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Chapter 2: 
Mercantilists 

  

Background 
Mercantilism can roughly be characterised as an exercise in nation building by way of  an 

alliance between the city merchant and the monarch, both of  whom had gained in power and 

prestige. 

The monarch (king or queen) gave the merchant the protection and privileges of  monopoly 
that he needed for his business endeavours and, conversely, the merchant provided the 
monarch with the tax income in the form of  precious metals (gold and silver) to finance his or 
her wars. 

  

Major Tenants 
• Gold and Silver the most desirable form of  wealth. Mercantilists tended to equate the 
wealth of  the nation with the amount of  gold and silver bullion it possessed. 

• Nationalism. All countries could not simultaneously export more than they imported. 
Therefore one’s own county should promote exports at the expense of  its neigbours. 

• Duty Free Importation of  raw materials that could not be produced domestically, protection 
for manufactured and raw materials that could not be produced domestically and export 
restriction on raw material. The emphasis on exports and reluctance to imports has called 
“the fear of  goods” 

• Colonization and Monopolization of  colonial trade. Keep the colonies dependent and 
subservient to the mother country and also the colony remains suppliers of  low cost raw 
materials to the mother county. 

• Opposition to Internal toll, taxes and other restrictions the movement of  goods, they 
recognized that toll and taxes could throttle business and drive up prices of  the country’s 
exports. 

• Strong central Government was needed to promote mercantilist goals, nationalism, 
protectionism, colonialism and internal trade unhampered by tolls and international trade 
protected via tariffs on imports. 

• Importance of  large, hard working population, to fight for the glory and wealth of  the 
nation, but also would also keep labour supply high and wages therefore low.   

The meaning of  bullionism, and the advantage of  wealth-as-money (as opposed to 

wealth-as-useful-goods) for the monarch. 
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Bullion is another word for plain bars of  (unminted or uncoined) precious metal. Accordingly, 
the 

idea that wealth is equal to precious metal money (gold and silver or “treasure”) and that a 

nation’s wealth, therefore, consists of  the total amount of  gold and silver within its borders is 

called “bullionism”. 

The modern contrary view is that the wealth of  a nation consists of  the quantity and quality 
of  useful goods (food, housing, clothing, education, law and order, entertainment, etcetera), 
which its citizens can enjoy. Hence, a “wealthy” nation is a nation in which people can enjoy 
an abundance of  such goods. Mercantilists view wealth as money rather than as useful goods, 
because wealth in the form of  money is malleable. 

  

The meaning of  the “fear of  goods”. 
  

One of  the principles of  the Mercantilist school is duty free importation of  raw materials that 
could not be produced domestically, protection for manufactured goods and raw materials 
that could be produced domestically and export restrictions on raw materials. Emphasis on 
exports & a reluctance to import has been called the fear of  goods.     

  

The view of  international trade as a zero-sum game and how 
it encourages conflict between nations. 

They believed there is a total sum of  gold in the world and the gain of  one nation is a loss in 
another nation. Hence Zero sum game. 

They applied restriction on their colonies not to import from other nations. This is how 
merchant capitalism control the colonies “wanted to keep the colonies eternally dependent 
upon and subservient to the mother country”. In mercantilist times, there was host of  
restrictions and punitive taxations on the colony. 

  

Mercantilism as “rent-seeking behaviour”. 
The strong mercantilist emphasis on state regulation may sound strange on modern ears; after 

all, modern merchants and capitalists advocate laissez-faire and economic freedom rather 
than 

government regulation. However government regulation can, also be used to favour the 
Merchants 

commercial interests, namely when aimed at preserving monopoly rights and keeping out any 
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emerging competitors within the nation. Also Restricting imports trade by imposing tariffs on 
import. 

Indeed such lobbying for government favours can be regarded as “rent seeking”, 

  

  

The role of  “derived demand” in mercantilist thought.  

“Derived demand”. This term is often used in the context of  the labour market, meaning that 
the demand for labour is derived from the demand for goods, either generally for all goods or 
particularly for a certain good requiring a particular labour skill.  

In this context, the demand for fishermen is derived from an enforced demand for fish 

enacting a law coercing people to eat fish on Friday - still a common practice in many 
European 

countries), which in turn guaranteed a supply of  experienced sailors for a country's navy 

  

  

The ways in which bullionism did make some economic sense, valid at the time 

The growth of  trade and commerce required more money in circulation, banking wasn’t able 
or developed to produce it, therefore the utilisation of  Gold and silver bullionism, was more 
useful. 

It paid for the wars and building ships along with bribing enemies. Before the development of  
International finance bullion was a major significance in making international payment. 

  

  

  

The lasting contributions of  Mercantilist: The merits of  mercantilism in enhancing our 
understanding:  

a) the economic contribution of  commerce and trade, international trade in particular, 

b) the concept of  the balance of  payments, 

c) the benefit of  state regulation in certain areas, and 

d) the role and nature of  the chartered trading company as the forerunner to the modern 

 limited-liability corporation. 
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Chapter 3: 
The Physiocratic School 

The phsyiocrats appeared after the mercantilist period. The school started in 1756(When 
Quesnay published his first article on economics in the Grande Encloypedia) and ended in 
1776, when Turgot lost his high position in the French Government and when Smith released 
his book “Wealth of  Nations”. The phsyiocrats led the world in economic thinking, and had 
influence for about two decades. We look at two prominent phsyiocrats: Quesnay and Turgot. 

  

Major Tenets: 
1. Natural Order:  The phsyiocrats introduced the natural order of  thinking. Physiocrat 
means” rule of  nature”.Laws of  nature govern human societies. Influenced by newton. Bring 
society into harmony with laws of  nature. This included the rights to the fruit of  one’s own 
labour provided that such enjoyment was consistent with the rights of  others. 

2. Laissez-Faire: Let people do as they please without the interference of  government. 
Government should never extend their  in economic affairs. Government should only protect 
life, property, and contracts. They believed in free trade within the world. 

3. Emphasized Agricultured: Only agriculture produced new wealth . Production,industry etc 
were sterile. Agriculture produced a surplus. 

4. Taxation of  the landowner:  Physiocrats thought that because only agriculture produce 
surplus, which the landowner received in the form of  rent, only the landowner should be 
taxed. All tax imposed on others would be passed to the landowners. A direct tax  to the 
landowner was much more preferable than indirect taxes, which were increased as they were 
passed along to others. 

5. Interrelatedness of  the economy: Circular flow of  goods and money in  the economy. 

  

WHO BENEFITTED OR SEEK TO BENEFIT 
They thought they could help everyone. But they would have benefitted the rents and peasant 
rather than the landowners. They would have hurt the government sector.  Physiocrats were 
never politically influential , they would have helped the industry  because of  free trade. 

H 
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HOW WAS THE PHYSIOCRATIC SCHOOL VALID, 
USEFUL, OR CORRECT IN ITS TIME??? 

French industry was devoted to producing “sterile goods”. In that sense the French industry 
was sterile. Laissez-fare would have encouraged real industry and production. Direct taxation 
focus was a reaction to the bewildering profusion of  indirect taxes. 

  

  

WHICH TENETS OF THE PHYSIOCRATIC SCHOOL 
BECAME LASTING CONTRIBUTIONS 

Physiocrats were wrong in saying industry and trade were sterile. They also thought that th 
e”capitalist farmer” was the wave of  the future. The tax on nobility land would have been 
good but it became impossible. They were correct at looking at the circular flow and national 
accounting.It founded economic sciences as separate from government, a natural order 
separate from government. Orginated the theory of  tax shifting and tax incidence. 

  

FRANCOIS QUESNAY 
He made his fortune from his skill in medicine and surgery (physician). In 1750 he met 
Gournay and soon become interested in economics rather than in medicine.He noted that 
small firms were incapable of  using the most productive methods. He favoured large farms 
managed by “entrepreneurs”. He saw economics as a physical organism, the circulation of  
goods and wealth in the economy was like blood circulating the body. Both conformed to the 
natural order. He belived that laws made by people should be harmony with natural laws. 

Tableau Economique: 

Judicial 

ANNE ROBERT JACQUES TURGOT: 
He had a theological degree ,but instead decided to enter the judicial and administrative 
service. Became finance minister in 1774. After less than two years he introduced antifeudal 
and antimercantilist measures in keeping with the physicratic ideas. Ran everything through 
the king instead of  parliament. Early believer in the “iron law of  wages”, he also understood 
the law of  diminishing returns. And even how returns can first rise then later diminish. Much 
of  what he did was incorporated into French revolution. 
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Chapter 4: 
David Hume & the Classical Forerunners  

Classical School 
History 

- Scientific revolution. 

- Industrial revolution. 

-

Major tenets of  the classical school 
1. Minimal government involvement. 

2. Self-interest economic behaviour. 

3. Harmony of  interest. 

4. Importance of  all economic resources and activities. 

5. Economic laws. 

Who did the Classical school benefit or seek to benefit? 
It benefitted business people and respect was gained. 

How was Classical school valid, useful or correct? 

It was useful as competition was a growing phenomenon and less government involvement 
was needed as government was wasteful and corrupt. 

Which tenets of  the classical school become lasting contributions? 

Tenets that become lasting contributions but not limited to: 
• Law of  diminishing returns. 

• Law of  comparative advantage. 

• Notion of  consumer sovereignty. 

• Importance of  capital accumulation and economic growth. 

• The market as a mechanism for reconciling the interests of  individuals with those of  the 
society. 

•
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David Hume. 
Hume’s Price specie-flow mechanism and why it undermines the practicality of  mercantilist 
policy 

A natural law, proceeding from the assumption of  equilibrium. Once the economy moves 
away from the equilibrium, events will automatically occur to restore it. Hume disputed the 
concept of  trading states with one gaining at the expense of  the other. He believed in positive 
sum game. 

  

Hume’s reasoning to why international trade may not be a zero-sum game? 

He said it was a positive sum game, one in which the pay offs sum up to a positive number as 
opposed to zero-sum game. 

