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Preface

This book is addressed to those who wish to familiarise themselves with basic con-
cepts of Economic Science or, simply, Economics and in particular with the way 
these concepts were developed by the great thinkers of the past. In other words, it 
serves as a History of Economic Thought of the last 250 years approximately, begin-
ning with Adam Smith and ending with Paul Krugman.

The different chapters are linked conceptually and in historical order, but can 
also be read independently. The book presents key points from the work of each 
economist, together with some brief biographical information, and an attempt has 
been made to place them in the broader social and historical context of their time.

In addition, the book does not assume prior knowledge and is written in a concise 
but scholarly way, which should be easily accesible to all, experts as well as non- 
academic readers. Additionally, it contains some features such as the learning objec-
tives, summaries, key takeaways and some revision questions that cover a very wide 
range of topics in contemporary History of Economic Thought.

Since the book is of an introductory nature, a great deal of effort has been made 
to keep it as simple and comprehensible as possible, and very little specialised 
knowledge is required. In order for the text to be readable and not to interrupt the 
flow of the text, the bibliographical references are listed, in the form of footnotes, at 
the end of the book.

We believe that a presentation of the main Schools of Economic Thought is 
appropriate for our project and for this reason we have sought to critically analyse 
the important economists who have dominated Economics to date and who are 
either the main representatives or are important exponents of one of the important 
Schools of Economic Thought. Furthermore, the book gives special emphasis on a 
critical evaluation of the theoretical controversies between the different Schools of 
Economic Thought as regards the character and role that the state can play in the 
economic life of societies.

In no way should the economists included in the book be taken either as those to 
whom we have a preference or as those who fully cover the whole range of 
Economics. Many more economists could have been included.

If we were to present a History of Economic Ideas based on Western economic 
thought, then there are very few women included in the discussion. The fact that 
there haven’t been any in the history of Economics is certainly not the case. The 
great Keynesian economist Joan Robinson, the renowned monetary scholar Anna 
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Schwartz, the alternative theorist Elinor Ostrom and others have made important 
contributions to Economics. Furthermore, there are also women economists who are 
involved in the field of ‘Feminist Economics’.

Of course, other than the History of Economic Thought prior to Adam Smith, 
future works should also include non-Western economic thought, such as ancient 
China, India and Islamic Economics, starting probably with ancient Greece.

We hope that readers will be fascinated by the breadth and richness of the theo-
ries of the great economists presented in this book, and hopefully, the aforemen-
tioned ideas will serve as good examples for future works.

Athens, Greece Panayotis G. Michaelides  
  Theodoulos Eleftherios Papadakis  

Preface
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Introduction

Economic Science is the Social Science that studies the activities of people associ-
ated with the creation of goods and services, with the real-world economic and 
financial transactions, both at the individual and collective levels. Economic Science 
is based on one or more theories, which are shaped, co-constructed or replaced with 
each other with the aid of quantitative analysis (mathematics, statistics, economet-
rics, experiments, etc.).

Economic Theory, in turn, is an abstract description of the functioning of the 
extremely complex real world, where new scientific knowledge does not emerge 
from ‘nowhere’ but arises out of existing knowledge, in a dialectical relationship 
with the ‘existing’ and very often to its negation. Therefore, science develops and 
evolves as a ‘living organism’, and often one scientific theory is followed by another 
in continuity, extension or even opposition to the previous one. Therefore, in order 
to have a body of knowledge for understanding Economics, we must delve into the 
various individual ‘truths’ of each theory and, therefore, we must look back to the 
work of earlier thinkers, within a science that is constantly evolving.

This journey of the formation of Economic Theory cannot be seen independently 
of its social context, since it is within this context that Economic Science has devel-
oped, in response to the social conditions that prevailed and their evolution. 
Therefore, an Economic Theory without knowledge of the deeper internal as well as 
external causal relationships that have shaped the existing theories would lead to a 
sterile view.

