L. O’Connor, Origins of Academic Economics in the United States (New York: Columbia University Press, 1944) provides a basic survey that remains authoritative; Paul Conkin, Prophets of Prosperity: America’s First Political Economists (Bloomington, IN: Indiana University Press, 1980) focuses more widely on the arguments advanced in the early part of the century.

3. Chronology

	1791	Hamilton, Report on the Subject of Manufactures
	1803	Say, Traité d’économie politique
	1814	Second edition of Say’s Traité
	1814–15	Congress of Vienna restores European monarchies; Louis XVIII resumes French throne
	1815	June, battle of Waterloo and exile of Napoleon to St Helena
	1821	Publication of English translation of Say’s Traité in Britain and the United States
	1826–37	Rau, Lehrbuch der politischen Oekonomie (several volumes)
	1830	July revolution in France installs Louis-Philippe as king
	1831	Say appointed to chair of political economy at Collège de France
	1832	Death of Say
	1837	Wayland, Elements of Political Economy
	1840	Proudhon, Qu’est-ce que la propriété?
	1848	Year of revolutions in Continental Europe
	1854	Roscher, System der Volkswirthschaft, Band I


4. Lecture summary

Writing in The Scotsman in 1821, J. R. McCulloch, proselytizer-in-chief for David Ricardo, dismissed Jean-Baptiste Say as a writer who had done no more than produce “a French Wealth of Nations” – hence a work in French replicating a (superseded) work written in English. While McCulloch’s own 1828 edition of the Wealth of Nations would be one of the more prominent nineteenth-century English versions of that text, it was nonetheless Germain Garnier’s 1802 French translation that had the greater impact in the first half of the nineteenth century, not only throughout Europe, where the lingua franca of the educated classes was French, but also in Britain, where Garnier’s introduction and reading guide had been translated in a cheap 1805 edition and reprinted many times since then.1

In this and the following lecture we will argue that Say’s approach to political economy was very influential in both Europe and America during the first half of the nineteenth century, also laying the foundations for the subsequent transformation of political economy. Received opinion in the history of economic thought has, however, generally endorsed McCulloch: dismissed as a popularizer and mediocre theorist, today Say is chiefly remembered only as the originator of “Say’s law”, that “supply creates its own demand”, and for his introduction of the term “entrepreneur” into economic literature. More precisely, Say argued that since products are bought with the revenues generated by their production, a general glut of goods was not possible, although this argument was disputed by Sismondi, prompting a debate that later shaped early ideas about business cycles. The fact that an English translation was published in 1821 but not reprinted might suggest a limited reception for his work; but this translation was revised and published in Boston in 1821, with 20 further editions published in Boston and Philadelphia up to 1854. Furthermore, the translation into German of Say’s Traité and the reception of that version played an important role in forming the political economy that was taught to generations of law students in German universities. This was then transported back into the American context by the new generation of American students who studied political economy in Germany during the last quarter of the century.

Biography and political context

Jean-Baptiste Say was born in 1767 in Lyon into a Protestant family prominent in local commerce. Sent to England to complete his education, he was apprenticed in Croydon (now in south London) from 1784 to 1786, in preparation for the family business. His interest in the arts and philosophy would, however, take him along a different path. On his return to Paris he became secretary to Étienne Clavière, a Protestant born in Geneva who had been involved in the creation of the short-lived Genevan Republic in 1782, and whose adherence to Rousseau’s ideas was shared by Say. By the later 1780s, however, Clavière had embraced the idea that France’s salvation lay in the establishment of a republican constitution and in the new discourse of political economy. It was from Clavière that Say learned about Adam Smith; and it was through Clavière that he gained access in Paris to a network of radical republicans. Say worked with this circle on Courier de Provence, a journal that had been the first to publish French translations of Bentham’s tracts on constitutional procedure and penal reform. As a deputy for the Legislative Assembly, Clavière was responsible for public finances from 1792 until the fall of the Girondins in June 1793; accused of being a British spy, he committed suicide in prison in December rather than face the Revolutionary Tribunal.2

As Richard Whatmore notes,3 many of Clavière’s ideas became Say’s own, but unlike his mentor he survived the Terror to become in 1794 editor of a republican periodical, La Décade philosophique, littéraire, et politique. This journalistic career was ended in 1799 when he was selected as one of the 100 members of the Tribunat in the Consular Government, a post he held until his removal in 1804 following his refusal to cooperate with Napoleon in rewriting the Traité as propaganda for the French Empire. He removed himself to the Pas de Calais, where he established a spinning mill and also worked on revisions to the 1803 edition of the Traité. This was published in 1814 when the end of Napoleon’s rule seemed certain, and in the same year he was commissioned by the new government to report on the condition of British industry. In England he renewed his acquaintance with Étienne Dumont, Bentham’s editor and translator, and with the wider Bentham circle, also meeting James Mill and David Ricardo. His report was published in 1815 as De l’Angleterre et des Anglais.4

A lifelong republican, he maintained his belief in the need for an educated citizenry throughout the Restoration, arguing that an understanding of political economy was vital to full citizenship. His Traité d’économie politique (1803) was originally composed for the purpose of public enlightenment, continuous with the republican conception of the French Revolution; but it was notable for the strong demarcation made in the introduction between economic and political analysis. There was a revised fourth edition in 1819, an abbreviated “catechism” in 1815, and a new six-volume “complete course of political economy” in 1828–9 related to his teaching at the Conservatoire Royale des Arts et Métiers from 1818 to 1832. In March 1831 Say was appointed to a new chair of political economy at the Collège de France, but was only able to teach for one year due to poor health. His death in late 1832 followed the suppression of the anti-monarchist June uprising in Paris that formed the basis for Victor Hugo’s Les Misérables, a form of radical social protest that looked back to the early years of the French Revolution, and would be replayed in 1848 and 1871.

Traité d’Économie Politique (1803)

The “Preliminary Discourse” to the Traité opens by arguing that until the work of Adam Smith confusion had existed between the science of government and a political economy that should concern itself solely with the formation, distribution and consumption of wealth. Good government, he argued, might impede or promote these processes, but good government was not their cause. He went on to argue that Smith and his successors had not, however, guarded sufficiently against a different source of confusion, failing to properly distinguish “general facts” (the action of the laws of nature) from “particular facts” (the combination of this action into many modified forms). Political economy, he maintained, addressed itself to general facts; “statistics” to the details of production and consumption in one or many nations. In his Wealth of Nations Smith had run these ideas together, so that his book became a “vast chaos of good ideas, mixed up with positive knowledge”.5 By contrast, political economy was an exact science, formed of a small number of basic principles and a number of corollaries, or deductions from these principles. This clear delineation of the task and scope of political economy was new, and would frame the development of the subject through the first half of the nineteenth century.

His book was therefore directed to the exposition of these principles, beginning with a definition of production: not the creation of an object, but the production of utility.6 And as he goes on to write in 1803, this utility cannot be measured by dimension or volume or weight, but only by the degree of its utility. As a corollary of this, consumption is the destruction of utility, not of matter.7 This simple distinction therefore broke both with Smith’s material sense of productive labour and with the subsequent attempt by Malthus and Ricardo to organize their treatment of value as an embodiment of labour in a good. The original definition of production in the 1803 edition was expanded in the 1814 edition to make the point of divergence entirely plain: “That faculty which certain objects have of satisfying the diverse needs of man one will allow me to call utility.”8 Exchange value was therefore inherently subjective, liable to fluctuate according to the forces of supply and demand independently, in the short run, of the costs of production of a good. And given this subjective orientation, there was no longer any need, as in Smith, to distinguish productive from unproductive labour in terms of whether what was produced was a material good or not. Whatever had utility for the human subject became a good. This bypassed the account of value and prices normally encountered in English political economy, which assumed that value in some way inhered in the good: that there was something inherently objective about value.

Significant also in the second edition of 1814 was the reorganization of the text into three parts under the headings that he had already used in 1803 to define political economy: Book I became “On the Production of Wealth”, Book II “On the Distribution of Wealth”, and Book III “On the Consumption of Wealth”. This basic tripartite structure would be adopted by most nineteenth-century works that presented themselves as treatises on the “principles of political economy”, starting with James Mill in 1821 and continuing with his son John Stuart in 1848 (who renamed the third part “exchange”).

Also important in this work was the audience to which the work was addressed. Smith’s Wealth of Nations was addressed to informed citizens occupying positions of power and influence, an audience to which Ricardo also addressed himself. Say, by contrast, addressed badly educated citizens whose legitimate interests had to be properly articulated if republican government was to succeed. His purpose was to expound the principles of a new science in a form accessible to a wide readership, reiterating these principles in his extensive public teaching. While Malthus was a teacher of East India Company cadets and McCulloch was first an aspirant to a chair in political economy in Edinburgh and then the founding Professor of Political Economy at the University of London (later University College) in 1828, Say lectured extensively to an interested public. This tradition continued in France after his death, and it is also significant that in 1832 the Académie des sciences morales et politiques was refounded, having been closed by Napoleon; that in 1841 the Journal des économistes, devoted to the diffusion of the principles of political economy for practical ends, began to be published; and that a Society for Political Economy was founded in 1842.

Political economy was regularly presented in courses of public lectures throughout the 1830s in France, and translations of all the major British writers were available – a translation of Ricardo’s Principles with footnotes by Say was reissued in 1835. Britain’s economic development was closely monitored, in terms of both the rapid industrialization of the economy and the extremes of wealth and poverty that this created among a population that was increasingly concentrated in towns and cities. Indeed, the term “industrial revolution” was coined by a French writer, Auguste Blanqui, in 1837, and debate over the consequences of these developments was if anything more vigorous in France than in Britain. It was in this context that Pierre-Joseph Proudhon published his book What is Property? in 1840; the book became infamous for his formulation “property is theft”. French radical writers denounced English political economy as a discourse on poverty and inequality, and the first use of the term “capitalism” to describe the contemporary social and economic order can be found in a new edition of Louis Blanc’s Organisation du travail in 1850. When Karl Marx moved to Paris in late 1843 he immersed himself in these arguments, and when he turned to study political economy for the first time in 1844, the first book he read was Jean-Baptiste Say’s Traité.9

Political economy in Germany

As noted in lecture 1, the destruction brought about by the Thirty Years’ War was met in the German states with a growing literature of counsel on the importance of a happy and prosperous population to the power of a ruler, and by the early eighteenth century texts were being published calling for the teaching of the sciences of welfare and administration (the cameralistic sciences) in German universities. Beginning in 1727, chairs were founded and textbooks composed, creating a very substantial literature on the principles of welfare and good order. An important feature of this writing was the way in which it conceived human sociability as inherently disorderly: that, in the absence of proper guidance, humans would be incapable of coordinating their actions to bring about the desired state of good order. This, it was thought, could only follow from prudent administration, and the purpose of university teaching was to train men capable of providing the staff for administrations that the realization of good order required. The economic literature produced in France, Italy and Britain had little impact; physiocracy did gain a particular following in Germany but mostly outside the universities, among the new provincial societies and clubs formed as part of the German Enlightenment. Smith’s Wealth of Nations was quickly translated, but again, only made some impact outside the established routines of university teaching.

By the 1790s, however, a modish Critical Philosophy was sweeping away the presumptions of an older natural law, and a sudden convergence emerged between arguments about welfare and those about human conduct. Belatedly, teaching in universities began to reflect the kinds of arguments about wealth and natural liberty put forward by Adam Smith, although there was also a good deal of undigested assimilation of these principles. During the first few years of the nineteenth century new textbooks began to appear that began from the principle that human beings had needs that motivated their economic activity, and the publication of Say’s Traité in 1803 coincided exactly with this. A professor of philosophy at the University of Halle, Ludwig Heinrich von Jakob, took an interest in Say’s work, and in 1805 published his own textbook based on Say: Grundsätze der National-Oekonomie oder National-Wirthschaftslehre. The fact that this work employed the tripartite structure first introduced in Say’s second edition of 1814 suggests that Jakob was in contact with Say; and Jakob went on in 1807 to produce a complete translation of the Traité under the title “Treatise on national economy, or a simple presentation of the way in which wealth arises, is distributed, and consumed”. The 1805 textbook already contained two crucial apodictic statements: “Alle Einwohner des Staats sind Consumenten” (“all inhabitants of the state are consumers”) (§880); and the definition of a good as “[a]nything suitable for the satisfaction of human need” (§23). This latter statement became the defining feature of German political economy: this was the principle from which textbooks published throughout the nineteenth century began.

Although disrupted by French occupation and the closure of some universities – Halle was closed by Napoleon in 1807 and Jakob moved to an appointment in Kharkov, in 1809 becoming an advisor on financial reform and also beginning to draft a criminal code for Russia – this new Nationalökonomie quickly displaced older forms of argument. Then, with the appointment of Karl Heinrich Rau to Heidelberg in 1822, it became the basis for the synthesis of German, French and English political economy that he composed between 1826 and 1837 as his multivolume Lehrbuch der politischen Oekonomie. This was for mid-nineteenth-century German law students what Samuelson’s Economics meant to economics students in the second half of the twentieth century, the last revised edition of Rau’s text being published in 1876.

The first volume of Rau’s text dealt with Volkswirtschaftslehre: “those characteristic laws which can be perceived in the economic activities of peoples regardless of the intervention of government” (1826: x). The filiation with Say is obvious here, as also in the basic division between production, distribution and consumption; but the text then proceeds to develop distinctions on this basis that Say did not make. Prime among these is a distinction between “private” and “public” economics: “private economics” involving the satisfaction of needs through the acquisition, maintenance and use of material goods; “public economics” dealing with the satisfaction of needs through the allocation of material goods by the state.10 Whereas Volkswirtschaft, literally the “folk economy”, was conceptualized by the individual pursuit of self-interest, there are general aims of the state that the individual cannot attain unaided, and so the role of government is to intervene to secure these aims. This basic distinction between a “private” and a “public” economy can also be found in Say’s Cours complet (1828–9),11 which postdates Rau’s first volume, and it would become common in German economic textbooks. “Private economics” came to underpin what in the early twentieth century became business economics (Betriebswirtschaftslehre), while the German sense of public economy played a part in the early development of what, later in the twentieth century, became internationally known as public economics.

The second volume was published in 1828 and dealt with welfare, but it followed the same basic tripartite structure of the first: “the promotion of directly productive activities”, “the promotion of the distribution of produced goods”, and “measures which relate to the consumption of goods”. Rau ranges over price regulation, the regulation of goods and of labour, the control of gambling and other matters without presuming that the role of the state goes any further than supervising the economic activity of autonomous agents, here marking the difference with earlier, eighteenth-century literature.

Not only was Rau’s textbook very long-lived, in the 1860s it was the point from which Carl Menger began his study of economics and developed his own understanding of economic analysis through reading and annotating a copy of Rau’s textbook, leading to his Grundsätze der Volkswirthschaftslehre of 1871. And with the development of a compulsory course on political economy for law students in universities throughout the German and Austrian states, a dynamic was created for the development of economic literature distinct from that in France and in Britain. In 1854 Wilhelm Roscher began publishing his own multivolume System der Volkswirthschaft, which gradually displaced Rau’s textbook and became the central point of reference for German economics in the later nineteenth century. As with all of these texts, they begin with definitions, and in his first volume Roscher defines a good and its relation to price in a manner that had by now become conventionalized:

	goods are those things capable of satisfying human needs;

	economic goods are those that can be exchanged;

	the degree of utility (Brauchbarkeit) confers value on a good;

	production is the creation of value, and consumption its destruction;



all of which runs straight back to Say’s Traité of 1803.12

Political economy in the United States

The American colonies had very much in common with Britain in the later eighteenth century, including their legal and educational institutions. The French presence in North America was a catalyst for the Seven Years’ War, which involved France and Britain in both trans-Atlantic and Continental European warfare, and during the War of Independence European resources were employed on both sides: the colonists turning to the French while the British employed the entire Hessian army in its cause. The political culture of the colonies was also very close to that of Europe, in particular arguments over commerce, luxury and moral order. As in Europe, the argument was often raised that a true republican form of government required the kind of virtue that was incompatible with commerce; that, to recall the terms introduced in lecture 3, it was not possible to have wealth and virtue. Thomas Jefferson, for example, argued in his Notes on the State of Virginia, published in Paris in 1785, that the new American republic was unconstrained in the way that Europe was by its limited space, and that a virtuous republic could be founded upon virtuous husbandmen. Premature embrace of manufacturing would lead to a corruption of morals, undermining the independence of independent farmers and subordinating workers to the caprice of their customers.13 As such, Jefferson’s vision of development coincided with Adam Smith’s view, in Book 3 of Wealth of Nations, of the natural and proper course of economic development.

However, practical considerations ran counter to this. When the Continental Congress opened American ports to all foreign vessels in June 1776 this was to secure the resources needed to prosecute a war of independence. But it also linked the fate of the new republic to a belief in the powers of free trade. Alexander Hamilton’s Report on the Subject of Manufactures (1791), by contrast, outlined a policy that would render the United States economically and militarily independent of other countries, proposing instead a domestic developmental path founded upon manufacturing. Those opposing the protectionist policies that this path would involve drew on Adam Smith as an authority. Eventually, too, the polarization of north and south would turn on the distinction between a manufacturing economy and one based on trade in slaves and the raw cotton that they produced.

The literature of American political economy would for most of the nineteenth century more resemble that of France than that of Britain and Germany, although towards the end of the century German political economy did have a major impact (see lecture 11). In Britain treatises, pamphlets and periodical articles were for much of the century primarily aimed at a readership of educated men of business, commerce and politics; they embodied a conception of political economy that was composed of a limited number of principles and arguments. In Germany, this restrictive sense of political economy was reflected in its confinement to textbooks and related works primarily associated with universities. In France, on the other hand, political economy was a more flourishing, and discursive, public property, and this tended to militate against the formalism of both presentation and principle. Jean-Baptiste Say did write a “treatise”, but one reason for its lack of appeal to the British reading public was its sheer wordiness. Jefferson himself, however, favoured Say over Smith since his book was “shorter, clearer and sounder”.14 Here there also lies a clue to its very different reception in the United States as compared with Britain, noted above. American writing tended to further arguments in favour of free trade, or of protection; the latter, for example, in the writings of both Matthew and Henry Carey, and Daniel Raymond, who in his Thoughts on Political Economy (1820) relentlessly refuted Adam Smith point by point, no matter if this meant being inconsistent in his argument. Matthew Carey’s Essays on Political Economy (1822) was prefaced with a table offering a choice between a protected and an unprotected system of national industry, in which the former, explicitly based upon contemporary France, covers in 19 points the positive benefits flowing from protection, while the calamities following from free trade are listed in 31 points.

Nonetheless, the teaching of political economy did also become established in the United States in the early nineteenth century, and the choice of literature in support of teaching is instructive. Thomas Cooper, who became acting president of South Carolina College in 1820 and began to teach political economy in 1825, first used Jane Marcet’s Conversations on Political Economy as his textbook, recommending Smith and Say for advanced study. His Lectures on the Elements of Political Economy (1826) defines political economy as the science of “the sources, the distribution, the accumulation, and the consumption of national wealth”, dealing, he then emphasizes, with national economy, not private economy.15 Here again we can see the influence of Say’s basic classification of the main principles of political economy. The American version of Say’s Treatise was also popular in the colleges of the Northeast, including Yale, Amherst and Brown, while it was used as a principal text at Dartmouth until 1870. It was reprinted at least 26 times up to 1880, compared with 8 reprints in France over the same period.16 And while not strictly the first home-produced textbook (which was Newman’s Elements of Political Economy (1835)), the first widely used American textbook was Francis Wayland’s Elements of Political Economy (1837), based on his lectures at Brown, which went through 23 editions by 1875, and with 40,000 copies printed by 1868.17 Wayland had based his lectures on Say, and the book is itself organized into four parts: production, exchange, distribution and consumption.

In lecture 8 we will return to this American context, since this was the source for the arguments that Friedrich List developed regarding “infant industries” and the need for protection – arguments for which he relied primarily on the work of Alexander Hamilton, while his critique of Smith was borrowed from Daniel Raymond.

5. Questions for discussion

	Is there a connection between republican politics and political economy?

	Using the material introduced in this lecture, consider the way in which Smith’s Wealth of Nations was understood in the early nineteenth century.

	How important in understanding the development of economic argument is a consideration of the audience to which political economy was addressed?
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Lecture 7

Political Economy, Philosophic Radicalism and John Stuart Mill

1. Aims of the lecture

	To show how the objective theory of value and price espoused by Malthus and Ricardo in the 1810s and 1820s transformed into a subjective theory of value by the 1870s.

	To show that this shift was mediated first by James Mill’s Elements of Political Economy (1821) and then by John Stuart Mill’s Principles of Political Economy (1848).

	To demonstrate that far from Millian political economy being continuous with that of Ricardo, the work of Say and Bentham was influential in detaching Mill from this “classical” framework, and that this detachment laid the foundations for the work of Stanley Jevons, Francis Edgeworth, Alfred Marshall and Philip Wicksteed, which is discussed in lectures 10 and 12.



2. Bibliography

Donald Winch has collected together James Mill’s principal writings as James Mill: Selected Economic Writings (Edinburgh: Oliver & Boyd, 1966), although this edition is marked by the then-current idea that Mill is a “popular” version of Ricardo, whereas a close reading of Mill reveals that his version of Ricardo is in many regards a more workable version of contemporary political economy.

John Stuart Mill’s writings are available as The Collected Works of John Stuart Mill, 33 volumes, J. M. Robson (ed.) (Toronto: University of Toronto Press, 1963–91); the Liberty Fund have paperbacked some titles, and all of the Toronto edition is available to download from the Library of Liberty website (http://oll.libertyfund.org/titles/mill-collected-works-of-john-stuart-mill-in-33-vols (accessed 26 October 2017)).

William Thomas’s The Philosophic Radicals (Oxford: Oxford University Press, 1979) provides the essential context to the work of the young John Stuart Mill.

Joseph Persky’s The Political Economy of Progress: John Stuart Mill and Modern Radicalism (New York: Oxford University Press, 2016) is a reliable re-evaluation of Mill’s arguments about social and economic progress.

For an overview of discussion of political economy in nineteenth-century periodicals see Frank W. Fetter, “Economic Controversy in the British Reviews, 1802–1850”, Economica 32 (1965), 424–37.

3. Chronology

	1748	Birth of Jeremy Bentham
	1773	Birth of James Mill
	1802	Foundation of Edinburgh Review
	1806	Birth of John Stuart Mill
	1817	Ricardo, On the Principles of Political Economy and Taxation
	1820	James Mill, Essay on Government
	1821	Publication of British and American editions of Say’s Traité
James Mill, Elements of Political Economy
Foundation of Political Economy Club
	1823	Death of Ricardo
Foundation of Westminster Review
	1825	J. R. McCulloch, Principles of Political Economy
	1832	Death of Bentham
	1833	Creation of Section F, British Association
	1836	Death of James Mill
	1848	John Stuart Mill, Principles of Political Economy
	1863	Fawcett, Manual of Political Economy
	1873	Death of John Stuart Mill


4. Lecture summary

The media of political economy

Little emphasis has been placed in previous lectures on the media through which political economy was diffused. In our discussion here we will focus on developments in Britain, but a similar story applies elsewhere in Europe and North America during the early nineteenth century.

In lecture 1 much of the English-language literature referred to took the form not of books, but of pamphlets. They were quickly composed, cheaply produced and sold to a broad audience, and were not intended to have any degree of permanence. By contrast, by the time Wealth of Nations first appeared, much of the central literature took the form of books – in the case of the first edition of Wealth of Nations, expensive books that only the wealthy could afford.1 Although a periodical literature was developing at this time, reviews of these expensive books generally took the form of extracts or summaries, not critical evaluation. This altered with the first appearance of the Edinburgh Review in 1802, edited by Francis Jeffrey, an advocate of liberal politics and reform. This was then countered by the foundation of the Tory Quarterly Review in 1809, which was in turn during the 1820s mocked as a bastion of reaction by the radicals associated with the Benthamite Westminster Review, founded in 1823. Many contributions to the political economy of the day were published in these and other journals, giving political economy a place in the development of an expanding journalistic culture. The linkage of periodicals to arguments over policy is evident in the title founded in 1843, The Economist: Or The Political, Commercial, Agricultural, and Free-Trade Journal, a title that was altered the following year to The Economist, Weekly Commercial Times, and Bankers’ Gazette: A Political, Literary and General Newspaper. While this carried news and comment, this kind of weekly publication was not a vehicle for the more theoretical material carried in monthlies. One significant new publication in 1865 was the Fortnightly Review, another publication with a general readership that was open to contributions on political economy; and it was not until 1891 that the Economic Journal began publication and at last provided a regular forum specifically dedicated to economic issues and the development of economic argument. France had had something similar to the Economic Journal since 1841 in the Journal des Économistes, and an equivalent since 1887 with the Revue d’économie politique; likewise, Germany had had an academic publication devoted to economics since the foundation of the Jahrbücher für Nationalökonomie und Statistik in 1863; in the United States, the Quarterly Journal of Economics began publication in 1887.

As previously noted, the political climate in Britain during the early nineteenth century was hostile to the public expression of radical thought, with which political economy was often associated. The gradual cultural thaw was marked from the mid-1820s by the creation of Mechanics’ Institutions and “Lit and Phil” societies in the rapidly expanding towns and cities of Britain. These institutions were primarily devoted to the provision of popular education through courses of lectures, in the Mechanics’ Institutions addressed to artisans and clerks, and in the Lit and Phil societies to a more middle class audience. Political economy was very rarely a topic; more often, lectures were addressed to literature or popular scientific subjects. This latter feature was reflected in the formation in 1831 of the British Association for the Advancement of Science, whose first annual meeting was held in York. The purpose of the association was to bring discussion of recent scientific and scholarly work to a provincial audience through an annual peripatetic conference whose organization was the responsibility of a local body, not a central one. In 1833 the association met in Cambridge, and discussion between Robert Malthus, Adolphe Quetelet and Charles Babbage there led to the creation of Section F, a “Statistical Section” that in 1856 changed its name to “Economic Science and Statistics”. This created a public forum for the presentation and discussion of economic matters that was accessible to those who lived outside London, where the Statistical Society had been founded in 1834, and which in 1838 began publishing a journal that eventually became the Journal of the Royal Statistical Society in 1887. “Statistical” was understood as information pertaining to the state, in mid-century most usually involving public health and social welfare; the linkage with political economy aligning economic argument with the cause of liberal reform.

More general programmes of adult education developed in the 1860s, linked to the movement for the education of women. After the East India College closed in 1858 its functions passed to the Indian Civil Service examinations, which included a small amount of political economy, taught for instance in Cambridge and Oxford by John Neville Keynes, Maynard Keynes’s father, University Lecturer in Moral Science at Cambridge from 1883. More significant was the decision to extend examinations in the London University BA to provincial centres, providing new institutions in Manchester, Liverpool, Leeds, Sheffield, Birmingham and Nottingham (the future “redbrick universities”) among others with an exam and a curriculum that included political economy. Linked to this was the development of university extension teaching: courses of lectures held in provincial cities and towns delivered by peripatetic teachers linked to the universities of London, Oxford and Cambridge. Many of the figures prominent in the development of economics in Britain during the later nineteenth century were at one time extension lecturers, and the first formal political economy textbook was Alfred and Mary Marshall’s Economics of Industry (1879), a work commissioned for use by extension lecturers. Political economy was transformed in the course of the nineteenth century from a set of principles of interest to those in political and business life to a more formalized body of knowledge taught to students in colleges, in the process being renamed “economics”.

This process was also marked by the formation in 1821 of the Political Economy Club and by its subsequent history. In line with the contemporary political climate in which open discussion of political economy was thought by some to be potentially radical and subversive, this was a monthly private dining club that met to debate questions proposed by its members. It originated in “economic breakfasts” that Ricardo held at his London home after he had become an MP in 1819, while the immediate impulse came from a dinner party held by Thomas Tooke in January 1820 at which much confusion about principles of free trade was expressed by the bankers, MPs and merchants who were Tooke’s guests. In April 1820 a small meeting was convened to discuss the creation of a club; among the attendees only Robert Malthus, David Ricardo, James Mill and Thomas Tooke would today be recognized as “political economists”, the remainder being City bankers and merchants. James Mill drafted a plan for the conduct of the Club: its membership was to be limited to 30 and it was to meet on the first Monday of the month between December and June to debate questions tabled by members. Members agreed that the purpose was both their own instruction and the diffusion of “just principles of Political Economy”, proposing to “study the means of obtaining access to the public mind through as many as possible of the periodical publications of the day, and to influence as far as possible the tone of such publications in favour of just principles of Political Economy”.2

Once established, the Club remained in being throughout the century, representing more a forum for regular social contact between political economists and those from the world of business and politics than a positive force for the diffusion of theoretical principles, as James Mill had originally hoped. Nonetheless, the aspiration that it represented demonstrates both the scope and the limitations of political economy in the early part of the nineteenth century. For in any case, there was a more radical tendency developing that was to have a major impact on John Stuart Mill, James Mill’s young son. Younger radicals supporting the proposals for political and social reform espoused by Jeremy Bentham formed an increasingly vocal group by the mid-1820s, fostering a perspective that would eventually become known as “utilitarianism”.

Jeremy Bentham (1748–1832)

Jeremy Bentham was a childhood prodigy who began learning Latin at the age of three and in 1760 entered Queen’s College, Oxford aged 12, being awarded his BA in 1764. He then began to study law at Lincoln’s Inn, an interest sparked by his attendance at Blackstone’s lectures in Oxford, from which he developed a lifelong interest in the reform and codification of law. By the early 1770s he had written a number of pieces on law and government, and then, in 1792, his father died, bequeathing sufficient means for Bentham to pursue a life as an independent writer. In 1789 he had published his Introduction to the Principles of Morals and Legislation, possibly as a response to William Paley’s Principles of Moral and Political Philosophy (1785), which employed the idea of utility. The 1789 Introduction sought to classify and measure pleasure and pain, and advanced the idea that utility was the only principle that could provide an objective principle for the evaluation of morals and legislation.3 Bentham conceived the virtuous man as an accurate calculator of the consequences of his actions in terms of pleasure and pain. The intentions of this virtuous man were said to be good or bad according to the material consequences of this calculation; moral conduct was no longer evaluated according to abstract principles but according to the consequences of deliberate human actions. This idea had only a limited place in English political economy, which paid little heed to human action; it would, however, be explicitly adopted by Stanley Jevons in 1862 and made the centrepiece of his new “marginalist” economics.

As noted in lecture 6, Jean-Baptiste Say became aware of Bentham’s work in Paris during the later 1780s and he would, through his friend Étienne Dumont (Bentham’s translator and editor), have become very familiar with Bentham’s writings; but the first direct mention of Bentham in his Traité was in the third edition of 1817. This followed Say’s first meeting with Bentham during his visit to Britain in 1814–15; and so his real interest in Bentham’s ideas coincided with the upsurge of “Philosophic Radicalism” in Britain during the early 1820s. It was probably some time between 1819 and 1822 that Say wrote of his intention

[t]o write a short work entitled Of the principle of Utility or simply Utility. I will first define utility in the broadest terms, this aptitude in being of use to man. Many examples. I will show that in men’s concern for themselves all that does not have utility as a goal is ignorance, misunderstood interest, demented. What leads men to the principle of utility is what leads them to the sound use of their reason and to their greatest happiness. Applications to politics, to political economy, to all the human sciences. … In political economy I treat utility as a fact whose basis I do not examine. In this work I examine the use, the real advantage which we draw from things of which we make use.4

It was during this period that John Stuart Mill stayed with Say at his home in France, forming a connection between utility and political economy that could not so obviously be developed in the work of his father, in which value was linked to the labour embodied in a material good.

James Mill (1773–1836)

James Mill was born in Forfarshire, Scotland, the son of a shoemaker and a farmer’s daughter who believed that her boy was destined to be a gentleman, to which end a relentless educational regime was imposed upon him. James would later do the same to his own son, John Stuart. While completing his studies at Montrose Academy James became a tutor to the Stuart family, and when the family moved to Edinburgh he went with them, entering the university in 1790 and studying moral philosophy under Dugald Stewart. Graduating in 1794, he was licensed to preach in 1798, but he failed to find a permanent position and in 1802 left Scotland for London. Here he got by with occasional journalistic and translation work, with his first pamphlet An Essay on the Impolicy of a Bounty on the Exportation of Grain in 1804 being linked to contemporary debate on the Corn Laws. He married in 1805, and in 1806 his first son, John Stuart, was born, followed by eight siblings whose basic education became the responsibility of their eldest brother. A dour father and husband, James Mill was however a great social success in London’s liberal and radical circles. By 1808 he had met Bentham, with whom his family soon spent the summer at his country retreat, while Bentham provided a house in Westminster for a nominal rent. James Mill became Jeremy Bentham’s chief disciple in Britain, editing his writings and writing for many periodicals, including the Edinburgh Review.5 As David Ricardo’s friend and critic, he was instrumental in persuading Ricardo to develop the arguments of the 1815 Essay on Profits into the Principles of Political Economy and Taxation of 1817 (see lecture 5). In 1818 he published a three-volume History of British India, leading directly to his appointment as Assistant (later Chief) Examiner of Correspondence for the British East India Company in 1819. Then in 1820 he published an Essay on Government, whose democratic radicalism prompted a storm of criticism from all sides. But for our purposes here, it is the text on political economy that he published in 1821 that is of central interest.

James Mill, Elements of Political Economy (1821)

Mill’s Elements of Political Economy is usually treated as a simplistic version of Ricardo’s Principles; but this neglects the fact that Ricardo’s book is poorly organized and disjointed while Mill’s is coherent and well structured. Mill presents a version of English political economy that neither Malthus nor Ricardo had expressed in writing, and which was at best an oral tradition whose traces we can detect today only in their correspondence. And Mill’s book also began as part of this oral tradition.

In 1819, when John Stuart Mill was 13, James Mill began to lecture his son on political economy during their daily walks. John Stuart would then write up the notes he made of his father’s lectures and these notes were reviewed and criticized the following day. James Mill then used these notes to compose Elements, which he began to write towards the end of 1820. This approach was very different to that of David Ricardo. As already emphasized in lecture 5, Ricardo’s own book was a series of critiques of individual chapters from Smith’s Wealth of Nations, paying little regard to Smith’s overall line of argument. As a result, there is in Ricardo’s book no continuous thread of an argument, while the second and third editions focused in the main on corrections and detailed revisions. Mill’s Elements rationalized “what Ricardo meant” (much of which, however, he had not written in his book) into a readable format:

My object has been to compose a school-book of Political Economy, to detach the essential principles of the science from all extraneous topics, to state the propositions clearly and in their logical order, and to subjoin its demonstration to each. I am, myself, persuaded, that nothing more is necessary for understanding every part of the book, than to read it with attention; such attention as persons of either sex, or ordinary understanding, are capable of bestowing.6

The text was divided into four chapters: “Production”, dealing with labour and capital; “Distribution”, dealing with rent, wages and profits; “Interchange”, involving both interpersonal and international exchange, value and money; and finally “Consumption”:

Of the four sets of operations, Production, Distribution, Exchange, and Consumption, the first three are means. … The end is Consumption. Things are produced that they may be consumed; and distribution and exchange are only the intermediate operations for bringing the things, which have been produced, into the hands of those who are to consume them.7

The clarity of this demarcation, used to organize the entire book, bears the clear traces of Say’s Traité, using instead a fourfold structure that also appears, with exchange and distribution changing places, in Wayland’s own Elements of Political Economy of 1837 (see lecture 6). Mill’s book was the first British publication to formally adopt this expository structure, and it established the standard approach evident in his son’s Principles of Political Economy (1848) as well as in Henry Sidgwick’s Principles of Political Economy (1883).

Mill’s treatment of distribution as divided among wages, profit and rent, flowing respectively to three classes – labourers, capitalists and landlords – is of course quite orthodox, as is his treatment of wages in terms of a fixed wage sum: where the individual real wage was a function of the size of the population and its proportion to capital. What commentators have long overlooked is that while these are the “central precepts” of English political economy, nobody had written them down in this way until 1821. When in 1825 J. R. McCulloch produced his own Principles of Political Economy, this followed Say’s tripartite scheme to the letter, although his version of the central precepts lacked Mill’s condensed and pithy approach: the second 1824 edition of Mill is just under 300 pages, while McCulloch’s text of the following year is just under 500.

Nor is Mill simply a faithful expositor of David Ricardo. This is quite evident in the chapter on “Interchange”, which begins in Smithian fashion with two men exchanging food for cloth, then considers how these are proportioned one to another, then considers the effect of changes in the values of wages and profits, before arriving at section IV: “Occasions on which it is the Interest of Nations to Exchange Commodities with One Another”. This presents a rationalized version of Ricardo’s treatment of international trade, but one that is conducted in terms of the exchange of cloth and corn between England and Poland, and calculated in terms of the number of days’ labour required in each country to produce a given quantity. As he summarizes: “When both countries can produce both commodities, it is not the greater absolute, but greater relative, facility, that induces one of them to confine itself to the production of one of the commodities, and to import the other.”8 Mill’s rationalization of Ricardo’s opaque presentation of the gains from international trade in chapter 7 of Principles was then further developed a few years later by John Stuart Mill, to whose work we now turn.

John Stuart Mill (1806–73)

James Mill named his son for the Stuart family for whom he had acted as tutor, and he brought John Stuart up using the same unrelenting mould into which he had been forced; in John Stuart’s case, leading to a “mental crisis” in his early twenties, but also to a rather more enlightened approach to women. John Stuart began to learn Ancient Greek at three; he read widely in Scottish historians and learned arithmetic, and at the age of nine began studying Euclid, algebra and Latin. By the age of 12 he had started on Aristotle, Sophocles and Euripides, and had finished Greek editions of The Iliad and The Odyssey. At 13 he moved on to political economy.

In 1820, when aged 13 or 14, he spent a year in the south of France at the home of Jeremy Bentham’s brother Samuel, also attending lectures at Montpellier University. But although his godfather had provided a legacy so that he might attend Cambridge University on his return to England, his father maintained (quite rightly) that he already knew more than he could learn there and that he would be wasting his time. In 1821, aged 15, he began to study for the Bar, still living at home, still teaching his brothers and sisters, still working for father. He studied the legal and political theories of Bentham in Dumont’s translation, La traité de la législation. Here for the first time he encountered the principle of “greatest happiness of the greatest number”. Later, in his autobiography, he described how

[t]he feeling rushed upon me, that all previous moralists were superseded and here indeed was the commencement of a new era in thought. … The “principle of utility” … gave unity to my conception of things. I now had opinions; a creed, a doctrine, a philosophy … a religion; the inculcation and diffusion of which could be made the principal outward purpose of a life.9

Mill was later to coin the term “Philosophic Radicals” to describe the group that formed around these ideas. In 1822 he formed the Utilitarian Society, which met fortnightly; from 1825 he attended the London Debating Society. At the age of 17, in 1823, he gave up training for the Bar; instead he joined the India Office, where he remained for the rest of his career. He began publishing in the Westminster Review, founded by Jeremy Bentham in 1823. His biographer sums up this period:

Looking back in later years, Mill recalled the mid-1820s as the high tide of the utilitarian school: a period when the Benthamite critique of law and government came together with political economy, Hartleian metaphysics, and Malthus’s population theory, to pose what seemed an irresistible challenge to established aristocratic interests in society, church, and state. Within government itself, a new generation of reformist ministers headed by Canning and Peel showed signs of being susceptible to new currents of thought, while outside government a highly articulate school of brilliant young men dedicated themselves to far-reaching strategies of moral, legal, and social reform. Of these young men Mill himself, his “mind directly formed” by his father, his “object in life” defined for him by Bentham, seemed predestined to be the natural leader and most powerful intellectual force.10

Mill’s first major work was A System of Logic, Ratiocinative and Inductive (1843), which was followed by Essays on Some Unsettled Questions of Political Economy (1844), a collection of essays mostly drafted in 1830–31, including “Of the Laws of Interchange Between Nations”, which firmly established the “Ricardian Theory of Comparative Advantage” as the first account “which explains, with strict precision, the nature of that advantage, and affords an accurate measure of its amount”.11 Principles of Political Economy followed in 1848, On Liberty in 1859, and Representative Government in 1861, declaring that “the standard is not the agent’s own greatest happiness, but the greatest amount of happiness altogether”.12

The final essay of the 1844 collection is on “The Definition of Political Economy; and on the Method of Investigation Proper to It”, in which a distinction of the science from the art of political economy is introduced along the lines that later became known as that of the distinction between positive and normative statements:

The one [science] deals in facts, the other in precepts. Science is a collection of truths; art, a body of rules, or directions for conduct. The language of science is, This is, or, This is not; This does, or does not, happen. The language of art is, Do this; Avoid that. Science takes cognizance of a phenomenon, and endeavours to discover its law; art proposes to itself an end, and looks out for means to effect it.13

His definition of political economy is completely in line with that of Say: “Political Economy informs us of the laws which regulate the production, distribution and consumption of wealth”;14 while the way in which he introduces utilitarian principles points forwards to the new understanding of economics that will emerge in the 1860s and 1870s, founded no longer on a conception of objective value embodied by labour, but instead one of subjective value:

Political Economy presuppose[s] an arbitrary definition of man, as a being who invariably does that by which he may obtain the greatest amount of necessaries, conveniences, and luxuries, with the smallest quantity of labour and physical self-denial with which they can be obtained in the existing state of knowledge.15

John Stuart Mill, Principles of Political Economy (1848)

Mill’s Principles is a work usually treated in the commentary as an orthodox synthesis of a “classical economics” chiefly associated with Ricardo, and so repackaging the principles already associated with Ricardo for a wider readership. As we have already seen, this perspective is distorted by a tendency to attribute to Ricardo a consistency and comprehensiveness that is nowhere developed in his writings, but is a construct of later commentators. There existed at the time no clear statement of a “classicism” that Mill could have synthesized. Instead, from the 1820s the exposition of orthodox principles was more or less heavily marked by the influence of Jean-Baptiste Say, whose influence is, however, overlooked because he is not considered part of the “classical” canon. In any case, if Mill’s book were an entirely conventional synthesis of the kind that is often presumed, the problem then arises of how it could have provided the foundation for the reorganization of political economy into a subjective economics later in the century. For it did serve that purpose: Alfred Marshall and many others learned their economics from it, and it provided a bridge from the formal precepts of Ricardo to the new Marshallian synthesis of economic analysis in his Principles of Economics (1890). We shall here focus on those aspects of the work that made this possible: highlighting not those features that made the work some kind of synthesis of what had gone before, but those features that created the opportunities for a different kind of analysis.

Mill made two main points in the preface to his Principles: first, that the design of his book was different to any treatise on political economy published in Britain since Wealth of Nations, since it associated principles with their applications, and so was not a simple exposition of principles. Smith’s book had recognized the way in which political economy was connected to other branches of social philosophy; he never lost sight of the truth that “there are perhaps no practical questions, even among those which approach nearest to the character of economical questions, which admit of being decided on economic premises alone”.16 Second, however, Wealth of Nations was now “in many parts obsolete”, and what was needed was a work “adapted to the more extended knowledge and improved ideas of the present age”.17 In this general ambition Mill was entirely successful: by 1852 Principles was into a third edition, there were six further editions up to 1886, and a “People’s Edition” in 1865. As late as 1909 the book was republished in an edition edited by W. J. Ashley, who gave some indication in footnotes of the major revisions made in the long history of the book.

The general plan of the book is by now familiar: five books in total, with three covering “Production”, “Distribution” and “Exchange”, and two additional books on the “Influence of the Progress of Society on Production and Distribution” and “On the Influence of Government”. Superficially, the initial emphasis on labour might appear quite traditional:

§1. The requisites of production are two: labour, and appropriate natural objects. Labour is either bodily or mental; to express the distinction more comprehensively, either muscular or nervous; and it is necessary to include in the idea, not solely the exertion itself, but all feeling of a disagreeable kind, all bodily inconvenience or mental annoyance, connected with the employment of one’s thoughts, or muscles, or both, in a particular occupation.18

But in elaborating this idea, we later find him asserting that “Labour produces not objects, but utilities, as Say emphasises”,19 and he notes how this opens out the perspective by distinguishing three kinds of utility: those fixed in material objects; utilities that give humans qualities that make them useful to others; and services of whatever duration. Consumption is not treated at any length, and so in this respect we miss the clarity with which James Mill had asserted consumption to be the sole end of the economic process. All the same, demand and supply were described as being in a mutual relationship, the volume of demand depending partly on value, while value depends upon demand. Only Say had squared this circle:

Thus we see that the idea of a ratio, as between demand and supply, is out of place, and has no concern in the matter: the proper mathematical analogy is that of an equation. … If the demand increases, the value rises; if the demand diminishes, the value falls: again, if the supply falls off, the value rises; and falls if the supply is increased. The rise or the fall continues until the demand and supply are again equal to one another: and the value which a commodity will bring in any market, is no other than the value which, in that market, gives a demand just sufficient to carry off the existing or expected supply.20

And:

demand and supply always rush to an equilibrium, but the condition of stable equilibrium is when things exchange for each other according to their cost of production, or, in the expression we have used, when things are at their natural value.21

Notably, however, this principle of supply and demand is not directly applied to wages, for in Book II, chapter XI, “Of Wages”, we encounter the conventional doctrine of a fixed wage fund. Competition is the principal regulator of wages; hence wages depend on the demand for and supply of labour “or … the proportion between population and capital”. The “population” is equivalent to those working for hire; “capital” means circulating capital: that part of capital expended upon direct purchase of labour. Wages can therefore only rise through an increase in the funds devoted to hiring labour or through a diminution in the number of those available for hire; and they can only fall through a diminution of funds or an increase in the numbers of labourers to be paid. In May 1869, reviewing Thornton’s On Labour in Fortnightly Review, Mill famously recanted this argument, and so opened the way for the utilitarian calculus to be applied to the market for labour, as to any other market.

The sheer bulk of Mill’s Principles – nearly 600 pages in the “People’s Edition” – has since discouraged closer assessment of the arguments that it advanced. This was also true at the time: Henry Fawcett, Marshall’s predecessor as Professor of Political Economy at Cambridge, brought out a condensed version of Mill in 1863, which, as Phyllis Deane noted,

is Mill’s Principles summarised in deliberately unambiguous terms, with most of the subtle qualifications and elaborations of the argument left out, and shorn of its philosophical discussions and speculations. … In short, for the student approaching the subject for the first time, with little or no interest in philosophy or abstract theory, Fawcett’s Manual must have seemed a more relevant, clear and straightforward introduction to the current state of knowledge in political economy than Mill’s discursive treatise.22

Fawcett’s wife, Millicent Garrett, then further distilled Mill into a text for schools, Political Economy for Beginners, which went into 10 editions and sold more than 100,000 copies. Despite the appearance in Britain of new work on political economy by Jevons in 1871 and by Marshall in 1890, Mill’s Principles also remained in circulation, as evidenced by William Ashley’s new one-volume edition of 1909. That the text should live on in this way alongside work that would appear to have replaced it certainly counters the common impression that it was no more than a mid-century synthesis, and it suggests that the audience for economics was, in the later nineteenth century, more diverse than generally acknowledged.

5. Questions for discussion

	How was it possible for John Stuart Mill’s Principles to function as a bridge between the political economy of the early nineteenth century and the economics of the later nineteenth century while at the same time continuing to be read into the twentieth?

	Why did Thomas Carlyle in 1849 dub the political economy of Ricardo, Malthus, Mill and McCulloch the “dismal science”?

	Compare the accounts of the gains from trade in Ricardo’s Principles, chapter 7, James Mill’s Elements, chapter 3, and John Stuart Mill’s Essays on Some Unsettled Questions of Political Economy, chapter 1 (electronic versions are available on the Library of Liberty website).
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Lecture 8

Popular Political Economy: List, Carey, Bastiat and George

1. Aims of the lecture

	To draw attention to the impact of “popular” writers who used political economy to further public debate on policy issues relating to free trade, protection and fiscal reform, rather than develop political economy as theory.

	To emphasize that “free trade” and “protection” were not in the mid-nineteenth century alternative options that could be clearly identified with any one point on the political spectrum; hence many of the popular arguments about national and international economic development made in the nineteenth century resonate with today’s responses to globalization and neoliberalism.

	To suggest that contemporary popular economics sometimes recycles ideas that were “popular” a very long time ago.



2. Bibliography

All of the authors dealt with in this lecture wrote for a new reading public; political journalism flourished in the nineteenth century, and it became possible to write popular works on political economy that would sell in significant numbers. These writers are, however, often viewed today as producers of derivative, non-canonical works, and there has been little serious engagement with their writing. Furthermore, this marginal status in the commentary has in turn encouraged low-grade modern commentary from those seeking to recruit these writers as precursors to this or that ideological project. Bastiat, in particular, is very popular today among American libertarians, as any search of the Internet will show; but none of the sources that can be found are especially interested in serious historical evaluation of Bastiat’s significance as a writer in the mid-nineteenth century. The use of Bastiat by libertarians tells us more about libertarians than about Bastiat, and here we are interested in Bastiat – and Carey, and List, and George.

The only account of Friedrich List that fully takes account of the importance of American political economy to his arguments is Keith Tribe, “Die Vernunft des List: National Economy and the Critique of Cosmopolitical Economy”, in Keith Tribe, Strategies of Economic Order: German Economic Discourse 1750–1950 (Cambridge: Cambridge University Press, 1995/2007), chapter 3.

Henry Carey was a major figure and was much written about at the time. A survey of early American political economy can be found in Paul Conkin, Prophets of Prosperity: America’s First Political Economists (Bloomington, IN: Indiana University Press, 1980). For a sense of Carey’s impact in post-bellum/Gilded Age America see Charles H. Levermore, “Henry C. Carey and his Social System”, Political Science Quarterly 5:4 (1890), 533–82. Recent discussion of Carey can be found in Andrew Dawson, “Reassessing Henry Carey (1793–1879): The Problem of Writing Political Economy in Nineteenth-Century America”, Journal of American Studies 34:3 (2000), 465–85; and Stephen Meardon, “Reciprocity and Henry C. Carey’s Traverses on ‘The Road to Perfect Freedom of Trade’”, Journal of the History of Economic Thought 33 (2011), 307–56.

As noted above, Bastiat is not highly regarded by today’s historians and there is little reliable scholarly coverage of his writing. A useful introduction is Alain Béraud, “Frédéric Bastiat (1801–1850)”, in Handbook on the History of Economic Analysis, volume I, Gilbert Faccarello and Heinz D. Kurz (eds) (Cheltenham: Elgar, 2016), 171–3.

The single best account of the work of Henry George is John Pullen (ed.), Nature’s Gifts: The Australian Lectures of Henry George on the Ownership of Land & Other Natural Resources (Sydney: Desert Pea Press, 2014). Although directed to one particular tour, Pullen reconstructs both the mechanics and the substance of Henry George’s speaking tours, giving a sense of what he in fact talked about and to whom he talked. An overview of the arguments advanced by George and their reception can be found in Mark Blaug, “Henry George: Rebel with a Cause”, European Journal of the History of Economic Thought 7 (2000), 270–88.

3. Chronology

	1789	List born in Reutlingen, Württemberg
	1793	Carey born in Philadelphia
	1801	Bastiat born in Bayonne, France
	1825	June, List arrives in New York
	1827	List, Outlines of American Political Economy
	1832	List returns to Germany
	1834	Formation of Zollverein
	1837	List, Prize Essay
	1837–40	Carey, Principles of Political Economy
	1839	Henry George born in Philadelphia
	1841	List, Das nationale System der politischen Oekonomie
	1846	Death of List
	1847	Carey, The Past, The Present, and the Future
	1850	Bastiat, Harmonies économiques Death of Bastiat
	1879	Death of Carey Henry George, Progress and Poverty
	1897	Death of Henry George


4. Lecture summary

During the nineteenth century increasing urban populations, the development of representational government and increasing literacy formed the backdrop to a publishing revolution in which the number of periodicals, newspapers and books published grew considerably, in part also because of changes in the production and distribution of print media. As outlined in lecture 6, the republicanism of Jean-Baptiste Say had led him to advocate economic education as a necessary part of the formation of the full citizen; understanding the principles of political economy became a part of what it meant to be a full citizen. The writers with whom we deal in this lecture certainly addressed a broad public; but they were more propagandists than educators. The texts they produced did not seek to provide instruction in political economy; they employed some parts of political economy to further arguments about reform in polity and society. This is what we call “popular political economy”, written for a broad mass of people and seeking to further a particular perspective, not to develop economic understanding as such.

Because of this partiality, much of this writing has been ignored by historians more concerned to trace the genesis of “good ideas”, rather than account for the significant influence of what might in some ways be considered “bad ideas”. But then, as now, it is these “bad ideas” that have often gained popular traction; with the development of electoral politics in the course of the nineteenth century, many of these ideas underpinned policies that political parties advanced in seeking to garner votes. While the flaws in such popular ideas might be apparent – for example, that Henry George’s arguments for social reform focused entirely on how governments should raise taxes, not what they should do with them – a broad perspective on the development of economic argument has to take account of this kind of writing.

For the nineteenth century, there are two issues of relevance here. First of all, the modern university, and with it the development of economics as systematic knowledge, as a discipline, first emerged in the 1880s and 1890s; and therefore a modern distinction of systematic (university-based) economic knowledge from “popular” economic knowledge is not of any great relevance before this period. Second, “popular” ideas that were or are academically disowned or discredited have often carried more weight in economic policy and debate than “science”. It is a rationalistic fallacy to suppose that modern mainstream economic thinking consistently shapes the social, political and economics policies of governments. Some attention should therefore be given to these popular ideas, even if they represent a garbled version of Adam Smith, or of John Maynard Keynes. Standard histories of economic thought focus upon theoretical originality and its development; a perspective that marginalizes those versions of economic ideas with which most people are in fact familiar. We should therefore pay more attention to these “marginal ideas”, since they turn out to be less “marginal” in practice than usually thought.

This does, however, lead to an important question: how can one rationally analyse ideas that might in some respect be thought irrational, or unsystematic, or contradictory? How should we deal with such ideas without simply showing how irrational, or unsystematic, or contradictory they are? It would be all too easy to pick apart the ideas of List or Carey, to demonstrate their real limitations, when our present task is to understand their appeal: why was it that economic prospectuses for a better society gained such a wide contemporary audience?

The four writers selected here – two Americans, a German and a Frenchman – give some sense of the international context of political economy in the nineteenth century. They are, in order of presentation:

	Friedrich List, a German exiled to the United States in the mid-1820s, who on his return to Germany in 1831 argued for protection to “infant industries”, for the development of railways as communication networks, and was an early advocate of a German customs union;

	Henry Carey, an American free-trader turned protectionist who was influential in the period before the Civil War, and who promoted the “American system” of tariffs and protection;

	Frédéric Bastiat, a French liberal journalist who was an advocate of free trade and a limited state, and who proposed that if realized this would bring about a harmony of economic interests; and

	Henry George, an advocate of a single tax on land as a means of sustaining economic progress and solving the problem of widespread poverty; he was both a popular writer and a very successful public speaker.



Our focus here will be on Friedrich List and Henry George, since their work retains a resonance that Carey and Bastiat no longer have.

Friedrich List (1789–1846)

Friedrich List was born in Reutlingen, Württemberg, in 1789, the son of a tanner for whom he worked before entering public administration, moving in 1811 to Tübingen. While provision existed there for clerks to attend university lectures on administration and economics, List opted to pursue studies in law, although he never took the final examination for lawyers, instead sitting for and passing the actuarial examination in 1814. Continuing with various posts in state administration, he developed an interest in administrative reform following the ending of the Napoleonic Wars, and he became involved in some related journalistic activity. Out of this there came a proposal for the reorganization of the Tübingen Law Faculty to include teaching in public administration, a proposal that ended up with the creation of a new faculty for “State Economy”, with List himself as professor of administrative practice. We should note here that he had not completed his university studies, had no degree, nor it seems had much knowledge of contemporary economic and administrative writing. In any case, he neglected his new duties, and in 1819 became more interested in a newly formed German Association for Trade and Industry. During 1820 he became an advocate of a German customs union (Zollverein), an interest that lent him his later reputation as a founding father of the European Union. He was at the same time elected to the Reutlingen Chamber of Deputies, where he proposed limited constitutional reforms unpopular with the rulers of Württemberg. He was expelled from the chamber in 1821, sentenced to ten months imprisonment in 1822, fled to France and England to avoid this but then returned in 1824 under the impression he had been pardoned; at the end of his imprisonment, he went into exile in the United States.

By this time he was in his mid-30s and had made little impression anywhere as a writer, academic, journalist or politician; he seemed more a hapless victim of political forces than any kind of visionary, whose efforts at self-promotion foundered on his own incompetence. This was about to change. In 1823 he had met the Marquis de Lafayette in Paris, who, following his prominent involvement in the American Revolutionary War, was planning a tour of the United States in 1824–5. List’s arrival in New York in early June 1825 coincided with the final leg of Lafayette’s progress, and within days List had joined his entourage, remaining with Lafayette until September. The Democratic-Republican Party began to fracture that same year, ending up separating in 1828 into a National Republican Party supported in the industrial north-east, centred on Pennsylvania and favouring protection, and a Democratic Party with support in the south and west, favouring free trade. List’s association with Lafayette’s progress through the northeastern states gave him ready access to leading American political and commercial circles, and when he settled in Pennsylvania and became the editor of a German-language newspaper he adopted the arguments of the “American System” of protection to manufacturing. It was suggested to List that he draft a rebuttal of the free trade ideas espoused by Thomas Cooper (see lecture 6), and in 1827 he published a series of letters in the National Gazette under the title “Outlines of American Political Economy”.

Published as a book in Philadelphia the same year, Outlines of American Political Economy set out to refute the errors of Adam Smith and commend the principles of the American System. In so doing he argued that Smith’s arguments were directed only to those parts of political economy related to individuals, or to mankind in general. He proposed instead to consider National Economy, which “teaches by what means a certain nation, in her particular situation, may direct and regulate the economy of individuals, and restrict the economy of mankind, either to prevent foreign restrictions and foreign power, or to increase the productive powers within herself”.1 He argued that economic forces operate in a world divided into nations, and that political, geographical and social differences between nations determine the policy relevant for any one particular nation. While he conceded that there were general laws of economics, these were only manifested through specific nations, so that general laws could not, of themselves, determine appropriate policy.

American national economy, according to the different conditions of the nations, is quite different to English national economy. English national economy has for its object to manufacture for the whole world, to monopolize all manufacturing power, even at the expense of the lives of the citizens, to keep the world and especially her colonies in a state of infancy and vassalage by political management as well as by the superiority of her capital, her skill and her navy. American economy has for its object to bring into harmony the three branches of industry, without which no national industry can attain perfection.2

In November 1827 the Pennsylvania Society for the Promotion of Manufactures and Mechanic Arts held a dinner in List’s honour, the society also requesting that he write a textbook for use in schools, a project that was never completed but that was provisionally entitled The American Economist.

Alexander Hamilton had argued in his Report on the Subject of Manufactures (1791) that if America were to develop a manufacturing base in the face of competition from established European producers, protective tariffs would be required: the “infant industry” argument that later became associated with List. And List had certainly read Hamilton, since the Pennsylvania Society reprinted the Report in 1824 and 1827. List also drew heavily on the work of Daniel Raymond (see lecture 6) for his critique of Adam Smith, while comparison with the contemporary writings of Matthew Carey reveals a broad consensus in the northern states regarding the need for tariffs. While this consensus was not complete – Boston merchants strongly supported free-trading principles and were motivated by the same interest in maritime trade as merchants in southern ports – it was this general argument concerning the national economy in a developing world and the need to protect infant industries that List brought back to Europe in 1832.

List became involved in many ventures – notably a call for railway construction in Saxony in 1834 – and in the foundation of an Eisenbahn-Journal, but his next most significant publication was his entry in a French prize essay competition for which he published Le système naturel d’économie politique in 1837, responding to the question: “When a nation intends to establish free trade or to revise its tariff legislation, what facts must it take into consideration in order to reconcile in the most equitable way the interests of national producers and those of the mass of consumers?”3 In responding to this, List augmented the principles he had learned in the United States with a review of European policy, political economy and economic history, arguing that Smith had developed a theory of “cosmopolitan” political economy that failed to properly account for the variety of national conditions across the world. For a world at different stages of national economic development, a national system of political economy was needed; for a future world economy, the principles of Smith would hold true, but “we are citizens of the state before being citizens of the world”.4

List’s most well-known work was then published in 1841 as Das nationale System der politischen Oekonomie, volume 1 being on international trade, trade policy and a German customs union, but remaining the only volume. This extended further the argument of his prize essay, the stages of national development being combined with an argument that the world was divided into hot and temperate zones, affecting the global distribution of economic activities and how these connected together. As in his earlier work, this was described in terms of the distribution of “productive forces”, an idea that Marx would later take up and generalize as part of his account of economic evolution. Free trade served England well, because its productive forces were well developed and so freedom of trade meant, for England, the domination of world trade. How then would other nations challenge this firstcomer? What would happen if America wished to manufacture the “hardware and other goods” (Ricardo) that were at present manufactured in England? This repeats and elaborates ideas that date back to Outlines of American Political Economy, but rooted now in a European rather than a North American developmental context.