Hume’s reasoning as to why international trade will tend to melt away the difference between 
rich and poor nations? 

With international trade taking place the poor got a chance to improve their standard of  
living and moving them away from the poor position. 

Chapter 5: 
Adam Smith 

STUDY UNIT 2: ADAM SMITH

STUDY OUTCOMES
When studying this unit, you should aim at gaining knowledge and understanding of the 
following:
• The main tenets of the Enlightenment worldview.
• How both the Theory of Moral Sentiments and the Wealth of Nations suggest different

ways of reconciling individual freedom with the achievement of the common good.
• How the division of labour enhances productivity and ultimately leads to mechanisation

and industrialisation.
• How the size of the market limits the division of labour.
• The meaning of Smith’s concept of self-interest and how that concept may be

differentiated from pure selfishness or greed.
• Why in modern capitalism competition is less likely to guide private interests towards

the common good than in Smith’s time.
• The two main reasons why, according to Smith, state interference is likely to be

ineffective in furthering the common good.
• The forms of state interference which Smith, nonetheless, advocates.
• Smith’s argument in favour of free international trade.
• Smith’s distinction between value in use and value in exchange.
• The meaning of the water-diamond paradox, why it caused Smith to focus on value in

exchange and ignore value in use (utility).
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• The distinction between relative price and absolute nominal price, and the role it plays
in Smith’s labour theory of exchange value.

• The distinction between short-term market price and long-term natural price, and the
role it plays in Smith’s labour theory of exchange value.

• The sense in which Smith’s labour theory of exchange value is applicable to an “early
and rude state of society”.

• How, according to Smith (and Hume), the general price level is determined by the
quantity of money in circulation.

• The wages-fund theory, and why it is more applicable to an agricultural society than to
a modern industrial society.

• On what grounds Smith disagreed with the low wage doctrine of the mercantilists, and
the “iron law of wages” of later classical authors.

• Smith’s determinants of the wage structure in a free society.
• Smith’s view of profit as the reward for risk-taking.
• How the classical authors in general insufficiently distinguished between profit and

interest.
• Why profit rates, according to Smith, tend to be lower in rapidly advancing nations than

in poor stagnating nations, which can be more than offset by the lower wages paid in 
poor nations.

• After having studied Ricardo: how Smith’s theory of rent is similar to Ricardo’s.
• How Smith’s anti-bullionist stance caused him to underestimate the contribution of

money to wealth creation.
• The grounds on which Smith opposed the rising national debt of his day.
• The virtuous circle implicit in Smith’s ideas, according to which increased productivity

and wealth creation leads to even greater increases in productivity and wealth 
creation.

• Smith’s distinction between productive and unproductive labour

Adam Smith (1723–1790)
An influential Scottish economist who objected to the stifling mercantilist systems 
that were in place during the late eighteenth century. In response, Smith wrote the 
seminal Wealth of Nations (1776), a dissertation criticising mercantilism and 
describing the many merits of a free trade system.

Tenets of the Enlightenment Worldview:

Several key influences on Smith’s thinking
1. Period of Enlightenment

• General Intellectual Climate
• Intellectual Movement built on 2 pillars

- People’s reasoning Ability
- Concept of Natural Order

Scientific revolution associated with Newton established order and harmony 
characterise the physical universe

• Through systematic reasoning people discover physical laws and those that govern 
society

• Enlightenment Thinkers:
- Optimists: Believe that human thought and energy could produce unlimited progress

2. Influence of Physiocrats > Quesnay & Targot
• Against Mercantilism 
• Propose removal of trade barriers
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• From them he drew 
• Theme of wealth: Consumable goods annually reproduced by labour of society
• Minimal interference in economy from government 
• Circular process of production and distribution

3. Influence of Francis Hutcheson 
• Instructor @ Glasgow College

- People will discover themselves what is ethically good - the will of God - by 
discovering actions that serve the good of humankind

4. David Hume
• Letters and conversations contributed to intellectual development & economic ideas

Fundamental principles of Enlightenment:
• Reason: Truth could be discovered through reason or logical thinking
• Nature: That what was natural was also good and reasonable
• Happiness: Rejected the medieval idea that people should find joy in the hereafter and 

urged people to find well-being here on earth
• Progress: Society and humankind could improve
• Liberty: People had the right to freedom -like freedom of speech and religion- and that 

these freedoms should be guaranteed by people's governments. They also believed 
that government should be for people, not the other way around. John Locke wrote, 
"Man is born free, and everywhere he is in chains.”

Theory of Moral Sentiment & Wealth of Nations:

Moral Sentiments
Moral forces that restrain selfishness and bind people together in workable society. 
Sympathy overcomes selfishness and interest us in fortune of others and make their 
happiness necessary to us. This is true even though one does not derive anything from 
someone else happiness except the pleasure of seeing it. Grief and joy arouse similar 
emotions in ourselves.
By placing one in another persons’s position our imagination can evoke sympathy for a 
situation of which the other person is unaware. If someone go mad they are insensible of 
any misery. Anguish that stems from observing them comes from our own powers of reason 
and judgement. This is sympathy.
Smith differentiate between unsocial and social passion.
• Unsocial: hatred & resentment

Divide sympathy between person who feel them and person who is the object of 
them as the interest of the 2 individuals are contradictory

• Social: generosity, humanity, kindness, compassion, mutual friendship and esteem
Sympathy with person who feels passions coincides exactly with their concern for 
person who is object of them. Always have strongest sympathy for benevolent 
passions as they appear agreeable to us.

People identify more with joy than sorrow and therefore we parade our riches and hide our 
poverty. Toil and bustle of world undertaken to gratify our vanity and not to supply 
necessities. We want to be noticed with sympathy and approval. The rich glory in their riches 
because they get the attention of the world and the poor are ashamed of their poverty which 
leaves them in obscurity.
Smith states that people can only exist in society where they are exposed to mutual injuries 
and need one another’s assistance. When the necessary assistance is reciprocally offered 
out of love, gratitude, friendship and esteem the society flourish and is happy. If mutual love 
and affection are absent the society will continue to exist because of utility even though it 
might be less happy and agreeable. It cannot exist among those who wants to hurt and 
injure each other. Therefore a system of justice is required.
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Smith then consider the problem of our own selfishness and how it can be curbed and 
controlled. Our morals prescribe rules of conduct that restrain our actions of selfishness. 
Rules can be seen as commands and laws of deity. If we violate God’s rules we will be 
punished by torments of inward shame and self condemnation. If we obey God’s wishes we 
will be rewarded with tranquility of mind, contentment and self satisfaction. Therefore God 
promote our happiness.
Smith states that the rich tend to save and reinvest and therefore consume little more than 
the workers. They unintentionally share the produce of improvements with the poor.

Relevance Today: Society without people caring for one another will not be very 
nice but will survive. However a society without law and order will destroy itself.

Wealth of Nations
Assumes existence of a just society and show how the individual is guided and limited by 
economic forces.

Division of labour
Smith states that the greatest improvements in the productive power of labour lie in the 
division of labour. 

Labour specialisation occurs in two forms.
• Product Specialisation > bake bread, brew beer, make pins
• Operation Specialisation > specialise in parts of production to produce product
When Smith refers to labour specialisation her mainly refers to operations specialisation.
Even in the production of very simple products, division of labour always increases 
productivity exponentially. (Example of pin factory)

Smith offers three reasons for this increase in productivity. 
• Division of labour creates specialised knowledge of a particular trade or task

This, in turn, makes the labourers engaged in this task more dexterous, and 
therefore more productive. 

• Division of labor saves the labourer time
In focusing on one task, rather than passing from one task to another, a 
process that requires him to use different tools and materials, he is able to 
maximise his time, thus increasing productivity. 

• Technological innovation that ultimately makes that task easier
The amount of time spent by labourers on an isolated task leads to innovation 
in the methods and tools employed in the task.

Therefore, increased division of the labour involved in the production of a particular product 
leads to increased productivity.
By increasing productivity, the division of labour also increases the opulence of a particular 
society, increasing the standard of living even of the most poor. 
Division of labour also means that many people are involved in the production of each and 
every manufactured product. This is a testament to the interconnectedness not only of the 
labourers employed in manufacturing, but of all the branches of commerce.

Mercantilists: How exchange of goods could add to nations well-being
Physiocrats: Focus on agricultural output
Smith: Increase output by dividing labour
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Division of labour > enhance productivity > mechanisation & industrialisation:

Labour specialisation creates possibilities for mechanisation and, as such, paves the way for 
industrialisation. Labour (operation) specialisation facilitates mechanisation, because it 
divides up the production process into a large number of repetitive, standardised productive 
handlings, which makes it possible for machines to take over these repetitive handlings. The 
enormous productivity gains from industrialisation and mechanisation, which Smith only 
partly anticipated, can thus indirectly be attributed to Smithian labour specialisation too.

The scope for labour specialisation, and thus for industrialisation too, is limited by the size of 
the market.

Harmony of interest & limited Government:

Participants in the economy tend to pursue their own personal interests. 
Consumers looks for lowest price for good, given its quality. 
Workers tries to find highest pay, given nonage aspects of the job. 
There is a natural order in the seemingly economic chaos. There is an invisible hand that 
channels self-interested behaviour in such a way that the social good emerges.

Invisible hand: A term used by Adam Smith to describe his belief that individuals 
seeking their economic self-interest actually benefit society more than they would if 
they tried to benefit society directly.

Key to understanding the invisible hand is competition. Action of each producer who attempt 
to garner profit is restrained by the other producers also attempting to make money. 
Competition drives down prices and by doing so reduce profit for the seller. Initially when 
there is only one seller, the huge profits attracts new competitors which increase supply and 
reduce profit.
Employers compete with one another for best workers, workers compete for best jobs and 
consumers compete for the right to consume products.
Resources gets allocated to to their highest valued uses > economic efficiency prevail.
Business persons save and invest (out of self-interest), capital accumulates and economy 
grow.
Therefore the pursuit of self-interest, restrained by competition tend to produce Smith’s 
social good: Maximum Output & Economic Growth.
This harmony implies that Government intrusion is unneeded and undesirable. According to 
Smith governments are wasteful, corrupt, inefficient and the granters of monopoly privileges 
to the detriment of society as a whole.
His distrust of the government is further reflected in his references to his own government 
which was at the time thought of as one of the honest and efficient ones in the world. He 
extended his belief in the harmony of interest and laissez-faire to international trade. He 
directly attack mercantilism and argued that the government should not interfere in 
international trade. 

