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In this concise yet comprehensive history, Heinz D. Kurz traces the long arc of economic
thought from its emergence in ancient Greece to its systematic presentation among the
classical thinkers of the late eighteenth and early nineteenth centuries to the influential work of
scholars such as Paul Samuelson and Kenneth J. Arrow. With a keen eye for how economic
insights are acquired, lost, and reborn, Kurz focuses on the dynamic individuals who give old
ideas new life and the historical events that provoke different approaches and theories.Over the
course of this journey, Kurz explains what Adam Smith meant by the "invisible hand"; how Karl
Marx's "law of motion" works in capitalist economies; the roots of the Austrian economists'
emphasis on the problems of information, incomplete knowledge, and uncertainty; John
Maynard Keynes's principle of effective demand and economic stabilization; and the insights
and challenges offered by growth theory, welfare economics, game theory, and more. He
concludes with a deft summation of world economists' major concerns today and their critical
relation to world events.



ECONOMIC THOUGHT: A BRIEF HISTORYECONOMIC THOUGHTA BRIEF HISTORYHEINZ
D. KURZTRANSLATED BY JEREMIAH RIEMERCOLUMBIA UNIVERSITY PRESSNEW
YORKColumbia University PressPublishers Since 1893New York Chichester, West
SussexCopyright © Verlag C. H. Beck oHG 2013Translation copyright © Columbia University
Press 2016All rights reservedLibrary of Congress Cataloging-in-Publication DataNames: Kurz,
Heinz D., author.Title: Economic thought : a brief history / Heinz D. Kurz ; translated by
Jeremiah Riemer.Other titles: Geschichte des ökonomischen Denkens. EnglishDescription:
New York : Columbia University Press, 2016. | Includes bibliographical references and
index.Subjects: LCSH: Economics—History.Classification: LCC HB75 .K85713 2016 | DDC
330.15—dc23LC record available atA Columbia University Press E-book.CUP would be
pleased to hear about your reading experience with this e-book at cup-
ebook@columbia.edu.COVER DESIGN: Jordan WannemacherReferences to Internet Web
sites (URLs) were accurate at the time of writing. Neither the author nor Columbia University
Press is responsible for URLs that may have expired or changed since the manuscript was
prepared.CONTENTSPrefaceINTRODUCTION1. EARLY ECONOMIC THOUGHT2.
CLASSICAL ECONOMICS3. MARX AND THE SOCIALISTS4. THE RISE OF
MARGINALISM5. MARSHALL AND THE THEORY OF PARTIAL EQUILIBRIUM6.
UTILITARIANISM, WELFARE THEORY, AND SYSTEMS DEBATE7. IMPERFECT
COMPETITION8. SCHUMPETER AND THE PRINCIPLE OF CREATIVE DESTRUCTION9.
KEYNES AND THE PRINCIPLE OF EFFECTIVE DEMAND10. REACTIONS TO KEYNES11.
GENERAL EQUILIBRIUM THEORY AND WELFARE THEORY12. DEVELOPMENTS IN
SELECTED FIELDSA FINAL WORDReferences and BibliographyIndexPREFACEThis book is
a translation of a revised and somewhat enlarged version of my Geschichte des ökonomischen
Denkens published in 2013 by C.H. Beck in Munich. The German version appeared in the
series Wissen (Knowledge), which introduces readers to basically all fields of knowledge—the
sciences, humanities, history, the arts, religions, and so on. Each paperback typically
comprises 128 pages and is directed at all readers interested in its subject, no prior knowledge
needed.This also applies to the present book. It has been written in a nontechnical style that
seeks to ease entry into the fascinating world of economics. All you need is to be able to read
and to think. While there are a few diagrams, some simple numerical examples, and
occasionally symbols to represent certain economic magnitudes, the reader should easily be
able to master them. To paraphrase Albert Einstein: To read this book you need not be
possessed of special talents. It suffices that you are passionately curious. Given the
overwhelming importance of the economic sphere in the world in which we live, who could
afford not to be passionately curious about what economists have to say about it?The present
text is somewhat longer than the original German one and is directed at a more international,
especially an American, readership. Contributions to economics coming from the “New World”
are now dealt with in much greater detail at the cost of topics that are of special interest to the
German-speaking reader only.In the course of working on the German and the American
version I received most valuable comments and suggestions from many friends and
colleagues. I am especially grateful to Manfred Holler, Kenji Mori, Heinz Rieter, Hans-Peter
Spahn, and Erich Streissler. Thanks go also to Gilbert Faccarello, Duncan Foley, the late
Pierangelo Garegnani, Christian Gehrke, Harald Hagemann, Geoff Harcourt, Peter Kalmbach,
Stan Metcalfe, Edward J. Nell, Neri Salvadori, the late Paul A. Samuelson, Bertram Schefold,
Richard Sturn, Ian Steedman, and Hans-Michael Trautwein for multiple discussions over many



years of the matters involved. I should also like to thank an anonymous reviewer of the
American text for useful advice. Special thanks go to Jonathan Beck, my editor at C.H. Beck;
Bridget Flannery-McCoy, my editor at Columbia University Press; and Jeremiah Riemer, the
translator. The collaboration with Bridget and Jeremiah was effective and pleasant, and if the
argument should by now be easy to follow and a reasonably good read it is to no small degree
because of them.It is now up to the “passionately curious” readers—the object of desire of all
authors—to form a judgment on the outcome of all the effort and endeavor that went into this
book.Graz, June 8, 2015Heinz D. KurzWe continually meet with old friends in new dresses.—
ALFRED MARSHALLOld friends come disguised to the party.—JOSEPH A.
SCHUMPETERThe ideas of economists and political philosophers, both when they are right
and when they are wrong, are more powerful than is commonly understood. Indeed the world
is ruled by little else.—JOHN MAYNARD KEYNESINTRODUCTIONA history of economic
thought in some 200 pages? Impossible! Or maybe not?In 1914 Joseph A. Schumpeter (1883–
1950) published his “Economic Doctrine and Method: A Historical Sketch,” a hundred-page
essay tracing an arc from antiquity to what was then modern times. If Schumpeter’s one
hundred pages suffice to treat the subject matter up to the beginning of the twentieth century,
220 pages should certainly be enough to include developments up to the century’s end. That
much space really is sufficient—assuming we acknowledge taking the risk of leaving some
gaps in our coverage.Would it suffice to take Schumpeter’s old text and simply append an
ample supplement of some 200 pages? Unfortunately not. The history of a field is not
something written once and for all. It is a constantly changing construct in which new
generations that have their own problems and ideas grapple with the problems and ideas of
older generations. With the passage of time there is a change in what Schumpeter called the
“vision” of how an economic system works, and our understanding of the old masters changes
along with that vision. It is a serious misunderstanding to believe that history is something that
was once upon a time but is no more: “History is not was, it is,” said William Faulkner. So much
the worse that this misunderstanding is widespread—both inside and outside the field of
economics. Every generation writes its own history and is keen not only on being original but
on being perceived as such. But each generation also searches for meaningful progenitors so
it can share in their renown and brilliance. With a new appreciation of problems, it discovers
sides to the old masters that had eluded previous generations. Hence the notion of continuity
and change in the field is itself an idea subjected to an everlasting process of continuity and
change. Schumpeter’s old essay, highly readable today, is part of history. Reading it shows how
much perspectives have changed since then, which insights have been acquired and which
ones lost, how research methods have changed, and a great deal more.According to the
Japanese economist Takashi Negishi (b. 1933), there is “nothing new under the sun” in
economics. Everything, he contends, can be found in the classic economic texts. This is
certainly an exaggeration, but it contains a kernel of truth. There are a number of ideas, long
familiar, that take on new meaning when given a different form or considered in a fresh context.
New knowledge in economics is made up, above all, of old particles of knowledge combined in
new ways. The image of a tree of knowledge constantly sprouting new branches symbolizes
the process. But some branches, already regarded as dead, suddenly begin to sprout
anew.Does this mean that economics preserves everything that is correct and valuable and
disposes of everything that is wrong and misleading? Is the market for economic ideas a
perfectly functioning selection mechanism? Unfortunately, the answer is no.The formation of
bubbles in financial markets is well known. Bubbles occur because people form a picture about
a segment of reality, others adopt this picture, and herd behavior follows. Economists also form



