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Political Economy, Past and Present

fluences, are usually the slaves of some defunct economist. Madmen in authority,

who hear voices in the air, are distilling their frenzy from some academic scribbler
of a few years back.” Thus did John Maynard Keynes (rhymes with “rains”), one of the
great 20th-century economists, conclude his major work, The General Theory of Employ-
ment, Interest, and Money. He was careful to warn that economic ideas are often powerful
whether they are right or wrong. He might have added that economic ideas can have a great
impact even when their author’s major works are so dense that they are impenetrable ex-
cept to specialists.in economics.

So it was with Keynes. His book was read by few and understood by fewer. And yet,
less than a decade after Keynes wrote his General Theory, “Keynesianism” had become
a battle cry of social movements, or an epithet to hurl at opponents, depending on one’s
opinions. So, too, had it been with Adam Smith, the prophet of capitalism, and Karl Marx,
capitalism’s great critic. In neither case were their major works well understood by many
of their contemporaries, but in both cases their writings became controversial and had great
impacts on the course of history.

Thus, economics was born in controversy and has grown in controversy. Someone
once quipped that if you laid all the economists in the world end to end, they would not
reach a conclusion. But because it is about the most ordinary and the most important of our
daily activities, earning a livelihood, economics is hardly an irrelevant pursuit, even in the
hands of those whom Keynes labeled “academic scribblers.”

Near the beginning of the last chapter we warned against accepting any particular eco-
nomic opinion as true without careful scrutiny. In this chapter we underline this warning by
introducing six of the all-time great economists, each of whom has contributed to what we
call the three-dimensional approach to economics. Had they met (they did not), they would

(1 p ractical men, who believe themselves to be quite exempt from any intellectual in-
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have agreed on some things and strongly disagreed on others. But as you will see, they had
complex ideas, and they often respected points of view that were at odds with their own;
none of them was simply grinding an ax or trying to sell his own point of view. Marx, you
may be surprised to find, lavishly praised capitalism for its massive increases in material
output. And Smith worried greatly about what capitalism was doing to those who worked
in its factories.

The crux of this chapter is that political economy (three-dimensional economics) is a
way of understanding capitalism that has evolved and changed along with capitalism itself.
This idea is expressed in the following points:

1. The primary contributors to political economy grappled not only with abstract the-
oretical issues but also with the concrete economic reality around them.

2. Adam Smith showed how markets can work as a system of coordination of private
economic decisions.

3. Karl Marx contributed an understanding of classes, class conflict, and how economic
systems change over time.

4. Joseph Schumpeter (“shum PAY ter”) taught that innovation and technical change lead
both to economic instability and to growth in living standards.

5. John Maynard Keynes explained why unemployment is a persistent problem and what
the government might do about it.

6. Ronald Coase (rhymes with “snows™) showed that bargaining among private individuals
can sometimes solve problems that governments fail to address, and that firms are
political as well as economic organizations.

7. Amartya Sen challenged the idea that people are entirely selfish, stressing the
importance of ethical values in people’s behaviors.

8. None provided wholly satisfactory answers to the questions they raised. Economists
continue to seek new answers and to face entirely new questions as capitalism con-
tinues to evolve.

As long as there has been human life on earth, there have been economies, for the
process of producing one’s livelihood is a precondition for life itself. But economics, the
study of economies, is relatively new, having originated barely 300 years ago. Like urban-
ization, technological change, population growth, mass migrations, increasing material
abundance, and the other revolutionary changes of the modern era, economics came along
with capitalism.

To help the reader relate the developments in economics (political economy) traced in
this chapter to some of the major events in modern political, economic, and social history,
we include here a timeline connecting the history of economists and their ideas with the
broader history of the 18th, 19th, and 20th centuries. (See Figure 4.1.)

Before the capitalist epoch, the production of one’s livelihood was so much an integral
part of the rest of one’s life that it did not seem separate enough to be studied on its own.

S



bowl42065 ch04.gxd 1/3/05 2:24 PM Page 72

S8z1ld [9JON UIM USS pue aseo) :S0661
Aoeloowsp pue
‘Auanod ‘suiwe} uo syiom saysiignd uag Juasald-G96L
.10 [B100S JO wi|qoid 3y, sayslignd aseo) 0961
salp saukay ‘yueg PHUOAA Pue 4| S1ea10 SIaYl0 pue seukey| :sov6l
foeioowae(q pue ‘wsienog ‘wsieyde), saysignd Jo}edwnyds Zv6l

Ui 8y} Jo ainjeN 8y, saysiignd aseo) (LE6L

JMoay] |eleusn.ayy,, saysiignd seufsy :9¢6L

elpu| ysiug ul uiog uag eAuewy (¢eel

JuswdojaAa olwouool jo Aioay],, ay} saysijgnd 1a32dwnyos :L16L
pue|bu3 ‘Xas3|ppIN Ul UI0q 3SEOD pleuoy-:0L6L

(ongnday yoszo j0 yed mou) einelo ul ulog Jajadwnyog ydssor
‘puejbuz ‘ebpuque) ul uioq saukay pseuhey uyor ‘saip xJep ‘€881
SOILIOUOD3 |EDISSEID08U JO YuIg 0281
"JendeD,, Jo awnjoA is1y 8y} saysiignd xie| 2981

LOISSJIUBI ISIUNWWOY 3y 1, ysiignd sjobu3 pue xiep :gp8lL

puoAaq speaids ‘puejbu3 ul SeYsLNO} ||IN HEN}S Uyor pue
snyjje|y Sewoy | ‘opiedry pIABQ JO SOILIOUOIS |BDISSE[D 8y ] :S0¥8L—008)
Auewusg ‘Jall] ul uioq XJep ey :8L8lL

Salp Ylws wepy ‘0611

LSUONEN JO UJIBSM YL, Saysiiand yyws Wepy :9LLL

LSiuswiuag [BJOW J0 A10ay1, Yy saysiand yyws Wepy :65.1

PUEJOOS Ul uloq YwS wepy ‘€2.L1

AINONOD3 1VOLLIT0d / SOINONOD3

0002

0861

0961

0v6L

0Z61

0061

0881

0981

ovsi

0z8i

008}

08.}

09.}

oviL

0zLL

001

‘Awou0d3 |eanijod pue A18120s Jo sulpWil 'y 34N

wajgqoud paziubooas sswooaq Buiwiem [Bqo|b ‘sajeis|aooe
uonnjoAal uonewlojul ‘adoing ulsjse] ul pajeulwls) si jnl
Isiunwwio spus uolun 19IA0S s|ie} [|BM ullJeg :S0661—S0861
‘suoljeu pajni-jsiunwiwo? ayy ul buiuued |esjusd ‘suoneu
1sijieyded ayy ul pajusws|dwi sa1o1jod JIWLOoU0dd ueisauioy
{JeAA PIOD ‘sauidwa [eluojoo ueadoin3 jo pul :s0861L—8V61
BUIYD Ul 3|NJ }SIUNWWOY Ul SIBYSN UON|OASY 8Sauly) 6v61
elpu| ui ajdoad uoljiw om} s||iy suiwe [ebuag jeals) g6l
Jep\ PHOAN PUODSS G161L—6€61L
"'S’N Ul ,Jeaq MaN,, S9oNpoIjul }SASS00Y Ulpjueld €€6L
ueder pue Auewas) jsiose) }daoxa
suoneu jsijeydes ul suibag uoissaidaq jeais) 626l
eissny ul Jamod azals
syinays|og ‘adoin3 sajewioap JEp PUOA ISild ‘8L6L-V L6l
juswaAoW Joge| 3y} Jo yuiq ‘sajoid ueuelbe ul
asealoul 'S Y} ul Suoleq 1aqqgod, au} Jo i3 :S0681L—S0.8L
Aiane|s spus
1oV uonediouews 'ssjelS pajiuN Y} Ul Jepn [INID 4981—098L
adoin3 ul s|enjos||ajul pue ‘uswsyeld
‘sJaylom ueqin Ag Juswia) AJBUOIIN|OASI JO JBS A 8V8L

siaxiom Bunosyoud syoe Alojoe) pue ,apel} 9.y, sydope pue|bu3
‘puejbuz u syybu Buoa puedxa 0} S393S JuswaAow JSIHeyD
SN Ul Sajew u10qaal) 0} papusixa sjybu BuljoA Sov8L—s0Z8L