Nations like individuals, should specialise in producing goods in which they have an 
advantage and trade for goods which the other nations have an advantage. If a foreign 
country can supply us with commodity cheaper than what we can make it, it is better to buy 
it.
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Foreign trade can also promote division of labour by overcoming narrowness of home 
market. Exports remove surplus products for which there is no demand and bring back 
products for which there is a demand. He condemned subsidies on exports.

Limited role for government:
• Protect society from foreign attack
• Establish administration of justice
• Erect and maintain public works & institutions that private entrepreneurs cannot undertake 

profitably

Smith recommends taxation to fund the government activities. 
Maxims for good taxes:
• Taxes should be proportional to the revenue 
• Taxes should be predictable and uniform
• Taxes should be levied at time and in manner most convenient to contributor
• Taxes should be collected at minimum cost to government

Government intervention through coercive laws does not further the common good for two 
main reasons. 
• People know their own interest better than government officials do
• Government officials tend to waste public resources

Size of the market & division of labour:

The size of the market limits the scope for labour specialisation, because increased 
specialisation, whether in product or in productive operation, always involves dividing up the 
market into smaller sub-markets – one for each specialised product or productive operation. 
In short: the division of labour implies a division of the market too. As a result, only when the 
market is initially large enough can its division into these sub-markets keep these sub-
markets large enough for a specialist to make a living. That is why the growth of a market, 
say of the population of a town, leads to the establishment of more specialised shops in that 
town. When a town is really small, only a single general store can make a living there. As the 
town grows, however, a specialised bakery, butchery and clothing shop may be able to 
establish themselves, offering better quality, a wider selection and better prices than the 
general store previously could. That general store, therefore, goes out of business unless it 
specialises itself. As the town grows even further, there may even be space for a watch-
maker, a tobacco shop and a dentist. And so the process goes on. 
Labour specialisation in itself increases the size of the market: by being more productive and 
lowering the cost of production and thus the price of goods, more people can afford these 
goods, which in itself enlarges the market for these goods. This effect is, however, never 
quite so strong that the size of the market never limits the possibilities for labour 
specialisation.
Given that the size of the market limits labour specialisation and industrialisation, any 
measure which increases the size of the market aids the scope for labour specialisation and 
thus for greater prosperity in general. 
Three ways in which markets can expand spring to mind.
• Improvements in transport & communication technology increase the size of markets. 

Ability of potential demanders and suppliers to communicate with each other and 
transport goods (and money) to each other defines a market . As transport and 
communication keep on getting faster and cheaper, the market which any given 
producer with access to that technology can reach keeps on growing too, to the point 
where the whole world has now just about become one huge market for everyone. 
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On the downside, if transport and communication deteriorate through increased cost, 
slowness, unsafety or other forms of unreliability, the effects on the achievable 
degree of productivity through reduced specialisation and industrialisation will be 
equally significant. In some ways, modern industrialised economies have thus 
become more vulnerable. 
If the road, railway, air traffic and communication infrastructure deteriorate, farmers 
could no longer reliably and cheaply get their crops to their market, information about 
available qualities and prices could no longer be spread among potential market 
participants quickly and cheaply, producers could no longer reach their market except 
for those who live in close proximity to their factory, and so on. 
When markets shrink in this way, possibilities for labour specialisation decrease and 
productivity falls. 
Relevance today: it is imperative that we take good care of our transport and 
communications infrastructure.

• Markets can grow by removing restrictions on international trade. 
Smith’s advocacy of free international trade is based on precisely this point. Smith 
thereby takes it for granted that countries always have some area in which to 
develop a competitive advantage vis- à-vis other countries. If this is not the case, a 
country will not necessarily benefit by free trade. 
The free trade argument then points out that a country, when exposed to the winds 
of competition, will eventually develop competitive strength in some area.
The current trade policy of the South African government is roughly based on this 
very idea: the economy is gradually exposed to international competition by reducing 
its legacy of import protection and export subsidisation (partly because international 
trade agreements force the government to do so), in the hope that the South African 
economy will react to this greater competition by eventually developing its own 
strengths. 
There are signs that this is indeed happening, although some sectors, like the textile 
industry, have been seriously hurt by foreign competition, especially from China.

• The market for an individual firm can also expand by reducing the number of competing 
firms. 

Such a reduction is often a more or less spontaneous by-product of the process of 
advancing mechanisation: the firms which are quickest to apply the latest, most 
efficient machinery are typically also the ones which can produce at the lowest cost. 
By offering the goods at a lower price, they obtain a larger share of the market often 
at the expense of a multitude of smaller, less progressive operators, who are then 
forced out of business. 
That is partly why oligopoly rather than perfect competition is the typical market form 
in the modern industrialised world, in spite of the fact that markets have kept on 
growing due to the falling cost and increasing efficiency of transport and 
communication. 
Highly mechanised firms can only exist by virtue of large scale production, which 
means that, for a given size of the total market, there may only be space for a 
handful of firms – if we wish firms to produce at the lowest possible price. It seems 
that the loss of competition in markets is, to some extent, the inevitable downside of 
the economies of scale and the higher standard of living made possible by 
mechanisation and mass production.

Smith assigns an important role to competition as the invisible hand which spontaneously 
guides individual interests towards the common good. In Smith’s day, however, 
industrialisation had not progressed very far in Britain. There were hardly any big factories. 
Most production was still handicraft production performed by artisans in small family 
enterprises organised as unincorporated proprietorships or partnerships. Under these 
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circumstances, there was indeed a good chance that competition was vigorous in most 
markets. Modern capitalism with its far advanced industrialisation dominated by corporate 
firms may have had huge advantages in terms of raised productivity, but it has not been 
conducive to competitive markets. Most markets in modern capitalism are oligopolistic rather 
than perfectly competitive. Hence Smith’s invisible hand has a much reduced chance of 
success in modern capitalism than in Smith’s own day.

Both moral sentiments & wealth of nations reconcile the individual with social interest 
through the principle of the invisible hand, or natural harmony, and the principle of natural 
liberty of the individual, or the right to justice.
In moral sentiments sympathy and benevolence restrain selfishness; in Wealth of nations 
competition channels economic self-interest toward the social good.

Self-Interest:

Self-interest is the driving force behind free-enterprise capitalism:
“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.” 
This self-interest is supposed to be kept in check by competition. If your butcher charges 
unreasonably high prices for his meat, competition gives you the opportunity to go to another 
butcher. Butchers are thus forced, by the threat of losing customers to competing butchers, 
to be reasonable in the pricing of their meat. That is how their self-interest is kept in check 
by competition and how the “invisible hand” of competition, analogous to Newton’s law of 
gravity in a system of natural harmony, automatically guides self-interest towards the 
common good.

Competition (understood as the availability of alternative suppliers or demanders) as a 
protection against social victimisation is a particular incidence of a more general principle. 
That general principle can formally be stated as follows: disassociation provides the best 
protection against possible harm resulting from association. For example, if I join an 
association like a trade union, a business agreement, a business partnership, a church or a 
sports club, but my associates turn out to be unpleasant, unreliable or even positively 
harmful and dangerous, I protect myself from any further harm by simply disassociating 
myself from them: leave that trade unions, business agreement, business partnership, 
church or sports club and join another. It is for that reason that both the freedom of 
association (the freedom to cooperate with others for mutual benefit) and the freedom of 
disassociation (the freedom to terminate that cooperation with others when it is perceived to 
be no longer beneficial) are necessary to balance the potential benefit and the potential 
harm of human cooperation. When the freedom to disassociate from others is absent, I get 
locked into association with them (no exit). People gain power over me, which creates scope 
for abuse. Such is also the power of monopoly, that is, the lack of competition (no exit).
While Smith’s argument thus presented contains important truths, it is open to a number of 
misunderstandings. We will spend some time expelling some of these misunderstandings, 
which are still widespread in our day.