a picture about a segment of reality, which can sometimes sharpen but sometimes obstruct our
understanding of the world. A picture can be misleading without this fact being recognized as
such immediately. If such ideas are amplified via positive feedback within the scholarly
enterprise by way of faculty appointments, rankings in journals, the allocation of research
funds, and by honors and prizes, this results in an intrascholarly bubble. In light of the
complexity of the subject, this is a major danger that cannot be reliably eliminated. But anyone
acquainted with the history of economic thought, both where it triumphed and where it went
astray, will be aware of this danger and will be on guard.Finally, it is important to remember that
the huge changes in the economy over the last few centuries have also changed our view of it.
Take figure 1.1, adapted from a work by the American economic historian Robert W. Fogel
(1926–2013). It presents the history of humankind at a glance, showing the relationship of the
development of world population to important events and technological inventions. It is not until
the turn of the eighteenth century that development and growth begins to accelerate, after the
discovery of the New World, the Second Agricultural Revolution, and the beginning of the
Industrial Revolution. Europe and its offspring abroad (the United States, Canada, Australia,
and New Zealand) attain a path of high and sustained economic growth, creating a growing
wealth gap between these areas of settlement and the rest of the world—the “Great
Divergence” (discussed by Kenneth Pomeranz in his book of the same name).FIGURE
I.1 Population growth and selected events in the history of technology. Adapted from Robert
W. Fogel, 1999, “Catching Up with the Economy.” American Economic Review, 89(1): 1–21.It is
no coincidence that the study of political economy blossoms just as European economies take
off, the point at which the curve bends sharply upward in the illustration. The economic
dynamism that is unfolding and the forces operating within that dynamic call out to be
understood and applied to economic policy. Thereafter, humankind embarks on an entirely
different path, whose end we do not know.There are different ways of approaching the history
of economic thought. The focus of this volume is on economic theories: their formation, their
conclusiveness and place within the field, and their applicability to economic policy. I draw
attention to those economists and their teachings I regard as especially important. I can only
hope that no really big fish have slipped through the mesh of the net I have cast.Let me
acknowledge, at the onset, some of the gaps in coverage. The focus is on European
intellectual traditions and their continuation in the so-called Western world, but of course it is a
fact that all advanced civilizations have produced notable achievements in the exploration of
economic matters. The reader interested in the history of Chinese economic thought is asked
to consult, for example, Hu Jichuang (2009); an overview of Islamic economic thought is
provided, for example, by El-Ashker and Wilson (2006). Beyond some geographic gaps, there
are also some gaps in subjects covered, such as the omission of business administration,
managerial economics, and econometrics.Finally, a remark about the literature cited is
warranted: the references and bibliography draws the reader’s attention to some important
primary works but also to books and articles that summarize and acknowledge important
economists, schools of economic theory, or the development of subdisciplines in the field.
These contain all the necessary information to easily trace the primary literature in which the
reader might be interested. Details mentioned in the text may be found in the works listed in the
references and bibliography.1EARLY ECONOMIC THOUGHTIn this chapter I summarize what
the ancients, Scholastics (ca. 1100–1600), and mercantilists (ca. 1500–1800) thought about
economic activity. Their observations had shared characteristics: all were still fairly
unsystematic, did not encompass all fields of economic conduct, and were oriented toward
prescription. These thinkers were less concerned with describing and analyzing economic



activity as it was (positive economics) than with how it ideally should be (normative
economics). In antiquity and Scholasticism, economic statements were actually part of moral
philosophy and concerned the application of ethical principles to economic life. In mercantilism,
economic investigations came up above all in the writings and pamphlets of merchant
capitalists engaged in long-distance trade who were eager to pass off their particular interests
as the general interest. They were keen to secure the support of the nation-state to protect
their vessels and trading posts abroad, and so praised the advantages of exporting
merchandise of a greater value than the value of imported merchandise—which would fill the
king’s coffers with the precious metals used for exchange.A number of concepts that strike us
as self-evident today, such as competition and progress, either are absent in these early
writings or are only present in rudimentary fashion—reflecting the economic environment at the
time. In the era of antiquity and Scholasticism, economic conditions were essentially stationary,
and even for the mercantilists development and growth were rather modest and confined to a
few areas.ANTIQUITY Human beings have always made economic observations. In order to
survive, we have to consume, and in order to consume, we have to produce. With the
development of pictures and writing came records of economic activity. For our earliest
ancestors, “producing” meant first and foremost hunting and gathering, and cave paintings in
Europe that date to the Upper Paleolithic period show hunting scenes with technical and
organizational knowledge embodied in weapons. Elementary economic information later
became a public good for all who could read. In the heyday of Mesopotamia around 4,000
years ago, for instance, clay bricks at the gateway to Babylon were emblazoned with
information about the annual grain harvest along with the expenses it entailed, also measured
in grain. The difference between harvest and expenses gives us the surplus product of grain for
the year in question. This surplus served to maintain the families engaged in agriculture as well
as the ruler and his royal court of civil servants, the army, and so on. The size of the surplus
product provides information about the welfare, economic productivity, and political and military
power of the community. These clay tablets are perhaps the first national income account in
human history.GREEK ECONOMY AND ECONOMICS The Greek mode of production at the
time of Plato (427–347 B.C.) and his student Aristotle (384–322 B.C.) was based on slavery
and on traditions and institutions that changed very slowly, including the political constitution of
the city-state. The focus of attention was on the “good life” of the full citizens—a static concept
—and the regulatory and institutional framework conducive to it. Production took place in
nearly autarchic households—thus coining the term “economy” from the Greek oikos, meaning
“house,” and nomos, meaning “law.” Oikonomia thus means “household management” or the
rules according to which a household or business is best run.The observations of philosophers
at that time revolved around questions of proper business and economic management, and the
aim was to harmonize the economically useful with the morally advisable and politically
reasonable. Such questions encompassed private life as well as the public economy and the
financing of state business. While state financing was initially facilitated by voluntary donations,
tribute payments from colonies, and services from citizens, over time there was an increase in
compulsory contributions—first in the taxation of immigrant city dwellers without citizenship
(metics) and finally even of citizens. Since taxation was based on wealth, the question arose as
to how wealth should be ascertained—leading to a distinction between visible and invisible (or
concealable) wealth. Taxes on visible wealth such as houses, fields, groves, tools, and work
animals were harder to evade than taxes on invisible wealth such as money or interest payable
from credit transactions. Herein, arguably, lies one of the sources of the opposition to credit
and interest that permeated economic thinking in the Roman Catholic Church up until the