After all, as we know, people coexist with society and are shaped by it through 
this interaction, since humanity is ultimately determined by the totality of its social 
relations. It is often argued, however, that today’s economic society is eternal and 
ideal, something like a Platonic idea, compatible with the ‘speculative nature of 
man’, who appears to have an inherent tendency to maximize his utility. According 
to this view, there is no inherent solidarity and cooperativeness in ‘human nature’ 
but only a tendency to compete and maximise utility.

Also, man, and the individual social and economic unit in general, appears to 
determine and motivate the total economy and society, and not the other way round, 
that is to be determined by them. In this context, the economic system appears to be 
perfectly functioning, since it is seen as not facing generalised economic instabili-
ties and crises emanating from the overall economy, but the individual social and 
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economic unit is seen as imposing its own stable, competitive, maximising behav-
iour on the economic system.

Finally, money is not considered to play any essential role in the economy, since 
it is used only as a medium of exchange and to facilitate transactions, since in most 
analyses in Economics, the prices of various commodities are expressed in relation 
to the prices of other commodities, that is in ‘relative prices’, and not as exchange 
for an amount of money. Hence, money is usually absent from analyses at the level 
of the individual unit, that is the (micro)economic perspective. At the same time, 
money is usually considered ‘neutral’ in the overall economy, that is it is believed to 
have no effect on other economic variables, but only increases the price at the level 
of the overall economy, that is in the (macro)economic perspective.

But what binds these elements together in the modern economic system? It is the 
so-called market. Markets are those sets of activities where the exchange of goods 
and services and/or financial assets takes place and determine two very basic ele-
ments: the prices and quantities to be sold and purchased, simultaneously. At the 
same time, financial markets also perform the function of pricing products and ser-
vices and pricing risk. Hence, they provide the incentive to act speculatively on the 
basis of this information and are often characterised by instability inherent in the 
economic system, as well as a misunderstanding of the function of money in the 
theoretical analyses of market transactions.

Therefore, linked, directly or indirectly, to the view or the functioning of the 
market are: (a) speculation, (b) instability and (c) neglect of money in theoretical 
analyses. Therefore, we observe that modern Economic Theory exhibits a practical 
difficulty in ‘metabolizing’, among other things, the aforementioned concepts of 
profitability, instability and money in a theoretically consistent and coherent con-
ceptual framework. These terms and concepts are absent from almost all textbooks 
in Economics worldwide.

In this way, this book allows us to gain a better understanding of when and how 
the various ideas, concepts and practices emerged, developed, and were applied in 
order to come up with the body of modern Economics.

Introduction
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1Adam Smith (1723–1790)

 c Learning Objectives

After having studied this chapter, the reader should be able to:

• Understand the meaning of the ‘invisible hand’ in the economy.
• Explain Adam Smith’s ‘labour theory’.
• Analyse Smith’s ideas on the ‘division of labour’.
• Give examples on the functioning of a ‘free market’.
• Analyse Smith’s view on the role of the state.
• Present briefly Adam Smith’s contribution to Economics.

 c Summary

Smith is widely considered as the ‘father’ of Economics, but also of the Classical 
School of Political Economy. His theoretical approach to systemic forces in an eco-
nomic environment led to predictable conclusions, as he was able to construct a 
‘theory’ regarding how systemic forces operate. Consequently, for him, man has a 
primarily ‘economic character’, he is homo oeconomicus, and his defining qualities 
are ‘economic transaction’ and ‘trade’. In theory, each individual has a self-interest, 
which is guided by an ‘invisible hand’ which directs the personal desires and inter-
ests of individuals towards situations that are in the best interests of society. 
Therefore, Smith believed that society’s prosperity is built on the pursuit of indi-
vidual interests. A key theory of Smith is non-intervention, also known as laissez 
faire, which states that the less the state intervenes in economic activity, the more 
benefits society receives. The role of the state, according to Smith, should be limited 
to a few specific activities. A fundamental part of Smith’s economic theory was the 
use of labour as the sole source of value. Further, he considered that specialisation 
resulting from the division of labour was the main reason for wealth creation in a 

© The Author(s), under exclusive license to Springer Nature 
Switzerland AG 2023
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society, while he was an avid advocate of capital accumulation, but not as an end in 
itself. According to Smith, the market would eventually stabilise at a point where 
profits for capitalists would be minimal. Smith’s supply should remain unaffected 
by government intervention since money’s function in the market is only to facili-
tate transactions. Today, Smith is considered by the majority of scholars to be a 
conservative economist. However, Smith was more hostile to the motives and inten-
tions of the capitalists than most ‘progressive’ economists are today.