Many people mistakenly regard Smith’s idea of self-interest as equivalent to selfishness, in 
the morally objectionable sense of being only and exclusively concerned with one’s own 
interests at
the expense, if necessary, of the interest of others. There is, however, a subtle but important 
difference between Smith’s self-interest and plain selfishness. 
Smith’s self-interest refers to the desire to meet one’s own needs – earn one’s own income 
and pay for one’s own food, clothes and housing. Clearly, that kind of self-interest is entirely 
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moral, even if only minimally so. While morality challenges people to go a step further and 
also be concerned about the needs of others, people must at least look after themselves. 
Otherwise, that step further would not even be possible; only people who have already 
looked after their own needs can afford to be concerned about the needs of others. Self-
interest as the desire to meet one’s own needs is thus not inherently immoral, selfish or 
greedy. 
It becomes immoral, selfish and greedy only when done at the exclusion of a concern for the 
interests of others, that is, when it is pushed so far that it squeezes out any generosity or 
any desire to see others get a fair deal too, which is not at all what Smith had in mind. Smith 
did not exclude the possibility that his “butcher, brewer or baker”, even while being self-
interested, are also keen to give their clients a fair deal or to spend part of their fairly earned 
income on contributing towards the needs of others. While generosity and fair play are not 
inherent in Smith’s concept of self-interest, they are not excluded by it.
Therefore, Smith’s idea that self-interested people can serve the common good should not 
be interpreted as a justification for selfishness: “why should I worry about being selfish if my 
selfishness serves the common good?” Although this interpretation was not intended by 
Smith, he is partly to blame for it. The problem lies in Smith’s proposition that the invisible 
hand of competition operates like an impersonal natural law and that the mechanism is, 
therefore, automatic and inevitable. But contrary to harmony in the material world of physics, 
harmony in the world of human affairs is never automatic or inevitable, for which there are a 
number of reasons. First, markets are far from always sufficiently competitive to constrain 
rampant self- interest and guide it towards honesty and decency in business dealings. 
Second, even if markets were highly competitive, people are still in need of some degree of 
moral restraint and benevolence if their behaviour is to be in the interest of all, as Smith 
himself argued in his Theory of Moral Sentiments. In essence: competition cannot 
completely replace the role of moral self-restraint.
Similarly, by emphasising self-interest as the driving force behind liberal capitalism, Smith 
does not wish to suggest that liberal capitalism is based on selfishness or even on greed. 
While liberal capitalism gives people considerable freedom to pursue their own interests 
according to their own values, it would be a caricature to suggest that its core value is that of 
the “law of the jungle” where “might is right” and selfishness is given free rein. It would be 
more correct to argue that a liberal, free-enterprise system is based on the idea that the 
responsibility to provide for one’s own needs lies, first and foremost, with private individuals 
themselves. Instead of looking to the state or their fellowmen for their means of existence, 
private individuals have to accept responsibility for their own needs, even if it may still be the 
duty of a liberal state to create an environment which makes it reasonably possible for 
people to look after themselves. In addition liberals would also wish the state to provide 
some minimum safety net for those who fail to make an adequate living for themselves – as 
Smith himself advocated. And if people are to carry the responsibility to provide for their own 
needs, they must also be given the freedom to do so, which requires that the means of 
production be privately owned and that exchange be largely voluntary. Because freedom can 
be abused (freedoms can always be abused; this is their drawback but not always a good 
enough reason to abolish them), selfishness, greed and social injury can play a role too – 
see again Smith’s Moral sentiments. But, says Adam Smith, the scope for such abuse of 
freedom can be brought back to acceptable proportions when there is sufficient competition 
(Wealth of Nations) and when there is a sufficiently strong sense of voluntary self-restraint 
based on moral conviction (Theory of Moral Sentiments).

Economic Laws:

Smith developed several ideas that later economist classify as economic laws.
• Division of labour
• Law of self-interest behaviour
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• Law of absolute advantage in international trade
• Value & Price
• Wages, Profit & Rent
• Role of money & Debt
• Economic Development

Value

Water-Diamond Paradox:

Also known as the theory of value which was not solved by Smith.
Two kinds of value:
• Value in Use: Utility of specific object
• Value in Exchange: Purchasing power of goods which possession of object convey
Things that have greatest value in use have often low exchange value and those with 
greatest exchange value have often little use value. E.g. water vs diamonds.

Even though life cannot exist without water and can easily exist without diamonds, 
diamonds are, pound for pound, vastly more valuable than water.
Nothing more useful than water yet you cannot purchase anything with it (price of water low). 
Diamonds have very few uses but can exchange great quantities of goods for it.

Therefore the utility obtained from water is obviously very high, while the utility obtained from 
diamonds is substantially less.

Value in use - how much pleasure or convenience someone gets out of owning & using a 
good. 
It is subjective and difficult to measure objectively. 
Value in exchange (market price) - Price which a good would fetch when selling it in the 
market It is objective and easy to measure in quantities of money.

Smith directed his attention toward exchange value. 
The possession a commodity provides to purchase other goods. Its “natural” price.

Primary Society:
He examined exchange value in the economy in “an early & rude” state. He defined it as one 
where labour is the only scarce resource. Capital & Land are either nonexistent or free. As 
the only resource the value of a commodity will be determined by the amount of labour 
required to produce it. > Labour cost theory.
Value of any commodity to a person who possesses it, if he wish to exchange it for other 
commodities is equal to quantity of labour that enables him to purchase it. 
Labour is the real measure of the exchange value of commodities. > Labour command 
theory.
In a primitive economy labour is both the source (labour cost theory) and the measure 
(labour command theory) of exchange value.

Advanced Economy:
Then developed theory of value for advanced economy where capital accumulated and both 
capital and land commanded a positive price.
In a society where capital and land become important goods will normally be exchanged for 
other goods, money or labour at a figure high enough to cover wages, rents and profit.
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Profits will depend on the whole value of the capital advanced by employer. Real value of 
commodities can no longer be measured by labour contained in them, but can be measured 
by the quantity of labour which they can purchase on demand.
Quantity of labour that a good can buy > quantity of labour embodied in its production by 
total profit and rent.
Demand does not influence the value of goods. 
The cost of production is the only determinant of value in the long run.
• Wages
• Rent
• Profit
Reasonable that assumption that production expand or shrink at constant cost / unit of 
output. Competition will drive prices down to cost, including normal profit. An increase in 
demand will not increase value because cost of producing each unit remain unchanged.
Assume increasing / decreasing costs and the principle becomes untenable. If demand for 
product increase and the industry expand and produce good at higher cost, the long-run 
price (value) of the item will rise. If rising output results in reduced cost per unit, the increase 
in demand will cause the long-run price to fall.

“Do Pearls have value because people dive for them, or do people dive for 
pearls because they have value?”

Pearls (goods) have value because people need to dive to get them.
That is that the costs of production determines a good’s exchange value or relative price.

People pay for things because they value them, they do not value them because they pay 
for them.

Market Price

Smith distinguished between the natural (intrinsic) price of a good and it short-run market 
price. There are average rates of wages, rent and profit in every society. This is called the 
natural rate of each. When a commodity is sold for its natural price there will be exactly 
enough revenue to pay for these. The natural price is the long-run price below which an 
entrepreneur will no longer continue to sell its goods. If desperate they will sell goods for 
cheaper, but it cannot continue as they can go out of business.

The market price is the actual price at which any commodity is sold. It can be above, below 
or the same as its natural price. It can be influenced by both the demander (utility) and 
suppliers valuation  (cost of production and reward) of the good.
The market price depends on the deviation of short-run supply and demand and it will tend 
to fluctuate around the natural price. 
• Above the natural price: More goods will come to market depressing the price
• Below the natural price: Some productive factors will be withdrawn, quantity supplied will 

fall and market price will raise towards natural price
Short-run supply and demand are not fundamental determinants of prices (exchange value) 
but cause fluctuations in market prices around the natural price (value of commodity).

Smith also distinguished between the real price of a product and its nominal price (money).
Here he followed Hume by pointing out that increase in stock of money in society can cause 
an increase in the nominal price of products and resources.
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The real price of a commodity is its command over labour and not its command over money.
A doubling of prices will not increase a commodity’s command over labour if wages also 
double.

Wages

Smith addressed three aspects of wages:
• Aggregate level of wages (WF)
• Growth of wages over time (WF)
• Wage structure

Wage Fund Theory (WF):
WF idea implies that there is a stock of circulating capital out of which present wages are 
paid.
Stock consist of savings & depend on revenue from sales and production. It is fixed in the 
short run but increase from year to year.
    Average Annual wage = Wages Fund / Number of labourers
Minimum rate of wages must be that will enable a worker with a family to survive and 
perpetuate the labour supply. When demand for labour rises the wages will rise above this 
minimum. Rate of increase of national wealth determines the demand for labour and the 
wages by influencing the size of the wage fund.
If wealth of country great but stationary, population and labour supply will multiply beyond 
employment opportunities and wages would fall.
Smith emphasises capital accumulation & economic growth. Applauded rise of wages that 
accompanied economy growth. Therefore against the low wage doctrine of mercantilism.
High wages increase health and strength of the workers - do their best work as high wages 
gives them hope for an improved life. Known as economies of high wages (efficiency 
wages).
Bargaining plays role in wage determination.

He assumed a society with perfect liberty, one where everyone is free to choose and change 
occupation. Theory of equalising differences - compensating wage differentials.
Wage structure vary according to 5 factors:
• Agreeableness of the occupation (More Disagreeable, higher wage)
• Cost of acquiring necessary skills and knowledge (theory of human capital)
• Regularity of employment (less regular, higher wage)
• Level of trust & responsibility (high trust - dr, higher wage)
• Probability or improbability of success (great risk of failure, high wage)

Profit

Every investment exposed to risk of loss. The lowest rate of profit must be high enough to 
compensate for such loss and still leave a surplus for the entrepreneur. Gross profit includes 
compensation for any loss and the surplus.
Net or clear profit is the surplus alone (net revenue of the business). Countries that advance 
rapidly in wealth lowers rate of profit among businesses as a result of competition. Low profit 
rate may offset high wages. Thriving countries may sell goods cheaper than poorer countries 
who may have lower wages.
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Classical economist generally did not treat interest as a separate distributive share - it was 
simply deducted from profit. Lowest rate of interest must be a bit higher that the losses that 
can occur through lending. The interest that the borrower can afford to pay is proportional to 
the net or clear profit only, and rate must generally be lower that the rate of profit in order to 
induce borrowing.
As profits rise borrowers seek more money and interest rates rises.
As profits fall, interest rates decline.

Rent

Smith present several theories of rent - none complete or entirely accurate. David Hume 
criticised Smith’s statement that rent of the land enters into the price of the goods produced 
from the land.He examined the the components of the price of commodities in general. 
When commodities are sold the revenue received must cover wages, rent and profit.
He also agreed with Hume and Petty’s perspective that prices of agricultural products 
determine the rent that the landlord can charge. 
He states that rent is the price paid for use of the land. It is the highest price the tenant can 
afford to pay after deducting wages, wear and tear of capital, average profits and other 
expenses of production.
Therefore rent is a surplus or residual.
High product prices yield high rent and Low prices yield low rent.
Smith was on same analytical path that Ricardo later took to develop his differential theory of 
rent.
Ricardo’s theory rested on law of diminishing returns which Smith did not apply to 
agriculture. This is surprising as Petty & Turgot stated the concept earlier. Instead he attempt 
to explain rent including viewing it as a monopoly return and as an opportunity cost of using 
the land for one purpose rather than another.