90UBl4 UI's|NJ ojeIoo)Ne pue AoBIO0)SLIE JO BUIjOSp pue
LUEIA JO SIYBRY BU} JO UONEIB|DaQ,, (UOHN|OASY UOUSIS 68LL

.8ouspuadapul jo uone.e|daq, seJelS pajun :9LLL
Auewlag pue aouel4
ul Jaye) ‘puejbuz ul wsieydes jo juswdo|ansp
[IN} 8y} Sy} pue uonN|oASY [elIsnpu| jsil{ 'S00.LL 9je]
2ouaIos ajowoid ‘uonipes) uoisanb ‘siajni jo Jybu sulAIp By}
abuajieyo adoing ul sjenjosjeyul Juswuaybiul, :SQ0LL—piw

AL3ID0S ANV AWONOOD3



bowl42065 ch04.gxd 1/3/05 2:24 PM Page 73

B

CHAPTER 4  Political Economy, Past and Present 73

Most production, for example, took place in or near one’s home and involved all the grown
members of a family and usually children as well. Family and economy were not distinct.
In fact, economic activities were just a part of family life and had little existence outside
families. Markets, to take another example, were as much meeting places and sites for
(sometimes raucous) entertainment as they were opportunities to buy and sell. Certainly
they were not the specialized institutions for the exchange of goods that economists write
about. How and when one worked, who one exchanged goods with, and at what price the
exchange was made were affected by, or even dictated by, ancient customs, social values,
and religious and governmental decrees.

The anthropologist Karl Polanyi expressed the integration of the
economy in the whole social order by saying that the precapitalist econ-
omy was embedded in society. Not surprisingly, at the time people did not
regard “the economy” as a separate realm. They did not see economic
activities as separate from other activities. The economy was there, of
course, but people did not see it.

For economics to be recognized as distinct, the economy would have
to become both more separate from society and more specialized. Work
would have to be done in places specialized for work—factories, offices,
plantations. Buying and selling would have to become the sole functions of markets. And
the pursuit of economic gain—more than custom, moral scruple, or religious dictate—
would have to become the guiding principle of economic life.

Capitalism brought about all three changes, and as a result the economy became
disembedded. It was still part of society, but it had become separate enough and specialized
enough to warrant a distinct type of investigation. The birth of economics awaited only
minds creative enough to sense the new realities. In the 18th century a number of thinkers
moved in this direction, but Adam Smith turned out to be the most perceptive.

Embedded economy is a
description of the economy
of the precapitalist epoch,
which was so fully inte-
grated into the whole society
thatitdid not have a separate
or specialized existence.

ADAM SMITH

The first.in the lineage of political economy is Adam Smith, whose great book, The Wealth
of Nations, was published in 1776, the same year as the U.S. Declaration of Independence.
The Wealth of Nations is the most influential book on economics ever
written. In it Smith expounds the idea that rather than to try to direct the
economy, the government should leave well enough alone. This is roughly

Laissez-faireisan approach
to economi¢ policy that ad-

vocates a very limited role
for the government, confin-
ing its activities to national
defense and the enforcement
of laws and contracts.

the meaning of the French expression laissez-faire, which has ever since
been associated with Smith’s thinking.

Adam Smith was a pioneer in understanding markets and in studying
how whole economies composed of many markets work as integrated sys-
tems. Since every school of economics regards the workings of markets as
important, Smith is widely regarded as the founding father of the discipline.

Smith and the leading economists in the two generations that followed him are called the “clas-
sical economists.” Three of Smith’s ideas are key to the development of political economy.

First, Smith identified the basic challenge of economics: how can society coordinate
the independent activities of large numbers of economic actors—producers, transporters,
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sellers, consumers—often unknown to one another and widely scattered across the world?
This problem of coordination arises because no person is self-sufficient: everyone’s liveli-
hood requires a multiplicity of goods and services produced by others. Thus, Smith focused
his attention on the division of labor, the fact that in all economic systems some people pro-
duce certain things while others produce different things, all the different outputs being
necessary for the livelihood of all and everyone being economically interdependent with
everyone else.

Second, Smith developed the idea—a very radical position to take in his day—that
society could leave the coordination of the division of labor up to the individual self-
interest of the economic actors themselves. This idea was radical because it asserted that
a rational order might arise without any person or institution consciously attempting to
create or maintain order. Earlier philosophers such as Thomas Hobbes, an English writer
a century before Smith, had advocated a powerful government as the only means by
which the self-seeking activities of large numbers of people could result in order rather
than chaos. Smith argued that markets, or rather systems of markets, could do the job as
long as two conditions were in place. Property rights would have to be well defined, so
as to make it clear who owned—and therefore could exchange—what. Also, there would
have to be enough competition among the many economic actors that no market was
monopolized. We will explore his reasoning on these points in later chapters.

Third, Smith explained how a system of competitive markets could translate the self-
interested actions of individuals into results beneficial for society. This was, again, a truly
radical departure since it came at a time when selfish behavior was regarded as immoral.
Smith argued that while the self-interested activity of the farmer or the barber may be based
on greed, the pursuit of that greed will—under the right conditions—benefit all. Thus,
socially beneficial results will be produced by well-defined property rights and competitive
markets behind the backs of the people who make up the economy, even if most people
care little or nothing for the well-being of their neighbors. Smith coined the phrase the
invisible hand to refer to the tendency of markets to guide the economy toward the best use
of its human and natural resources.

In Smith’s view, then, markets would regulate the economy and harness self-interest to
achieve material progress for the whole society. He warned the government against taking
on inappropriate tasks, in particular the direction of individuals in their economic activities.

Smith’s idea of limiting government’s role in the economy was far from one-sided,
however. He repeated the usual arguments that government should protect the nation from
external enemies and assure internal justice with police and a system of courts; he also ad-
vocated government investments in bridges, roads, canals, and other “public works” (such
as free education for all children) and proposed the imposition of taxes on alcohol to dis-
courage drunkenness.

In other words, Smith saw that there were many valid exceptions to his general argu-
ment for minimal government intervention in the economy. He was also acutely concerned
with the sometimes negative human consequences of the pursuit of economic gain. He wor-
ried, for example, that England might turn into a country of mindless robots if something
were not done to alleviate the oppressive and mind-numbing conditions in its factories.

Moreover, Smith often took the side of the poor against the rich. In his chapter on wages
in The Wealth of Nations, he wrote: “No society can surely be flourishing or happy, of which
the far greater part of the members are poor and miserable. It is but equity, besides, that they

.
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T here was nothing particularly routine or normal about Adam
Smith’s life. At age four he was kidnapped by gypsies (and later
returned to his family). At age 14 he enrolled at the University of
Glasgow. It is said that he once left home sleepwalking in his pajamas
and traveled 15 miles before waking up. Another time he fell into a
tanning vat while walking with a colleague, deep in conversation.