nineteenth century (see the section on “Scholasticism” later in this chapter) and in the Islamic
world up until today.PLATO Plato, scion of an aristocratic house, saw the management of a
household and of the state, the polis, as closely related. In both cases what mattered was the
welfare of those entrusted to the master’s care—be it master of the house or ruler of the state.
This welfare had a material component that was a means to an end—the good life—and not an
end in itself. In The Republic, Plato outlined the essential features of an ideal state—the first
fully elaborated social utopia in history. Plato’s focus was on realizing ethical norms, on arriving
at the truly good. The pursuit of this goal demanded adherence to strict rules and the
punishment of violators. (Plato’s blueprint is therefore said to have totalitarian features; and
since there was only common property at the top of the social pyramid, it has also been
interpreted as a kind of primitive communism.)In order for this stratified, hierarchical society to
reproduce itself, said Plato, everyone must assume his appropriate place. He set the
philosophers or philosopher-kings at the top of this ideal commonwealth, followed by guardians
of the community, who live in an all-male brotherhood and are full-fledged citizens. A warrior
caste defends the state, and their campaigns of conquest are regarded as just by Plato if they
serve to defend the truly good. Below the guardians are the artisans and merchants, and the
metics—nonnative citizens without rights (and their slaves). Full citizens (and their slaves) are
prohibited from working in these trades. Private property is allowed here, but profit seeking is
despised, because Plato conceived of wealth as a corrupter of man and saw the danger of
wealth turning into power and ending in tyranny. Plato therefore advocated the redistribution of
property to ward off this danger.There is a close relationship between the social stratification
Plato envisioned in The Republic and his understanding of the division of labor as the
foundation of the commonwealth. His basic view was that a person’s natural aptitudes and
talents should decide his place in society. If everyone does what he is best at doing, then
everything that is done will be done well. Accordingly, Plato is primarily concerned with the best
possible deployment and allocation of natural talents and not (as later, in the case of Adam
Smith) with the productivity-enhancing impact of the division of labor. Specialization and
learning by doing, which can strengthen but also thwart naturally occurring differences in
human aptitudes, Plato mentioned only in passing.He viewed the social and professional
hierarchy as static, not dynamic. According to him, the coordination of the various kinds of
labor performed in society is effected in part through command and central administration (as
in the military) and in part through markets.Money, Plato insisted in The Republic, should serve
only a single purpose: that of a means of payment. It must not be used as a means of storing
value (and thus of hoarding), because accumulating wealth has no finite limit and therefore is
unnatural. He despised the taking of interest as improper. He did not provide detailed thoughts
about price formation and thus about the incomes of producers and merchants.ARISTOTLE
Descended from the ranks of the metics, Aristotle did not agree with his mentor Plato about
everything. For instance, Aristotle advocated private property by using an argument that
reappears in the work of later thinkers: people treat personal property with greater care than
they do communal property. This has come to be known as the “problem of the
commons.”Aristotle’s observations revolved around the organization and management of the
self-sufficient household economy. What are the rights and duties of the master, the father, the
spouse, the children, and the slaves? The latter seem to him, in spite of some reservations on
account of their status—is it ethical to treat human beings as property?—as indispensable for
the good life of free citizens (and philosophers), who should be spared any concern with
attending to their material well-being.Like Plato, Aristotle distinguished between different kinds
of “acquisitive arts”—the means by which households and people make a living and meet their



needs and wants. Its “natural form” (oikonomiké) enabled the Greek citizen and his family to
have a good life by producing and procuring goods. Aristotle saw the good as limited by nature,
and hence this type of acquisitive art had a finite goal. One could use as a near synonym a
term introduced by Herbert Simon (1916–2001), “satisficing”: seeking enough of what’s
required to satisfy one’s needs corresponding to one’s position in society rather than trying to
maximize one’s gain.Aristotle contrasts this natural form of acquisition with the “unnatural
acquisitive art” of chrematistics (from chrema, meaning money). It serves the end of
enrichment, of acquisition for acquisition’s sake, which is “unnatural,” because it is unlimited.
Aristotle locates the origin of chrematistics in trade and money, which emerged to facilitate
exchange. But since money can also serve as a store of value, there is a tendency to hoard
treasure. The acquisition of money becomes an end in itself. As the story of King Midas shows,
the man who strives for the greatest possible wealth runs the danger of dying from hunger—
everything he touches turns to gold. Aristotle viewed credit transactions and interest as
especially reprehensible forms of chrematistics. For him, every kind of interest is usury,
because it “makes a gain out of money itself.”Justice is a pervasive theme of Aristotle’s work,
as can be seen in his observations on markets in the Nicomachean Ethics. One issue
discussed in this text is distributive justice. Aristotle distinguishes between the “use value” of a
thing and its “exchange value”; the former concerns its objective usefulness at satisfying
certain needs and the latter the amount of money (or other goods) one receives in exchange
for it. The producer’s attention, according to Nicomachean Ethics, should be on the quality of
the use value rather than the amount of the exchange value.Like Plato, Aristotle did not furnish
any positive analysis of how prices are formed; instead, he presented a norm that prices are
supposed to obey. This norm (which refers back to the stability and reproduction of stratified
Greek society) says that prices should guarantee an appropriate distribution of wealth and
honor. The social status of those participating in exchange transactions should be respected
and reproduced by the market. Translated into our times and using an example by Joseph
Stiglitz (b. 1943): bank clerks ought to get a salary that allows them to feed and house
themselves and their families and to be properly dressed at the counter. The economy is thus
the accomplice of the principles on which the polis rests. The stratification of society is also
reflected in Aristotle’s attitude toward physical labor; performed by the lower strata of society
and by slaves and scorned by the upper strata, such work lacked dignity and therefore value in
his view.The thoughts of the Greek philosophers were translated into Arabic and then also into
Latin and were discussed, absorbed, and elaborated in the respective philosophical,
theological, and juridical traditions. One encounters the prohibition of interest both in the Old
Testament of the Bible and the Qur’an. In his Confessions, Augustine of Hippo (A.D. 354–430)
incorporated some of Plato and Aristotle’s ideas into a Christian view of the world, which left a
deep imprint on the thinking in the Occident. The ideas of the Greeks found their way into
Islamic economic thinking and keep exerting their influence, especially on Islamic banking.Let
me now turn to the teachings of the churchmen in Europe’s Middle Ages.SCHOLASTICISM
Christian teachers continued to develop the economic views of the ancients, especially those
of Aristotle, and also incorporated ideas from the Bible and from Roman law. The so-called
Scholastic school’s most important thinker was Thomas Aquinas (1225–1274) with his three-
volume Summa theologiae; Francisco de Vitoria (1483–1546), and his school of Salamanca,
was another notable Scholastic. Like Plato and Aristotle, Aquinas took an approach that was
predominantly normative and concentrated on similar topics: the “just price,” interest and usury,
and just taxation (“Render to Caesar the things that are Caesar’s”).However, unlike the Greek
thinkers before them, the focus of the Scholastics was not on how to attain the good life in this