Together Smith’s view on wages, profits and rents constitute an attempt to formulate a 
theory of the functional (factor share) distribution of income. His theory even though 
incomplete was far superior to the theories presented by the physiocrats.

Role of Money & Debt:

Deemphasise the importance of money. Money is vital as a means of payment as without it 
business will need to use a barter system. 
Money itself does not add to output / wealth of society. It facilitates the circulation of goods, 
but the production of the latter is what constitutes the wealth. Even though gold and silver 
circulating is a valuable part of the capital of the country, they are dead stock as they 
produce nothing. 
Modern economist exclude money from their list of economic resources as money is not 
productive.
Smiths view on money was in opposition to mercantilism. If money is medium of exchange 
then paper money will do just as well as gold and silver and require less effort to produce. 
Gold and silver are like a highway that enables goods to be brought to the market without 
being productive. As long as paper money was redeemable in gold then a small reserve of 
metal would be sufficient.
Mercantilist argued that consumable commodities are soon destroyed where gold & silver 
are more durable. Smith asked if one would consider exchange of English hardware for 
French wines to be disadvantageous. Only require a certain amount to circulate goods, an 
excess is unnecessary and will be exported. Mercantilist overemphasise gold and Smith 
ignored the special quality of this metal. It is universally acceptable medium of exchange and 
can be used for various purposes.
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View amongst many contemporary economist was that internally hold debt is of little 
economic consequence because we owe it to ourselves.
Smith was afraid that the heavy taxes needed to pay interest on the debt would induce 
merchants and manufacturers to invest their capital abroad to the detriment of the home 
country.

Assuming full employment Smith felt that government debt & interest charges represent 
resources that might have been used productively by private individuals if government had 
not diverted them to its own purpose. With corrupt governments far removed from the people 
such a diversion of resources would not serve society.
Smith further predict that growing debt would in the long run probably ruin all the great 
nations of Europe.

Economic Development:

Smith viewed the economy as a whole and emphasised growth and economic development.
Primary factors that promote growth:
• Division of labour
• Accumulation of Capital
• Proper distribution of employment

Figure 5.1 & explanation (p87) in textbook 

Proper distribution of employment distinguish between productive labour & unproductive 
labour

Productive labour adds value to the product.
Productive employment stores up labour in a tangible commodity that has market value
E.g. Artificers, manufacturers, merchants.

Unproductive labour does not add value to the product.
It is invested in offering services and does not result in the availability of tangible goods in 
the marketplace.
E.g. Kings, soldiers,lawyers, doctors, musicians.

Chapter 6: 
Thomas Robert Malthus (1776 - 1834) 

Malthus's population theory: The assumed geometric growth 
in population and the arithmetic growth in agricultural 

production 

ECS3705 OCT/NOV 2015 !23



HISTORY OF ECONOMIC THOUGHT

Population tends to increase at a rate of  1,2,4,8,16,32 etc while the rate of  
growth in subsistence is at best only 1,2,3,4,5,6, etc.  According to Malthus, 
population doubles itself  every 25 years. 

Malthus' preventative and positive checks to population 
• Preventative Checks on Population 

Reduce birth rates by moral restraint: People who could not afford children should either 
postpone marriage or never marry; conduct before marriage should be strictly moral. 

Disapproved of  prostitution and birth control - called them unnatural 

Laziness of  the human race could be limited by limiting child birth. 

• Positive Checks to Population 

Increase the death rate: Famine, misery, plague and war are necessary evils to limit the 
population and were punishment for not practicing moral restraint. 

Malthus's view on the Poor Laws and their relation to 
population 

• The Poor Law: the poor should have a minimum income irrespective of  their earnings. 
(social grants in the South African Context) 

• Growing population putting pressure on the food supply. Population growth lead to people 
being poor as there was not enough subsistence to cater to everyone, so he saw the Poor 
Law as an enabler to the growing population problem.  

• Originally stated that there must be no government relief  for the poor. 

Government aid would cause more children to survive worsening the problem of  hunger. 

• Later withdrew his statement to say that no children born within any marriage taking place 
after a year from the expiration of  the law, and illegitimate children born after two years 
from the same date should get any government aid. 

• The Poor Law was influenced by Malthus's harsh theories and revised accordingly 

No relief  for able bodied people 

People needed to pawn all their possessions before they could enter workhouses (where 
poor people who had no job or home lived. They earned their keep by doing jobs in the 
workhouse).  

When entering a workhouse, a family was separated, a man would work in one place 
while his wife and children would be sent out to work at the cotton mills to discourage 
that family from being a further burden to society. 
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The workhouses were stigmatized and imposed psychological costs that people would 
rather starve than enter them. 

  

The relevance of  Malthus's population theory for today 
• Malthus had underestimated the possible increase in productivity in agriculture. 

Industrialization and mechanization revolutionized agriculture. Green revolution came with 
better seeds, improved fertilization, irrigation and pest control among others. This has 
enabled the earth to sustain its alarmingly growing population. 

• The world's population reached 7 billion in 2012 and continues to grow at 83 million 
people per year. 

• Widespread disease, emergence of  new disease strains, food and water shortages, poor 
harvests and violent and districts be weather caused by climate change are currently 
prevalent.  

Developed countries have passed through the demographic transition; lower fertility in 
response to lower infant mortality, more education for women, increased ability and a 
wider availability of  birth control have helped in maintaining sufficient food supply. 
Stable, and in some cases, declining populations. 

Developing countries are experiencing the opposite.  

Food supplies have peaked in countries were food is needed the most. In some countries 
the land has been degraded such that it no longer had the capacity for food production. 

The meaning of  Say's Law and on what basis the classical 
authors, Say in particular, thought the law would hold 

• Say's Law: Aggregate effective demand would always be sufficient to buy up its aggregate 
supply. (Supply creates its own demand). 

Total income created during a production round is sufficient to buy up the production of  
the same production round. 

• General overproduction is impossible 

• (Money, as money, has no other use than to buy with. The value of  money is perishable.) 

• Overall demand for all goods and services will be more or less sufficient what is supplied. 

• The economy always tends to full employment. 

• This principle doesn't hold true in the short run, only in the long run 

• Exam question: "Say on Say’s Law: Say͛s chief  claim to fame rests on his theory that 

general overproduction is impossible.   This is known as Say͛s Law.  It is worthwhile to 

remark, that a product is no sooner created, than it, from that instance, affords a market for 
other products to the full extent of  its own value1.  When the producer has put the finishing 
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hand to his product, he is most anxious to sell it immediately, lest its value should vanish in 
his hands.  Nor is he less anxious to dispose of  the money he may get for it, for the value of  
money is also perishable.  But the only way of  getting rid of  money is in the purchase of  
some product or other.  Thus, the mere circumstance of  the creation of  one product 
immediately opens a vent for other products.   "  

Malthus's particular arguments against Say's Law, and how he 
thought aggregate demand failure (a general glut) could be 

overcome 
• Exam question: "Malthus’s explanation for the failure of  Say’s Law: Malthus saw the 

economy as having perfectly synchronized production rounds of  equal lengths.  Thus all 
firms start producing at the same time, pay wages at the same time and start selling fished 
goods at the same time.  It would then appear that the finance to buy up the output of  the 
current production round consists of  nothing more than the wages paid out during the 
current production round.  Entrepreneurs are thus prevented from making any profit even 
when workers spend their wages in full (no leakages). Because these wages are a cost of  
production for the firm, the following must hold for the firm sector as a whole: aggregate 
demand for goods = cost of  producing these goods.  Firms can at best earn back what they 
previously paid in wages and demand is never sufficient for firms to make a profit.  As a 
result of  not making a profit, firms will not be inclined to invest and economic activity 
would stagnate.  This was the problem Malthus saw.  The only way for firms to make a 
profit is to find a demand for their goods which is not a cost of  production for them. " 

Chapter 7: 
Ricardo 

Ricardo 

1) Ricardo’s  “ abstract reasoning” and his deductive method as opposed to the inductive 
method. 

  

He was a deductive thinker and he called the broad generalisation the economic laws. He 
used logic to deduce generalisations.  He did not gather historical or experimental methods of  
data, nor did he reason from the part to the whole, from particulars in general from facts to 
theories.   Instead he formulated sweeping laws and he drew up facts to prove their 
operations.  His tendencies to use restrictive assumptions to strengthen his arguments was 
referred to as the “Ricardian Vice”. The inductive method of  thought argues reasoning from 
specific to general whereas deductive is general to specific. 
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2) The Nature of  Rent 

Ricardo is responsible for developing theories of  rent, wages, and profits. He defined rent as 
"the difference between the produce obtained by the employment of  two equal quantities of  
capital and labor." Rent is a productive value of  land expressed as a monthly or annual 
income which land owners can extract from their land. 

Ricardo believed that the process of  economic development, which increased land utilization 
and eventually led to the cultivation of  poorer land, principally benefited landowners. 
According to Ricardo, such premium over "real social value" that is reaped due to ownership 
constitutes value to an individual but is at best a paper monetary return to "society". The 
portion of  such purely individual benefit, and exclusively that portion, that accrues to scarce 
resources such as land or gold, over and above any socially beneficial exchange, Ricardo 
labels "rent". 

The law of  diminishing marginal returns and the nature of  rent developed of  the theory of  
the corn laws. He stated that rent as a portion of  the produce of  the earth, which is paid to 
the landlord for the use of  the original and indestructible powers of  the soil. He concluded 
that rent on long run capital investments compounded with the soil produced productivity. 
Rent arises at both the intensive and extensive margins of  cultivation. 

Ricardo concluded that a tax on land value, equivalent to a tax on the land rent, minus the 
improvements, was the only form of  taxation that would not lead to price increases. Land 
itself  has no cost of  production, because it is not produced by humans. Thus, the price is not 
determined by the cost, but only by the best available rent-free alternative, not by the tax 
burdens of  the person claiming exclusive use. 

  

3) The theory of  value 

  

Ricardo's most famous work is his Principles of  Political Economy and Taxation (1817). 