List had continued his journalistic career after his return from the United States; in 1843 he founded another journal, devoted to the extension of the German Zollverein founded in 1834. Although List had originally become interested in the idea of customs unions in 1819, the development of his early ideas drew heavily on American arguments regarding the relationship of former colonial states to a federal government. Today, the idea that the principles of economic integration upon which the European Union has been built were, originally, mainly American ideas seems counterintuitive, but it is through the work of List that this connection can be revealed.

Henry Carey (1793–1879)

Henry Carey was the son of Matthew Carey (see lecture 6), and like his father he was an advocate of free trade and a critic of protection. He took over his father’s substantial publishing business in 1821 and then retired in 1835 to dedicate himself to political economy, publishing his own Principles of Political Economy in three volumes from 1837 to 1840. Like Ricardo, his chief interest lay in distribution, but he disagreed with Ricardo’s analysis of an inherent antagonism between the landed interest on the one hand, and capital and labour on the other. He was also critical of the way in which Malthus argued that wage rates could only improve with a reduction in the number of workers, instead suggesting that in American conditions a steady increase in wages was plausible. He argued that land derives value from the capital expended upon it, and that wages would increase faster than profits, and so automatically bring about a redistribution between capital and labour. The benefits of increasing population and production could be shared by all, linking his support for laissez-faire to a harmony of interests. His Principles therefore involved a critique of Ricardo, Malthus and Torrens, but also adhered to the view that the laws of political economy underwrote a movement to general prosperity.

However, the depression that began in 1837 and endured into the early 1840s brought about a change of mind: Carey is reported to have remarked in 1842 that “there must be some great law that would explain the fact that we always grew rich under Protection, whereas we always ended in bankruptcy under Free Trade”.5 By 1847 he had repudiated entirely his allegiance to the laissez-faire principles of English political economy, and he drafted a new vision in which protection, and not free trade, was the path to the harmony of interests. This was his The Past, the Present, and the Future (1847). As in his Principles, the process of land settlement played a major part in his thinking. Whereas Ricardo supposed that the extension of cultivation moved from better to worse lands, Carey proposed the opposite: that with the advancement of commerce and population, means are devised to exploit better land, so that the intensification of human commerce yields increasing returns, rather than the diminishing returns implicit in Ricardo’s model of land use.

However, this concentration of human knowledge and commerce could not be achieved in a world already dominated by British manufactures, and in which the United States was expanding westwards and southwards. And so Carey updated Alexander Hamilton’s original arguments about protection and domestic development for a rather different period, in which territorial expansion now played a major part in arguments over American policy. The emphasis on a “harmony of interests” was reiterated in his Harmony of Interests: Agricultural, Manufacturing and Commercial (1851), where he attacked free trade for stimulating an increase in the number of consumers and a fall in that of producers – a situation that could again only be regulated by the introduction of a protectionist tariff regime. The protectionist “American System” was now contrasted with the “British System” of laissez-faire as a national path to self-sufficiency and prosperity. His Principles of Social Science (three volumes, 1858–9) recapitulated at length the arguments he had advanced since 1837, still heavily marked by an ongoing critique of Ricardo and Malthus, but now moving into a consistent opposition to their ideas; he also drew attention in his preface to the fact that, in the meantime, Frédéric Bastiat’s name had become linked to an idea of “economic harmony” that he had constantly espoused.

Frédéric Bastiat (1801–50)

Bastiat was born in Bayonne, the son of a businessman and landowner; in 1825 he inherited the family estate, which provided him with a comfortable income for the remainder of his life. He had some engagement with local politics during the early 1830s but in 1844 visited England and met some of the leaders of the Anti-Corn Law League. This led in the same year to his first publication: an article on French and British customs duties in the new Journal des économistes. The following year he translated and published some Anti-Corn Law League speeches, and also published a series of articles in the Journal des économistes under the title “Sophismes économiques”. These were anti-statist, resolutely free trade, and anti-protectionist. When in 1848 he was elected to the Constituent Assembly he extended his opposition to protectionism to socialism, although he did later declare himself in favour of the right of workers to form unions and associations. In 1850 he published his Harmonies économiques, the book that made him well known outside France. Here he advanced arguments for which, as we saw above, Henry Carey was careful to claim priority.

Bastiat’s initial rebuttal of protectionist arguments rejected the idea that tariffs were necessary to prevent foreign producers undercutting domestic producers. Against this he stated that the principle of exchange was a natural right, and that exchange existed because of the diversity of conditions in the world. Added to this he maintained that a trade deficit in one country would eventually lead to increased demand and a rise in prices in another: a murky line of reasoning that did, however, point to the importance of international balances of goods and money. This was also perhaps linked to his later proposition that when more intensive techniques of production are introduced, costs of production will fall.

Whereas Carey had derived the harmony of interests through a critique of Ricardo’s account of rent, capital and wages, for Bastiat this was more of a starting assumption from which he then proceeded:

When we speak of harmony, then, we must not be understood to mean that the natural arrangement of the social world is such that error and vice have been excluded from it. … All we say is this, that the great social tendencies are harmonious, inasmuch as – all error leading to deception and all vice to chastisement – the dissonances have a continual tendency to disappear.6

This style of argument is clearly a long way from that of Ricardo, even that of Say. But Bastiat was widely read at the time, and when Alfred and Mary Marshall wrote their Economics of Industry (1879) as a political economy text for the Extension movement, they opened the first chapter with an extended quotation from Bastiat.

Henry George (1839–97)

Henry George was born, like Henry Carey, in Philadelphia, but after a spell as a seaman he settled in San Francisco in 1858 where he worked first as a compositor and then as a newspaper editor. In 1880 he moved to New York city where he became associated with Irish nationalists, contact which further reinforced his arguments about land, property and taxation. In 1871 he had published a pamphlet, Our Land and Land Policy, in which he argued that increasing poverty was brought about by increasing rental payments, and that the solution to poverty lay in the introduction of a single tax on land. This argument was then filled out in his most famous work, Progress and Poverty (1879), which is estimated to have sold 2 million copies by 1905. While land ownership played a major part in George’s argument, his conception of economic development was the reverse of Henry Carey’s, as demonstrated by the subtitle of his book being “An Inquiry into the Cause of Industrial Depressions and of Increase of Want with Increase of Wealth”:

What I have done in this book, if I have correctly solved the great problem I have sought to investigate, is, to unite the truth perceived by the school of Smith and Ricardo to the truth perceived by the school of Proudhon and Lasalle [sic]; to show that laissez faire (in its full meaning) opens the way to a realization of the noble dreams of socialism; to identify social law with moral law, and to disprove ideas which in the minds of many cloud grand and elevating perceptions.7

He observed that poverty was deepest where material advance was greatest; and that technological change had not lightened toil, but intensified it. The new economy of North America was more equal than the old economies of Europe, but in time America would mature and succumb to the same problems of depression and inequality.

Like the three preceding writers, George had no formal training in political economy; but he developed his arguments in a much less derivative way that was more in tune with the new marginal theory of value than the labour theory of value espoused earlier in the century. His exposition of wage determination runs as follows:

Wealth is the product of two factors, land and labor, and what a given amount of labor will yield will vary with the powers of the natural opportunities to which it is applied. This being the case, the principle that men seek to gratify their desires with the least exertion will fix wages at the produce of such labor at the point of the highest natural productiveness open to it. Now, by virtue of the same principle, the highest point of natural productiveness open to labor under existing conditions will be the lowest point at which production continues, for men, impelled by a supreme law of the human mind to seek the satisfaction of their desires with the least exertion, will not expend labor at a lower point of productiveness while a higher is open to them. Thus the wages which an employer must pay will be measured by the lowest point of natural productiveness to which production extends, and wages will rise or fall as this point rises or falls.8

However, the desire for wealth exceeds the capacity to produce it, leading to the introduction of labour-saving improvements that extend the demand for land, since wealth is the product of two things only: land and labour.

Therefore, the effect of labor-saving improvements will be to extend the demand for land, and wherever the limit of the quality of land in use is reached, to bring into cultivation lands of less natural productiveness, or to extend cultivation on the same lands to a point of lower productiveness. And this, while the primary effect of labor-saving improvements is to increase the power of labor, the secondary effect is to extend cultivation, and, where this lowers the margin of cultivation, to increase rent.9

Hence in a country where all land is appropriated, labour-saving improvements will increase rent without, however, increasing wages or interest. Land is held privately, but its value is determined socially. The ownership of land becomes the mechanism through which private owners extract the social product of labour.

George proposed to remedy this link between economic progress and increasing poverty not through the nationalization of land, but through the imposition of a land tax; this would remove rental payments from private hands and transfer them to the state. In turn, the taxation of individuals and firms could be abolished, and state expenditures financed solely through a single tax on land:

In this way, the State may become the universal landlord without calling herself so, and without assuming a single new function. In form, the ownership of land would remain just as now. No owner of land need be dispossessed, and no restriction need be placed on the amount of land any one could hold. For, rent being taken by the State in taxes, land, no matter in whose name it stood, or in what parcels it was held, would be really common property, and every member of the community would participate in the advantage of its ownership.10

Hence the ideals of the socialist would be realized without the need to expropriate landed property; its ownership would remain in the same hand, but the social product that they had diverted would now flow to the state and thence back to society: “Government would change its character, and would become the administration of a great co-operative society. It would become merely the agency by which the common property was administered for the common benefit.”11

Henry George’s ideas for a peaceful transition to socialism by converting rent on land into tax drew on principles that went back almost two centuries; and as we shall see in lecture 11, Léon Walras had a rather similar idea that he had adopted from his father, Auguste. Not only was Progress and Poverty a very popular book, George undertook international speaking tours in which he routinely addressed thousands of people. He visited Britain six times, first spending the year 1881–82 as a journalist, then returning for four months in 1883–84 for a speaking tour. His first lecture in London attracted an audience of 4,000. Later, in 1885, he talked before a crowd of 7,000 in London. In 1890 he went to Australia and gave 48 lectures, each up to two hours long and given on the basis of rough notes. The enthusiasm with which he was received demonstrated that, by the 1880s, there was such a thing as “popular political economy” that was quite different to the “dismal science” of the first half of the century.

Conclusion

The common thread among these four writers is popular journalism, the repetition of a limited set of principles in newspapers, journals, pamphlets and books, new print media that circulated ideas among a broadening public. That this public was not necessarily literate is suggested by the success of Henry George among working men; and it was in any case easier to attend a public meeting and hear principles being expounded than to read them. Only with the development of university courses in political economy in the last third of the century did popular and systematic knowledge begin to polarize; this process will be examined in lectures 10–12.

5. Questions for discussion

	Why did economic argument become part of popular political discourse in the nineteenth century?

	Why were arguments about free trade and protection so prominent in popular political economy?

	Why would the kinds of arguments encountered in this lecture not be suitable for more formal teaching when political economy began to be something that was primarily taught, rather than talked about in public?
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Lecture 9

Radical Political Economy: Marx and His Sources

1. Aims of the lecture

	To show how Marx used the political economy of the early nineteenth century to construct a critical history of the capitalist mode of production.

	To make clear that Capital was not only an unfinished work, it was a work that Marx either could not finish, or no longer wished to finish.

	To present Marx’s political economy in its contemporary context, and so excluding subsequent interpretations of his writings.



2. Bibliography

Marx worked by drafting and redrafting, so besides the published work there is a much larger mass of unpublished and disorderly material that has survived and been transferred into print by the editors of the current complete works, the Marx–Engels Gesamtausgabe, a project that began in the German Democratic Republic in the 1970s and is still ongoing in the Federal Republic. The volumes of the new Gesamtausgabe were very expensive when it started, and so very few libraries outside the Soviet bloc subscribed to it. However, the collapse of the GDR and unification flooded the second-hand market with surplus collections, and individual volumes published before 1990 are now therefore available quite cheaply. This edition replaced the earlier Dietz Verlag version, which was always cheap, but marred by editorial prejudice and dogmatism. The English 50-volume Collected Works is for the most part based on the Dietz edition.

There is of course a diverse mass of commentary on Marx, mostly dated and unreliable. The ongoing work of the Gesamtausgabe has breathed new life into old controversies; much of the newer specialist writing fails to engage with current standards in intellectual history. One major exception here is Peter Ghosh, “Constructing Marx in the History of Ideas”, Global Intellectual History (forthcoming), which provides a masterly overview of Marx’s intellectual career and that of his writings. The standard biography is now Gareth Stedman Jones, Karl Marx: Greatness and Illusion (London: Allen Lane, 2016). There is also a vast literature of “Marxist economics” going back to the later nineteenth century. However, most of the issues discussed at great length in such writing are constructions upon Marx’s writings by individuals seeking to develop Marx’s “insights”. We are interested here in why Marx turned to political economy, and how his radical critique of contemporary society was built on these foundations. We are not here directly interested in how his ideas have been subsequently read, since this would take us far beyond the scope of this book.

Marx’s published writings are available in English translation at www.marxists.org; for a detailed account of his early engagement with political economy see Keith Tribe, The Economy of the Word, 171–254. For a sense of the economic orthodoxy linked to Marx’s Capital see Karl Kautsky, The Economic Doctrines of Karl Marx (1887/1903) (available at www.marxists.org). For the complexity of the interpretive issues involved in making sense of Marx’s Capital see Michael Heinrich, “Engels’ Edition of the Third Volume of Capital and Marx’s Original Manuscript”, Science and Society 60:4 (1996/97), 452–66.

3. Chronology

	1818	Marx born, Trier
	1835–6	Studies law and classics at University of Bonn
	1836–9	Studies law at University of Berlin
	1842	Joins staff of Rheinische Zeitung, Cologne; becomes editor June
	1843	Resigns as editor of Rheinische Zeitung March Autumn, Marx to Paris to edit Deutsch–Französische Jahrbücher [German–French Yearbooks] with Arnold Ruge Autumn, Engels sends Umrisse zu einer Kritik der Nationalökonomie [Outlines of a Critique of Political Economy] to Jahrbücher for publication
	1844	Begins reading political economy in Paris
	1847	Critique of Proudhon published as Misère de la philosophie [Poverty of Philosophy]
	1848	Marx and Engels, Communist Manifesto
	1849	“Lohnarbeit und Kapital” [Wage Labour and Capital] published in Neue Rheinische Zeitung August, Marx settles in London
	1857–8	Grundrisse der Kritik der politischen Oekonomie [Overview of a Critique of Political Economy]
	1859	Zur Kritik der politischen Oekonomie [Contribution to a Critique of Political Economy]
	1867	Das Kapital, Band I
	1872	Second edition of Das Kapital, Band I
	1873-5	French edition of first volume of Das Kapital as Le Capital, tome I
	1883	Marx dies, London Third edition of first volume of Das Kapital, edited by Engels
	1884/85	First publication of Elend der Philosophie, German translation of Misère de la philosophie
	1885	Publication by Engels of Das Kapital, Band II
	1886	English translation of Das Kapital, Band I
	1890	Fourth edition of first volume of Das Kapital, edited by Engels
	1891	Engels publishes his revised version of “Lohnarbeit und Kapital”, first publication of this since
	1849	
	1894	Publication by Engels of Das Kapital, Band III


4. Lecture summary

The way in which the work of Karl Marx became a central point of reference for twentieth-century socialists and revolutionaries has tended to obscure the fact that it was only in the 1880s, after his death, that he came to be seen as a leading critic and analyst of modern capitalism. His twentieth-century reputation is often retrofitted on to his nineteenth-century existence, but in his lifetime he was seen as just one of many competing voices in the growing criticism of what, in Continental Europe, was referred to as the “Social Question”. This is not the place to explore the broader arguments to which Marx was a contributor; but by keeping our attention directly on what Marx wrote and published in his lifetime, we can sidestep the tendency in commentary to impute to Marx questions and issues that belong to a later period. References to his writings are also taken from texts in the language in which they were written (German, but also French and English); given the lack, for example, of a reference edition of Das Kapital, Band I, and the fact that all German editions after the second are unreliable, the first 1867 edition of that work is cited rather than any English translation made from later versions.

Marx was himself displaced from the broader development of contemporary European socialism in two key respects. His political ideas were rooted in a tradition that began with the French Revolution and ended with the 1848 revolutions; and for his economic ideas he drew primarily on the English political economy of the early nineteenth century. Furthermore, during the last quarter of the nineteenth century conceptions of social progress, the nature of the working class, and its role in social change had shifted under the influence of widespread support for evolutionary conceptions – social Darwinism was especially strong in Germany, whose Social Democratic Party was recognized as the leading socialist international organization before 1914. The subsequent consolidation of Marx’s reputation therefore cemented ideas drawn from the Europe of the first half of the nineteenth century into a very different twentieth-century world order.

A clear historical perspective on Marx’s work requires that we deconstruct the kaleidoscope that it has become, bracketing out the mass of “Marxism” that later developed. As implied in the bibliography above, much of the commentary upon Marx starts from a presumption assiduously promoted by his friend Friedrich Engels, who at his graveside declared that “Just as Darwin discovered the law of development or organic nature, so Marx discovered the [economic] law of development of human history”. Engels sought to position Marx as the apostle of scientific socialism, in which the “laws of history” would necessarily bring about the demise of capitalism and the transition to socialism. The “laws of history” were for Marx economic laws; hence the centrality of Das Kapital in demonstrating the inevitability of the demise of capitalism. In our presentation here we will focus on the way that his “critique of political economy” was initially conceived and developed, providing perspective upon the way in which his arguments were constructed, rather than what later became of those arguments.

Marx’s first 30 years

Karl Marx was born on 5 May 1818 in Trier, then part of Prussia. His ancestry was Jewish, but his father had converted to Lutheranism and become a successful lawyer, while his mother was from a wealthy Dutch Jewish family. In 1835 he went to the University of Bonn to study law, to which he added courses on classical studies and art history. After two semesters at Bonn he moved to Berlin, studying Roman private law with Savigny and criminal law with Gans, continuing on until 1839 but at no point taking a course in political economy, as would later become obligatory for lawyers. In Berlin he became involved with groups of radical students influenced by Hegel’s philosophy, and by 1841 he had completed a doctoral dissertation on Epicurean philosophy. Rather than risk the criticism of conservative professors in Berlin, Marx chose to submit his dissertation to the University of Jena in Saxony, where he was awarded a doctorate in 1841. Aspirations for an academic career were hindered by the limited number of posts available and a current glut of candidates; instead, he moved to Cologne, where he joined the staff of a new liberal newspaper, the Rheinische Zeitung. He became its editor for a short period, resigning in March 1843 before it was closed by the authorities. In June he married Jenny von Westphalen in Bad Kreuznach; in October they moved to Paris, where he intended to edit a radical “German–French Yearbook”, which as it turned out produced only one double issue before closing in 1844. By then his path had crossed with that of Friedrich Engels.

Engels (1820–95) was born into a Wuppertal family active in the textile business, and like Marx he had come into contact with radical student groups in Berlin while he was posted there in the Prussian Army during 1841. In 1842 his family sent him to the family firm in Manchester; on his way there he passed through the Rheinische Zeitung offices in Cologne since he had published with the newspaper, but he had little to do with Marx at this point. In Manchester Engels attended popular lectures on political economy, and in 1843 he drafted his “Outlines of a Critique of Political Economy”, a review of the ideas of English political economy that he sent for publication to the Deutsch-Französische Jahrbücher that, by the end of 1843, Marx was editing in Paris. This sealed the link between Marx and Engels and gave Marx his introduction to political economy.

Early in 1844 Marx began reading political economy. First he read Say’s Traité and Cours; then he read French translations of Smith’s Wealth of Nations, Ricardo’s Principles, James Mill’s Elements and McCulloch’s 1824 Discourse. Of all of these, it was only Mill’s Elements that he read right through. He made extensive notes in homemade notebooks, and then in the summer of 1844 he began to synthesize these into a new set of notebooks, since known as the “1844 Manuscripts”, or the “Economic and Philosophical Manuscripts”. None of this material was published until 1932 in the (uncompleted) German/Soviet collected works edited by David Ryazanov. Since then the “1844 Manuscripts” have been used to demonstrate that the “early Marx” linked philosophical with economic analysis in a much more direct way than is evident in the “mature” work of Capital. More significant, perhaps, is the point that Marx continued rewriting his notebooks into the 1860s, creating a corpus of writing that was first reordered by Engels into volumes II (1893) and III (1894) of Capital, and from which Kautsky then published further material as Theorien über den Mehrwert in three parts from 1905 to 1910. Marx rewrote existing notes rather than reread books, consolidating initial impressions he formed in 1844 rather than developing them. In the first German edition of Capital (1867) he was still citing Andrew Ure’s Philosophy of Manufactures (1835) from the notes he had made from the French edition in 1845–6; only in the second German edition of 1872 did he alter the references to the English edition.

In this initial reading of political economy he treated Smith as the central figure; but his perspective on Smith was exactly the same radically truncated version as that of Malthus, Mill and Ricardo. This was reinforced by his subsequent identification of Ricardo as the leading British political economist, but here again this was a Ricardo of the first six chapters of Principles, overlooking the distributional framework that is more evident in the 1815 Essay, and entirely ignoring the role of free trade in preventing the declining rate of profit. Competing for a political profile with his French and German radical and socialist peers, Marx composed a critique of Proudhon’s Philosophie de la misère (1846), publishing in 1847 his own Misère de la Philosophie in which he now described Ricardo as “head of a school that has ruled in Britain since the Restoration [1815]”, asserting that “The Ricardian doctrine sums up rigorously, mercilessly, the entire English bourgeoisie, itself the very type of the modern bourgeoisie”:

Just as economists are the scientific representatives of the bourgeois class, socialists and communists are the theoreticians of the proletarian class. … [But due to the lack of development of the latter they are utopian socialists.] … Inasmuch as they seek science and construct only preliminary systems, in poverty they see only poverty, without seeing the revolutionary, subversive side, which will overthrow the old society.1

Later that same year Marx published a “Speech on Free Trade” in the English Northern Star newspaper, in which the authority of Ricardo is further emphasized:

If there is anything clearly exposed in political economy, it is the fate attending the working classes under the reign of Free Trade. All those laws developed in the classical works on political economy, are strictly true under the supposition only, that trade be delivered from all fetters, that competition be perfectly free, not only within a single country, but upon the whole face of the earth. These laws, which A. Smith, Say, and Ricardo, have developed, the laws under which wealth is produced and distributed – these laws grow more true, more exact, then cease to be mere abstractions, in the same measure in which Free Trade is carried out. … Thus it can justly be said, that the economists – Ricardo and others – know more about society as it will be, than about society as it is. If you wish to read in the book of the future, open Smith, Say, Ricardo.2

In 1845 Marx had been expelled from France; from 1845 to 1848 he lived in Brussels, where in December 1847 he gave a series of lectures to German working men published in the Neue Rheinische Zeitung during April 1849, but not then republished until 1891 in a version revised by Engels. Entitled “Lohnarbeit und Kapital”3 (“Wage Labour and Capital”). These lectures have often been treated as a useful, if rather basic, introduction to the ideas that Marx later developed in Capital; but they are better read as a synthesis of where Marx had got to in the development of his own political economy by the time of the 1848 Revolutions. From this perspective, it is striking how little was added in the ensuing years.

Marx took from the English political economists the principle that labour is a commodity like any other. Hence: “The wage is not therefore the worker’s share of the commodity that he has produced. The wage is a part of existing commodities with which the capitalist purchases a particular sum of productive labour.”4 Labour is a commodity sold by its owner, the wage labourer, to capital so that the owner might live. The activity of the wage labourer is turned into a means for existence: the wage labourer “works to live”. How then is the price of a commodity determined? The answer, in his following lecture, is that the competition of buyers and sellers determines the price of a commodity, and so it is this competition that fixes the price of maintaining the worker, the reproduction cost of labour. This much conforms more to Say than Ricardo. How then, Marx goes on, is this related to capital?

Capital consists of raw materials, instruments of labour and food of all kinds which are employed to create new raw materials, instruments of labour and food. All of these components are creations of labour, products of labour, accumulated labour. Capital is accumulated labour which serves as the means for new production. That is what the economists say.5

That labour is the source of value was a principle shared by most English political economists; Marx, however, moves beyond this to emphasize that capital too must originate in labour:

Capital does not only consist of food, instruments of labour and raw materials, not only of material products: it consists just as much of exchange values. All of the products that go to make it up are commodities. Capital is therefore not a sum of material products, it is a sum of commodities, of exchange values, of societal magnitudes.

Hence: “Capital is also a societal relation of production. … The relations of production as a totality make up what one calls social relations, society, and to be precise, a society at a particular historical stage of development.”6 Marx therefore takes the rudiments of English political economy and converts them into an analysis not simply of economic relationships, but of particular forms of economic relationship that define social relations and are defined by them. Furthermore, by drawing attention to the way in which capital is accumulated labour, Marx can also add a distinction between “dead” accumulated labour (capital) and “living” labour (the activity of wage labourers). The rule of capital then is a rule of dead over living labour:

The rule of accumulated, past, objectified labour over direct living labour first renders accumulated labour into capital. Capital does not consist of accumulated labour serving living labour as means for new production. It consists in living labour serving accumulated labour as a mean of maintaining and increasing the exchange value of the latter.7

Added to the principle taken from Ricardo that profits vary inversely with wages, Marx concludes that the accumulation of capital will depress wages in the long run, even though the rate of profit might decline. Ever-larger armies of labour can be employed, the use of machinery engenders the introduction of yet more machinery, the price of commodities (including that of labour) is reduced towards their cost of production, particular skills become valueless, work becomes more tedious, hours longer, and less well remunerated. A vicious circle becomes established: the increased use of machinery engenders mass unemployment, while for those in work competition reduces their wages to a bare minimum.

This is recognizable as the general thrust of Marx’s argument in Capital, volume I, but in 1849 taking the form of well-structured short lectures, not a bulky tome. What then is the path from this sketch of capitalist contradictions to the book with which Marx’s name is forever associated?

The genesis of das Kapital, Band 1 (1850–67)

In February 1848 Marx was expelled from Brussels for subversive revolutionary activity and he moved back to Paris, then travelling to Germany but being in turn expelled from there in May 1849. In July 1849 he was expelled from Paris again, and in August 1849 he arrived in London, where he would live for the rest of his life. He was 31. It would be another 17 years before the first (and only) volume of Capital completed by Marx saw the light of day; he reshaped it for a second German edition in 1872, then rewrote it in part for a French edition of 1873–5. There are indications that he twice tried to shape a second volume out of his material, but his failure to do so seems to have been related in part to the sheer physical effort involved, and also because, by the later 1860s, the clarity of his original idea had blurred. By default, Lohnarbeit und Kapital would be the most clearly argued piece that he ever wrote. The lecture format lends it a linearity, setting up questions at the end of one lecture that are resolved in the following. In the first volume of Capital, by contrast, the argument moves in waves, advancing an idea but not quite completing it before going back and beginning again, instead of consistently advancing to a conclusion. By the time that he was drafting his letters to the Russian revolutionary Vera Zasulich in 1882 this difficulty in carrying an argument to a clear conclusion was all too painfully evident.

In London he first resumed his studies of political economy and then turned to political journalism. The first major result of his work on political economy was a manuscript drafted intensively during 1857–8 and then abandoned when he fell ill. This “rough draft” of a critique of political economy is now known as the Grundrisse der Kritik der politischen Ökonomie, but it was first published in Moscow in 1939/41, then in East Berlin in 1953, neither dates nor locations being auspicious. Only with the republication of the 1953 edition in West Germany in 1967 did the text become more widely available, and it then became available in English with the publication of the Penguin translation in 1973.

Large claims have been made for this text, but its amorphous character and lack of any argument is continuous with the problem identified in Marx’s 1844 notebooks: he worked by rewriting his old notebooks, and since he did not clearly distinguish what he had copied from other books and what were his own thoughts, the result leaves a great deal to be desired. The Grundrisse as printed in 1939/41 did come with an “Introduction” from 1857 that imposed some order; but at several points in his career Marx made general statements about his “method” or his “discoveries” that fail to find support in what he was writing at the time. These general statements have been used by later commentators to make sense of the diffuse material that Marx actually produced, as a way of identifying his vision and his project, and then reading this back into his writings.

While we should not allow ourselves to be diverted in examining Marx’s writings by his own claims for what he was doing, it is nonetheless worth considering here how Marx presented his vision in 1857:

Civil society is the most developed and diverse historical organization of production. The categories that express its relations, understanding of its structure, therefore also provide an insight in the structure and relations of production of all past and vanished social formations, whose ruins and elements have been its building-blocks, and partly carrying within it untransformed remnants, mere traces which have assumed an elaborated meaning, etc. In the anatomy of man there lies a key to the anatomy of the ape.8

The vision for socio-economic analysis that Marx presents here captures the sense of the historical sweep associated with his name. It could be argued that it was this vision, rather than any close acquaintance with his writings, that lent Marx an appeal beyond radical politics, and which contributed to the development in the later nineteenth century of new ways of thinking about the histories of nations, forming the lasting basis of his reputation and its impact upon the social sciences of the later twentieth century. Since he never consistently executed this vision – we encounter it not in his detailed studies, but in the prefaces and introductions he wrote for them – it has always been his “vision”, rather than his actual “arguments”, which have attracted the most attention.

Perhaps conscious of the failure of the Grundrisse to articulate his vision, it was set on one side and Marx started all over again, writing Zur Kritik der politischen Oekonomie between August 1858 and January 1859, published in Berlin the same year. This was the first book on political economy that Marx had published in German – his 1847 critique of Proudhon would not be published in German translation until 1884/85 – and Zur Kritik is, in retrospect, a less coherent version of what would be the initial parts of the 1867 version of Capital. However, it also had a “Preface” that, like the 1857 “Introduction”, provided an account of his vision and that has become the most cited part of the text.

He stated in the preface that his working plan involved six parts:

	Capital

	Landed Property

	Wage Labour

	The State

	Foreign Trade

	The World Market



And he then went on to remark that the first section of the first book (“Capital”) had three sections:

	The Commodity

	Money or Simple Circulation

	Capital in General



And so, on the basis of this working plan, Capital volume I as published in 1867 would be only the first section of three volumes that, together, constituted the first item in a six-part list. This latter tripartite scheme would become the basis upon which Engels later put together volumes II and III of Capital from the notes that Marx left at his death.

However, Marx also took the opportunity in this “Preface” to make general remarks on his vision:

In the social production of their life men and women enter definite, necessary relations that are independent of their will – relations of production – that correspond to the particular developmental stage of the material productive forces. The totality of these relations of production form the economic structure of society, the real base upon which a legal and political superstructure arises, and to which particular social forms of consciousness correspond. The mode of production of material life determines social, political and intellectual life in general. It is not the consciousness of men that determines their being, but the reverse: their social being that determines their consciousness. At a particular stage of their development the material productive forces of society come into conflict with the existing relations of production, or, what is only a legal expression of the same thing, with property relations, within which these forces had hitherto moved. These relations switch from being the developmental forms of these productive forces to their fetters. An era of social revolution begins. With the transformation of the economic foundation the whole monstrous superstructure is more or less rapidly overturned.9

He continues on to argue that a social formation never vanishes “before all the productive forces are sufficiently developed”, and that new higher forms of relations of production never emerge before their conditions of existence “have formed in the womb of the old society”.10 Here again it is easy enough to recognize the core principles of the “Marxist view of history”, and it is these principles that have echoed down the years. It would, however, be a mistake to think that this formed a description of what Marx actually did in his writings.

During 1866 and early 1867 Marx pulled his material together and then published Das Kapital, Band I in Hamburg; whatever his plans had been and would be, this would become his sole major work.

Das Kapital, Band I (1867)

The “Preface” to the first edition of Kapital describes this book as being the first volume of a larger work, and as a continuation of the 1859 Kritik. This is disingenuous: he discards the 1859 Kritik and starts all over again, for the third time. Once more, we have a wide-ranging vision of the book and its approach:

My object of study in this work is the capitalist mode of production and its corresponding relations of production and interchange. So far its historical location has been England. This is the reason that England serves as the prime illustration of my theoretical development. If the German reader were to shrug his shoulders pharisaically over the conditions of the English factory and agricultural worker, or in so doing optimistically soothe himself with the observation that things were not so bad in Germany, so I have to tell him: de te fabula narratur!11

Coupled with his assertion that “It is the ultimate purpose of this work to reveal the economic laws of motion of modern society”, he also maintained that:

In itself it is not a matter of the higher or lower degree of development of social antagonisms that arise from capitalist production. It is a matter of these laws themselves, of these tendencies that work with eternal and effective necessity. The more industrially developed country shows to the lesser developed only the image of its own future!12

Added to which he stated that no society could evade the laws of motion of modern society, that it could neither leap over them nor legislate them away.

Taken together, this was the strongest statement that Marx made of his vision of capitalism: a social system of exploitation that had its origins in Britain, that operated according to the “laws of motion” that he aspired to reveal, and that would in time engulf the world. Here again we have this vision articulated in a “Preface”, and not demonstrated at length; and in any case he would change his mind in a few years. The French edition of 1873–5 that he oversaw came with a rather different vision: that the capitalist mode of production did have its origin in Britain, but it would come to characterize “Western Europe”, rather than the implication that it would become a global phenomenon. And it was this edition to which he referred Vera Zasulich in 1882 when responding positively to her query regarding the prospect that Russian development might bypass capitalist development altogether, and move directly from the rural commune to socialist society.

The first edition of Das Kapital, Band I was divided into six chapters:13

	The Commodity (pp. 1–105)

	The Transformation of Money into Capital (pp. 106–40)

	The Production of Absolute Surplus Value (pp. 141–290)

	The Production of Relative Surplus Value (pp. 291–496)

	Further Studies on the Production of Absolute and Relative Surplus Value (pp. 496–550)

	The Accumulation Process of Capital (pp. 551–763).



Only the first two chapters involved an abstract exposition of the theory of surplus value; the remainder of the work is primarily a historico-descriptive account of the extraction of surplus value made possible by the focus upon the role of the production process in the capitalist mode of production.

The initial exposition of labour and value builds directly on arguments already advanced in “Lohnarbeit und Kapital”: commodities are as values crystallized labour; as values, all commodities are only particular quantities of congealed labour time. Twenty years after Marx had, during the winter of 1847, delivered his lectures to German workers in Brussels in the idiom of French socialist thought, he now recapitulates the same kind of idea in the German philosophical language of the 1830s.14 The first chapter deals with “the commodity” as a thing that seems to be external, but which owes its existence to human labour, the essence of humanity. Emphasis is laid upon the phenomenal form of the commodity – the mystery of how individual work becomes social labour. What is evident here in the first two chapters is that his concept of “surplus value” – the source from which capital is accumulated – is not defined, nor is any indication given of how it is transferred from its original owner, the worker, to the capitalist. Not until page 126 in the first edition does he pose the central problem: given that the worker produces surplus labour, how does it come into the possession of the capitalist? What does the capitalist buy from the worker? How can the extraction of surplus value be conceived as a form of equal exchange, rather than simply the result of pure expropriation? What is the mechanism that can explain how, in an equal exchange between worker and capitalist, the capitalist ends up with more than the worker?

The solution offered is that the worker sells “labour power”, a quality that the worker owns; but since the worker does not own the means of production, the worker cannot realize the value of this labour without engaging in exchange with the capitalist. Once engaged in this exchange, the value of labour power is therefore not equal to what that labour power produces, but rather, the cost of reproducing that labour power: the costs of subsistence of the labourer. Stated in this way, we can see that Marx refines an idea originally sketched in “Lohnarbeit und Kapital”. However, the elaboration that Marx produces in 1867 is not a complete theoretical treatment of this exchange relation, but an empirical assumption that Marx announces almost 200 pages into the book, having vainly sought to deduce the distribution between capitalist and worker from the concept of the commodity.

His solution runs as follows: first, surplus value is defined as the difference between the subsistence wage paid to the labourer and the value created by that labourer. He then simply assumes that half the working day is devoted to reproducing the labourer, the remainder being appropriated as surplus value by the capitalist. And so that deals with the quantitative dimension: the determination of the wage, and the extraction of surplus value. But how does the capitalist effect this extraction and turn it into “congealed labour”? Here, finally, we come to the more original part of Marx’s Capital. The answer to this question does not lie in the formal process of exchange itself, but in the way that the capitalist can control the production process and secure the extraction of surplus value. It is, in short, not an economic relationship that ensures the extraction of surplus value, not a complex relationship building upon Ricardo’s analysis of labour and value, but instead a brute, empirical power relationship.

The control over labour power that the capitalist enjoys by virtue of the worker being employed within the closed space of the factory makes the extraction of surplus value possible. The general idea runs back to Proudhon’s Philosophie de la misère (1846), supported by Ure’s Philosophy of Manufactures (1835) and also, importantly, by Marx’s reading in the 1860s of the reports of British factory inspectors. This latter material is the only really new material that is incorporated into the first edition of Capital, volume I. The importance of this is often overlooked: that Marx used contemporary government reports to elucidate the current organization of the capitalist mode of production. Well into the twentieth century, accounts of “modern economic history” brought the story up to the early nineteenth century and stopped there. It was for this reason that Alfred Marshall argued that economic history could not assist in the development of economic analysis, because the economic history with which he was familiar had nothing to say about recent conditions. By contrast, Marx’s analysis of the labour process in Capital, volume I brought “economic history” into the present, by using contemporary sources and placing them in the context of a long separation of the labourer from the labourer’s means of production, what Marx called “original” or “primitive” accumulation, the creation of the relations of production in which capitalist accumulation could occur.

As noted above, Marx accumulated a mass of notes and drafts, and in 1859 he had sketched a plan for subsequent parts in which the 1867 volume was conceived as only “Book I”, carrying the title “The Production Process of Capital”. After Marx’s death Engels decided to assemble the remaining two books of the first volume.15 It seems that Marx had twice sought to pull his materials together into a second volume; Engels selected material from both sources, expanded Marx’s notes and added bridging pieces of his own to publish “Volume II” in 1885, a study of the circulation process that had been heavily influenced by Marx’s discovery in the mid-1860s of Quesnay’s Tableau Économique. This is a more abstract analysis than that of volume I, central to which is the development of schemes of capitalist reproduction involving two departments: capital goods and consumer goods. In this way Marx developed an argument about balanced (and unbalanced) growth that became important for debates over imperialism in the early 1900s, and for Soviet planners in the 1920s. Then in 1894 Engels published “Volume III”, which sought to analyse capitalist production in general, account for the transformation of surplus value into profit, and the tendency for the rate of profit to decline, combined with a theoretical account of banking capital and of agricultural rents. This volume attracted the attention of some contemporary economists who, in developing formal critiques of Marx’s propositions, laid the foundation for the development in the course of the twentieth century of Marxist economics (see lecture 11).

The legacy

This focus on the control over the worker in the labour process in the first volume of Capital was related by Marx to the idea that, brought together into a common place of work, workers would eventually come to understand their common interest in resisting the impositions of factory owners, a basis upon which political associations could develop and make possible the overthrow of the capitalist order. As an analysis of the modern world, however, this had two major flaws.

First, while the modern factory came to symbolize the world of work in capitalism, it was always, everywhere, only a relatively minor element as a site of employment. Of 18.68 million employed workers in “the workshop of the world” in 1901, 5.99 million were in manufacturing, with 1.98 million in domestic service.16 Even allowing for the associated idea that industrial workers would form a “vanguard class” in the overthrow of capitalism, this essentially Hegelian idea – that the most advanced form of capitalist development would contain the seeds of its supersession – was never much more than a philosophical conceit.

Second, Marx resolutely opposed the new forms of workers’ organizations actually emerging in the later nineteenth century. Denigrating Britain’s “labour aristocracy”, he lauded the “glorious failure” of the Parisian Communards in 1871, while criticizing the principles upon which the German Social Democratic Party was founded, a workers’ party whose printing presses would provide the main platform for the dissemination of Marx’s ideas before the First World War. The extension of the vote in major Western European countries was linked to social and economic reform and to the formation of new political parties contesting the emergent space of representative democracy. “Revolutionary Marxism” followed a different path, in which the route to a new order led through the overthrow of the state, as outlined in 1917 by Lenin in his pamphlet The State and Revolution. This marked a major shift from the politics of insurrection that Marx had championed in the 1840s, and which would eventually have relevance for the politics of representative democracies.

As a general explanation of the global power of capital the analysis offered in Capital, volume I gave little purchase on the new social orders being shaped in the later nineteenth century. While Marx was writing the final draft of the first volume of Capital in 1866, a major financial crisis broke; some comments on this were inserted into later passages of the draft, and in 1868–9 he returned to the crisis and took extensive and detailed notes from the specialist press of the period. Nothing was ever made of this, nor did any of this material find its way into the second and third volumes of Capital that Engels put together. The implications of capitalism as a financial system – something that would appear to be a natural extension of the idea that workers become dominated by the overwhelming force of accumulated capital that they themselves have produced – this is something that one might today have expected Marx to develop; but he never did.

5. Questions for discussion

	Upon what sources does Marx draw for his critique of political economy in Capital, volume I?

	To what extent does Marx adopt Ricardo’s analysis of value creation?

	Why is it that the resources upon which Marx drew come from the first half of the nineteenth century, and does this have any implications for his analysis of modern capitalism?
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Lecture 10

Marginalism and Subjectivism: Jevons and Edgeworth

1. Aims of the lecture

	To argue that the publication in 1861 of Mill’s critique of Bentham provided a platform for Jevons’s “mathematical political economy” of 1862, extending the argument made in lecture 7 regarding the importance of J. S. Mill’s Principles of Political Economy (1848) for the political economy of the later nineteenth century in Britain.

	To suggest that during the mid-nineteenth century, English political economy followed a separate but broadly parallel path to German and French political economy, ending up in the 1880s in roughly the same place: a new subjectivist economics.

	To demonstrate that Edgeworth first developed his understanding of the calculus of economic action from the exposition of the hedonistic calculus in Sidgwick’s Methods of Ethics (1874), and then subsequently learned his economics from Jevons.



2. Bibliography

Commentary upon the development of political economy in Britain during the last third of the nineteenth century has tended to focus on the work of Alfred Marshall in Cambridge, both during the 1870s and then after he returned there in 1885. As will be suggested below, this has tended to overshadow both the importance of Jevonian economics in Britain during the 1880s and the broader international significance of Edgeworth’s work in the twentieth century.

For Edgeworth, there is one central text that brings together his major writings with a useful introduction and a complete bibliography: Peter Newman (ed.), F. Y. Edgeworth’s Mathematical Psychics and Further Papers on Political Economy (Oxford: Oxford University Press, 2003). The Royal Economic Society gathered many of Edgeworth’s papers into a three-volume collection that remains widely available: Papers Relating to Political Economy (London: Macmillan, 1925). A further useful consideration of Edgeworth’s work is Stephen Stigler, “Francis Ysidro Edgeworth, Statistician”, Journal of the Royal Statistical Society A 141 (1978), 287–322.

Stanley Jevons was a polymath whose writings on political economy were only one part of his interests, albeit an important part. The best place to start is R. D. Collison Black’s entry for Jevons in the Oxford Dictionary of National Biography. Collison Black also edited Jevons’s Papers and Correspondence, 7 volumes (London: Macmillan, 1972–81). Despite its title, Harro Maas, William Stanley Jevons and the Making of Modern Economics (Cambridge: Cambridge University Press, 2005) mostly covers Jevons’s interests in logic, computing, statistics and psychology, and as such provides a basis for understanding the broader context of Jevons’s work. A general survey of Jevons as an economist can be found in Margaret Schabas, A World Ruled by Number: William Stanley Jevons and the Rise of Mathematical Economics (Princeton, NJ: Princeton University Press, 1990). The leading contemporary scholar of Jevons’s political economy is Michael White, who over the years has published a number of essays and articles that unfortunately have not yet been collected together. Two important examples are “The Moment of Richard Jennings: The Production of Jevons’s Marginalist Economic Agent”, in Philip Mirowski (ed.), Natural Images in Economic Thought (Cambridge: Cambridge University Press, 1994), 197–230, and “In the Lobby of the Energy Hotel: Jevons’s Formulation of the Postclassical ‘Economic Problem’”, History of Political Economy 36 (2004), 228–71. The linkage of Jevons’s work with Gossen – a linkage that brought him into contact with Léon Walras – is explored in J. K. Whitaker, “Jevons and Gossen”, in Antoin E. Murphy and Renée Prendergast (eds), Contributions to the History of Economic Thought (London: Routledge, 2000), 154–68.

For Philip Wicksteed, whose work links the Jevonian economics of the 1880s to Lionel Robbins in the 1930s, see Ian Steedman’s Oxford Dictionary of National Biography entry, as well as C. H. Herford, Philip Henry Wicksteed (London: Dent, 1931). Wicksteed’s allegiance to Jevons is made quite explicit in his “On Certain Passages in Jevons’s ‘Theory of Political Economy’”, Quarterly Journal of Economics 3 (1889), 293–314.

3. Chronology

	1835	Jevons born in Liverpool
	1844	Wicksteed born in Leeds
	1845	Edgeworth born in County Longford, Ireland
	1854–9	Jevons becomes assayer at Sydney Mint
	1862	Jevons’s “Notice of a General Mathematical Theory of Political Economy” read at Section F meeting, Cambridge
	1863	Jevons becomes tutor in political economy, Owens College, Manchester
	1865	Jevons, The Coal Question
Jevons becomes Professor of Logic, Mental and Moral Philosophy, Owens College
	1871	Jevons, Theory of Political Economy
	1875–80	Jevons becomes Professor of Political Economy, University College London
	1877	Edgeworth, New and Old Methods of Ethics
	1881	Edgeworth, Mathematical Psychics
	1882	Death of Jevons
	1888	Wicksteed, Alphabet of Economic Science
	1890–1911	Edgeworth becomes editor of Economic Journal
	1891	Edgeworth appointed Professor of Political Economy, Oxford
	1919–26	Edgeworth becomes joint editor of Economic Journal with Keynes
	1926	Death of Edgeworth
	1927	Death of Wicksteed


4. Lecture summary

The reconstruction of economic thinking around the decisions made by an economic agent, which implies a subjective form of economic analysis, began to consolidate during the second half of the nineteenth century. This economic agent is not necessarily a human subject: the approach considers economic exchange between two parties who might be human, but could equally be firms buying or selling materials or part-finished goods, or government departments purchasing services from firms or individuals seeking employment. It is subjective in the sense that it involves a decision-making process conceived in terms of the choices and opportunities facing each party to an exchange. Obviously there are various ways in which this exchange can be represented: today a game-theoretic framework would be quite usual, but this formulation became possible only in the mid-twentieth century and was not commonly found in economic analysis until the later 1980s.

The developments that we will consider in this and the following two lectures are typically thought to have originated with the publications of three economists: Carl Menger’s Grundsätze der Volkswirthschaftslehre (1871), Léon Walras’s Éléments d’économie politique pure (1874, 1877) and Stanley Jevons’s Theory of Political Economy (1871). By the 1880s the work of Menger and Jevons had found significant supporters, while for Walras it was not until he was succeeded by Pareto in the Lausanne chair in 1893 that his ideas gained wider recognition. These three writers argued in different ways: Menger eschewed mathematical reasoning altogether and drew on lines of argument long established within German economics that centred on the needs of human subjects; Walras developed a general equilibrium approach to the simultaneous satisfaction of wants and effort; while Jevons combined the utilitarian calculations of a single subject with simple algebraic formulations. All three broke with (what could now be treated as) a “classical” economics1 preoccupied with the role of capital and labour in the production of value and the distribution of national wealth, and relaunched economics as a science of exchange and price formation founded upon choices made by independent economic agents. In making these choices agents compared marginal increments of gains and losses; and while the significance of marginal changes as the focus of analysis was not new in economics – Ricardo’s version of Malthus’s theory of differential rent was based on marginal changes – these “marginal increments” expressed differences in the location or quality of land, not marginal changes in an agent’s demand for, or supply of, a good related to small alterations in price. Nor were Jevons or Walras entirely original in their efforts to develop a mathematical account of exchanges; both eventually realized that their ideas had been anticipated by a German civil servant, Hermann-Heinrich Gossen, in a book published in 1854.

Another common feature shared by these three writers was that they were all professional teachers of economics: Menger was a professor of economics in Vienna from 1873; Walras had been appointed to a chair in Lausanne in 1870; and Jevons had been appointed to a chair in “Logic, Mental and Moral Philosophy” at Owens College, Manchester in 1866, the title reflecting the fact that his teaching was directed to the University of London BA, which contained an element of political economy. None of them, however, readily found students who founded a “school”. Menger’s work was separately developed in the 1880s by Eugen von Böhm-Bawerk and Friedrich von Wieser, both of whom developed their work after reading Menger’s book rather than attending his lectures as students. Walras, despite making great efforts to propagate his work beyond Lausanne, appears to have left no mark on either those he taught or his immediate contemporaries, and his ideas only began to gain traction after his retirement in 1892. Jevons likewise seems to have left little mark on those he taught, but he did directly influence Edgeworth, and during the 1880s his work was increasingly accepted in Britain as the conventional approach to modern economics.

It has already been noted that Menger eschewed mathematical notation altogether; and although Jevons and Walras did make use of mathematical notation, neither of them had benefited from systematic training in mathematics. Jevons had studied mathematics as part of his University of London degree in the 1850s, while Walras relied entirely on colleagues in Lausanne for his mathematics, having little background at all in mathematics, nor in writing anything involving mathematical formulation before he arrived there. Alfred Marshall, by contrast, had a Cambridge degree in mathematics, but he was reluctant to place mathematical reasoning at the centre of his exposition. It would therefore be misleading to conceive the “Marginal Revolution” as a turn to formalization and mathematization. What unites all three approaches is clearly not any particular mathematical method, but a conception of economics as a science of (human) action. This is an exchange process within which agents calculate how each might best satisfy their needs with the resources available to them. A free agent can vary the effort needed to acquire the means of exchange required to acquire resources that are desired with differing degrees of intensity, and at the same time can forgo goods and services.

But if this is a “logic” of choice – a formal relationship of given means and fixed ends – it is so only in a very limited sense, for both needs and resources are fixed only in the very short term, and can vary more or less instantaneously. This is, after all, the whole point of any general equilibrium theory: that the conditions for equilibrium are manifold and various, so that the system should be conceived not as a fixed structure but as a dynamic and unstable process that ceaselessly fails to come to rest at an equilibrium. As Adam Smith had argued, the “needs” that directed the activity of an individual were not fixed, but generated through the work of social emulation; while the resources that might be available to satisfy these needs depended on the social and economic orders in which this activity took place, and the status of the individual seeking to make use of them. To understand the rationality of this interaction between “means” and “ends” we therefore need to understand the context and passing circumstances that render this “rational”.

Jevons died in 1882 aged 46, and Alfred Marshall later sought to write him out of the story of modern economics, with some success when one considers that it is only in the last 30 or 40 years that any serious study of Jevons’s work has developed. All the same, he had considerable influence in London and Oxford during the 1880s, and his general approach enjoyed a comeback at the London School of Economics in the 1920s and 1930s, through the medium of Edwin Cannan, first Professor of Political Economy, and the influence of Philip Wicksteed’s Common Sense of Political Economy (1910).

William Stanley Jevons (1835–82)

Stanley Jevons was around ten years older than Marshall and Edgeworth, and he had begun elaborating his ideas about political economy before Marshall even went to Cambridge and then, later still, began to study political economy. When a field of knowledge is developing rapidly, a few years’ difference in age can amount to a generational difference; and from this point onwards, where political economy is becoming something taught and studied, where being an “economist” is becoming a new kind of career, personal chronologies and the development of the subject will begin to synchronize and separate. Close contemporaries will come to be understood as representatives of different generations, which is what happened to Pigou and Maynard Keynes. Alternatively, representatives of an older generation will outlive the new: Neville Keynes, Maynard’s father, the author of a book on logic (1884) and the first modern book on economic methodology (1891), actually outlived his son by three years, not dying until 1949.

Jevons was born in Liverpool into a Unitarian family in 1835, his father an iron trader whose business was bankrupted following the railway crash of 1847, indirectly leading to Jevons taking a post at the Sydney Mint in the mid-1850s. In 1851 he began studying mathematics and chemistry at University College London, and then, after a three-year break from his studies to travel to Australia, he re-entered UCL in 1859 and took his BA in 1860. Although he had taken elementary classes in political economy at UCL, he was little impressed with the way he was taught and began to develop some mathematical formulations regarding economic exchanges. In 1862 he drafted a paper on the subject and sent it to be read at the meeting of Section F of the British Association, which that year was held in Cambridge. Despite its title, “Notice of a General Mathematical Theory of Political Economy”, it took the form of an exposition of a utilitarian calculus without explicit mathematical notation.

That political economy was not at this time central to his concerns is shown by the way he devoted time to writing a book on logic, published in 1864 as Pure Logic, a work presumably directed to that part of the London University BA curriculum devoted to the subject. In 1863, through the good offices of his cousin Harry Roscoe, already professor of chemistry at Owens College, he took a post as tutor in political economy at the Manchester college, linking it subsequently to a similar appointment at Queen’s College in Liverpool. In the same year he also had his first real success with the publication of a study of the fall in the value of gold in which he made use of index numbers; he was the first to employ such a systematic approach. His major breakthrough, though, came in April 1865 with the publication of The Coal Question. The book turned on the reliance of industrialization on coal as a cheap and abundant source of energy, predicting a long-run decline of prosperity as the increasing cost of exploitation raised the price of coal. While it could be said that Jevons tended to underestimate the extent of exploitable coal reserves, his argument hinged not on the potential exhaustion of coal as a source of energy but on the fact that it would in the future become steadily more expensive and thus present an increasing drag on economic growth. In 1866 this argument about the depletion of coal reserves and the current reliance on cheap energy was discussed in parliament, and the book quickly sold out; Jevons was also invited to Downing Street to discuss the issue with Gladstone, then prime minister. Jevons was subsequently appointed professor at Owens College.

That his interests remained broad, and at no point really converged on political economy as his principal concern, is also demonstrated by his conception in the later 1860s of what he called a “logic piano”: a mechanical device for resolving propositions according to the system of a truth table. In 1869 he published The Substitution of Similars, subtitled “The True Principle of Reasoning”, presenting opposite the title page a drawing of what he called a “logical abacus”. He described how this could be transformed into a machine “capable of reasoning, of replacing the action of mind in drawing inferences”,2 and he had one constructed by a local clockmaker; it was demonstrated at the Royal Society in January 1870. Besides his Theory of Political Economy of 1871, he went on to write a synthesis entitled Principles of Science: A Treatise in Logic and Scientific Method in two volumes, published in 1874.

From 1872 he reduced his teaching in Manchester due to ill health, and he took the opportunity in 1875 of moving to the vacant chair in political economy at UCL, where the salary was lower but he was required to give only one lecture a week. He began teaching at UCL in the autumn of 1876 but found even this minimal requirement too taxing, and in October 1880 he appointed a substitute and resigned the chair so that he might concentrate on other studies. Among these was a planned Principles of Economics, but this was incomplete when he drowned in the sea while on a family holiday on the south coast in 1882.

Jevons, The Theory of Political Economy (1871)

Jevons’s The Theory of Political Economy generalized the utilitarian calculus of incremental changes to pleasure and pain presented in his 1862 paper. While there is evidence from his correspondence that he began reformulating economic problems in mathematical terms in 1860, both the timing and substance of his 1862 paper point to the direct influence on his thinking of John Stuart Mill’s three-part essay on utilitarianism published in Fraser’s Magazine (October, November, December 1861). Despite the title of Jevons’s 1862 paper, no mathematical formulations were directly presented, and his argument worked entirely in terms of the Benthamite calculus of pleasure and pain that he would also have encountered in his classes at UCL. As he later described in the “Preface” to Theory of Political Economy:

In this work I have attempted to treat Economy as a Calculus of Pleasure and Pain, and have sketched out, almost irrespective of previous opinions, the form which the science, as it seems to me, must ultimately take. I have long thought that as it deals with quantities, it must be a mathematical science in matter if not in language. I have endeavoured to arrive at accurate quantitative notions concerning Utility, Value, Labour, Capital, &c., and I have often been surprised to find how clearly some of the most difficult notions, especially that most puzzling of notions Value, admit of mathematical analysis and expression. … The nature of Wealth or Value is explained by the consideration of indefinitely small amounts of pleasure and pain, just as the Theory of Statics is made to rest upon the equality of indefinitely small amounts of energy.3

Bentham had proposed that the value of pleasure or pain was measured by four factors: intensity, duration, certainty or uncertainty, and propinquity or remoteness. Jevons condensed these into just two, intensity and duration: “The intensity of present anticipated feeling must, to use a mathematical expression, be some function of the future actual feeling and of the intervening time, and it must increase as we approach to moment of realisation” (34). The intensity of a need felt by a subject could thus take account of time – now, or later – but not of probability. This limitation is also apparent in his approach to statistics, as Stephen Stigler has pointed out:4 one might have expected Jevons, given his familiarity with the natural sciences of the day and his interest in social and economic data, to develop ideas of statistical probability, but this move came first from Edgeworth, not from Jevons. Having (quite possibly unintentionally) simplified the optimization problem in this way, Jevons identified the problem as follows: “To satisfy our wants to the utmost with the least effort – to procure the greatest amount of what is desirable at the expense of the least that is undesirable – in other words, to maximise pleasure, is the problem of Economics” (37). That it is marginal, and not total, utility that is here at stake was then clarified in the following way (51):

We shall seldom need to consider the degree of utility except as regards the last increment which has been consumed or, which comes to the same thing, the next increment which is about to be consumed. I shall therefore commonly use the expression final degree of utility, as meaning the degree of utility of the last addition, or the next possible addition of a very small, or infinitely small, quantity to the existing stock.

“Final degree of utility” remained Jevons’s term for what is today understood as “marginal utility”, and it was not until Wieser coined the term Grenznutzen in 1884, translated by Wicksteed in 1888 as “marginal utility”, that this new perspective was described in a way that is recognizable today.

Two-thirds of Jevons’s book is devoted to an exposition of his treatment of utility and exchange, always conceived as being between two unitary economic agents and where “the ratio of exchange of any two commodities will be the reciprocal of the ratios of the final degrees of utility of the quantities of commodity available for consumption after the exchange is completed” (95). If we imagine two trading bodies – one which possesses corn, the other beef – and that 10 kg of corn exchange for 1 kg of beef, and if we then assume that for the agent holding corn, 10 kg of corn are less useful than 1 kg of beef, they will seek to exchange. The reverse is also true, and exchanges will be made until a loss of utility would arise if an (infinitely small) amount more were exchanged. Jevons first presents this idea in words, then graphically, then as a simultaneous equation with two unknowns. By extension, the cost of production is the reciprocal of the degree of productiveness, so that simple equations of quantities, “final degrees of utility” and cost of production can be established (192–3). The source of variation in labour productivity is the aggregate of those resources “required for sustaining labourers of any kind or class engaged in work” (223), which is how Jevons defines capital, which he explicitly treats separately from exchange. Hence the core of his analysis involves simple equations relating marginal changes in activity to marginal changes in prices in a two-agent, two-good world; the latter part of the book adds on to this a more conventional approach to capital and interest where every effort is made to apply geometric reasoning to investment periods.

Jevons’s book went into a revised second edition in 1879, where he restated his commitment to mathematics in arguing that “all economic writers must be mathematical so far as they are scientific at all, because they treat of economic quantities, and the relations of such quantities, and all quantities and relations of quantities come within the scope of mathematics” (xxi). He also added to it a detailed survey of mathematical economics up to that point, including discussion of Cournot and Dupuit (xxix f.), but he also acknowledged that the approach that he had, in 1871, thought to be quite original had in many respects been forestalled by Hermann-Heinrich Gossen (xxv):

From this statement it is quite apparent that Gossen has completely anticipated me as regards the general principles and method of the theory of Economics. So far as I can gather, his treatment of the fundamental theory is even more general and thorough than what I was able to scheme out.

Despite this recognition that his own approach was not entirely novel, he was clear that it broke with the political economy of distribution associated with Ricardo. As we have seen in lectures 6 and 7, English political economy never adopted Ricardo’s ideas with complete consistency, but it was only with Jevons that we find an unambiguous rejection of the older framework and the embrace of a new approach to economic analysis. And Jevons famously underscored this discontinuity (xliv): “The conclusion to which I am ever more clearly coming is that the only hope of attaining a true system of Economics is to fling aside, once and for ever, the mazy and preposterous assumptions of the Ricardian School.” Jevons was never able to develop his ideas beyond those expounded in his Theory of Political Economy, but as can sometimes happen, this could have been something of an advantage, preserving a clarity of statement that could have been blurred if overlaid by subsequent writings. In contrast, Edgeworth wrote so much and with such authority that, eventually, none of it was read; his name is revered but the substance calls for so much effort that few rise to the challenge.