world but how to avoid hell in the next one. The subject was man according to the Old
Testament, driven out of Paradise and punished for his sins by eking out an existence full of
hardship and privation. Hard work grants him survival and a life occasionally punctuated by
miracles as a reward for profound demonstrations of faith. According to Scholastic economic
thought, the answer to the material hardship experienced by large segments of the population
was not higher production and economic growth but self-restraint and the repression of
needs.The heart of Scholasticism was the doctrine concerning usury. A core argument was
that money is sterile—it cannot “breed offspring.” Another argument said that since God gave
time to all men equally, merely letting time elapse between taking and paying back a loan does
not justify any interest. A third argument rested on a feature of the medieval economy—the
absence of sustained growth—which meant that most loans were to consumers rather than
producers. The duty of a Christian, argued the Scholastics, was to help those who had
innocently fallen into need and not exploit them or exacerbate their condition by levying
interest. Fenus pecuniae funus est animae—interest from money is the death of the soul. A
good society demanded that its members live virtuously.What happens, however, when trade
and industry pick up in Europe, as in the twelfth and thirteenth centuries, and even more so
when the economy embarks on a path of sustained economic growth, as in the wake of the
Industrial Revolution, and additional liquid means are required in order to finance investments?
The ancient and medieval economies, wherein interest was frowned upon, were more or less
stationary and managed to reproduce themselves without major changes year in and year out
(leaving aside times with particularly good or bad harvests, wars, and epidemics). As the
economy embarked upon a path of sustained economic growth, economic analysis had to
change to account for this. The Aristotelian and Scholastic view was gradually pushed into the
background (although it did not entirely disappear from view; some of Scholasticism’s ideas
reappear in Austrian economics, for instance, covered in chap. 4) and after flowering in the
thirteenth and fourteenth centuries, Scholasticism ended with the decline of the school of
Salamanca in the sixteenth century. In the Salamanca school there were already clear
pronouncements of positive economics, which assumed center stage with classical economics,
the subject of chapter 2. But before dealing with the classical economists, we must first turn to
what Adam Smith (1723–1790) called “mercantilism” and to what in the German-speaking
world is known as “cameralism.” The ideas assembled under these names do not constitute a
coherent body of thought. This does not mean they were unimportant. They in fact exerted a
great influence on economic policy then and still do today.MERCANTILISM AND
CAMERALISM The zenith of mercantilist thought stretched from the sixteenth to the eighteenth
century and was accompanied by the creation and rise of nation-states in Europe, the
discovery of new worlds, and the expansion of long-distance trade. However, mercantilist ideas
and economic policies remain quite widespread. Mercantilism owes its lasting renown to the
extremely critical treatment that classical economist Adam Smith gave it in An Inquiry into the
Nature and Causes of the Wealth of Nations (1776). It was Smith who coined the term
“mercantilism” to describe an amalgamation of different ideas; the name stuck, despite the fact
that it was not a truly unified system of thought.The wish to define philosophical systems, said
Ludwig Wittgenstein (1889–1951), is frequently like the attempt to classify clouds by their
shape; the same could be said of Smith’s concept of mercantilism. To be sure, mercantilist
economic thinking lacked coherence, systematic classification, and comprehensive coverage
of all economic fields. Its proponents were not dispassionate scholars but rather profit-oriented
businessmen and civil servants eager to fill the state’s coffers. Their main concern was
increasing the power of a nation by amassing new territory, protecting national commerce,



forming colonies, managing the population, and—crucially—exporting more goods than were
imported.The mercantilist focus on running a trade surplus was directly connected with their
conception of a nation’s wealth. As English thinker Thomas Mun (1571–1641) put it in his book
England’s Treasure by Forraign Trade (written around 1630): England’s wealth is increased
“wherein wee…sell more to strangers yearly than wee consume of theirs in value.” He and
other mercantilists advocated export promotion (export premiums) and import restrictions
(tariffs and other barriers to trade) to achieve this.While later critics called this economic policy
irrational, it was much less so than it might look at first sight. With precious metals circulating
as money in the form of coins, a country facing growing markets required ever greater
quantities of gold—the “good of goods,” as it was widely called. If a country could not produce
precious metals on its own (as in the case of England, which had no significant deposits) then
a positive trade balance could bring in the needed gold. Another approach, sanctioned by the
English crown, was piracy: capturing Spanish ships that were transporting gold and silver from
Central and South America. Buccaneers like John Hawkins and Francis Drake were highly
decorated for stealing money in service to the English crown. As tensions grew between
expansionist nation-states, such wealth also became important as a preparation for future
wars. There were still no large standing armies, so a properly filled state treasury was the best
guarantee for mustering one quickly—“money is the sinews of war,” as one observer
perceptively remarked. Finally, export promotion stimulated domestic production and
employment, while import restriction curbed these for foreign countries: goods produced at
home gave employment to domestic workers and goods not demanded abroad had no
employment effect there. Joan Robinson (1903–1983) later called this the beggar-my-neighbor
policy: a country exports unemployment along with its export surplus. (Note that we find this
kind of policy even in our time—take, for instance, the export surpluses enjoyed by Germany
and Japan after World War II or China today as the result of undervalued domestic
currencies.)Not all mercantilist authors measured national wealth by the stock of precious
metals in the treasury of the crown. To some, it was clear that economic activity is stifled when
money is withdrawn from circulation and hoarded—and some (both within and without the
mercantilist school) also recognized that the circulation of a growing money supply would
sooner or later have an effect on money prices. As John Locke (1632–1704) and Charles
Davenant (1656–1714) pointed out, trade surpluses and the concomitant influx of precious
metals eventually led to rising prices at home. Thus was born an early version of the “quantity
theory of money,” which envisions a link between the amount of money in circulation M and the
price level P. If T is the transaction volume of goods in a single year and V the velocity of
money’s circulation, then it holds that TP = MV. If T and V can be viewed as given and
constant, then the price level P increases proportionally with the money supply M.Of course,
mercantilists did not view the transaction volume as constant. Moderately rising prices were
welcome as a sign of an economy that was picking up. What eluded the mercantilist authors,
however, was the retroactive effects that rising prices at home had on the international
competitiveness of domestic industry—and thus on the trade balance. This connection was
examined for the first time by the philosopher, historian, and economist David Hume (1711–
1776) in his essays on economic matters. (Hume was a friend of Smith and like Smith was very
critical of certain mercantilist ideas.) Hume drew attention to the price-specie flow mechanism,
also known as gold “automatism”: rising prices as a result of gold inflows diminish a country’s
competitiveness and tend to lead to a balanced trade. Hume also contradicted the mercantilist
notion that one country can only win at the expense of other countries—a notion that explains
the mercantilist focus on foreign trade and their neglect of domestic trade. In domestic trade,