His labour theory of  value required several assumptions: 

1. both sectors have the same wage rate and the same profit rate; 

2. the capital employed in production is made up of  wages only; 

3. the period of  production has the same length for both goods. 

Ricardo himself  realized that the second and third assumptions were quite unrealistic and 
hence admitted two exceptions to his labour theory of  value: 

1. production periods may differ; 

2. the two production processes may employ instruments and equipment as capital and not 
just wages, and in very different proportions. 

Theory of  Value 
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3. –Labour theory of  value: value is determined by labour cost counted in labour hours 

4. •Relative, comparative value rather than absolute value 

5. •Long-term natural price rather than short-term market price 

6. –Other than Smith: some role for utility 

7. •Is a precondition for value; utility influences exchange value. 

8. •Determines value of  non-reproducible goods e.g. rare paintings and rare coins. 

9. –Labour theory of  value applied to reproducible goods 

10. Value of  goods is determined by labour time necessary to produce it 

•Labour time: not only work done in making the good (what Marx called ‘live labour’) but 
also work embodied in raw materials and capital goods (what Marx called ‘dead labour’) 

11. Unrealistic assumptions implicit in LToV 

•Difference in wage rate reflects difference in labour quality (labour skill and effort) 

Difference in cost of  producing the machine (in labour hours) reflects difference in the 
machine’s productivity 

•If  profit rate is the same in all industries, capital/labour ratio must be the same in all 
industries 

  

The aim of  the value theory is to show how changes in relative prices reflect changes in 
relative labour time whereby changes in profit and wage rate or rent rate do not influence the 
relative prices. 

  

Changes in profit rate do not cause changes in relative prices if  the average profit rate and the 
average capital-labour ratio are the same in all sectors.  According to Ricardo changes in 
profit does not influence relative prices 

  

An increase in the wage rate will reduce the profit rate nut does not influence exchange value 
as determined by relative labour hours.  Changes in the rent rate do not cause changes in the 
cost of  product: according to Ricardo rent does not influence exchange prices of  agricultural 
as well as non agricultural output – thus exchange prices influences the value of  rent. 

  

Rent theory 

Ricardo’s rent theory states that rent is price determined and not price determining ie high 
rents are explained by high grain prices and high prices cannot be explained by high rents. 

Rent does not influence agricultural prices as Ricardo assumes marginal cost of  producing 
agricultural products ( P = MC) while rent is not part of  the marginal cost of  the land 
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cultivator, it is thus a fixed cost that remains for the land cultivator irrespective of  the amount 
of  production on the land.   

Ricardo’s theory  in rent is a kind of  producer surplus.   It assumes perfect competition in the 
output market, accrues to the producer eg the land cultivator.  The rent accrues not only to 
the land cultivator but too to the land owner. 

  

The implicit implication is that it cannot earn more than just an average, normal profit.  All 
excess profit which is what rent is presumed to be extracted by land owners. Land cultivators 
may have some bargaining power and the profit could be shared with them too. 

  

Theory of  exchange 

The theory of  exchange explains the long term natural price of  a good rather than its short-
term market price.  It explains relative prices instead of  nominal as in the rent theory.  It 
explains the ratio or the price of  one good in relation to the other eg the price of  grain (R1) to 
wheat (R2) is 2:1.  Ricardo didn’t entirely explain the price ratios but more so the changes in 
the relative price ratios or exchanges in values over time. 

  

The weakness of  smiths labour theory of  value is applicable to Ricardo with exception to 
some differences. 

1. Smith denies that utility can have any influence on exchange value.  Ricardo acknowledges 
that the possession of  utility is a precondition for a good to have exchange value even if  utility 
is not a measure of  that value. As a result the greater usefulness  of  a good does not according 
to Ricardo meant that the exchange price is higher.  Only the value of  non producible goods 
can be so influenced by utility, simply because the supply of  these goods are fixed, with the 
result that demand factors will only have to determine the value.  For producible goods, 
Ricardo maintains that supply factors ( cost of  production as determined by labour cost 
measured in labour hours) will be the dominant force determining exchange value. Ricardo’s 
theory was meant to explain long term natural prices which determine cost of  production 

  

2. Ricardo dealt with problems of  labour theory value differently.  He attempted to include 
cost of  machinery and raw materials by valuing their productive contribution in labour hours 
too. He defined the labour created by machinery as dead labour and labour by workers as life 
labour.  The implicit assumption is that productive contribution of  a machine is exactly 
proportional to the number of  hours that went into producing it. 

  

3. Goods that require the same amount of  labour time to produce but are produced with 
differing amounts of  capital wield differing profit rates. These differing rates conflicts with a 
part of  the classical theory  - making it inconsistent.  Ricardo and Smith both imply that 
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profit rates may differ in Ricardos value theory.  The possibility of  differing profit rates by 
Ricardo implies that two goods are produced in two different sectors with hours made up of  
hours of  production cost plus hours of  profit.  Differing capital and labour ratios lead to 
differing in profit rates which creates a problem if  profit rates should lead towards equality. 

  

4. Labour hours need not reflect the same amount of  productive effort and skil in all sectors. 
Different effort and skill are compensated by a different wage rate. 

  

  

Theory of  distribution 

This theory assumes that total real production and general price level remain unaffected by 
the factor price changes (wage rate, profit rate and rent rate). The wage, profit and rent rates 
have no effect on total product, but only how its distributed to landowners, workers and 
capitalists.  Ricardo’s theory of  income and distribution shows conflict between workers and 
capitalists and landlords and the entire rest of  society. 

  

The first conflict follows from the fact that an increase in wage rate lowers the profit rate and 
vice versa.  Wage or profit rates are assumed to have no influence on total Production – which 
is fixed or given. 

  

The second conflict results from rent rates increasing at the expense of  profit and wage rates 
because food prices are bound to risk under the influence of  scarce land, unchanged 
agricultural technology and increasing population. 

The three main policy implications: 

1. Wages should not be regulated by law – labour markets are indeed fair and freely  
competitive.   

2. A tax on rent would not increase the price nor lower the quality of  agricultural production  
- implication to Henry Georges proposal to tax rent and redistribute over all the citizens. The 
advantage of  such a tax is that it has no detrimental effect on prices of  production volumes of  
agricultural products. 

3. Opposition of  Corn laws 

  

Comparative cost and international trade 

  

The reason for a country can gain from international trade when it has no absolute advantage 
is the scope for mutually beneficial trade arises not only in countries that have efficiency 
advantages over each other in different goods but also countries who have comparative 
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efficiency advantages over each other ( the difference in efficiency in one good of  a country 
compare to another of  another country) 

  

Ricardo’s views on unemployment 

  

Ricardo argued the mechanisation( the use of  machinery in production) was in the interest of  
all the classes of  society : workers, capitalists and landlords. 

Improved productivity and the resultant lower unit cost of  goods produced would reduce 
prices and thus increase the real income of  all. 

  

Aggregate employment would also not fall because the technological sectors would be 
compensated for the increased employment in other sectors ie job losses in some outdated 
sectors would be offset by the job gains in the new sector 

  

The introduction of  machinery may harm the interest of  workers according to Ricardo in the 
short run.  This was based on the fact that investment spending reduces the wages fund which 
would reduce nominal wages.  In the long run the falling prices due to productivity gains 
would do more than compensate the reduction in nominal wage so that workers would gain 
too. 
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 Chapter 8: 
Mill 
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Chapter 9: 
Socialism 
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Chapter 10: 
Karl Marx 
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CHAPTER 11: 
THE GERMAN HISTORICAL SCHOOL 

THE HISTORICAL BACKGROUND OF THE SCHOOL 

• The meaning of  the historical school’s evolutionary approach 

• The peace treaty after the Napoleon wars left Germany divided into thirty-nine separate 
states most of  them monarchical, almost all of  them undemocratic. 

• The victorious Great Powers of  Europe manipulated Germany weak and divided. 

• Britain wished to see a strong Prussia to thwart a future resurgent France, Russia desired for 
itself  the parts of  Poland not seized by Germany of  Austria. 

• The German struggle against Napoleon aroused patriotic and nationalistic emotions 

• Many Germans demanded unification and constitutional reforms 

• The aspirations toward democracy remained unrealised for over a century, where achieved 
only briefly under the most adverse conditions 

• In 1815 the Holy Alliance of  Prussia, Austria, and Russia was organised as a means of  
defeating revolution wherever it might threaten 

• Minor revolutionary outbursts in Germany from 1830 – 1832 and major upheavals were 
crushed by Prussian and Austrian troops. 

•

STUDY UNIT 6 CHAPTER 19 
THE HISTORY AND INSTITUTIONALIST SCHOOLS, 

VEBLEN AND GALBRAITH 

THE INSTITUTIONALIST SCHOOL: 

OUTCOMES/TENENTS 

The institutional school’s holistic, broad perspective 
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• The economy must be examined as a whole, rather than examined as small parts of  
separate entities isolated from the whole. 

• A complex organism cannot be understood if  each segment is treated as if  it were unrelated 
to the larger entity.   

• Economic activity is not merely the sum of  the activities of  person motivated individual and 
mechanically by the desire for maximum monetary gain. 

• There are also patterns of  collective action that are greater than the sum of  the parts.   

• A union, for example develops a character, an ideology, and a method of  operation of  its 
own. 

• Economics, they assert, is intertwined with politics, sociology, law, custom, ideology, tradition 
and other areas of  human belief  and experience. 

Meaning of  institutions – see summary notes 

Institution and their role in economics – see summary notes 

Rejection of  the idea of  normal equilibrium – rather than the idea of  equilibrium 
institutionalists emphasised the principle of  circular causation, or cumulative changes that 
maybe either salutary or harmful in seeking economic and social goals. 

• Maladjustment in economic life are not departures from normal equilibrium but rather are 
themselves normal. 

• Before the World War 2, the outstanding maladjustment was the business slump.  The 
problem of  economic development became the centre of  attention. 