1.1  Introduction

Adam Smith is an iconic figure in Economics and a witness to the start of the 
Industrial Revolution,1 born in 1723 in the town of Kirkcaldy, a port near Edinburgh, 
in County Fife, Scotland. His father Adam Smith was a customs officer, and his 
family had ties with some intellectuals of the time.2 However, Adam was brought up 
with by his mother, having lost his father, thanks to whose will, young Adam’s edu-
cation was entrusted to private tutors.3

At the age of 14, in 1737, Adam Smith was admitted to the University of Glasgow 
where he studied Physics and Mathematics.4 In 1740, he was awarded a scholarship 
to Oxford. There he had a book by the philosopher Hume confiscated which argued 
for the supremacy of reason over theology.5 In 1751, before he was 28 years old, he 
took the chair of Logic at the University of Glasgow and soon afterwards the chair 
of Moral Philosophy,6 but was never formally taught Economics.7 Smith then trav-
elled to Europe where he met and became friends with other intellectuals of the 
time, such as Turgot8 and Hume,9 with whom he became close friends.

However, Smith’s main stimulus was the great changes that were taking place in 
the English economy at the time,10 and the need for a Political Philosophy on the 
basis of which society could justify its existence independent of an authoritarian 
state.11

In 1759, he published his popular12 The Theory of Moral Sentiments, which deals 
with the way people make moral judgements and which gave Smith a special place 
as a theoretician of the Enlightenment.13 In 1776, after 12 years of writing, the 
Inquiry into the Nature and Causes of the Wealth of Nations, or, simply, The Wealth 
of Nations, was published. Although this work is a thorough historical study of how 
the capitalist system worked, it was Smith’s wish that his manuscripts be burned 
after his14 death, because of his self-critical disposition.

Smith is considered by most economists as the ‘founder’ of Economic Science, 
but also of the Classical School of Political Economy. Unlike other great econo-
mists, he was able to put some of his ideas on free trade into practice when he was 
commissioner of customs in Scotland.15 In his personal life, he never got married 
and was devoted to his mother; he died in 1790 in Edinburgh, Scotland, six years 
after her16 death.

1 Adam Smith (1723–1790)



3

1.2  Individuals and Markets

Smith’s economic system revolves around three main axes:17 the price mechanism, 
the division of labour and money. With regard to the third axis, the role of money in 
the market for Smith is simply to facilitate transactions and its supply should be 
unaffected by government intervention. Let us see how he developed his thoughts 
regarding the remaining two axes.

Smith asks how society succeeds in performing exactly those functions that are 
needed in order to survive and expand. He argues that this is not due to a central 
planning authority nor is it due to the influence of tradition acting as a stabilising 
influence. Rather, just as capital moves towards the industry that produces the most 
‘value’, each worker seeks the work that will bring him the most money. His goal is 
his own benefit and so he is guided by ‘an invisible hand’.18 The ‘invisible hand’ is 
the one that directs the personal desires and interests of individuals towards a situa-
tion in which the interests of society19 are best served.20

 c The effort to satisfy the individual interest in an environment which consists 
of individuals with similar aspirations will lead to competition, which in turn 
will result in the production of exactly the goods that society wants, at exactly 
the prices that society is willing to pay. This is because self-interest acts as a 
driving force to direct people to those jobs for which society is willing to pay.21

Therefore, society is better served when it is to follow its own instincts and 
desires, rather than when the state is allowed to interfere.

 c In this way, we arrive at the idea of a laissez-faire system where the combination  
of the myriad of transactions that take place lead to a better outcome than if 
the state tried to manage the system.22