they believed, every winner was offset by a loser, whereas in foreign trade one country could
win at the cost of other countries. (Today one would perhaps draw an analogy to a zero-sum
game.) Hume disagreed: both foreign trade and domestic trade, he said, were potentially
advantageous for all participants and enhanced their well-being.National flavors of mercantilist
thinking reflected differing economic and political conditions from country to country. In France,
which was vying with England for supremacy, came Colbertism, named after Louis XIV’s
finance minister Jean-Baptiste Colbert (1619–1683). Colbert overhauled the government
budget; reformed public administration; promoted French manufacturing to make the country
independent of expensive imports; founded both the French East and West India Companies in
pursuit of a colonial policy; expanded French infrastructure (streets, canals, ports); and brought
foreign scientists, technicians, and skilled workers into the country to modernize the French
economy. And like other mercantilists, he saw trade wars as an important source for increasing
domestic stockpiles of precious metals.Cameralism was the German variant of mercantilism,
found in the small German states of the seventeenth century and especially in the eighteenth-
century’s era of enlightened absolutism. The term is derived from the treasure chamber
(camere) of the prince. Essentially, cameralism was concerned with the art of governing a
country efficiently and keeping the state’s coffers full, as insurance against perils of all sorts.
Cameralism’s extensive literature dealt with constitutional and administrative law, public
administration and accounting, and tax and fiscal policy. A properly functioning central
administration, according to these thinkers, required civil servants trained in the cameral
sciences and law. After the Thirty Years War (1618–1648), cameralists saw the immediate
priority as rebuilding and settling the cities and villages that had been ravaged and
depopulated, promoting agriculture, and encouraging population growth, with the long-term
goal of developing the domestic economy by founding and promoting manufacturing and
providing for public infrastructure. In all these activities, the cameralists viewed the state as an
essential agent, either on its own or in cooperation with private enterprises. Major cameralist
thinkers included Johann Joachim Becher (1635–1682), Philipp Wilhelm von Hörnigk (1640–
1714), Johann Heinrich Gottlob von Justi (1717–1771), and Joseph von Sonnenfels (1732–
1817).2CLASSICAL ECONOMICSThe first comprehensive investigation of the economic
system came through “classical” economics during the Enlightenment in Europe. According to
Karl Marx (1818–1883) and Joseph A. Schumpeter, William Petty (1623–1687) planted the
seeds of the classical approach in the second half of the seventeenth century. Other important
forerunners were Pierre Le Pesant de Boisguilbert (1646–1714), François Quesnay (1694–
1774), and Anne-Robert-Jacques Turgot (1727–1781) in France; Richard Cantillon (1680–
1734) and David Hume in Britain; and Antonio Genovesi (1713–1769), Ferdinando Galiani
(1728–1787), Pietro Verri (1728–1797), and Cesare Beccaria (1738–1794) in Italy. British
classical economics, on which I focus attention in the following, was in full bloom with Adam
Smith and David Ricardo (1772–1823).CHARACTERISTICS OF CLASSICAL THINKINGFirst,
let me single out eight general features that characterize classical thinking. These concern:1.
the view that the economy is subject to laws that can be studied and then used to improve the
conditions of life;2. the stratification of society in social classes, whose members perform
different roles in the economic process;3. the conviction that large parts of economic activity
can effectively be coordinated by means of interdependent markets, which leads to a new
perspective on the role of the state in society;4. the view that self-regarding actions of
individuals typically have unintended consequences—a fact that is largely responsible for the
extraordinary complexity of the subject of economics;5. the conviction that in most nations the
main lever of riches is labor—the skills, dexterity, and ingeniousness of the population—and



that increases in labor productivity are due to ever-deeper social divisions of labor;
correspondingly, the wealth of a nation is expressed in terms of the size of its social net
product per capita;6. the importance attributed to competition as a force that renders order
and coherence to the economic system and fosters industry and technical progress, and the
analysis of market-based economic coordination in competitive conditions leading to prices
determined by cost of production;7. the conception of a tendency toward a uniform rate of
profits, resulting from the profit-seeking behavior of capital owners, and toward uniform rates of
remuneration for the services of various qualities of land and labor, whose proprietors are in
search of their most advantageous employments; and finally8. the corresponding conception
of the gravitation of market prices toward their “natural” levels, which reflect the general rate of
profits and uniform wage rates and rent rates of the different kinds of work and qualities of
land.Let me expand on each of these a little further.The first characteristic of the classical
thinking is the conception that the economy obeys its own laws—laws that can be researched,
understood, and used. Recent successes in the natural sciences provided a model for classical
thinkers; Francis Bacon (1561–1626), for instance, had promoted the practical use of the
natural sciences in the interest of social progress. In his book Political Arithmetick (1690),
William Petty adopted the perspective of a physician who wished “to express my self in Terms
of Number, Weight, or Measure; to use only Arguments of Sense, and to consider only such
Causes, as have visible Foundations in Nature.” Those causes “that depend upon the mutable
Minds, Opinions, Appetites, and Passions of particular Men” he left to others. (In chap. 5 we will
see that such cases are at the heart of marginalist value theory.) These economists saw their
new science as quantitative and empirical; it must, according to François Quesnay, make use
of mathematics and statistics. The classical economists were concerned with positive
economics and with improving conditions through wise economic policy measures. Hence
Smith (and Quesnay before him) conceived of the new discipline as an important, perhaps
even the most important, part of a kind of master political science, encompassing what Smith
called the “science of the legislator.”Second, classical thinkers saw as their subject of
investigation an economy characterized by a growing division of labor and by private ownership
of natural resources and the means of production, with the activities of its numerous economic
agents coordinated via interconnected markets and with the exchange of goods and services
facilitated by money serving as a means of exchange. Private agents were understood to
interact in pursuit of their own goals and on their own account without (much) central guidance.
Society was seen as divided into different classes, whose members performed different roles in
the process of producing, distributing, and using society’s wealth.The classical economists
emphasized the asymmetries between social classes in terms of differences in economic
property and political power and access to information and knowledge. They would have met
with disbelief the idea, popular in some parts of economics today, that an entire society can be
understood by studying the behavior of a single “representative agent” only (see chaps. 4 and
10). People are different: their economic possibilities, motives, and mind-sets reflect their social
backgrounds and how they were brought up. Society molds and changes people no less than
people mold and change society. Classicists focused on a few key classes. There were the
landlords who drew rent for leasing their land; as Smith put it in The Wealth of Nations, “they
love to reap where they never sowed.” Clinging to traditional feudal ways of life, landlords
enjoyed lavish consumption based on this rent. They hardly saved or invested, and so they did
not make a significant contribution to capital formation—the key to an increase in labor
productivity. Workers owned almost nothing apart from their labor power. In order to support
themselves and their families, they had to find employment at high enough wages. They spent