• In the late 1970s the problem became stagflation, the simultaneous occurrence of  inflation 
and unemployment, whereas in the mid-1980, problems of  trade deficits and federal budget 
deficits arose. 

Rejection of  pleasure pain psychology – the institutionalists repudiated the Benthamile 
underpinnings of  economic analysis. 

• They reached out instead for a better psychology and some of  them incorporated Freudian 
and behaviourist ideas into their thinking. 

Rejection liberal/laisses-faire democratic reform – the institutionalists espoused reforms in 
order to bring about the more equitable distribution of  wealth and income. 
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• They denied that market price are adequate indices of  individual and social welfare and 
that unregulated markets  lead to the efficient allocation of  resources and a just distribution of  
income. 

• The institutionalists invariably condoned laissez-faire and favoured a large role for 
government in economic and social affairs. 

Conflict /clashes of  interest – instead of  the harmony of  institutionalists that most of  their 
contemporaries and predecessors deduced from their theories, the institutionalists recognised 
serious differences of  interests. 

• People said he institutionalists are cooperative, collective creature.  They organise themselves 
into groups for the members’ mutual self-interest, which becomes the common interest of  the 
group, 

• There are however, clashes of  interest between groups such as big business against small 
business, consumers against producers, farmers against urban dwellers, employers against 
workers, importers against domestic producers and the makers of  goods against the lenders 
of  money. 

• The representative and impartial government must reconcile or override cashing interests 
for the common good. 

•

VEBLEN THEORY OF THE LEAISURE CLASS: 

1. Conspicuous consumption 

• Veblen held that the leisure class is engaged in the predatory seizure of  goods without 
working for them. 

• Those who were wealthy did not take care of  their physical wants or even their spiritual, 
esthetic and intellectual wants.  Rather they wish to consume in a way that displays wealth 
because a show of  wealth indicates power, prestige, honour and success in our pecuniary 
(money) culture.  To be reputable such consumption must be wasteful. 

• Poorer people must work in order to subsist, but even their partten of  spending includes an 
element of  wasteful conspicuous consumption. 

• According to Veblen, women can be especially useful in displaying the wealth and 
importance than men possess.  Wearing expensive clothing and shoes that prevent them from 
doing useful labour, women advertise that they are supported by wealthy men. 

• Annual parades of  yachts, viewed in ewe by thousands of  landlubbers, are common in 
many coastal cities in the US. 

2. Propensity to avoid to do useful work 
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• Members of  the leisure class must avoid useful work.  They must indulge only in wasteful or 
useless tasks if  they are to remain reputable. 

• These occupations are government, war, sports and observances.  At this time as at any 
other cultural stage, government and war are, at least in part , carried on for the pecuniary 
gain of  those who ebgage in them 

• But it s gain obtained by the honourable method of  seizure and conversation.  The 
occupations are of  the nature of  predatory, not of  productive employment. 

3. Conservatism 

• Veblen asserted that the evolution of  social structure has been a process of  natural selection 
of  institutions.  Progress can be attributed to the survival of  the fittest habits of  thought and 
the enforced adaptation of  individual to a changing environment. 

• Institutions must change with changing circumstances.  The development of  these 
institutions represents the development of  society. 

• Unfortunately there is a conflict between current beliefs and current requirements because 
of  the cultural lag in the process of  change. 

• The law of  natural selection, as applied to human institutions, asserts that, “Whatever is, is 
wrong.” That is, current institutions are wrong to some extent, from the evolutionary 
standpoint, because they do not change quickly enough to be tune with the times. 

ATTACKS ON NEOCLASSINCAL ECONOMICS: 

Assumption of  consumer sovereignty 

• Through the “dollar votes” consumers determine the composition of  commodities 
produced and therefore the allocation of  society’s resources that will maximise welfare. 

• But if  large portions of  consumption are used to impress neighbours, who strive to retaliate 
by purchasing similar items to maintain their relative status, then government might be able 
to enhance overall well-being by restricting “wasteful” consumption by everyone.  

• Veblen attacked neoclassicists by declaring John Bates Clark’s system static and therefore 
useless and his “dynamics” essentially ary view of  normality and natural law – a view that 
prevents awareness of  cumulative change.  He also accused the neoclassicists of  supporting 
the present scheme of  the distribution of  wealth and income.  Standard theory, he thought is 
not truly a theory of  anything, but merely folklore of  theology used to justify private property 
and property income.  Veblen was concerned with social economics instead of  the business 
economics of  price, profit and ownership.  He also attacked the notion of  perfect 
competition, which then dominated standard economic theory.  He recognised that most 
businessmen had some monopolistic control over the price they charged and that they used 
advertising to strengthen their market positions. 

Instinct for Workmanship 

ECS3705 OCT/NOV 2015 !45



HISTORY OF ECONOMIC THOUGHT

Veblen believed that work is not generally irksome (having negative utility), or else the survival 
of  the human race would be jeopardises.  Humanity’s greatest triumph over other species in 
the struggle for survival has been a superior ability to control the forces of  environment.  It is 
not people’s proclivity for effort but for achievement that really matters. 

Providing people are not overworked, they generally want to work and to do it well.  Not for 
nothing do the unemployed, people experience huge frustration about idleness.  Moreover, we 
do find satisfaction in providing for our descendents, and somehow allowing them to build a 
better life than we had.  To be sure, large machine production dominated by the corporate 
form of  business is hugely more productive than small-scale handicraft production ever was.   

  

We are all much better off  than we were a century and a half  ago (provided we do have work)  
But something has also been lost in the process: pride in work, a slow pace of  life, care for 
people beyond their economic value, personal identification with what is produced, and the 
like.  The power of  the profit motive has somehow squashed other, equally important values. 

THE BUSINESS CYCLE 

The following steps in the typical credit cycle are identified: 

1. Future optimism soars 

2. Producers and consumers take up more bank credit to finance their increased investment 
and consumption spending. 

3. The money stock increases 

4. Income and spending increases 

5. Asset prices (mainly real estate) increase 

6. Balance sheet on firms and consumers improve, which appear to raise their credit 
worthiness 

7. Optimism soars even further , which feeds into 2 and the upward spiral all over again 

THE SAME CUCYCLE WILL THEN START TO OPERATE IN REVERSE 

1. Future pessimism sets in 

2. Producers and consumers start to operate than take up bank credit 
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3. The money stock shrinks ( or grows less) 

4. Income and spending fall (or grow less) 

5. Asset prices fall ( or grow less) 

6. Balance sheet of  firms deteriorate, which lowers their creditworthiness 

7. Pessimism soars even further , which feeds back into 2 and the downward spiral starts all 
over again 

THE SOVIET TECHNICIANS 

The idea that a revolt if  technicians and engineers can save corporate capitalism from itself  is 
interesting but also somewhat naive 

GALBRAITH 

Criticism of  neoclassical theory for being obsolescence 

The shortcomings of  economics are not original error but uncorrected obsolescence.  The 
obsolescence has occurred because what is convenient has become sacrosanct. 

Neoclassical system owes much to tradition – it is implausible as a description of  a society that 
once existed.  It lends itself  to endless theoretical refinement.   

Criticism of  consumer sovereignty 

It is not consumers who are sovereign in the modern industrial system, but rather the gigantic 
firms, that produce and market goods and services.  In Gabraith’s “revised sequence,” 
producers decide what shall be produced and then mold consumers’ tastes so that they buy 
these products.  Orthodox economics holds that initiative lies with the consumer who buys the 
good and service in the market in response to personal desires or demands. 

The neoclassical theories of  consumer choice take wants as given.  To say that consumers 
maximise their utility, said Galbraith, begs the important question of  how consumers go 
about formulating those wants in the first place. 

GALBRAITH - The meaning of  technostructure and ideas about its purpose 
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A basic characteristic of  the corporate form of  business is that ownership is divorced from 
control. Because ownership (shareholders) does not actually own the assets of  the corporate 
firm, it has little control over how the firm is run.  The management by acting as the agent for 
the corporation as a legal entity in its own/shareholders.  He points out that, while 
shareholders may be predominatly motivated by profit, the motivation of  management (the 
technostructure) is more complex and multi-faceted 

The purpose – the growth in the firm’s size and thus in the power and prestige of  the 
technostructure, which partially overlap with profit maximisation but also partially conflict 
with it. 

GALBRAITH - Policy proposals to counter the excess of  corporate capitalism 

The futility of  antitrust legislation (the stuff  of  the Competition Commission in our country), 
the need for more government control over wages and management salaries, and the need for 
centralised planning of  production.  In other words, He once again relies on government 
interference to counter the negative side-effect of  corporate capitalism rather than repealing 
the right of  private individuals to incorporate their business concern 
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Chapter 12: 
The Marginalist School 
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Chapter 15: 
Marshall 
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Chapter 18: 
Leon Walras (1834 - 1910) 

• One of  the 3 originators of  Marginalism 

• Literature: Elements of  Pure Economics (1874) 

• Developed and advocated general equilibrium analysis which considers the interrelationship 
among many variables in the economy. 

Any change in the economy causes further changes that radiate outward with gradually 
diminishing force, and there are feedback changes occurring in single markets in the 
economy. This process of  reverberation continues throughout the entire system until 
equilibrium is achieved simultaneously in all markets. 

He used the example of  the increase in the price of  gas  

According to the partial equilibrium theory. The price increase of  gas will just affect 
quantities for gas. 

According to the general equilibrium theory: This price increase will affect quantities 
of  coal, oil, gasoline, the price of  substitute goods or services will also be affected, such 
as prices for books because people would rather read books than drive around.  

This implies that, the demand for numerous goods unrelated to oil and gasoline will be 
affected by the change in oil prices, until a general equilibrium is reached. 

• Walras's general equilibrium approach presents a framework consisting of  the basic price 
and output interrelationships for the economy as a whole, including both commodities and 
factors of  production. 

• Mathematical approach. Which is static because it assumed that certain determinants 
remained constant - consumer preferences, production functions, forms of  competition, 
factor supply rules. 