Of course, Adam Smith’s idea that society benefits when competition is devel-
oped and encouraged and everyone focuses on their own self-interest sparked off a 
reaction at the time it was formulated.23

Although one would imagine that society would be driven to chaos due to the 
fact that individuals seek to satisfy their self-interest, this is not the case.24 In fact, 
any individual who seeks to achieve the best for himself, without regard to the social 
consequences, is confronted with a set of individuals who have similar interests and 
aspirations. If, for example, he sells his products at high prices the result would be, 
he will be left without buyers; if he is not able to pay his workers as much as others 
do, the result will be, he will be left without workers. In this way, the self- interested 
motives of individuals undergo a mutation and because of the interaction, they result 
in something unexpected: social cohesion and harmony.25

For example, suppose there are a thousand glove manufacturers. The self-interest 
of each one will make him raise the price to a level sufficiently higher than the cost 
of production in order to make a profit. This is not feasible in the long run, because 
if he increases his prices excessively, he will lose customers to his competitors, who 

1.2 Individuals and Markets
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sell gloves at lower prices. Only in the event that all glove producers join together 
and agree to sell gloves at very high prices can these prices prevail in the market. 
However, even in this case, this alliance can be broken by an ambitious manufac-
turer in another industry, for example, shoes, who decides to allocate his capital to 
producing gloves, which he will now sell at lower prices and thus has the potential 
to dominate the market.26

The ‘laws’ of the market make producers keep pace with society’s aspirations in 
terms of the quantities of products it wants. Suppose that buyers want a larger quan-
tity of gloves than those on offer, and at the same time, a smaller quantity of shoes. 
This will cause the price of gloves to rise, since buyers will make an effort to buy 
more gloves than are available on the market. Conversely, shoe prices will tend to 
fall as consumers will seek to buy fewer shoes than are available. As glove prices 
rise, the glove industry will become increasingly profitable.

Similarly, as shoe prices fall, the shoe industry’s profits will fall. This will result 
in workers employed in the industry being made redundant, as the shoe industry will 
reduce shoe production to switch to glove production, which is becoming increas-
ingly profitable. Consequently, the socially desirable will happen: glove production 
will increase and shoe27 production will decrease. It is the ‘laws’ of the market, then, 
that cause products to be sold at the lowest possible prices and producers to produce 
exactly the quantities that society28 wants.

When more gloves are produced on the market to meet the increased demand for 
them, their price will return to normal levels. As soon as smaller quantities of gloves 
are produced, the surplus will quickly disappear and their prices will return to nor-
mal levels. Thanks to the ‘market mechanism’, society will alter the allocation of its 
productive forces in order to keep pace with its new demands and desires. Individual 
interest and competition, each turning against the other, made it possible to achieve 
equilibrium without the need for any order to be issued and without any production 
programme to be imposed. Thus, the different interests of individuals, through com-
petition, in a market that functions smoothly, are transformed into an overall social 
power.29

Within this framework, he considered that every good has a ‘natural price’ which 
represents its cost of production. This price may differ from the price that is formed 
in the market under the interaction of the forces of supply and demand. The ‘price 
mechanism’ could be distorted either due to unfair practices by firms or due to state 
intervention. This worried Smith as it would lead to large discrepancies between the 
‘natural price’ and the price at which the product30 is ultimately sold.

Thus, individuals ultimately serve the collective interest precisely because they 
pursue their own self-interest, that is, out of self-interest.31 Therefore, we would say 
that Smith starts from the view that the development of society is determined by the 
interests of each individual who makes up the society and, in turn, these interests 
derive from the essence (nature) of man.32

 c Consequently, Adam Smith formulated a clear version of (rational) 
‘individualism’ where subjects act with a motive of self-interest derived from 

1 Adam Smith (1723–1790)
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their own inner ‘nature’. In this way, ‘man’ has primarily an economic 
substance, he is homo economicus, and his ‘nature’ is ‘economic transaction’ 
and ‘trade’.33

At the same time, if an industry is extremely profitable, this will attract other 
entrepreneurs to that industry until competition reduces profits. If wages are particu-
larly high in a particular type of employment, many people will flock to that job, so 
that wages will reach the same level as those paid for similar jobs requiring the same 
level of knowledge and skills. Conversely, if workers’ wages or the profitability of 
entrepreneurs is too low in a sector of the economy, this will result in capital and 
workers being drawn away from that sector until the quantity supplied is better 
matched to the quantity34 demanded. Here, obviously, a ‘supply and demand mecha-
nism’ is implied but Smith did not put it that35 way.