their wages on food, clothes, and housing, and typically could not save much or at all.
Capitalists or “masters” (Smith’s term) were society’s aspiring class. They had money and
commercial capital (shops, means of transport, and merchandise) and means of production
(plant and equipment) at their disposal. In an early stage of capitalism, the capitalists were also
entrepreneurs—they started and ran businesses, meaning ownership and control were in the
same hands. (Later, with the rise of joint-stock companies, management and control were
increasingly turned over to managers, and the so-called principal-agent problem emerged:
How can one make sure that the managers [the “agents”] act in the interest of the proprietors
[the “principals”], and not merely in their own interests?) The income of capital owners was
profit, the difference between sales revenues and production costs, and interest in the case of
money capital. Capital owners were able to save and to invest in the development and
modernization of the production apparatus, and competition provided strong incentives to do
just that.Third, classical economists repudiated the conviction acquired in Europe during the
religious wars of the seventeenth century that if the system were left to itself it would inevitably
sink into civil war. In Leviathan (1651), Thomas Hobbes (1588–1679) had argued that man in
the state of nature has a natural right to everything and will, in light of his unbridled desires,
become a rapacious wolf: homo homini lupus est. The state of nature leads unavoidably to a
war of all against all (bellum omnium contra omnes). Leviathan, the absolutist state furnished
with absolute power, ends the state of nature and brings about a condition of social equilibrium
by keeping the “children of pride” in check.No, the classical economists objected: a society in
which large parts of economic activity are coordinated via interdependent markets based on
free trade at home and abroad is (under certain circumstances) a self-regulating, homeostatic
system. The concept of “equilibrium” thus found its way into the mental landscape of
economists. Moreover, the classical economists argued that this kind of system facilitates a
faster increase in the wealth of society than all other economic orders, because it stimulates
hard work, business acumen, and inventiveness. The misgivings of Hobbes were seen as
unfounded. Laissez faire, laissez passer, le monde va de lui-même (Let it be, let it alone, the
world goes on by itself) was the famous call issued by economic liberalism. The conviction that
a market economy not only works but can be expected to perform better than a centrally
planned command economy or an economy with substantial government interferences had an
important implication: it led to a redefinition of when economic affairs should be left to markets
and when the government had a role to play in the economic process. While in feudal times
subjects had to get permission from the kingly authority to engage in their businesses, now the
government was asked to provide compelling reasons for its interference in the economic
process, for the taxes it collected, its expenditures, and so on. The burden of proof was thus
reversed.The fourth leading idea of the classical economists, and one of the most important, is
that human action typically leads to consequences neither intended nor planned nor
foreseeable by the individual. As Adam Ferguson (1723–1816) succinctly put it: “History is the
result of human action, but not the execution of any human design.” Within the classical
paradigm, individuals are seen as self-interested creatures with often complex motives. The
ancestor of the fairly anemic figure of homo economicus—that self-interested actor so central
to later economic thinking—appears on the stage in the writings of Quesnay. In this early
formulation, he is somebody who wants to maximize his enjoyment (jouissance) and minimize
his use of resources—a difficult task, as the only possible option is either maximizing or
minimizing one of these quantities for a given level of the other one. Alas, it is an irremovable
aspect of the human condition that humans only partly know and understand the world in
which they live and can never be fully informed, and therefore time and again are bound to act



in ways that generate effects that were no part of their plans. Some of these effects may affect
the well-being of others, for better or worse.Humans are not isolated individuals like Robinson
Crusoe on his island (before he met Friday). On the island no other party is involved, and
Robinson could fully concentrate on his relationship with the material world around himself,
using the means at his disposal as best as he could to satisfy his needs and wants. Not so in
the economy studied by the classical economists. Recognizing that different agents and
branches of the economy are mutually dependent on one another, these economists started to
see the interdependence of economic units as a central analytical theme. The task of political
economy was to analyze the entanglement of intended and unintended consequences that
resulted from the actions of self-regarding agents. In particular, the goal was to figure out which
actions and behaviors had not just private but socially beneficial results—and which actions,
while privately beneficial, were socially harmful. This in turn meant combating superstition,
exuberance, and hysteria in social and economic matters and suggesting social institutions,
incentives, laws, and a regulatory framework that supported beneficial behaviors and
contained those that were harmful. Political economy was thus seen to have an eminently
practical relevance.A fifth characteristic of the classical economists’ thinking was the conviction
that the main source of a large and growing wealth of most nations was neither the
colonization of other countries and exploitation of their resources nor favorable overseas trade
(“buy cheaply, sell dearly”). The main source, instead, consisted of the industry and diligence of
the working population—in short, labor and production—and an increasing labor productivity.
The classical authors no longer measured wealth in terms of a given stock of gold and silver in
the king’s coffers at a given moment of time but in terms of the net flow of commodities
produced during a year. In this way they anticipated the modern concept of net domestic
product: a nation is the richer the larger its net social product per capita—that is, its gross
domestic product (GDP) less all the goods which of necessity have to be used up in the course
of production (raw materials, tools, and machines, but also the necessary upkeep of the
workforce). Quesnay talked about the “produit net,” Adam Smith and David Ricardo about a
“surplus product” or “neat produce.” A characteristic feature of the analyses of the classical
authors is that they counted the means of subsistence that productive workers needed to
survive and reproduce as a part of the necessary yearly advances and thus of the
indispensable physical real costs of production—on a par with the feed for the cattle and the
fuel for the engines. (In contemporary national accounting, the wages of labor are instead
reckoned in their entirety among the net social product.)The focus was on commodities that
could be produced and reproduced, like wheat, bread, iron, tools, machines, and so on.
(Nonreproducible goods such as fine art, for example, were dealt with only in passing.)
Reproduction was a twin concept of surplus. An economic system is said to be able to
reproduce itself if it is able to produce, year after year, at least as much as it necessarily uses
up in production and thus “destroys” or “consumes productively” (this includes the means of
production and means of subsistence). A major concern of economic policy was to increase
the social surplus by avoiding waste, increasing efficiency, and raising labor productivity. In
systems that generate a surplus, the question is always how to use the surplus: it can either be
consumed or saved and invested (that is, accumulated). In the latter case the economy will
grow, markets will expand, the division of labor will deepen, and productivity will grow. Hence
the classical economists’ concern with the size, and growing size, of the surplus.But how does
a private-decentralized system in which the coordination of millions of independently taken
decisions and actions is left to markets function? This brings us to the sixth characteristic of
the classical economists’ point of view, which revolves around the concepts of free competition,