Francis Ysidro Edgeworth (1845–1926)

Francis Ysidro Edgeworth was born in Edgeworthstown, County Longford to an Anglo-Irish father and a Spanish mother; tutored at home, he entered Trinity College Dublin in 1862 and studied classics, but he left for Balliol College Oxford in 1867. Here he studied classics and ancient philosophy, gaining a first in classics – “Lit. Hum.” or “Greats” – in 1869. Generally reserved, self-effacing and shy with women, he lived a long ascetic life as a bachelor, beginning with a move from Oxford into two rented rooms in Hampstead and taking up the private study of mathematics. He also read for the Bar, and qualified to practice as a barrister in 1877; but he never practiced law, since by this time he had launched into a career as a writer. His first book, New and Old Methods of Ethics, was published the same year that he was called to the Bar, and this small book, half of which was devoted to a review of Henry Sidgwick’s Methods of Ethics (1874), gave some indication both of his acuity and of his somewhat difficult style. In Hampstead he became friendly with his neighbour Stanley Jevons and learned his economics from him, subsequently publishing an article on “The Hedonic Calculus” in Mind (1879). The fact that he was formally trained in classics and law, but not in mathematics or political economy, turned out to his advantage. The mathematics that he taught himself was Continental in inspiration, ignoring the Cambridge Newtonian tradition with its allegiance to geometrical reasoning that was so evident in Marshall. And while almost a strict contemporary of Marshall, he was spared the process of first absorbing and then superseding Mill that, with Marshall, reached from the later 1860s to the mid-1880s; he took a more direct route and simply learned the principles of Jevonian economics from their author.

In 1880 Edgeworth was appointed lecturer in logic at King’s College London, marking the formal beginning of his academic career. In 1881 he published Mathematical Psychics, a difficult book but one which teems with ideas that would become central to economic analysis in the twentieth century. Here the idiosyncratic terminology and style rendered the work less accessible at the time, although he did gain an appointment to the chair of political economy at King’s College London in 1888, a post which required relatively little of him in respect of teaching. More significant was his appointment in 1891 to the chair of political economy in Oxford, a post that he held until 1922, although here again the post was not attached to any course or degree; and unlike Marshall, Edgeworth had no great ambitions to promote the teaching of economics. When the new PPE degree was agreed upon in 1920 it is said that the “E” for economics came last because of the lack of enthusiasm for the project among Oxford economists.

Edgeworth was appointed the first editor of the Economic Journal, a task he carried out with dedication until 1911 and then again, alongside Maynard Keynes, from 1919 until his death. He published extensively in the journal, both lengthy articles and reviews of works in English, French, Italian and Greek, the major pieces being collected in a three-volume collection published by the Royal Economic Society in 1925 as Papers Relating to Political Economy.

Edgeworth, New and Old Methods of Ethics (1877)

Edgeworth’s first book takes the form of two essays: one addressed to the “old” method of ethics, and one to the “new”. The latter is represented by Henry Sidgwick’s Methods of Ethics (1874), a work that examines utilitarian and intuitionist approaches to moral conduct, what could be conceived as “right conduct”. Today Sidgwick’s text is treated as a classical work of moral philosophy, an approach apparently reinforced by his appointment to the Knightbridge Chair of Moral Philosophy at the University of Cambridge in 1883. At the time, Sidgwick’s teaching in Cambridge was on the moral sciences tripos, which was the principal vehicle for the teaching of economics until 1903 and also included logic and politics. In the same year that he was appointed to the Knightbridge Chair Sidgwick published his Principles of Political Economy, a lengthy treatise that superficially resembles John Stuart Mill’s own Principles, but which is also clearly indebted to Jevons’s conception of “final utility”. And there is also a common thread connecting Sidgwick’s Methods of Ethics to Jevons, since in each case we can link the genesis of their arguments back to the early 1860s, when Mill published his three-part essay on utilitarianism. Sidgwick’s Methods of Ethics developed out of the intuitionist critique of utilitarianism developed by the then Knightbridge professor, John Grote – a critique that anticipated many features of later arguments about value, utility and intersubjectivity in the 1930s. And with this in mind, it is possible to trace a connection between Sidgwick’s moral philosophical reasoning and contemporary arguments about the “hedonic calculus”.5

Edgeworth’s New and Old Methods of Ethics responds to criticisms of Sidgwick regarding pleasure and pain as motives of action. Taking up the principle of the “greatest happiness of the greatest number”, Edgeworth employs differential calculus to demonstrate that the statement relates to “exact utilitarianism” and then introduces Fechner’s psychophysics as a way of proving exact utilitarianism.6 Whereas Jevons’s presentation of utility is initially expressed in the mathematics of graph theory (45ff.), Edgeworth restates functional relationships directly in the mathematical notation of differential calculus, which jostles on the page with citations in Greek and discussions of Plato’s Republic. Difficult as it is to determine exactly what Edgeworth was trying to achieve here, his next book would turn the same approach upon economic problems and arrive at new solutions to old problems.

Edgeworth, Mathematical Psychics (1881)

The subtitle to Mathematical Psychics is “An Essay on the Application of Mathematics to the Moral Sciences”, and in explaining his approach Edgeworth echoes the point already made by Jevons about mathematics:

[I]t is remarkable that the principal inquiries in Social Science may be viewed as maximum-problems. For Economics investigates the arrangements between agents each tending to his own maximum utility; and Politics and (Utilitarian) Ethics investigates the arrangements which conduce to the maximum sum total of utility. Since, then, Social Science, as compared with the Calculus of Variations, starts from similar data – loose quantitative relations – and travels to a similar conclusion – determination of maximum – why should it not pursue the same method, Mathematics?7

This was then defined by reference to Sidgwick’s Methods of Ethics, in which he first expounded the principle of utilitarian action as related to one human subject, and then in the final part sought to determine how the maximization of happiness for one person could be translated into collective happiness without simply treating the common good as a simple aggregate of individual good – the problems that would later recur as the issue of the intersubjective comparison of utilities (15–16):

The Economical Calculus investigates the equilibrium of a system of hedonic forces each tending to maximum individual utility; the Utilitarian Calculus, the equilibrium of a system in which each and all tend to maximum universal utility. The motives of the two species of agents correspond with Mr. Sidgwick’s Egoistic and Universal Hedonism.

Edgeworth does not discuss the difficulties that Sidgwick had in transforming individual utility into universal utility, and he adopts the principle stated by Sidgwick in terms of “egoistic hedonism”, or self-interest. However, this idea is immediately developed by introducing the idea of a contract, where the individual acts with the explicit consent of others. This enables him to suggest that contractors are engaged in a “field of competition” (17): a space that contains all the exchanges that could take place between two agents. Within this field, a “contract curve” (23)8 represents all points at which it is impossible to vary quantities of goods exchanged so that both parties are made better off. This leads on to lines of indifference and of preference, and from there to a definition of perfect competition articulated in these terms (31):

Equilibrium is attained when the existing contracts can neither be varied without recontract with the consent of the existing parties, nor by recontract within the field of competition. The advantage of this general method is that it is applicable to the particular cases of imperfect competition; where the conceptions of demand and supply at a price are no longer appropriate.

Not only does Edgeworth present a version of “perfect competition”, he later transferred the principles on which it is based to what he here calls “imperfect competition”. For this he went back to Cournot’s mathematical formulation of a duopoly (originally between two producers bottling spring water, and so competing with a homogeneous good in the same market: a key assumption for any theory of what, in time, would become known as “oligopoly”). The diagrammatic form in which this was elaborated differed from Cournot’s originals but became the way in which Cournot duopoly has been described ever since.9 Likewise, his introduction of curves of indifference as lines from an origin to a convex contract curve between two parties each with one good (28) was subsequently developed into the “Edgeworth Box” by Pareto in 1906,10 where each party’s axes for the two goods were two sides of a rectangle and the “indifference curves” were now convex to this origin (at the southwest and northeast corners of the box, as Edgeworth would have described it).11 It was in a modified form of Pareto’s version that they were taken up in the 1930s and eventually became the tool of choice in the analysis of exchange, before this essentially graphical approach was displaced by game theoretic formulations.

Philip Henry Wicksteed (1844–1927)

We can close this overview of English political economy in the 1870s and 1880s with Philip Wicksteed, whose Common Sense of Political Economy (1910) played a part in the broader transmission and reception of early English “marginalism”. Like Edgeworth, his background was in classics, studying at University College London from 1861 to 1864 and then moving to Manchester New College until 1867, when he gained a London MA. Like Jevons a Unitarian, he became minister of Little Portland Street Chapel in London in 1874, retaining the post until 1897, and he was also very active in providing local lecture courses for London University’s extension programme. He gave some 300 courses from 1887 to 1918, mixing classics, his favourite writer Dante, and also political economy.

His early interest in political economy had been sparked by reading Henry George’s Progress and Poverty, but by 1883 he had begun to study Jevons. The fruits of this are evident in his somewhat eccentric Alphabet of Economic Science (1888), in which the marginal principle was initially expounded in terms not of human choices, but of the acceleration and deceleration of balls thrown in the air (complete with graphical representation) and the sensation of sitting in a Turkish bath that is being successively heated and cooled. Quite how such a roundabout approach to marginal utility would fare in provincial classes is not clear, but what is evident is Wicksteed’s commitment to explicate common, everyday choices in terms of an algebraic framework drawn from mechanics and hydraulics. The Common Sense of Political Economy (1910) was a much larger two-volume work, in which the everyday sense of choice is provided by developing the account of economic action from the actions of a housewife – the matriarch with whom we are all familiar (18). Using this parable, he studies decisions made according to the marginal principle where resources are constrained, the objective being to optimize consumption across a range of goods.

5. Questions for discussion

	Jevons developed his analytical framework directly from utilitarianism; Sidgwick on the other hand drew from John Stuart Mill’s Principles. Consider how this affected the way in which they presented their versions of political economy.

	What did “mathematical economics” mean in Britain in the 1870s, and how might it have differed from a “Continental” tradition?

	Review Edgeworth’s account of the contract curve in Mathematical Psychics and compare it with Jevons’s account of equilibrium in exchange.
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	2.
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	The difference being partly that Edgeworth’s lines of indifference run from the origin to the contract curve; Pareto’s Edgeworth box expresses points where choices mutually maximize consumption; while the standard use of the indifference curve in elementary microeconomics is to indicate possible combinations of two goods for one individual, only one combination being optimal.



Lecture 11

From Political Economy to Economics

1. Aims of the lecture

	To demonstrate that, by the later 1880s, there was a broad international consensus that a “modern” economics centred on the choices made by an economic agent, and not on a framework of production and distribution involving land, labour and capital.

	To emphasize that while Walras pursued a complex algebraic approach to this problem that provided the foundations of general equilibrium analysis, he regarded his work as part of this general line of thinking, not as separate from it.

	To emphasize that while there was some diversity in approach to economic analysis, there was no imperative to reduce this variety to uniformity.



2. Bibliography

The reference text for Carl Menger is the four-volume Gesammelte Werke (Tübingen: Mohr Siebeck, 1968–70) edited by Friedrich von Hayek. For Walras the reference text is the fourteen-volume Oeuvres Économiques Complètes of Auguste and Léon Walras, edited by Pierre Dockès et al. (Paris: Economica, 1987–2005).

There are modern English translations of the principal works of Walras and Pareto. For Léon Walras, see Elements of Theoretical Economics: Or, The Theory of Social Wealth, (Cambridge: Cambridge University Press, 2014), and for Vilfredo Pareto see Manual of Political Economy, A Critical and Variorum Edition, Aldo Montesano, Alberto Zanni, Luigino Bruni, John S. Chipman and Michael McLure (eds) (Oxford: Oxford University Press, 2014).

An older but still usable translation of Menger’s Grundsätze published by the Ludwig von Mises Institute (2007) is available, but unfortunately it is marred by introductions by Peter G. Klein and Friedrich von Hayek that are best ignored for our purposes here. Indeed, much of the commentary to be found on the web relating to Menger and Walras is questionable, in terms of both scholarly reliability and judgement. Besides the work of Yagi and Endres noted here, you will generally find that commentary that is contemporary with the immediate reception of Menger’s work is far more illuminating than anything written since. The problem with commentary on Walras is rather different; the development of general equilibrium theory “creatively” modified Walras in a way that obscured the qualifications and reservations that he had made, progressively distorting later understanding of his work.

A useful starting point is William Jaffé, “Menger, Walras and Jevons Dehomogenised”, Economic Inquiry 14 (1976), 511–24. Context for Walras can be found in Yves Breton, “French Economists and Marginalism (1871–1918)”, in Studies in the History of French Political Economy: From Bodin to Walras, Gilbert Faccarello (ed.)(London: Routledge, 1998), 404–55. Kiichiro Yagi, “Carl Menger’s Grundsätze in the Making”, History of Political Economy 25 (1993), 697–724 provides a reliable account of the origins of Menger’s economics, while A. M. Endres, “Menger, Wieser, Böhm-Bawerk and the Analysis of Economising Behavior”, History of Political Economy 23 (1991), 279–99 provides a commentary on the reception of Menger’s work in the 1930s.

Two articles by Thorstein Veblen give a sense of the field of later-nineteenth-century economics as viewed by a critical contemporary: “Why Is Economics not an Evolutionary Science?”, Quarterly Journal of Economics 12 (1898), 373–97; and “The Preconceptions of Economic Science”, Quarterly Journal of Economics 13/14 (1899/1900), 121–50, 396–426, 240–69.

Reliable and readable overviews of the work of Menger, Wieser and Böhm-Bawerk can be found in James Bonar, “The Austrian Economists and Their View of Value”, Quarterly Journal of Economics 3 (1888), 1–31; and William Smart, “The New Theory of Interest”, Economic Journal 1 (1891), 675–81. Wieser’s own account can be found in “The Austrian School and the Theory of Value”, Economic Journal 1 (1891), 108–21.

William Jaffé devoted much of his scholarly life to the discovery of Walras’s papers and restoring some kind of order to their understanding; many of his essays remain valuable today. For a recent appraisal of Auguste and Léon Walras, father and son, see Keith Tribe, The Economy of the Word (Oxford: Oxford University Press, 2015), chapter 7.

3. Chronology

	1834	Walras born in Évreux, Normandy
	1840	Menger born in Neu Sandez (Galicia) [Nowy Sącz]
	1848	Pareto born in Paris
	1859–60	Menger studies law in Prague, then Vienna 1860–1863; gains doctorate in Krakow
	1871	Menger, Grundsätze der Volkswirthschaftslehre
	1872	Menger begins teaching in faculty of law, Vienna
	1873	Menger becomes assistant professor of political economy, Vienna
	1874/1877	Walras publishes Éléments d’économie politique pure
	1876–8	Menger tutor to Crown Prince Rudolf von Habsburg
	1879	Menger appointed professor of political economy, Vienna
	1883	Menger publishes Untersuchungen über die Methode der Socialwissenschaften und der politischen Oekonomie insbesondere
	1893	Pareto succeeds Walras, who retired in December 1892, in Lausanne
	1903	Menger resigns chair
	1910	Death of Walras
	1921	Death of Menger


4. Lecture summary

Carl Menger (1840–1920)

Carl Menger was born in Galicia, at the time part of the Austro-Hungarian empire but today in Poland. He studied law first at Vienna (1859–60) and then in Prague (1860–3), being awarded his doctorate in law in Cracow. He worked initially as a journalist in the 1860s, and only began to study political economy in 1867, developing ideas from his reading of Rau’s 1826 textbook (see lecture 6). He published his book Grundsätze der Volkswirthschaftslehre1 in 1871, before he had qualified to teach in the university. He did then qualify the following year, and was in 1873 given an assistant professorship in the Vienna faculty of law, which was responsible for providing lectures on political economy. After he had served two years as tutor to the Crown prince he was given a full professorship in political economy in 1879, and in the course of the 1880s he served as the figurehead for the rapid development of his “modern economics” in the universities of the Austrian empire. In 1883 he published an evaluation of the contemporary state of economics in which he distinguished between economic theory, economic policy and applied economics, emphasizing that the theoretical principles of economics could not be established inductively, but required deductive reasoning. This position drew vigorous criticism from Gustav Schmoller, newly appointed professor of political economy in Berlin and a leading figure among German economists. The controversy that followed served to point up Menger’s arguments regarding the nature and function of economic theory, and to associate his position with an “Austrian” theoretical economics that was countered by a German “historical” economics. As often happens, this “dispute on method” served to conceal the fact that “historical” economists were in fact more united by a commitment to policy issues than to any historical methodology, while the broad principles developed by “Austrian” economists were assimilated into the teaching of economics in German universities by the end of the century.

What were these broad principles? Menger set out his position in the preface to his book:

Whether and under what conditions a thing is useful to me, whether and under what conditions it is a good, whether and under what conditions it is an economic good, whether and under what condition it has the same value for me, and how great the measure of this value for me is, whether and under what conditions an economic exchange of goods can take place between two economically active subjects, and the limits set to price formation here, all of these things are as independent of my will as a law of chemistry is from the will of a practical chemist.2

Here two things are clear: that the focus is on exchange and the orientation of economic subjects to that exchange; while the conditions under which these agents seek to satisfy their needs is also emphasized. Indeed, this last point – the satisfaction of needs – had been the starting point of most German economic textbooks since the beginning of the century, and Menger explicitly acknowledged this in a long footnote that cited his sources back to Jakob.3

Associated with this new object for theoretical economics is, therefore, a comprehensive account of human satisfaction. It had become increasingly common in the German-language literature of the nineteenth century to order goods in terms of their degree of importance, and hence their capacity for satisfying human needs. Menger adopted a different approach: he declares his intent of arriving at an understanding of how humans achieve the most complete possible satisfaction of their needs, shifting the focus from the capacity of a range of goods to satisfy needs, to the way in which these needs were balanced one with another. Instead of the potential in goods for satisfying human needs, Menger considers the manner in which a human subject meets its needs in such a way as to maximize satisfaction, presenting this in the form of a ranking of needs from the most to the least urgent for a series of goods.4

[image: ]

Menger explains that column I could express the declining need for food, from 10 to 0, while column V expresses the need on the part of an individual for tobacco: hence, up to the figure 6 in this case, the need for food will always outweigh that for tobacco. There comes a point (the figure 6 here) when the option for a unit of food or of tobacco will be equal (6 being at the head of column V), and so from then on the individual will seek to “bring his need for tobacco with that for food into equilibrium”.5 While the calculation made here involves one agent and ten different goods, the argument advanced by Menger – that the individual maximizes satisfaction at an equilibrium where a small change in satisfaction for one good will have consequences for the consumption of another – involves a dynamic that is compatible with the arguments of both Jevons and Walras.

A third element then follows from the above: prices are defined as a means of equalizing exchanges between human subjects: “A theory of price should not seek to explain the equality of value between two goods, but must instead explain how economic actors, seeking to maximise their satisfaction, are induced to exchange specific quantities of goods.”6 Prices arise, therefore, not as an inherent quality of certain goods – the argument advanced by Smith and elaborated by English political economists – but are linked to the subjective estimation of need of the economizing actor, and provide a means for equalizing these subjective estimations into a general system of exchange. Put in this way, the distance between Menger’s non-mathematical approach and that of Walras seems much less great.

Menger never really elaborated his position after publishing the Grundsätze in 1871; instead, during the 1880s he became embroiled in the dispute with Gustav Schmoller over the origin and role of theory in economic analysis. This involved a set of definitions that turned on the name given to economics, and here we need to step back a little to understand the terminology that he used. “Political economy” had been used in Britain since the early nineteenth century as a term denoting the principles governing the inner organization of political bodies, or states: the “body politic”. By this time, English had also evolved a clear distinction between politics and policy: the former being the deliberative and often disputatious process related to the management of states, the latter being specific measures or instruments through which states were governed. However, while the same distinction exists in German and French, they share a single word: die Politik or la politique. Implicitly, therefore, the French économie politique has, in principle, a broader sense that diverges from the English “political economy”. In German there is an additional problem, since in the course of the nineteenth century the German language made use of three distinct terms to denote political economy: Nationalökonomie, “the economy of the nation”; Politische Ökonomie, likewise using the Greek root; and Volkswirtschaftslehre, “the economy of peoples”, reverting to the German term relating to provisioning and husbandry. Sometimes these were used interchangeably to denote what an English writer would understand by “political economy”. But Menger made use of these three terms to effect a clear distinction of economic theory from economic history or policy, albeit confused by the fact that he altered his terminology from that of 1871, using Volkswirthschaftslehre in the title of his book to refer to theoretical economics, while in his 1883 critique of historical economics he opted to use the term Nationalökonomie for the same function.

His new book, Untersuchungen über die Methode der Socialwissenschaften, und der Politischen Oekonomie insbesondere (1883), distinguished three domains of economics:

	the historical sciences of Volkswirthschaft (history and statistics);

	Theoretische Nationalökonomie, the principles of economics; and

	the practical sciences of the economy that established the foundations of purposive action in the economic domain (economic policy, financial science).



“Political economy” was reserved to express the unity of the latter two fields: “By politische Oekonomie we understand that totality of theoretico-practical economic sciences (die theoretische Nationalökonomie, die Volkswirthschaftspolitik und die Finanzwissenschaft) which are today commonly assembled under that title.”7 Hence there were the historical sciences of Volkswirtschaftslehre that studied the workings of contemporary and historical economies, and on the other side there was a political economy that was organized according to (broadly) deductive reasoning.

It was this distinction to which Schmoller reacted in a dismissive review published in the journal he edited, claiming that all economic science had to be developed inductively on a historical foundation.8 He dismissed the idea that economic science could be developed through abstract reasoning. By taking this position Schmoller established his own claim to a “historical economics” that, in truth, he never pursued; while the reputation of this “dispute on method” has since cemented the idea that the majority of German economists belonged to a “historical school” that eschewed abstract reasoning in favour of inductivism.9 But this is a very superficial perspective on the kind of economics that was practised in Germany in the second half of the nineteenth century. It was not a dedication to historical research that united the majority of German economists, but a commitment to policy, something that becomes more intelligible if we reflect on the fact that in Germany economics was taught to students in faculties of law. The leading organization of academic economists in Germany during the latter part of the nineteenth century was the Verein für Socialpolitik, founded in Eisenach in 1872 as a response to the growing “social question”. Sometimes using government funds, this organization conducted systematic surveys of social and economic life and presented reports on current projects to an annual meeting of a kind that did not exist in France, Britain or the United States. It should also be remembered that all German economists were civil servants, employed by state universities and so constrained as scholars by an occupational focus, and not by a more abstract conception of “research”. Members of the Verein were originally disparaged as Kathedersozialisten, “academic socialists”, but this label does capture the common linkage among German economists between economics and a progressive socio-political purpose.

Menger did not himself develop the principles he had laid out in 1871, but he did in the course of the 1880s acquire a number of younger followers who elaborated what was now described as “our modern economics”; chief among them was Eugen von Böhm-Bawerk.

Eugen von Böhm-Bawerk (1851–1914)

It was while Böhm-Bawerk was studying law at the University of Vienna that he became interested in political economy, an interest shared with his fellow student Friedrich von Wieser. In 1876 they spent one semester in Heidelberg, in Knies’s seminar, also travelling to Leipzig to hear Wilhelm Roscher lecture. Later that same year Böhm-Bawerk joined the ministry of finance, working at the same time on his second dissertation, which would qualify him to teach. This he achieved in 1880, but in 1881 he moved to Innsbruck, where he was appointed to a chair in economics in 1884. He left Innsbruck in 1889, returning to the ministry of finance, and he was briefly minister of finance in 1895. That he continued his scholarly interests is shown by his publication in 1896 of “Zum Abschluß des Marxschen System” in a festschrift for Carl Knies, translated into English in 1898 as Karl Marx and the Close of His System. This work was prompted by the publication in 1894 of the third volume of Marx’s Capital, arguing that the analysis of price and profit in the third volume was in basic conflict with the labour theory of value developed in the first. His critique of the “transformation problem” (of the transformation of the values of volume I into the prices of volume III) has remained a standard text in the discussion of Marx’s economics. After he had served twice more as minister of finance he returned to a chair at the University of Vienna in 1904, Joseph Schumpeter, Ludwig von Mises and Henryk Grossmann being among his students.

Böhm-Bawerk was a prolific writer, and the progress of his publications gives us a clear perspective on the development and propagation of Austrian economics during the later 1880s and 1890s. He began with his dissertation, Rechte und Verhältnisse vom Standpunkte der volkswirthschaftlichen Güterlehre (1881),10 but for the next few years mainly published reviews of contemporary writings in Austrian periodicals, including a long treatment of Menger’s Untersuchungen. In 1884 he published a substantial historical survey of theories of capital and interest, Geschichte und Kritik der Kapitalzins Theorieen, ironically a thorough review of past arguments and writings of a kind never attempted by Schmoller or his contemporaries – in fact, it was more like the kind of study to which the “historical economist” Wilhelm Roscher devoted his efforts.11 Then in 1886 he published his first proper article in Hildebrand’s Jahrbücher für Nationalökonomie und Statistik, the leading German economics journal of the time; this was a very long two-part article on the foundations of the theory of value. In 1889, the year he left Innsbruck to return to the finance ministry in Vienna, he published the theoretical second volume of his study of capital and interest, Positive Theorie des Kapitals. But his return to work in the finance ministry did not stop him writing: in the same year he published an article on his new theory of value, in French, in the new Revue d’économie politique; he had an introduction to the work of “the Austrian economists” included in the Annals of the American Academy of Political and Social Science; the first volume of his study of capital and interest was published in London; and he reviewed the work of Macvane and Giddings12 in the Quarterly Journal of Economics. In 1891 the second volume of his book on capital and interest was published in English translation; in 1892 he joined with others in establishing a new Austrian journal; and in 1894 he had articles published in both the Revue d’économie politique and the Economic Journal.

Significant here is not only that Böhm-Bawerk published a great deal and widely, but that he was able to do so. Hildebrand’s Jahrbücher had started in 1863 but many of the other periodicals in which he published were new: there were more people writing in political economy, and there were now dedicated outlets for their writings. Whereas Walras struggled in the 1870s to get his work known more widely, by the later 1880s there was an emerging international field of periodicals facilitating not simply national publication but international communication.

How, then, did Böhm-Bawerk build upon Menger? His first book, Rechte und Verhältnisse vom Standpunkte der volkswirthschaftlichen Güterlehre (1881), aimed to identify the “real economic nature” of the immaterial goods “rights” and “relations”: are rights and relations economic goods in the sense usually understood in economics? He saw the first problem as being that many basic concepts in use lacked clarity; and he therefore saw his task not as developing Menger’s ideas, but as elaborating their presuppositions. Having reviewed French, German and English literature, he concluded that there were five conditions that had to be met if something was to be a good.

	There has to be a human need that the object can serve.

	The object has to possess appropriate qualities.

	Persons have to recognize these qualities.

	Persons have to be aware of how to use them.

	Persons have to have access to them: they have to be within their “power of disposal” (Verfügungsmacht).



And to emphasize the subjective aspect of this, he stated that

the Gutsqualität of a thing is not objective, but rests on a relation between the thing and a subject; hence Gutsqualität can be created or destroyed solely by the formation and dissolution of subjective relations. … [N]o good is absolutely a good, but only such for the individual or collective subject in regard of which all the subjective preconditions are met.13

Some things are called “goods” but are not themselves economic goods, they are simply thought to be “good” for religious or ethical reasons. How, then, do rights relate to this conception of goods and the powers of disposal over them?

A right is, in the economic process, only recognized as meaningful where it is directly linked to physical possession, or is in prospect of being so linked; and has little meaning where this does not hold. Possession itself is secured by the State; rights themselves are an exigency created by social organization and part of a complete economic power of disposition over goods.14

And so for rights to exist, there has to be some social organization that creates the possibility of individuals holding and exercising those rights. And after further diversions there is a closing discussion of future goods, leading to the issue of the manner in which wealth is calculated.

In developing his arguments, Böhm-Bawerk here referred back to earlier writers such as Jakob, Adam Smith and the physiocrats; and the depth of his reading in the historical literature is apparent in his next major work, the first of a two-part work on capital and the interest on capital in which he conducted a systematic survey of past writing.15 He noted here that interest on capital had some curious properties: income arose without any activity on the part of the capitalist, and so appeared to originate from capital itself, interest therefore appearing to be a good created by “lifeless” capital. What then was the source of this flow? Capital itself was defined as a “complex of produced means of acquisition” arising from previous production and employed for further production, not for immediate consumption.

This idea was then elaborated in the second part, published as Positive Theorie des Kapitals (Kapital und Kapitalzins Zweite Abtheilung) in 1889. Here he first laid emphasis on the spatial aspect of economies: “The spatial relocation of material is the key to the productivity of humans, to their command over nature and its powers” (11). This “spatial relocation” takes three forms:

	simple relocation – the transfer of goods from one place to another;

	the relocation, displacement and separation of parts of the same object that bring about a new form – from iron a nail is made; and

	the combination of different elements to create temporary or permanent material.



From this, he concludes that: “Capital is nothing but the name for the intermediate goods that are created at different stages of the path followed in creating the good” (21). Here again though he embarks on a historical survey of terminology and usage, recapitulating the basic principles of value outlined in previous work and adopting Wieser’s terminology: “The value of a good is determined by the magnitude of its marginal utility”, a formulation that is described as “the hinge of our theory of value” (158). Not until well into the book is the issue of time directly introduced, identifying the difference in value between present and future goods as the source of interest (248ff.).

Writing in 1891, Böhm-Bawerk drew parallels between the work of Jevons, Menger and Walras, something that both Edgeworth and Walras had also done; and he also acknowledged that John Bates Clark in the United States came close to the same idea:

But the direction in which I believe the Austrians have outstripped their rivals, is the use they have made of the fundamental idea in the subsequent construction of economic theory. The idea of final utility is to the expert the open sesame, as it were, by which he unlocks the most complicated phenomena of economic life and solves the hardest problems of the science.16

All the same, the most lasting impact of any of these writers was that made by Léon Walras, to whom we now turn in conclusion.

Léon Walras (1835–1910)

Léon Walras was born in Évreux, Upper Normandy in 1835 as the first son of Auguste Walras, a school inspector whose interest in political economy went back to the mid-1820s, when he first took an interest in Saint-Simonian ideas about property. At that time he had developed a theory of value related to scarcity, and became a champion of land nationalization, linked to the critique of property that had prompted his interest in political economy, publishing his first book on the subject in 1831. The year after Léon was born, the family moved to Paris so that Auguste could study for a diploma that would allow him to teach philosophy (agrégation); during 1836–7 he gave lectures on political economy at the Athénée, and was eventually appointed to the Royal College of Caen to teach French literature. He completed a thesis, eventually published in 1853, and harboured ambitions to develop his ideas on political economy, looking to Léon’s younger brother to continue his life’s work.

In contrast, Léon was not an academic success. By his early twenties he had twice failed the entrance exam for the École Polytechnique and been thrown out of the École de Mines twice. He never advanced beyond the baccalaureate he had gained in 1851. With the sudden death of Léon’s younger brother in 1858 Auguste turned to Léon, who promised to continue his father’s work. This he faithfully did, although at this point he had little acquaintance with either political economy or with the mathematics that was to become his trademark. First he wrote a critique of Proudhon from his father’s notes, which was published under the title L’Économie politique et la justice in 1860. Then, in 1861, employed as a journalist, he attended a conference in Lausanne devoted to taxation and distribution, where he made a presentation put together from his father’s notes (again), and then entered the essay competition. While he did not win the competition, he so impressed the organizers that, several years later, when they were seeking to appoint a teacher of political economy, they sought out Léon.

In the early 1860s Léon himself came into contact with Saint-Simonians, and in discussing with them the book he had written, he formed the idea of proving that free competition maximizes utility by employing mathematical reasoning. By late 1862 he had formulated a project for a “Complete Treatise of Political and Social Economy”, the first volume of which would deal with “The Theory of Social Wealth (Pure Political Economy)”. He drafted parts of this in the early 1870s, and then in 1874 and 1877 he published a fully mathematical treatment of the manner in which markets with many sellers and many buyers found equilibrium at a point where the utilities of individuals were maximized.

This book was the Éléments de économie politique pure, and it still turned on the nature of social wealth that he had conceived in 1862: “I call social wealth the collection of material or immaterial things … which are scarce, that is, which are on the one hand useful to us, and on the other, are only at our disposal in a limited quantity” (OEEC VIII, 45). Useful things that were, however, available only in limited quantities were (47–8):

Appropriable
Valuable and exchangeable
Capable of being produced industrially and of multiplication.

Rather like Edgeworth would do some years later, he formulated exchange relationships mathematically, progressively building sets of simultaneous equations that expressed the prices required to clear any one given market. For the Walrasian model as conceived by Léon consisted of several different sectors, some of which (land, railways) were not suited to generalized exchange, and where the “ideal” market was modelled on the stock exchange (OEEC VIII, 70):

The markets best organized by competition are those where purchase and sale is effected by agents calling out their prices, mediated by agents such as brokers, sellers, who centralize these exchanges in such a way that no exchange takes place without conditions being notified and known, with the sellers being able to offer discounts and the buyers bid.

This is how bourses and exchanges function, states Walras. And there are other markets that are less well regulated but that also work well enough, such as fruit and vegetable markets. Streets lined with shops of various kinds are rather less effective markets in respect of competition, implying that the spatial organization of markets has an impact on the competitive process (VIII, 71):

Finally, the world can be considered as a vast general market made up of various special markets where social wealth is bought and sold, and we need to identify the laws according to which these sales and purchases tend to take place. In that respect, we will assume a perfectly organized competitive market, just as in mechanics one at first assumes frictionless machines.

In the market for private goods, the consumer calculates the amount of goods and services they wish to consume: the consumer compares the intensities of utilities, not only of similar goods or services, but of different quantities of a diversity of services or products. The consumer finally demands so much of this or that service or good; and for each good or service there is a crowd of consumers/demanders facing a crowd of producers/suppliers who can be sure that what they do not sell to one buyer they can sell to another.

Nonetheless, this model of market functioning was heavily circumscribed by Walras. He identified quite specific conditions for a fully competitive market to function: simultaneous clearing of sales and purchases depended upon many sellers and many buyers who were in immediate contact with each other, and who were fully aware of their utility schedules and the resources they commanded. There were many markets where these conditions were not met, in part or whole; and for these markets some degree of regulation and, ultimately, state ownership were necessary. In matters of external security, justice, education and communications the state was the sole consumer and/ or provider of services, and here the public interest was not served by free markets, since in this instance they were not capable of maximizing consumer utility. He drew a clear distinction between the public interest and a private interest. Far from Walrasian general equilibrium being a template for unlimited free competition, the zones in which free competition might hold sway were in reality heavily circumscribed.

Nor was the vision that Walras elaborated new, as he eventually discovered. He became aware of the fact that Hermann-Heinrich Gossen had published a book in 1854 that contained very similar arguments. Nonetheless, Walras pursued his investigations into the author and his work so thoroughly that, today, all that we know about Gossen derives from Walras’s efforts to discover more about him. And in addition, this enabled Walras to define more precisely exactly what he had himself achieved (OEEC IX, 320):

Exchange according to the mechanism of free competition is an operation in which all exchanging parties obtain the greatest satisfaction of their needs compatible with the condition of giving the good which they sell and receiving the good which they buy in a common and identical proportion. By reuniting the second condition with the first I completed the principle of the mathematical theory of exchange.

The international diffusion of political economy

Walras sought to make his work more well known through correspondence with many of his contemporaries, and the three-volume edition of his correspondence that William Jaffé edited17 provides valuable insight into the developing international network of political economy in the later nineteenth century. More effective in the diffusion of new ideas, however, was the movement of students, and it was during this period that the migration of American students who had an interest in political economy but were unable to pursue its study at a higher level in North America reached its height. At the time, thousands of American students were enrolling in European universities to study the humanities and sciences, with the overwhelming majority of them in Germany, the only country where one could both pursue postgraduate studies and earn a doctorate – neither of these were possible in Britain, and the French university system was in effect closed to outsiders. In response, the American university system developed in emulation of the German research university, beginning with Johns Hopkins in 1886 and continuing with the foundation of the University of Chicago in 1895.

Many of the most prominent American economists of the later nineteenth century had studied in Germany, and they carried back to the United States a particular vision of a practical economics dedicated to social ends. As already noted, the common assumption that German political economy was dominated by a “historical school” is misleading, if by that is understood that there was a general commitment to the kind of “historical method” that Gustav Schmoller defended. The political economy that Carl Knies taught to Richard T. Ely, John Bates Clark and Edward Seligman in Heidelberg turned on the core principles of value, price, wages, profit and interest continuous with the kind of material that we can find in John Stuart Mill, for example; and the same would have been true for Frank Taussig when he studied in Berlin, or Simon Patten when he studied in Halle. German political economy of the 1880s combined this fairly rudimentary theoretical core with an interest in socio-economic data and social policy – as symbolized by the existence of the Verein für Socialpolitik as the principal organization for German economists.

When Ely and Clark, together with Henry Carter Adams, came together to found the American Economic Association in 1885 they very much had in mind the model provided by the Verein: of an association of university economists dedicated to social reform on the basis of social surveys and statistics. Their programme was subsequently disputed by American economists who had not been influenced by studying in Germany; but this commitment to basic economic principles and an empirical approach to the task of social reform remained an important strand in American economics and provided the basis for what became known as institutionalism, associated most clearly with Wesley C. Mitchell and John R. Commons. Nor was this new generation of American economists hostile to “marginalism”, as if replicating the alleged German “Methodenstreit” of the 1880s. The basic principles of the new subjective economics, whether Jevonian, Marshallian or Austrian, were incorporated and generally accepted by the 1890s; and so when, in 1914, Friedrich von Wieser published a summary of the new Austrian economics, the book was favourably reviewed by Mitchell in the Political Science Quarterly.18

By the later nineteenth century economics was increasingly something taught to students in a university setting, but it had not yet become a discipline with a set curriculum, examinations and degrees. This would all take place in the early twentieth century, but as we have seen with Böhm-Bawerk, the development of new periodicals had already made it possible for economists to read the work of others and publish their own contributions. The new journals dedicated to economics not only carried news of academic developments in other countries, they also carried content from other international publications, and reviewed books in languages other than the one of the periodical. Economists throughout the nineteenth century read each other’s works in the major languages. Italian economics has always suffered from being written in Italian, which relatively few people read; but Edgeworth and Pigou did read Italian, and reviewed Italian books in the pages of the Economic Journal. It was not until the later twentieth century, however, that English became a global common language.

In 1908 42 per cent of foreign-language teaching hours in European schools were devoted to French, 20 per cent to English and 11 per cent to German. Before the First World War German science had enjoyed international pre-eminence, and so in many areas of the physical and life sciences it was important to be able to read German. But the war discredited the hegemony of German Kultur in general, and interest in learning the language fell sharply. By 1938 French had dropped back to 30 per cent of foreign-language teaching hours, and German to 7 per cent; but English had advanced to equal French, while German schools had shifted from French to English as their second language in 1937. The Second World War, which brought the United States definitively onto the world stage, sharpened this tendency; and Scandinavian schools abandoned German as a second language for English shortly after the end of the war.19 Being able to read and write in English is now a requirement for any young economist, but this does not necessarily imply that economics itself has become more international. In fact, a case could be made that at the end of the nineteenth century – when it was commonplace for economists to read in one or two foreign languages, and the new specialist journals came with listings of the contents of journals published in North America, Japan, Western Europe and Russia – the emergent discipline was more diverse, and even more international, than it is today, where native English speakers rarely have any foreign language ability at all, and presume that anything worth reading will be in English.

5. Questions for discussion

	Why was the reception of the “Marginal Revolution” delayed from the 1870s to the 1880s/1890s?

	Was the “Austrian economics” of Menger and Böhm-Bawerk abstract and unhistorical?

	What was Léon Walras’s purpose in creating a mathematical system of general equilibrium?
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Lecture 12

Alfred Marshall’s Project

1. Aims of the lecture

	To outline the three main elements of Marshall’s “project” for a modern economics: the writing of a central text, the establishment of a specialist journal, and the creation of the first three-year undergraduate degree in economics.

	To demonstrate that his influence ran not only through these institutional innovations, but through the students that he taught.

	To show that his ambition for economics – that it become a central part of the training of businessmen, administrators and civil servants – had more mixed, and delayed, success.



2. Bibliography

Principles of Economics as published in 1890 was planned as the first of two volumes, but Marshall eventually dropped “Vol. I” from the title page and published the material he had assembled for the second volume in two books: Industry and Trade: A Study of Industrial Technique and Business Organization; And of Their Influences on the Conditions of Various Classes and Nations (London: Macmillan, 1919); and Money, Credit & Commerce (London: Macmillan, 1923). Principles itself went through several editions: a second edition in 1891 up to an eighth in 1920, the last in Marshall’s lifetime. In the process it was revised and rearranged; here we are chiefly concerned with outlining the originality of Principles, so reference will be exclusively to the first edition of 1890. While physical copies of this edition are rare, an electronic version is available through archive.org. There is no definitive edition apart from the variorum (ninth) edition prepared by Claude Guillebaud and published in 1961, based on the eighth edition. Marshall also published a condensed version of the second edition under the title Elements of Economics of Industry (London: Macmillan, 1892) which should not be confused with his and Mary Paley Marshall’s Economics of Industry (1879), which it was designed to replace.

Marshall’s writings prior to 1890 have been collected in The Early Economic Writings of Alfred Marshall 1867–1890, two volumes (London: Macmillan, 1975), edited by John Whitaker; Whitaker also edited a three-volume collection of correspondence (Cambridge: Cambridge University Press, 1996). The book written with his wife Mary, The Economics of Industry (1879), is significant in part by virtue of it having been commissioned for use in Cambridge University extension lectures, and so can be regarded as the first textbook specifically composed for use in the teaching of economics in Britain.

The best place to begin is with Rita McWilliams Tullberg’s entry for Marshall in the Oxford Dictionary of National Biography. A comprehensive biography is provided by Peter Groenewegen, A Soaring Eagle: Alfred Marshall 1842–1924 (Cheltenham: Elgar, 1995). The academic culture that fostered the development of Marshall’s economics in Cambridge is brilliantly exposed in Gregory Moore, “Masters of Theory and Its Relevance to the History of Economic Thought”, History of Economics Review 42 (Summer 2005), 77–99.

There is an extensive secondary literature on Marshall and his students that has tended to foster the image of Marshall’s Cambridge as central to the development of economics in Britain. However, rather like Adam Smith, reputation and influence soon drifted apart. Marshall was for much of the twentieth century seen as the central figure of economics in Britain, and Principles was still in use as a textbook in the 1950s. But Marshall’s direct influence on economics in Britain and elsewhere waned in the course of the 1920s, and by the 1930s the new discipline that he had done so much to form was assuming a different shape. Much of the commentary focuses on the pre-eminence of Marshallian economics, rather than seeking explanation for the brevity of this period and its decline, and this should be borne in mind. While John Maloney, Marshall, Orthodoxy and the Professionalisation of Economics (Cambridge: Cambridge University Press, 1985) is part of this older view of Marshall’s Cambridge, it remains a central point of reference. More recent research is reflected in Simon J. Cook, The Intellectual Foundations of Alfred Marshall’s Economic Science: A Rounded Globe of Knowledge (Cambridge: Cambridge University Press, 2009). Very useful guidance can be found in the contributions collected in Tiziano Raffaelli, Giacomo Becattini and Marco Dardi (eds), The Elgar Companion to Alfred Marshall (Cheltenham: Elgar, 2006); and Tiziano Raffaelli, Giacomo Becattini, Katia Caldari and Marco Dardi (eds), The Impact of Alfred Marshall’s Ideas (Cheltenham: Elgar, 2010). For the British Economic Association and the Economic Journal, see Keith Tribe, “Economic Societies in Great Britain and Ireland”, in The Spread of Political Economy and the Professionalisation of Economists, M. Augello and M. Guidi (eds) (London: Routledge, 2001), 32–52; and Keith Tribe, “The Economic Journal and British Economics, 1891–1940”, History of the Human Sciences 5 (1992), 33–58. For the economics tripos, see Keith Tribe, “The Cambridge Economics Tripos 1903–55 and the Training of Economists”, Manchester School 68 (2000), 222–48.

3. Chronology

	1842	Born in Bermondsey, London
	1861	Enters St John’s College, Cambridge
	1865	Graduates with second-place first in mathematics
	1868	St John’s College Lecturer in Moral Sciences
	1875	Visit to the United States
	1877	Marries Mary Paley; resigns fellowship, becomes principal of University College Bristol and Professor of Political Economy
	1879	The Economics of Industry (with Mary Paley Marshall)
	1881	Resigns post in Bristol
	1883	Lecturer in Political Economy, Balliol College, Oxford
	1884	Appointed Professor of Political Economy, University of Cambridge
	1890	Creation of British Economic Association (later Royal Economic Society)
	1890	Principles of Economics, volume I
	1891	First issue of Economic Journal
	1903	Inauguration of economics tripos
	1908	Retires from chair, succeeded by A. C. Pigou
	1919	Industry and Trade
	1923	Money, Credit & Commerce
	1924	Death of Marshall in Cambridge


4. Lecture summary

Alfred Marshall developed his economic thinking during the 1870s from a Millian foundation, but his own Principles (1890) did not simply supersede Mill’s Principles of Political Economy (1848). Mill’s book was popular and widely read despite its bulk, while Henry Fawcett’s Manual of Political Economy (1863) provided an accessible and robust condensation of Mill, which was in turn abbreviated by Millicent Fawcett’s own Political Economy for Beginners (1870). Fawcett was elected Professor of Political Economy in Cambridge in 1863, and while he mainly taught “poll men” (those studying for an ordinary degree and so with no specialized commitment to the subject), he clearly stated the range and limitations of his approach in the “Preface” to his Manual:

The end I hope to attain, I may briefly state to be this. I think that all who take an interest in political and social questions, must desire to possess some knowledge of Political Economy. Mr. Mill’s treatise is so complete and so exhaustive, that many are afraid to encounter the labour and thought which are requisite to master it; perhaps, therefore, these may be induced to read an easier and much shorter work. … I have not attempted to discuss all the principles of Political Economy in full detail; but I believe no important branch of the subject has been omitted; and I therefore think, that the principles which are explained in the present work will enable the reader to obtain a tolerably complete view of the whole science.1

Marshall had greater ambitions for both political economy and Cambridge, and when he was elected to the chair as successor to Fawcett in late 1884 he immediately set to work, placing a notice in the Cambridge University Reporter in January 1885 inviting students to call on him for advice and informal instruction.

The development of his Principles of Economics proceeded slowly, but when it was eventually published in 1890 it was immediately recognized as a new departure. In the same year he was instrumental in the establishment of the British Economic Association, an organization whose purpose was to provide a broad platform for a new journal that, unlike the Quarterly Journal of Economics (Harvard) and the Journal of Political Economy (Chicago), would not be directly associated with any one institution. The Economic Journal began publication the following year. The third element in his “project” was the creation of an economics degree separate from the moral sciences tripos, of which in Cambridge political economy was only one part. His unremitting efforts in this cause irritated many of his colleagues, so that when in 1903 he eventually got his way and the new economics tripos was inaugurated, the teaching of political economy and politics was excluded from the moral sciences tripos, which became the core for the teaching of philosophy in Cambridge. In 1908 Marshall retired and was succeeded by his pupil and protegé A. C. Pigou. This caused something of a stir at the time but Pigou’s eminence was indisputable and the electors were unanimous in their choice. Marshall remained living in Cambridge, and after his death in 1924 the contribution made by Mary Paley, who lived until 1944, to the development of the Marshall Library of Economics was a constant reminder of his legacy.

Alfred Marshall (1842–1924)

As Rita McWilliams Tullberg’s Oxford Dictionary of National Biography entry makes clear, it is only quite recently that Marshall’s humble background has been revealed, primarily through investigations made by Ronald Coase into his family history. The more genteel version of his story that Mary Paley passed on to Maynard Keynes for his memorial essay, which presumably she got from Alfred, tended to hide the extent of his real achievement in becoming first a student in Cambridge and then a fellow of St John’s College. And this misdirection can also be thought of as typical of Marshall: for a man who was “greedy of facts”, he had a marked capacity for invention, as Michael White demonstrates in his essay on the “Giffen Good”: something that Marshall more or less imagined, and which Sir Robert Giffen himself strenuously denied existed.2

Marshall was born in Bermondsey, at the time a poor part of London dominated by tanneries and the docks, in 1842. He entered Merchant Taylor’s School, London, in 1852 where he followed the classical curriculum, chiefly studying Latin, Greek and mathematics. In 1861 he borrowed family money and entered St John’s College, Cambridge to study mathematics, with a longer-term aim of entering the Church. In 1865 he graduated Second Wrangler (with the second-placed first) and, after a short period teaching at a college in Bristol, he was awarded a college fellowship at St John’s in November 1865.

A shift of interest to ethics led to his appointment to a college lectureship in moral sciences in 1868, bringing him more closely into contact with Henry Sidgwick, who was actively seeking to promote women’s education in Cambridge. In 1870 Marshall delivered a course of lectures on political economy to women students, and then in 1875 began cooperation with one of his students, Mary Paley, on a textbook on political economy for extension classes, which in 1879 was published as The Economics of Industry. In 1877 they married, and since marriage remained a bar to holding a Cambridge college fellowship until 1882, he surrendered his fellowship and became the first principal of University College, Bristol, the original form of the present-day University of Bristol. He found the work of administration demanding, and Mary took over the day classes in 1878; then in 1879 Alfred fell ill and he sought to give up the appointment, but he lacked the financial means to do so. He eventually resigned in 1881, and after a long convalescence spent partly in Sicily, he was appointed successor to Arnold Toynbee3 at Balliol College, Oxford in 1883. The incumbent of the Oxford chair in political economy, Bonamy Price, was in his late seventies and might have been expected to retire (or die) soon, but he lived until 1888, and it was Fawcett in Cambridge who unexpectedly died in late 1884, meaning that Marshall succeeded him as Professor of Political Economy in Cambridge.

As already suggested, the teaching of political economy in Cambridge was quite limited, being one of four subjects taught for the moral sciences tripos, as part of the ordinary BA degree, and with some limited teaching on the history tripos. Marshall set about extending his domain, and he was eventually successful in establishing a new economics tripos in 1903, which was the first specialized economics degree in the world (the London BSc. (Econ.) had been initiated in 1901 but this was, despite its name, not a specialized economics degree). Linked to this he played a major part in establishing the British Economic Association in 1890, a broadly based institution in which teachers of economics were entirely outnumbered by bankers, civil servants and journalists, but whose managing committee was nonetheless dominated by teachers of economics. The Economic Journal began publication in 1891 under the editorship of Edgeworth, and it quickly became established as a leading international journal.

Marshall retired in 1908 and was succeeded by Pigou, who remained in post until 1943. Pigou was primarily an original thinker and prolific writer, showing comparatively little interest in administrative change, nor did he lead the teaching of economics in Cambridge as Marshall had done so forcefully. Informal leadership of students and faculty during the 1930s was instead provided by Maynard Keynes, a private student of Marshall in 1905 and after 1920 not a university lecturer but a fellow of King’s College. Keynes gave one course of lectures on his recent work every year, hosted meetings of the university’s Political Economy Club in his rooms at King’s, and found jobs for bright graduates. This added to the sense, evident also in Keynes’s treatment of Pigou in his General Theory (see lecture 19), that the Marshallian legacy was superseded, and it is perhaps only in the last two decades that interest has revived in the many dimensions of Marshall’s work.

Marshall, The Economics of Industry (1879)

Having written Economics of Industry with his wife, which sold 15,000 copies in just over 10 years, Marshall then sought to suppress this very successful book in favour of his own Elements of Economics of Industry (1892). In parallel with this he moved away from his earlier commitment to women’s education, ending up believing that women were not capable of studying economics. Linking the two is the story that he sought to suppress the book because he believed that his wife’s contributions weakened it: a thought that might be the outcome of his curious ideas about women, or his status as a leading economic theorist, or both. Whatever the case, it is this story that has come to be repeated.

If one actually reads the book, a more plausible, and more human, explanation suggests itself: the book is a muddle, and shows all too clearly just how far Marshall had to go in order to detach himself from Mill, on whose work much of the Economics of Industry was based, and develop the ability to construct a lengthy and coherent text based on his own ideas. Principles of Economics seems to have taken shape mostly in the wake of the composition of Economics of Industry, and it is a very different work: in terms of both its theoretical foundations and its expository approach. The earlier book must have been a painful reminder to Marshall of how much he had learned since the later 1870s, and how much he did not then know.

The importance of Mill for Marshall was clearly stated in the “Preface” to Economics of Industry:

It is an attempt to construct on the lines laid down in Mill’s Political Economy a theory of Value, Wages and Profits, which shall include the chief results on the work of the present generation of Economists. The main outlines of this theory have been tested during many years in lectures at Cambridge, and more recently at Bristol.4

This open invocation of Mill and the older analysis of distribution would be missing from Principles, but there was another factor that plays a part here: Marshall always maintained a sense of continuity with English political economy back to Malthus and Ricardo, placing on the title page to Principles the epigraph Natura non facit saltum, “nature does not jump”, an evolutionary watchword that was possibly inspired by Darwin. Quite plainly, however, economics had indeed undergone a significant transformation in the course of the nineteenth century. Austrian economists, who could rightly have pointed to the continuity in the centrality of human needs back through Roscher to Jakob, made no bones about it: they professed “our modern economics”, and this modernity itself created a “classical” economics that represented all that was not modern. Ironically, there is one undesirable feature of continuity in Economics of Industry: only if the reader has a good grasp of Mill is it possible to follow the argument properly. As an introductory text, this is undoubtedly a flaw: it presumes that the reader is already broadly familiar with the principles it introduces.

On the other hand, the book is commendably brief, if set in a very cramped typeface (Elements of Economics of Industry had a similar size font but with the spacing of the lines opened out, making for better readability). It runs to 228 pages of text and is divided into three books: “Land, Labour and Capital” (1–64), “Normal Value” (65–149) and “Market Value” (150–228). Hence it was not a “post-Jevonian” work, but one for which subjectivism was yet to happen. As with Jevons, notice was given that it was time to move on from the use of “political economy” (2):

The nation used to be called “the Body Politic”. So long as this phrase was in common use, men thought of the interests of the whole nation when they used the world “Political”; and then “Political Economy” served well enough as a name for the science. But now “political interests” generally mean the interests of only some part or parts of the nation; so that it seems best to drop the name “Political Economy”, and to speak simply of Economic Science, or more shortly, Economics.

This was of course what Marshall went on to adopt for his own book in 1890. But in 1879 the substance of the book is not yet there. Book I sets up the basic categories of analysis, starting out not from one representative agent, as with Jevons, but with rather more traditional “agents of production”. The marginal principle is present, but not related to the decisions made by agents – it is the older “law of diminishing returns” in respect of agricultural productivity, which is then generalized to the productivity of capital, and the “law of increasing returns”.

It is in the second book that a move away from this traditional framework is made, beginning again with chapters on supply and on demand, rehearsing the relationship between wages, profits and rents based on the assumption that there is “free competition” and that only the long run is at issue. But then the exposition is blurred by introducing agricultural rents, unskilled and skilled labour, wages and “earnings of management”, concluding with the baffling and equivocal assertion that: “It is then incorrect to say, as Ricardo did, that Cost of production alone determines value: but it is no less incorrect to make utility alone, as others have done, the basis of value” (148). Finally, the third book reviews the purchasing power of money, variations in prices, monopolies, trade unions and cooperation, as before combining theoretical and applied material.

The weaknesses of Economics of Industry as an introductory textbook are pointed up if it is compared with Jevons’s own primer, published the year before.5 This is short (134 pages), and considerably more didactic. As with the Marshalls and the lectures that Alfred Marshall had given to women in Cambridge, Jevons developed his book from his own experience as a teacher of political economy in Manchester, but he took his point of departure from wealth and utility. This was not a route that Marshall would follow; when he came to present his ideas in Principles, both the substance and the presentation had moved on considerably from Economics of Industry.

Marshall, The Principles of Economics (1890)

Even today, Principles of Economics remains recognizable as containing the elementary building blocks rehearsed in introductory lecture courses; rather like Wealth of Nations, its readability and familiarity obscures from us how original it was in 1890. It presents the instruments of analysis that are today elementary but were not then: in a partial equilibrium framework, the phrase “ceteris paribus” is ever-present, and we have supply, demand and equilibrium price presented both in words and graphs, extending to wages and capital, and land, with a mathematical appendix presenting the substance of the text in the mathematical notation that had been banished from the body of the book. Even so, Marshall’s allegiance to continuity is evident in his “Preface”: “The present treatise is an attempt to present a modern version of old doctrines with the aid of the new work, and with reference to the new problems, of our own age.”6

However, it is no longer Mill who is named as a source, but more esoteric writers: continuity is represented by Herbert Spencer7 and Hegel, while for the book’s mathematical character Marshall names Cournot as an inspiration. He states that he takes the idea of a marginal increment from Thünen, noting that Jevons has used the term “final utility” but that he prefers “marginal utility”, as coined by von Wieser in 1884 and employed by Wicksteed in 1888.

The subject matter of economics is defined at the opening of chapter 1 (1):

§1. POLITICAL ECONOMY, or ECONOMICS, is a study of man’s actions in the ordinary business of life; it inquires how he gets his income and how he uses it. Thus it is on the one side a study of wealth and on the other, a more important side, a part of the study of man.

This phrase “the ordinary business of life” signals a commitment to the mundane realities of economic action, while also suggesting at the close of the sentence that it is through attention to the mundane that we can understand human action and social life. “Free industry and enterprise”, not competition, is said to be the fundamental characteristic of modern business: a characterization that becomes the title of the second and third chapters, which are devoted to the evolution of civilization and self-government. The fourth chapter of this opening part is then dedicated to a survey of the history of economic thought, then, via consideration of the unity underlying social phenomena, Marshall devotes a sixth chapter to economic motivation. Book I concludes by emphasizing that (94)

The economist must be greedy of facts; but facts by themselves teach nothing. History tells of sequences and coincidences; to interpret these and draw lessons from them requires the aid of reason. The work to be done is so various that much of it must be left to be dealt with by trained common sense, which is the ultimate arbiter in every practical problem. Economic science is but the working of common sense, organized and equipped with a machinery of general analysis and reasoning adapted for collecting, arranging, and drawing inferences from some particular class of fact. … The study of theory must go hand in hand with that of facts: and for dealing with the most modern problems it is modern facts that are of the greatest use.

In later editions the historical chapters (part I, chapters II–IV) were banished to an appendix, and the discussion of economic motivation, the substance of economics and method were moved into their place. The first edition was a long book at over 750 pages; the variorum edition comes in at 850 pages. The style is easy, but deceptively so; the “Fundamental Notions” of Book II are presented in a series of chapters dealing with “wealth”, “productive”, “necessaries”, “capital”, “income”. Book III deals with “demand or consumption”, opening the discussion of demand with a reference to Hermann’s Staatswirthschaftliche Untersuchungen of 1832 (150, fn. 1); discussing why the nature of pleasure might vary, he cites Edgeworth’s Mathematical Psychics (151, fn. 2). And when talking of deferred gratification, he notes that “the great body of sensible people in a civilized country estimate a future pleasure at a lower, though not a much lower, value than if it were present: they discount the future at a moderate rate” (153). Jevons had of course reduced the utilitarian calculus to the dimensions of time and intensity, but this idea of discounting the future had not been formulated so clearly before and introduced in a textbook. Marshall goes further, noting that the differences between persons in discounting the future affects rates of saving and their pattern of expenditure on lasting goods.

Marshall then moves on to discuss the way in which individuals distribute resources between ends so that they equalize the marginal utility derived from each, and from this he derives a demand curve (157) and then distinguishes movements along the curve from movements of the curve. The idea of the elasticity of demand is then introduced in Book III, chapter III; all of these ideas, and the associated terminology, were quite novel at this time in one systematic exposition.

Moving to the supply side, Marshall then deals with “Production or Supply” in Book IV, developing the idea initially with respect to the fertility of land and “the law of diminishing returns”. On this basis he then proceeds to the supply of labour, developing out of this a discussion of industrial organization: the combination of labour, skills and machinery. And having introduced all of these elements, in Book V he can deal with “The Theory of the Equilibrium of Demand and Supply” (402):

Thus we assume that the forces of demand and supply have free play in a perfect market; there is no combination among dealers on either side, but each acts for himself; and there is free competition; that is, buyers compete freely with buyers, and sellers compete freely with sellers. But though everyone acts for himself, his knowledge of what others are doing is supposed to be sufficient to prevent him from taking a lower or paying a higher price than others are doing; and this is assumed to be true both of finished goods and of their factors of production. In particular it is assumed provisionally to be true of the hire of labour and of the borrowing of capital.