The man who, because of his selfish nature, is constantly striving to improve his 
position, is much more interested in what concerns himself than in what concerns 
others. In the complex and changing matrix of economic phenomena, we shall find 
a constant active force: the uniform, constant and unceasing effort of every man to 
improve his position, the principle from which public and national, as well as pri-
vate wealth, ultimately arises.36 In other words, man’s ‘nature’ is understood as an 
independent commodity producer, while his relations with the other members of 
society are relations of exchange and competition, and thus society is a society of 
exchange for the purpose of self-interest.37

It is precisely from this ‘human nature’ that Smith derives his ‘labour theory of 
value’ and the ‘division of labour’. Thus, Smith’s theory takes on the character of an 
inductive theoretical system, where individuals operate in the context of society, and 
it is precisely from this natural tendency of the individual that universal ‘laws’ are 
derived which regulate the behaviour of the ‘whole’, despite their individualistic 
origin. We would say that economic phenomena in Smith’s work possess an intrin-
sic, ‘natural’, law-like regularity, existing independently of the state and based on 
the unchanging natural inclinations of the individual.38 In other words, Smith fol-
lows a Newtonian causal method in his work, whereby, relying on a central force, 
namely individual interest, leads to social evolution.39 One of the main weaknesses 
of the theory is that it remained unproven by Smith, who could not prove that equi-
librium exists, nor that it is unique (uniqueness), nor that it is stable.40

This division of labour—to be studied in what follows—from which so many 
advantages derive is the consequence of a natural tendency of human nature, which 
does not aim at a general benefit, that is, the tendency to bargain, to trade and to 
exchange one thing for another.41 Thus, every human being in some way becomes a 
trader.42

Finally, Smith was strongly opposed to the abolition of competition and the cre-
ation of large, powerful firms and monopolies43 on the basis of the ‘invisible hand’ 
in competitive44 conditions.

1.2 Individuals and Markets
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1.3  Labour Theory and Resource Allocation

Smith regarded labour as the only real source of ‘value’ and followed the Aristotelian 
division of value between the ‘use-value’ of goods, which shows how useful a given 
quantity of a good is, and ‘exchange-value’, which expresses the quantity of goods 
with which one good can be exchanged. Note that a good can have a high use value 
and a low exchange value (e.g. water) or a low use value and a high exchange value 
(e.g. diamonds).45

As Smith wrote, labour is the true measure of the exchange value of all com-
modities46 and it is the final and real standard by which the values of all commodi-
ties at any time and place can be estimated and compared.47 Thus, Smith was the 
first economist to develop and make labour the cornerstone of economic theory.48

Therefore, according to Adam Smith, Political Economy deals with the indepen-
dent holders of ‘commodities’, while commodities include ‘labour’, which each 
worker sells to his employer, necessary for the production of certain commodities. 
Additionally, the economy is based on the division of labour, since each commodity 
holder exchanges the particular commodity he possesses with the commodities of 
other commodity holders, which he uses to satisfy his needs and is therefore depen-
dent on them. At the same time, commodities are labour products and their value is 
proportional to the amount of labour required to produce them.49

 c By exchanging commodities between them, the commodity owners are in fact 
exchanging their labour, that is, each one ‘buys’ with a quantity of his own 
labour an equal quantity of the other’s labour, and thus the value of each 
commodity is proportional to the quantity of labour expended in its 
production.50