a tendency toward a uniform rate of profits, and the corresponding gravitation of market prices
to their natural levels. The classical economists had to show that pursuing agents’ self-interest
in a decentralized economy through a network of interdependent markets did not imply
anarchy and chaos, as several economists and social philosophers had argued. No Leviathan
was required, and if there was one it was detrimental to the well-being of the large majority of
the people. At the heart of classical economics, therefore, was an explanation of market-
mediated coordination, price formation, and the resultant income distribution.In the perspective
of the classical authors, prices reflect the difficulty of producing the various commodities, that
is, the costs incurred in overcoming the obstacles to obtain them. The amount of labor needed
both directly and indirectly (in producing intermediate products, such as raw materials and
means of production) was considered a good measure of this difficulty. Hence most classical
economists advocated some sort of labor theory of value, according to which the total amount
of labor “embodied” in a commodity held the key to its value or price. Most also understood,
albeit with different degrees of sophistication, that the time profile of the labor spent producing
a commodity mattered in ascertaining the commodity’s value. For instance, if most of the total
labor embodied in a commodity is expended early in its production, this implies that most
wages were paid a long time before the completion of the product. At a positive rate of profits
this sum has to be discounted forward at compound rate and covered by the price of the
product. Hence two commodities produced with exactly the same amount of total labor will
nevertheless have different prices, if the time profiles of the corresponding streams of labor
expenditures differ. In this more general perspective, “natural prices” express two causes
instead of only one: the methods of production used in producing the various commodities
(reflected in the overall amount and time profiles of labor expenditures) and income
distribution, that is, the level of real wages (and the corresponding level of the general rate of
profits). While the former cause expresses the level of technical and organizational knowledge
at a given time and place, the latter reflects the balance of power in the “dispute” (as Adam
Smith put it) over the distribution of income. Competitive conditions are seen to enforce cost-
minimizing behavior of firms.Seventh, classical economic thinking understood competition as
rivalry among agents on both sides of the market—that is among suppliers and demanders.
Firms, for example, compete with one another for the largest possible sales volume and market
share. Competition assumes that control over an object is not monopolized but instead spread
out among several agents. The medieval guild system, a serf’s servile obligation to work the
land on a feudal estate, or a monopoly granted by princely favor all hindered the mobility of
labor and capital and shielded abnormally high incomes from competition. In today’s
vocabulary, such markets were not “contestable.” The classical authors showed how
monopolies, privileges, and impediments to mobility for manpower and capital in general were
advantageous to some and disadvantageous to many.The ideal as Smith saw it was free
competition—the absence of noticeable barriers to market entry and exit. Free competition, the
classical thinkers were convinced, ensures coherence and order and spurs the development of
labor productivity. It works like an “invisible hand,” as Smith famously put it, and takes the place
of the visible hand of the state. As a social institution, free competition would reward and
punish without requiring a Leviathan. It makes use of man’s self-interest. If there is a shortage
of supply of a good in a market, competition among demanders forces up the market price.
This increases profit margins, attracting capital and labor from other branches and finally
leading to an increase in the output and supply of the good under consideration. This in turn
causes the market price to fall again. The converse would apply in the case of an excess
supply of a good.The restless search of capital owners for the highest possible profits per unit



of capital invested and of workers for the highest possible wages would lead to a general rate
of profits or rate of return on capital that tends to be uniform across all branches of the
economy and to equal wages for equal work. Both classical (and postclassical) economic
thinking revolved around the determination of the general rate of profits and its movement over
time. As Marx would later articulate in Capital, the rate of profits is a key figure in the system,
“the stimulus…as also the driving force for accumulation.” Investment happens in expectation
of profits, and investments are financed not least out of profits. If the rate of profits falls, the
inclination to form new capital weakens, and economic growth runs dry.Finally, eighth,
alongside the concept of a general rate of profits was a corresponding concept of “natural” or
“production” prices. These were seen to reflect systematic and permanent forces at work, while
“market” prices reflected a multitude of incidental and temporary factors (e.g., the weather) on
top of that. Competition causes market prices to gravitate toward or oscillate around production
prices, so the former never stray too far from the latter. Only by way of production prices, the
classical economists insisted, could generalizable statements be formed, and so their focus
was on understanding such prices. These prices and the corresponding distributive variables—
the general rate of profits, real wages, and the rents of land—were bound to change in the
course of time as capital accumulated, the population grew, natural resources became scarce,
and new technical and organizational knowledge filtered into the economic system. The
classical authors sought to study economic development in terms of a sequence of long-period
positions of the economic system, each one characterized by particular levels of prices, the
rate of profits, wages, and rents.Let us conclude this section by illustrating the links connecting
wages, profits, and natural prices, as Smith and Ricardo discussed them, in terms of an
exceedingly simple example known as the wheat model (the “corn” model in British English). In
this model, production takes place in two sectors: agriculture and manufacturing. For
simplicity’s sake, we ignore ground rent—the rent paid for the use of land on which the wheat
is grown. (We thus implicitly assume that land of best quality is available in abundance.) Wheat
is produced in the agricultural sector by means of wheat (seed), and in the manufacturing
sector is distilled into whiskey for the well-to-do classes of society. Wheat is used to feed
workers, as seed in agriculture and as a raw material in industry. It therefore goes directly into
the production of all products, including itself. “Wheat” is a collective term for all the foodstuffs
or necessaries of the workers. Everywhere it is indispensable as an input, because work is
employed everywhere. Real wages paid in any one of the two sectors are equal to the total
number of hours worked there during a year, times the amount of wheat paid to workers per
hour. “Whiskey” on the other hand is, accordingly, a collective term for all of the consumer
goods defined as “luxuries”; nowhere does it go into production as a necessary
input.Deducting the total expenditure on wheat (which is equal to the capital employed in seed
and food to feed the workers) from the annual gross output of wheat gives us the net output of
wheat. This net output constitutes the profits of farmers (that is, the tenants of land). The ratio
of profits to the capital employed is equal to the profit rate earned in agriculture. In the
manufacturing sector, a share of the net output of wheat is used to hire workers and as a raw
material processed into whiskey. In conditions of free competition whiskey producers will obtain
the same rate of profits as farmers. This means that the price for the volume of whiskey
produced is equal to the wheat (or the capital) employed in its production, plus the profit at the
uniform rate. But this rate, as we have seen, has already been determined in the agricultural
sector. Thus, given technical conditions of production in agriculture and in the manufacturing
sector and the real wage rate in terms of wheat, one can determine the general rate of profits
and the price of whiskey relative to that of wheat. (The analysis can easily be extended to the