This is then linked to the distinction between the long and the short period, the former being defined as where all factors have adapted and the normal price prevails, the latter being where the partial equilibrium framework is deployed so that the impact of successive variations of factors can be systematically examined. And then on to Book V, chapter VIII, which deals briefly with monopoly, defined as where the producer is capable of setting a price to maximize net revenue; extending the analysis in Book VI to conditions where supply might be limited; and finishing with Book VII on “Value, or Distribution and Exchange”, at almost 200 pages second only in length to Book IV, “Production or Supply”. Here, towards the end of the book, he introduces the idea of national dividend as a flow and not a stock (560), thereby elaborating the notion of “wealth” with which the real argument of the book begins.

Marshall still had hopes of completing the planned volume II of Principles in the early 1900s, but by the time he retired he had abandoned the idea, and he eventually published the material he had drafted in two separate studies: Industry and Trade (1919) and Money, Credit & Commerce (1923). Industry and Trade was in three parts, the first being a compressed historical comparison of the industrial development of Britain, France, Germany and the United States, the different paths along which each nation had travelled to the present, and the way in which initial British industrial pre-eminence was under increasing pressure. His work on the United States echoes his interests from the 1870s, when he had visited the United States with the express purpose of studying its industrial development, in the same period also visiting Germany. The second part is a more abstract account of the modern business organization and the markets in which it operated, while the third extends this into an account of monopolistic tendencies: forms of competition and the role of trusts and cartels in Britain, Germany and the United States. Sixteen appendices – in part historical, in part dealing with specific industries – are appended, and they emphasize the extent of the empirical material that he had collected in his lifetime. The longer one looks at these writings, the more obvious it becomes that they have yet to be properly read and assimilated.

The British Economic Association (1890) and the economics tripos (1903)

In conclusion, we can briefly outline the two other planks of Marshall’s ambitions for economics: the British Economic Association and its journal, the Economic Journal; and the economics tripos. The British Economic Association was formed in 1890 after a general meeting in London, and its aim was stated as being “the advancement of economic knowledge by the issue of a journal and other printed publications”. The principal purpose of the society was to establish a management committee and appoint an editor answerable to a broad membership, and not to any one department or organization. As already noted, although the membership was broad, the management committee was more narrowly based on those who could be identified as “economists”, a minority among the membership as a whole. The association was to be

open to all schools and parties; no person is excluded because of his opinions. The Economic Journal, issued under the authority of the Association, will be conducted in a similar spirit of toleration. It will be open to writers of different schools. The most opposite doctrines may meet here as on a fair field.8

The Economic Journal began publication in March 1891. It was slightly upstaged by the prior appearance of the Economic Review, published by the Oxford branch of the Christian Social Union, and so having an institutional and ideological identity that the British Economic Association had sought to avoid. The Economic Review turned out to be short-lived, ceasing publication in 1914. Substantively, the Economic Journal was modelled in part on the Harvard Quarterly Journal of Economics, which began publication in October 1886, but it also shared many features with new international journals: a mix of applied and historical papers, reports of government investigations, reviews of the latest books published in French, German and Italian as well as English, and a conspectus of the contents of the latest international journals.

The story of the economics tripos is less straightforward, for as noted above, Marshall began agitating to expand the part of political economy in the moral sciences tripos almost as soon as he arrived in Cambridge, so that the genesis of the new tripos is both a lengthy and a complex story. In his inaugural lecture, Marshall’s peroration stated his overriding aim for economics and Cambridge:

It will be my most cherished ambition, my highest endeavour to do what with my poor ability and my limited strength I may, to raise the numbers of those, whom Cambridge, the great mother of strong men, sends out into the world with cool heads but warm hearts, willing to give some at least of their best powers to grappling with the social suffering around them; resolved not to rest content till they have done what in them lies to discover how far it is possible to open up to all the material means of a refined and noble life.9

This ambition, he felt, was thwarted by the restrictions imposed by the moral sciences tripos.

In the mid-1880s Cambridge students typically took ten papers to graduate; the moral sciences contained three papers in political economy and one in history. Nonetheless, it also has to be said that almost all of Marshall’s best students came through the moral sciences tripos, the last and most eminent being Pigou. Marshall had a vision of the future in which business and administration would play a greater role, and for which recruits would need systematic training in both thought and technique. The economics that he promoted was conceived as a vehicle for this, and it was for this reason that he agitated, both within and outside Cambridge, conjuring up letters of support from prominent businessmen and civil servants.

The problem with this was that while Marshall was not wrong in his assessment of the future shape of the labour market, his plans came adrift because he was about 70 years ahead of his time, in the British case at least. As Ashley had also discovered with his new degree in commerce at Birmingham – aimed at training middle and higher-level managers – British industry preferred to train its own management, and it would not be until the 1950s that management education began to produce graduates who went on to work in business rather than staff commercial colleges, where they trained lower-level recruits.

As for government administration, apart from the brief period of the Second World War it was not until the 1960s that economics graduates found employment in any numbers. The British case is a special one, of course, but all the same it is relevant to any assessment of the “success” of the tripos. Even in the 1930s a Cambridge economics graduate with a double first had poor prospects of relevant employment; unless, that is, they had come to the attention of Maynard Keynes at the meetings of the Political Economy Club. For those who did, he found openings; for those who did not – because like Terence Hutchison they studied only for Part II of the degree, and so had not excelled in Part I – the road into academia was a long one. And the road into business and administration was as good as closed.

In 1903 the new economics tripos was inaugurated as a three-year honours degree in economics divided into two parts: Part I taking two years and Part II one year. This was altered in the 1930s to a one-year Part I and a two-year Part II, where students could opt to take Part I only, Part II only, or both parts. During the 1930s Part I was treated as a soft option for those wishing to avoid other subjects, and the degree results show that 60 per cent of students achieved a humble third-class degree in Part I.10 Even in the later 1940s, when economics had become a popular and fashionably modern subject, there were usually fewer students graduating with a first or a 2:1 in any one year than there were world-famous economists in the faculty. The vision that Marshall had was therefore prescient, but it over-anticipated changes in patterns of employment and training in Britain.

5. Questions for discussion

	Access an issue of the Economic Journal from the 1890s (on JSTOR) and evaluate the different kinds of material in its sections, the book reviews, and the reports of foreign publications.

	Is economics a way of thought, or a way of doing? Discuss in respect of the arguments over the relationship between vocational and intellectual training that lay behind the development of the economics tripos.

	What are the specific differences between Jevons’s approach to economic analysis and that of Marshall?
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Lecture 13

Markets and Welfare after Marshall

1. Aims of the lecture

	To explain what happened to ideas about markets, the firm and welfare after Marshall.

	To distinguish between British and American approaches to problems of markets and industrial structure, relating that discussion to the different histories of the two countries.

	To provide the context for discussions of Lionel Robbins and the rise of mathematical economics that come in later lectures.



2. Bibliography

The following books are the key texts discussed in this lecture, in varying levels of detail. The first four deal with the theory of the firm, while the last three deal with welfare economics: F. H. Knight, Risk, Uncertainty and Profit (Boston, MA: Houghton Mifflin, 1921); J. M. Clark, The Economics of Overhead Costs (Chicago, IL: University of Chicago Press, 1923); E. H. Chamberlin, The Theory of Monopolistic Competition (Cambridge, MA: Harvard University Press, 1933); J. Robinson, Economics of Imperfect Competition (London: Macmillan, 1933); A. C. Pigou, Wealth and Welfare (London: Macmillan, 1912); A. C. Pigou, The Economics of Welfare, four editions (London: Macmillan, 1920–32); and J. A. Hobson, Work and Wealth (London: Macmillan, 1914).

M. Morgan’s “Competing Notions of ‘Competition’ in Late Nineteenth-Century American Economics”, History of Political Economy 25 (1993), 563–604, discusses the variety of approaches to competition found in late-nineteenth-century American economics, making clear the contrast with British approaches to the subject.

N. Aslanbeigui and G. Oakes’s Arthur Cecil Pigou (London: Macmillan, 2015) is an account of Pigou’s economics that goes into far greater depth on both his theory of economic policy and his position in the cost controversy than is possible here.

I. Kumekawa’s The First Serious Optimist: A. C. Pigou and the Birth of Welfare Economics (Princeton, NJ: Princeton University Press, 2017) is a very new biography of Pigou (published too late to be taken into account in writing this lecture) that nicely complements the previous account of Pigou’s work.

E. H. Chamberlin’s “The Origin and Early Development of Monopolistic Competition Theory”, Quarterly Journal of Economics 75 (1961), 515–43, is a retrospective account of the origins of Chamberlin’s own theory, making clear the differences between himself on the one hand, and Robinson and participants in the British cost controversy on the other.

D. P. O’Brien’s “Research Programmes in Competitive Structure”, Journal of Economic Studies 10:4 (1983), 29–51, contrasts the Chamberlin and Robinson approaches to markets and firms and argues that the latter should be seen as an exercise in Cambridge welfare economics.

N. Aslanbeigui and G. Oakes’s The Provocative Joan Robinson: The Making of a Cambridge Economist (Durham, NC: Duke University Press, 2009), a biography of Joan Robinson covering the period when she was working on the Economics of Imperfect Competition, focuses on her problems as a woman making a career in Cambridge economics, an issue that while not discussed in this lecture is nonetheless a fascinating account of a major figure in the story told here.

R. E. Backhouse and T. Nishizawa’s No Wealth but Life: Welfare Economics and the Welfare State in Britain, 1880–1945 (Cambridge: Cambridge University Press, 2010) is a collection of essays, including ones on Pigou and Hobson, that makes the case that in the 1920s there were two recognized approaches to welfare economics in Britain.

R. E. Backhouse and S. G. Medema’s “Economists and the Analysis of Government Failure: Fallacies in the Chicago and Virginia Interpretations of Cambridge Welfare Economics”, Cambridge Journal of Economics 36 (2012), 981–94, gives a view of the Cambridge school that differs from the stereotype, presenting it as more aware of the constraints imposed by politics and government bureaucracies.

D. Lavoie’s Rivalry and Central Planning (Cambridge: Cambridge University Press, 1985) is an account of the socialist calculation debate that is sympathetic towards Mises and Hayek. It covers far more than the limited conclusion drawn here.

3. Chronology

	1912	Pigou, Wealth and Welfare
	1914	Hobson, Wealth and Life
	1917	The Russian Revolution
	1920	Pigou, The Economics of Welfare (first edition) Mises “Economic Calculation in the Socialist Commonwealth”
	1921	Knight, Risk, Uncertainty and Investment
	1922	Clapham, “Of Empty Economic Boxes”
	1923	Clark, Economics of Overhead Costs
	1924	Death of Alfred Marshall
	1926	Sraffa “The Laws of Returns under Competitive Conditions”
	1933	Chamberlin, The Theory of Monopolistic Competition Robinson, The Economics of Imperfect Competition
	1935	Hayek, Collectivist Economic Planning


4. Lecture summary

Marshallian economics

In the early twentieth century, Marshall was widely acknowledged to be the leading economist in the English-speaking world. Though he was using mathematical theories of optimizing consumers and firms, his economics was much more complicated in that he sought to use this essentially static perspective to express dynamic evolutionary ideas about changes in human nature and how markets worked. This had two results. The first was that his work appealed to a wide range of economists: it appealed to American institutionalists as well as to “neoclassical” economists.1 The second was that economists trying to do more rigorous economic theory found his work frustrating because of his reluctance to commit to a precise set of assumptions.

The latter feature of Marshall’s work provides the background to the movement away from Marshall that took place in the 1920s and 1930s. Starting in the 1920s there were attempts to rework his theory about how markets worked, both in Britain and the United States. Although the two are often bracketed together under headings like “the monopolistic competition revolution” or “the imperfect competition revolution”, developments in the two countries were very different and need to be considered separately. In addition, Marshall’s analysis of welfare was both extended and attacked in the 1920s and 1930s. “Cambridge” welfare economics was developed by Marshall’s successor, A. C. Pigou, whose work dominated discussions of welfare in the 1920s, essentially creating the field of welfare economics. This provoked strong criticism. In the period 1914–20 Pigou was criticized by “romantics” who wanted to bring human values into the subject; and in the 1930s he was attacked by economists who objected even to the values implicit in utilitarianism. New perspectives on welfare also emerged from the debate over the feasibility of efficient resource allocation under socialism that erupted in the two decades following the establishment of the Soviet Union. There remained defenders of Marshall, but by the end of the 1930s they were a small minority.

To understand the transition it is necessary to recap on Marshallian economics. The skeleton around which Marshall constructed his economics was the theory of profit-maximizing firms and utility-maximizing consumers operating in competitive markets (with attention to the problem of monopoly where this was necessary). He formulated this theory using algebra that in substance was the same as that of his counterparts, such as William Stanley Jevons and Léon Walras. However, he parted company with them in using this to develop an evolutionary view of human behaviour. The skeleton of mathematical theory was little more than a way of organizing a theory that defied formal mathematical analysis. The Mecca of the economist, he claimed, was biology not physics; but in the 1890s biology did not possess the mathematical tools that were later developed to analyse evolutionary processes and that might have given more precision to his views about firms, consumers and market processes. The conceptual problems with his theory can be illustrated with one of Marshall’s key concepts: the “representative firm”. This was not the average firm in an industry, but the one judged to be typical for the problem in hand on the basis of the economist’s knowledge of the industry in question. Firms were evolving in the same way as trees in an unchanging forest grew from saplings to mature trees that eventually died; there was no presumption that all firms in an industry were the same. The result was a body of analysis that rested as much on his observations of the real world as on logically rigorous theory.

Britain: the “cost controversy”

In Britain, the attack on Marshall’s theory of markets and the firm came in the form of the “cost controversy”, which was initiated in two articles in the Economic Journal. The first was “Of Empty Economic Boxes” (1922) by one of Marshall’s students, John Clapham.2 Marshall’s analysis of industry was centred on returns to scale: on how costs of production changed as a firm’s or an industry’s output increased. Clapham contended that unless it was possible to say which industries fell into which category, the Marshallian concepts of increasing-, constant- and decreasing-returns industries were no more than empty economic boxes, devoid of content. The other criticism came from the Italian economist Piero Sraffa, who had recently arrived in Cambridge. In “The Laws of Returns under Competitive Conditions” (1926), Sraffa argued that there were two logical problems with Marshall’s theory of competitive markets.3

Marshall sought to use the theory of competitive equilibrium to analyse products produced under increasing returns to scale (products that cost less to produce when production increases). Sraffa argued that this required returns to scale that were internal to the industry but external to the firm. They had to be internal to the industry so that costs would fall as the industry expanded, giving a falling industry supply curve. However, if the firm was to be in a profit-maximizing equilibrium, marginal costs had to rise with output, implying that increasing returns to scale had to be external to the individual firm. In other words, if the individual firm expanded its output, it would not achieve lower costs, even though, if the industry as a whole expanded, costs would fall. No example of such costs is given because – and this was Sraffa’s point – it is very difficult to think of plausible examples. This way of reconciling competitive equilibrium with increasing returns to scale was not satisfactory.

The second problem with Marshall’s theory related to partial equilibrium analysis. Sraffa argued that, in the long run, decreasing returns (rising costs) could arise only through rising factor costs. For example, bottlenecks within a factory could be avoided by building a new factory identical to the old one, enabling output to be doubled without any change in average cost. However, rising factor costs – increases in the cost of labour and other inputs – would affect other industries, which was inconsistent with partial equilibrium analysis, which assumed that there were no changes in industries other than the one being analysed. The implication, Sraffa argued, was that it was necessary to move to a theory of monopoly.

There followed a period of intense debate in the pages of the Economic Journal, involving economists from Cambridge, Oxford and LSE. It began with a critique of Marshall’s concept of the representative firm. In two articles in 1928 Lionel Robbins and Pigou argued that the representative firm was not needed and should be replaced with the equilibrium firm.4 Pigou pointed out that in competitive equilibrium, the equilibrium firm would be operating at minimum average cost: at the point where there were constant returns to scale. This was the first step in replacing Marshall’s empirically grounded but logically problematic evolutionary theory with a theory of static equilibrium, logically coherent but evading many of the problems that concerned Marshall. No longer were markets portrayed realistically as evolving sets of heterogeneous firms, some of which were declining and others growing. Roy Harrod (1930) further clarified the issues when he distinguished much more clearly between the firm’s demand curve and the market demand curve, noting that if there is imperfect competition, the theory of supply and demand breaks down, for supply will depend not just on price but also on the elasticity of demand facing the firm.5 This undermined Marshall’s attempt to use supply-and-demand analysis to analyse markets where firms had some control over the prices of their products – where each firm had its own “special market”.

A complete theory that could provide a logically rigorous alternative to Marshall’s theory was provided by Joan Robinson. It was summarized in an article in 1932 and then fully developed in Economics of Imperfect Competition (1933). Whereas Marshall saw firms as being driven by a variety of motives, Robinson assumed profit maximization. Relying on geometry, she then built up a theory of equilibrium in markets in which firms had some control over the prices of their products (they faced downward-sloping demand curves) but in which competition from new entrants might cause their demand curves to shift downwards, reducing their profits. Central to the book was what came to be called the “tangency solution”, in which competition pushed each firm’s demand curve down to the point where price just covered costs and there was no incentive for more firms to enter the industry.

Robinson’s book laid out what was to become the standard theory of the firm and markets in textbooks published after the Second World War. Her graphical analysis was ideally suited to teaching students with limited knowledge of mathematics (which up to the 1960s meant most economics students), but though it looked very different from the mathematical economics that was increasingly filling journals, it was nonetheless rigorous equilibrium analysis. Firms were identical, evolution was absent and the complications with which Marshall had tried to grapple were lost. She defended her approach as providing a “box of tools” that the economist could use to tackle economic problems: as a theory that needed to be applied. However, her claim to be presenting no more than a box of tools did not prevent her from drawing conclusions about the welfare loss that might result from imperfect competition, and about exploitation that arose through labour being paid less than the value of the output it produced. Her book was therefore not just a box of tools but also an exercise in Cambridge welfare economics. In postwar textbooks, her approach, focused on diagrams, became the standard interpretation of what was described as “Marshallian” economics.

The United States: the problem of big business

In the United States, unlike in Britain, big business and issues of unfair or predatory competition were major concerns. Expansion of railroads in the nineteenth century had ushered in the age of the so-called robber barons: entrepreneurs such as Andrew Carnegie, John D. Rockefeller, Andrew Mellon and Jay Gould, who had used control over transport to build up monopolies. Their massive wealth prompted Thorstein Veblen’s critique of ostentatious consumption in The Theory of the Leisure Class (1899). The abuses associated with big business prompted legislation (the Sherman Act in 1890 and the Clayton Act in 1913) that was eventually used to break up companies such as Standard Oil. The power of big business remained a major issue in US politics right through the New Deal (this will be discussed further in lecture 20). As a result, the American literature produced a rich analysis of competition, much of it focusing on the dynamics of the competitive process.6 For example, some economists saw competition as a process whereby industries adjusted to changing economic circumstances, while others saw it as an evolutionary process.

Given this background it should not be surprising that US economists, though they followed the cost controversy closely, took theories of the firm and markets in different directions from those of their British counterparts.7 A very influential book was Frank Knight’s Risk, Uncertainty, and Profit (1921). The heart of this book (originally a doctoral thesis submitted to Cornell in 1916) was the argument that profit – the revenue received by an entrepreneur over and above interest on the capital employed – was a reward entrepreneurs received for facing up to uncertainty. By uncertainty he did not mean simply risk, where definite odds can be calculated, such as in the case of throwing dice or spinning a roulette wheel, but a situation in which entrepreneurs have no basis on which to calculate meaningful probabilities for different outcomes. In the course of making this argument he articulated, probably more fully than anyone had done before him, the conditions needed for perfect competition.

Two years later, John Maurice Clark (not to be confused with his father, John Bates Clark, the doyen of American economics) published The Economics of Overhead Costs (1923). Overhead costs are costs that a business incurs whatever its level of output. The term was part of a discussion of costs that was framed in a way that made sense to businessmen and cost accountants, with much discussion of joint costs and of the practicalities of allocating costs to different products. The significance of overhead costs was that if output rose, costs could be spread over a larger volume of output and so average cost would fall. This problem was given added significance by the fact that business was subject to a series of rhythms, from the daily rhythm in demand for products such as electricity and gas, to weekly rhythms dependent on social customs such as the weekend, and to longer rhythms such as the business cycle. There would therefore be periods when businesses were not working at full capacity, raising issues of efficiency and how costs should be allocated.

To analyse pricing it was not enough, Clark contended, to understand supply and demand, for there were many reasons why, even though demand for output fluctuated, businesses should take a longer view, taking account of the fact that at some times they will have unused capacity. Clark also explored the idea that labour should be seen in large part as incurring overhead costs that the community has to bear even if the labourer is not working: whether or not he or she is employed, the labourer had to eat and be clothed and housed. There was a need for an accounting system to record the waste associated with idleness. Clark claimed that business was “beginning to think and speak of ‘social cost-keeping’ – a form of economic reckoning which cuts through the sophisms of private financial accountancy and calls social waste by its true name”.8 The argument here was that although a business might be able to reduce its own costs by firing workers when business was slack and re-employing them when business recovered, there was waste involved in having workers unemployed; from a social point of view there were still overhead costs (the income the workers needed to survive) that had to be met.

Clark was offering a perspective on costs and business activity that was very different from the traditional one associated with Marshall. In the modern American business world, costs were a complex problem linked to fluctuations in economic activity and uncertainty about the future. Viewing production from a social perspective as well as from the perspective of the individual business, Clark made no distinction between what we might nowadays see as microeconomic and macroeconomic problems. The business cycle and unemployment were seen as problems linked to the operation of business, contributing to a distinctive American perspective on the Great Depression that will be discussed in lecture 20.

The third, and most important, work to be considered is a PhD thesis by Edward Chamberlin, submitted to Harvard in 1927, which formed the basis for his Theory of Monopolistic Competition (1933). His work started when, as a student in 1921, he studied a debate between Pigou and Harvard’s Frank Taussig over the reasons why railroads charged different prices for transporting coal and copper. Pigou claimed the explanation was monopoly whereas Taussig saw the cause as joint costs. Chamberlin’s conclusion was that if sellers set prices, their actions would take account of the likely responses of other sellers and all that was necessary to derive Taussig’s conclusions was a very small element of monopoly. The details of this argument are less important than the fact that it shows that Chamberlin’s work arose out of a practical problem in industrial economics, well before the British cost controversy started.

When the two books appeared within a few months of each other in 1933, many economists bracketed them together, treating “monopolistic” and “imperfect” competition as synonyms. Chamberlin spent much of his career trying to argue that his work was completely different from Robinson’s. His complaint had ample justification. Whereas Robinson, like most of the other contributors to the cost controversy, were trying to solve the logical problems in Marshall economics, Chamberlin was trying to bring Marshall up to date, taking account of features of modern industry, notably large-scale organization, product differentiation, advertising and oligopoly: phenomena that Robinson did not investigate. He had no interest in confining himself to a static theory but sought a theory of how businesses adjusted to changes in their circumstances. Furthermore, for him, monopolistic competition and the tangency solution were not the central part of his argument, which was about the variety of market structures found in modern industry, each of which required separate analysis.

The difference between his approach and Robinson’s is shown clearly in his discussion of competition and monopoly. He argued that monopoly could be created by product differentiation but there would still be competition from related products. There was no clear division between monopoly and competition. He also focused, in a way Robinson did not, on competitive practices: advertising and selling costs were an integral part of his analysis.

His focus on the ability to control price led him to define “pure competition” as situations where firms could not control their prices. However, as firms might not be in equilibrium, there might not be uniform prices in a market. Only when out-of-equilibrium trades do not occur is competition perfect. In other words, pure competition is the absence of monopoly power and perfect competition is pure competition plus full equilibrium.

Chamberlin also paid much attention to oligopoly (competition between a small number of producers), seeing this as involving several types of market, not as a single problem. It was possible that rivals might ignore interdependence and simply make decisions on the assumption that their rivals would keep either their prices or their outputs unchanged. Alternatively, they might take account of how their rivals would react to any change in price, though such reactions would be uncertain.

Given this perspective it is not surprising that Chamberlin saw firms as doing more than merely taking decisions over price and output: faced with a change in market conditions they could respond by changing not just price and output but also their advertising expenditure. Instead of analysing the industry, Chamberlin preferred to distinguish between what he called “individual” and “group” equilibrium: equilibrium for a single firm and for a group of firms. The latter was chosen because in a world of product differentiation, where every firm’s product was unique, differentiated from those of its rivals, defining an industry was problematic. His analysis of the individual firm was dynamic, involving the use of two demand curves, one constructed on the basis that rivals would keep their prices unchanged when the firm changed its price, the other on the assumption that they would match price changes. He even explored the implications of firms responding to price cuts but not responding to price rises, giving rise to a kinked demand curve.

Chamberlin’s book, therefore, opened up the analysis of a general theory of market structure in which there were several dimensions. For example, if market structure has two dimensions – the number of sellers and the degree of product differentiation – we have four types of market structure, shown in the following table.

		Differentiated product
	Homogeneous product

	Few sellers
	Differentiated oligopoly
	Homogeneous oligopoly

	Many sellers
	Monopolistic competition
	Pure competition



This approach could be generalized through adding more dimensions.

	Is the product an intermediate good, purchased only by other businesses, or is it a consumer good?

	Is the good perishable or durable?

	What is the level of advertising expenditure in the industry?



This was the approach taken by Edward Mason and Joe Bain, Chamberlin’s younger colleagues at Harvard.9 It was the basis for an elaborate empirical research programme, analysing data on industrial structure to find connections between market structure, firms’ conduct and the performance of the industry: the structure–conduct–performance paradigm. Empirical results could be used to design industrial policy: for example, regulating industries that made excessive profits or failed to innovate. It became the standard approach to industrial economics till it was challenged in the 1960s by the Chicago school, which played down the significance of barriers to competition and the need for regulation, and in the 1980s by game theory, which challenged the conceptual basis for assuming causation ran from industrial structure to performance.10 The contrast with Robinson’s purely theoretical approach could hardly be greater.

Welfare economics

Marshall’s ideas on welfare, centred on the concept of consumer’s surplus, were taken up by Arthur Cecil Pigou, who was appointed to his chair in 1908. He laid out an approach to the problem of welfare just before the First World War, in Wealth and Welfare (1912). He then developed this in four editions of The Economics of Welfare (1920–32). His starting point was the claim that, like the concept of goodness, welfare was something that could not be defined. It was something that people recognized intuitively. All he was prepared to say about welfare (or good) in general was that it comprised states of consciousness and that it was possible to say whether it was higher or lower. Because welfare was such a broad concept, embracing all facets of human experience, he narrowed his focus to what he called economic welfare: “welfare arising in connection with the earning and spending of the national dividend” (1912: 3). In principle, it was impossible to separate economic from non-economic welfare, for welfare would depend on the type of work undertaken (menial service, agricultural labour or artistic creation) and the intensity of peoples’ desires would change as their consumption changed. There were also social elements to the satisfaction derived from earning spending income. However, though it was impossible to establish a rigid connection between economic welfare and total welfare, he argued that there was a “probability” that something that raised economic welfare would raise total welfare. This meant that economic welfare could be used as a guide to action.

Like Marshall, Pigou adopted an aggregative approach to welfare, focusing on the national dividend (national income). He argued that welfare should rise if the national dividend became larger, if it were more equally distributed and if it became less variable. Instead of following Marshall in analysing the first of these problems – the conditions under which national dividend would be maximized – using the concept of consumer’s surplus Pigou focused on marginal net products. National dividend would be maximized if the marginal net product of resources were the same in all possible uses, for if this were not the case, moving resources from an activity with a low marginal net product to one with a higher one would raise welfare. A major innovation was to argue that there were two types of product: marginal social product was the return to society, whereas marginal private product was the return to the individual. If marginal net social and private product differed, perhaps because one person’s activity harmed someone else or because contracts did not give people the benefits that arose from their activities, then welfare would not be maximized. For example, tenancy agreements and other contracts might give a tenant or company insufficient incentive to undertake all the investments that were socially beneficial.

Pigou also argued that, given the level of the national dividend, welfare would be higher if it were more equally distributed and if it were less variable. Though he did not use the concept of utility, choosing to talk instead in terms of “satisfactions”, a term less loaded with Benthamite ideas of pleasure and pain, these claims were based on essentially utilitarian arguments. If people were identical and had diminishing marginal utility, then equalizing the distribution of would raise utility through moving resources from people with low marginal utility (the rich) to people with high marginal utility (the poor).

Using this device, Pigou analysed various types of competition and monopoly and public control of industry before going on to consider methods of redistributing income, including the establishment of a “national minimum” (a national minimum income). Ceteris paribus, redistributing income to the poor would raise welfare. The problem was that redistributing income could reduce incentives and hence reduce the national income. It was necessary to balance the gains against the losses: a difficult problem because the effects involved were difficult, if not impossible, to measure. He used similar arguments to analyse factors making for variability in the consumption of working men, on the grounds that reducing this would raise welfare. This framework was retained throughout the various editions of The Economics of Welfare, in which he developed these ideas, elaborating in particular on the discussions of wages and transfers from rich to poor.

As Pigou made increasingly clear in successive editions of The Economics of Welfare, he was trying to create a scientific welfare economics. Though his purpose was identifying policies that would raise welfare, he saw himself as engaging in positive economics, analysing how the world worked. His discussion of “satisfactions” might suggest a utilitarian framework, but his ethics was emphatically not utilitarian, as was shown by his claim that welfare or good could not be defined. Welfare was not the sum of pleasures minus the pains. Some of his policy recommendations may have had utilitarian roots but he drew back from taking utilitarian arguments about redistribution to their logical conclusions, fearing that to do so would be to reduce the product available to be distributed. He was looking for policies to improve society, but he did this cautiously. In part, this caution arose from scepticism about the possibility of effective government action. Politicians and bureaucrats had their own interests, and this would reduce the possibility for effective state intervention. Pigou also had a guarded attitude towards laissez-faire, because laissez-faire required appropriate institutions to make it work.11

Two years after the publication of Wealth and Welfare, a British journalist, John Atkinson Hobson, who had made his reputation reporting on the Boer War for the Manchester Guardian newspaper, published Work and Wealth: A Human Valuation (1914).12 This was written in the tradition of John Ruskin, the Victorian art critic who was critical of commercial society and its production of what he called “illth”, rather than “wealth”. The book is important because, in it, Hobson proposed an approach to welfare economics that, though it was not taken seriously in Britain, which was dominated by Cambridge economics, was taken much more seriously in the United States, which he visited frequently. When contemporary American economists wrote of an English school of welfare economics, they had in mind not Pigou but the group of which Hobson was a member. He was one of the New Liberals – members of the Liberal Party who were trying to push their party in a more collectivist direction – and Hobson’s ideas had parallels in the writings of economists and historians associated with the Labour Party. The most influential of these was R. H. Tawney, a Christian Socialist, whose book The Acquisitive Society (1920) denounced societies in which property rights were prioritized over the rights of people. Societies, Tawney argued, had a common purpose, and welfare had to be judged in relation to that purpose. Individualism, including utilitarianism, undermined moral principles and this common purpose. A later book, Equality (1931), made a case for equality that was very influential in Labour Party thinking.

Hobson, a liberal, did not go along with Tawney’s socialism but he nonetheless advocated what he called an “organic” view of society: seeing society as a whole. He saw himself as trying to complete Ruskin’s task of identifying what were life-giving things. Unlike Pigou, he embraced the language of utilitarianism, but where Pigou had minimized the importance of the difference between welfare and economic welfare, Hobson argued that it was very important. Claiming that he was making judgements that reflected generally held views, he was ready to denounce certain activities as creating illth. Economists should take into account the degrading conditions in which many labourers worked and the harmful effects of the goods they chose to consume. This might not be scientific, but this was not a problem for Hobson. As a politically engaged journalist he felt obliged to make such judgements, and free to denounce the notion that economics should be scientific.

Socialist calculation and welfare

The question of what made for maximum welfare was raised by a debate that erupted in the 1920s over whether a socialist society could be run efficiently. The background to this was, of course, the October Revolution that led to the establishment of the Soviet Union in 1917. This revolution had been followed by four years of “war communism”, during which all industry was nationalized and subject to direct state control. This had been relaxed in 1921, to allow for some private enterprise. There were also reasons further west for economists to be concerned with the problem of socialism. Many Austrian economists were concerned with “Red Vienna”, the period when Vienna was run by a social democratic authority that implemented socialist policies on housing, health, social services and taxation.

The beginning of what is usually called the socialist calculation debate is often dated to an article by the Austrian economist Ludwig von Mises, “Economic Calculation in the Socialist Commonwealth” (1920), which argued that prices and markets were essential for efficient resource allocation: without them, the information needed for efficient planning would simply not be available.13 The task was simply too complicated. In the course of the debate that followed, Friedrich Hayek developed the idea that the market should be thought of as an information processing mechanism, in which prices contained information that, in their absence, would be dispersed among millions of people. However, for our purposes, the significant feature of the debate is that a group of “market socialists” (including, among others, H. D. Dickenson, Oskar Lange and Jacob Marschak) constructed rules by which a socialist state could be administered so as to make it mimic a perfectly competitive system. For example, in the 1930s Oskar Lange (1936–37) proposed a system in which

	there are markets for consumer goods and labour,

	plant managers set price equal to marginal cost and minimize average cost,

	industry managers (deciding on the creation and removal of plants) set price equal to marginal cost, and

	producer goods prices are set by a central planning board.14



It is possible to show that this results in the same conditions being satisfied as under perfect competition. One can question whether this amounted to a retreat from the claim that socialism was superior to capitalism, but it led to a close examination of the conditions under which output would be optimal. This resulted in the gradual derivation of the conditions for what eventually came to be named Pareto optimality or Pareto efficiency.

The market socialists of the 1930s were not the first to see parallels between socialism and capitalism. In Collectivist Economic Planning (1935), Hayek reproduced an article dating from 1908 – “The Ministry of Production in the Collectivist State” by the Italian Enrico Barone – that did just this. Barone drew on the work of Walras and Pareto, and above all Pareto’s use of indifference curves to free the analysis from metaphysical ideas, such as marginal utility. The work of Walras and Pareto was well known to English-speaking economists – for example, Pigou’s Wealth and Welfare cited and criticized Pareto’s arguments on the distribution of income – but it was not until the 1930s, when the use of mathematics by Walras and Pareto began to be seen as a benefit rather than a problem, that they came to be ranked alongside, if not higher than, Marshall.

The Marshallian legacy

When Marshall died, Frank Taussig described him as the dominant figure in economics:

Economic science [has] lost its most distinguished representative. None among the English-speaking will question his primacy; and I doubt whether on the Continent or elsewhere a name could be mentioned that would dispute his title. For a generation his position of leadership was secure.15

Marshall’s imprint on economic theory remained strong, for many of the tools he created and the terminology for which he was responsible continued to be used. However, by the end of the 1930s the substance of the theory of markets and of welfare economics had changed dramatically in different directions.

As this lecture has tried to explain, due to the very different British and American experiences of business organization, with the rise of big business and problems of monopoly and industrial concentration being far more prominent in the United States, Marshall’s theory of the firm and markets was developed in contrasting directions. His British critics – Pigou, Robbins and Robinson – turned his theory into a more formal equilibrium analysis, logically rigorous whether expressed verbally or using geometry. In contrast, American economists had seen his economics, rooted in British institutions such as the family firm, as in need of modernization through development to take account of twentieth-century business practices. Robinson and Chamberlin both worked out the “tangency solution” to describe a market structure intermediate between pure monopoly and pure competition, but in other respects their works were very different indeed.

The movement away from Marshall’s analysis of welfare began earlier, with Pigou’s Wealth and Welfare, though Pigou, as Marshall’s successor, worked within the framework Marshall had laid down, adopting an aggregative approach focused on the national dividend. In successive editions of The Economics of Welfare he laid out a programme of reform, proposing measures to improve on the efficiency with which markets allocated resources and limited measures to redistribute income. Between 1914 and 1921 Pigou’s welfare economics was attacked for neglecting human values and the “illth” resulting from degrading forms of work and consumption. However, Pigovian welfare economics survived largely unscathed until it was criticized in the 1930s for making ethical judgements, notably concerning interpersonal utility comparisons, that had no place in economic science. Students of welfare economics such as Lange began to look increasingly to Pareto and Walras rather than to Marshall. These and related developments will be discussed in lectures 16 and 17.

5. Questions for discussion

	How were economists in the 1920s trying to get away from Marshall?

	Was Edward Chamberlin right in claiming his theory should not be considered the same as Joan Robinson’s?

	How did A. C. Pigou tackle the problem of welfare and on what grounds did J. A. Hobson challenge his approach?
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Lecture 14

Monetary Economics

1. Aims of the lecture

	To explain how economists thought about macroeconomic problems before Keynes’s General Theory (1936).

	To show that the early twentieth century was a very creative period in macroeconomic theory.

	To illustrate this using the examples of Irving Fisher and Knut Wicksell.



2. Bibliography

The main texts covered in this lecture are those of Irving Fisher and Knut Wicksell.

Irving Fisher’s The Purchasing Power of Money (New York: Macmillan, 1911) is the classic statement of Fisher’s version of the quantity theory of money. It is available online at http://oll.libertyfund.org/titles/fisher-the-purchasing-power-of-money (accessed 26 October 2017).

Fisher’s “The Debt-Deflation Theory of Great Depressions”, Econometrica 1:4 (1933), 337–57, explains the Great Depression. Note that though this appears in a technical journal, Fisher’s article employs solely verbal analysis, supported by graphs and statistics.

In addition to reprinting Fisher’s main works, the 14 volumes by W. J. Barber, R. Dimand and K. Foster (eds), The Works of Irving Fisher (London: Pickering & Chatto, 1996), contain relevant selections from unpublished correspondence and other materials such as talks he gave. For example, it includes his (in)famous talk on the eve of the Wall Street Crash claiming that the United States was entering a new era of prosperity.

Wicksell’s most comprehensive statement of his ideas on monetary economics is Knut Wicksell, Interest and Prices: A Study of the Causes Regulating the Value of Money [1898], R. F. Kahn (trans.) (London: Macmillan, 1936), which is available online at https://archive.org/details/interestandprice033322mbp (accessed 26 October 2017).

Wicksell’s Lectures on Political Economy, volume 2 [1906], E. Classen (trans.) (London: Routledge & Kegan Paul, 1935), gives a slightly later account of the theory, and his “The Influence of the Rate of Interest on Prices”, Economic Journal 17 (1907), 213–20, gives a brief summary of his ideas.

David Laidler’s The Golden Age of the Quantity Theory (Princeton, NJ: Princeton University Press, 1991) covers the period leading up to the First World War, focusing on Fisher, the Cambridge school (Marshall and Pigou) and Wicksell, though also with useful chapters on monetary theories of the cycle and on monetary policy problems of the period.

Laidler’s Fabricating the Keynesian Revolution: Studies of the Interwar Literature on Money, the Cycle and Unemployment (Cambridge: Cambridge University Press, 1999) is the best account of interwar monetary economics in the period leading up to Keynes’s General Theory. It covers a lot but it is clearly organized and it is possible to pick out material on the topics you want to cover.

3. Chronology

	1898	Wicksell, Geldzins und Güterpreise
	1912	Schumpeter, The Theory of Economic Development
	1911	Fisher, The Purchasing Power of Money
	1916	Clark’s account of the acceleration principle
	1914–18	First World War
	1921–4	German hyperinflation
	1929	Wall Street Crash and onset of Great Depression
	1930	Keynes, A Treatise on Money Hayek, Prices and Production
	1936	Keynes, The General Theory of Employment, Interest and Money
	1939–45	Second World War


4. Lecture summary

The word “macroeconomics”, now used to denote studies of the economy as a whole, is a modern invention that came into widespread use only towards the end of the 1950s. Economists had, of course, discussed what we would now call macroeconomic problems for centuries, but for the first half of the twentieth century they were generally discussed under two headings: monetary economics and business cycle theory. Some exceptions to that generalization are discussed below.1

Monetary economics was dominated by the quantity theory of money. There were influential opponents of the quantity theory, notably supporters of the so-called real bills doctrine – the theory that, provided a central bank discounts only bills that are backed by real goods and services, it cannot issue too much currency because any excess will be returned – but the quantity theory was the theory with which all monetary economists had to engage. It has a long history, going back at least to the sixteenth century, and as a result it was a well-established body of theory, albeit posing some theoretical problems. The economists discussed here generally started from the theory as expounded by John Stuart Mill and, before him, Ricardo.2

There were, however, several versions of the quantity theory, sharing its basic framework but with different policy implications. The main proponents of the competing approaches were as follows.

	The Cambridge economists (Marshall, Pigou and Keynes): users of the cash balance approach, which focused on the demand for money to hold (M = kPY, where M is the money supply, P is the price level, Y is real income and k denotes the fraction of nominal income people wish to hold as cash).

	Irving Fisher: user of the best-known formulation of the equation of exchange, MV = PT (explained below), with its focus on the velocity of circulation.

	Knut Wicksell: user of an income–expenditure approach that focused on the relationship between the market rate of interest and the natural rate of interest (discussed below).

	Ralph Hawtrey: deployed a version of the quantity theory that focused on the continual turnover of short-term credit.



The main policy problem of the period was the gold standard and its merits in relation to bimetallism, a system in which gold and silver currencies circulated alongside each other. During the last three decades of the nineteenth century, most other countries had followed Britain in abandoning silver in favour of gold, but the change was controversial, for it was associated in the mind of many with a falling money supply, falling prices and stagnation. This view was made prominent in the 1896 presidential election campaign of William James Bryan, who stood on a platform of opposition to the gold standard. It was widely assumed, by bimetallists and others, that the route to stabilizing the level of economic activity was through stabilizing the price level, with many of the leading economists proposing schemes to achieve this.

The period’s monetary economics was concerned with more than just policy. It was thought that there were theoretical problems with Mill’s monetary theory, in which the quantity theory was used to explain prices in the short run while the cost of production of money (the cost of mining and minting gold coins) explained prices in the long run. There was also the problem of incorporating bank money into a theory that was centred on currency.

The First World War and the interwar period raised new monetary problems. For example, after the establishment of the US Federal Reserve System in 1913, there was a need to work out policy rules. Some quantity theorists argued for a price-stability rule to dampen fluctuations in output; others argued for 100 per cent money (banks being required to hold reserves equal to their deposits); others argued that there was a need for sound banking traditions, not for a simple rule. There were also economists who believed the Federal Reserve should provide an elastic currency, the supply of which would respond to demand, arguing that convertibility would tie the value of the dollar to the value of gold.

This lecture does not cover business cycle theory but, because it overlaps with monetary theory, it is helpful to say a few words about it. It is more modern than monetary economics, having developed only in the late nineteenth century. There had always been fluctuations in the level of economic activity but for centuries these had been linked mainly to the harvest or to international trade. It was only in the middle of the nineteenth century that the modern business cycle emerged, with a period of about a decade, centred on business fixed investment. Around the turn of the century there was a proliferation of theories about the cycle, many theories drawing significantly on Marx, with the result that by the First World War there was an extensive literature. In the 1920s, as a response to the self-evident importance of the subject, business cycle institutes, devoted to quantifying and studying the business cycle, were established in many countries.

The standard classification of business cycle theories is between real and monetary theories. Real theories generally focused on the reasons why investment in fixed capital (such as buildings, machinery and so on) would fluctuate, and on the problem of adjusting the stock of capital goods to the demand for consumption goods. A widely discussed explanation was innovation, for it was known that new technical discoveries occurred irregularly. Electricity and motor vehicles were examples of inventions that had stimulated investment. Although he was not the first to see the importance of the problem, this idea was developed by Joseph Schumpeter, who saw technological innovations coming in waves, creating opportunities for profit that were then used up, until equilibrium was restored, only to be disturbed by a new wave of innovation. Adjustment of the capital stock to the demand for consumer goods was difficult because of the time it took to construct capital goods (think of building railways, roads or electricity distribution networks) and their long life. There was also the problem known as the “acceleration principle”, which was understood by Hobson but developed by John Maurice Clark. This was based on the argument that the level of investment was linked to the change in the demand for consumer goods, and it explained why investment would be expected to fluctuate much more than consumers’ spending.

In contrast, monetary theories attributed the cycle to monetary factors. Booms were caused by excessively rapid expansion of the money supply causing, so some economists argued, investment to run ahead of saving. At some point this would cause a shortage of funds for investment, interest rates would rise, and the boom would be choked off, leading to a downturn.

Others combined both monetary and real factors, sometimes arguing in terms of expectations. For example, Marshall argued that a boom began with an expectation that prices would rise, causing people to borrow money and buy goods; the expectation of a price rise would be self-fulfilling. However, wages would typically rise more slowly than prices, causing a rise in profits and an over-expansion of output. Wages would eventually catch up, profits would fall, a crisis would develop, and the process would go into reverse.

The emphasis was typically on monetary policy, for this would stabilize prices and thereby stabilize output. However, more controversially, there were economists who advocated using government spending, typically thought of as public works spending (on projects such as roads, bridges, schools and hospitals), to stabilize output. The rationale for this was usually that, even if the overall volume of public works spending was not changed, it made sense to spread it out so as to smooth the cycle, undertaking more spending when the economy was in depression and less when it was in a boom. There were economists who went further than this, arguing that capitalist economies exhibited a chronic tendency to unemployment – that there was a tendency to under-consumption, or a chronic shortage of spending – but, though such ideas were very widely held in business and by trade unionists, such ideas were widely considered unsound by academic economists. Hobson, one of the leading under-consumptionists, described under-consumptionism as his “heresy”.

The early twentieth century was a very creative period in macroeconomic thinking and it generated a large and diverse literature. It was very far from being the sterile “classical economics” portrayed by Keynes in his General Theory, discussed in a later lecture. This lecture begins with the orthodox quantity theory. The Cambridge version of the quantity theory, out of which Keynesian economics emerged, is discussed, but the main focus here is on the theory of Irving Fisher, considered by some to be America’s greatest economist on account of his work in diverse fields (including money, mathematical modelling of the consumer, the rate of interest, index numbers and business cycles). This version of the quantity theory is then contrasted with the less orthodox theory of Knut Wicksell, whose theory of the rate of interest lay behind some of the most widely discussed explanations of the cycle in the early twentieth century. The discussion of Wicksell is followed by an explanation of how his ideas were developed in contrasting ways by a group of Swedish economists known as the “Stockholm School” and by two Austrian economists, Ludwig von Mises and Friedrich Hayek.

The orthodox quantity theory of money

By 1871 Marshall had worked out the cash balance approach to the quantity theory of money, resolving some of the theoretical problems with Mill’s version of the theory. Dispensing completely with the notion of the velocity of circulation (the speed with which money circulates through the economy) he focused on the amount of money (cash) that people wanted to hold, typically expressed as a fraction of wealth. Given the available stock of money, the demand for money to hold determined the price level, or the value of money. Thus if M is the money supply, w is wealth and k is the fraction of their wealth that people want to hold as money, the demand for money becomes Pkw, where P is the price of goods (wealth is a quantity of goods). The price level is therefore given by the equation M = Pkw, or P = M/kw. This version of the quantity theory was the basis for Marshall’s teaching but, aside from an article in 1887, which was the basis for his evidence to two royal commissions in the late 1890s (on gold and silver and on Indian currency), his exposition of the theory remained unpublished until Money, Credit & Commerce (1923).3 It was also taken up by his students Pigou (1917) and Keynes (1923).4

Irving Fisher (1867–1947), the most prominent quantity theorist in the first half of the twentieth century, obtained his PhD from Yale, his thesis being published as Mathematical Investigations in the Theory of Value and Prices (1892), a rigorous treatment of consumer theory, even by modern standards. Unusual among economists of that period, he was both a mathematical economist and a statistician and also tried to address the general public. He made clear the distinction between stocks and flows (as between the stock of money held at a point in time, and the income earned over a period), something on which many nineteenth-century economists had been confused. He developed the theory of interest, distinguishing between real and nominal interest rates (the nominal rate equals the real rate plus the rate of inflation), arguing that saving and investment determined the real rate. Fisher argued that the rate of interest was simply the discount rate at which the expected stream of revenue from an investment equalled the cost of the investment, and he proposed the theory of the rate of interest found in modern microeconomics textbooks. He also developed an “ideal” index number that had properties superior to those of conventional, simpler index numbers.

Fisher was also an inventor (e.g. of a tent to assist recovery from tuberculosis) and an enthusiastic supporter of what turned out to be lost causes, at least in his time. These included prohibition of alcoholic drinks (US policy from 1920–33), preventative medicine, eugenics (a widely held set of ideas before its association with Nazism), world peace and 100 per cent reserve banking. He not only supported these causes but organized societies to promote them. He made a fortune through inventing a visible card-index filing system but he lost it in the stock market crash of 1929, which he famously failed to anticipate, being among the many who believed the prosperity of the 1920s would be permanent.

Fisher’s main statement of the quantity theory of money was provided in The Purchasing Power of Money (1911). Unlike Marshall, he used the concept of the velocity of circulation, for his theory was based on the equation of exchange, MV = PT, where M is the stock of money, P is the price level, T is the volume of transactions and V is the velocity of circulation. The volume of transactions is not the same as national income, for it includes all transactions for which money is used, even if these are purchases and sales of intermediate goods or second-hand goods, neither of which is included in calculations of national income. The velocity of circulation is therefore, by definition, the number of times each unit of money is used, on average, during the year (assuming T is measured annually). Despite being expressed in such different language, his theory was in practice very similar to Marshall’s, for Fisher did not treat velocity purely mechanically: he saw it as depending on individuals’ decisions about holding cash. Also, though Marshall’s first formulation related demand for cash to wealth, in subsequent work he and Pigou became less clear about whether it depended on the stock of wealth or the level of income, using the ambiguous term “resources”.

Fisher believed that, though the equation is a truism, or identity – V is defined so as to make the two sides equal – its four elements could be calculated independently, verifying the theory. The stock of money in circulation can clearly be measured, as can the price level, using a suitable index number. There were also ways of measuring transactions. Velocity of circulation was harder to measure, but he tried to do so using data on bank clearings. Perhaps all his statistical testing could do was to show that the numbers were consistent; but it was at least an attempt, at a time when data were scarce, to confront the theory with data.

Fisher was also a pioneer in the use of models. He illustrated the equation of exchange with images of balances. The right-hand side of the equation of exchange could be rewritten as the sum of price (p) times quantity of all goods exchanged (Q): MV = ∑ pQ. In figure 14.1 we have the purse or wallet containing cash balanced against the goods being bought and sold (a loaf of bread, a bucket of coal and a packet of some other good). The distance from the loaf of bread to the fulcrum is the price of bread, and similarly for the other goods. The distance from the purse to the fulcrum is velocity. Using our imagination we can work out, for example, that if the purse became heavier (more money put inside it) and if velocity did not change, then at least one of the prices would have to change to make the scales balance.
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Figure 14.1 Fisher’s illustration of the quantity theory, I.
Source: Fisher, The Purchasing Power of Money, 21.

If, instead of hanging separately on the balance, the goods were all placed in a scale pan, the result would be as in figure 14.2. Here, the distance of the pan to the fulcrum is the price index in PT. Fisher has used a mechanical model to explain the concept of an index number: the average price of all the goods being bought and sold.
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Figure 14.2 Fisher’s illustration of the quantity theory, II.
Source: Fisher, The Purchasing Power of Money, 23.

Fisher used another diagram, figure 14.3, to explain what happened when the money supply included not just cash or currency but also bank deposits, where cash (M) and deposits (M’) circulate at different speeds (V and V’). This yielded the equation MV + M’ V’ = ∑pQ = PT, and it could be illustrated with a similar balance but with the addition of a bank ledger (or account book) on the left-hand side. This is clearly even more metaphorical, in that the value of an entry in an account book bears no relation to the weight of the paper on which it is written, but by then his principle was established.
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Figure 14.3 Fisher’s illustration of the quantity theory, III.
Source: Fisher, The Purchasing Power of Money, 48.

Fisher’s theory was that in normal times, there was a steady relationship between the money supply and the price level. Velocity of circulation depended on institutional factors – such as the efficiency of the clearing system, how often wages were paid and accounts settled – while the volume of transactions was determined by real factors. Thus the price level would be proportional to the money supply. However, this was no more than an equilibrium relationship that would apply once everything had settled down after a change. Much more interesting was the transition period that followed a disturbance. Fisher proposed the following sequence of events.

	A shock – which might be a rise in the money supply, an increase in confidence or an invention – causes prices to rise.

	V and V’ increase and the rate of interest rises, but by less than inflation, so that the real rate of interest has fallen.

	Profits rise and hence quantities (Q) and borrowing increase.

	M’ rises relative to M.

	Prices rise…



The process ends when the interest rate overtakes the price rise and the equilibrium relationship between money and prices is restored. What matters here is not the details of this process (with such a brief account it may be difficult to check each step in the argument) but that Fisher is envisaging a process in which supply and demand in various markets adjust in real time, eventually converging on equilibrium. The significance of this depends on how long these processes take to operate. Fisher clearly thought adjustment processes were of limited importance for he used the analogy of a loosely coupled train. When the train is moving at a constant speed, the distance between the locomotive and the caboose (the last wagon) is constant; however, when the train is slowing down, they move closer together, and when accelerating from stationary they move further apart. Transition periods matter but most of the time we can work with the equilibrium conditions.

Two other features of Fisher’s thought illustrate his creativity. The first is the way he explained bimetallism, which was an important problem at the beginning of the twentieth century when the use of silver as well as gold was proposed as a way to have a more elastic money supply. Bimetallism involves having gold and silver coins circulating together. It poses problems because silver coins have to have a fixed price in relation to gold coins. For example, twenty shillings (each of which is minted with a specific weight of silver) have the same value as one pound (with a specific weight of gold). However, due to changing market conditions, including new discoveries of gold and silver mines, or changes in the non-monetary demand for precious metals, the market price of gold in terms of silver fluctuates. If the market price of gold in terms of silver deviates from the price at the mint, people will have an incentive to hoard either gold or silver and there is a danger that one will stop circulating. Fisher illustrated this with figure 14.4: a picture of tanks representing stocks of gold (the dark liquid) and silver (the pale liquid). The barrels at the end represent non-monetary stocks of gold and silver. The tank in the middle represents monetary circulation. The diagram also shows new bullion flowing into the tanks (the result of mining or trade) and out of the tanks (wastage, as metal, whether in coins or non-monetary objects, gets worn away, lost or destroyed).
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Figure 14.4 Fisher’s illustration of bimetallism.
Source: Fisher, The Purchasing Power of Money, 119.

In the top panel only gold is used as money. This is represented by a pipe connecting the non-monetary and monetary stocks of gold. Given what we know about liquids, we know that the height in the left-hand and central tanks must be the same: the price of gold in monetary use must be the same as in non-monetary use, otherwise people would melt down coins, or send gold to the mint to be coined. But silver can be any price. In the bottom panel silver is also used as money, so there is a pipe connecting monetary and non-monetary uses of silver, which means that the level in all three tanks must now be the same (there is a movable membrane separating monetary gold from monetary silver). For both metals to remain in use, neither the stock of gold nor the stock of silver can be too high, otherwise one metal will go out of circulation (the membrane will move to the right or to the left). It takes some getting used to, but this diagram shows very precisely some of the important problems that arise with a bimetallic system.

The cumulative process

In Sweden, Knut Wicksell took a different approach to monetary economics in what turned out to be a highly influential book, Interest and Prices (1898). In this book he focused on a credit economy – one in which money was primarily notes or bank deposits, not gold and silver. He saw himself as presenting the quantity theory of money, which he believed to be the only valid theory of the price level, but he formulated the theory in terms of flows of income and expenditure. His starting point was the traditional quantity theory of money plus the writing of Thomas Tooke, a British economist who produced statistical evidence that seemed to challenge the theory. Tooke criticized the quantity theory by arguing that incomes, not money, determined prices. Wicksell thought his theory completely original, but after presenting it he soon found that the central part of his theory had been anticipated, almost a century before, by the British banker Henry Thornton in his Enquiry into the Nature and Effects of the Paper Credit of Great Britain (1802).5 One factor behind the similarity of their theories was that, writing during the period when Britain had suspended convertibility of sterling into gold, Thornton, like Wicksell, was focused on a pure credit economy: one in which the money supply consisted exclusively of paper money and bank deposits. Given Wicksell’s departure from the traditional quantity theory framework, and its enormous significance for subsequent macroeconomics, it is useful to look at the structure of Interest and Prices to see how he develops his argument.

	Chapters 1–2. Here he disposes of some preliminary issues. He explains the damage that can arise from falling or rising prices. He also explains that the price level needs to be measured as an index number: an average of all prices weighted by the quantities consumed.

	Chapter 3 (relative prices and money prices). Wicksell makes the theoretical point that exchange, production conditions and consumption (the elements of the established theory of supply and demand) affect only relative prices. Such factors cannot be used to determine the overall price level.

	Chapters 4–5. Wicksell rejects alternatives to the quantity theory of money, such as the theory that the value of money is determined by its cost of production (this involves circular reasoning, because the cost of mining gold depends on the value of money). This was enough to establish that the quantity theory was the best available theory. It is at this point that he engages with Tooke’s theoretical argument: that incomes and spending, not the quantity of money, determine prices, arguing that it was a half-truth.

	Chapter 6 (velocity of circulation). In earlier chapters Wicksell demonstrates that the velocity of circulation is central to the quantity theory, and here he analyses the implications of credit, discussing in turn a pure cash economy (in which the only money is gold coins), a simple credit economy (in which all transactions are funded by trade credit, or bills of exchange) and, finally, an organized credit economy in which there are bills of exchange and an organized banking system. In such an economy there is very little need for gold coins. This is his justification for considering the properties of a pure credit economy, in which no gold circulates, merely paper currency and bank deposits.

	Chapter 7 (the rate of interest as regulator of commodity prices). This is the central chapter of the book, for it is here that Wicksell presents his theory of what causes prices to rise. This involved three steps:



	Banks offer loans below the normal rate.

	This changes supply and demand in various markets.

	This has a tendency to raise production and the price level.



Long-lived assets are most affected by a fall in interest rates and the effects are cumulative in that prices will remain higher even when the interest rate has returned to normal. The process is reversible, in that lending at a high rate of interest will have the opposite effects.

	Chapter 8 (the natural rate of interest on capital and the rate of interest on loans). In this chapter he introduces the “natural” rate of interest, explained as being the rate of interest that would prevail if money were not used. It is determined solely by borrowing and lending. Wicksell contends that the natural rate of interest fluctuates continuously, making it very unlikely that the natural rate of interest could continually be equal to the market rate. As a result there would be continual changes in the price level.

	Chapters 9–10. In these chapters he provides a more rigorous theoretical account of the natural rate of interest, and he takes into account the implications of international trade, the discussion up to this point having been of a closed economic system. Trade and the need for foreign currency could constrain the process he had just described.

	Chapter 11 (actual price movements). Wicksell shows that his theory was more consistent with observed fluctuations in the rate of interest and prices, on the assumption that it was the natural rate of interest that changed, the market rate adjusting more slowly.

	Chapter 12 (proposals to stabilize prices). Interest rates could be changed in response to changes in the price level.



Although Wicksell was developing a quantity theory of money, changes in prices and fluctuations in the rate of interest emerge as driven by changes in the natural rate of interest: as a real phenomenon. Only this interpretation was consistent with the data. Paradoxically, although he was developing the quantity theory, his arguments were seen as undermining it: currency played a minor, passive role in the system; and price level movements were associated with failure to co-ordinate intertemporal choices (through the failure of the banking system to ensure saving and investment were always equal).

There turned out to be a significant problem with Wicksell’s theory. He offered three definitions of the natural rate of interest.

	The rate of interest at which saving equals investment in a frictionless barter economy.

	The marginal product of capital.

	The rate of interest at which no new credit is created and prices are constant.



In a stationary economy these three definitions were consistent with each other. However, in a growing economy they were not. For prices to be constant, the stock of credit needs to grow in line with economic activity, which requires that investment needs to exceed saving in order to generate the required increase. If saving were to equal investment, no new credit would be created and as the economy grew, prices would fall. This meant that, in a growing economy, it was necessary to choose between the three definitions of the natural rate of interest, or what came to be called “neutral” money. Wicksell’s successors made very different choices.

Interwar monetary economics

The interwar period saw the development of a far wider range of thinking about money and the business cycle than can be covered in a single lecture.6 Far from being in thrall to a sterile “classical” economics, as claimed by Keynes in his General Theory, economists were creative in responding to the period’s economic problems. We can do no more than pick out some of the more important examples.