What was most unusual about Smith, however, was the range of his
intelligence and his bent for radical ideas. He held the chair of moral
philosophy at the University of Glasgow and lectured-his students on
“natural theology, ethics, jurisprudence, and expediency,” in that order,
the latter being his term for economics. While earlier philosophers had
attempted to tame the selfish side of people, Smith sought to put their self-interest
to good use: “It is not from the benevolence of the butcher, the brewer, or the
baker, that we expect our dinner,” he wrote, “but from their regard to their own
interest.”

Though his advocacy of laissez-faire has made Smith quite popular today,
contemporary proponents of business-friendly policies often neglect to mention
Smith’s criticisms of capitalism. The advice of businessmen to governments, he
warned, “ought always to be listened to with great precaution, and ought never to
be adopted till after having been long and carefully examined . . . with the most
suspicious attention. It comes from an order of men, whose interest is never
exactly the same with that of the public, who have generally an interest to deceive
and even to oppress the public.” Moreover, the pursuit of self-interest does not al-
ways benefit society as a whole: “People of the same trade seldom meet together,”
he wrote, “but the conversation ends in a conspiracy against the public.”

Perhaps most telling was Adam Smith’s concern that the rise of the factory
system, which he hoped would lead to a more affluent future, might, in fact, bring
about the degradation of human labor. Pointing out that division of labor results in
specialization of tasks, and noting that peoples’ intellectual capacities “are neces-
sarily formed by their ordinary employments,” Smith concluded as follows: “The
man whose whole life is spent in performing a few simple operations . . . has no
occasion to exert his understanding. . . . He naturally loses, therefore, the habit of
such exertion, and generally becomes as stupid and ignorant as it is possible for a
human creature to become.”

Sources: Robert Heilbroner, The Worldly Philosophers (New York: Simon & Schuster, 1999),
Ch. I1l; Andrew S. Skinner, “Adam Smith” in John Eatwell et al., eds., The New Palgrave: A
Dictionary of Economics (London: Macmillan, 1987); Emma Rothschild, Economic Sentiments:
Adam Smith, Condorcet, and the Enlightenment (Cambridge, Mass.: Harvard University Press,
2001); Adam Smith, The Wealth of Nations (New York: Random House, 1937), Book I, Chs. I,
VI, X, XI; Book 1V, Ch. 1X; Book V, Ch. I.
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who feed, clothe and lodge the whole body of the people should have such a share of the
produce of their own labor as to be themselves tolerably well fed, clothed and lodged.”
However, in another part of the book he observed: “Wherever there is great property, there
is great inequality. For one very rich man, there must be at least five hundred poor, and the
affluence of the few supposes the indigence of the many.” Not one to shy away from hard
facts, Smith went on to say: “Civil government, so far as it is instituted for the security of
property, is in reality instituted for the defense of the rich against the poor.”

KARL MARX

The second major contributor to political economy was the 19th-century economist and
philosopher Karl Marx. If Smith was capitalism’s prophet, Marx was its critic. His contri-
bution was to reformulate the classical economists’ theories in such a way as to provide the
original version of what in this book is called the three-dimensional approach to economics,
or political economy.

Marx first mastered the theories of the classical economists—Adam Smith, David
Ricardo, and others—and then developed a criticism of their ideas and an alternative way
of looking at capitalism. While the classical economists writing at the time of the birth of
capitalism had believed that the emerging capitalist economy would work for the benefit of
all, Marx and his frequent coauthor, Friedrich Engels, had seen enough of the real history
of capitalism to have a different view. They saw the immense productivity of modern
industry juxtaposed with the grinding poverty and economic insecurity of England’s new
industrial towns. Marx argued that there were three elements that needed to be emphasized
in, or added to, the classical economists’ models.

First, there is conflict as well as-harmony when it comes to economic interests. When
two individuals trade with each other in a voluntary exchange, both benefit—otherwise
why would they trade? This is the lesson of neoclassical economics, for which economics
is mostly the study of exchange (or competition). But not all exchanges result in equal ben-
efits for all the parties to them. Marx noted that the conditions under which people make
trades—remember the robber’s terms, “Your money or your life!”—affect the outcomes of
those trades. He argued, moreover, that the exercise of power, coercion, and force (what we
call “command”) is a significant factor in most economic systems.

With regard specifically to capitalism, Marx observed that some people (employers)
own the productive assets such as land, factories, and office buildings, while most people
(workers) do not own these types of assets. The result is that there are differences in power
as well as income, and these differences shape the economic relationships among the dif-
ferent classes of people in a capitalist economy.

Second, Marx expanded on Adam Smith’s ideas about self-interest by observing that
groups as well as individuals may act together to defend and advance their interests. Con-
ventional economic textbooks focus on competitive market relations and on individual
economic actors or agents. But people often act cooperatively in groups, and an approach
that focuses exclusively on individual competitive behavior will miss this important aspect
of human interaction.

.
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F ew scholars have been as revered or as hated as Karl Marx. Though
he was born in Germany and began his career as a journalist there,
he spent a good part of his early years on the run. His newspaper,
Rheinische Zeitung, was closed by the government because in it he
advocated freedom of the press and other democratic rights unpopular
with the autocratic rulers of the day. Seeking a more tolerant environ-
ment, he moved to Paris but was soon expelled for writing articles ex-
posing poverty and economic injustice and advocating radical solutions
to these problems. In 1848 he moved to London with his wife and fam-
ily, often barely making a living by writing articles for such newspapers
as the New York Daily Tribune, (His mother once commented, “Karl, |
wish you would make some capital instead of just writing about it.”) He remained
in England, writing Capital and working with his friend and sometime coauthor,
Friedrich Engels, until his death in 1883.

Capitalism, according to Marx, is an economic system that constantly ex-
pands the potential of society to harness science and human labor so as to meet
the needs of people. In The Communist Manifesto—probably the most widely
read pamphlet ever published—Marx and Engels wrote: “The bourgeoisie [mean-
ing the capitalist class], during its rule of scarce[ly] one hundred years, has cre-
ated more massive and more colossal productive forces than have all preceding
generations together.”

Marx dedicated the latter half of his life to a study of the capitalist economy.
But he believed that an alternative to capitalism—he called it communism—
could continue or even speed up the growth of the economy’s productive poten-
tial-'while at the same time making better use of this potential. However, of the
thousands of pages that Marx wrote, only a handful outlined his vision of a post-
capitalist society. His main interest was in understanding how capitalism worked,
not in designing an alternative to it

Marx advocated democratic reforms that were considered radical at the time,
including the direct election of political leaders by universal suffrage, and he
termed the American Civil War and the end of slavery “the one great event of con-
temporary history.” But as Marxism became the official dogma of communism
following Marx’s death, these democratic ideas fell by the wayside. The leaders
of the Soviet Union, China, and other Communist nations imposed forms of dic-
tatorship far more oppressive than those Marx had criticized as a young journal-
ist. As these countries abandoned their Communist systems starting in the late
1980s, the official dogmas bearing Marx’s name fell into disuse. In spite of this

Continued . . .
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(or perhaps because of it), many of Marx’s ideas, including the importance of the
economy as a factor in historical change, the division of societies into classes, and
the contribution that conflict sometimes makes to progress, have become widely
accepted even by people who might be surprised to know the origin of their ideas.

Sources: David McLellan, Karl Marx: His Life and Thought (New York: Harper & Row, 1973);
John Cassidy, “The Return of Karl Marx,” The New Yorker, October 20/27, 1997, pp. 248-259.