case in which there are more than just two products.)The classical economists therefore
established the rate of profit and prices in an economy at a given time by proceeding from the
following data (or given or independent variables): (1) the gross output of the different goods
produced, (2) the available technology that allows producers to transform inputs into outputs,
and (3) the prevailing real wage. Profits and wages are determined asymmetrically: wages are
assumed as known when the issue is the size of the profit rate. The level of the wage rate is
then examined in another part of the analysis when considering capital accumulation, technical
progress, and population growth. Over time, the profit rate, wages, and prices are bound to
change as the variables 1–3 change.This is the surplus theory approach taken by classical
economics, which differs fundamentally from the later marginalist approach (see chap.
5).FRANÇOIS QUESNAY We have to thank Louis XV’s mistress Madame de Pompadour for
assisting her personal physician Quesnay in printing the results of an epoch-making discovery
—the Tableau Économique (1756). In a single picture, analogous to a mechanical clock,
Quesnay depicted production, distribution, and utilization of an entire nation’s social wealth.
Production, as he diagrammed it, takes place in two sectors—agriculture and industry—which
depend on each other. In exchange for money, agriculture supplies industry with raw materials
and means of subsistence, while industry supplies agriculture with equipment (plows, other
instruments of production, etc.).Quesnay called those working in agriculture the “productive
class” and those working in industry the “sterile class.” The first is productive because it
produces more wheat than it uses up (seed plus means of sustenance). Its net product he
considered to be a “pure gift of nature”—nature works together with men, but it supplies its
services for free. Hence the name “physiocracy” for his economic theory, meaning the rule of
nature. The second class is sterile, because it merely processes a part of this net product into
other forms (for example, wheat into whiskey) without adding anything to it. The landowning
class (king, nobility, clergy) obtains a rent from tenants that is equal in value to the net product
in agriculture. Landowners use this rent in part to buy means of subsistence for themselves,
domestic servants, civil servants, and the military, and the rest is used to purchase industrial
products (luxury consumer goods, weapons, coaches, etc.). The prices of products cover all
costs, and for the prices of agricultural products this includes the lease or ground rent. (Profits
play no explicit role in Quesnay’s construction; they are subsumed under the incomes of
tenants and independent artisans.) Society’s net income, accordingly, is equal to the sum total
of the rents paid to landowners. According to Quesnay rent was the only income that should be
taxed (impôt unique), because all other incomes are taken to cover barely more than just the
living costs of their recipients—a proposal that did not earn physiocrats the sympathy of the
king and the landed gentry.ADAM SMITH ON THE “INVISIBLE HAND” With An Inquiry into the
Nature and Causes of the Wealth of Nations (abbreviated henceforth as The Wealth of
Nations), first published in 1776 with four more editions to follow, the Scotsman Adam Smith
permanently shaped the new field of political economy, both thematically and methodologically,
and won it an important place in the circle of the venerable sciences. No metaphor of Smith’s is
as well known as that of the “invisible hand,” and none has been so fundamentally
misunderstood.Many have attributed to Smith the extreme view that selfish behavior of
whatever kind unequivocally results in unintended consequences that are beneficial to society
as a whole. In this perspective nothing but selfishness is needed for societies to achieve
optimal outcomes. But it was not Smith who held this view. It was instead the satirist and cynic
Bernard Mandeville (1670–1733) who proclaimed this doctrine in his famous Fable of the Bees
(1705). Both Smith and David Hume before him disagreed with Mandeville and in his Theory of
Moral Sentiments (1759) Smith called the latter’s views “in almost every respect erroneous.”



Not virtue but vice is the actual source of the common good, Mandeville had contended. How
could Adam Smith, author of a widely praised investigation into the sources and development
of morality and ethics, adhere to such an abstruse idea? Whether deliberately or out of
ignorance, others have contended Smith held a view to which he was uncompromisingly
opposed, as his attack on the mercantilist system shows. He saw this system’s “principal
architects” as money- and power-hungry merchants, possessed by “the wretched spirit of
monopoly,” whose main goal was to procure individual advantages at the expense of the
general public.So what does the metaphor of the invisible hand really imply? In The Wealth of
Nations we read this about the individual: “By pursuing his own interest he frequently promotes
that of the society more effectually than when he really intends to promote it.” Frequently, not
always. In order for the pursuit of self-interest to promote rather than damage the general
interest, Smith insisted, certain institutional preconditions need to be met. As the Smith scholar
Edwin Cannan wrote: “The working of self-interest is generally beneficent, not because of
some natural coincidence between the self-interest of each and the good of all, but because
human institutions are arranged so as to compel self-interest to work in directions in which it
will be beneficent” (emphasis added). It was the task of the statesman to create the kinds of
institutions and laws that made it in the interest even of bad people to act for the good of all.
The science of the legislator, Smith elaborated, was designed to show the way to good
government.ADAM SMITH ON THE DIVISION OF LABOR For Adam Smith, the division of
labor was the most important source of growth in labor productivity and per capita income.
Initially, he argued, there was a division of labor within and then between firms and regions in a
given country, and finally between countries. Smith was an eloquent advocate of free trade and
what today is called “globalization.” But his advocacy was tied to an important condition: the
advantages of free trade had to accrue to the benefit of all countries and parties involved,
which again points to the importance of good government. (We return to this issue later.)The
division of labor (1) yields gains from specialization, (2) saves time that is lost in changing from
one task or job to another, and most importantly, (3) promotes the development of machines.
Labor power is replaced by machine power, and production is mechanized—a process for
which there is no end in sight.New trades and occupations emerge, including “that of those
who are called philosophers or men of speculation, whose trade it is, not to do any thing, but to
observe every thing; and who, upon that account, are often capable of combining together the
powers of the most distant and dissimilar objects. In the progress of society, philosophy or
speculation becomes, like every other employment, the principal or sole trade and occupation
of a particular class of citizens.” Today we call this research and development (R&D). The new
knowledge that is systematically produced enables “improvements” in production and
organization. Two centuries before the emergence of the concept of a “knowledge society,”
Smith had already explicitly identified the “quantity of science” as the foundation of society’s
productive powers.The motor of the wealth-producing machine, Smith insisted, was capital
accumulation. It set in motion a “virtuous circle”: by enlarging markets, capital accumulation
facilitated a deeper division of labor, which led to higher productivity and as a consequence to
higher profits and incomes more generally, leading in turn to further capital accumulation, and
so on and so forth. There emerges the picture of an incessant upward spiral: capital
accumulation is both the source and the effect of the continual transformation to which the
market system is subjected—the process is characterized by “cumulative causation,” change
feeds on itself.Economic policy had to set the overall framework. Smith was convinced that the
mercantile system of monopolies, import restrictions, and export promotion led to a misguided
allocation of resources, dampened economic dynamism, and had unwanted distributional



effects. It went against the liberal principles of “equality [in the sense of equal rights], liberty,
and justice.” Smith was especially hard on the mercantilist promotion of cities (and therewith of
industry) and foreign trade.
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economic thought.”

DarrenIngram_dot_com, “Interesting. Trying to distil economic ideas and theory from the start
of time to the present day into a relatively small, understandable and interesting book, which is
suitable both for the general reader and economics expert is no easy task: yet the author
seems to have achieved this with aplomb.Clearly this is not going to be a definitive work or the
only economics textbook you may need, yet it is a pleasurable romp through history that shows
how economics and underlying theories have developed over time. It was not an onerous read
and it certainly can give a nudge to even the most jaded of readers! The author even considers
some of the current-day concerns of economists and examines how this can relate to world
events as a means of rounding off the book.There was no need to resort to hyperbole or
dumbing-down to make the book more attractive. A combination of incisive, thoughtful writing
and selective, sensitive editing made the literary journey quite pleasurable and rather more-ish.
As this is a translated work, credit must also be given to the translator as in such situations
their efforts can really make a difference.To be fair, some of the material could easily fly over
the head of a generalist, yet it did not seem to derail the story being told and the mind perhaps
automatically filtered this material away without losing a beat or distracting the reader. This
book is capable of serving many different audiences and it serves them well. A highly
recommended book for those who crave knowledge.”
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