At Cambridge, Pigou and Keynes were the dominant figures. Pigou, who wrote an article explaining the quantity theory during the First World War, developed a theory of the business cycle that bore no particular relation to the quantity theory (Industrial Fluctuations, 1927) and, shortly after the onset of the Great Depression, a theory of unemployment focused on the labour market (The Theory of Employment, 1933). Keynes, who is discussed in more detail in lecture 17, used the quantity theory to analyse the monetary chaos of the 1920s and, in particular, the deflation caused by Britain’s return to the gold standard at the pre-war parity of £3 17s 10½ d per ounce of gold, the rate established by Sir Isaac Newton in 1717. However, while he remained firmly within the Cambridge quantity theory tradition during the 1920s, in his Treatise on Money (1930) he took a position much closer to Wicksell’s. He constructed a theory in which lowering the rate of interest would cause investment to exceed saving, generating supernormal profits for firms. This “profit inflation” would cause firms to increase production and employment. Conversely, raising interest rates would produce lower inflation and falling production. In addition to offering policy advice relevant for the Great Depression – an explanation of why monetary expansion would reduce unemployment – this theory provided an explanation of some major historical events, such as the prosperity resulting from the inflow of gold and silver in the sixteenth century following Spanish conquests in South America, and Spain’s economic decline when that gold flow ceased.

The Austrian economists Ludwig von Mises (Theory of Money and Credit, 1924) and Friedrich Hayek (Prices and Production, 1930) responded to the problem with Wicksell’s theory by focusing on Wicksell’s idea that the natural rate of interest was the marginal product of capital. The essence of Hayek’s theory was that booms, such as the one that the United States had experienced in the 1920s, were the result of excessive monetary expansion that had lowered the rate of interest below the natural rate. This caused over-investment in capital goods, thereby distorting the structure of production. This artificially generated expansion was not sustainable, with the result that there was eventually a crisis; interest rates rose, causing unemployment in those industries that had expanded too far. The only way to restore balance between different sectors in the economy was to allow the contraction to take its course. In a growing economy, monetary equilibrium required falling prices (deflation).

This was the setting for the conflict between Keynes and Hayek. Both used theories that went back to Wicksell, but whereas Hayek attached great importance to his theory of capital and to the implications of the rate of interest for the structure of production, Keynes had no time for capital theory (if he even understood it). Faced with the Great Depression, Hayek argued for tight monetary policy on the grounds that monetary expansion would merely prolong the distortions in the structure of production caused by excessively low interest rates, and hence prolong the disruption; whereas Keynes argued for expansionary policy. In exchanges in 1930–31 they essentially talked past each other. There was mutual incomprehension.

Wicksell’s ideas, developed in different ways by Keynes and Hayek, were developed in yet another direction by his successors in Sweden. The term “Stockholm School” is conventionally applied to a group of economists including Erik Lindahl, Erik Lundberg, Gunnar Myrdal and Bertil Ohlin, who abandoned the connection between the natural rate of interest and the marginal productivity of capital, so important to Hayek; instead they adopted Fisher’s view that the natural rate of interest was determined by expected future profits. (Measurement of capital, they believed, presented too many conceptual difficulties for the marginal product of capital to be a useful concept.) They argued that monetary equilibrium required a profit margin that was sufficiently high to generate enough investment to be compatible with the level of saving. Furthermore, monetary equilibrium could occur at any inflation rate because the interest rate would take account of inflation, and if inflation were perfectly anticipated, it would have no real effects. They adopted a pragmatic attitude to policy, arguing that if an economy started in a situation of unemployment, and if prices were sticky, monetary expansion could raise output.

Irving Fisher did not turn to Wicksellian theory, but developed his own explanation of the Great Depression: his “debt-deflation theory”.7 There was no problem explaining why a depression occurred – there were many explanations; the problem was explaining why the depression was so deep. Fisher argued that the problem was a combination of high debt liquidation and falling prices, outlining the following sequence of events:

	over-indebtedness leads to distress selling;

	bank loans are paid off, bank deposits contract and velocity falls;

	prices fall;

	profits and the net worth of businesses fall;

	output and employment fall;

	pessimism leads to hoarding and further falls in velocity.



To this, further factors such as bankruptcies, bank runs and bank failures, all features of the Great Depression, could easily be added.

Monetary and business cycle theory in the 1930s

Contrary to the impression often given by people who do not read the literature and just accept the caricature of “classical economics” that Keynes criticized in his General Theory, the early twentieth century was an immensely creative period in the overlapping fields of monetary economics and business cycle theory. In one lecture we can only scratch the surface, but the examples of Fisher and Wicksell are enough to show that ideas were generated that proved to be of permanent significance. Keynes’s General Theory was to dominate macroeconomic thinking after 1936, but the book drew on earlier work, including Fisher’s theory of the rate of interest. Ideas from Fisher, Wicksell and their contemporaries survive in modern macroeconomics.

This theoretical work was accompanied by an unprecedented volume of empirical work, measuring the cycle and trying to establish patterns in the data. Pre-eminent among economists involved in such work was Wesley Clair Mitchell at the National Bureau of Economic Research, who – in addition to overseeing the creation of statistics on capital, national income, the distribution of income and many other variables – produced a series of volumes in which he tried to provide a statistical description of the business cycle. Under the New Deal, such work accelerated. Some of this work, not considered here, will be discussed in lecture 18.

5. Questions for discussion

	Compare and contrast the versions of the quantity theory advocated by the Cambridge economists and Irving Fisher.

	Was Knut Wicksell justified in describing his theory of the price level as a version of the quantity theory of money?

	Outline the different directions in which economists who came after Wicksell developed his theory of the price level.
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	On early writings on macroeconomic problems see A. Murphy, The Genesis of Macroeconomics: New Ideas from Sir William Petty to Henry Thornton (Oxford: Oxford University Press, 2009).
	2.
	See Laidler, The Golden Age of the Quantity Theory, chapter 2, for an account of monetary theory as it existed in 1870.
	3.
	A. Marshall, “Remedies for Fluctuations in General Prices”, Contemporary Review 51 (1887), 355–75; A. Marshall, Official Papers of Alfred Marshall, J. M. Keynes (ed.) (London: Macmillan, 1926); A. Marshall, Money, Credit & Commerce (London: Macmillan, 1923).
	4.
	A. C. Pigou, “The Value of Money”, Quarterly Journal of Economics 32:1 (1917), 38–65; J. M. Keynes, A Tract on Monetary Reform (London: Macmillan, 1923).
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	The main omissions are probably Joseph Schumpeter, Ralph Hawtrey, Dennis Robertson and American business cycle theorists, some of whom are discussed in lecture 19.
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	I. Fisher, “Debt-Deflation Theory of Great Depressions”, Econometrics 1:4 (1933), 337–57.



Lecture 15

The Rise of Mathematical Economics

1. Aims of the lecture

	To explain the origins of modern mathematical economics, including game theory, modern general equilibrium theory and linear modelling.

	To show the importance of institutions (notably the Cowles Commission) and events (the Second World War and military funding) for the development of mathematical economics.

	To show the interaction between different communities: mathematicians and economists.

	To show the human dimension to developments in a highly abstract field of economics.



For many students, the mere mention of mathematics is off-putting. It is important to emphasize that this is not a mathematical economics lecture and that knowing a lot of mathematics is not necessary to understand what the lecture is about. Though it is helpful to know what game theory and general equilibrium are, and to know what a linear equation is, the lecture is not about a series of mathematical theories but about the history that lies behind mathematical economics. Politics and human personalities are central to the story. The lecture should therefore be of as much interest to students who are sceptical about mathematical economics as to those who are committed to it.

Though the bibliography gives full details of the primary sources, this is not a lecture for which you are expected to focus on original texts. While you are encouraged to look inside some of the main works to see what they look like, you are not expected to read through them; many of you would struggle to understand the technical details. But even without studying the texts, you can understand what their authors were trying to achieve, and the context and significance of what they were doing. The secondary literature cited here has been chosen with this in mind: it contains much that you should find interesting even if you do not understand the mathematical details of the works it is discussing.

2. Bibliography

Overviews of the topic are given by G. Debreu and E. R. Weintraub in their articles “Mathematical Economics” and “Mathematics and Economics”, respectively, both of which appear in New Palgrave Dictionary of Economics, second edition (London: Macmillan, 2008), available online at www.dictionaryofeconomics.com. Debreu is one of the main participants in the story here, and he gives an insider’s interpretation of the history of mathematical economics. Weintraub is the historian of economics who has written most extensively about the subject.

R. Leonard’s Von Neumann, Morgenstern and the Creation of Game Theory (Cambridge: Cambridge University Press, 2010) is a fascinating and very highly recommended book on the history of game theory. It offers an account of interwar Vienna and the attitudes of two of game theory’s main creators. Though they are no substitute for the book, you might find useful two articles Leonard wrote en route to the book: “Reading Cournot, Reading Nash: The Creation and Stabilisation of the Nash Equilibrium”, Economic Journal 104 (1994), 492–511, and “From Parlor Games to Social Science: Von Neumann, Morgenstern and the Creation of Game Theory, 1928–1944”, Journal of Economic Literature 33:2 (1995), 730–61.

Paul Erickson’s The World the Game Theorists Made (Chicago, IL: University of Chicago Press, 2015) is probably the best history of game theory after von Neumann and Morgenstern, tracing its history across different disciplines in the 1950s.

Paul Erickson et al.’s How Reason Almost Lost Its Mind: The Strange Career of Cold War Rationality (Chicago, IL: University of Chicago Press, 2013) goes well beyond what will be covered in this lecture but it will interest some students: it analyses how the concept of rationality evolved during the Cold War.

T. Düppe and E. R. Weintraub’s Finding Equilibrium: Arrow, Debreu, McKenzie and the Problem of Scientific Credit (Princeton, NJ: Princeton University Press, 2014) tells the human stories of the three economists behind the abstract theorems considered to be the foundation on which much modern economics rests. Note that, despite the book’s subject matter, you do not need to understand any mathematics to follow or enjoy the book. Once again, if you cannot get hold of the book, there are two articles written while the book was being written that are available online: E. R. Weintraub, “Lionel McKenzie and the Proof of the Existence of a Competitive Equilibrium”, Journal of Economic Perspectives 25:2 (2011), 199–215; and T. Düppe and E. R. Weintraub, “Siting the New Economic Science: The Cowles Commission’s Activity Analysis Conference of June 1949”, Science in Context 27:3 (2014), available online at http://ssrn.com/abstract=2274148 (accessed 26 October 2017).

An account of the youth of the economist who arguably dominated economics in the 1950s is given in R. E. Backhouse’s Founder of Modern Economics: An Intellectual Biography of Paul A. Samuelson – Volume I, Becoming Samuelson, 1915–48 (Oxford: Oxford University Press, 2017). The book is (obviously) strongly recommended. Two articles written en route to the book could be consulted if it is not available: R. E. Back-house, “Revisiting Samuelson’s Foundations of Economic Analysis”, Journal of Economic Literature 53:2 (2015), 326–50; and R. E. Backhouse, “Paul A. Samuelson’s Move to MIT”, History of Political Economy 46 (Supplement: “MIT and the Transformation of American Economics”) (2014): 60–77.

3. Chronology

	1928	von Neumann, article on the theory of games
	1930	Founding of Econometric Society
	1933	Founding of Econometrica
	1938	von Neumann, “A System of General Economic Equilibrium”
	1939	Cowles Commission moves to Chicago Hicks, Value and Capital
	1939–45	Second World War
	1940	Samuelson PhD thesis at Harvard
	1941	Leontief, The Structure of the American Economy
	1944	von Neumann and Morgenstern, Theory of Games and Economic Behavior
	1947	Samuelson, Foundations of Economic Analysis Dantzig and von Neumann conversation on linear programming
	1949	Cowles Commission conference on activity analysis
	1951	Arrow and Debreu at Cowles Commission
	1954	Arrow, Debreu and McKenzie existence proofs in Econometrica


4. Lecture summary

Context

In the 1920s, mathematics, whether taking the form of equations or diagrams, rarely appeared in the leading American academic economics journals. There were some mathematical articles, especially in the British Economic Journal, edited by Edgeworth, but the extent to which mathematics was used was very limited.1 Economists generally wrote in a discursive style in which it was often hard to tell whether they were discussing abstract theoretical propositions or making statements about the world. It was not thought necessary for graduate students to learn a significant amount of mathematics, though a few chose to do so. In contrast, by the 1960s it was routine to use mathematics. There were specialized journals that used very advanced mathematics, and it had become usual even in “general” journals – ones that all academic economists would expect to read – for economic theories to be expressed using algebra or geometry. Talk of “models”, by which economists meant systems of equations, which had been rare in the 1920s, was everywhere by the 1960s. Unsurprisingly, given the use of mathematics in the journals, mathematics had become a compulsory part of the graduate curriculum.2

There was also a change in the type of economic theory being done. General equilibrium analysis, almost unknown before the Second World War, had become a high-prestige field, involving mathematics that only a minority of economists could understand. It tackled the very abstract problem of whether a system of supply and demand equations, one for each good being traded, would have a solution, whether that solution would be unique, and whether the equilibrium it described was stable. There was also game theory, though this was nowhere near as widely used as it came to be in the 1980s. And in order to build models involving real numbers that could be solved, using the comparatively primitive computers available in the 1940s and 1950s, economists had turned to linear modelling, in which relationships were reduced to linear equations. (A linear equation has the form y = 5 + 2x or, more generally, y = a + bx, which, if plotted on a graph, yields a straight line.) This included input–output analysis, in which, for example, the motor vehicle industry’s input of (use of) steel is assumed to be a constant fraction of its output, and linear programming, in which the constraints and the function being maximized or minimized are linear.

An important step in this process was the formation of the Econometric Society in 1930, dedicated to the use of mathematical techniques in economics. At this time, the term “econometrics” was used to cover any use of mathematics in economics, whether mathematical theory or statistical inference; the narrower use it has today, covering not mathematical economics but only statistical analysis of data, discussed in lecture 18, came only much later. The Econometric Society was important because it provided a network, its meetings bringing together economists using mathematics; and its journal, Econometrica, edited by the Norwegian economist Ragnar Frisch, published mathematical articles that other journals would reject because they were too mathematical.

The Econometric Society was supported financially by the businessman Alfred Cowles, who was concerned with the poor quality of stock market forecasts and believed that they could be improved through systematic application of scientific mathematical methods. He also funded a research institute: the Cowles Commission for Economic Research. This was initially based at Colorado Springs, but despite its month-long conferences in an attractive location in the Rocky Mountains bringing economists together, the institute became much more important after it moved to the University of Chicago (in 1939) and after Jacob Marschak became its research director in 1943. It was there that many of the mathematical and statistical methods that were to dominate economic research after the Second World War were developed.

One of the reasons why the Second World War was important for the development of mathematical economics was the development of operations research. Operations research was a branch of what has been called the sciences of policy: the application of scientific and mathematical methods to practical problems, improving decision-making.3 These problems might include the aiming of artillery fire, the effectiveness of bombing campaigns, strategies for searching for enemy submarines, or logistical problems such as organizing shipping so as to maximize the tonnage of goods carried across the Atlantic or, after the war, into Berlin during the Soviet blockade of the city. More generally, many economists’ wartime service involved working alongside mathematicians, engineers and natural scientists, solving technical problems; when they returned to economics after the war they did not lose the intellectual values and the outlook they had acquired in such work. During and after the war, the US Navy and Air Force became major sponsors of economic research. The US Air Force sought to guarantee its access to scientific research by establishing RAND in 1948. Most of its staff were engineers and natural scientists but it also contained an economics division, with a permanent staff and numerous summer visitors.4

From Vienna to the United States

In the early twentieth century, Vienna was a major hub of intellectual activity and the centre of an artistic and cultural renaissance covering art, music, philosophy and science.5 For the story told here, the important part of this ferment was a seminar run by Karl Menger (son of the economist Carl Menger) that brought together some of the most important mathematicians of the day. These included John von Neumann (1903–57), a mathematician who contributed to many fields: physics (quantum mechanics, fluid dynamics), mathematics (ergodic theory, geometry, topology, numerical analysis, foundations of mathematics), computing and automata (architecture of the modern computer, stochastic computing), and, with Edward Teller and Stanislaw Ulam, wartime analysis of thermonuclear reactions in atomic bombs.

One of the topics in which there was great interest in the 1920s was the mathematics of parlour games, such as card games or chess. Von Neumann wrote a paper for Menger’s seminar in which he proved the existence of equilibrium in a simple game. To do this, he had to assume that players could play mixed strategies: that they could choose their moves randomly, deciding the probabilities with which they will make each move. The fact that mixed strategies were necessary to prove a solution existed was taken as showing that probability was central to social interactions, as it had been shown to be central to physics.

The seminar also hosted a series of papers proving the existence of equilibrium in simplified models of general equilibrium. These papers – by Romanian mathematician Abraham Wald and Austrian banker and economist Karl Schlesinger – took as their starting point the simplified general equilibrium model of the Swedish economist Gustav Cassel, which had one supply-equals-demand equation for each commodity. They reformulated the model to allow for complications such as that prices cannot be negative, and that if the price of a good is zero, it may not be produced. To prove it, Wald turned to a very modern abstract mathematical theorem: the fixed-point theorem recently proved by the Dutch mathematician Luitzen Brouwer.

Another existence proof was analysed in the paper “A System of General Economic Equilibrium”, which von Neumann presented to the seminar in 1937 and which was published in German in 1938. This was a model of economic growth based on the following assumptions:

	there are m linear processes producing n goods;

	if a process makes a loss, it is not used;

	if production of a good would be falling if it is produced at all, its price is zero;

	there is a constant rate of growth.



Von Neumann used Brouwer’s fixed-point theorem to prove that an equilibrium must exist. He also showed that there was a “duality” between prices and quantities: that the maximum growth rate (a property of the quantities) equals the minimum profit rate (a property of the price system).

This paper was considered so important that it was translated into English in 1945. Because few economists would be able to make sense of it – it was written in the style of a mathematician, with no concessions to non-mathematicians – it was published alongside an explanatory article written by an economist, David Champernowne.6 The key point was that the model was characterized by a “saddle point” (think of a saddle for a horse, or a pass between two mountains): it was a maximum in one direction and a minimum in the other. This mathematical structure proved to be common to game theory, general equilibrium theory and linear programming, linking seemingly diverse parts of economics.

By 1940 both von Neumann and Oskar Morgenstern, an economist who had worked in the Vienna business cycle institute, were both in the United States, at Princeton, and they collaborated in writing The Theory of Games and Economic Behavior (1944). This was far more ambitious than von Neumann’s 1928 paper, presenting game theory as a theory of society. They saw it as an alternative to general equilibrium theory. Leonard’s book argues that von Neumann wanted to explain how the Austrian society from which he had come had disintegrated in the 1930s. In the theory it was possible to have a dominant, stable coalition, and for a change in circumstances to cause that coalition suddenly to become unsustainable. The Theory of Games and Economic Behavior offered

	a method to measure cardinal utility (used to measure the pay-offs to players);

	a theory of cooperative games based on alliance formation;

	a concept of equilibrium based on dominance (an allocation is dominated if there exists a coalition that would get higher utility with an alternative allocation); and

	a number of novel mathematical techniques.



These were all ideas that mathematicians, economists and other social scientists would take up in the 1940s and 1950s, allowing people to develop von Neumann and Morgenstern’s ideas in very different ways.

John Hicks (1904–89) and Paul Samuelson (1915–2009)

In the 1930s and 1940s, two economists – John Hicks and Paul Samuelson – placed the theory of the consumer and the theory of competitive equilibrium on new theoretical foundations. John Hicks was a British economist who worked with Lionel Robbins (discussed further in lecture 16) at the London School of Economics from 1926 to 1935, during which period he established his reputation as Britain’s leading economic theorist with The Theory of Wages (1933), a restatement of the marginal productivity theory of income distribution, and two articles, co-authored with Roy Allen, on consumer theory. He then moved to Cambridge (1935–8), engaging with the new ideas of Keynes and the Stockholm School, and then producing Value and Capital (1939), a systematic account of the new theory of economic equilibrium.

Under Robbins, the LSE was much more open to continental European influences, and Robbins suggested that Hicks, who read Italian, should study Pareto. Drawing on Pareto, Hicks and Allen used the device of indifference curves and the marginal rate of substitution (the slope of an indifference curve), a concept also used in The Theory of Wages, to show that all the results of traditional consumer theory could be derived without bringing in the notion of utility. All that was needed was for consumers to rank bundles of commodities. Any novelty in the results of Hicks and Allen lay not in their use of indifference curves, used by Edgeworth in the 1880s, but in using them to dispense with the notion of utility. It was still possible to use a utility function but it was purely ordinal: all that mattered was whether one utility number was higher or lower than another, the numbers themselves having no other significance.

This consumer theory was the foundation on which Hicks reconstructed the theory of general equilibrium in Value and Capital. There was too much in that book for it to be possible to consider it in detail here, but several points are worth noting. The book had a very traditional feel, the argument being presented verbally, with mathematics being banished to appendices, in the style of Marshall. This no doubt gave the book a readership that it would otherwise never have had. And after developing the static theory, Hicks turned to dynamics, drawing on ideas taken from Swedish economists – the Stockholm School discussed in lecture 14. His book thus provided a potential bridge between general equilibrium theory and monetary/business cycle theory. He derived results on the stability of equilibrium and on conditions under which commodities could be aggregated that proved to be robust, despite the limitations of his methods (not analysing any formal dynamic processes).

In contrast, Paul Samuelson was unapologetic in his use of mathematics. Having learned economics as an undergraduate at Chicago, with Frank Knight and Jacob Viner, the crucial phase of his career was as a graduate student and then junior fellow at Harvard between 1935 and 1940. His most important teachers included Joseph Schumpeter, the Austrian student of business cycles; Wassily Leontief, a Russian emigre discussed later on; and, most importantly of all, Edwin Bidwell Wilson. Wilson may be little known as an economist but he was at the centre of American science in the first half of the twentieth century, editing the Proceedings of the National Academy of Sciences for 50 years. Trained as a mathematician, he was a polymath, his work covering mathematics, aeronautical engineering, demography, statistics and mathematical economics. He sought to develop what he believed was a specifically American approach to mathematics: much more applied than the European mathematics of people such as von Neumann.

Starting before he had even finished his coursework, Samuelson produced a series of around 20 articles on topics ranging from consumer theory to international trade and business cycle theory. In his last summer as a junior fellow, he wrote a PhD thesis, examined in December 1940, that provided a systematic account of the new theory developed in his articles. In October 1940, making a decision that had enormous consequences, he took a position as assistant professor at MIT.7 Despite working intensively on mathematical statistics, and having a rapidly expanding portfolio of activities, including government consultancy (the United States was by then at war), he revised his thesis for publication and, after many delays, it was published as Foundations of Economic Analysis (1947). He was by then the leading figure among the younger generation of American economists. This was recognized by the American Economic Association, which, in 1947, awarded him the first John Bates Clark medal. This medal, subsequently awarded every two years, was given to the best American economist under the age of 40. Samuelson was only 32.

What was the novelty of Foundations? Unlike Value and Capital, it focused on techniques and placed mathematics at the heart of the argument: the contrast between the appearance of pages of the two books could hardly be greater. More than that, the book focused on the methods economists could use to derive results – operationally meaningful theorems – by which he meant deriving comparative statics results, or predictions about what would happen to the equilibrium when there was a change in some parameter. For example, how would demand for a commodity change when the cost of producing it rose? The book covered:

	equilibrium systems and comparative statics;

	the theory of maximizing behaviour;

	the theory of cost and production;

	the theory of consumer behaviour (three chapters);

	welfare economics;

	stability and dynamics (three chapters); and

	appendices on linear algebra and difference equations.



Although Samuelson was enthusiastic in acknowledging predecessors, it was possible to understand his ideas without getting bogged down in the debates out of which some of the ideas emerged. For this reason Foundations could be used as a graduate textbook, and was so used until the 1960s. It provided a toolbox that many economists could use when developing their own theories.

Linear modelling of activities: interaction between mathematicians and economists

In the late 1940s and in the 1950s there was great interest in linear models. The reason for this was that linear models held out the prospect of operationalizing economic theory, for they were, in principle, sufficiently simple that numbers could be attached and solutions calculated, even in an age when the computers were very primitive by modern standards. Von Neumann had used linear models, but perhaps the main creator of linear models in the United States was Wassily Leontief (1905–99).

Leontief graduated from Leningrad University in 1924 and left the Soviet Union in 1925, taking a PhD in Berlin, where he produced a linear model of the economy based on Quesnay and Marx. After a period spent at Kiel, where he worked on statistical estimation of supply and demand curves, he moved to Harvard in 1932, where he remained till retirement in 1975. During this period he embarked on the creation of input–output analysis: a series of linear models of interactions within the economy as a whole. An input–output model centred on a matrix or table of input–output coefficients systematically listing how much each industry purchased from every other industry. For example, each unit of aircraft output might require 0.3 units of aluminium, 0.1 units of electricity, 0.05 units of leather, and so on. Using such a matrix it was possible to answer questions such as, “If demand for aircraft increases by $1 million, how much will production change in all other sectors of the economy?” taking into account not only how much aluminium the aircraft industry needed but how much electricity would be needed to produce the aluminium and how much coal would be needed to produce the extra electricity. Leontief’s work was published as The Structure of the American Economy (1941); Leontief collaborated with the Bureau of Labor Statistics in developing the methods.

A related technique was linear programming, a method that formulated problems as maximizing a linear objective function subject to a set of linear constraints. A widely discussed example was the “diet problem”, formulated by the National Bureau of Standards. This involved finding the least-cost combination of food that would satisfy minimum nutritional requirements, where each food contained a different combination of nutrients. Again, the advantage of linearization was that it made it feasible to compute a solution. Linear programming was developed to solve wartime problems by Tjalling Koopmans (1910–85) and George Dantzig (1914–2005). Koop-mans trained in physics in the Netherlands, and, while working at the Combined Shipping Adjustment Board, he was concerned with finding methods to minimize the time ships spent empty. Dantzig was a mathematician at the US Air Force Office of Statistical Control trying to solve the complicated logistical problems faced by the Air Force.

Although linear programmes could in principle be solved – if the number of constraints was finite, it was theoretically possible to compute every possible solution – in practice, solving even fairly small problems could be very time consuming, which was a serious limitation on using the technique. By the time a solution had been computed, the situation was likely to have changed. There was an urgent need for a computationally efficient method for solving linear problems, and this was provided by Dantzig’s “simplex method”. The details of the simplex method, which involved a procedure for moving from one possible solution to another until a maximum was found, are less important than the way the problem brought together different problems with a common mathematical structure.

Dantzig remembered getting the idea as a student when studying statistical theory but the breakthrough came when he presented the problem to John von Neumann in October 1947. Von Neumann conjectured that Dantzig’s problem was the same as one he had solved in the theory of games, and he immediately proceeded to write down the theory. Dantzig wrote this up for circulation within the Pentagon and presented it to the American Statistical Association, but he did not publish it because be believed the ideas were von Neumann’s. The same mathematical structure, involving a saddle point, was also found in general equilibrium theory and game theory.

In the 1950s there was great enthusiasm for linear models, for computer hardware and software were still very limited in what they could do. Even solving a comparatively small linear program, or inverting a matrix (the crucial step in solving an input– output model), could take days, if not weeks, even with the fastest available computers. Nonlinear models of any complexity were impossible to solve.

Proving existence of equilibrium

Abraham Wald had proved the existence of equilibrium in the 1930s in a paper presented to Menger’s seminar in Vienna. He had started with a demand function for each commodity, basing his proof on the properties of those demand functions. However, demand functions depend on individuals’ tastes, implying that it would be better to base an existence proof on assumptions about individuals’ preferences (on the shape of utility functions or indifference curves) and technology (the shape of production functions). Such a proof was provided in 1954 in two papers published in the same issue of Econometrica: “On Equilibrium in Graham’s Model of World Trade and Other Competitive Systems” by Lionel McKenzie and “Existence of an Equilibrium for a Competitive Economy” by Kenneth Arrow and Gerard Debreu. This theorem, often associated with Arrow and Debreu alone, ignoring McKenzie’s derivation, was for many years seen as foundational for modern economics because it established the coherence of general equilibrium – essentially, the coherence of supply and demand – as a way of representing the economy.

Düppe and Weintraub (2014) have told the story of how these two papers came to be written and of their publication.8 Their three authors came from very different backgrounds. Arrow (1921–2017) was trained by two leading mathematical economists, Harold Hotelling and Abraham Wald (author of the existence proof mentioned earlier), and, after working as a weather officer in the US Air Force during the war, he completed his PhD at Columbia and became a Research Associate at the Cowles Commission. He was quickly recognized as a rising star in economics.9 Debreu (1921–2004) spent much of the war as a student of mathematics in Paris, and after a year of service in the French Army he returned to mathematics to obtain his degree, studying with a group of mathematicians who published under the name “Bourbaki”, committed to achieving absolute rigour in mathematics. He travelled to the United States on a Rockefeller Scholarship in 1948 and eventually became a research associate at Cowles.

The story of their collaboration, after they realized that they were working on the same problem, involves the clash of two contrasting personalities. Arrow’s reputation was already established whereas Debreu had yet to publish the work that would make his name. In part the result of his personality and background, with a traumatic childhood, Debreu was obsessive about not making mistakes in a way that Arrow, who was highly creative and thought quickly, was not. Arrow was an economist, concerned with the relevance of the result, whereas Debreu was a mathematician, favouring a more austere presentation. The result of this collaboration was the paper bearing their two names.

McKenzie (1919–2010) graduated from Duke University in 1939 and went to Oxford as a Rhodes Scholar, where, after an interlude for wartime service, he eventually submitted a PhD thesis in 1948. He failed, and though he was offered the chance to resubmit, there was no possibility of taking it up due to the expense of transatlantic travel in those days. He visited the Cowles Commission briefly, but he found an academic position not there but at Duke. He was thus even less secure than Debreu, without a PhD and in a Southern university, cut off from the centres where mathematical economics was being done. (In the 1940s, communication was much more difficult than it is today, so being physically isolated was significant in a way that may be difficult for students familiar with the Internet to understand.) He produced a theorem that was essentially the same as that of Arrow and Debreu, in the context of a model of international trade.

This naturally raises the question of priority: of who derived the theorem first. As often happens, this is impossible to establish, for ideas are worked out over a period; this is why judgements of priority are usually based on publication: on when the ideas are first made public. Both papers were presented at the December 1952 meeting of the Econometric Society. Debreu attended the session in which McKenzie presented his paper, but their memories differed on whether he had said anything in the discussion that followed. What is clear is that Debreu did not even mention the paper to Arrow. McKenzie submitted his paper to Econometrica early in 1953, and a few months later Arrow and Debreu submitted theirs. Standard practice with Econometrica was that the paper would be sent to an associate editor, who would then solicit the opinion of two referees, both experts in the topic covered by the paper. On the basis of their reports, the editors would decide whether to publish the paper, ask for revisions, or reject it. The Arrow–Debreu paper was refereed very quickly but McKenzie’s went to two referees who failed to respond. The editor promised McKenzie that as his paper had been submitted first, so long as referees approved of it, it would be published before any other paper on the same subject. The two papers were eventually published in the same issue of the journal, with McKenzie’s first. This story is a drastic simplification of the complex story told by Düppe and Weintraub that extends to the way the careers of Arrow, Debreu and McKenzie developed after the theorem, and how these were affected by the theorem. Their story turns into an account of the different ways in which general equilibrium theory evolved after the 1950s.

Mathematical economics from the Second World War to the 1960s

In the 1950s mathematical economics was still a minority activity but it was increasingly securely established. By the end of the 1960s, mathematics that had been known only to specialists a decade before had become a required part of graduate training. There was an established theoretical framework based on constrained optimization – households maximizing utility and firms maximizing profit – with theory being used both to derive comparative statics results and to provide models that might be amenable to econometric estimation (see lecture 18). Most economists who used mathematics used methods found in Samuelson’s Foundations. A minority used the more abstract methods used in the Arrow–Debreu–McKenzie existence proofs but, despite this, general equilibrium analysis came to be considered the highest form of economic theory, the canonical statement of which was Debreu’s Theory of Value (1959). General equilibrium analysis was highly abstract, describing an economy that could not conceivably exist (in order to prove existence, Arrow and Debreu had assumed a complete set of markets and there was no role for money), but since it was taken to establish the coherence of the vision of a decentralized competitive system coordinating the activities of many agents, it became a benchmark. There was extensive research on producing better existence proofs and proving that equilibrium was unique and stable. This was a high-prestige activity, reaching its zenith in the early 1960s. After that, its reputation slowly began to wane, for it became clear that significantly more general existence results were unlikely and because it was proved that general proofs of stability were never going to be found. A further development was the demonstration that a general equilibrium could be seen as the solution to a particular form of game: this meant that game theory came to be seen as the fundamental organizing principle for economic theory.

In the 1950s and 1960s the practical application of general equilibrium theory was achieved through linear modelling, input–output models and what was called “activity analysis” – representing economic processes as linear activities. In the 1970s, as computing technology became more powerful, economists began to develop more complicated general equilibrium models that did not assume all relationships were linear. These “applied” or “computable” general equilibrium models could be used to tackle problems that involved multi-market interaction, such as the analysis of international trade.10 New theoretical models of general equilibrium were developed: of equilibrium in economies where markets for some goods were missing, of economies in which agents were subject to rationing, and of economies exhibiting imperfect competition. These broadened the scope of general equilibrium theory, arguably making it more realistic, but general equilibrium theory never regained the centrality it had in the early 1960s.

The trajectory of game theory was rather different. For many years it existed in a cross-disciplinary environment spanning mathematics, economics and the US military. Elements taken from the “grab bag” of techniques and concepts found in von Neumann and Morgenstern’s Theory of Games and Economic Behavior, to use Paul Erickson’s phrase, were taken up by the US armed forces, who wanted methods to use for weapons evaluation, and by behavioural scientists – psychologists, sociologists and economists – who wanted a theory to explain behaviour. Game theory was associated with a change in the notion of rationality, which ceased to be associated with human reason, and became identified with the optimization that could be achieved through a computer algorithm.11 It was taken up by biologists, who used it to analyse evolution and group selection. When economists took up game theory, they focused not on von Neumann and Morgenstern’s theory of cooperative games, with its analysis of coalitions and alliance formation, but on a theory of non-cooperative games developed in 1950–51 by John Nash, a mathematician working at RAND. As theorists tried to generalize Nash’s theory, solution concepts proliferated. It became firmly established in economics only from the 1970s and 1980s, when it was first taken up in industrial economics to analyse problems of strategy, from where it rapidly spread to other fields.

5. Questions for discussion

	Why is The Theory of Games and Economic Behavior by John von Neumann and Oskar Morgenstern considered such an important book?

	Given that the theory of maximizing agents goes back to the nineteenth century, what was novel about Paul Samuelson’s approach to the theories of the consumer and the firm?

	Why were economists so enthusiastic about linear models in the 1940s? What did they achieve?





	1.
	See lecture 10 (on Edgeworth) and lecture 12 (on founding the Economic Journal).
	2.
	See R. E. Backhouse, “The Transformation of US Economics, 1920–1960, Viewed Through a Survey of Journal Articles”, History of Political Economy 30 (Supplement: “From Interwar Pluralism to Postwar Neoclassicism”, Mary S. Morgan and Malcolm Rutherford (eds)) (1998), 85–107.
	3.
	For a thorough account of the development of operations research, covering British and American developments, see W. Thomas, Rational Action: The Sciences of Policy in Britain and America, 1940–1960 (Cambridge, MA: MIT Press, 2015).
	4.
	See lecture 23.
	5.
	The key reference here is, of course, Leonard, Von Neumann, Morgenstern and the Creation of Game Theory. These brief remarks do not do justice to Leonard’s rich account of Viennese intellectual life in this period.
	6.
	D. G. Champernowne, “A Note on J. v. Neumann’s Article on ‘A Model of Economic Equilibrium’”, Review of Economic Studies 13:1 (1945), 10–18.
	7.
	Economics at MIT is discussed in lecture 23.
	8.
	The broader story of general equilibrium theory has been told elsewhere. See, for example, B. Ingrao and G. Israel, The Invisible Hand: Economic Equilibrium in the History of Science (Cambridge, MA: MIT Press, 1990); E. R. Weintraub, General Equilibrium Analysis: Studies in Appraisal (Cambridge: Cambridge University Press, 1985); E. R. Weintraub, Stabilizing Dynamics: Constructing Economic Knowledge (Cambridge: Cambridge University Press, 1991).
	9.
	His PhD thesis was published as K. Arrow, Social Choice and Individual Values (New Haven, CT: Yale University Press, 1951). It proved a seminal work for the fields of public choice and social choice theory.
	10.
	C. Ballard and M. Johnson, “Applied General-Equilibrium Analysis: Birth, Growth, and Maturity”, History of Political Economy 48 (Supplement: “The Age of the Applied Economist”, R. Backhouse and B. Cherrier (eds)) (2017), forthcoming.
	11.
	This is a major theme of Erickson et al., How Reason Almost Lost Its Mind. See also Thomas, Rational Action.



Lecture 16

Robbins’s Essay and the Definition of Economics

1. Aims of the lecture

In 1932 Lionel Robbins provided what has become the most commonly cited definition of economics. The aims of this lecture are as follows.

	To explain the arguments Robbins made in the book in which he provided this definition;

	To trace the way in which that definition of economics became the standard definition of the subject and the controversies that it elicited on the way.

	To explore some of the possible consequences of the definition for the problems economists have chosen to tackle and the way that they have chosen to tackle them.



Because Robbins’s definition has connections with several other topics (e.g. welfare economics, microeconomics and mathematical economics), this lecture inevitably refers to material covered later in the course.

2. Bibliography

L. C. Robbins’s An Essay on the Nature and Significance of Economic Science (London: Macmillan, 1932), available as a free download from https://mises.org/library/essay-nature-and-significance-economic-science (accessed 26 October 2017), provides his now-famous definition of economics, and his explanation of the conclusions he drew from it concerning how economics should be practised. A second edition was published in 1935; though this was revised significantly, the main arguments, including the ones discussed in this lecture, did not change, and either edition could be used.

S. Howson’s Lionel Robbins (Cambridge: Cambridge University Press, 2011) provides a definitive account of the author, although very little of this book is on the Essay. Howson’s “The Origins of Lionel Robbins’s Essay on the Nature and Significance of Economic Science”, History of Political Economy 36:4 (2004), 413–43, however, gives an account of how Robbins came to write the book.

R. E. Backhouse and S. G. Medema’s “Defining Economics: The Long Road to Acceptance of Robbins’s Definition”, Economica 76 (2009), 805–20, analyses reactions to Robbins’s definition of economics and establishes that there were always economists who did not accept it. Backhouse and Medema’s “On the Definition of Economics”, Journal of Economic Perspectives 23:1 (2009), 221–33, is a shorter account, placing the Robbins definition in the context of other definitions. Other useful references include J.-B. Fleury’s “Drawing New Lines: Economists and Other Social Scientists on Society in the 1960s” and T. Tomas Rangil’s “Rebellions across the (Rice) Fields: Social Scientists and Indochina, 1965–75”. These are two of the articles in R. E. Backhouse and P. Fontaine’s (eds) The Unsocial Social Science? Economics and Neighboring Disciplines since 1945, which is an annual supplement to History of Political Economy, volume 42 (Durham, NC: Duke University Press, 2010), in which many articles on economists’ interactions with other social sciences can be found. A broader discussion of cross-disciplinary engagements within the social sciences, along with discussion of the other major social science disciplines, is found in R. E. Backhouse and P. Fontaine (eds), The History of the Social Sciences since 1945 (Cambridge: Cambridge University Press, 2010). See also S. G. Medema, “‘Related Disciplines’: The Professionalization of Public Choice Analysis”, History of Political Economy 32 (Supplement) (2000), 289–323.

3. Chronology

	1929–41	Robbins professor of economics at London School of Economics
	1929	Wall Street Crash and Great Depression
	1932	Robbins, An Essay on the Nature and Significance of Economic Science
	1935	Robbins, second edition of An Essay on the Nature and Significance of Economic Science
	1939–45	Second World War
	1957	Becker, The Economics of Discrimination
	1962	Buchanan and Tullock, The Calculus of Consent
	1965	Olson, The Logic of Collective Action
	1973	Posner, Economic Analysis of the Law


4. Lecture summary

Biography

After a wartime career as an artillery officer, Lionel Charles Robbins (1898–1984) studied economics at the London School of Economics (LSE) from 1920 to 1923 before taking a series of teaching positions at Oxford and LSE until, in 1929, at the age of 31, he was appointed professor of economics at LSE, a position he held until 1961, interrupted only by working as director of the economic section of the Cabinet Office during the Second World War. He then became director of the LSE. A major public figure, he was responsible for the Robbins Report on Higher Education (1963), which recommended the principles on which the expansion of British higher education was to take place. He was also heavily involved with the Arts Council, concerned with the allocation of funding to the arts.

In the 1930s Robbins became a major opponent of Keynes, bringing Friedrich Hayek to LSE, first to give a prominent series of lectures outlining an alternative theory of depression and then as a permanent member of staff. His analysis of depressions, in a book titled The Great Depression (1934), followed Hayek’s theory. During the Second World War Robbins worked in government and changed his position on Keynesian economics, going on, in his Autobiography of an Economist (1971), to describe his opposition to Keynes as a major mistake. In 1947 he joined Hayek at the first meeting of what became the Mont Pelerin Society, an organization committed to developing a philosophy of freedom, drafting its constitution. However, alarmed by what he considered the excesses of some of those present, he played no further role in the society. His contact with Hayek ended when Hayek left LSE for the United States in 1950.

An Essay on the Nature and Significance of Economic Science (1932)

In the late 1920s Robbins came to the conclusion that the traditional definitions of economics, offered by Alfred Marshall and by his own teacher Edwin Cannan, were inadequate; he began lecturing on the subject. These lectures, together with some articles he had published, formed the basis for the book An Essay on the Nature and Significance of Economic Science (1932). Though the essay is often seen as being heavily influenced by Austrian ideas, the lectures show that his main sources were English, such as the work of Wicksteed (see lecture 10), and that references to the Austrian literature were added later on. The structure of his argument is shown by the six chapter headings:

	The Subject Matter of Economics.

	Ends and Means.

	The Relativity of Economic Quantities.

	The Nature of Economic Generalisations.

	Economic Generalisations and Reality.

	The Significance of Economic Science.



In the first chapter he offered the now-classic definition of economics: “Economics is the science which studies human behaviour as a relationship between ends and scarce means which have alternative uses” (1932: 15). He then drew out what he believed were the implications of this definition. Because economics is about the relationship between ends and means, it is neutral between different ends, which are taken as given (chapter 2). This can be taken as implying that welfare economics – the study of what improves the welfare of society – is not part of economics. Economics does not need to turn to psychology to explain the relative valuation of different goods, for this follows from their relative scarcity (chapter 3). Economic propositions are deductions from the definition of economics (chapter 4). Scarcity is taken to be a fact (there is a certain irony here, given that the book was published when the Great Depression was at its worst) and economic analysis derives the implications of that fact. Even the theory of supply and demand could, Robbins argued, be derived from it. Economics becomes the science of choice. Economic generalizations (chapters 4 and 5) are not empirical regularities. He argued that there was no reason why, for example, a stable demand curve for fish should exist. Economic propositions are known with certainty because they are derived from the definition of economics. However, though they are known, their applicability needs to be checked using data. He wrote that realistic studies suggest problems to be solved, but (p. 109) “it is theory and theory alone which is capable of supplying the solution. Any attempt to reverse the relationship must lead inevitably to the nirvana of purposeless observation and record.”

The last point was a clear attack on the empiricism of economists such as Wesley Mitchell who were sceptical about abstract economic theory and believed that it was necessary to start by establishing empirical facts. Robbins explicitly equated institutionalism with German historicism – the attempt to derive general laws from historical study – and, given that such laws of history were being used to justify National Socialism and Soviet communism, he considered them dangerous and dismissed them completely.

Robbins is often said to have attacked the welfare economics of A. C. Pigou, Marshall’s successor at Cambridge, on the grounds that his aggregative welfare economics relied on illegitimate interpersonal comparisons of utility. Within a few years of the book’s appearance, economists were reading Essay this way. However, though Essay does argue that the welfare of different people cannot be compared, Robbins did not select Pigou for criticism.1 Instead he attacked Hobson, the Romantic critic of Pigou (discussed in lecture 13), and Ralph Hawtrey. They both claimed that it was possible to establish a consensus on quite strong ethical judgements – much stronger than any made by Pigou – that could form the basis for welfare economics. Against this, Robbins wrote: “Shut Mr. Hawtrey in a room as Secretary of a Committee composed of Bentham, Buddha, Lenin and the Head of the United States Steel Corporation, set up to decide upon the ethics of usury, and it is improbable that he could produce an ‘agreed document’” (1932: 134). The notion that there were agreed values that could form the basis for welfare judgements was ridiculous, and views such as those advocated by Hobson were positively dangerous.

The slow take-up of the Robbins definition

Economists often talk as though the Robbins definition of economics is obvious, leaving the reader to infer that it was accepted immediately. However, the reality is that it took around 30 years for the definition to be widely accepted, and even then its acceptance was never universal. This is an example that demonstrates the importance of looking at the relevant literature and questioning things that economists take for granted.2

Some of the main definitions of economics in use before Robbins were as follows.

	“The study of mankind in the ordinary business of life”: Alfred Marshall’s definition of economics.

	“The study of the production and distribution of wealth”: the definition favoured by Edwin Cannan, Robbins’s predecessor at LSE; many nineteenth-century economists, such as John Stuart Mill, had also used variations of it.

	“The study of the business system”: a definition more common among American economics, among whom the influence of Thorstein Veblen was stronger than it was in Europe.



These definitions sought to define economics by identifying a particular subject matter. In contrast, Robbins offered an analytical definition, describing an aspect of behaviour. It could apply to any behaviour, whether this involved activities generally considered to be economic (producing and consuming goods and services, or buying and selling) or activities that bore no relation to economics as traditionally conceived (such as political activities, marriage and divorce, war and terrorism). The result was that Robbins’s definition was initially criticized as being both too narrow and too broad:

	the definition was too narrow because economics is about more than market exchange, and because it implies too big a role for economic theory; and

	the definition was too broad in that it included politics, which “obviously” meant that it was wrong.



Among other things, these reactions show that in the 1930s and 1940s, there was no agreement on what economics was.

In 1948 Paul Samuelson’s Economics: An Introductory Analysis was published. This book – a new edition of which has appeared every two or three years since, and which inspired many other textbooks – was a major factor in transforming the teaching of elementary economics, and for many students it was the place where they were exposed to a definition of economics.3 It took up the distinction between means and ends, arguing that ends were not part of economic science. It also defended the assumption of scarcity, even in times of depression. “The American way of life”, Samuelson presciently observed, requires unlimited resources. But he did not use the Robbins definition. Instead, he framed economics in terms of three questions. What is produced? How is it produced? For whom is it produced? Like many interwar economists, he defined economics in terms of its subject matter. It was not until the 1967 edition that Samuelson introduced a version of the Robbins definition.

In the 1930s and 1940s most discussions of the Robbins definition in journal articles were critical. In contrast, by around 1960 Robbins’s definition was presented as the generally accepted definition of economics, even by economists who did not agree with it. Possibly the main reason why there was no intervening period when the definition was defended is that, when doing economics, economists generally do not need to refer to any definition of economics. They just present results on a specific topic without any need to define what economics is. However, the contrast between such references as occur before 1950 and those that appear after 1960 is dramatic, and this all fits in with other evidence suggesting that by the 1960s there was a greater consensus on what economics was.

Agreement was not, however, universal. By the 1960s several rivals to Samuelson’s Economics had appeared, the most important of which was Richard Lipsey’s Introduction to Positive Economics (1963). Lipsey wrote that scarcity was one of the basic problems encountered in most economics. He rejected the Robbins definition as out-of-date. Agreement was still not complete. Even some of those who might have been expected to endorse Robbins’s definition failed to do so. James Buchanan, who applied “economic” reasoning to non-market (political) decision-making, argued that economics was about the study of the whole system of exchange relationships and that Robbins’s definition had retarded progress in economics. Ronald Coase, associated with the “Coase theorem”, the basis for much economic analysis of the law, considered the subject matter of economics important: it was important to study the social institutions that bind together the economic system.

The implications of the Robbins definition

The strongest support for the Robbins definition of economics came from mathematical economists. The Econometric Society had been founded two years earlier and the 1930s and 1940s were to see significant growth in mathematical economics. One strand of this work – mathematical economic theory – fitted well with the Robbins definition. In arguing that economic theory was derived from indisputable propositions, Robbins was providing a methodological justification for axiomatic reasoning: for starting with a set of axioms concerning economic activity and deducing only those assumptions that could be shown rigorously to follow from those axioms.4 Even though Robbins was not a mathematical economist, his essay could be read as providing a justification for developing economic theory in this way.

To a modern economist it might seem obvious that this was how economic theorizing should be done, for this is now the dominant approach. However, in the 1930s the situation was different. The leading economic theorists of the day were generally not mathematical economists who manipulated formal models (though some were) but economists who drew on their accumulated experience to construct generalizations about the economic world. Whether or not this was his intention, Robbins could therefore be seen as encouraging a new approach to economic theorizing.

A corollary of the importance of economic theory is that empirical work is downgraded.5 As mentioned earlier, he argued that the role of empirical work was essentially just to confirm whether economic theories were applicable in specific situations. His main target was the claim that there were historical laws, such as those advocated by communists and Nazis, that dictated how societies would evolve. However, he went much further than this, questioning any attempt to establish economic regularities. He ridiculed attempts to establish numerical constants as doomed to failure because there was no reason why such constants should exist. There was no recognition that numerical relationships could be useful even if they were not permanent: that, for example, it might be useful for policy purposes to know that the multiplier in Britain in 1932 was approximately 1.5, even though it might soon change. Neither did he acknowledge that it might be possible to develop more robust empirical techniques that could pin down empirical regularities. And yet Robbins did attach importance to the collection and analysis of data. Despite what he had written about the importance of determining whether theory was applicable in a given situation, the persuasive power of his definition of economics, and the argument that theory was known with certainty, fostered an attitude that was much more dismissive of empirical work than Robbins had probably intended.

A further implication of Robbins’s definition was that it was taken to imply that the study of welfare was not part of economics. This was not what Robbins had intended, for his argument was that it was not part of “economic science”. As he later explained, in order to offer policy advice it was essential to look outside economics – for the economist to go beyond pure economic science.6 His own ethics were what he called a “provisional utilitarianism”, and he admitted to having been fascinated by the balancing of gains and losses in Pigou’s Economics of Welfare. He considered that, “in most cases, political calculations which do not treat them [people] as if they were equal are morally revolting” (1938: 635). Thus, although he had come to the conclusion that it was important to recognize that ethical judgements came from outside economics, such judgements had to be made.

The response of several of his colleagues, on the other hand, was to take Robbins’s arguments even further, as a decisive argument against Pigovian welfare economics and to seek to create a “new” welfare economics that did not rest on such value judgements. If an economic policy benefited everyone, then it was clearly beneficial for society as a whole. Unfortunately, however, very few policy changes fell into this category. The way out of this problem, argued Nicholas Kaldor and John Hicks, two of Robbins’s LSE colleagues, was to introduce the idea of a compensation test: if those who gained from a policy change could compensate the losers and still remain better off, the change should be considered an improvement in social welfare. Even if compensation was not actually paid, it indicated that the change had the potential to make everyone better off. Compensation tests could be used as a means of assessing the efficiency of the economic system, even if they could say nothing about distribution between individuals.

This attempt to create a welfare economics that dispensed with the need to make ethical judgements, though it drew on earlier writers such as Pareto, was greatly encouraged by Robbins’s essay.7 Unfortunately, the use of compensation tests proved highly problematic: it was possible to show, for example, that imposing a tax might increase social welfare and also that, once the tax was in place, removing it would improve social welfare. Compensation tests could produce contradictory results. However, though the use of compensation tests was shown to be flawed, the “New Welfare Economics”, based on what came to be called Pareto efficiency (a situation where it is impossible to change things so as to make anyone better off without making at least one person worse off) came to be the standard way economists thought about welfare. Though Robbins had not intended Essay to be an attack on Pigou, his arguments were taken to have provided the foundation for a new way of analysing the problem of welfare.

Expanding the domain of economics

An implication of Robbins’s definition was that, because economics was defined as dealing with an aspect of behaviour and not in terms of its subject matter, there was no reason why any human behaviour could not come within the domain of the subject. There was no reason it had to be behaviour traditionally considered economic. In the 1930s it was noted that this was a problem with the definition – that the definition did not correspond to what people thought to be economics – but around 30 years later some economists began to take a different view, applying “economic” analysis to a wider range of social problems. This is the movement commonly known as “economics imperialism”.8

One of the first economists to go down this route was Gary Becker, with Economics of Discrimination (1957). Previous work on discrimination, such as Gunnar Myrdal’s 1944 study of the American race problem, had focused on social, psychological and institutional factors. In contrast, Becker treated it as an economic problem, making the assumption that households and firms were maximizers. If discrimination emerged, it was the result of a preference for discrimination. Thus if employees did not want to work with employees of a different colour from themselves, it might pay a profit-maximizing firm to discriminate, for otherwise they would have to pay higher wages to retain them. Because discrimination was costly, market forces might undermine discrimination. In the 1960s he extended his work – sticking relentlessly to the assumption of rational individual agents – to education (then not considered, as it is today, as an economic problem), crime and the family.

One of the reasons why economists, along with other social scientists, took up an interest in social problems in the 1960s is that it became a major concern of policy-makers. The Other America: Poverty in the United States (1963) by Michael Harrington, a political scientist, journalist and activist, documented the existence of poverty in an affluent society. The book has been credited with inspiring President Lyndon Johnson’s war on poverty, as a result of which funding became available for research into social problems. RAND, traditionally associated with military research and game theory, turned to social problems. An attempt was made to apply planning methods – including the set of quantitative techniques known as “systems analysis” developed at RAND – to problems of poverty and urban decay that demanded a solution. Economists were able to offer solutions that appeared to have a scientific basis.

Systems analysis and “economic” methods were also applied to the other problem that dominated American policy-makers during the 1960s: the Vietnam War.9 Faced with a war in which military victory was looking less and less likely, there was a need to understand what motivated the Viet Cong (the “insurgents”, to use the terminology of the day) in order to work out how conflict could be brought to an end. The prevailing theory in political science was “modernization” theory, which saw political stability as being linked to economic development; industrialization and urbanization should, accordingly, reduce levels of conflict. Against that, relative deprivation theory pointed out that economic development does not necessarily reduce the sense of deprivation and the incentive to rebel. RAND developed equilibrium models of insurgency in which revolutionary activity required inputs of people, food and technical materials: if the flow of inputs could be stopped, the revolutionary activities would cease. This view of insurgency as an equilibrium contrasted with the traditional view of revolution as involving a break with the past. In the eyes of other social scientists, this view trivialized revolutions. There was a clear conflict between the doctrine that insurgents were rational maximizers and the view that they were motivated by ideology: if the former, the threat of increased US bombing should reduce insurgency; if the latter, it could increase it. Attempts were made to test theories using data provided by captured Viet Cong soldiers.

Attempts to analyse war were also made by economists and political scientists in the growing field of public choice theory.10 This began to develop as a recognizable field spanning economics and political science in the 1960s, due in large part to the efforts of James Buchanan and Gordon Tullock to establish academic centres for the study of non-market decision-making, an annual conference to bring interested scholars together, and publication outlets for work that was initially unwelcome in mainstream economics journals.11 The intellectual basis for this field, which applied ideas of rational choice and game theory to political processes and the working of bureaucracies, was laid out in a series of books published around 1960, including The Economic Theory of Democracy (1957) by Anthony Downs, The Calculus of Consent (1962) by Buchanan and Tullock, and The Logic of Collective Action (1965) by Mancur Olson.

Perhaps the most successful attempt to broaden the boundaries of economics in a way that was consistent with Robbins’s definition was the economic analysis of the law. Whereas earlier generations of economists had been concerned with the legal basis for the economic system, around 1960 economists and lawyers began to use economic arguments, typically based on rational choice, as the basis for appraising legal decisions. Much of this literature stemmed from the articles “The Problem of Social Cost” (1960) by economist Ronald Coase and “Some Thoughts on Risk Distribution and the Law of Torts” (1961) by lawyer Guido Calabresi. The traditional view of externalities such as pollution was that the person whose actions harmed someone else should be restrained, either by being made liable for any damage caused or through a suitable tax. These articles independently articulated the idea that, if property rights are well defined and if there are no transactions costs, government intervention may not be needed.

Coase examined a situation involving two parties who could bargain between the parties involved, provided that property rights are well defined and there are no transactions costs directly with each other. His first example was that of a farmer whose cattle spoil a neighbour’s crops (assume this is wheat). Should the farmer be required to build a fence to stop his cattle from entering the neighbour’s field? If the cost of building the fence is less than the damage done to the neighbour’s wheat, then the fence should be built. If the cattle farmer has the right to let his cattle roam freely, then it will pay the wheat farmer to cover the cost of the fencing; if the wheat farmer has the right to compensation for damaged crops, it will be cheaper for the cattle farmer to erect a fence than to compensate the wheat farmer for the damage to his crops. The outcome is efficient – the fence gets built – independent of how property rights are distributed. Though Coase had not thought of it this way, this result – that with well-defined property rights and no transactions costs, private activity can achieve an efficient allocation of resources that is invariant to the distribution of rights – came to be known as “the Coase theorem”, being used not just in the analysis of law but in many other fields, notably environmental economics.12 Gary Becker derived a very similar result, his “rotten kid theorem”, in the context of interactions within the family.13

In contrast, Calabresi analysed situations where people did not negotiate directly with each other but were linked through markets. He was concerned with the problem of whether liability for accidents, and hence the cost of insurance, should be borne by the person or business responsible for the accident (e.g. a car driver who hit a pedestrian) or covered by social insurance. After listing the various justifications used by lawyers for allocating liability, he turned to economic theory to analyse the problem, noting that, according to traditional economic theory, it made no difference whether the cost of an injury fell on a worker or his employer: wages and hence prices would adjust to compensate. However, if one party were better able to bear the loss than the other, liability should fall on that party. In an argument that considered the distribution of resources between different parties, and issues such as the existence of monopoly power, Calabresi drew extensively on economic analysis, citing a wide variety of economists from Marshall and Pigou to J. M. Clark and Samuelson. Over the following years economists and legal scholars extended the use of such economic modes of reasoning to many other areas of law, Calabresi and Coase being cited thousands of times.14

Conclusions

Robbins’s Essay and the definition of economics that it proposed did not cause the dramatic changes that took place in economics between 1932 and the 1960s. The rise in mathematical economics was the result of new views of what it meant to be scientific, and it was greatly boosted by the Second World War, but Robbins’s definition was significant in helping legitimate the change from a discipline centred on explaining observed human behaviour to one focused on the implications of rational choice. With this change, it became much easier to see economics as offering a technique that could be used to analyse any human behaviour. Not all developments in economics fitted into the definition. Macroeconomics was not about the implications of scarcity, and economists struggled to reconcile some key concepts, notably involuntary unemployment, with individual rationality. However, macroeconomists were driven seemingly inexorably towards constructing microfoundations based on the assumption of rational maximizing agents.15 Much development economics resisted the lure of rational-choice modelling, at least until the 1970s, in part because it was widely assumed that people in developing countries did not behave in the same way as residents of developed countries. Robbins’s definition was never universally accepted but it is hard to believe that, along with similar definitions framed in terms of scarcity, it was not one of the factors behind the changes that took place.

5. Questions for discussion

	What was Lionel Robbins trying to achieve in his Essay on the Nature and Significance of Economic Science?

	Why has the definition of economics proposed by Lionel Robbins always been controversial?

	Explain how Lionel Robbins’s definition of economics legitimated the application of “economic” analysis to problems usually considered to lie in the domains of other social sciences?
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Lecture 17

John Maynard Keynes

1. Aims of the lecture

	To uncover the “historical” John Maynard Keynes.

	To illustrate an important approach to the history of ideas: through biography.

	To explain how Keynes came to his major work, The General Theory of Employment, Interest and Money (1936).

	To place Keynes’s economic theory in relation to his view of capitalism and a social philosophy that was related to his life and activities.



Recovering the historical Keynes is more difficult than it sounds because, being widely considered the most important economist of the twentieth century, his name has been used by many people – politicians and journalists as well as economists – to represent policy positions that they want to defend or attack, many of which are not informed by facts about Keynes’s life and work.

2. Bibliography

As is the case with Adam Smith, the enormous volume of literature on Keynes presents a problem for anyone wanting to understand the historical figure. Much of this literature on Keynes is written by people whose main interest lies in developing economic theory or defending a policy position; it deals as much with “Keynesianism”, “Keynesian economics” and “Keynesian policies” as with the ideas of Keynes himself. Such interests are perfectly legitimate but are not always consistent with developing an understanding of Keynes himself and his thinking. When reading material on Keynes it is important to think about what its author is trying to achieve.