Of course, there exist many different groups, and these groups may be of different
sizes, may have overlapping memberships, may be tightly or loosely organized, and may
have different purposes. Thus, there are football fans, steel manufacturers, corn farmers,
blacks, and Catholics, to mention just a few examples. Marx emphasized the importance of
economic classes such as workers and employers or slaves and slave owners. Within such
classes, he argued, people often act together to promote their common interests while also
taking care of, or possibly even advancing, their own individual interests. We define and
flesh out the concept of class in the chapters that follow.

Marx argued that capitalism itself is an obstacle to the full development of a society’s
productive potential. This is because, in his view, the conflictual owner-worker relationship
at the heart of a capitalist economy blocks the adoption of many advances in technology
and knowledge that, even though they would increase productivity, would also reduce the
rate of profit of certain companies or eliminate jobs in a particular industry and would
therefore be resisted by the companies involved or the unions representing the workers
who would be displaced. Examples of these problems might include the opposition by oil
companies to the development of alternative energy sources, the resistance (in the past) of
dockworkers’ unions to the introduction of container shipping technology, and music com-
panies’ attempts to design “copy-proof” systems of sound reproduction. More generally, in
a capitalist society the pursuit of private economic gain, in Marx’s view, consumes human
intelligence and energy that might otherwise be directed toward meeting human needs.

Third, Marx emphasized that economic systems change over time, especially in re-
sponse to their own operations. Rather than thinking of an economic system as a fixed set of
relationships (for example, competitive markets and voluntary exchange), he insisted that
the operation of an economic system itself tends to change the conditions within which eco-
nomic activity is carried on. Marx argued specifically that capitalism fuels economic change,
leads to the growth of cities, propels increases in material abundance, induces global migra-
tions, fosters changes in family life, and will ultimately bring about its own destruction.

JOSEPH SCHUMPETER

A third great contributor to political economy was Joseph A. Schumpeter, an early 20th-
century lawyer, financier, businessman, and economist who was born in what is now the
Czech Republic, spent much of his life in the European academic and business worlds, and,
from 1932 until his death in 1950, was a distinguished professor of economics at Harvard
University. Schumpeter tackled the big problems in economics. The title of his most

.
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“CREATIVE DESTRUCTION” (1883-1950)

T he aristocratic and the modern were inextricably combined in
Joseph Schumpeter. The paradoxes of this great economist, who
also served as minister of finance in the post-World War | government
of Austria, are suggested by the fact that at his first teaching post, he
challenged the university librarian to a duel to win freer access to
books for the students.

Perhaps Schumpeter was attracted to the big issues because he him-
self witnessed drastic changes in society. He was raised in pre—World
War | Vienna, a city dominated by a glittering aristocracy made rich by
the immense wealth of triumphant late 19th-century capitalism. The city
was a center of splendorous art, music, opera, palaces, and balls. Yet
there was an air of impending doom in Viennese high society. The propertied
classes were imbued with a sense that this privileged and beautiful life could not
last. Poor working people crowded the industrial districts of the city, and the whole
Austrian empire, of which Vienna was the capital, tottered. Bourgeois life seemed
like an overripe fruit ready to drop as soon as the tree was shaken. Although
Schumpeter identified with the aristocracy and valued its culture, he could see that
capitalism was an enormously dynamic system, one that was continually changing
society and disrupting established (and by Schumpeter cherished) institutions.

Although Schumpeter was a staunch defender of capitalism, he had a gloomy
view of its future. Just after World War 11 and a year before his death, he warned the
American Economic Association of what he termed “the march into socialism.” He
believed that capitalism would solve the production problems of society, but he
also thought that its success would sow the seeds of its own demise. Specifically,
he anticipated that large organizations, because of their bloated bureaucracies,
would destroy the climate for innovation, and he also predicted that the intellectual
classes would turn against the system, removing its cultural and ideological legiti-
macy. Thus, after beginning his speech to his economics colleagues saying “I do
not advocate socialism,” he went on to suggest that he was not hopeful about the
future of capitalism: “Capitalism does not merely mean that the housewife may
influence production by her choice between peas and beans; or that the youngster
may choose whether he wants to work in a factory or on a farm; . . . it means a
scheme of values, an attitude toward life, a civilization—the civilization of
inequality and of the family fortune. This civilization is rapidly passing away.”

Unlike so much of what Schumpeter wrote, this assessment has not been
borne out by history—or at least not yet. The decades following Schumpeter’s
warning were in many ways a golden age for the capitalist economy in America,
Europe, and elsewhere.

Sources: Robert Loring Allen, Opening Doors: The Life and Work of Joseph Schumpeter, 2 vols.
(New Brunswick, N.J.: Transaction Publishers, 1991); Joseph Schumpeter, Capitalism, Socialism,
and Democracy (New York: Harper & Row, 1942), pp. 83, 416, 419.
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famous book, Capitalism, Socialism, and Democracy, indicates the range of his intellect
and interests. He added to our understanding of capitalism in three ways.

First, he deepened Marx’s argument that capitalism creates change, once saying that
“Capitalism is by nature a form or method of economic change and not only never is, but
never can be stationary.”* For Schumpeter, change—our time dimension—had to be central
to any economic theory. Among his many novel ideas, the most powerful are his theories
regarding innovation, on the one hand, and disruptive change, on the other. He called the
connection between the two “creative destruction” and applied the term not only to techno-
logical innovation but to organizational and social change as well. Capitalism, he wrote,
constantly revolutionizes economic institutions and creates new ones. For progress to occur,
old methods of doing business must be disrupted in a creative burst. The idea of creative
destruction is that old ways must be destroyed to create the basis for new leaps forward.

In Schumpeter’s view the important thing about competitionis not what is presented
in conventional economics textbooks: price competition taking place among small firms
under unchanging circumstances. Rather, for him the significance of competition lies in the
incentives it provides for firms to achieve monopolies and breakthroughs based on contin-
uous profit seeking and innovation. For Schumpeter, then, it seemed appropriate to explain
competition not with mechanical analogies but rather with references to military strategy
and counterstrategy.

Second, Schumpeter argued that innovations combined with the competitive edge con-
ferred by advantages of large-scale production result in-a tendency for large businesses to
dominate small businesses-in a capitalist economy. His views on innovation and creative
destruction brought Schumpeter to see large-scale enterprises in a novel way. Whereas con-
ventional economics textbooks usually present big businesses as impediments to competi-
tion and hence as a source of inefficiency and misallocation of resources, Schumpeter argued
that such companies make possible the concentration of resources required for making big
innovative jJumps. Whereas the conventional textbooks focus on the negative effects of amo-
nopoly at a particular moment in time, Schumpeter envisioned the dynamic potential inher-
ent in concentrations of economic power. We consider this point further in a later chapter.

Third, Schumpeter looked at the broad history of capitalism and wrote about what
have come to be called “long waves,” or “long swings,” in economic activity. A long swing,
also known as a “Kondratieff cycle” in memory of the early 20th-century Russian econo-
mist who first noticed it, is an extended period of prosperity, or boom, that lasts perhaps for
20 or 30 years and is followed by a lengthy period of stagnation, or economic hard times.

JOHN MAYNARD KEYNES

Considered by many to be the greatest economist of the 20th century, the Englishman John
Maynard Keynes was another very important contributor to political economy. Combining
theory with practice, he gave advice to the British government before and during World
War Il and also played a major role at the 1944 Bretton Woods (New Hampshire)

% Joseph Schumpeter, Capitalism, Socialism, and Democracy (New York: Harper & Row, 1942), p. 82.
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conference that established the institutional framework, including the International Mone-
tary Fund and the World Bank, for the postwar global economy.