The function for the quantity demanded of  a good depends on the price - price is the 
independent variable. (Marshall said the opposite, that the price is a function of  the 
quantity demanded) 

The quantity demanded of  any one good includes the price of  all other commodities - a 
consumer will not decided how much of  a good to buy without knowing the prices of  all 
other goods.  

D(1) = F(1) (P(1), P(2), P(3).... P(n)) 

The quantity demanded of  any good equals the quantity supplied. If  supply is 
substituted for demand in the previous equation: 

S(1) = F(1) (P(1), P(2), P(3).... P(n)) 
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"Walras is neoclassical and Marshallian in all respect except one: he relinquished a partial 
equilibrium approach in favor of  general equilibrium. He studied the interrelatedness of  
markets. " 

Chapter 21: 
The Keynesian School 

  

(A) Introduction 

  

The keynesian system of  ideas is one of  the most significant schools of  economic thought. 
The school began with the publication of  Keynes’s The General Theory of  Employment, 
Interest and Money in 1936 and remains a majornpresence in orthodox economics today 

  

Although Keynes sharply criticized certain aspects of  neoclassical economics, which he 
lumped together with Ricardian doctrines under the heading ‘classical economics,’he used 
many of  its postulates and methods. 

  

Keynes disassociated himself  from attacks on the neoclassical theory of  valueand distribution. 

  

  

(B) The Historical Background of  the Keynesian School. 

  

Keynesian school were added impetus by the Great Depression of  the 1930s, the worst the 
Western world has ever known. Yet the roots of  his idea can be traced back to before 1929. 
The work of  many economists, including that of  Mitchel and his associates n the National 
Bureau of  Economic research, was within the framework of  aggregate ecnomics, or 
macroeconomics, rather than the microeconomics of  the neoclassical school. Keynes also 
adopted this macroeconomics approach. 

  

1. World war I and the economic controls enacted required an overall overview of  the 
economy 

2. The growth of  large-scale industrial production and trade made the economy susceptible 
to statistical measurement and control, making inductive, aggregate approach more feasible 
than in the past. In fact, this approach was increasingly necessary as the public became more 
eager for the government to deal with unemployment. 
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3. Keynesian thinking also had its roots in the spreading concern about secular stagnation, or 
a declining rate of  growth 

4. The mature private-enterprise economies of  the Western world were lesss vigorous after 
World war I thatn before it. 

5. The rate of  population growth was declining; most of  the world had already been 
colonized; there seemed to be no room for further geographic expansion; production 
apearded to outrun consumption as incomes and savings rose; and there was no new 
inventions like the steam engine, the railroad, electricity, and the automobile to stimulate new 
and vast capital investments. 

6. Also the decline of  vigorous price competition reduced the rate of  replacement of  old 
machinery with new and better machines, and the economy was dragged downward when 
the growing accumulation of  depreciation funds from past investments were not spent quickly. 

  

After the Great Depression began in the early 1030, many economists in the  United States 
advocated policies that would be called Keynesian. It is interesting to note that these policies 
were presented before the publication of  Keynes’s The General Theory. Leading figures both 
inside and outside of  the economics  profession were urging public works programs, deficit 
budgets for the federal governent, and the easing of  credit by the Federal Reserve System. 

  

(C) Major tenets of  the Keynesian School 

  

The major characteristics and princples of  the Keynesian economics are as follows: 

  

1. Macroeconomic emphasis 

Keynes and his followers concerned themselves with the determinants of  the total or 
aggregate amounts of  consumption, savings, income, output and employment. They were less 
interested, for example, in how an individual firm decides on its profit-maximising level of  
employment than in the relationship between total spending in the economy and the 
aggregate of  such employment decisions. 

  

2. Demand orientation 

Keynesian ecomomist stressed the importance of  effective demand (now called aggregate 
expenditure) as an immediate determinat of  national income, output and, employment. 
Aggregate expenditure, said these economists, consist of  the sum of  consumption, investment, 
governement and, net export speding [Y=C+I+G+(X-Z)]. 
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Firms collectively produce a level of  real output that they expect to sell. But sometimes 
aggreagte expendiure is insufficinet to buy all the output produced. As unsold goods 
accumulate, firms lay off  workers and cut back output produced. That is, effective demand 
establishes the economy’s actual output, which in some cases is less than the level of  output 
that would exist if  there were full employment (potential output). 

  

3. Instability in the economy 

According to Keynesian, the economy is given to recurring booms and busts because the level 
of  planned investment spending is erratic. Changes in investemnt plans cuase national 
income and output to change by amounts  greater than the initial changes in invetsment. 
Equilibrium levels of  investment and saving – those that exist afterall adjustments have 
occurred – are achieved through changes in national inceome, as opposed to  changes in the 
rate of  interest. 

  

Investment spending is determined jointly by the rate of  interest  and the marginal efficiency 
of  capital, or the expected rate of  return above the cost on new investments. 

  

The interest depend rate depends on people’s preference for liquidity and the quantity for 
money. The marginal efficiency of  capital depends on the expectation of  future profits and 
the supply price of  capital. The expected rate of  profit from new investment is unstable,and, 
therefoere, one of  the most important causes of  business flactuations. 

  

4. Wages and price rigidity 

Keynesians pointed out that wages tend to be inflexible downward because of  such 
institutional factors as union contracts, minimum wage laws, and implicit contracts. In 
periods of  slack aggregate demand for for goods and services, firms respond to slower sales by 
reducing production and discharging or laying of  workers, not by insisting on wage cuts. 

Prices are also sticky downward; declines in effective demand  initially cause reduction in 
output and employment rather than declines in the price level. Deflation occurs only under 
conditions of  extremely severe depression. 

  

5. Active fiscal and monetary policies 

Keynesian economist advocated that the governement should intervene activeley through 
appropriate fiscal and monetary policies to promote full employment, price stability, and 
economic growth. 

To combat recession or depressin, government should either increase its spending or reduce 
tax, the latter increasing private consumption spending. It also should increase the money 
supply to drive down interest rates in the hope that this will bloster investment spending. To 
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counter inflation caused by excessive aggregate expenditures, government should reduce its 
ownspending, increase taxes to reduce private consumption spending, or reduce money 
supply to raise interest rates, which will dampen excessive investment spending. 

      

(D) Who did the Keynesian School benefit or seek to benefit? 

  

Society 

The great success of  the Keynesian economics came partly because it addressed a problem of  
itd day: depression and uneployment. Also, it offered something for almost everyone and 
rationalised what was already being done out of  necessity. 

Society gains from full or fuller employment, and thse individuals, or groups who lose because 
of  it (say, administrators of  unemployment compensation programs) 

  

Although labor sometimse objected to specific Keynesian prposal, it strongly approved of  
Keynes’s larger goals. Raising aggregate demand made for tight labor markets and permitted 
unions to negotiate improved wages and working conditions with less fear of  unemployment. 

  

  

  

  

Businesses 

Business interests benefited  from government contracts and government stimuli to get the 
economy out of  depression or recession. 

  

Bankers 

When bankers had extensive excess reserves in the 1930s, they found a vast profitable area for 
investent in government bonds, and government controls gave the banking system liquidity, 
security, and stability. 

  

Reformers and intellectuals 

Reformers and intellectuals enjoyed vastly increased employment in government services, and 
they could persue with crusading zeal the mild, safe, and sane reforms, that grew out of  
Keynesian thinking. 

  

Farmers 
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Farmers long had favored easy monetary policies and low interest rates. They also came to 
rely heavily on government spending programs for agriculture. In fact, their spokespersons 
had put forth a crude theory of  the multiplier long before it was incorporated into the 
Keynesian system. 

  

  

(E) How was the Keynesia School valid, useful, or correct in its time? 

The Keynesian view that there are alternative means to reductions in nominal wages to 
achieve full employment was particularly timely. This policy prescription, which had emerged 
from neoclassical thinking, found little support as a politically practical solution to massive 
unemployment. Most important, according to Keynes, a deep and general reduction of  
nominal wages makes for bad economic policy. 

He held that a single firm can increase sales and employment through wage cuts because the 
demand for its products will remain unaffected. A whole economy, however, cannot easily 
increase sales and employment through wage cuts because the demand for its products will 
remain unaffected. A whole economy, however, cannot easily increase sales  by cutting 
nominal wages because wages are a source of  demand for goods as well as a cost of  
production. If  wages begin to fall, people may come to expect them to fall still further; this 
may cause business to postpone invetment spending, making the depression worse. 

  

The Keynesian approach became became immensely useful even to those who did not accept 
Keynes’s policy conclusions. It established a new set of  analytical tools through which to view 
the economy, encourage the further development of  national income accounting, stimulated a 
vast and fruitful effort at empirical studies of  the real world, hastened the development of  
econometrics, and created a new liberation on which reformers could pin their hopes for 
aiding those who benefited least from unfettered capitalims. 

  

(F) Which tenets of  the Keynesian school became lasting contributions? 

  

Numerous idea developed by Keynes and his followers have become orthodox elements of  
contemporary macroeconomics. In fact, contemporary economics could be said to be a 
combination of  neoclassical microeconomics and Keynesian-inspired macroeconomics. 

Keynesian isnpired macroeconomics. Keynesian concepts such as the consumption function; 
marginal propensity to consume; the  saving function; the marginal propensity to save; the 
marginal effeciency of  capital; the transaction, precautionary, and speculative demands for 
money; the multiplier, ex post and ex ante saving and investment; fiscal and monetary policy; 
IS-LM analysis, and so forth are now standard fare in economics textbooks. 
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Several of  the earlier Keynesian precepts, such as the view that economy can be “fine tuned” 
to a position of  noninflamatory full employment, have been largely discredited, but the 
Keynesianims as an analatical method and as a system of  ideas still dominates 
macroeconomics. 

This is not to say that all of  the ideas of  Keynes and his followers proved to be correct. 

  

 Chapter 24: 
The Chicago School / Milton Friedman 
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