The main source for Keynes’s works is the 30-volume Collected Writings of John Maynard Keynes (London: Macmillan, 1971–89), which contains his major economic works, including The Economic Consequences of the Peace (1919, volume II), A Tract on Monetary Reform (1923, volume IV), A Treatise on Money (1930, volumes V and VI) and The General Theory (1936, volume VII) as well as articles and correspondence, usefully grouped according to themes. The Index (volume XXX) is very useful in locating material in the voluminous writings. Of course much of this material is available elsewhere, in other editions and on the Internet.

What you choose to read from this collection will depend on your interests, but a good introduction would be provided by the following.

	As much as you can read of Economic Consequences of the Peace, which is highly readable and nicely illustrates the power of his writing.

	“The End of Laissez-Faire”, an essay written in 1926 (in volume IX: Essays in Persuasion), which demonstrates his view of policy; other useful essays in this volume include “A Short View of Russia” (1925), two essays on liberalism, and “Economic Possibilities for Our Grandchildren” (1930).

	You should read something of The General Theory. Ideally, you should try to understand how the book is organized and how the pieces fit together. A highly readable chapter that shows Keynes’s thinking is chapter 12: “The State of Long-Term Expectations”.

	“The General Theory of Employment”, Quarterly Journal of Economics 51:2 (1937), 209–23, is a reply to critics in which he tries to summarize the main argument of his book.



The main secondary literature consists of three major biographies, all of which are excellent, though all are different in their emphasis.

R. F. Harrod, The Life of John Maynard Keynes (London: Macmillan, 1951), reprinted by Penguin in 1972. This is the first “official” biography of Keynes, written at a time when it was believed to be important to establish Keynesian ideas. Material that might have threatened this, such as Keynes’s youthful pacifism and homosexuality, are glossed over.

R. Skidelsky, John Maynard Keynes, three volumes (London: Macmillan) (Volume I: Hopes Betrayed, 1883–1920 (1983); Volume II: The Economist as Saviour, 1920 –1937 (1992); Volume III: Fighting for Britain, 1937–1946 (2000)). An abridged single-volume edtion was published later (also by Macmillan (2003)). Written when conventions on writing biography had changed, this pays attention to sides of Keynes’s life that Harrod ignored, and places him firmly in the context of the Bloomsbury group. It is unquestionably a great biography of an economist.

D. E. Moggridge, Maynard Keynes: An Economist’s Biography (London: Routledge, 1992). Written by someone who was heavily involved in editing the Collected Writings, this is another substantial biography. It focuses on seeing Keynes as an economist and is very good on his involvement in policy.

For a collection of essays on different aspects of Keynes’s thinking, see R. E. Back-house and B. W. Bateman (eds), The Cambridge Companion to Keynes (Cambridge: Cambridge University Press, 2006), which contains essays that cover not just his economics but also his relationship to philosophers, his involvement in the Bloomsbury group, and his political philosophy.

Though they go into issues that the lecture will not cover in any detail, three more recent books explore dimensions of Keynes further than do the biographies.

The first is The Political and Economic Thought of the Young Keynes: Liberalism, Markets and Empire (London: Routledge, 2014) by C. Cristiano. This reconstructs Keynes’s life as a student in Cambridge and argues that he held a consistently “liberal imperialist” position. It also documents Keynes’s economics education. The second is D. Markwell, John Maynard Keynes and International Relations: Economic Paths to War and Peace (Oxford: Oxford University Press, 2006). The title is self-explanatory, as is the case with the third book: J. Toye, Keynes on Population (Oxford: Oxford University Press, 2000).

Beyond these, selection of secondary material becomes much more arbitrary. R. Skidelsky’s Keynes (Oxford: Oxford University Press, 1996) and D. E. Moggridge’s Keynes (London: Macmillan, 1976) are both short biographies that are not as good as their authors’ longer ones, but they are still useful.

There was also a spate of books about Keynes when interest in his ideas was revived following the financial crisis of 2008, including the following.

R. Skidelsky’s Keynes: Return of the Master (London: Allen Lane, 2009) gives a brief account of the financial crisis and the state of economics and then explains why Keynes remains the most important economic thinker in the world.

P. Clarke is a historian who, like Skidelsky, learned the economics he needed to make sense of Keynes before writing Keynes: The Twentieth Century’s Greatest Economist (London: Bloomsbury, 2009). Clarke’s other works include The Keynesian Revolution in the Making, 1924–1936 (Oxford: Clarendon Press, 1988).

R. E. Backhouse and B. W. Bateman, Capitalist Revolutionary: John Maynard Keynes (Cambridge, MA: Harvard University Press, 2011). Some of the ideas from that book are also found in “Keynes and Capitalism”, History of Political Economy 41:4 (2009), 645–71.

3. Chronology

	1883	Keynes born in Cambridge
	1905	Graduation in mathematics from University of Cambridge
	1906–8	India Office
	1909	Fellow of King’s College, Cambridge
	1908–15	Lecturer in economics at Cambridge (though his formal resignation came later)
	1914–18	First World War
	1915–19	Treasury official
	1919	Keynes, Economic Consequences of the Peace
	1925	Return to the gold standard
	1926	The General Strike
	1929	Wall Street Crash and beginning of Great Depression
	1930	Keynes, A Treatise on Money
	1936	Keynes, The General Theory of Employment, Interest and Money
	1939–45	Second World War; Treasury official
	1944	Bretton Woods Agreement
	1946	Death


4. Lecture summary

Biography

Like most Cambridge students before him, Keynes studied mathematics; but on graduating he took a short but very intensive course in economics with Alfred Marshall (he wrote at least 19 essays in two months) to prepare himself for the Civil Service examinations.1 Because he came second in the examinations and since there was only one position at the Treasury that year, he was offered a position in the India Office, the part of the British government concerned with running its Indian empire. He accepted this and was there for two years, becoming an expert in problems relating to money and finance, before he moved back to Cambridge to become a lecturer in economics, his salary paid by Marshall. He remained there, teaching monetary economics, until the First World War, when he entered the Treasury as an expert on international monetary problems.

In the Treasury Keynes rose to become a sufficiently senior official to be part of the British delegation at the Versailles Conference, where the terms of the peace between Germany and the Allied governments were to be negotiated. By 1919, however, he had become so disillusioned with the position the Allied governments were taking that he resigned in protest, and over the following few months he wrote The Economic Consequences of the Peace (1919) about what was happening. This was no dry academic work but an analysis of what had gone wrong at Versailles, including descriptions of the personalities of the main leaders, notably David Lloyd George, Henri Clemenceau and Woodrow Wilson. He also provided an explanation of the economic situation, challenging the assumption that Germany would be able to meet the demands for reparations payments that were being made, and undermining some basic assumptions about the international economic system.

This book was important for Keynes because it became a best-seller. It resonated with the disillusion many felt after a war that had begun, on both sides, with great patriotic fervour but had ended with seemingly pointless loss of life. The book’s success made him realize that he could earn his living through writing and so, despite having abandoned his government position, he chose not to return to a full-time academic job in Cambridge. He remained a fellow of King’s College, Cambridge, giving a course of eight lectures each year, he edited the Economic Journal, and he acted as college bursar. The rest of his time was spent on journalism and in the policy arena: a pattern that lasted for the rest of his life. Having made money through his book, he became an investor, on his own account and for both a syndicate of his friends and King’s College. He joined the boards of the National Mutual and Provincial Insurance companies, becoming chairman of the former in 1921. He was no ivory tower economist, being just as heavily involved in financial affairs as in academic thinking.

This was the background to the books he published in the 1920s, which addressed the policy problems facing Britain, and several of which contained chapters that were first published as newspaper articles. An exception was the dissertation that he had written to obtain his fellowship at King’s College in 1909, which was published as A Treatise on Probability (1921). This, however, was not about economics. He was engaged in debating theoretical issues, especially with his Cambridge colleagues, but it was not until 1930 that a major theoretical work appeared: A Treatise on Money. However, even this magnum opus was not written at leisure, but was finished under severe time pressure while he was working intensively on a government committee on monetary issues, drafting a large part of its report. This was the period in which he became engaged in controversy with Friedrich Hayek over the causes of and remedies for the Great Depression.

The theoretical argument of Treatise failed to satisfy Keynes and almost immediately he began working on a new book, this time discussing it extensively with his Cambridge colleagues before publication. It appeared in 1936 as The General Theory of Employment, Interest and Money. This book – the only one he ever wrote on pure theory – raised a storm of controversy, and Keynes spent much time defending it. Ironically, the first direct application of his theory to policy came during the Second World War, when Keynes re-entered the Treasury, where he advised on financial policy. How to Pay for the War (1940) used the ideas from General Theory to work out how to finance the war while avoiding inflation. Despite bouts of illness following a heart attack in 1937, Keynes became a major figure in British negotiations with the United States over financial support and became involved in the discussions that led to the establishment of the new international order at the Bretton Woods conference in 1944. His career ended in 1946, much as it had begun, with a focus on international finance.

Keynes and the Victorian era

Keynes was a philosopher as much as an economist.2 As an undergraduate he had discussed fundamental philosophical problems with his friends in the “secret” society known as the Apostles. He developed a theory of ethics and was committed to art. On leaving Cambridge he became involved with a group of friends whose lives focused on literature and art: this was called the Bloomsbury group after the area of London in which they lived communally. Novelists Virginia Woolf and E. M. Forster, writer Lytton Strachey, and painters Duncan Grant and Vanessa Bell were the most well-known members. Above all they rejected Victorian values – the values of their parents’ generation. This criticism of the pre-First World War era is as pronounced in Keynes’s writing on economics as it is in that of his literary friends. Where most politicians regarded the pre-war era as one of peace, growth and stability, to which they wanted to return, Keynes argued, in Economic Consequences of the Peace and in other works in the 1920s, that this stability was an illusion. The world order had been based on psychological conditions that it would be impossible to recreate: capitalists received a large share of national income on the tacit assumption that they invested much of it; workers accepted low wages either in ignorance of how little they were getting or because they were powerless to get any more. The Victorian age had been one of contradictions to which, once it had been destroyed, it was impossible to return.

In Britain the main policy question related to this was the return to the gold standard, abandoned due to the financial pressures of the First World War, at the pre-war parity of £3 17s. 10½ d. per ounce of gold, or $4.86 to £1.3 It was thought that this was essential to restore confidence and bring back the prosperity of the age before 1914. In opposing this assumption Keynes developed a political philosophy he was to hold throughout his life, paradoxically rooted in the sense of social responsibility instilled into him by his Victorian parents: that government had a responsibility to take action. Rather than seeing the return to the gold standard as a way to restore confidence, Keynes considered it to be a way for the monetary authorities to abdicate responsibility. They instead needed to accept that it was their duty to take decisions over what the exchange rate and the price level should be. While the government was still preparing for the return to gold, in A Tract on Monetary Reform (1923) Keynes argued that its policy would lead to deflation, for British prices had risen more than American prices during the war: attempting to reduce prices and wages would lead to unemployment and hardship. Much better to choose an exchange rate that would allow a stable British price level. After the return to gold, achieved by then Chancellor of the Exchequer Winston Churchill, Keynes criticized the decision in The Economic Consequences of Mr. Churchill (1925).

The theoretical apparatus used to argue his case was very traditional. He used the quantity theory of money, according to which there was a relationship between the quantity of money in circulation, the price level and the level of economic activity; and the theory of purchasing power parity, according to which prices of internationally traded goods must be the same whether priced in domestic or foreign currency.4 Like Marshall and his Cambridge colleague A. C. Pigou, his version of the quantity theory focused on the quantity of money people wished to hold, giving great importance to expectations. This was consistent with his view of the system as being fragile and needing management.

By the time he wrote Treatise on Money, Keynes’s theoretical framework had changed. He began to argue in a framework that owed much to the turn-of-the-century Swedish economist Knut Wicksell, discussed in lecture 15, in which the rate of interest played a key role, bringing saving and investment into equilibrium. If the rate of interest were too low, investment and the demand for loans would be higher than the amount people wanted to save. This would generate high profits and stimulate the economy. Conversely, if the rate of interest were too high, saving would exceed investment, spending would not cover costs, and the result would be unemployment. Appropriate monetary policy was needed to ensure stable prices through balancing saving and investment.

Before Britain returned to the gold standard Keynes tried to persuade the authorities that this was a bad course of action. However, once the decision had been taken he accepted the fact and sought other means to mitigate its effects. British industry was stagnating and industrial relations were poor since employers – especially in the traditional staple industries of cotton textiles, coal, iron and steel, and shipbuilding – tried to deal with a high exchange rate by cutting wages. The low point was the General Strike of 1926. The remedy to which Keynes turned was another long-established remedy for unemployment: public works spending. Keynes was a lifelong liberal, involved in the Liberal Party’s policy-making process, and he contributed to a series of pamphlets arguing that increased public spending on roads, bridges, hospitals and other investment projects could reduce unemployment. Such policies, traditionally seen as a way of smoothing the business cycle by postponing public spending from years of prosperity to years when demand was short, had been advocated by many economists throughout the twentieth century. His Cambridge colleague Pigou had devoted his inaugural lecture, in 1908, to defending such policies against the charge that additional public spending would do nothing other than reduce private investment by the same amount. However, though Keynes, like many of his colleagues, advocated such policies in the late 1920s, he had not yet developed a satisfactory theory to explain why they should work.

The General Theory

When trying to summarize the main argument of his book a year after its publication, in response to critics, Keynes argued that its central theme was how people behaved when they could not predict the future. For example, how should a company decide whether to invest in a steel plant, installing machinery with a lifespan of 30 or more years, when it has no idea whether or not there will be a European war within the next 20 years (he was writing against the background of the rise of fascism). It was not possible to attach meaningful probabilities to such events, so rational calculations were impossible. Drawing on his experience in the City of London, Keynes argued that people coped with such uncertainty by devices such as assuming that the future would be much like the present, by following rules of thumb, by observing what other people are doing. These ideas – social psychology as much as economics – were explored in chapter 12 of The General Theory, in which he analysed the behaviour of investors in financial markets.

In contrast, consumption and saving depended primarily on the level of income. As incomes rose, households would choose to save an increasing proportion of their income. Psychological factors might affect saving but there was no reason why the amount savers wanted to save would equal what firms wanted to invest in new capital goods. The traditional mechanism for equating the two, central to Keynes’s Treatise on Money, was the rate of interest, but this was unlikely to work. The rate of interest depended on the demand for money – on how much of their wealth people wanted to hold as money. If they thought that interest rates would rise, they would anticipate a fall in the value of any securities they bought, making them want to hold money. Conversely, if they expected interest rates to fall, they would move out of money into securities, in anticipation of capital gains. The rate of interest would thus depend on a different set of expectations from those underlying investment in physical assets. Adjustments in the rate of interest and asset prices would not ensure that plans to save and investment were consistent.

Instead, it was changes in the level of income that would bring saving into line with investment. If investment were less than the amount households wanted to save, demand would fall, lowering income. Consumption would fall but, because the proportion of income saved would fall, this would eventually shrink saving to the point where it equalled investment. An equilibrium might emerge at which saving and investment were equal, with income less than it could be and with substantial unemployment. If investment rose, income would rise; if it fell, income would fall. The relationship between the two was the “multiplier”: a relationship worked out earlier in the 1930s by Richard Kahn, a young colleague of Keynes’s.

The orthodox response to this claim that the economic system might not generate full employment was that unemployment would cause wages to fall, and this would cause employment to increase. Keynes’s response was that if wage cuts were to raise employment, they had to raise the level of demand in the economy: they had to raise either consumption or investment. He worked out no fewer than seven ways in which wage cuts might change demand. Some of these mechanisms would increase demand while others would make the situation worse. His conclusion, therefore, was that even if wages did respond to high unemployment (and he recognized that there were good reasons why they might not), there could be no guarantee that this would restore full employment.

Paradoxically, there was very little about economic policy in The General Theory. It offered not a new set of economic policies but a theoretical rationale for policies that he, along with many other economists, had been advocating for a decade or more. As he explained, it was a purely theoretical work. His discussion of economic policy was limited to speculation on what might happen if full employment could be maintained and the problem of scarcity eliminated. Though he did not say this, aside from being a book on pure theory it was also his only major work that took no account of international monetary problems. His theory could easily be extended to encompass international trade, but that was an extension he left to others.

One of the problems economists have had in interpreting Keynes is that he used theory in a way that was very different from most modern economists. He had little interest in economic theory for its own sake. He saw economics as what Kevin Hoover, in a useful phrase, calls a “diagnostic science”.5 He approached economic problems like a doctor whose main concern is to diagnose what is wrong with a patient so that he or she can prescribe effective treatment. In The General Theory his diagnosis was that depressed economies were suffering from a lack of effective demand, in that people could not buy the goods and services that needed to be produced if there was to be full employment.

This view of economics as a diagnostic science is consistent with Keynes’s attitude towards the use of mathematics.6 For most modern economists, theories are formulated as consistent mathematical models, and they derive only those conclusions that can be derived from the model. In contrast, Keynes refused to use mathematics in this way. He started with an intuition about the problem to be solved and used mathematics – algebra or diagrams – to clarify his reasoning. There were therefore always aspects of the problem that could not be captured by the mathematics. Nowhere is this clearer than in The General Theory, where many of the central ideas were expressed purely verbally. These included his analysis of expectations and investment, much of his discussion of consumption, important arguments about wages, and much else. Mathematics provides no more than a structure with which he links these ideas. Keynes used mathematics and mathematical ways of thinking (such as talking in terms of functions and schedules) but some of the features of his theory to which he attached greatest importance were not in the mathematics.

Keynes and capitalism

Keynes lived at a time when capitalism was in question, as at no other time in its history. The establishment of the Soviet Union showed that, whether one liked it or not, an alternative economic system was possible, and the clear failure of capitalism in the Great Depression caused many to question capitalism’s legitimacy. His attitude towards capitalism can be summarized in two short sentences.

	Capitalism is immoral.

	Capitalism is essential.



Like many modern-day supporters of the market, he believed that capitalism was necessary for individual freedom, but he did not consider the process of moneymaking to be good in itself. His values were the values of his artist friends: truth, beauty and friendship. Moneymaking was good only because it made possible the pursuit of more worthwhile ends. Capitalism was essential because anything else was inefficient in producing the goods and services needed by society. However, though capitalism was more efficient than socialism, this did not mean that it was perfect. To the contrary, there were some things a pure capitalist economy, left to its own devices, could not achieve. Right from The Economic Consequences of the Peace up to The General Theory he argued that the main problem with a capitalist system was that it could not balance saving and investment. He changed the way he thought about this problem, but it was there throughout his work.

The state, therefore, had to step in to do what the market could not do. This was the clear message of “The End of Laissez-Faire”, written a decade before The General Theory. Throughout his career he was arguing that the state needed to take responsibility for the things that would otherwise not be done. This was the basis for his argument, during the Great Depression, that the state needed to manage the level of investment. His focus on investment was the result of an almost puritan morality, in which investing for the future is better than consumption. In The General Theory he went so far as to speculate that if the problem of full employment could be cured, prolonged high investment might lead to a world in which capital was no longer scarce, eliminating the need for the rentier – the owner of capital – and bringing about a social transformation. At a more concrete level, he proposed the creation of a separate capital budget in the government accounts so that current spending could be balanced while allowing investment, which would eventually pay for itself, to be increased. He was no believer in unlimited deficit spending.

Keynes has frequently been accused of being a socialist. In part, this is because his ideas proved consistent with the social politics of the period – with the move towards a welfare state. Freedom from want required mass unemployment to be eliminated, for otherwise the burden of social security payments on the state would be excessive. Commitment to low unemployment became a plank of the welfare state after the Second World War. However, the person who pushed for this was William Beveridge, author of the best-selling eponymous report, not Keynes himself; Keynes was sceptical about whether it would be possible to achieve the levels of unemployment that Beveridge and other economists thought would be feasible. Keynes’s importance lay not just in his economics, but also in the vision that he held and which he came to represent: of a future in which policy-makers could create a better society.

Because of his association with the welfare state, something that developed only after his death and during the Cold War, Keynesian economics came to be associated with socialism and, for its fiercest critics, with communism. However, Keynes himself was a committed liberal, committed to individual freedom, and a lifelong member of the Liberal Party. In 1925, in a talk that was subsequently published, he explained why he could never join the Labour Party.7 In the early 1930s he and Friedrich Hayek had clashed over economic policy, producing diametrically opposed solutions for the depression. Hayek believed that government should stop distorting the market system and that unemployment was a necessary price to pay for returning to eventual full employment. Keynes believed that investment needed to be stimulated otherwise there would be prolonged mass unemployment. However, during the Second World War, their shared liberal values and opposition to fascism drew them together, and by the time Hayek’s Road to Serfdom appeared in 1944, Keynes had no problem in telling Hayek that he agreed with much of the book.

Economics, philosophy and art

Though Keynes is known as an economist, his interests were never far from philosophy (see the chapters in the Cambridge Companion to Keynes by Raffaelli, Gillies and Goodwin). As an Apostle he was devoted to the moral philosopher G. E. Moore, and throughout his life he engaged with philosophers. He was responsible for bringing Ludwig Wittgenstein to Cambridge. However, though it is hard to believe that he and Wittgenstein did not discuss philosophical problems, we have no evidence that they did. Any connection between Keynes’s economics and his discussions with Wittgenstein are purely speculative. It is also hard to find precise links between Keynes’s one purely philosophical book and his economics. A Treatise on Probability analysed the problem of decision-making on the assumption that it was not possible to assign unique numerical probabilities to events. This has clear echoes in his treatment of uncertainty in The General Theory, but the connection is far from straightforward. A Treatise on Probability was based on a theory of objective probability that was destroyed by Frank Ramsey, a very close friend and someone for whose logical powers he had immense respect. When Keynes developed a theory of uncertainty in The General Theory, after a period in which he had denied its importance for investment, he turned to what is best described as a theory of inter-subjective probability, in which probabilities were based on the beliefs held by communities of people.

In contrast, it is possible to show a connection between his economics and the artistic endeavours of his Bloomsbury friends that went far beyond his being a patron of the arts, supporting the work of impecunious artists and buying their work. He was part of the Bloomsbury group intellectually as well as socially. Roger Fry, the art critic to whom many in the Bloomsbury group looked up, drew a distinction between the material life and the imaginative life, the latter being the one that mattered. This was the basis for the vision of the future that Keynes sketched in “Economic Possibilities for Our Grandchildren” and in the final chapter of The General Theory (the one that non-economists who had bought the book in the mistaken belief that they would be able to understand it paid most attention to). Fry’s vision was the basis for Keynes’s belief that if we could control wants and use resources efficiently, an age of abundance would be possible. The style in which Keynes wrote Economic Consequences of the Peace and its attack on the Victorian era echoed the rejection of Victorian values in Lytton Strachey’s Eminent Victorians, published a few years earlier. Keynes might analyse inconsistency between savers’ and investors’ decisions by using mathematical models, but his diagnosis paralleled Virginia Woolf’s and E. M. Forster’s exploration of the consequences of inconsistent expectations within families and society in their novels.

5. Questions for discussion

	How did John Maynard Keynes regard free-market capitalism?

	Explain how John Maynard Keynes’s attitude towards the Victorian era affected his approach to economics and economic policy-making?

	What was John Maynard Keynes trying to achieve in The General Theory of Employment, Interest and Money?





	1.
	An economics tripos (degree programme) was not established until 1903. See Lecture 12 on Alfred Marshall.
	2.
	See R. E. Backhouse and B. W. Bateman, “Keynes: Artist, Philosopher, Economist”, Atlantic Economic Journal 34:2 (2006), 149–59.
	3.
	In British pre-decimal currency, a pound was divided into twenty shillings (s.) and a shilling into twelve pence (d.).
	4.
	This version of the quantity theory of money was discussed in lecture 14.
	5.
	Kevin Hoover, “Doctor Keynes: Economic Theory in a Diagonistic Science” in Backhouse and Bateman, Cambridge Companion to Keynes, 78–97.
	6.
	For an elaboration of this argument, see R. E. Backhouse, “An Abstruse and Mathematical Argument: The Use of Mathematical Reasoning in the General Theory” in The Return of Keynes: Keynes and Keynesian Policies in the New Millennium, B. W. Bateman, C. Marcuzzo and T. Hirai (eds) (Cambridge, MA: Harvard University Press, 2010), 133–47.
	7.
	“Am I a Liberal?”, in Essays in Persuasion, Collected Writings, volume IX, 295–306. See also “Liberalism and Labour” in the same volume (307–11).



Lecture 18

Quantitative Economics

1. Aims of the lecture

	To explain the origins of modern econometrics.

	To explain the transition from measurement to testing.

	To comment on the relationship between econometrics and economics more broadly.



2. Bibliography

A primary reference here is Walter Friedman, Fortune Tellers: The Story of America’s First Economic Forecasters (Princeton, NJ: Princeton University Press, 2014).

M. Morgan’s A History of Econometrics (Cambridge: Cambridge University Press, 1990) is the key text on the history of econometrics, which is the basis for much of this lecture. D. F. Hendry and M. Morgan’s The Foundations of Econometric Analysis (Cambridge: Cambridge University Press, 1995) is a book of readings covering the material on which Morgan’s history was based. There is value added in that the introduction contains interesting additional commentary on the articles.

J. D. Angrist and J.-S. Pischke’s “The Credibility Revolution in Empirical Economics: How Better Research Design Is Taking the Con out of Econometrics”, Journal of Economic Perspectives 24:2 (2010), 3–30, argues that there has been a profound change in econometric methods over the past 20 years. M. Panhans and J. Singleton’s “The Empirical Economist’s Toolkit: From Models to Methods”, History of Political Economy (forthcoming), seeks to understand the change in econometrics described by Angrist and Pischke.

Though it stops as the story told here begins, Judy Klein’s Statistical Visions in Time: A History of Time Series Analysis, 1662–1938 (Cambridge: Cambridge University Press, 1997) covers the origins of time-series analysis.

This lecture does not go into detail on the history of the creation of statistics. Those who want a more detailed introduction to the topic than the brief account offered in this lecture can find it in four short pieces discussing developments in three countries: A. Vanoli, “National Accounting, History of” (2008), in New Palgrave Dictionary of Economics, second edition (available online at www.dictionaryofeconomics.com); K. Tribe, “The Measurement of Economic Activity and the Growth Metric: Constructing National Income in Britain, 1907–41”, in The Economy of the Word: Language, History and Economics (Oxford: Oxford University Press, 2015), chapter 3; M. Perlman, “Political Purpose and the National Accounts”, in The Politics of Numbers, W. Alonso and P. Starr (eds) (New York: Russell Sage; also reprinted in Perlman, The Character of Economic Thought, Economic Characters and Economic Institutions (Ann Arbor, MI: University of Michigan Press, 1996)); and M. Perlman and M. Marietta, “The Politics of Social Accounting: Public Goals and the Evolution of the National Accounts in Germany, the United Kingdom and the United States”, Review of Social Economy 17:2 (2005), 211–30.

For those who want to dig further into the subject there is a significant literature that can be consulted; highlights include the following: J. W. Duncan and W. C. Shelton, Revolution in United States Government Statistics (US Department of Commerce, 1978), available online at https://hdl.handle.net/2027/uc1.b3929956 (accessed 26 October 2017) – an “official” history of the collection of statistics in the United States; T. Stapleford, The Cost of Living in America: A Political History of Economic Statistics, 1880–2000 (Cambridge: Cambridge University Press, 2009); A. Vanoli, A History of National Accounting (Washington, DC: IOS Press, 2005); and J. A. Tooze, Statistics and the German State, 1900–1945 (Cambridge: Cambridge University Press, 2001).

3. Chronology

	1919	Moore, Empirical Laws of Demand and Supply and the Flexibility of Prices
	1927	Slutsky on the summation of random causes of business cycles Working, “What Do Statistical Demand Curves Show?”
	1933	Frisch on propagation and impulse problems in business cycle theory
	1936	Tinbergen model of Dutch economy
	1939	Tinbergen model of US economy
	1944	Haavelmo, “The Probability Approach in Economics”
	1956	Klein–r model
	1964	Beginning of Federal Reserve–MIT–Penn model of the US economy


4. Lecture summary

One of the main reasons that economics has changed, almost unrecognizably, compared with the beginning of the twentieth century is the availability of data and the use of formal statistical tools for analysing that data. Between them, these two developments have allowed economics to become more quantitative, testing theories and estimating the sizes of effects rather than simply saying whether they are likely to be positive or negative. Economists and non-economists alike have expressed scepticism about whether econometric testing can actually discriminate between competing economic theories, a common objection being that the data used by economists are not fit for purpose. However, whatever the merits of that charge, the fact remains that empirical work is pervasive in modern economics, the ostensible justification for most economic theory being that it can explain observed behaviour. The focus of this lecture will be on econometrics, but before turning to this, some short remarks will be made about data, which interested students can supplement with material from the bibliography. The lecture is structured around Mary Morgan’s argument that econometrics emerged from two types of statistical work – attempts to measure demand curves, and business cycle analysis – and that in the 1940s it underwent a “probabilistic revolution”.

Data

During the twentieth century the volume of data available to economists increased enormously. This was the result of work by both academic and government researchers, often in collaboration with each other. It is a story where national differences are important because of the essential role of government, and hence of politics. In the United States, the crucial period was the 1920s, partly due to the efforts of Herbert Hoover at the Department of Commerce, which began to take responsibility for analysing and publishing statistics on business conditions as well as just compiling data. Also important were two private research organizations: the National Bureau of Economic Research (NBER) and the Brookings Institution. Work done in the 1920s laid the foundations for the massive expansion in government provision of statistics in response to the Great Depression, which included the calculation of national income.

The key event here was a resolution by the US Senate, in 1932, to ask the Bureau of Foreign and Domestic Commerce (BFDC), part of the Department of Commerce, to prepare estimates of US national income for the years 1929–31, breaking it down by industrial sector and by type of income. The reason was that, though the NBER had published national income statistics, it had done so only with a considerable time lag. The BFDC did not have the expertise to do this, so on Mitchell’s advice, Simon Kuznets was recruited to oversee the task, with estimates for 1929–32 being published in 1934. This work continued under Robert Nathan, one of those who had worked with Kuznets, and annual estimates were then produced, and in 1938 this was extended to monthly estimates. Over the next few years there was intense debate over definitions, tied up with how the national accounts were to be used. Four developments illustrate the types of issue that could cause accounting systems to become problematic.

	The Social Security Act of 1935, requiring contributions to retirement funds and payments to First World War veterans, required the modification of Kuznets’s definition of income.

	Keynes’s General Theory provided a theoretical framework that was lacking in Kuznets’s work.

	The 1937 recession changed the focus of attention to sustaining consumer spending.

	In 1938–40, rearmament changed policy-makers’ concerns still further, from long-term unemployment to shortages and possible inflation.



The course of events in Britain was different. The main compilation of national income statistics was undertaken by Colin Clark: The National Income, 1924–31 (1932). Though seemingly comprehensive, Clark’s estimates were hampered by lack of data and inconsistencies between the various sources he had used, causing the book to be strongly criticized. Official estimates of national income did not come until after the outbreak of war, when James Meade and Richard Stone, working in the Treasury, prepared a set of accounts to form the basis for the 1941 budget. Important features of their accounts, used by Keynes in How to Pay for the War (1940), were that

	they included government expenditure as part of national income and

	they included depreciation, so as to obtain gross national product.



During wartime there was active collaboration between British and American economists in working out the principles on which the national accounts were to be based. National income was central to the efforts of Nathan and Kuznets, working in the War Production Board from 1942 onwards, to work out what levels of military production were feasible, winning a heated dispute with the officers responsible for military procurement.

The dependence of national accounting on local circumstances is shown by Germany. In the 1920s Ernst Wagemann, head of the Weimar government statistical office, set up an Institute of Business Cycle Research modelled on the NBER. After a conflict with the government over the need for reflation in the Great Depression, Wagemann, who had developed an elaborate accounting system several years before his British and American counterparts, found support in the Nazi party, and his methods were used to plan the German wartime economy.

Attempts had been made in 1939 to make international comparisons of national income, but such attempts got under way only after 1945. Stone prepared a standardized system of accounts for the United Nations in 1945, but despite some early attempts, harmonization of national accounts was slow in coming: the needs of different countries and their ability to prepare accounts were too varied (see the references by Vanoli on attempts to harmonize national accounts across countries). However, even though there were serious issues relating to the comparability of data across countries, national accounting and other data became increasingly widely available to economists, making possible the expansion of econometric work. An illustration of the problems is the fact that it was not until 1978 that Irving Kravis, Alan Heston and Robert Summers produced a dataset of internationally comparable gross domestic product figures for more than 100 countries, making possible cross-section studies for which suitable data had not previously been available.

If national income accounting was the major development as regards data in the middle of the twentieth century, towards the end of the century the major development was in the proliferation of microeconomic data sets. Many of these data sets relied on developments in computing, and the Internet, unimaginable a few decades earlier.

Demand analysis

Throughout the twentieth century there have been economists who have used statistical methods to measure demand curves. However, such work was very different from modern work.

	The correlation coefficient was used to indicate a causal relationship.

	Results were judged using economic, not statistical, criteria, such as whether the results were reasonable.

	There was an emphasis on measurement errors.

	Problems in estimating sensible demand curves were associated with time and the failure of ceteris paribus clauses. The identification problem (how do we know whether an estimated curve is a demand curve, a supply curve or something else) was not understood.



Out of the many economists who were estimating demand curves, Henry Ludwell Moore deserves particular attention as he illustrates some of the changes that took place from 1914 to 1930.1 In 1914 he estimated demand curves for agricultural goods apparently without problems, but when he turned to pig iron (raw iron out of the blast furnace) he found a positive demand curve. He argued that it was a new type of demand curve, related to the difference between the agricultural and industrial cycles, though most other economists disagreed, believing he had found a supply curve. Dealing with time was a major problem that Moore tried to solve in a number of ways. In 1914 he just took first differences of his data; a few years later he calculated the ratios of variables to their trend values; and a few years after that he specified a model in which demand was related to the current price, and supply to the previous year’s price. The last method made it possible to estimate both demand and supply curves, but it exposed him to the criticism that his choice of lags was arbitrary, making his results unconvincing. New methods were being developed but they were vitiated by the problem of deciding whether an estimated curve was a supply or demand curve.

In 1927 Elmer Working explained the problem using a graphical analysis of shifts in supply and demand curves. In order to estimate a demand curve it was necessary to have shifts in the supply curve so that the resulting equilibria traced out a demand curve. Conversely, if it was the demand curve that shifted, a supply curve would be identified. Whether a regression line showed a demand curve or a supply curve depended on whether demand or supply was more variable. That could explain why demand curves had apparently been estimated more successfully for agricultural products than for industrial ones, for in agriculture there was reason to believe that the weather might lead to significant fluctuations in supply, with demand much less likely to fluctuate. Working noted that if it was possible to correct for shifts in the two curves, it might be possible to identify supply and demand curves from the same data, but he did not suggest a way of doing so.

A solution to the problem was provided in 1930 by the Dutch economist Jan Tin-bergen, discussed in the next section as a major figure in business cycle analysis. His starting point was the “cobweb” model, discussed by Moore, which he estimated by introducing additional variables to both supply and demand equations, enabling him to correct for the shifts as Working had indicated. By the late 1930s demand estimation was becoming much more sophisticated, one of the main attempts being The Theory and Measurement of Demand (1938).2 In this book, assisted by an army of researchers, Chicago economist Henry Schultz estimated an entire system of demand equations. This involved getting data on all products consumed, estimating a demand function for each product (remembering that demand for one product depends on the prices of other products as well as income and its own price), and then testing to see whether the resulting demand functions have the properties that economic theory suggests they should have. It was a major computational task. Interest in demand systems was then stimulated by the war, when the problem of rationing became a major concern. The issue here was that if consumers are prevented, by rationing, from buying as much of some goods as they wish, they will likely change their demand for other goods. Empirical estimation of demand systems also makes it possible to forecast the effects of different types of rationing.

Quantitative business cycle analysis

The leading figure in empirical business cycle research in the interwar period was Wesley Clair Mitchell. A student in the first class at the University of Chicago, he adopted the distinction made by Veblen, one of his teachers, between the business economy and the money economy. However, rather than treat this as the basis for social critique, he related it to different statistics. Business activity related to “real” variables (quantities of goods produced, hours worked and so on), whereas the money economy was about sums of money (incomes and prices). Studying the business cycle involved studying the relation between these two groups of time-series data. His first major book on the problem was Business Cycles (1913). It adopted an eclectic approach to the cycle, drawing on the theories of Fisher and others, arguing that it was an inherent feature of a money economy extending to all areas of economic activity. He based his arguments on an increasing volume of statistical data, and in his presidential address to the American Economic Association in 1924 he outlined his hope that the abstract theories of earlier generations could be replaced by quantitative theories. A major step towards that goal was the founding, in 1920, of the National Bureau of Economic Research, which, strongly supported by Herbert Hoover, Secretary of Commerce and then president, established itself as the leading centre for statistical research in the United States. Mitchell produced two further volumes of statistical analysis of the cycle in 1927 and 1946, the latter co-authored with Arthur Burns, who was to become a major figure in postwar policy-making.

In the interwar period, forecasting developed into a major activity. One of the greatest popularizers was Roger Babson, author of the “Babsonchart”. The principle behind this was Newton’s third law of motion: the idea that every action produces an equal and opposite reaction. He applied this to predicting economic activity. Though it has no foundation, such a rule is bound to be successful sometimes, and Babson’s big break was in forecasting the Great Crash of 1929 when other forecasters were much more optimistic (it is fair to point out that he had been forecasting a downturn long before it actually happened).

More serious, if commercially less successful, attempts at forecasting were made by Warren Persons and the Harvard Economic Service with their “barometer of business conditions”. Seeking to avoid reliance on economic theory, they used purely statistical methods to estimate the business cycle as what remained once long-term trends, seasonal fluctuations and irregular forces had been removed from the data. Long-term factors were measured using trends and moving averages; they also used moving averages to remove irregular fluctuations. In both cases choices had to be made about the number of periods to average, allowing theoretical views to affect their results. They analysed 50 time series, and then reduced the number to 20 with a similar cycle but different timing. They then used visual methods to divide these series into three categories: their A–B–C curves, representing speculation, business and money. They failed to predict the 1929 crash; ironically, the reason for this was, so they claimed, not because their statistics did not indicate a crash was coming, but because they did not believe the numbers they were seeing. The Harvard Economic Service was closed down after Schumpeter’s arrival, but its work left a legacy in business cycle indicators later developed at the NBER.

Another line of research into business cycles goes back to the Russian economist Eugen Slutsky, who demonstrated in 1927 that if random shocks were added together, the result was a series that looked very similar to observed business cycle data.3 The idea that random shocks might drive the cycle was taken up by Ragnar Frisch, a Norwegian economist who was to become a major figure in the Econometric Society.4 He produced what he called a “Rocking horse model”, the analogy being with a rocking horse that, left alone, will gradually settle down and stop rocking, but needs to be kept going by regular shocks. He used a linear difference equation with random shocks and, guessing values for the coefficients, produced cycles that fitted business cycle data. It was an exercise in what came to be known in the 1980s as calibration.

Frisch’s model was important because Tinbergen took it as his starting point in a model of the Dutch economy. However, instead of merely guessing the coefficients, he estimated 16 equations, mostly with one or two variables (computing regressions with more variables would have been very time consuming) and then reduced his 22 equations to a second-order difference equation. Like Frisch’s model, this produced damped oscillations, which was taken as evidence in favour of the model. The value of the model in the depression was that he could add terms to his equations to represent policy variables and calculate the effects on employment and non-labour income several periods ahead. Having produced his model of the Dutch economy, Tinbergen was commissioned by the League of Nations to produce a model that could be used to test different theories of the cycle (of which they had just commissioned a survey).5 His method was essentially unchanged, though he tested the model on data from more than one country and used a wide range of statistical tests.

Tinbergen’s model was reviewed by Keynes.6 He encouraged Tinbergen but he was very sceptical about whether his methods would lead anywhere useful, and raised a series of criticisms:

	the lags and trends were arbitrarily chosen;

	many variables in the model were not measurable;

	the method only works if the theory is complete, which it was not;

	parameters would not be constant;

	linear models could not generate cycles.



Apart from the last point, which is demonstrably incorrect, these were perennial problems facing econometric modellers. Keynes may have been too pessimistic about what improved methods and improved data could achieve, but he identified some genuine problems with the programme.

Trygve Haavelmo and probabilistic methods

In the interwar period, many economists used statistical methods, including regression analysis, but without this work being grounded in probability theory. The reasons for this were found in the way theory and data were conceived.

	Economic theories were taken to be known, and statistical methods were therefore merely measuring coefficients: they were not testing theories, so inference was not needed.

	Economic data were, in general, not derived from sampling, and so were not thought to satisfy the requirements for probability to be relevant.

	Failure to get exact laws when statistical methods were used was attributed to omitted variables and measurement error.

	The method of least squares was widely used, but it was used simply as an estimation technique, not a technique grounded in probability theory.



This situation changed dramatically with the work of the Cowles Commission in the early 1940s. A step in that direction had been taken in 1937 by Koopmans, then still in the Netherlands, who had argued that economic time series could be analysed by constructing an infinite hypothetical population from which the observed data are taken to be a random sample. He went on to argue that each variable should be seen as comprising a systematic component and an erratic, or random, component (a disturbance). Once this jump had been made, the residuals became important and statistical inference became possible.

These ideas were developed at the Cowles Commission, the canonical statement being “The Probability Approach in Economics” (1944) by the Norwegian economist Trygve Haavelmo. It was considered so important that it was published as an entire issue of Econometrica. Haavelmo’s argument was as follows.

	Probability theory underlies statistical methods, so the use of statistics implies the use of probability theory.

	Economists should proceed as if data were generated by probability models, bypassing disputes over the precise meaning of probability.

	Economists do not expect their predictions to be exact, implying that they work with informal probability schemes.

	The probability approach makes it possible to test theories, not just measure them.

	Economic theory is concerned with creating probability models from which it is possible to reproduce the samples given by nature.



This provided a justification for applying statistical methods, including hypothesis tests developed for problems involving random sampling, to macroeconomic data. Previously, it had been thought that statistical inference was relevant only where sampling was involved, as in agricultural experiments where fertilizer was applied to selected plots of land and then correlated with crop yields. Econometric work came to be about testing and not just finding the model that best described the data. The Cowles Commission, under research directors Jacob Marschak and Koopmans, was committed to the idea that the economy should be modelled as a Walrasian general equilibrium system. This commitment to general equilibrium theory when taken together with Haavelmo’s probability approach pushed them to develop and use methods for estimating systems of simultaneous equations from time-series data.

Modern econometrics

The development of the Cowles Commission approach marks the beginning of modern econometrics. It is best represented by the development of empirical models of the economy as a whole. The economist whose name is most closely associated with such models is Lawrence Klein. Though it was not his first model, the one that attracted most attention was one that he produced together with Arthur Goldberger in 1956. Unlike Klein’s earlier model, the Klein–Goldberger model, involving 20 estimated equations, was based on a combination of interwar and postwar data. As more powerful computers and a wider range of statistics became available, with longer runs of data, it became the forerunner of increasingly elaborate models used for policy analysis and for forecasting. At their peak, such models had hundreds – or even, in some cases, thousands – of equations, constructed by large teams of researchers, sometimes involving collaboration between universities and government departments or central banks. The scope and rationale for these models can best be illustrated with examples.

After a chequered career in which his brief membership, in the 1940s, of the Communist Party had caused him to leave the United States for a position at Oxford, Klein spent his career from 1958 until his retirement at the Wharton School at the University of Pennsylvania. In the 1960s he headed a project sponsored by the Brookings Institution and the Social Science Research Council to produce a large model of the US economy. The Klein–Goldberger model had been based on annual data, but it was widely considered that quarterly data were needed for useful business cycle analysis. In the 1950s Klein had produced a smaller model using quarterly data, but the Brookings model was much larger, starting with 150 estimated equations and 50 identities estimated on quarterly data for 1949–60.7 Eventually, it grew to forecast 400 variables.

The Brookings model had 30 equations describing the financial sector and its links with the real economy, but even this was not adequate for the policy analysis the Federal Reserve needed to undertake. So in 1964 the Federal Reserve initiated another model, run by Albert Ando at the University of Pennsylvania, Franco Modigliani at MIT, and Frank de Leeuw at the Federal Reserve, variously known as the FMP (Federal Reserve–MIT–Penn) or MPS (MIT–Penn–SSRC) model. The main feature of this model, similar in scale to the Brookings model, was that it had a much more detailed model of the financial sector and the mechanisms linking monetary and real variables. It was completed by 1970.

Large-scale macroeconometric modelling was not the only product of the Cowles approach to econometrics, which involved starting with a theoretical model and then using appropriate statistical techniques to quantify the coefficients. The result was a “structural” model (the alternative was a “reduced-form” model, which sought to establish the relationship between variables without trying to model the underlying behavioural relationships). This approach became the standard approach advocated in most econometrics textbooks, and in the increasing volume of econometric work appearing in academic journals.

However, though the Cowles approach was very influential, it was never the only approach to empirical work. The NBER still existed, and it was many years before it abandoned the style of empirical work that it had developed in the interwar years. In 1946 Mitchell’s final volume on business cycles appeared, co-authored with Arthur Burns, who went on to become Chairman of the Council of Economic Advisers. The book, Measuring Business Cycles, was reviewed by Koopmans under the title, “Measurement without Theory”.8 Koopmans argued that Burns and Mitchell represented the “Kepler stage” of analysis – measuring phenomena without any theory to explain them – and that it was necessary to move on to the “Newton stage”, in which a theory was used to explain what was happening. (Kepler had noted that planets move in elliptical orbits but Newton showed how such orbits would result from his laws of motion.) Responding for the NBER, Rutledge Vining challenged Koopmans’s assumption that economists knew that general equilibrium theory was the correct theory to use. Koopmans might know what was the correct theory, but other economists did not.9 If one did not know the correct theory, he claimed, it was necessary to explore the data, looking for hypotheses that might be useful, and this is what Burns and Mitchell were doing.

The NBER approach fell out of favour but did not disappear. Economists trained in this tradition, such as Burns, held influential positions and much applied work in the 1950s and 1960s involved careful analysis of data, without significant use of formal statistical techniques or hypothesis testing. A major advocate of the approach was Milton Friedman, whose very influential Monetary History of the United States 1861–1960, co-authored with Anna Schwartz, was very much in the NBER tradition. A possible factor behind the slow spread of Cowles methods in the 1950s, and even to some extent in the 1960s, was that computers were still very limited in what they could do and were not widely available. It was only when this situation changed that formal statistical methods could become part of the everyday toolkit used by economists and an integral part of an economist’s training.10

Another approach that challenged the Cowles approach was the development of methods for the analysis of time-series data. Such analysis need not start with theory but might simply try to find the model that best fitted the data. An early example was the work of Guy Orcutt, at MIT, in the 1940s. At LSE, a tradition of time-series analysis emerged, associated with Dennis Sargan and David Hendry, that culminated in “ general-to-specific” modelling (specifying a very general model and using careful data analysis to reduce this to a specific model); and at Nottingham, also in Britain, Clive Granger worked on problems of non-stationary data and what came to be known as “Granger causality”. In the 1980s, after a period when confidence in econometrics had been at a low ebb – the Oil Crisis of 1973–4, a massive supply shock, had caused problems for large-scale macroeconometric models and, more widely, there was a belief that econometric methods were incapable of proving anything – econometricians turned to new methods. Real business cycle theorists Fynn Kydland and Edward Prescott developed “calibration” methods, whereby model parameters were chosen so that the model mimicked key characteristics of the data. Christopher Sims developed vector autoregressive models, a method that looked for patterns in the data, making minimal use of economic theory.

However, though academic economists turned to new econometric methods and modelling strategies, favouring smaller models, the large models developed in the 1960s did not disappear. Central banks, including the Federal Reserve and the Bank of England, continued to use such models alongside other forecasting models, and several models moved into the private sector, funded by the sale of forecasts to business. Klein was behind the establishment of Wharton Economic Forecasting Associates, which built and ran a model, smaller than the Brookings model. The Federal Reserve–MIT–Penn model built by Ando, Modigliani and de Leeuw was kept going by Wharton.

Towards the end of the twentieth century there were equally profound changes in microeconometric methods, again enabled by the rise of computing power. Large-scale data archives, enabling cross-section and panel studies on a scale not previously undertaken, developed in the 1960s, but it was in the 1990s, with powerful personal computers, the development of the Internet and the computerization of markets and much administrative data, that the potential for large-scale micro-data analysis took off, leading to what some called a “credibility revolution” in econometrics involving the use of randomized control trials and “natural experiments” to identify relationships. Though great claims are made for what can be achieved by these methods, and though they are contributing to applied work becoming more central to economics, it is perhaps too soon to know what the long-term consequences of such work will be.11

5. Questions for discussion

	Why was the work of Simon Kuznets and Robert Nathan important?

	Why has Trygve Haavelmo’s “probability approach” been described by historians as revolutionary?

	What was the Cowles Commission approach to macroeconometric modelling, and to where did it lead by the 1960s?
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Lecture 19

The Keynesian Revolution

1. Aims of the lecture

	To explain how the way economists thought about macroeconomic problems changed in the decade after The General Theory.

	To show that this question is not the same as assessing what was novel about The General Theory, or what Keynes believed he was doing, and that insofar as Keynes’s book had a big effect, this may have been due to other factors operating at the same time.

	To point out the complexity of the phenomenon known as the Keynesian revolution.



2. Bibliography

D. Laidler’s Fabricating the Keynesian Revolution: Studies of the Interwar Literature on Money, the Cycle and Unemployment (Cambridge: Cambridge University Press, 1999) makes the argument that the Keynesian revolution gave economists a model (IS-LM) that summed up key points that had been developed in the preceding years. It is the best available, and most thorough, account of macroeconomic problems in the interwar period.
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P. Mehrling’s The Money Interest and the Public Interest: American Monetary Thought, 1920–70 (Cambridge, MA: Harvard University Press, 1999), part II, offers an intellectual biography of Alvin Hansen (and two economists not discussed in this lecture), one of America’s leading Keynesians, arguing that he held more strongly to his previous beliefs than is commonly realized.

R. E. Backhouse’s Founder of Modern Economics: Paul A. Samuelson (Oxford: Oxford University Press, 2017) tells the story of one of the leading Keynesians from the younger generation of economists in wartime, when many of the ideas central to the Keynesian revolution were worked out.

A view of the Keynesian revolution from the perspective of American explanations of the Great Depression before The General Theory is given by R. E. Backhouse, “Economic Power and the Financial Machine: Competing Conceptions of Market Failure in the Great Depression”, in Market Failure in Context, A. Marciano and S. G. Medema (eds), in the Annual Supplement to History of Political Economy 47 (Durham NC: Duke University Press, 2015).
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3. Chronology

	1936	Keynes, The General Theory of Employment, Interest and Money
	1937	Hicks, “Mr Keynes and ‘The Classics’” (IS-LM model) Keynes discusses implications of population growth
	1938	Hansen’s presidential address at the American Economic Association Hansen-Currie testimony to the Temporary National Economic Committee
	1939–45	Second World War
	1940	Keynes, How to Pay for the War
	1944	Modigliani, “Liquidity Preference and the Theory of Interest and Money”
	1947	Klein, The Keynesian Revolution
	1948	Samuelson, Economics: An Introductory Analysis
	1951	Buckley, God and Man at Yale
	1953	Hansen, A Guide to Keynes
	1955	Samuelson introduces “neoclassical synthesis” into his textbook


4. Lecture summary

Understanding Keynes and understanding the Keynesian revolution

When answering examination questions on the Keynesian revolution, many students turn to The General Theory and try to establish what was novel or revolutionary about it; the answer then turns into a discussion of what Keynes believed was revolutionary about his ideas. However, if we start from the assumption that the Keynesian revolution is a label for the changes in economics that took place in economic thinking in the decade or so after 1936, the question requires a different type of answer. Clearly, these changes were connected to Keynes’s book – Keynes did say that he believed his book would foment a revolution in economic theory – but they involved much more than just the ideas in his book. Answering the question of what the Keynesian revolution was requires thinking about the changes that took place during that period, including the rise of mathematical economics and the effects of the Second World War, why those changes came about, and why Keynes’s ideas came to be considered so important. Keynes’s book is certainly one element in that story, but it is only one element: it is not the whole story. This lecture tries to fill out that story.

A good starting point is to note that it can be useful to distinguish between three different Keynesian revolutions: a Keynesian revolution in economic theory (macroeconomics, the multiplier and the theory of effective demand); a Keynesian revolution in economic policy (the use of demand management to control the economy); and a Keynesian revolution in social or political philosophy (Keynesianism as part of the welfare state). These three revolutions are connected but they are different, involving different issues.

In telling the story of the Keynesian revolution, this lecture challenges the naive view of how the first two are related: that Keynes proposed a new theory that broke completely with the past; that the new theory provided the basis for new policy conclusions centred on using deficit-financed fiscal policy to cure unemployment; and that these policies were adopted. All three of these points can be challenged. It does not deny Keynes’s originality to say that The General Theory drew extensively on ideas worked out in the previous decade: there was no clean break with the past. The idea of using government spending to cure unemployment was already well understood, though there were of course economists who objected to it. And insofar as governments did spend more, the reasons for this were diverse, and in many countries they had little to do with Keynesian ideas.

Instead, it is better to ask the following questions.

	What did economists take from The General Theory?

	What other resources did economists draw upon?

	Did this subvert or preserve what Keynes was trying to say?

	How were changes in economic theory linked to changes in policy?



The Keynesian revolution in economic theory

Keynes claimed to be writing a book with revolutionary implications. When explaining his theory to critics, he focused on uncertainty, claiming that he was offering a theory relevant to a world in which people had no idea about the future, in contrast to the “classical” theory that was based on the assumption that people had full knowledge of the future. Because decisions to invest involved an element of guesswork and “animal spirits” – a spontaneous urge to do something rather than nothing – and were not the result of purely rational calculation, there could be no assurance that the level of investment would be consistent with what savers wanted to save. If, at full employment, savers wanted to save more than investors wanted to invest, then the result would be unemployment.

The problem most of Keynes’s critics found with this argument was that they did not recognize themselves in his picture of “classical economics”, which they thought a caricature. Consider some examples.

	Pigou, whose Theory of Unemployment (London: Macmillan, 1933) had been chosen by Keynes to illustrate the classical theory, accused Keynes of caricaturing his views. He criticized Keynes for grouping together everyone from Ricardo to himself under a single heading, accusing Keynes of a “macedoine [a fruit salad] of misrepresentations” and of constructing a highly obscure argument. This was perhaps understandable as Pigou had, a few years earlier, published a book on the business cycle in which he argued that wage cuts might be unable to cure unemployment, and he supported the idea of public works spending (see below).

	Leontief accused Keynes and the entire Cambridge school of “implicit theorizing”: constructing definitions that introduced assumptions that were never stated explicitly and hence were never justified.

	Bertil Ohlin, for the Stockholm School, criticized the static nature of Keynes’s analysis, using this to justify describing his theory as old fashioned. Criticizing Keynes’s confused terminology, he drew attention to Myrdal’s terminology of ex ante and ex post, derived from the Swedish period analysis (how does a period look from the beginning of the period and how does it look from the end?), which turned out to be very useful in making sense of Keynes’s discussion of saving and investment.



These responses were not simply the reactions of an older generation who felt unjustifiably criticized (though Pigou had good reason to feel Keynes had treated him unjustly), but were reasoned arguments by economists active in developing economic theories. Given the immense variety and creativity of business cycle and monetary theories in the interwar period, this critical reaction was perhaps understandable and justified.

The other major development was the construction of small, two- or three-equation models of the general theory. These put together the equations central to Keynes’s argument and analysed them as a set of simultaneous equations, something Keynes had stopped short of doing. Such models appeared almost immediately after the book was published. Though it was one of many such models, and was not even the first, the one that achieved prominence was by Hicks, then in Cambridge writing Value and Capital.1 There were probably two main reasons for the success of Hicks’s model. He represented the equilibrium in terms of a diagram, shown below, with one curve representing goods-market equilibrium and the other representing money-market equilibrium, and these could be shifted around to analyse the effects of changes in parameters. The other was that he sought to explain not just Keynesian economics but also what “classical” economics was. This was important given that Keynes’s concept of classical economics was unfamiliar.
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Figure 19.1 Equilibrium rate of interest/income.

In the figure, the curve marked LL (which later came to be labelled LM, for liquidity preference equals money supply) denotes points at which the money market is in equilibrium. A higher level of income raises demand for money, which means the rate of interest has to be higher and hence the LL curve has a positive slope. The IS curve represents points at which the goods market is in equilibrium, with investment equal to saving. A fall in the rate of interest will lead to higher investment and, hence, via the multiplier, to a higher level of income, giving the IS curve its negative slope.

The Keynesian revolution in economic policy

The Keynesian revolution in economic policy is associated with the introduction of demand management to prevent unemployment. In the 1920s and 1930s this was generally associated with government spending on public works – roads, bridges, schools, hospitals and other investment projects – rather than with adjustments in taxation or government transfer payments. There was already a long history of using public works to cure unemployment. Pigou’s attack on the “Treasury view” – the idea that public works would just take funds away from private spending – in 1908 was mentioned in lecture 14. Though the view was often taken that public works spending should simply be spread out over time – so that there was more spending in times of unemployment and less in times of high unemployment, without changing the level of spending over the whole business cycle – such demand management was a recognized policy. Indeed, Keynes had been arguing along these lines for almost a decade before The General Theory.

There was a move towards demand management after The General Theory, but the speed of this movement and the reasons for it were very different across countries. There was, as Hall’s study labels it, a lot of “proto-Keynesianism”: Keynesian policies that were not influenced by The General Theory. For example, deficit spending arose under the Nazi regime in Germany because there was a commitment to increasing spending, including spending on armaments, but there were political constraints on increasing taxes. In the United States there was a long tradition of thinking in terms of aggregate demand – even the idea of the multiplier can be found in official documents in the 1920s, before it found its way into academic writing. The final emergence of Keynesian thinking came about, as is discussed in the next section, as a result of statistical analysis of the 1937 recession. It was cemented by the need for wartime planning, when government spending rose from roughly 4 per cent to 44 per cent of national income (only half of which was funded by taxation, the rest contributing to a government deficit).

There was a similar, though not identical, story in Britain. In the 1930s, “cheap money” (low interest rates) had been used to stimulate the economy. Fiscal policy was not used to control aggregate demand until the 1941 budget, where it was used to control inflation. This was done through calculating the “inflation gap”, the difference between demand and available resources. If nothing was done to eliminate the gap (for example, taxation or compulsory saving could be used to reduce it) the result would be rising prices. The government did not turn to demand management in peacetime until 1947, when it used a budget surplus to control inflation.

This variety raises the question of what Keynesianism in economic policy was.

	Was it acceptance of the Keynesian theoretical framework as the way to analyse policy?

	Was it the use of demand management to control unemployment and inflation?

	Was it a willingness to accept budget deficits?



These give different answers and none is straightforward. A further complication is that Keynesianism has come to be associated with the welfare state: with a social philosophy rather than just a technical theory about policy-making. One reason for this was the prominence of unemployment policy in the European welfare states after the Second World War, for without full employment, welfare provision on the scale envisaged in, for example, Britain’s Beveridge Report would not have been possible: the costs would have been too high. The “age of Keynes” was also the age of the European welfare states. The situation is similar to the way in which, in the 1980s, “monetarism”, a technical doctrine about controlling the money supply, came to be read as a political philosophy encompassing policies such as privatization and deregulation, simply because the policies were advocated by the same politicians.

Case study: Hansen and Samuelson

Alvin Hansen (1887–1975) is sometimes referred to as “the American Keynes” on account of his advocacy of Keynesian policies in the 1940s and his book A Guide to Keynes (New York: McGraw-Hill, 1953). He started his career as a business cycle theorist in the institutionalist tradition, stressing the accelerator and seeing investment opportunities as driving the cycle. He explained the Great Depression in terms of long-term, structural factors that reduced opportunities for investment:

	the closing of the American frontier;

	falling population growth; and

	the absence of major new industries to follow electricity and the automobile.



In 1937 he moved to Harvard, where, with John Williams, he ran the Fiscal Policy Seminar, which brought together academics and policy-makers and became one of the major places where Keynesian ideas were discussed. Hansen also became a consultant to the Federal Reserve, remaining there throughout the war. The key event stimulating discussions in this period was the 1937 recession, which happened despite unemployment still being around 10 per cent and was an even steeper downturn than in 1929. This, much more than the Great Depression, shook economists’ confidence in their theories.