Keynes greatly influenced both neoclassical economics and political economy. How-
ever, the version of Keynesian theory that appears in conventional economics textbooks
today—Keynes’s collaborator Joan Robinson termed it “bastard Keynesianism”—does not
accurately convey the ideas of this great economist.

Keynes’s main contribution to political economy was to provide a model of the capi-
talist economy as a whole. Pioneering what is now called “macroeconomics,” Keynes ob-
served that in a modern capitalist economy there are often unemployed people looking for
work while at the same time there are underutilized factories. He concluded that govern-
ment intervention is needed to overcome chronic unemployment.

In neoclassical economic theory, unemployment exists only as a temporary problem as
people move between jobs. Before Keynes many economists reasoned as follows: in a
competitive labor market the wage will settle at the level at which the supply of labor by
workers will be exactly equal to the demand for labor by employers—hence the presence
of unemployment is only a sign that some workers are asking for a wage that is too high.
In the neoclassical model, then, unemployment is either temporary or voluntary unem-
ployment, brought on by workers themselves asking for-a higher wage than the one that
would equalize the supply of and demand for their labor. Accordingly, all but temporary
unemployment could be eliminated if workers would only agree to work for a lower wage.
(We explain in Chapter 8 how “supply” and “demand” interact in markets.)

Some economists today analyze employment and unemployment in the same way that
they explain why lowering the prices of automobiles will clear a car dealer’s lot of unsold in-
ventory. They believe that in every market there is an equilibrium price that equates supply
to demand. The proposition isapplied to the labor market by treating the wage as the “price”
of labor. Thus, if the supply of labor is equal to the demand for labor, everyone who wants to
work (that is, to supply labor) should be able to find a job. If there is unemployment, it can
be eliminated in the same way the car dealer would move his unsold supply of cars out of the
lot, that is by lowering the “price” of labor until the supply of it is equal to the demand for it.

Keynes rejected this reasoning. He argued that unemployment results not from wages
being too high but from the demand for the goods that labor produces being too low. And
if the problem is insufficient demand for output, said Keynes, the cure might be to raise
rather than cut wages. His reasoning was that since wages pay for the goods people con-
sume and thus make possible a large part of the demand for the output of the economy,
higher wages might lead to an increase in demand that, in turn, would lead to an expansion
of output, increased employment, and less unemployment.

Keynes’s theory demonstrated (a) that capitalism has no automatic mechanism for
eliminating unemployment and (b) that unemployment in a capitalist economy may well be
involuntary unemployment, that is, unemployment that would not go away even if wages
were lowered. Published in 1936, shortly after the Great Depression had driven the rate of
unemployment in the U.S. up to 25 percent, Keynes’s most important book, The General
Theory of Employment, Interest, and Money, took the economics profession by storm. In
his book Keynes challenged Adam Smith’s view of the economy as a self-adjusting mech-
anism and advocated a type of government intervention in the economy that would regu-
late total demand for output in order to reduce unemployment.

.
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5 JOHN MAYNARD KEYNES: SAVIOR
OF CAPITALISM (1883-1946)

J ohn Maynard Keynes was born in the same year in which Karl
Marx died. Keynes was no revolutionary, but his ideas revolution-
ized 20th-century economics.

Keynes spent much of his career at Cambridge University, first as
a student and then as a teacher, as an editor of a professional journal,
and as a writer of numerous articles and books on economics. He was
also a leading member of the elite English literary circle known as the
Bloomsbury Group, and the story of his personal life includes a num-
ber of serious romantic and sexual relationships with men as well as a
long-lasting and passionate marriage to the famous Diaghilev ballerina
Lydia Lopokova.

Keynes served both as a director of the Bank of England and as the financial
adviser to Cambridge University’s King’s College, where he had been a student
and subsequently became a highly regarded member of the faculty. His specula-
tions in financial markets increased the assets of King’s College 10-fold. In
reward for his important service to the British government, Keynes was appointed
to the House of Lords by the King of England.

Because some think that Keynesian policies prevented a second Great
Depression, Keynes is often credited with having saved capitalism. If so, it was
not out of love for the capitalist system. In 1933 he wrote: “The decadent inter-
national but individualistic capitalism, in the hands of which we found ourselves
after the [First World] War, is not a success. It is not intelligent, it is not beautiful,
it is not just, it'is not virtuous—and it doesn’t deliver the goods. In short, we dis-
like it and we are beginning to despise it. But when we wonder what to put in its
place, we are extremely perplexed.”

Though he favored a larger role for government and advocated policies to
reduce unemployment, he did not think of himself as a socialist or as an ally of the
working class: “When it comes to the class struggle as such,” he wrote, “my
[own] personal patriotisms . . . are attached to my own surroundings . . . [and] the
class war will find me on the side of the educated bourgeoisie.”

Sources: Robert Skidelsky, John Maynard Keynes, 3 vols. (New York: Viking Penguin, 1986,
1994, 2001); J. M. Keynes, “National Self-Sufficiency,” The Yale Review, vol. 22, summer 1933,
pp. 755-769; J. M. Keynes, “Am | a Liberal?” (1925), in Essays in Persuasion (New York: Norton,
1963), pp. 323-338.

Keynes explained that the process of investment and growth in a capitalist economy de-
pends on a precarious balance between what are now called the cost conditions affecting
investment and the demand conditions affecting investment. Left to its own devices, he ar-
gued, a capitalist economy is not likely to achieve this balance in such a way as to provide
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jobs all the time for all who seek them. For this reason Keynes urged the adoption of policies
that, when necessary, would increase the government’s demand for goods and services. Such
policies, he argued, could help to maintain a level of total demand (including also that of con-
sumers and businesses) sufficient to ensure both full employment and adequate profits.

Because he supported the idea of more government involvement in the economy,
Keynes’s theories were initially regarded as “dangerously radical” by some business
groups. But what came to be known as Keynesian economics gradually became the ac-
cepted basis of government policy. John F. Kennedy, a Democrat elected in 1960, is con-
sidered to have been the first Keynesian president, but it was a Republican president,
Richard Nixon, who proclaimed a decade later: “We are all Keynesians now.” Partly as a
result of the spread of Keynes’s ideas in the advanced capitalist countries, major depres-
sions have been avoided in the post-World War Il era, and unemployment rates have been
generally lower than they had been before the war.

RECENT DEVELOPMENTS

During the last half of the 20th century, economics, which had long since ceased to be
called political economy, became a unified but increasingly narrow field of study strongly
influenced by Adam Smith’s “invisible hand” metaphor and, to a lesser extent, by the work
of John Maynard Keynes. In economics courses students rarely encountered the ideas of
Joseph Schumpeter, and those of Karl Marx were hardly taught at all. Thus, the workings
of markets became the main focus of economics. The “creative destruction” occasioned by
technical change and economic progress and the class conflicts arising from economic
inequalities were thought to be of little interest. Of the three dimensions of what we term
three-dimensional economics—competition, command, and change—only the first was
seriously studied. Command and change were relegated to political science, history, or
other disciplines. The “one-dimensional” approach, described in the previous chapter as
neoclassical economics, eclipsed its rivals, except in the Communist countries, where a
crude version of Marxian economics (“bastard Marxism”) dominated the curriculum.

However, as the mainstream of 20th-century academic economics moved further and
further away from the ideas of Schumpeter and Marx, the real-world problems that had
stimulated their thinking stayed around in one form or another. As described in Chapter 1,
the global economy continued on its lurching course, buffeted by rapid technological de-
velopments, climate change, and a widening gulf between the world’s haves and have-nots.
Conflicts within and between nations continued unabated, and the role of hierarchy—
command—in economic life was at least as prominent at the end of the 20th century as it
had been a century earlier.

It is not surprising, then, that a series of innovations occurred in the discipline of eco-
nomics in the final quarter of the 20th century, some of which are now widely accepted and
commonly taught in economics courses. A few of the new ideas were set forth earlier in the
century but came to be fully appreciated only in recent decades. For example, game theory,
the study of how individuals interact strategically (buying, selling, bargaining, threatening,
commanding, and submitting), was developed just after World War Il by several scholars,
including John Nash (played by Russell Crowe in the film A Beautiful Mind). Only re-
cently, however, has game theory become widely studied and practiced in economics. It is

.
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introduced in Chapter 9 of this book with accounts of “the prisoner’s dilemma” and “the
tragedy of the commons.”

Some of the late 20th-century innovators in economics won Nobel Prizes. Recent hon-
orees include Douglass North and Robert Fogel, who focused mainly on economic institu-
tions and their history; Gary Becker, who expanded the scope of economics to include
analyses of the family, schooling, addiction, and crime; Kenneth Arrow, who is at once one
of the greatest contributors to neoclassical economics and one of its most trenchant critics;
Joseph Stiglitz and George Akerlof, who challenged the neoclassical economists’ theory of
how markets work; and Daniel Kahneman and Herbert Simon, whose contributions were
in the psychology of individual behavior (they were not even economists by training). Also
among the Nobel Laureates who have made major contributions to contemporary econom-
ics are Ronald Coase and Amartya Sen, both of whom advocate taking an interdisciplinary
approach to the study of economic problems. It is an irony as well as a tribute to his intel-
lect that Coase is considered to be a conservative even though one of his most important
ideas is an extension of some of Karl Marx’s thinking. It'is equally ironic that Amartya Sen,
usually considered a progressive economist, derived much of his inspiration from some
long-ignored ideas of Adam Smith.

RONALD COASE

This great 20th-century thinker made two important contributions to political economy.
First, he showed .that, with its exclusive focus on market interactions, neoclassical
economics cannot explain some very important aspects of a modern economy unless its
approach is broadened. Second, he found a way to specify precisely the conditions under
which a completely unregulated market economy would achieve efficient (if possibly
unfair) solutions to problems.

At the age of 27 (in 1937), Coase posed a question that shocked many economists: if
market competition is as good as Adam Smith and his successors claim it is, why do we
have anything other than markets? In particular, why do we have entities called “firms,”
ranging in size from dozens to hundreds of thousands of people, that are organized not by
exchange relations but by command relations, with some people (supervisors, executives)
giving orders to other people (workers)? In his pioneering and now classic article “The
Nature of the Firm,” Coase made the following statement: “It is important to note the char-
acter of the contract into which a [worker] enters [when he or she] is employed within a
firm.” With regard to the “character” of such an employment contract, Coase went on to say
that the worker “for certain remuneration . . . agrees to obey the directions of an entrepre-
neur [employer].”

Having introduced the concept of obedience to authority, Coase proceeded to define the
firm with reference to its political, not its market, structure: “If a workman moves from de-
partment Y to department X, he does not go because of a change in prices but because he is
ordered to do so . . . [T]he distinguishing mark of the firm is the suppression of the price
mechanism.” Coase then observed, quoting one of his contemporaries, that firms are to the
market like *“islands of conscious power in this ocean of unconscious cooperation[,] like
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lumps of butter coagulating in a pail of buttermilk.”? Writers after Coase have referred to the
authority structure of the firm as a “visible hand” that works in combination with Smith’s
invisible hand. The everyday fact that employers exercise power over their employees—not
news to most employees—had been a central theme in Marx’s economics, but it was (and
generally continues to be) overlooked by most neoclassical economists.

Early in his studies Coase noted the similarity between the hierarchical organization of
capitalist firms, with their reliance on command relations, and the then-existing system of
centralized economic planning in the Communist countries, where production was carried
out in accordance with orders from higher authorities and where market competition
played little role. This similarity intrigued Coase because most economists, then as now,
believed that economies based on command relations do not work very well.

Coase stated the issue as follows: “How [does] one reconcile the views expressed by
economists on the role of the pricing system [markets] and the impossibility of successful
central economic planning with the existence . . . of these apparently planned societies,
firms, operating within our own society?” Answering his own question, he first noted that
there are costs of carrying out exchanges—for example, finding someone to exchange with,
haggling over prices, and making sure that a contract is fulfilled—and he called such costs
transactions costs. Using this novel concept, he then went on to argue that for some kinds
of activities, at least, the cost of running things from the top down is less than the cost of
getting them done with reliance only on market exchanges. His conclusion was that firms
exist because the transactions costs of organizing what they do by command are less than
the transactions costs would be of organizing the same activities by market exchanges.

Coase’s idea had the ring of truth about it. Imagine how much time and effort would
be wasted if, instead of being organized in a team with a boss, workers on a production line
were all independent contractors, each contributing to the completion of a product, pausing
to sell it to the next person-on the line, and then turning to the person “upstream” to buy an-
other less complete product. Alternatively, imagine the cooks at a fast food restaurant sell-
ing cooked burgers to the wait staff, who then sell them to the customers.

The idea of transactions costs has become central to our understanding of how markets
work, why they do not work well in certain situations, and when nonmarket organizations
such as families, firms, and governments may do a better job of organizing production.
Where transactions costs are substantial—and Coase believed that this is just about
everywhere—neoclassical economics falls short. He summarized his critique as follows:
“In an economic theory which assumes that transactions costs are non-existent, markets
have no function to perform and it seems perfectly reasonable to develop the theory of ex-
change by an elaborate analysis of individuals exchanging nuts for apples in the edge of the
forest or some similar fanciful example.”

In the real world, economic activities take place not only in markets but also in insti-
tutions such as firms and families. And nonmarket transactions differ in important ways
from market exchanges. As we explain in later chapters, the employment of labor, the

2The quotations from Ronald Coase here and in the preceding paragraph are from Ronald Coase, “The Nature
of the Firm,” Economica, vol. 4, 1937, pp. 386405, as reprinted in Louis Putterman and Randall Krozner, eds.,
The Economic Nature of the Firm: A Reader, 2nd ed. (New York: Cambridge University Press, 1996),

pp. 89-104.
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taking out of loans, and even purchases of new computer systems are hardly the same as
buying and selling nuts and apples. The varieties of capitalism in the world today are dis-
tinguished from one another by how they govern transactions in firms, markets, govern-
ments, and other institutions.

Coase’s other big idea was to point out that one does not necessarily need the invisible
hand of the market to make a completely decentralized laissez-faire economy work; unim-
peded private bargaining might do the trick.

A classic argument against the invisible hand and in favor of government regulation
focuses on situations in which the activities of one person (or firm) impose costs on another
(or others). In these situations, such as environmental pollution, for instance, there are what
economists call spillover effects (or externalities). (These were defined in Chapter 3 and
are discussed at length in Chapter 9.)

Taking the now-quaint example that Coase himself used, suppose that a railroad passes
through farming country and that the grass in fields adjacent to the tracks is occasionally set
on fire by sparks from passing engines (the trains he was referring to were still pulled by
coal-fired steam engines). Before Coase it was taken for granted that railroads should be held
liable in a court of law for any such damages done to farmers’ fields. Alternatively, it was
held that the government should simply require the railroad to install “spark-free” engines.