Hansen reviewed the General Theory twice in 1936. It is sometimes argued that he was converted to Keynes between the two reviews. However, both reviews reveal a scepticism about Keynes’s ideas. In 1938 he gave a presidential address to the American Economic Association, at which he tackled the problem of declining population growth. He argued that, because population growth was slowing down, there was too little investment to sustain full employment. However, although there was now a Keynesian tone to his arguments, this was no conversion to Keynes: rather, he seems to have taken the view that Keynes, in a 1937 article in the Eugenics Review, had come around to his way of thinking.2 Hansen then took up the concept of the multiplier, integrating it into his more dynamic theory of the business cycle.

In the United States, as explained in lecture 15, there was much more concern with industrial concentration than there was in Britain. In 1938 the US Congress set up a Temporary National Economic Committee (TNEC) on the Concentration of Economic Power: a major inquiry that produced around 30 volumes of reports and volumes of evidence. Based on the idea that increased concentration of ownership had caused the competitive system to stop functioning, it investigated dimensions of the problem from the emergence of monopoly to concentration of ownership. This was the context in which Hansen, together with Lauchlin Currie – a Harvard-trained economist who had worked at the Federal Reserve before becoming an adviser at the White House – presented a new theory. Economists at the commerce department had noticed the connection between the 1937 downturn and the changed fiscal stance due to the ending of bonuses paid to First World War veterans. In testimony to the TNEC, they argued that what had broken down was not the financial machine but the mechanism linking saving and investment.

Paul Samuelson, the young mathematical economist whose work was discussed in lecture 17, was to become another major representative of American Keynesianism in the 1950s and 1960s. He began to attend the Fiscal Policy Seminar and became increasingly close to Hansen. His first writings on the problem were not enthusiastic about Keynes. In 1938 he presented a paper on “The Theory of Pump Priming” to the American Economic Association. This was about the time path of a fiscal stimulus, framed in terms of the multiplier and the accelerator: a dynamic problem on which Keynes had nothing to say. He criticized Keynes for being too static. The following year saw the publication of two papers by Samuelson on the interaction of the multiplier and the accelerator.3 These made it clear that he was analysing a problem posed by Hansen, that could be traced back to the work of Ragnar Frisch, John Maurice Clark and another American economist. Keynes, Samuelson argued, had added the multiplier to their analysis. Samuelson saw himself as working Keynes’s theory of the multiplier into a dynamic theory of the business cycle in which resources and innovation were key factors. In line with American traditions, it was assumed that markets were imperfectly competitive and that dynamics were important.

If Keynesian ideas had been introduced into political debate in testimony to the TNEC, it was during wartime that they were developed, within the large community of economists based in Washington. Ideas about the multiplier, including the “balanced-budget multiplier”, were developed not as abstract academic theories but in the context of practical problems of wartime planning; issues of data and measurement were never far away. Samuelson illustrates this. He remained at MIT during the war, but from 1941 to 1943 he worked as a consultant for the National Resources Planning Board (NRPB) on the problem of a “post-emergency slump”. (Planning for what would happen after the war had begun even before Pearl Harbor.) His project was using surveys of consumer spending undertaken during Roosevelt’s New Deal to estimate what consumption would be after the war on the assumption that action was taken to halve inequality.

The NRPB shows how Keynesian ideas came to be associated with what were, for the United States, radical policies on social welfare provision. In March 1943 it published a report called “Security, Work and Relief Policies”, in which it advocated providing a minimum level of income, full employment, and public provision of healthcare, education and welfare for those in need. The NRPB argued for an economic bill of rights, covering work, fair pay, food, clothing, housing medical care, accident and unemployment insurance, and education. Such recommendations amounted to a new social philosophy in which the state played a greater role in welfare provision than was traditional. This was one of the reasons why pressure from conservative politicians led to the closure of the NRPB in 1943.

Hansen was the economist most associated with such policies, becoming the focus of many conservatives’ attacks, and he also argued that the United States should take an active role in setting up international institutions and supporting European recovery after the war, for which he was again the target of strong criticism. Samuelson strongly supported Hansen’s internationalist position.

Although they were drawing on Keynesian ideas and were making the case for demand management, as late as 1946 Hansen and Samuelson were still distancing themselves from Keynes. There may have been a tactical element to this, in that conservatives were hostile to Keynes, but this distancing also reflected intellectual differences. They respected Keynes as having produced important ideas, but they still framed his ideas in terms of the more general, dynamic, Hansenian theory. Despite this commitment to Hansen’s framework, Samuelson supervised Lawrence Klein’s doctoral dissertation, The Keynesian Revolution (London: Macmillan, 1947; the thesis was in 1944), the first publication to use that phrase. Their experiences during this period show how the revolution in economic theory and the revolution in economic policy (or perhaps the lack of it in the United States) fitted together.

Keynesian economics in the 1950s and after

The book that possibly did more than any other to propagate Keynesian ideas in the 1950s was Samuelson’s textbook Economics: An Introductory Analysis (New York: McGraw-Hill, 1948). This book was an instant success, with 45,000 copies being printed in the first two months. It dominated elementary economics teaching for many years, using the analysis of national income – called simply “modern economics” – as its integrating theme. Household, business and government accounts were put together in an analysis of national income. It offered a macroeconomics (though this term was not used in early editions) grounded in data, not in microeconomic theory or optimization. It assumed imperfect competition, analysed in terms more reminiscent of the TNEC deliberations than of formal mathematical theory. On account of its claims that the economy was not completely self-regulating, and that government action was needed to balance saving and investment, it was attacked both before and after publication. These attacks came both from businessmen, whose opposition was to the New Deal, and from the new conservatism represented by William Buckley in God and Man at Yale (Washington, DC: Regnery, 1951). Universities were under pressure not to use the textbook or any other book that focused on Keynesian economics, though there is no evidence that any succumbed to such pressure. Many universities had trustees who, even if they held conservative views themselves, believed in the principle of academic freedom and defended it strongly.

Another important book was Hansen’s A Guide to Keynes (1953). This provided a chapter-by-chapter explanation of The General Theory in the context of Keynes’s other writings and policy problems of the 1950s: unemployment and inflation. The most significant feature of the book was the introduction of the terminology of “IS” and “LM” curves. The basic model was due to Hicks but it was Hansen’s exposition that became the staple of textbooks for the next 50 years. Hansen was one of several institutionalists who had been converted to Keynes.

Another strand in American Keynesianism was what Mehrling has called “monetary Walrasianism”. Instead of grounding Keynesian economics on informal arguments about imperfect competition, an attempt was made to base it on formal general equilibrium theory – on Walrasian general equilibrium theory. One of the major figures here was Franco Modigliani. Given the assumptions of the system of general competitive equilibrium, Modigliani showed in a widely read article that Keynesian economics had to be the result of wage stickiness, for otherwise markets would adjust to bring about equilibrium.4 Other economists pursuing this approach to Keynesianism were Oskar Lange, a Polish economist, and Don Patinkin, whose theory was developed while a graduate student in the Cowles Commission in the late 1940s (see lecture 20).

In the third edition of his textbook (1955), Samuelson introduced the term “the neoclassical synthesis”, which came to represent the Keynesian orthodoxy of the 1960s. However, corresponding to the two versions of Keynesianism described above were two interpretations of the neoclassical synthesis. One was that the neoclassical synthesis represented a formal synthesis of microeconomic theory, of optimizing consumers and firms and Keynesian macroeconomic theory. This was the approach of Modigliani, Lange and Patinkin. The other, represented by Samuelson, was a pragmatic synthesis based not on theoretical integration but on policy. The key idea, which can be found in The General Theory, was that if active demand management can solve the problem of unemployment, then the traditional theory of supply and demand in competitive markets can be used to study how resources are allocated. The two versions of the neoclassical synthesis are related but they are not the same.

Conclusions

By the 1950s the Keynesian revolution in economic theory was complete. Samuelson was probably justified in claiming that virtually all economists under the age of 50 accepted Keynesian ideas. This did not mean that there was uniformity in the way Keynesian ideas were understood: there were differences within American Keynesianism, between those who, like Samuelson, based their thinking on the assumption that markets were generally oligopolistic, dominated by a small number of firms, and those who, like Modigliani, constructed models of competitive markets. The Keynesian revolution was linked to the rapid development of national accounting, for Keynes’s theory provided a framework for organizing the expenditure side of the national accounts, with much of the work involved taking place during the Second World War. The way Keynesian ideas were taken up reflected the increasing use of mathematics by economists, Keynes’s theory proving amenable to being analysed with simple mathematical models. For the rest of the century, a major issue in debates over Keynesian economics became whether important aspects of Keynes’s theory were lost when it was translated into mathematics.

The take up of Keynesian ideas by policy-makers was patchier. Several countries adopted what might have seemed to be Keynesian policies, but their motivation was less The General Theory than local circumstances, the clearest example being Nazi Germany. In the United States and Britain, with rearmament, and a fortiori with the outbreak of war, it was no longer necessary to make the case for increased government spending or even for government deficits. The need to win the war trumped concerns about deficits. The dominant problem became controlling excess demand in order to avoid inflation. Paradoxically, Keynesian economics, a theory developed to explain the Great Depression was first systematically applied to policy-making during wartime. After the war, resistance to Keynesian policies returned. In the United States this took the form of hostility to peacetime budget deficits, for fear that they would lead to inflation, and it was not till the Kennedy administration in 1960–3 that explicitly Keynesian policies were adopted. In Britain, Keynesian ideas were accepted earlier. In contrast, in continental Europe, Keynesian policies never triumphed. France, for example, embraced planning that went beyond anything envisaged by Keynes, while Germany prospered under an “ordoliberalism” that owed little to Keynes.

5. Questions for discussion

	Explain why understanding the Keynesian revolution is not the same problem as understanding what Keynes was trying to achieve in his General Theory of Employment, Interest and Money.

	Discuss the view that there was not one Keynesian revolution but many Keynesian revolutions.

	In what ways did Alvin Hansen and Paul Samuelson adapt Keynesian theory to the circumstances of the United States economy?
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Lecture 20

Modern Macroeconomics

1. Aims of the lecture

	To outline the main phases in the development of macroeconomics since the Second World War.

	To explain how macroeconomists conceived their subject in what was called “the age of Keynes”.

	To explain how economists responded to the dramatic events of the 1970s.



2. Bibliography

The reading list for this lecture is fairly short, though two of the items are very substantial. The early history has already been covered in lecture 19, some of the reading for which is relevant here. It leaves out any discussion of the Phillips curve, a major part of modern macroeconomics, on the grounds that this will be discussed in detail in lecture 21.

Starting with the attempts to reinterpret Keynes in the late 1950s and 1960s, R. E. Backhouse and M. Boianovsky’s Transforming Modern Macroeconomics: The Search for Disequilibrium Microfoundations, 1956–2003 (Cambridge: Cambridge University Press, 2013) focuses on attempts to analyse economies in which markets are not in supply-and-demand equilibrium; this is contrasted with the more influential approach of assuming equilibrium, and the authors tell the story of how these two approaches evolved and eventually came together.

M. De Vroey’s A History of Macroeconomics from Keynes to Lucas and Beyond (Cambridge: Cambridge University Press, 2015) looks at the history of macroeconomics from a Lucasian perspective. This means that it shows very clearly how a post-Lucas macroeconomist is likely to view older theories, pointing out their alleged failings in an unsympathetic way. It is, however, the most comprehensive treatment of macroeconomics after Lucas. The nature of the material makes it difficult reading in places, but that is the price paid for covering material that others leave out.

Given the current emphasis on “microfoundations” and the tendency to dismiss earlier work as lacking them, K. D. Hoover’s “Microfoundational Programs” in Micro-foundations Reconsidered: The Relationship of Micro and Macroeconomics in Historical Perspective, P. G. Duarte and G. T. Lima (eds) (Cheltenham: Elgar, 2012), argues that since Keynes, economists have sought microfoundations, and that this is overlooked because they approached the problem in a different way from the one that became fashionable in the 1980s.

3. Chronology

	1950–3	Korean War
	1956	Patinkin, Money, Interest and Prices
Friedman, “The Quantity Theory of Money: A Restatement” Solow, “A Contribution to the Theory of Economic Growth”
	1965	Clower’s dual decision hypothesis
	1968	Leijonhufvud, On Keynesian Economics and the Economics of Keynes
	1971	Barro and Grossman, “A General Disequilibrium Model”
	1972	Lucas, “Expectations and the Neutrality of Money”
	1973–4	Yom Kippur War and first oil crisis
	1974	Barro’s Ricardian equivalence
	1976	Lucas critique
	1979	Iranian Revolution and second oil crisis
	1982	Kydland and Prescott RBC model
	2003	Woodford, Interest and Prices
	2007–8	Global financial crisis


4. Lecture summary

Periodization

The simplest way to understand the periodization relevant to macroeconomics is to see a graph of inflation during the period. It begins with the Korean War inflation in the early 1950s. Inflation then remained low until the mid 1960s, after which it rose with sharp fluctuations to a peak of 12 per cent in 1973–4, after the first oil shock following the Yom Kippur War and the Arab boycott of countries that supported Israel, and then to 13 per cent in 1980, after the oil price rise that followed the Iranian Revolution. In 1981–2 inflation fell rapidly (the Volcker disinflation, named after Federal Reserve chair Paul Volcker, who kept interest rates high), after which it generally remained low, and gradually fell. The broad pattern is similar for many other countries. For example, UK inflation followed a similar pattern, but with the peak in 1975 being over twice as high as in the United States.

[image: ]

Figure 20.1 US consumer price inflation, 1947–2015.
Source: Economic Report of the President.

This suggests that the economic history of the period since the Second World War can be divided into three main periods:

	1945–73: the so-called golden age, the period when Western Europe recovered from the war, covering the German economic miracle and what French economist Jean Fourastié called “les trente glorieuses” (the 30 glorious years of economic growth). Once the effects of the Korean War were over, inflation and unemployment were both low, though inflation began to rise towards the end of the 1960s.

	1973–mid 1980s: two oil shocks (associated with the Yom Kippur War in 1973 and the Iranian Revolution in 1979) and the emergence of “stagflation” – of simultaneous high inflation and high unemployment.

	1990s to today: a period of lower inflation and “globalization”.



This was the background to the main phases in the development of macroeconomics. Note that some of these are overlapping.

	1950s–mid 1970s: the “age of Keynes”. During this period Keynesian economics dominated.

	Late 1960s–early 1980s: the “monetarist counter-revolution” – a shift towards monetary targeting and monetary explanations of inflation. This period also involved an attempt to reinterpret Keynesian economics and to place it on new theoretical foundations.

	Late 1970s and 1980s: the rise of the “new classical macroeconomics” and “real business cycle theory”.

	1980s–mid 2000s: new Keynesian macroeconomics and emergence of “new neoclassical synthesis”, the approach to macroeconomics that dominated before the global financial crisis.



At this point you may be expecting a final phase beginning with the global financial crisis, but there will not be one because it is not yet clear how far macroeconomics has changed.

Macroeconomics in the age of Keynes

As explained in lecture 19, The General Theory was followed by attempts to translate Keynes’s theory into miniature general equilibrium models, the most successful of which was the IS-LM model. Such models could be interpreted in different ways depending on what was perceived to lie behind the equations. The focus was on questions such as the following.

	What assumptions are sufficient to derive Keynesian results? Answers included wage stickiness, an inelastic demand for investment, and a liquidity trap.

	Is Keynesian theory more general than the classical theory it claimed to supersede? Keynes claimed that it was, but if wage rigidity was necessary for Keynesian results, then that suggests that his theory may be a special case of classical theory.



A major change in relation to interwar discussions of the same problems was that the business cycle was seen as secondary to the problem of income determination. In the interwar literature, most economists had viewed unemployment and income determination as part of a theory of the business cycle, but after the war this was reversed. Income determination was explained independently of the business cycle, and a theory of the cycle was then added. The most widely discussed model of the business cycle was the Hansen-Samuelson multiplier–accelerator model mentioned in lecture 19. Part of the reason for this change was probably that the business cycle became much milder after 1945.

Considerable effort was put into developing the behavioural assumptions underlying the Keynesian system: the consumption function, the investment function and the money demand function. In all three cases, Keynes had provided what would now be called behavioural microfoundations: drawing on assumptions about human psychology he provided verbal accounts of the rationale behind his equations. In the new theories developed in the 1950s – by Franco Modigliani and Milton Friedman (consumption), Dale Jorgenson (investment) and James Tobin and William Baumol (money demand) – these verbal explanations were replaced with ones based on optimizing individual agents. As economists came to be more familiar with econometric methods, and as computing facilities became more widely available, there was an increasing volume of empirical work aimed at estimating these functions.

Theoretical development went along with empirical modelling, involving the construction of econometric models. These were usually based on the IS-LM framework, but they became very large because they were disaggregated. For example, there were typically equations for different types of consumption (non-durable and durable) and investment (investment in plant and machinery, buildings, vehicles and in inventories). Models might also distinguish between different sectors (e.g. manufacturing, construction, mining, agriculture and services), with investment and production in each sector being modelled separately. As explained in lecture 18, models differed in their emphasis depending on the concerns of their sponsors. For example, the Federal Reserve Board needed a detailed analysis of the financial sector, whereas the Treasury wanted a detailed treatment of taxation, so as to be able to analyse the consequences of adjustments to different tax rates. These models became very large, run by teams of researchers, who would typically not be familiar with those parts of the model with which they were not involved. Running and tuning the models to produce sensible results was a major task in itself, as was evaluating the models.

This was a period when a lot of attention was paid to monetary economics. The flavour of the period’s monetary economics can be provided by focusing on three individuals.

Don Patinkin (1922–95) obtained his PhD with a thesis on monetary economics at Cowles in 1947. Aiming to reformulate the theory of general equilibrium but treating money properly, he argued that the “real balance effect” – the dependence of consumption on the real value of households’ holdings of money as well as on income – was needed to render the quantity theory of money consistent with the theory of supply and demand for individual products. He explained Keynesian economics as dealing with what happens when there is an inconsistency in the equations for general equilibrium: when there is no set of prices at which all markets clear. He concluded that Keynesian economics was about the economics of disequilibrium (in the sense of supply and demand not being equal). In other words, there existed forces that would bring the economy back to equilibrium with full employment, but these forces were too weak to do so within a socially acceptable period of time. This implied that, contrary to what Keynes had claimed, the classical theory was the general case. However, though Keynesian theory might be a special case, it was the case that was relevant in the real world. His theory was summed up in Money, Interest and Prices (Chicago, IL: Row Peterson, 1956 (first edition); New York: Harper and Row, 1965 (second edition)), used as a graduate textbook till the late 1960s.

James Tobin (1918–2002) was an undergraduate and then a graduate student at Harvard, where he attended Hansen’s fiscal policy seminar. In 1941 he worked as an economist in government agencies before serving in the US Navy. After returning to Harvard to complete his education, he took a position at Yale, where he remained throughout his career. He was director of the Cowles Commission after its move to Yale in 1955, with an interlude from 1961–3 when he served on Kennedy’s Council of Economic Advisers.

Tobin was one of the main figures associated with the “new view” of money. This viewed money as being created by the banking system but, instead of explaining the quantity of bank deposits and the money supply using mechanical constructions such as the money multiplier (which relates the money supply to the quantity of reserves and desired reserve ratios), the new view focused on supply and demand for assets. Instead of models with a single asset called “money” Tobin and his associates in the Cowles Commission developed a series of models of the financial sector with multiple assets: cash, different types of bond, bank deposits and equities. Having multiple assets implied multiple interest rates and this posed the problem of which one determined investment. Tobin argued that investment would depend on the ratio of the return on capital to the cost of capital: a ratio that came to be known as Tobin’s q (loosely, the ratio of the market value of a firm or group of firms to the cost of the assets owned by the firm or group of firms). If q were greater than 1, investing a dollar would raise the value of the firm by more than one dollar; similarly, if it were less than 1, investing a dollar would raise the value of the firm by less than one dollar. q directly measured the incentive to invest. Tobin’s models of portfolio equilibrium were essentially disaggregated models of the LM curve that could be used to analyse the effects of monetary policy without any need to commit to a particular definition of money. He was also active in debating with Friedman.

Milton Friedman (1912–2006) studied at Chicago but took his PhD at Columbia, working with Simon Kuznets on “Incomes in Professional Practice”. By the time he joined the Chicago faculty in 1946 he had worked extensively as a statistician and was thoroughly versed in the methods of the NBER. Shortly after his arrival at Chicago he initiated a research project on money on which he was to work throughout his career. He came to prominence in the 1970s, when the acceleration of inflation made his ideas on controlling inflation through controlling the money supply more attractive to policy-makers. Though he did not invent the term – credit for that is due to Karl Brunner – he became associated with “monetarism”. The central monetarist idea was that controlling inflation required controlling the growth rate of the money supply. Given that Friedman and many of the governments that were attracted to his views also supported “free-market” policies, such as privatization, deregulation and cutting support for industry, in popular discourse monetarism evolved into a catch-all term covering such policies.

Friedman’s first significant statement of his monetary economics came with his “The Quantity Theory of Money: A Restatement”.1 The quantity theory had been discredited by the instability of the velocity of circulation in the 1940s and Friedman tried to reinstate it by arguing that it was not a theory about a constant velocity of circulation. The theory was based on the assumption that the demand function for money was stable, which meant that if factors (such as interest rates) in the function changed, so too would the velocity of circulation. He then embarked on a programme of empirical work, very much in the NBER tradition, to show that the money demand function was stable and that monetary changes have powerful effects but with an unpredictable lag. The unpredictability of the lag, which also applied to fiscal policy, ruled out active counter-cyclical stabilization policy.

One of Friedman’s most important and influential works, written jointly with Anna Schwartz, was A Monetary History of the United States, 1857–1961 (Princeton, NJ: Princeton University Press, 1963). This established several propositions.

	Money supply had sometimes changed for reasons not linked to demand. In other words, money supply could be an independent factor.

	The Great Depression was caused by incompetent monetary policy. Had the authorities kept to a monetary rule and not allowed the money supply to collapse, the Great Depression would not have happened.



Friedman also engaged in a series of debates with Keynesians. Two will be picked out as illustrations.

	Is the money multiplier (income/money supply) more or less stable than the Keynesian multiplier (income/investment)? Friedman and David Meiselman2 argued that the former was more stable; Albert Ando and Franco Modigliani3 then showed that if variables were defined differently (a measure of autonomous expenditure rather than just investment), the result could be reversed. The outcome was to show that simple reduced-form equations could not settle the dispute. This was the motivation for Ando and Modigliani to embark on the construction of a large-scale structural model: a project that the Federal Reserve supported for other reasons (their model was discussed in lecture 18).

	Does evidence on the timing of changes in the money supply over the cycle show that money causes economic activity? Friedman argued that it did, changes in the money supply preceding changes in prices. Tobin constructed a theoretical model in which, by construction, money had no causal role, and showed that it could produce the timing that Friedman found in the data.4



Despite Friedman’s persistent efforts to undermine it, the Keynesian consensus survived right through the 1960s. It was only when economic circumstances changed in the 1970s that challenges were successful. But before then economists had begun to raise questions about the theoretical basis for Keynesian theory.

Reinterpreting Keynes

In 1965, Robert Clower (1926–2011), an American who had studied with Hicks in Oxford but had failed to get his PhD, proposed a new microeconomic foundation for the Keynesian consumption function.5 He argued that if, as in Walrasian theory, households maximized utility subject to prices and endowments, the result would be a set of demands that he labelled “notional” demands. These were the demands that would be expressed if households could buy and sell as much as they liked at prevailing prices. However, if they were unable to sell as much labour as they wished, they would face a second constraint. Optimization subject to this additional constraint yielded “effective” demands for goods. For example, if the wage rate were $20 per hour, the average household might wish to work for 40 hours a week, giving it $800 to spend on consumption goods. If there were unemployment, and it was possible to work no more than 35 hours a week (this might be an average of seven households still working a 40-hour week and one household unemployed), the result would be an average income of $700, which would force households to consume less. The result was a consumption function like the Keynesian one, in which consumption depended on the hours that workers could actually work, not the hours that they would choose to work if work were freely available. This was his “dual-decision hypothesis”. Without it, Clower argued, Keynesian economics made no sense.

Clower’s idea was taken up by Axel Leijonhufvud (1933–) in a PhD thesis, published as On Keynesian Economics and the Economics of Keynes (New York: Oxford University Press, 1968). This tackled head on the argument about whether Keynesian economics or traditional theory was the more general case. He argued that Keynesian economics was about what would happen when there was no Walrasian auctioneer to coordinate transactions. In the absence of the auctioneer – a fictitious character who clearly did not exist in the real world – transactions would take place outside equilibrium (reaching equilibrium would take time, and transactions would be taking place all the time) and this would lead to the quantity constraints modelled by Clower. Leijonhufvud adopted a Hayekian view of markets as an information-processing mechanism, but whereas Hayek had focused on the coordination that would take place, Leijonhufvud argued that coordination would fail. He explained Keynesian unemployment as the result of an intertemporal coordination failure, in that it was a failure to coordinate saving and investment, both of which involved intertemporal choices.

Leijonhufvud’s book, with its claim that what passed for Keynesian economics was not the economics of Keynes, attracted a great deal of attention and inspired many economists to rethink their approach to macroeconomics. However, it did not provide any formal model that could be analysed. The basis for such a model was found in a parallel between Clower’s dual-decision hypothesis and an argument used by Patinkin: namely, that if firms cannot sell as much output as they wish, their demand for labour will be determined by the quantity of goods they can sell. These two ideas were put together by Robert Barro and Herschel Grossman in “A General Disequilibrium Model of Income and Employment” (1971), which over the following decade became the most widely cited article in the American Economic Review.6 The model showed how it was possible to have an equilibrium in which there was excess supply in all markets: employment was low because firms could not sell the goods they would ideally have sold, and sales of goods were low because households could not sell as much labour as they wanted to sell.

During the early 1970s a very large literature on “disequilibrium macroeconomics” developed. Part of this literature, like the paper by Barro and Grossman, involved using aggregative macroeconomic models. However, the problem was also tackled in the context of general equilibrium theory. Applying the ideas of Clower and Patinkin, general equilibrium theorists developed new concepts of “equilibrium with rationing”, notable examples being Jean-Pascal Benassy, a French student who wrote a PhD dissertation with Gerard Debreu at Berkeley, and Jacques Dreze at the University of Louvain. For some economists, when prices were rising rapidly it did not make sense to construct models in which prices were taken as given (as was the case with the Barro–Grossman model), but equally, in the turbulence of the 1970s, it was hard for many economists to believe that the world was in equilibrium: how could a world with 15 per cent inflation and rising unemployment be in a market-clearing equilibrium? Disequilibrium theory provided a way of analysing what might be going on.

Disequilibrium theory also pushed economists towards thinking about imperfect competition. As Kenneth Arrow had pointed out in 1959, disequilibrium logically implies imperfect competition. Competition can be perfect only if people can buy and sell as much as they like at the going price, and disequilibrium, in which some people are rationed, means that this condition is not satisfied. This means that if adjustments take place in real time, with trading taking place, competition must be imperfect, not because of institutional imperfections but as a simple matter of logic. Of course there were also reasons why prices might not be perfectly flexible, and such arguments were developed from the late 1970s.

However, though some economists concluded that the 1970s showed that markets could not be in equilibrium, the research programme best represented by Edmund Phelps and Robert Lucas took the contrary view. They assumed that markets were in equilibrium but that information was imperfect, causing departures from full employment.

The rise of monetarism and the new classical macroeconomics

During the 1970s the large rise in inflation was accompanied by monetary expansion, and in some countries the monetary expansion came first, seemingly lending support to Friedman’s claims. Just as important, when faced with stagflation, Keynesian economics did not provide clear policy guidance: should demand be expanded to stop rising unemployment or should it be contracted to halt inflation? The Phillips curve, discussed in lecture 21, received much more attention than it had received in the 1960s.

Monetarism – the doctrine associated with Friedman – was a strongly empirical doctrine. Friedman had attempted to build a case for the quantity theory not by constructing a formal theoretical model – he repeatedly referred to the quantity theory not as a theory but as a “framework” – but by building up a body of statistical evidence to support his claims. Also, he argued consistently that in the short run there was no clear relationship between money and economic activity due to the long and variable lags involved. The monetarist argument was that if the growth of the money supply was high for an extended period, perhaps a decade, this would be followed by a period of high inflation. In the late 1970s governments increasingly turned to monetary targeting as a means of controlling inflation and stabilizing economic activity.

However, Friedman’s monetarism was not the only reason for introducing such policies. Jacques Polak, at the International Monetary Fund, had worked out a monetary theory of the balance of payments, relating balance of payments imbalances to stocks of assets being held. For example, when Britain adopted monetary targeting, about a year after a crisis when sterling had almost fallen to parity with the US dollar, it targeted “domestic credit expansion”, focusing not on the whole of the money supply but on the domestically generated component, for it was this that was thought relevant to Britain’s balance of payments problems. British policy was more consistent with Polak’s monetary theory of the balance of payments than with Friedman’s monetarism.

Although Friedman’s name came to be attached to monetarism and the contractionary policies that were pursued in many countries in the late 1970s and 1980s, his policy recommendations were not always followed. He was also associated with “free markets” and deregulation, and this could work against his views on monetary policy. One favoured policy was abolishing foreign exchange controls – allowing people to buy and sell foreign exchange freely – a policy that made monetary targeting more difficult. One of the problems with monetary targeting was that if a particular monetary aggregate was targeted (M3, say), there would be an incentive to move to assets that were not included. If there were no exchange controls, it would be possible to move assets offshore or into domestic holdings of foreign currency. This came to be known as Goodhart’s law, named after an economist at the Bank of England, Charles Goodhart: the law that if you target a monetary aggregate it becomes irrelevant.

A further problem was the relationship between monetary and fiscal policy. If governments were running budget deficits, then tight monetary policy might require very high interest rates. To avoid this, governments might attempt to restrict government spending (which many conservative governments wanted to do for other reasons) to reduce the deficit. In Britain, the “Medium Term Financial Strategy” was a plan for simultaneously reducing government deficits and the growth rate of the money supply; such policies were far from the policies advocated by Friedman.

Whatever Friedman’s influence in the policy sphere (and with public opinion), developments in academic macroeconomics came to be dominated by the new classical macroeconomics. This involved a set of ideas to which Friedman never subscribed. Three main elements are worth picking out.

	In “Expectations and the Neutrality of Money”,7 Robert Lucas used the assumptions of continuous market clearing and rational expectations to derive some strong neutrality propositions in a model in which fluctuations were driven by unanticipated monetary shocks. Where Friedman had argued that monetary policy would have powerful, though unpredictable, effects, and that the effects of monetary changes would be long lasting, Lucas argued that they would be minimal; where Friedman argued that stabilization policy would be too difficult to be successful, Lucas argued that it was impossible (unless the government had information that the private sector did not have).

	Robert Barro’s theory of what he called Ricardian equivalence8 argued that fiscal policy would be impotent. An increase in government spending financed by borrowing would cause households to anticipate future taxes, and this would cause them to reduce their consumption, exactly offsetting the rise in government spending.

	Perhaps the most important argument, and certainly one of the most cited, was what came to be called the Lucas critique.9 This was a criticism of the prevailing Keynesian macroeconometric models, which needed significant modifications after the supply shock of 1973–4 (these models are discussed in lecture 18). Lucas’s argument was that these models were based not on what he believed were the fundamentals of individual tastes and technology, but on correlations that would disappear as soon as policy was changed. It led him to advocate a different modelling strategy involving the use of smaller, theoretically more consistent models.



During the late 1970s Lucas’s monetary-shocks theory of the business cycle was extensively tested and the conclusion was reached that it did not fit the data. A solution to the problem was found by Finn Kydland and Edward Prescott (1982), who, accepting many of Lucas’s assumptions, assumed that the cycle was driven by real (technology) shocks. They measured such shocks using the Solow residual, or the growth in total factor productivity: what was left over after the contributions of capital and labour were deducted from the growth rate of output. They also turned to calibration as the means by which to estimate their models. This involved starting with values for the parameters – ideally taken from microeconomic studies but otherwise guessed – and then running simulations. These simulations would be compared with real world data and the parameters would then be adjusted to improve the match.

Like new classical models, real business cycle models generated results that many economists found implausible and unacceptable. Many economists, still sympathetic towards Keynesian ideas, accepted much of the new classical methodology – notably rational expectations and formal optimizing microfoundations – but explored reasons why markets might not work smoothly, including the following.

	Asymmetric information: for example, workers might know more about their own abilities than did potential employers.

	Imperfect competition: this could include union power or firms having market power in commodity markets.

	Menu costs: it may cost money to change prices.

	Implicit contracts: even when there is no formal requirement to do so, firms might choose to retain workers when demand falls, so as to make it easier to retain good workers and to avoid costs of having to recruit new staff when demand improves.



Unlike disequilibrium theories, these theories, which came to be labelled “new Keynesian”, provided formal models to explain why markets might not behave as perfectly competitive markets rather than just assuming that they did not. Disequilibrium theory continued to be developed, but it was increasingly seen as a specialized type of theory, perhaps most relevant in command economies, and it became unfashionable. It was mostly displaced by theories of imperfect competition.

Increasingly, most macroeconomists, whether real business cycle theorists or new Keynesians, worked with general equilibrium models that were both dynamic (modelling consumption decisions over time) and stochastic (random shocks were an integral part of the theory). Dynamic stochastic general equilibrium (DSGE) modelling increasingly became the standard way to do macroeconomics, to the extent that it became difficult to publish other types of model (such as more eclectic models, not based on formal optimizing microfoundations) in the top journals. Given that new Keynesians were increasingly using DSGE models, and that real business cycle theorists increasingly incorporated lags and frictions into their models to explain the properties of the data, the result was a gradual convergence of the two approaches. By 2000 there was talk of a “new neoclassical synthesis” and of the distinction between real business cycle and new Keynesian models having disappeared. The foundations were optimality, rational expectations and imperfect competition. This was the dominant approach to macroeconomics at the time of the global financial crisis in 2007–8.

Recent developments

During the 1990s economists turned in a big way towards experimental and behavioural economics. Behavioural finance became important. There were also heterodox economists, such as Hyman Minsky, who saw the financial system as highly fragile and liable to lapse into crisis. However, these approaches were generally not taken seriously in macroeconomics, where DSGE modelling dominated. In the years before the crisis the models appeared to work but, not having a banking sector, they were unable to pick up the impending crisis, much as the Keynesian models in use in the 1970s were unable to handle the supply shocks that disrupted economic activity after 1973. The reason why the models did not take account of the implications of systematic bank failures was arguably division of labour: bank regulation and derivatives trading were considered specialist fields. The next crisis might come from, for example, an environmental catastrophe or from the outbreak of nuclear war rather than from finance. Does this mean that macroeconomic modellers should also be environmental economists and international relations specialists as well as specialists in finance? If so, their models would become models of “everything”. There are surely some things that macroeconomists should take as exogenous shocks, not trying to forecast them but being prepared to examine their consequences if they occur. There is, of course, room for debate over where to draw the line between such shocks and things that should be modelled.

Faced with the prospect of a recurrence of the Great Depression after 2008, there was a burst of interest in Keynes.10 Policy-makers turned to Keynesian remedies until, when this fear had gone, they turned back to austerity: that is, to attempts to reduce government debt by reducing government spending. New macroeconomic models were developed but it is not clear that there were fundamental changes in macroeconomics. DSGE modelling remains the standard approach in macroeconomics. However, there was some change. When it became clear that many economies were stagnating and that there was little that central banks could do about this, interest rates having fallen to virtually zero (and even below zero in some cases), there was a revival of the idea of secular stagnation. This revived an idea associated with Hansen (discussed in lecture 19) and widely discussed in the 1940s and 1950s, and used by some Keynesians to explain what they saw as stagnation under President Eisenhower. Secular stagnation involved the idea that there might be a chronic shortage of demand, which Lawrence Summers, formerly US treasury secretary, explained in terms of a negative Wicksellian natural rate of interest (discussed in lecture 14).11 If the natural rate is negative and the market rate of interest cannot fall below zero, the natural rate will be below the market rate, creating deflationary pressure.12

5. Questions for discussion

	Discuss the view that the main difference between the macroeconomics of the “Golden Age” and that of the period after 1973 was a reluctance to assume that markets were competitive.

	Why did many economists working around 1970 believe that Keynes needed to be reinterpreted, and how did they attempt to do this?

	What was monetarism and why did it become fashionable in the 1970s and 1980s?
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Lecture 21

Inflation and the Phillips Curve

1. Aims of the lecture

	To show how reading what economists actually wrote can sometimes be enough to challenge a history that virtually all economists accept. The fact that economists are near unanimous in what they know about the history of their discipline does not necessarily mean that their history is correct.

	To tell the story of how economists have analysed the relationship between inflation and unemployment.

	To speculate on how and why erroneous versions of the history became established.



This lecture is a lesson in the importance of reading original texts carefully and not assuming that commentators, who may not have read the papers they discuss, are necessarily correct.

2. Bibliography

This lecture is essentially based on one book: J. Forder, Macroeconomics and the Phillips Curve Myth (Oxford: Oxford University Press, 2014). Some of the material can be found in articles Forder wrote en route to the book, and an article on incomes policy serves as a reminder of how differently labour market problems were conceived from the 1950s to the 1970s: J. Forder, “Friedman’s Nobel Lecture and the Phillips Curve Myth”, Journal of the History of Economic Thought 32:3 (2010), 329–48; J. Forder, “The Historical Place of the ‘Friedman–Phelps’ Expectations Critique”, European Journal of the History of Economic Thought 17:3 (2010), 493–511; R. E. Backhouse and J. Forder, “Rationalizing Incomes Policy in Britain, 1948–1979”, History of Economic Thought and Policy 1:1 (2013), 17–35.

The lecture focuses on three papers: A. W. Phillips, “The Relation Between Unemployment and the Rate of Change of Money Wage Rates in the United Kingdom, 1861–1957”, Economica 25:100 (1958), 283–99; P. A. Samuelson and R. M. Solow, “Analytical Aspects of Anti-Inflation Policy”, American Economic Review 50:2 (1960), 177–94; and M. Friedman, “The Role of Monetary Policy”, American Economic Review 58:1 (1968), 1–17.

K. D. Hoover’s “The Genesis of Samuelson and Solow’s Price-Inflation Phillips Curve”, History of Economics Review 61 (2015), 1–16, provides a detailed reconstruction of the way in which Samuelson and Solow calculated the Phillips curve in their paper.

3. Chronology

	1958	Phillips, “The Relation between Unemployment and the Rate of Change of Money Wage Rates …”
	1960	Samuelson and Solow, “Analytical Aspects of Anti-inflation Policy”
	1967	Phelps, “Phillips Curves, Expectations of Inflation …”
	1968	Friedman, “The Role of Monetary Policy”
	1973	Yom Kippur War and oil crisis
	1977	Friedman’s Nobel Lecture


4. Lecture summary

The Phillips curve, shown in figure 21.1, is a central component of modern macroeconomics, serving both as a theory of inflation and as an aggregate supply curve. It is generally believed to be vertical in the long run, when inflation is perfectly anticipated, and downward sloping when inflation is not correctly anticipated or there are lags and frictions. The conventional story is that Bill Phillips of LSE discovered the relation between inflation and unemployment in 1958; that Paul Samuelson and Robert Solow noticed that it provided a menu of inflation–unemployment combinations over which policy-makers could optimize, “buying” lower unemployment at the cost of higher inflation; and that in 1967–8 Edmund Phelps and Milton Friedman corrected this by taking account of expected inflation, showing that in the long run there was no trade-off.
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Figure 21.1 The modern textbook Phillips curve.

The natural rate of unemployment is the only unemployment rate at which inflation can be constant. The short-run Phillips curve is drawn for a given expected rate of inflation; if that changes, then the curve will shift up or down in proportion. So if unemployment is less than the natural rate, inflation, given by the short-run Phillips curve, will be higher than expected, so expected inflation will rise, shifting the short-run Phillips curve upwards, a process that will continue until unemployment returns to the natural rate. For unemployment above the natural rate, the opposite happens. The problem is that virtually all of this story is wrong.

The lecture will focus on three papers, by Phillips, by Samuelson and Solow, and by Friedman, selected from a vast literature. To set the context it is useful to make some initial points about how economists wrote about inflation and unemployment before Phillips’s paper.

	It was well known that there was a negative relationship between inflation or wage changes and unemployment or the level of output; such variables regularly appeared in econometric equations for wages. This can even be found in David Hume’s work in the eighteenth century, and in 1926 Irving Fisher had provided a statistical analysis of the relationship between inflation and employment.1

	The dependence of wage changes on expected inflation was taken for granted: it often entered as a discussion about cost-of-living adjustments to wages.

	In much of the literature, it was widely assumed that labour markets were imperfectly competitive or oligopolistic. Wage bargaining processes were assumed to be complex, and to understand them required specialized expertise in industrial relations. This provided a theoretical rationale for “incomes policy”: policies that intervened directly on wages or their rate of change.2



A. W. H. Phillips “The Relation Between Unemployment and the Rate of Change of Money Wage Rates in the United Kingdom, 1861–1957” (1958)

Bill (A. W. H.) Phillips (1914–75) was a New Zealander who studied at LSE, working on electrical engineering before the Second World War and on sociology after it. He then turned to economics. Interested in control theory, he was the creator of the Phillips machine: an analogue computer that depicted the circular flow of income using coloured water flowing through a system of pipes and tanks.

The objective of Phillips’s paper was to show that the rate of change of money wages depends on:

	the unemployment rate;

	the rate of change of unemployment; and

	the rate of change of retail prices, operating through cost-of-living adjustments, though this becomes an additional factor only when there are rises in import prices.
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Figure 21.2 The Phillips curve.
(Note: this curve was estimated from a scatter of observations over the period 1861–1913.)

The curve was a nonlinear relationship estimated for the period 1861–1913; it is shown in figure 21.2. The data moved in cycles around the curve, inflation being above the curve when unemployment is falling and below the curve when unemployment is rising.

Phillips then noted that the same curve fitted the data for 1913–48, with the exception of the years 1919, 1921–2 and 1940. He explained these as years when there were unusually rapid changes in import prices and the cost of living. He did the same with the period 1948–57, though here Phillips brought in a discussion of demand-pull and cost-push inflation. In modern textbooks these labels are used to refer to inflation caused by shifts in aggregate supply and demand curves – it is terminology that does not make much sense. However, in a world of oligopoly, in which there is indeterminacy in the wage bargaining process, the distinction makes much more sense. Demand-pull inflation is caused by excess demand, whereas cost-push inflation is caused by the use of monopoly power to push up wages. In his paper, Phillips tried to quantify these two effects.

	Demand-pull inflation was the inflation given by the curve.

	The cost-push element in wage inflation was modelled by including the increase in retail prices over the previous year.

	Import prices were noted as an additional factor.



He also took into account the effects of incomes policy in moderating wage demands in some years.3

If the relationship between unemployment and money wages was already well known, why did Phillips’s paper get so much attention? There are several possible answers. One is that it showed that there had apparently been a stable relationship over a century, despite enormous upheavals that might have been expected to change the way the labour market worked. Possibly more importantly, it provided a good starting point for Phillips’s younger colleague Richard Lipsey, who wanted to show that economic theory could be tested empirically. Lipsey (1960) impressed many readers and he discussed Phillips’s article in great detail.4 Lipsey provided a formal theory to explain the curve: a linear relationship between wage changes and excess demand, augmented by a theory of matching between workers and jobs to explain the curvature. If unemployment was very high, jobs could be filled easily and so there would be little frictional unemployment; if unemployment were very low, then unemployed workers could find jobs easily, also leading to low frictional unemployment. It was in the middle when matching was more difficult that frictional unemployment would be highest.

Paul Samuelson and Robert Solow, “Analytical Aspects of Anti-inflation Policy” (1960), and the Phillips curve before 1968

Published in the American Economic Review, this paper had previously been presented in a session on how to achieve a stable price level. This arguably explains some features of the paper: it was intended as an informal talk to provoke discussion of a topic that was of great policy relevance. There was great concern among policy-makers that inflation was creeping upwards even though there remained significant unemployment, which had led to an interest in “cost-push” (the effect of unions bargaining for higher wages), a phenomenon also described as the “new inflation”. Since the article had started out as an informal talk, there ended up being much less detail on the procedures that had been followed than would be normal in a regular academic article. Samuelson and Solow began by reviewing theories of inflation:

	the quantity theory of money;

	Keynesian aggregate demand (rises in demand lead to inflation at full employment); and

	cost-push and demand-shift theories (high demand in some sectors causes prices to rise, while prices fail to fall in sectors where demand is low).



This led Samuelson and Solow to ask how it was possible to test which type of inflation was occurring. After explaining why it was very difficult to distinguish between causes of inflation, they concluded that it would be good to know more about how real demand behaved in times of inflation, and the relationship between money wages and unemployment. It was here that they turned to what they called “the fundamental Phillips schedule”. Phillips had shown that British wages would be stable at around 5 per cent unemployment and that, because productivity was growing at 2.5 per cent, prices would be stable at 2.5 per cent unemployment. There was, they argued, no comparable study of the United States. Before turning to such a study, they noted that there might be no Phillips curve for the United States, and that, if there were such a curve, it might depend strongly on “remembered experience”.

Samuelson and Solow looked at a scatter diagram of US data and concluded that if exceptional periods, such as 1933–9 (the New Deal) and the First World War, were removed, there did appear to be a relationship similar to the one Phillips found. They then plotted a curve plotting price rises against unemployment. This appears to have been calculated by estimating a Phillips curve relating change in money wages to unemployment, and adding mark-up to obtain price inflation.5 Their “best guesses” were that 5–6 per cent unemployment was needed for price stability (i.e. wage increases equal to productivity growth) and that to get 3 per cent unemployment (roughly full employment) might need 4.5 per cent inflation. This was illustrated with what they described as a “modified Phillips curve for the US”.6 By plotting price inflation on the vertical axis they were able to show the trade-off, or “menu of choice”, between different degrees of price stability and unemployment.
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Figure 21.3 Samuelson’s and Solow’s “modified” Phillips curve.

It differed from the original Phillips curve in showing not the rate of change of money wages but price inflation, and they described it as estimated from the last 25 years of US data. However – and this is a key point – despite describing this as a “menu of choice”, they did not believe it would be stable. Given later ideas about what Keynesian economists in this period believed, it is useful to quote their conclusions in some detail.

It would be wrong, though, to think that our Figure 2 [figure 21.3] menu that relates obtainable price and unemployment behavior will maintain its same shape in the longer run. … [I]t might be that the low-pressure demand would so act upon wage and other expectations as to shift the curve downward in the longer run – so that over a decade, the economy might enjoy higher employment with price stability than our present-day estimate would indicate. But also the opposite is conceivable. A low-pressure economy might build up within itself over the years larger and larger amounts of structural unemployment (the reverse of what happened from 1941 to 1953 as a result of strong war and postwar demands). The result would be an upward shift of our menu of choice, with more and more unemployment being needed just to keep prices stable.7

Given the importance of the point it bears repeating that Samuelson and Solow had calculated the Phillips curve for the United States but they did not believe that it would be stable. Its position would depend on how expectations responded to experience, and what happened to structural unemployment.

In the 1960s there developed a large literature on estimating Phillips curves. This literature reveals several characteristics.

	There was hardly any interest in calculating an optimal point on the Phillips curve.

	Price changes were adequately taken into account.

	Most of the literature does not start from Phillips.

	The effect of price changes on wages is often central.



Econometric techniques were limited, which meant that estimated equations did not always match economic theory. There was also a focus on bargaining theory, reflecting the general view of the labour market as dominated by unions and collective bargaining. Profits and unemployment played a role in bargaining, and attention was paid to institutional features of the labour market such as “wage rounds” (the order in which different unions negotiated wages each year) and the structure of the labour market.

The literature also focuses on reducing inflation, calculating the unemployment needed to achieve price stability and using structural policies to improve the trade-off. The idea that higher employment could be bought by having higher inflation is rare, and where inflation was advocated it was usually at rates of no more than 3 per cent.8

Milton Friedman’s presidential address to the American Economic Association: “The Role of Monetary Policy” (1968)

Friedman’s presidential address to the AEA is widely credited with introducing the expectations-augmented Phillips curve into economics. However, as the title of the address made clear, that was not its subject. Friedman was seeking to establish what monetary policy could and could not do. He began by explaining how the pendulum had swung regarding the scope for monetary policy. In the 1920s it was believed that monetary policy had been responsible for prosperity, but after the Second World War there had been a move in the other direction: it was believed that there were limits on what monetary policy could do (it might be impossible to lower interest rates, and if they were lowered, this might have little effect) and that fiscal policy was more powerful. It was believed that monetary policy should simply be directed at keeping interest rates low, so as to keep down the burden of government debt and contribute to the euthanasia of the rentier. However, the result of trying to keep interest rates low was not prosperity, but inflation.

Drawing on the conclusions of his own work in the 1950s and 1960s, Friedman argued that the situation was changing, in that there was a revival of belief in the potency of monetary policy. His work with Anna Schwartz had shown that the Great Depression was the result of bad monetary policy: it did not show that monetary policy was powerless.9 To the contrary, it showed the power of bad monetary policy (allowing the money supply to collapse) to cause a depression. His work with several other authors showed that it was difficult to use fiscal policy because of the long and variable lags involved.

This was the setting for the theoretical core of his argument. The two things monetary policy cannot do were precisely those things that policy-makers had tried to do.

	It cannot peg interest rates for more than very limited periods. Friedman’s argument here made use of the distinction between money and real interest rates, and the argument that low real interest rates would stimulate spending. Keeping interest rates low would require ever-larger open-market purchases of bonds.

	It cannot peg unemployment for more than very limited periods. This was the point at which he introduced the concept of the natural rate of unemployment and claimed that increasing or decreasing inflation would be needed to keep unemployment away from the natural rate.



He then drew attention to the analogy with the Phillips curve, arguing that Phillips had failed to distinguish between nominal and real wages. Yet Phillips had clearly recognized that wages depended on the cost of living; moreover, he had not been discussing a country such as Brazil, which faced hyperinflation, but Britain, a country that had generally experienced low inflation. Friedman claimed, on the basis of his own work, that although there was no permanent trade-off between inflation and unemployment, it might take 20 years for complete adjustment to a rise in inflation to take place. He did not draw any Phillips curve.

He then explained what monetary policy could do.

	It could prevent money from being a source of disturbance.

	It could provide a stable background for the economy.

	It could offset major disturbances (such as during the Great Depression).



Friedman therefore advocated avoiding major swings in policy and maintaining a steady growth rate of the money supply.

Phillips curves after 1968

Though Friedman’s presidential address received more publicity, the simultaneous derivation of an expectations-augmented Phillips curve by Edmund Phelps was more important than Friedman’s loose and informal arguments. Phelps constructed a formal model of the labour market in which workers had limited information about other workers’ real wages, and derived a relationship between inflation and unemployment similar to the one discussed by Friedman. Shortly afterwards he organized a conference that brought together economists interested in problems of information in labour markets. The book arising out of the conference Phelps organized, Microeconomic Foundations of Employment and Inflation Theory (1970), opened up a field of research that was capable of going in different directions. One direction was taken by Robert Lucas, a contributor to the volume, who showed that when output–inflation trade-offs of the type Phelps had derived were combined with rational expectations, departures from what Friedman had called the natural rate of unemployment had to be unpredictable. The implication was that only random, unpredictable monetary policy could affect output, and that it was impossible to use monetary policy to stabilize the economy. This was the new classical macroeconomics discussed in lecture 20.

However, though economists began to model expectations more formally in the 1970s – this was the period when the phrase “the Phillips curve” came to be widely used – it was taken to be a traditional argument, not a new one. As was the case for Samuelson and Solow, the breakdown of the Phillips curve might occur for reasons other than expectations about inflation. Much work in the early 1970s had nothing to do with either Friedman or Phelps. For example, there was much discussion of bargaining and union militancy: a phenomenon that could hardly be avoided in some countries, especially Britain, at this time. Discussions of inflation changed because of new circumstances: in many countries unions did appear to become more militant, and inflation acquired momentum.

In the 1980s, under Federal Reserve Chair Paul Volcker, inflation and unemployment fell very rapidly in the United States. However, in Europe unemployment took much longer to come down, leading to a new question being asked about the inflation–unemployment relationship. Hysteresis – the idea that once unemployment rose for a period, it would become permanent – was widely discussed, as were notions such as “Eurosclerosis”: a term used to denote the growing inflexibility of European markets. It became less clear that it made sense any more to speak of a natural rate of unemployment, for the unemployment rate associated with constant inflation seemed to have risen. Economists began speaking about a NAIRU (a non-accelerating inflation rate of unemployment), and constructed theories to explain it. A widely discussed theory was the bargaining theory developed by Richard Jackman, Richard Layard and Stephen Nickell, in which the NAIRU was endogenous, with changes being explained by factors such as rises in energy prices.10 These models did contain Phillips curves, but they looked very different from anything that went by that name in the 1960s.

The persistence of the Phillips curve myth

It can be established, simply by reading what economists wrote in the 1950s and 1960s, that although it can be found in many textbooks and is widely believed by economists, the account of the Phillips curve given in the introduction to this lecture is completely wrong. A few points are sufficient to make this point.

	Economics understood the role of expectations throughout the whole postwar era, and probably long before. There was no novelty in the idea, and the idea that Phillips and his contemporaries did not understand the difference between nominal and real wages is nonsense. They may have tried to take account of it by talking about the dependence of money wages on the cost of living, but this does not mean they did not understand the relationship.

	The idea of a negative relationship between inflation and unemployment was well established before Phillips. Tinbergen and Klein were among many prominent economists who used such a relationship in their econometric work. Phillips’s novelty lay in his argument that the relationship between money wage changes and unemployment had not changed over a century.

	The term “Phillips curve” did not become a central feature of macroeconomic discussions until after Friedman’s presidential address.



So where did what Forder calls the myth of the Phillips curve come from? One possible answer is Milton Friedman’s Nobel Lecture in 1977. In this lecture, for which his main audience was non-economists, he wanted to justify the existence of the Nobel Memorial Prize in Economic Sciences by giving an example of progress in economics. He made the history of the Phillips curve into a story of progress: a story of the creation of a community of “modern” economists who have thrown off false ideas from the past.

One reason why the myth persists is that, if economists before 1968 understood the role of expectations, it becomes necessary to work out why they talked about inflation in the way that they did: it becomes necessary to understand older ideas about wage determination (in which oligopolistic labour market institutions played a major role), which do not fit into the modern framework of formal models of competitive equilibrium. Instead of trying to understand this foreign way of thinking, it is easier to read this literature in the light of modern theory.

5. Questions for discussion

	Explain how changes in their assumptions about competition have affected the way economists have thought about the relationship between inflation and unemployment?

	What was Milton Friedman trying to achieve in his presidential address to the American Economic Association? How did this differ from widely held ideas of what the address was about?

	Explain how a desire to show that there is clear progress in economics can lead to misreading of the history.
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Lecture 22

Popular Economics

1. Aims of the lecture

	To introduce some popular twentieth-century writers on economics.

	To place these economists in the context of economists’ involvement in public life more broadly.

	To show how the role of economists in public discourse has changed during the twentieth century.



Note that there is considerable potential overlap between this lecture and lectures 23 and 24 in that, in democracies, there are connections between public discourse and the making of economic policy.

2. Bibliography

T. Mata and S. G. Medema (eds), The Economist as Public Intellectual, annual supplement to History of Political Economy 45 (Durham, NC: Duke University Press, 2013). This volume contains an introduction that offers a framework for thinking about the role of economists in public life and a series of case studies. The introduction contains an extensive bibliography to which readers should turn to find more elaborate discussions of the issues discussed here.

C. D. W. Goodwin’s Walter Lippmann: Public Economist (Cambridge, MA: Harvard University Press, 2013) gives an account of the economist who was, with little doubt, the leading journalist and interpreter of economics in the United States for much of the twentieth century.

R. Parker’s John Kenneth Galbraith: His Life, His Politics, His Economics (New York: Farrar, Strauss & Giroux, 2005) is an intellectual biography of the economist, political adviser and public figure who was probably the most well-known economist in the 1950s and 1960s.

3. Chronology

	1889	Lippmann born
	1908	Galbraith born
	1922	Lippmann, Public Opinion
	1934	Lippmann, The Method of Freedom
	1934–9	Galbraith becomes instructor at Harvard
	1937	Lipmann, The Good Society
	1941–3	Galbraith in Office of Price Administration
	1952	Galbraith, The Economics of Price Control and American Capitalism
	1958	Galbraith, The Affluent Society
	1969	Galbraith, The New Industrial State
	1974	Lippmann death
	1977	Galbraith, The Age of Uncertainty
	2006	Galbraith death


4. Lecture summary

Popular economics

Economics has always had its popularizers, but in the late-nineteenth and twentieth centuries, as economics became a specialized academic discipline, and a fortiori as it became more mathematical, the need for popular interpretations increased. Though the boundaries between them are very blurred, it can be useful to distinguish between three types of popular writing. Some popular writers translated academic work into material that non-specialists could understand. This covers both textbook writers, simplifying the subject for students, and writers who simplify in order to reach any interested reader. There are also economists who, though having good academic credentials, choose to develop some of their ideas in works that can be read by the general public. Others, perhaps the more interesting, are those economists who used the freedom of writing for a popular audience to develop ideas that never made it into the academic journals. The four economists discussed in lecture 8 (List, Carey, Bastiat, George) fall into the latter category.

A good example of the last category is J. A. Hobson, discussed in lecture 13, whose unorthodox challenges to Pigou’s welfare economics were addressed as much to the general public as to professional economists. Though he did publish in the Quarterly Journal of Economics, most of his work was published either in general or philosophical journals, or in books aimed at a wide audience. Part of the explanation for this is that some of his writings were as much political as economic. Keynes, discussed in lecture 17, also sought an audience beyond his academic colleagues. The Economic Consequences of the Peace (1919) was as much a political tract as an economic analysis, and it was published to popular acclaim. Like Hobson, he was a journalist and never a pure academic, and of his main works, only the relatively unsuccessful Treatise on Money was aimed at an exclusively academic audience. The General Theory might have been incomprehensible to most non-economists but the book was priced and marketed so as to encourage many non-economists to buy it. Economists could be public intellectuals as well as obscure academic experts.

In the past 20 years there has been an explosion of books seeking to explain economic ideas to a general public – quite distinct from the enormous market for textbooks. Steven Levitt, Stephen Dubner, Timothy Harford and other academic economists created a genre in which economic analysis was applied to resolve problems that, to the uninitiated, seem to have nothing to do with economics.1 It could be seen as Chicago economics (lecture 24) or as economics imperialism (lecture 16) taken to its extreme. It is a literature that has been accused of lacking in seriousness.2 It could hardly be more different from the attempts to correct what are seen as misapprehensions held by the public concerning key policy issues. Paul Krugman, who made his reputation as an international trade theorist constructing formal models, a reputation cemented by the award of the Nobel Memorial Prize, achieved a public profile when he started writing columns for the New York Times, many of which formed the basis for a series of books on contemporary policy problems. Similar remarks could be made about Joseph Stiglitz, also a Nobel Memorial Prize winner, who achieved prominence as chair of the Council of Economic Advisers under Bill Clinton, and then as chief economist at the World Bank. During his time at the World Bank he challenged conventional views, and this continued in a series of books on current developments. Both Krugman and Stiglitz have taken clear political positions, critical of what Stiglitz has called free-market fundamentalism.

Since the advent of the Internet, the number of economists who have engaged in public discussions has increased dramatically, for anyone can establish a blog at very low cost. Material from blogs can then be used as the basis for publications in other media, with the boundaries between blogs and the press having become very blurred.

The economists discussed in this lecture are ones whose works predate the recent explosion of writing about economic problems, whether serious or not, on the web. They are chosen because excellent books have been written about them. There are other economists who were important and might be as interesting but about whom no scholarly work has been done. For example, Sumner Slichter, Harvard labour economist and the author of a successful textbook, may have been the most well-known economist in the United States in the middle of the century but nothing has been written about him. Some attention has been paid to Leonard Silk, an economist who became influential through his writing in Business Week in the late 1950s.3 There are also British authors who might be interesting to study, from Barbara Wootton and Andrew Shonfield to Samuel Brittan and Peter Jay, but historians have paid them very little attention.4

Fortunately, two of the most important popular writers of the mid-twentieth century have been the subject of excellent biographies. The first is Walter Lippmann, who guided the public on what to think about the big questions of the day from the 1920s to the 1960s. The second is John Kenneth Galbraith, probably the best-known, and most widely read, economist in the 1950s and 1960s. Lippmann was never an academic economist, having chosen early on to make his career in journalism. Galbraith, on the other hand, started his career as an economist, turning to popular writing later in life.

Walter Lippmann (1889–1974)

Lippmann entered Harvard in 1906, the product of a privileged childhood. His interests were literature, the arts and philosophy, but midway through his education a fire in a working class Boston suburb drew attention to the problem of poverty.5 To find answers he turned to political and economic writings, though he found some of the economics he was expected to read distinctly unpalatable. After leaving Harvard in 1910 his first job was working with the muckraking journalist Lincoln Steffens investigating monopoly in the banking industry. He admired the muckrakers for drawing attention to important issues but he was sceptical about their methods, regarding them as not sufficiently thorough for their work to provide a basis for policy. Reading a book of Fabian essays turned Lippmann into a socialist, though one without any trace of Marxism. He joined the Fabian Society and in 1914 attended a Fabian summer school, where he met many of the society’s leading members.

The message that progress in the social sciences required more intensive study – in particular of social psychology – was a major theme in Lippmann’s first book, A Preface to Politics (1913). If social scientists would pay more attention to Darwin and Freud, he contended, their field would soon become better able to guide the policy-maker. For a book by someone who had graduated only recently, it attracted a remarkably wide readership. His second book, Drift and Mastery (1914), pursued the same theme. The muckrakers had identified issues that were important for the poor but it was necessary to explore beneath the surface: something neither they nor orthodox economists had managed to do. It was necessary to go beyond the notion of economic man, for managers no longer represented the interests of the owners, and consumers were influenced by advertising. Illustrating the lack of serious research underlying policy, Lippmann picked out the Sherman Anti-Trust Act of 1890. This failed to acknowledge that industrial concentration might come about not through a breakdown of competition but as the result of increasing returns to scale, lowering costs in large-scale production. While the former called for action, the latter was to be encouraged.

Lippmann is notable for the immense range of his contacts. Knowing the right people was why, after a short spell working for New Republic, he was able to more or less write the job specification for his role in the First World War: it involved being one of a group of experts given time and freedom to think about problems that those in high office were too busy to think about. In 1918 he was given a commission in military intelligence and sent back reports on the situation in Europe. He got to know Keynes at the Versailles Peace Conference, of which he was also critical, and after the war he returned to journalism at the New Republic and the New York World. Here he established his public reputation, writing three books during the 1920s. One theme was the problem of freedom of thought in an age when the way people thought could be controlled by the new discipline of public relations, an outgrowth of wartime propaganda. He called for public education and an improvement in democratic government. In the last of these three books, A Preface to Morals (1929), he explored the problem of finding sources of moral values now that the traditional order was no longer viable.

Lippmann’s most frequent engagement with economists was in an editorial role, for popular magazines, newspapers and publishers. He came to be respected by economists as a spokesperson for sound views on policy. His friendship with Keynes, begun at Versailles, developed and was to be important in the years to come. In 1931 he began a role that would continue until 1967, as a regular newspaper columnist for the New York Herald Tribune and later the Washington Post. His overriding task was to explain the Great Depression, for, by 1931, it had become clear that it was no ordinary depression but something to which a new response was required. Not only was the human suffering caused by the depression unnecessary, given the country’s immense resources, but economic problems were leading to political problems around the world. Getting people back to work was necessary to prevent war.

One of Lippmann’s convictions was that recovery had to come before reform. And achieving recovery involved not just the technical task of finding possible solutions but finding solutions that could be persuasive to democratic societies. In order to rally public support for a programme that might lead to recovery, journalists had a responsibility to educate the public.

Initially, Lippmann followed the orthodox line that it was necessary to wait for the market to bring about recovery. The problem was that an unsustainable bubble had been created, and when it burst there was naturally dislocation. By adhering to responsible financial and fiscal policies, government would increase the confidence of industry. However, he was persuaded neither by left-wing critics of Wall Street nor by the bankers who defended what had gone on. He looked for a compromise. One problem was that the public had inadequate information, and after the crash people tried to avoid the price reductions that were needed to restore equilibrium. This, however, could not be the whole solution. The depression also had international roots. The United States had become a major creditor nation but it was still behaving as a debtor, exporting more than it was importing and drawing on the rest of the world’s gold supplies. Protectionist trade policies served to worsen international imbalances.

The problems were political as much as economic. For example, it might be rational to start by solving the problems relating to international indebtedness, perhaps providing debt relief to some countries in Europe. The problem was that to American households, struggling with their own debts, relieving other countries’ debts was a non-starter. Even in states that relied on exports, people failed to connect their own problems with problems in the world economy. But if debt relief was impossible, arguing for protection, and against the Hawley-Smoot tariff bill, was realistic, for higher tariffs would raise the prices American consumers had to pay. In order to find a solution to the problem he read widely.

Though Lippmann started the decade holding a conservative position, in line with what many economists were arguing, he gradually changed his mind. Sorting out international financial imbalances and maintaining free trade were long-term solutions, whereas a short-term solution was needed. This could come only through stimulating demand. The first stage was seeing a role for monetary expansion and then realizing that modest inflation might aid recovery. The depression had involved a movement from property into bank deposits, and then from bank deposits into currency and eventually into gold. This process needed to be reversed, making it more expensive to hoard gold, and making currency readily available. The banking system, involving many small banks, might need to be reformed. During 1932 he was excited when the Federal Reserve started open-market purchases of securities, lowering interest rates and increasing the money supply; it might produce inflation rather than recovery, but the risks were, he judged, lower than the risks of not trying it. The following year, when Roosevelt took the dollar off the gold standard, Lippmann had come round to the idea. His thinking was that this policy enabled the United States to have an independent monetary policy.

Having abandoned his belief in “sound” (i.e. restrictive) monetary policy and the gold standard, the last orthodox doctrine to be abandoned was the need to balance the government budget. In 1932 he still believed this was necessary – a belief that was confirmed by the experience of European countries that had failed to balance theirs. He echoed the orthodox view that running a deficit to fund public works would undermine confidence and reduce private investment. He recognized that there was a heterodox view, but he did not find it persuasive. Deficit finance would lead to “immediate and uncontrolled inflation”.6 He listened to economists arguing for public works but he wanted more evidence – more “wisdom” as he put it – before committing himself to this. Even if public works spending could be beneficial, surely its effect would be too small to make any difference.

A further shift in Lippmann’s position came in 1933–4. In 1933 he attended the World Economic Conference in London. In his columns he praised Keynes and his proposals for stimulating the world economy through a coordinated currency devaluation, and he came to accept the idea that recovery required raising the level of aggregate demand. On returning home he began to integrate this idea into his ideas about social psychology. People were not the rational agents assumed in much social science – they were not utilitarians – but were irrational, leading to the failures of competitive markets. It was necessary that leaders, both political leaders and businessmen, were disinterested. In his Godkin Lectures at Harvard, published as The Method of Freedom (1934), he brought together his social psychology and Keynesian ideas about aggregate demand. It was because human beings were not rational that they could not be counted upon to deliver sufficient aggregate demand. He also wrote extensively on the need for government to face up to the responsibilities it faced, maintaining living standards. Here there was a close alignment between his views and those expressed by Keynes. However, he went further, writing:

[The method of freedom] comprises measures to prevent fraud between buyers and sellers: honest weights and measures, the enforcement of equitable contracts, the suppression of counterfeiting and the misrepresentation of goods. It comprises measures to equalize the bargaining power of the consumer and the employee: the regulation of public utilities, factory laws and minimum wage laws. It comprises measures to break up monopolies, to discourage harmful enterprises, to prevent nuisances, to restrict speculation, to repress a too rampant individualism in the use of property. It comprises measures to insure the weak against the hazards of existence and to restrain the strong from accumulating excessive wealth and power.7

His programme was not, he emphasized, an attempt to get everyone employed by the state: it was an attempt to ensure the viability of capitalism. In that he also saw the state as having macroeconomic responsibilities, Lippmann saw himself as integrating ideas from Adam Smith, his American contemporaries, the Fabians, progressives and Keynes. It was important to him that he was making proposals that would support capitalism, for while Lippmann was developing an affinity with Keynes, he also became convinced by the arguments of Austrians, including Mises and Hayek, about the connection between free markets and personal liberty. Attempts to restrict trade and create monopolies worried him greatly, forming the background to his widely read book The Good Society (1937). This was published a year before a conference held in his honour, in Paris, which was widely cited as the forerunner of the Mont Pelerin Society.

The result of Lippmann’s change of view was that he began to support Roosevelt’s expenditure policies. He wrote: “The gigantic expenditures of this year are being made to stimulate business recovery based upon private enterprise for reasonable profit.” 8 The last part of this quotation was key, for he was explicitly countering the widely held view that such spending would be at the expense of business. Over the next few years the puzzle he increasingly faced was why, given that the tools were available to combat unemployment, recovery was so slow. He considered many possible explanations, including a shortage of skilled economists in Washington. To remedy this he proposed something akin to the Council of Economic Advisers, eventually implemented in 1946. The downturn of 1937 more than justified his fears about the slow recovery. He concluded that, though the immediate need was for increased consumption, a sustained recovery required investment, which had not been achieved. While he was never entirely convinced by the idea, he entertained Alvin Hansen’s theory of secular stagnation.9 In the end, of course, recovery was brought about through war, preparations for which were soon under way.

With the outbreak of the Second World War, Lippmann changed the focus of his columns away from economics – a shift in emphasis that continued after the war. The biggest lack of knowledge, he believed, was now in the field of international relations, to which he devoted many columns. He still covered economic issues, but he did so less frequently. In part this was because economics had changed, with the result that his old ways of working were no longer feasible. Economics had become a mathematical, model-building field, and he could no longer distil the latest ideas and explain them to the public. Moreover, there were now economists such as Walter Heller and Paul Samuelson who could do that. It was also the case that economists had less interest in using him as a mouthpiece to reach a wider public than they could reach themselves. He took up themes from Galbraith’s Affluent Society, and he was enthusiastic about President Kennedy and started out an enthusiast for President Johnson, especially for his war on poverty. However, he was bitterly opposed to the latter’s intervention in Vietnam, especially when, given Johnson’s failure to raise the taxes needed to fund it, it threatened the war on poverty. The war, he argued, was one of the most serious miscalculations in American history. It created a credibility gap between what Johnson said and what people believed. Johnson was enraged by these criticisms and Lippmann became persona non grata in Washington, and on 25 May 1967 he stopped his column.

John Kenneth Galbraith (1908–2006)

J. K. Galbraith, as he was known through his publications, began his career as an agricultural economist. A Canadian and the son of a farmer and a teacher, he studied animal husbandry at an agricultural college associated with the University of Toronto before doing postgraduate work in agricultural economics at the University of California, Berkeley. On graduating in 1934 he became an instructor at Harvard, where he taught till 1939. After a year at Princeton and a year at Cambridge University he joined the Office of Price Administration. As “price Tsar” he was responsible for ensuring that the high level of aggregate demand during the war did not result in inflation. This was a task in which he was at the centre of political controversy, for decisions on whether to allow prices to rise could affect company profitability and which companies were able to expand and which were not. On leaving this role he worked as a journalist before taking a permanent position at Harvard, where he remained until his retirement. Galbraith was actively involved with the Democratic Party and was a speechwriter for John Kennedy. Kennedy offered him the opportunity to become chair of the Council of Economic Advisers but he turned it down on the grounds that, given his role in wartime price control, he would be too controversial a figure. Instead he was made US Ambassador to India.

Shortly after returning to Harvard, he wrote two books: The Theory of Price Control (Cambridge, MA: Harvard University Press, 1952), which he considered one of his most important books; and American Capitalism (London: Penguin, 1952), a book that sold far more widely. These books were both rooted in the ideas of the 1930s: in the Keynesian challenge to the idea that the economy will automatically achieve full employment; and in concerns about the breakdown of competition and the rise in monopoly power (see lecture 19). The difference was that, whereas in the 1930s concentration of economic power could easily be presented as a reason why American capitalism had failed, in the 1950s the challenge was to reconcile the seemingly obvious phenomenon of concentrated economic power with the equally obvious success of the American economy. In American Capitalism, Galbraith argued that advertising was productive in that it helped firms raise the funds they needed to finance innovation. The issue of static efficiency, stressed in theories of competitive markets, was less important than the dynamic effects of monopoly power in stimulating economic growth.

A major part of Galbraith’s argument was what he called “countervailing power”. There might be a small number of firms in an industry, giving them market power, but if they faced a small number of buyers for their products, the power of the buyers would offset that of the sellers.10

Galbraith has a reputation as a heterodox economist, standing out against the orthodox way of doing economics. However, American Capitalism is in many ways highly orthodox in the sources on which it draws, even if not in the conclusions reached. He drew on the work of Berle and Means on the modern corporation, the theories of Chamberlin and Robinson, and empirical work done both in the 1930s and by his colleague Joe Bain. These were thoroughly orthodox sources and he could easily have presented his book as being an extension of their work. It was a style of theorizing – verbal, with no mathematical models – that could be seen as old-fashioned, but in the 1950s there were still many economists who argued in that way.

Galbraith’s The Affluent Society (1958) was the book that attracted most publicity. This marked a greater departure from orthodox thinking, taking up ideas explored in American Capitalism in a chapter headed “The Unseemly Economics of Affluence”.11 In this book his talent for developing memorable phrases – such as “private affluence, public squalor”, “the conventional wisdom” or even “the affluent society” itself – was prominent. Essentially, he was arguing that whereas Marx and other critics of capitalism had blamed the problems associated with capitalism on exploitation and other factors, capitalism was a victim of its own success in raising productivity to such high levels. It was a world in which wants were created to sustain consumption, not in order to meet needs. For example, no one had a need for cars with the enormous tail fins that were fashionable in the 1960s: the demand for them was created by advertising in order to create demand. If last year’s model could be made to appear obsolete very quickly, consumers would buy a new model sooner. Large sums were therefore spent on private consumption, while publicly provided goods were neglected.

The Affluent Society drew on an analysis of American industry that he could not develop in that book. His analysis eventually appeared as The New Industrial State (London: Pelican, 1969). The reasons for its long gestation period were Galbraith’s political activities and his duties as Ambassador to India. His argument in this book was that technical change was central to modern industry, and this required systematic, long-term investment and hence careful planning. In the absence of such planning, firms would face unacceptable levels of uncertainty. The economy comprised not a large number of competitive firms but a network of large corporations that controlled markets and, where possible, took activities outside the market through long-term contracts. He called this network the “technostructure”. Firms were run by professional managers, whose concern was not to maximize profit but to maximize sales or the growth rate of the firm.

The book was a best-seller, it was translated into many languages and sales soon exceeded a million. Perhaps he had grounds for arguing that academic economists did not like his work because he could write so much better than they could, and hence could draw in a much larger audience. Having said that, academic economists did not ignore the book – it was widely reviewed in the leading journals – but though many economists found the arguments interesting, they found his reasoning loose. The contents of his books were reviewed in Samuelson’s Economics, indicating not simply that Samuelson found them interesting, but that instructors wanted the material covered. In 1972 he was elected president of the American Economic Association.

Today, the argument that firms might not maximize profits sounds odd, but in the early 1960s it was much less so. Many economists explored what were called “managerial” theories of the firm, in which salaried managers sought to maximize either turnover or growth, these being believed to be more closely correlated with salary than were profits. He was drawing on the industrial economics of the day, taking them a stage further, and drawing conclusions – which often involved moral judgements – that other economists chose not to make so explicitly.

Galbraith remained productive long after he reached normal retirement age, and in this period of his life he identified with self-confessed “heterodox” economists, portraying himself as an intellectual gadfly. As both his ideas and those of the economic mainstream changed, he came to seem much more distant from the latter than had been the case in the 1950s, when economic theory had been much more unsettled. In the 1970s he became involved in producing a television series, The Age of Uncertainty, sponsored by PBS in the United States and the BBC in Britain, but he proved less effective as a communicator in this medium than did Milton Friedman, who had a much simpler message: the virtues of free markets and competition.12

Conclusions

Lippmann and Galbraith, like many other contributors to public discourse, were not mere popularizers of academic economics. They stood in a complex, and continually changing, relationship to academic work. Compared with the present day, it was an age when it was easier for an individual, having gained the trust of the public, to speak with authority. Lippmann began his career at a time when his training at Harvard, and the experience he built up as a member of the elite, gave him authority others could not match; he was considered by many Americans to be the guide who would help them make sense of a world they found complex and, at times, frightening. Galbraith was perhaps too much of a social critic to play that role, especially when, in his later life, despite being a Harvard professor, he tried to position himself as an outsider to the economics profession.

Samuelson (discussed in several other lectures) and Friedman (see lecture 24) both tried to fulfil this role in the postwar era. Samuelson’s authority was tied to that of his textbook: it both gave him authority and had authority itself that no other textbook had because it was written by Samuelson. He tried to educate his readers. In contrast, Friedman had a simpler message that, while it initially marked him as an outsider to the dominant (Keynesian and interventionist) way of thinking, resonated with the move towards more individualist ways of thinking about society after the 1970s.13 Where Samuelson wrote a best-selling textbook, Friedman wrote two popular books, each presenting a clear message encapsulated in its title: Capitalism and Freedom (Chicago, IL: University of Chicago Press, 1962) and Free to Choose (San Diego, CA: Harcourt, 1980). With their regular columns, alongside one by Henry Wallich, in Newsweek, they became the public face of contrasting perspectives on economics.

Since the age in which Samuelson and Friedman were the leading public economists, and a fortiori since the age of Lippmann, it has been much harder for individual economists to speak with the same authority. Economic language has become much more central to public discourse. The development of the Internet may have made it easier for economists to speak directly to the public, suggesting a larger role for economists who can speak with authority on such matters, but this has not happened. The voices of academic economists have been drowned in a flood of other voices. The rise of “advocacy” think tanks – committed to a particular set of policies, some offering “free-market” solutions to economic problems – has made it much harder for the public to distinguish economists taken seriously by the academic community from those who are not. The media often turn not to academic economists but to economists from business and finance, sometimes with no academic qualifications in the subject, whose opinions often reflect the concerns and interests of their employers. The public does not have the skill to distinguish between the claims to expertise made by these different categories of “economist”. More recently, the development of the Internet has made it even easier for competing voices to proliferate. There has also been a reaction against economists. Many people have blamed economists for not predicting the global financial crisis. There has also been a widespread populist reaction against experts in general (revealed very clearly during the campaign about British exit from the European Union: a policy that some politicians wanted to portray as having economic benefits even though virtually all economists believed it would be economically damaging).14 In short, the nature of public discourse on economic questions has changed significantly, and it is likely to change further in the coming years.

5. Questions for discussion

	Explain why Walter Lippmann was such an influential figure.

	Outline and evaluate J. K. Galbraith’s view of American capitalism.

	Discuss the relationship between academic economics and the views on economic questions that are found in the media and in popular discourse.
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Lecture 23

Economics and Policy

1. Aims of the lecture

	To show how the relationship of economic ideas to economic policy-making has worked out in practice over the twentieth century.

	To show the complexity of the relationship between ideas and policy.

	To place the Keynesian revolution in economic policy in a broader context.



2. Bibliography

This topic clearly overlaps with lecture 19, on the Keynesian revolution. Material such as that in Hall’s The Political Power of Economic Ideas and Stein’s The Fiscal Revolution in America (details provided in lecture 19) is clearly relevant, as is some material on Keynes in lecture 17. The reading given here steps back from Keynesianism and addresses the problem of policy-making more generally.

M. A. Bernstein’s A Perilous Progress: Economists and Public Purpose in Twentieth-Century America (Princeton, NJ: Princeton University Press, 2001) focuses on the American Economic Association and tells the story of economists’ search for influence on the policy process during the twentieth century, picking out the two world wars as the key events.

W. J. Barber’s From New Era to New Deal: Herbert Hoover, the Economists, and American Economic Policy, 1921–1933 (Cambridge: Cambridge University Press, 1985), which focuses on Herbert Hoover, covers policy-making in the 1920s, showing how the government’s conception of how to manage policy unravelled in 1929. Barber claims that Hoover had a better understanding of the problems that were emerging than did many economists but that his attachment to certain doctrines held him back from effective action. Barber’s Designs within Disorder: Franklin D. Roosevelt, the Economists, and the Shaping of American Economic Policy, 1933–1945 (Cambridge: Cambridge University Press, 1996) gives an account of the many approaches to the problem of the Great Depression and how Roosevelt chose between them.

The generation of statistics, discussed in lecture 18, is highly relevant to the problem of economics and policy. See the references by Duncan and Shelton, Tooze, Stapleford and Vanoli in that lecture.

For international comparative studies of economics in different countries, covering policy-making and academic economics in varying proportions, see the series of volumes edited by A. W. Coats: Economists in Government (Durham, NC: Duke University Press, 1981); The Internationalisation of Economics since 1945, supplement to History of Political Economy, volume 28 (Durham, NC; Duke University Press, 1997); and The Development of Economics in Western Europe (London: Routledge, 2000).

R. Middleton’s Charlatans or Saviours? Economists and the British Economy from Marshall to Meade (Cheltenham: Elgar, 1998) is the nearest thing to an equivalent of Bernstein’s book but dealing with Britain.

W. Parsons’s The Economic Power of the Financial Press (New Brunswick, NJ: Rutgers University Press, 1990) looks at the role of journalists in changing British attitudes towards economic policy during the 1970s.

3. Chronology

	1885	Founding of American Economic Association
	1914–18	First World War
	1919	Versailles Peace Conference
	1921–6	Hoover US Secretary of Commerce
	1928–32	Hoover administration
	1929	Wall Street Crash
	1932–45	Roosevelt administration
	1941–5	Second World War
	1945–52	Truman administration
	1952–60	Eisenhower administration
	1960–3	Kennedy administration
	1973	Oil crisis and emergence of stagflation


4. Lecture summary

Economics and policy

From economics textbooks one might form the impression that there is a simple relationship between economic ideas and policy: economic theories are used to generate policy proposals, which are then implemented. In practice, however, the route from economic ideas to policy implementation is much more complex. Policy-makers – who may be elected politicians or government officials such as governors of central banks or members of policy-making committees – listen to voices other than those of economists. Moreover, the title of economist is not used only by academics and others with formal training in economics, it is also used by analysts working in business or the financial sector who have no formal qualifications in the subject. If, as has frequently been the case in the twentieth century, economists feel their voices are ignored, the reason may be that policy-makers are turning to advisers they see as economists but who are not recognized as such by academic economists.

This lecture will look at the relationship between economics and policy-making, mostly in the United States but with some consideration of the United Kingdom, focusing on the period beginning with the First World War. This can be analysed in terms of three major periods.

	The period up to 1932, in which Herbert Hoover was the dominant figure, first as US Secretary of Commerce and eventually as president.

	The New Deal of Franklin Roosevelt, the Second World War and the Cold War, up to the end of “the age of Keynes”.

	The 1970s to the present day.



Though this chronology is for the United States, parts of the periodization apply to Britain as well: in particular, the Second World War and the 1970s. The relationship between academic economics and policy-making differed in important ways but the external events that shaped the environment in which policy-making took place were common to both countries (and, of course, to many others).

The First World War, Herbert Hoover and the new era

The American Economic Association (AEA) was founded in 1885 and the organization that became the Royal Economic Society (RES) was founded in 1890. However, these two bodies developed in very different ways over the course of the twentieth century.1 The only significant role of the RES was to publish the Economic Journal, and it was only in the 1980s and 1990s that the society began to fulfil the functions expected of a professional body. In part this was because the structure of British society meant that economists, at least those in Oxford, Cambridge and London, could be close to policy-makers without the need for official channels of communication. It was a small, closed world. In contrast, those running the early AEA were concerned to develop the organization into a professional body and to make an input into policy. This had been an issue at the founding of the AEA, with one faction wanting a body modelled on the German Verein fur Sozialpolitik, which took a political stance supportive of a certain level of state intervention in economic matters. Against them were committed supporters of laissez-faire. The society could encompass both only by taking a strictly neutral stance. However, this did not prevent the AEA from seeking to create channels whereby the expertise of its members could be brought to bear on policy as part of an ongoing drive towards recognition as an objective, scientific body.

The most significant development came during the First World War, when at the request of the federal government, the AEA compiled a directory of the expertise its members could offer. This involved more than simply asking members about their interests, for decisions had to be made on who was qualified to be included. Due to the activities of the AEA, a far higher proportion of economists became involved in war-related work than was the case with other social sciences. They made it clear that economists could be useful in gathering and analysing data on economic performance. Nonetheless, although they did achieve a place in government, it was only temporary, for postwar demobilization was rapid.

At the end of the war the group that maintained its role in policy most successfully was that of agricultural economists, who established a position within the Department of Agriculture. Other economists could not emulate this success in getting established inside government. However, there was success in persuading private foundations to support the establishment of research organizations that would undertake research relevant to government policy. An Institute for Government Research was set up in 1916 to promote “efficiency and effectiveness in government through the scientific study of administration”, which in 1922 was augmented with an institute specifically directed to economics.2 Dominated by businessman Robert Brookings, in 1927 the two institutes were eventually merged into the Brookings Institution. During the war, Edwin Gay from Harvard and Wesley Mitchell from Columbia organized what became in 1920 the National Bureau of Economic Research (NBER). The Brookings Institution and the NBER both became influential bodies, though the NBER was more successful in cultivating independence from any political party.

The major work of the NBER was statistical, including a major ongoing study of business cycles, their work complementing the US Department of Commerce’s “Survey of Current Business”, the objective of which was the provision of up-to-date statistical information. The key figure here was Hoover, Secretary of Commerce from 1921 to 1926. When, in the wake of the 1920–1 recession, he established a Presidential Conference on Unemployment, the NBER undertook the statistical work, using this as a way to interest private donors. As an independent, non-profit body, the NBER served as a bridge between economists and professional administrators and as an example of how economists’ professional expertise could be brought to bear on policy questions.

Woodrow Wilson, an academic turned politician, had led the United States into the First World War with the hope that his 14 points would help to end war.3 The Versailles Peace Conference, at which Wilson battled with the leaders of European governments bent on revenge, fostered the idea that there was a distinctively American course to human betterment.4 This extended to economics as well as politics and amounted to what was called a “new era” for the American economy. Hoover, an engineer turned efficiency expert who had served as a relief administrator in Europe and directed the War Food Administration, represented this position better than anyone else. His reputation rested on a belief that he could form judgements on the basis of facts without concern for partisan advantage.

A key role in what Barber describes as a model of economic organization was played by information, central to which was the collection of statistics, hence the “Survey of Current Business” and the involvement of several prominent economists (including Gay and Mitchell) on a committee on statistics. This would guide businessmen in making more efficient decisions. Drawing on Frederick Taylor’s ideas about scientific management, he ran a campaign against waste in industry through the failure to follow best-practice methods. And, perhaps most distinctively, Hoover sought to stabilize the economy, refusing to accept that the business cycle was inevitable. The mechanism to achieve this was to concentrate public works spending in times of depression, which would have “multiplying effects” on employment and national income.5 Organizing public works, undertaken in many branches of government, required indicative planning on a large scale. In line with the experience of Henry Ford, Hoover advocated high wages as a device to increase efficiency. On the monetary side, Irving Fisher (see lecture 14) argued vigorously that scientific management of the money supply by the recently established Federal Reserve could stabilize the price level and thereby reduce fluctuations in economic activity. Though Fisher’s proposal was in the spirit of new era thinking, it was not taken up by Hoover. However, at times he did urge Federal Reserve officials to take action, such as when he thought the economy was overheating in 1925–6.6 It was an attempt at indirect control of the economy at a time when, in the Soviet Union, Stalin was implementing a much more rigorous form of planning.

Hoover’s vision of how American economic performance could be improved – his “model” – was not universally supported by economists, who expressed doubts about all its elements.7 The real challenge came with the stock market crash of 1929, in the middle of Hoover’s presidency, and the onset of the Great Depression, which became progressively worse. In 1928 he had become alarmed by the rise in stock prices, which he considered unsustainable; but there was a problem in choking off funds for speculation without at the same time harming legitimate businesses. He sought to restrict support for banks that had loaned funds for stock purchases, although he was unable to force Federal Reserve District Banks to comply. He also faced the problem that both in business and among academic economists there were those who believed that his concerns were without foundation. Fisher, for example, in September 1929, on the eve of the crash, opined that “stock prices have reached what looks like a permanently high plateau”.8

From September to November 1929 stock prices fell, and Hoover implemented his stabilization policy, urging states to speed up public works and businesses to increase their capital investment. Part of his strategy was building confidence, providing information to show his strategy was working. Attempts were made to maintain high wages, and taxes were cut. However, the measures, supported by some economists and criticized by others, were insufficient, and output continued to fall. Hoover failed to appreciate that state governments and businesses were unable to respond to his pleas for more spending. The federal government could not assist because it would mean encroaching on activities that rested with state and local government. Direct payments to families in distress faced a similar barrier: namely, finding an appropriate legal basis on which payments could be made. Hoover’s model of how the economy was to be managed had failed. He focused on rebuilding the financial system, reducing hoarding of cash, and he engaged in fiscal expansion, albeit expansion limited by a redefinition of what it meant to balance the budget: an objective he did not abandon. As earlier, economists held different opinions, some critical of Hoover for going too far and others critical of him for not doing enough.9

Hoover’s failure to combat the depression nicely illustrates the problems involved in applying economic ideas to policy. Hoover understood the main Keynesian insight – that fluctuations in economic activity depend on the aggregate volume of spending: on aggregate demand – and he advocated policies that were consistent with this. Yet he was constrained by his political philosophy, which attached great importance to the constitutional limits on what the federal government could do. Thus, although he extended the scope of the federal government, notably through the Reconstruction Finance Corporation, established to support the financial system in 1931, his interventions were not backed up with compulsion and were not as effective as they might have been. Economists were divided among themselves and so, although he did listen to their views, these did not provide sufficient support for him to break more decisively with conventional advice.

The New Deal and after

The New Deal can be discussed fairly quickly because lecture 19 has already discussed the change in economic thinking that took place in 1938–9, when there was a shift towards seeing the problem as a breakdown of the “financial machine”. However, some context for these debates will be of help here.10

Unlike Hoover, Roosevelt was not his own economist: he was a consumer of economic ideas who might either accept or reject advice he was given. His overriding considerations were political, and the key aspect of many of his policy decisions was that they left him free to change course. Thus, although the number and visibility of economists in government increased dramatically, some agencies effectively becoming economics research institutes, their influence was limited. When the United States left the gold standard, Roosevelt’s advisers were as surprised as anyone.11

Roosevelt chose unorthodox economists as his advisers: notably Rexford Tugwell and Adolf Berle. They favoured a “structuralist” agenda, focusing on relative prices and, consistent with some of Hoover’s policies, on preventing prices and wages from falling and ruining businesses. The National Recovery Administration (NRA) was formed to allow for establishing codes of practice, industry by industry, that might serve this end. As explained in lecture 19, this was consistent with the way many economists thought at this time. However, it soon became apparent that even if such policies were doing some good, they were not achieving enough, and, in some cases, they might be supporting monopoly at the expense of small firms and consumers. But in 1935 such discussions were rendered unnecessary, for the act establishing the NRA was declared unconstitutional by the Supreme Court. This decision met with the approval of many economists, including Fisher.

Fisher’s position was that there was a need for reflation, perhaps brought about by monetary policy, which raised the question of the gold value of the dollar. But where Fisher wanted to remove the link between the dollar and gold, the administration would not go that far, and though the price of gold rose significantly this was insufficient to produce the required reflation. He argued that problems persisted because the policy had not been pursued far enough.

A related policy was public works spending, advocated by Keynes and supported by Fisher provided it was financed by new money. Fisher also favoured any increase in employment being in the private rather than the public sector. From 1934 the case for public works spending was increasingly made by Marriner Eccles, who had joined the Federal Reserve Board, where he was advised by Lauchlin Currie and Martin Krost. They supported the case for deficit spending by quantifying the government’s fiscal stance, calculating the “net income increasing expenditures of the Federal government”. This was defined as “all income received directly from Government agencies and from persons and institutions which are financing their expenditures by borrowing from Government agencies, minus all deductions from income paid over to the government as taxes, fees, etc.”.12 This could be compared with the official deficit, and arguably provided a better measure of the stimulus provided to the economy. This was the background to Currie’s testimony to the Temporary National Economic Committee discussed in lecture 19.

The Great Depression was ended not by any of these policies but by the Second World War. Mobilization for war began early, long before the United States entered the war with the attack on Pearl Harbor in December 1941, with the result that the problem soon switched from mass unemployment to excess demand and shortage of resources. On an even larger scale than in the First World War, economists were brought into government service, mainly to work as economists. The New Deal had accelerated the gathering of statistical information begun under Hoover, and this was developed further. Of particular importance was the use of national income analysis for planning: to calculate the resources available for war production and to calculate the “inflationary gap”, the gap between aggregate demand and available resources, the size of which indicated the extent to which, in the absence of controls, prices were likely to rise. Economists were extensively employed in the War Production Board, the Office of Price Administration, the National Resources Planning Board, the Bureau of Labor Statistics, the Treasury, the Federal Reserve and many other agencies. In some of these agencies the number of economists employed was very large.

However, of equal significance was the fact that economists were also employed in more technical activities, the boundary between economists and statisticians becoming blurred. For example, the Office of Strategic Services employed a large number of economists on tasks ranging from estimating German and Japanese military capacity to the effectiveness of different bombing strategies. They were general problem-solvers, often working alongside mathematicians, scientists and engineers. The work of Koopmans at the Combined Shipping Adjustment Board was mentioned in lecture 15.

After the Second World War economists retained a more prominent position in government than had been the case after the First World War. One route to this was the Employment Act of 1946, which established the Council of Economic Advisers (CEA), which was given the role of assessing the state of the economy and offering advice. In a sense this was similar to Roosevelt’s “Brains Trust”, comprising the economists to whom he turned for advice, but the arrangement was much more formal, the CEA being equipped with its own staff. Many economists, including the younger generation, believed that the war had vindicated Keynesian theory and policy, but there was still some hostility to economists’ ideas. Under President Harry Truman, CEA Chair Leon Keyserling advocated a policy of promoting growth, but under Dwight Eisenhower, president from 1952 to 1960, there was a return to an emphasis on ideas of fiscal rectitude and balancing the budget. Critics saw the 1950s as a period of stagnation, pointing to the fact that in each of the three recessions during Eisenhower’s administration, unemployment was higher than in the previous one.

The technical role economists could play was recognized by their being employed or sponsored by the US Air Force and Navy. The Air Force established RAND, in 1948 (see lecture 24), which had economics and social science divisions, and the Navy sponsored a great deal of economics research. Some of the research they sponsored was defence related but much was not. It was believed that economists could be useful – they had proved that during the war – and in the climate of the Cold War there was a concern that opportunities that could be significant and important were not to be missed, even if, part of the time, the armed forces did not really know why they needed economists.

Keynesian economics came into its own in the early 1960s with the election of John Kennedy. During his campaign, Kennedy’s advisers included J. K. Galbraith and Paul Samuelson, two of the most prominent Keynesians, both of whom had been involved in New Deal institutions during the war. His CEA comprised Walter Heller, James Tobin and Kermit Gordon, who pushed for a fiscal expansion to reduce unemployment to the level believed consistent with avoiding inflation. Kennedy understood the arguments but, for political reasons, was cautious. It was not until after Lyndon Johnson had taken over as president that a tax cut was passed – a cut that achieved its aim. However, by this point the economic situation had changed, as the combination of Johnson’s war on poverty and the escalating Vietnam War was rapidly creating a situation of excess demand. The CEA economists warned that this would have inflationary consequences, but Johnson was unwilling to raise taxes; nor was he willing to compromise on his domestic policies. The result was that in the early 1970s the world entered a period of rising inflation.

The 1970s and after

The changes experienced by macroeconomics in the 1970s have been discussed already, in lectures 20 and 21, and will be discussed from a different perspective in lecture 24. This lecture merely offers some reflections on the implications of these events for the role of economists in the policy process.

There is no doubt that economists became very publicly prominent in the 1970s. There was a shift away from Keynesian ideas towards monetarism, represented by the increased prominence of Milton Friedman, both as a public figure and as a policy adviser. There was a decline in the influence of the CEA, which has been interpreted (e.g. by Bernstein) as a decline in the influence of economists. As ideas of how to do macroeconomics changed there was less need for the large teams of economists that had been involved in building macroeconometric models in the 1960s. However, while it is true that the influence of the CEA declined, this was because there was a shift in the main focus of policy-making from the CEA to the Federal Reserve; in a monetarist world, the Fed was seen as being central to the process of controlling inflation. Economists were actively involved in designing policy rules and, in the opinion of at least one eminent monetary economist, any distinction between the type of economic research undertaken in central banks and in academia disappeared.13

An equally significant change was the increased role for economists in microeconomic policy. In the mid-1970s there was a move towards deregulation of industry, and with this came legal requirements for how regulations were to be evaluated.14 Starting in the late 1960s, cost–benefit analysis was widely introduced into the US government through what was called the Planning–Programming–Budgeting System, a system that had roots in RAND’s “systems analysis”.15 It was applied to both economic and social regulations. This significantly increased the institutional presence of economists and and of economic ways of thinking (focusing on marginal changes and opportunity costs) in government. There was also a turn in the 1980s and 1990s towards creating markets where they had previously been thought impossible. For example, the Clean Air Act of 1990 established a market for pollution permits as a means of reducing power stations’ emissions of sulphur dioxide. During the 1990s many countries used auctions to allocate the radio spectrum among competing mobile phone providers. Economists were involved in all of these activities, for it was necessary to pay close attention to the way that these new markets were designed. This process, named “the reinvention of the bazaar” by one prominent economist, shifted attention away from macroeconomics and towards microeconomics.16

Conclusions

The story told in this lecture is specific to the United States. Some of the lessons apply to other countries, though differences in size and institutional arrangements resulted in different roles for economists. In Britain far fewer economists were employed in government during the interwar period, and it was not until the 1960s that there was a big expansion in the Government Economic Service, which had been created during the Second World War.17 However, because Britain was a much smaller place than the United States, and had a close-knit ruling class, it remained easy for politicians to get informal advice from economists. There was also a strong tradition of economic journalism, going back to The Economist, established in the nineteenth century, and in the 1970s it was the journalists Peter Jay and Samuel Brittan who were major figures in bringing about the move towards monetarist ideas. They fulfilled a role that, in the United States, was played by academics.18 In France and Germany the stories are different again.19

The most famous statement about the relationship of economic ideas to economic policy is probably the one made by Keynes. At the end of a long, technical treatise, in the midst of a decade when economists had struggled to influence policy, he wrote:

[T]he ideas of economists and political philosophers, both when they are right and when they are wrong, are more powerful than is commonly understood. Indeed the world is ruled by little else. Practical men, who believe themselves to be quite exempt from any intellectual influences, are usually the slaves of some defunct economist. Madmen in authority, who hear voices in the air, are distilling their frenzy from some academic scribbler of a few years back. I am sure the power of vested interests is vastly exaggerated compared with the gradual encroachment of ideas. Not immediately, but after a certain interval; for in the field of economic and political philosophy there are not many who are influenced by new theories after they are twenty-five or thirty years of age, so that the ideas which civil servants and politicians and even agitators apply to current events are not likely to be the newest. But, soon or late, it is ideas, not vested interests, which are dangerous for good or evil.20

This is the response of someone seeking to justify economic theorizing in the face of policy-makers’ neglect, or their denunciation of what economists are telling them. It carries no assurance that expert advice will be heeded, for it says nothing about how policy-makers will choose between the various ideas on offer. What the twentieth century teaches us is that the linkage of academic economics to the public sphere is complex. It is clearly not the case that politicians and administrators always take up academic ideas once sufficient time has elapsed. Hoover and the Commerce Department of which he was head arguably understood ideas that economists were to adopt, on a large scale, only 20 years later. Hoover’s case also illustrates the way in which policy-makers have to respond to different pressures: even if they believe they know how to solve problems, they may believe that they should not move too far ahead of public opinion, and that playing safe is politically expedient, even when playing safe means not tackling problems. And when economists do turn to academic economists, they may not turn to the ones that the academic economist community considers the most qualified. Though Fisher’s eminence was widely accepted, only a minority would have supported Roosevelt’s choice of Tugwell and Berle to offer him advice, or Kennedy’s choice of Galbraith.

It is fashionable to apply public choice arguments to policy-making, making the assumption that decisions reflect the self-interest of those making the decisions. However, if Hoover, Roosevelt, Eisenhower and Kennedy did not do everything their academic advisers recommended – and none of them did – it is not clear how the assumption of self-interest would help to explain their actions. Hoover was in a sense his own economist, drawing on a wealth of experience in government; his successors may not have gone this far but they were guided by economic and political beliefs that can probably be understood only through the medium of biography. In all cases it is likely that explanation of their actions will involve political philosophy as much as pure economic analysis. The interaction between academic economics and policy depends on the personalities and attitudes of the key players and on the broader political and intellectual setting, which has changed dramatically during the twentieth century. The Internet, social media and the explosion of both informed and “fake” news have – as the British referendum on leaving the European Union and the election of Donald Trump in the United States have shown – changed the situation still further.

5. Questions for discussion

	Evaluate Keynes’s claim that the ideas of economists, whether right or wrong, are ultimately very powerful.

	Explain why the Great Depression and the Second World War were events that shaped the way economists viewed economic policy-making.

	Why is economists’ advice on policy not followed more faithfully? (You may find it helpful to focus on one or two examples.)
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Lecture 24

Ideology and Place

1. Aims of the lecture

	To explain the main problems involved in establishing that economic ideas are the product of economists’ political values.

	To explain the economic ideas associated with some of the leading universities and other organizations since the Second World War.

	To explore examples of the links between economists’ political views and the institutions in which they are located.
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4. Lecture summary

The problem of ideology and economics

The charge that economists are ideologically biased is frequently made. Today it is most likely to be that an economist, or a policy recommendation, will be accused of being “neoliberal”. In contrast, in the 1940s and 1950s charges of socialism or communism were thrown around. The claim in both cases is that economists are allowing their political preferences to dominate their scientific judgement: that they are reaching conclusions that they would not make on the basis of impartial economic analysis alone.

Such charges are very difficult to establish, because economists generally defend their policy recommendations and even their political positions as being justified by their scientific analysis. Even if the critic has doubts about the scientific analysis, the economist may not accept the criticisms; in that case, even if the economist is holding a view that the critic thinks erroneous, it is hard to argue that the economist is basing his or her advice on anything other than what he or she believes to be scientific analysis.

There are several reasons why economists are more vulnerable to criticism than natural scientists:

	evidence is often sufficiently ambiguous that it is open to different interpretations;

	even where evidence is fairly clear-cut, it may require very careful statement, causing non-economists to lose interest or to become sceptical;

	econometric results include errors that are often greater than in natural science; and

	errors cannot always be reduced by repeated experiment and larger samples.



There are also considerations specific to economic policy:

	policy requires immediate answers;

	economists cannot always wait to accumulate evidence; and

	economics deals with issues on which people have opinions.



Underlying all of this is the problem that there is no clear criterion for who is entitled to describe themselves, or be described as, an economist. The obvious answer would be someone trained in the subject: with a degree, or even a PhD, in economics. But unlike a field like medicine, where eligibility to call oneself a doctor is controlled by a professional body, there is no organization to validate economic credentials. People described in the media as economists include both those who research in economics and publish in peer-reviewed journals, and those people who are called economists even though they have no formal training in the subject. Of particular importance, given their prominence in the media, are economists working in banks and other financial institutions who analyse economic and financial data but may have been trained in any field. Their outlook, often focused on short-run movements in security prices, can differ substantially from that of academic specialists.

The question of “place” in economics is in principle completely separate. Economists are attached to institutions and one can ask about whether particular institutions are associated with certain styles of doing economics without even raising the issue of ideology. However, in practice there are links. MIT, which rose to prominence after the Second World War, is associated with Keynesian economics and “liberal” (i.e. left or centre-left) political positions on account of its association with Paul Samuelson and Robert Solow. In contrast, Chicago is associated with free-market positions because of the role of Milton Friedman, George Stigler, Aaron Director and Ronald Coase. The association of places with ideological positions led to the terminology of “saltwater” economics (MIT, Harvard, Yale: all on the coast) and “freshwater” economics (Chicago, Minnesota, Rochester: all inland, on lakes or rivers).

The Cold War and McCarthyism

After the outbreak of the Cold War in the late 1940s, communism came to be seen as “un-American”, and academics, along with people in other occupations, faced dismissal for suspected communist sympathies, and even for refusing to name colleagues who might be involved with the Communist Party.1 This affected a significant minority of economists, though many were able to resume their careers in different universities or abroad. The most eminent example was Lawrence Klein, who quit the University of Illinois for Oxford rather than risk having to face an uncertain future on account of his brief membership of the Communist Party.

However, anti-communism was also a convenient banner under which conservatives could attack economists who favoured state intervention in the economy. Opposition to Roosevelt’s New Deal had grown and it developed into hostility to Keynesian ideas about policy.2 Keynesianism was denounced as tantamount to communism. One manifestation of this was attacks on textbooks that presented Keynesian theories. The first attack on a published textbook was on Elements of Economics (1947) by Lorie Tarshis, a Canadian economist. It was bitterly denounced, with copies of the denunciation being sent to all colleges that used the book. At roughly the same time, a preliminary draft of Paul Samuelson’s Economics: An Introductory Analysis (1948) was attacked by members of the MIT Corporation (the body that oversaw activities at MIT, which included many conservative businessmen). Attacks on both books were accompanied with threats to withdraw funding if use of the book were not discontinued. Samuelson’s textbook was then the target of God and Man at Yale (1951) by the young William Buckley. Buckley’s book became highly influential for modern conservatism, and contained revelations such as that students studying sociology at Yale did not get taught traditional Christianity.

This raises the question of what effect these attacks had. The answer appears to be very little. There is no evidence that colleges abandoned textbooks in response to attacks. Sales of Tarshis’s book plummeted after the first year, which might have been because of the attacks but was more likely because of the appearance of Samuelson’s book. Samuelson claimed the books were almost identical in content, but his was written in a different style that could have provided enough reason for instructors to switch from Tarshis’s book to his. University trustees might have been conservative but many were committed to the principle of academic freedom and were unwilling to let outsiders interfere. It has been claimed, by Samuelson in particular, that attacks made him write more carefully, as if a lawyer were looking over his shoulder. There is no doubt that he did write carefully, but there is little evidence that he changed the content in response to attacks on the book. There is thus no evidence that anti-communism fostered the growth of “safer” more mathematical styles of reasoning.3 Keynesian economics prospered during this period.

Keynesianism was considered suspect by conservatives because it was associated with planning, yet there were places where planning was acceptable. The Cowles Commission, discussed in lecture 15, was full of advocates of planning, and it was developing techniques – activity analysis and linear programming as well as macroeconometric modelling – that could be used for planning. This led to great frictions with the Chicago economics department, which led to the departure of the Commission to Yale in 1955. But it was not subject to the same attacks as were made on Keynesian economics. The reasons could have been that they engaged in highly technical, mathematical work that, though useful for planning, was not seen as having direct political implications. It could also have been due to their connections with the US Air Force, within which planning was entirely acceptable.

The complexity of discussions of ideology is illustrated by the history of RAND, a think tank set up by the US Air Force in 1948. Its approach involved what was called “systems analysis”, described as “an attempt to aid decisionmakers in answering relevant questions about complex groupings of men and machines”.4 It tried to be quantitative and to take an “overall” approach. It could be summed up as technocratic management by experts using quantitative techniques. Initially it was concerned with military planning, analysing problems such as logistics, nuclear strategy (in which game theory played a major role) and military tactics. However, in the 1960s RAND branched out into research into the study of social problems.5 RAND’s methods spread into government when Robert McNamara, formerly president of the Ford Motor Company, became defense secretary under Kennedy and systems analysis was applied to the conduct of the Vietnam War. This was consistent with Cold War ideology in that individualism and rational choice, assumed by much systems analysis, were considered hallmarks of a free society.6 However, it does not fit into any conventional left–right ideological classification. Economists working at RAND included many liberals.

Radical economics

In the 1960s there was increased awareness of social problems in the United States: problems of poverty, inequality, cities, race and gender. A focus for radical activity was provided by the escalation of the Vietnam War and the draft, which threatened young people with being called up to fight in the war that they could see daily on television. An even more specific focus was provided in 1968 by the brutal treatment by the Chicago police of protestors outside the Democratic National Convention, which prompted calls for social science associations to protest by moving their annual meetings away from Chicago. The American Economic Association decided not to move, and the Union of Radical Political Economy (URPE) – formed in the summer of 1968 – held an alternative meeting in Philadelphia. The URPE was an activist organization, questioning capitalism and accusing most economists of ignoring problems of power, class, inequality and poverty. Radical economics was not Marxist but had affinities and overlaps with Marxism.

Over the next few years, there was a flurry of interest in radical economics. At some universities there was pressure, mostly from students and younger faculty members, to teach courses on issues the radicals considered important, challenging the conventional separation of academic work from politics. Given the challenge posed to conventional economics, this inevitably raised issues of academic standards and political discrimination in appointments and promotions.7 Symbolic of the increased interest in radical ideas was the inclusion of chapters on economic inequality and on problems of race, cities and a polluted environment in the eighth (1970) edition of Samuelson’s Economics. The ninth (1973) edition went further in adding a history of economic ideas in which Marx was treated “as neither God nor Devil – but as a secular scholar whom half the world’s population deem important”.8 These topics remained in the book through all the editions for which Samuelson was responsible.

“Neoliberalism”

Since the 1970s there has been a turn towards free-market economics. As discussed in lecture 22, this has involved many changes supported by a broad spectrum of economists. However, one impetus behind these changes is the ideology usually described by its critics, and sometimes by its supporters, as neoliberalism. Though neoliberalism has a longer history, going back to the late 1930s, it is often dated to the meeting organized by Hayek in 1947 at which the Mont Pelerin Society was formed. This brought together thinkers (mostly but not entirely economists) from the United States, Britain and continental Europe with the aim of developing a liberal philosophy to counter what they saw as the increasing collectivism of Western societies. The society developed into a substantial network linking many organizations concerned with free-market economics.

Favouring, where possible, market solutions to economic problems is consistent with advocating a significant role for the state so as to achieve goals that, left to themselves, markets could not achieve. Neoliberals go further and have a deep-seated hostility to the state, support for market solutions being combined with attempts to reduce the size of government and to undermine collective provision of healthcare, social services, education and most government activities other than defence. These ideas are promoted by a large network of think tanks, prominent among which are the Institute of Economic Affairs (IEA) (established 1956) and the Adam Smith Institute (established 1977) in Britain, and the Heritage Foundation (established 1973) in the United States. They differ from organizations such as the Brookings Institution in being what is termed “advocacy” think tanks, committed to advocating a particular political and economic position. In terms of having political commitments they are perhaps more like the much older Fabian Society (established 1884), which is committed to promoting the cause of democratic socialism by gradual reform. Their focus is not on pure academic research but on feeding new ideas into the policy process.

Offer and Söderberg, The Nobel Factor (2016), have developed the argument that the Nobel Prize – or more precisely, the Bank of Sweden Prize in Economic Sciences in Memory of Alfred Nobel, established in 1969 – has played a significant role in legitimating neoliberal ideas at the expense of social democracy, which they define as favouring collective decision-making in the interests of citizens. The key figure here was Friedrich Hayek, who was awarded the prize in 1974 (jointly with the prominent Swedish Social Democrat Gunnar Myrdal). Offer and Söderberg construct a measure of economists’ influence based on citations of their work, showing that most winners receive the prize when their influence is close to its maximum. In contrast, when Hayek received the prize his reputation was very low and declining, and it is not clear what would have happened to his reputation had he not received it.9 It might have remained very low. From 1974 to 1991 no fewer than seven Mont Pelerin Society members received the prize, and even its official historian has admitted that this strengthened the society.10 Prizes were, of course, given to economists with what Offer and Söderberg call social democratic views, but they were, especially in the crucial period of the late 1980s and early 1990s, awarded disproportionately to conservatives.11

Where economics is studied: some examples

Studies of places where economics is undertaken – of individual departments and research institutes – are in their infancy, so any discussion is severely limited by the available literature. This lecture discusses three examples, associated with different places on the ideological spectrum, but all top departments that any economist would agree were very significant in postwar economics. That they are all American reflects the way economics has changed since Marshall’s day. In terms of its position in world economics, Cambridge is but a shadow of its position in the first 40 years of the twentieth century. LSE and Oxford are important in certain fields, but their recent histories have not been written.12 Possibly the main omissions are Harvard and Columbia, key institutions in American economics throughout the twentieth century, but there is no suitable literature beyond occasional articles written by insiders.13

Useful background is provided by considering the affiliations of authors of articles in the American Economic Review. In the 1930s the list was headed by Columbia (5.9%), Harvard (5.6%), Ohio State (4.2%), Princeton (4.2%) and Illinois (3.8%). In the 1940s the equivalent places were Harvard (6.6%), Columbia (3.8%), Princeton (3.4%), the Federal Reserve Bank of New York (3.1%) and the Office of Price Administration (3.1%). The last two clearly reflect the exodus of economists into government service during wartime. In the 1950s, on the other hand, there was a completely different profile: Berkeley (5.1%), Stanford (5.1%), MIT (4.7%), Chicago (3.6%) and Michigan (3.3%). Harvard was down to eighth place and Columbia was eighteenth. Clearly, such data involves small-sample problems and not too much importance should be attached to the precise numbers, but the transformation between the 1930s and 1950s is sufficiently dramatic to be significant. In the 1950s institutions that had been off the map before the war rose to prominence, due in part to the presence of Samuelson at MIT and Arrow at Stanford. It is probably no coincidence that MIT and Stanford were institutions that had been major recipients of federal science funding during the war.

Massachusetts Institute of Technology (MIT)

Until 1940 MIT had no PhD programme in economics. It had a small department of economics and social science, the role of which was to provide the courses required by the institute’s scientists and engineers. There was a compulsory economics course that had to be taken by all MIT students, teaching which accounted for half the department’s resources. There was also a need for specialized courses needed by engineers, with the result that the department had a significant industrial relations section, and psychologists as well as economists. Research activity in the department was minimal.

In the 1920s MIT was focused on providing practical training for engineers, but during the 1930s Karl Compton and Vannevar Bush had been developing a more rigorous approach to engineering based on hard science. During the Second World War, MIT (along with nearby Harvard) became the recipient of enormous amounts of federal science funding and the home to enormous scientific laboratories such as the radiation laboratory, where radar was being secretly developed. MIT had become, along with Stanford and Caltech, one of the major locations of “big science”. This was the context in which, during the 1940s, steps were taken to develop economics at MIT. The first step, in 1940, as preparations for war were starting, was the appointment of Paul Samuelson, a young, mathematical economist from Harvard, who came to dominate the department. His presence was a major factor in attracting young economists to MIT, as was its openness to Jewish economists, still the subject of discrimination at many universities. The following year it established a PhD programme. This was nominally in industrial economics, but in practice there was flexibility in what could be studied, with theses being written on conventional economics topics as well as on industrial relations, the first being Lawrence Klein’s The Keynesian Revolution (1944), discussed in lecture 19.

After the war, the department and its PhD programme expanded, but compared with universities such as Harvard, Columbia or Chicago, they remained small and close knit. As the department expanded, other disciplines such as psychology were hived off into separate departments, the most significant development being the separation of the Sloan School of Management in 1952 (though it acquired the name only later). In 1949 Robert Solow joined the department. This was a significant development because, with Charles Kindleberger, who had arrived shortly before, he was to play a major role in the graduate programme. Solow and Samuelson worked together on problems of economic growth and Solow, as much as Samuelson, was responsible for establishing what came to be widely seen as the MIT style of doing economics. This involved using small models and integrating data and theory. Their work arguably reflected the ethos and values of an engineering school. By the 1960s, MIT had moved to the top of the rankings of economics departments and, despite its comparatively small size, it produced a large number of graduates who went on to become major economists in the 1970s and 1980s, especially in the field of macroeconomics. Through Samuelson and Solow, MIT became associated with the Keynesian policies applied under President Kennedy and President Johnson. After the arrival of Franco Modigliani in 1962, MIT was home to three of the country’s leading Keynesian economists (along with James Tobin at Yale), all of whom were prominent in debates with Chicago economists over “monetarism”. A generation of students – mostly Solow’s – were prominent “New Keynesians” in the 1980s and 1990s (Joseph Stiglitz, John Taylor, George Akerlof, Michael Woodford and several others).

The University of Chicago

Accounts of the Chicago School of Economics conventionally go back to the 1930s, tracing its roots in the work of Frank Knight and Henry Simons. They are credited with inspiring their graduate students, including Milton Friedman and George Stigler, and a young faculty member, Aaron Director, who arrived to work with the liberal Paul Douglas but who was soon persuaded by Knight’s more sceptical attitude towards government intervention in economic activity. However, though they may have inspired younger economists, Knight and Simons did not hold the views that later came to be associated with the Chicago School. Knight was a sceptic about markets and commercial values, and Simons’s A Positive Program for Laissez Faire (1934) included a wide range of interventions to make markets more competitive.14

Whether or not it should be considered the beginning of the modern Chicago School, the arrival of Milton Friedman as a faculty member in 1946 was a highly significant event for his views and personality did much to shape the department. He advocated what he called a Marshallian approach, using simple models of either competition or monopoly, arguing that people behaved “as if” they maximized utility or profit.15 An early fruit of his monetary project was a restatement and defence of the quantity theory of money.16 In that article he claimed that at Chicago there was a long-standing tradition of work on the quantity theory, which would have provided the basis for a Chicago School. However, subsequent work checking syllabi and lists of doctoral theses challenged the existence of any such tradition.17

The defining feature of the Chicago School has been argued to be a distinctive approach to economic theory, inculcated in “Econ 301”, the key economic theory course, which was taught for many years by Friedman. The central feature of this course was starting with real world problems, seemingly contradicting the assumption of optimizing behaviour, which were then analysed until they were shown to be consistent with standard theory. One Chicago economist had described this as “tight-prior equilibrium” theory: theory based on the presumption that, unless it is possible to prove otherwise, the world is approximately Pareto efficient.18 If that is the case, then it follows that government policy is unlikely to be able to improve the situation. This scepticism about what government could achieve extended to scepticism about measures to enforce competition (something for which Simons had argued in the 1930s). Stigler argued that even where competition appeared defective, there would typically be potential competitors and monopoly was unlikely to be permanent. The Coase theorem – a phrase coined by Stigler in 1965 referring to an idea proposed by Coase in 1960 – was used to argue that, provided property rights were clearly defined, markets and negotiation between individuals could achieve efficient solutions to problems that were previously thought to require government intervention.

An important feature of the Chicago School is that it was never coterminous with the economics department. Friedman was in the economics department but other important members were elsewhere: Stigler in the business school, and Director and Ronald Coase in the law school. (Though sharing Friedman’s political position, Friedrich Hayek, located in the Committee on Social Thought, was never thought a member of the Chicago School on account of his very different approach to economics.) At the same time, not all members of the economics department were committed to the Chicago School approach, for there was a policy of trying to recruit the best people, even if they held different views. Thus, in 1946 they tried to recruit both Paul Samuelson and John Hicks, the British economic theorist.19 Later they tried to recruit Robert Solow.

Though the Chicago School and Friedman were widely considered to lie outside the mainstream of economics in the 1950s, their ideas became increasingly influential, with economists associated with the university, either as alumni or as faculty members, accounting for a large proportion of Nobel Memorial Prizes in Economics.

Carnegie-Mellon University

Carnegie Tech, or Carnegie-Mellon University, has never had the same profile as MIT or Chicago but it makes a useful comparison to show how an institution in which economics was pursued in a very different way could make an important mark on the subject. The Graduate School of Industrial Administration (GSIA) was dominated by Herbert Simon, who had a PhD in political science from Chicago but who developed an interest in applying quantitative methods to the analysis of decision-making. His work spanned disciplinary boundaries and he became known as a psychologist, sociologist, economist, management scientist and computer scientist. Though it was a small part of his work on decision-making and artificial intelligence, he became known for his theory of satisficing: taking actions that would achieve a satisfactory outcome rather than an optimal one.

The prominence of the GSIA increased during the 1950s when officials at the Rockefeller and Carnegie took a decision to “upgrade” management education, moving away from the traditional case study method to more systematic training in quantitative techniques. It led to an approach in which economics was more central. Though this might seem far from economics – the GSIA was concerned with management education and Simon’s interests were thoroughly interdisciplinary – it is not. The GSIA produced some of the ideas that transformed the field in the 1960s and 1970s. The theory of finance was transformed by the theorems produced by Franco Modigliani and Merton Miller in 1958–60 concerning firms’ debt and dividend policies. Macroeconomics was changed by the concept of rational expectations, developed by John Muth and Robert Lucas. It can be argued that it was not just chance that caused these ideas to come out of the GSIA, for they both concerned information processing, the topic that dominated Simon’s work. It can therefore be argued that the intellectual environment in the GSIA was important for the development of economics, illustrating the point that, to understand the evolution of postwar American economics, it is necessary to look beyond MIT and Chicago. The places where economists are gathered together do matter.

5. Questions for discussion

	Why is it very difficult to establish the role of economists’ political beliefs in shaping their views about economic problems?

	Discuss the significance of either McCarthyism or the Vietnam War for the development of economic ideas.

	Distinguish between the policy positions widely associated with the University of Chicago and the Massachusetts Institute of Technology.
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