Coase’s response to the problem was both surprising and-ingenious: the engines
should be redesigned only if the damage they imposed on farmers was greater than the cost
to the railroad of redesigning the engines. But if this were really the situation, the farmers
would presumably offer the railroad a sufficient sum to motivate it to retire the offending
engines. In this case, both parties might come out ahead: the farmers would end up with
more value in their fully-grown crops than it cost them to pay the railroad, and the railroad
would be better off with whatever amount of cash the two parties had agreed on than it
would have been if it had been sued in court for the entire amount of the damages or if its
incendiary engines had been banned by the government.

In this case there seems to be no need for government regulation: a satisfactory solu-
tion to the problem is available privately by means of bargaining between the farmers and
the railroad over the appropriate payment in return for the redesign of the engines. How-
ever, such-a solution is possible under only two conditions. The first is that both parties
have clearly established property rights to whatever is involved in the conflict. (This con-
dition does not exist in many spillover situations, such as environmental pollution, when
the air or water affected belongs to nobody in particular.) The second condition is that there
be no impediments hindering either party’s ability to bargain with the other party. This
would be the case only in situations in which there are no transactions costs.

Coase did not argue that the farmers (not the railroad) should actually pay for the
redesign of the coal-fired engines: the question of who pays is an entirely different issue.
He simply pointed out that in the absence of transactions costs, the spillover problem can
(theoretically) be solved in many situations without government regulation. The extent to
which transactions costs hinder the bargaining is something that must be factually
determined on a case-by-case basis. If there were just a single farmer, for example, bar-
gaining would be a lot less costly than if there were a thousand, and the situation would be
more complicated if there were some farmers with fields near the rail line and some whose
fields were more distant from it.

.
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AND THE VISIBLE HAND (1910- )

W hen Ronald Coase received the Nobel Prize at the age of 81, he re-
called that while growing up in England at the time of World War
I, he was “often alone [but] never lonely.” “When | learnt chess, | was
happy to play the role of each player in turn.” A taste for solitude would
serve him well, for he was to be a maverick: his first published article,
“The Nature of the Firm,” written in his mid-20s, was ignored for decades.

Both of his parents had left school at the age of 12, and both
worked at the Post Office. Coase’s own education was somewhat hap-
hazard, with a false start in chemistry (“the mathematics was not to my
taste™). That he won the Nobel Prize in Economics, he explained at his
award ceremony, “was the result of a series of accidents.” One such
“accident” had to do with the origin of his most famous article, “The Problem of
Social Cost.” A group of professors at the University of Chicago—among them
some of the leading exponents of conservative laissez-faire economics—had
read a paper by Coase and considered it to be mistaken. They invited him to din-
ner to correct his error, but it was Coase who prevailed, and they then persuaded
him to repeat his reasoning in print. It was this paper that made the so-called
Coase Theorem famous and, more than anything else, won him the Nobel Prize.
There is actually no theorem—there is not a single equation in the article (re-
member his math aversion)—but one of his dinner partners that night thought it
would be catchy to call the idea a theorem, and the term caught on. Shortly there-
after he was offered a professorship at the University of Chicago Law School,
where he taught until his retirement in 1979.

Because the so-called theorem appeared to advocate a limited economic role
for government, Coase became a hero of many conservative economists and busi-
ness groups. But, in fact, he was a critic of the then-dominant neoclassical ap-
proach to economics. Eschewing the highly abstract and mathematical approach
of most economists, he urged others “to write about the way in which actual mar-
kets operate and about how governments actually perform.” He chided his fellow
economists for knowing little about the institutions of a capitalist economy and
for giving bad advice to other countries, especially those that had rejected com-
munism in the early 1990s: “Without the appropriate institutions no market econ-
omy of any significance is possible. If we knew more about our own economy, we
would be in a better position to advise them.”

Sources: Ronald Coase, autobiography, published on the Nobel Prize website: http://www.nobel.se/
economics/laureates/1991/coase-autobio.html; Ronald H. Coase, “The Nature of the Firm,”
Economica, vol. 4, 1937, pp. 386-405; Ronald H. Coase, “The Problem of Social Cost,” Journal
of Law and Economics, vol. 3, no. 1, 1960, pp. 1-44; Ronald H. Coase, “The Institutional Structure
of Production,” American Economic Review, vol. 82, no. 4, 1992, pp. 713-719; Ronald H. Coase,
The Firm, the Market and the Law (Chicago and London: University of Chicago Press, 1988).

Art Source: From Mark Blaug, Great Economists since Keynes: An Introduction to the Lives and
Works of One Hundred Modern Economists (Cambridge University Press, 1985).
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The key assumption—the absence of transactions costs—is crucial, and it is often ig-
nored by advocates who use Coase’s work to support their arguments against government
regulation of business activities, such as those that degrade the environment or result in other
spillovers. Coase himself made the implications of his work clear: “Of course it does not
imply, when transactions costs are positive, that government actions . . . could not produce a
better result than relying on negotiations between individuals in the market. Whether this
would be so could be discovered not by studying imaginary governments but what real gov-
ernments actually do. My conclusion: let us study the world of positive transactions costs.”

AMARTYA SEN

Like Ronald Coase, Amartya Sen is also motivated by concerns about the world as it really
is, but Sen’s contributions are of an entirely different nature. Addressing deep philosophi-
cal issues and often using advanced mathematical techniques, Sen has taken up precisely
the questions of fairness that Coase set aside in his famous “theorem.”

What does it mean to say that someone is “well off” or “ better off” than another per-
son? How can we measure these things? And how can policies help to establish conditions
that allow most people to be well off? Sen begins his paper “The Economics of Life and
Death” with the following statements: “Economics is not solely concerned with income
and wealth but also with using these resources as means to significant ends, including the
promotion and enjoyment of long and worthwhile lives. If, however, the economic success
of a nation is judged only by income . . . the important goal of well-being is missed.” Well-
being, to Sen, requires more than having things; it requires being able to do things, or what
he terms capabilities. Of course, the goods and services that income can buy are crucial to
well-being in Sen’s sense, but they are a means to well-being, not ends in their own right.
More than income is required.

Sen points out that some very poor people—for example, the populations of China,
Sri Lanka, and the Indian state of Kerala—are much healthier on average than are poor peo-
ple in countries five times richer (by the standard of average income) such as Brazil and
South Africa. The difference is due to two things. First, income is very unequally distributed
in Brazil and South Africa, so the poor in those countries suffer severe deprivation of nutri-
tion and other necessities. Second, Kerala, China, and Sri Lanka have adopted public health
policies that address many of the needs of the most vulnerable members of their populations.

Rather than measuring the economic development of nations by such indexes as aver-
age income and then devising policies to raise income levels, Sen proposes that we make
our concept of well-being explicit. He begins his book Development as Freedom with these
words: “Development can be seen . . . as a process of expanding the real freedoms that peo-
ple enjoy. . . . If freedom is what development advances, then there is a major argument for
concentrating on that overarching objective rather than some particular means.” Sen goes
on to say that “Development requires the removal of major sources of unfreedom,” includ-
ing poverty, poor economic opportunities, systematic social deprivation, intolerance,
neglect of public facilities, tyranny, and repressive states.

3 Amartya Sen, Development as Freedom (New York: Random House, Anchor Books, 2000), p. 3.
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"% AMARTYA KUMAR SEN: FREEDOM
2% AND FAMINE (1933- )

A martya Sen was born on a university campus in Santiniketan,
near Calcutta, and wrote in his autobiography: “I...seem to
have lived all my life in one campus or another.” He has taught at Har-
vard, Oxford, and Cambridge Universities, the Delhi School of Eco-
nomics, and the London School of Economics, and he has also served
as president of the American Economic Association. Yet his contribu-
tions to economics extend from the highly abstract to the very practical.
There are few economists about whom one can say with confidence
“this person’s research has saved lives.” In the case of Sen one could
say “millions of lives.” Two childhood experiences shaped his career.

In his childhood home of Dhaka (now in-Bangladesh), religious
intolerance was rampant; and tensions ran high between Hindus and
Muslims. One afternoon a man-came to Sen’s parents’ home screaming in pain.
He was a poverty stricken Muslim who had been seeking work in the mostly
Hindu neighborhood. He had been stabbed in the back by a mob of Hindus. His
wife had warned him not to seek work in a Hindu neighborhood, even though
their family was in dire straights. Sen’s father rushed the man to the hospital, but
he died there of his wounds. “The experience devastated me,” Sen later wrote in
accepting the Nobel Prize; “it alerted me to the ... fact that economic unfree-
dom;, in the form of extreme poverty, can make a person a helpless prey in the
violation of other kinds of freedom.”

The second formative experience for Sen, also occurring before he was a
teenager, was the Bengal famine of 1943. Though 2 to 3 million people perished,
he later wrote: “I had been struck by its thoroughly class-dependent character.
I knew of no one in my school or among my friends and relations whose family
had experienced the slightest problem during the entire famine; it was not a
famine that afflicted even the lower middle classes—only people much further
down the economic ladder, such as landless rural laborers.”

Not surprisingly, Sen’s life work has addressed questions of poverty,
inequality, freedom, and intolerance, reaching far beyond the usual confines of
economics. In an article in Scientific American he showed that life expectancy is
not only lower for African Americans than for European Americans, it is lower
for African Americans even than for the people of China or the state of Kerala,
one of India’s poorest. He also documented the fact that in much of the world in-
cluding India, Bangladesh, China, Pakistan, and the Middle East, female children
do not have equal access to health care and nutrition. The result, he calculated, is
that there are more than 100 million “missing women”—girls who did not survive
their relative deprivation.

Continued . ..
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In India Sen is a powerful voice for religious tolerance and for addressing the
health and educational needs of the poor. Regarding antiglobalization protests, he
has said: “Insofar as [the] protesters focus on the huge inequities of the world,
they deserve a careful hearing, not a roughing up by [the police].” But he is for
the most part a scholar, not an advocate: “lI am used to thinking of the word
‘academic’ as meaning ‘sound’ rather than . . . “‘unpractical,”” he remarked when
accepting the Nobel Prize.

Sources: Amartya Sen, autobiography, published on the Nobel Prize website: http://www.nobel.se/
economics/laureates/1998/sen-autobio.html; Amartya Sen, “The Economics of Life and Death,”
Scientific American, May 1993, pp. 40-47; Amartya Sen, “Addressing Global Poverty™ in Dudley
Fishburn, ed., The World in 2002 (London: The Economist Publications, 2002), p. 50.

Art Source: Amartya Sen, Development as Freedom (New York: Alfred A. Knopf, 1999).

Given his concern for such values as freedom and tolerance, it is hardly surprising that
Sen has explored the role of ethical norms in our individual behaviors. In contrast to the
self-interested and amoral economic man that is the behavioral foundation of much of con-
ventional economics, Sen observes that while selfish behavior is common, people also reg-
ularly act out of a concern (sympathy) for others, even for strangers. We also honor com-
mitments to uphold moral norms even in circumstances in which we could benefit from
violating them. (In Chapter 2 we presented evidence in support of this position.) In a paper
titled “Rational Fools,” Sen declares: “The purely economic man is indeed close to being a
social moron.”

In one of his most influential works Sen asked the very practical question: why do
famines occur? The conventional answer was simple: too little food and too many mouths.
But Sen showed that lack of food is rarely the cause of famine. For example, the 1974
famine in Bangladesh occurred despite the fact that per capita food availability was higher
that year than it had been in the previous two years or was in the next year. The cause of
the famine was massive unemployment caused by a weather-related disruption of planting
activities that usually provided employment for vast numbers of poor landless workers.
Without wages, the unemployed could not buy the available food, and as a result thou-
sands starved. Moreover, as starvation spread, more affluent people began buying and
hoarding large amounts of food, driving up its price and making it even further out of
reach for the poor.

Thus, Sen showed that the famine resulted not from a lack of food but from an ex-
tremely uneven distribution of food caused by a very unequal distribution of income. The
famine could easily have been averted had government policies been used to support the
buying power of the poor. A contributing factor was that U.S. food shipments were held up
during the famine (due to a dispute about Bangladeshi exports to Cuba), but the main fail-
ures were those of the government of Bangladesh. The fundamental problem, Sen argued,
was governmental indifference to the plight of the very poor: “Famine is entirely avoidable
if the government has the incentive to act in time. . . . No democratic country with a rela-
tively free press has ever experienced a major famine.”

The following table summarizes the contributions of these six great economists to the
development of political economy.
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1. H Al The Key Ideas of Six Great Economists

Adam Smith (1723-1790)

Karl Marx (1818-1883)

J. Schumpeter (1883-1950)

J. M. Keynes (1883-1946)

Ronald Coase (1910-)

Amartya Sen (1933-)

Labor is the basis of wealth; satisfaction of human needs is the measure
of the wealth of a nation. The division of labor implies economic
interdependence. Markets are self-regulating systems for the orderly
coordination of the division of labor. The individual pursuit of self-
interest in competitive market interactions has socially beneficial effects
(that are brought about by “the invisible hand™).

All known economic systems have divided societies into “haves”and
“have-nots”—or “dominant” and “subordinate” classes. Members of
classes work together in the pursuit of their common interests. Technical
progress, the growth of knowledge, and conflict among classes all foster
perpetual change. Capitalism as an economic system is irrational in the
sense that it does not allow full use of modern science and technology to
meet human needs.

The key to progress is innovation, and capitalism above all other
economic systems fosters innovation. The operation of a modern
economy is determined by a relatively small number of large-scale
organizations—businesses, unions, and governments—rather than by a
large number of small businesses and individuals. The growth of the
capitalist economy is uneven: periods of prosperity and stability alternate
with periods of stagnation and instability.

The market system is not self-regulating: left to its own devices the
market system fails to make sensible use of our productive potential.
Unemployment is a chronic problem in a capitalist economy.
Government intervention in the economy can reduce unemployment
and instability.

Bargaining among private individuals can often solve problems that
governments or market exchanges cannot solve. Government policies
should facilitate these private bargains. Firms are mini-command
economies based on the giving and following of orders rather than on
market exchange. Capitalism is a mixture of competition and command.

Economic policy should seek to promote freedom, tolerance, and well-
being. Famines are not the result of shortages of food. Rather, they result
from shortsighted government policies and unequal distributions of
income. Democratically elected governments are more likely to pursue
policies that address problems of poverty.

Smith, Marx, Schumpeter, Keynes, Coase, and Sen (and many others) have all con-
tributed to the development of political economy, or what we call the three-dimensional
approach to economics. In the chapters ahead we do not always label a particular idea
Smithian, Marxian, Schumpeterian, Keynesian, Coaseian, or Senian, in part because
modern-day political economy builds on, integrates, and changes many of the ideas of
these great economists in light of current realities. But you will no doubt recognize the gen-
eral themes that these thinkers first introduced.

.
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