Adam Smith was the economist of manufacturing, which was the precursor of 
the large factory.51 The manufacture, which was an evolution of the domestic pro-
duction system, was based on manual technology, whose high level of productivity 
was due to the segmentation of the production process, the specialisation of workers 
and the diversification of tools.52

With this view, Smith founded the Classical School of Political Economy, as he 
inaugurated for the first time a new theoretical subject.

 c In brief, the object of Classical Political Economy is the study of labour- 
dependent ‘value’ in a commodity-producing society, where ‘labour’ itself 
is a commodity.

 c Thus, through this theory, he also defined social classes as capitalists, workers 
and landlords and, for the first time, the corresponding incomes as profit, 
wages and land rent.53

However, Adam Smith displayed theoretical contradictions in his work as well as 
two versions of the theory of value54 and thus failed to formulate a fully coherent 
theory55of value. More specifically, according to Smith, value is seen as a quantita-
tive characteristic of commodities, arising from the fact that they are products of 

1 Adam Smith (1723–1790)
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human labour. The first of Smith’s two versions of value theory, in an absolute way, 
considered value as an expression of the amount of labour ‘expended’ in the produc-
tion of commodities,56 while the second version of his value theory regards value as 
a quantity derivative of the ‘incomes’ of the three social classes: capitalists, land-
lords and workers.57

Smith’s work, as mentioned above, is undoubtedly influenced by the emergence 
and dominance of factories in the production process. The division of labour and the 
specialisation that this entails, Smith sees as the basic cause of the wealth created in 
a society.58 Thus, at the beginning of his book The Wealth of Nations, he focuses on 
the division of labour.59 According to Smith, the division of labour is a process 
which subdivides a certain productive function into a number of separate functions, 
usually performed by a different individual or group of individuals, through which 
the capacity of workers is increased, the time spent in moving workers from one 
activity to another is reduced, and technological change60is promoted.

However, Smith warns of the negative impact of mass production on the human 
being who spends his entire life performing a few simple functions.61 At the same 
time, Smith was a strong advocate of capital accumulation, but not as an end in 
itself,that is, he was in no way in favour of accumulation for the sake of accumula-
tion. Society would benefit from it, since if one used capital to build machines, one 
could set in motion the division of labour that becomes the cause of the multiplica-
tion of people’s productive energies. The pursuit of self-interest would lead to the 
prosperity of society. However, accumulation would eventually reach a level where 
further accumulation would seem to be impossible.62

This would happen because as accumulation increased, it would create a greater 
demand for labour and lead capitalists to compete for the workers employed in their 
industries. But the effect of increasing wages is that profitability decreases and 
therefore the initial incentive to invest ceases to exist.63 But with an increase in 
wages, the number of workers would increase, because, since in Smith’s time, there 
was high infant and child mortality, higher wages would most likely have a signifi-
cant positive correlation with the number of children reaching working age.

Thus, increased accumulation leads to an increase in workers’ wages, which in 
turn leads to an increase in the number of workers, as the better paid workers can 
now raise their children, in other words, infant and child mortality is reduced. 
Consequently, there will be an increase in the supply of workers. But this will put 
reverse pressure on the level of their wages. Therefore, the barrier of higher wages 
can be overcome by population growth, which is precisely what the increase in 
wages has allowed to happen. This would imply that accumulation could continue 
unhindered and an upward path would start for society provided that there is no state 
intervention in the market64 mechanism.

Smith was optimistic that what we mean today when we use the term ‘economic 
development’ could be sustained for a long time, but not forever. The reason for this 
was that population growth would push wages back down to the minimum mainte-
nance level. Nevertheless, Smith believed that over many years, access to goods as 
well as the welfare of working-class people would improve. This development 
would come to an end in about 200 years, when society would have fully exhausted 
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its stock of unused resources and achieved the most detailed division of labour pos-
sible. Eventually, the market would remain at a point where workers would earn a 
maintenance wage and capitalists low profits. Landlords would probably be the only 
ones who would enjoy a more satisfactory income, as the larger population, in order 
to survive, would need a larger quantity of goods.65

1.4  The Role of the State

Contrary to a widely held view, Smith does not support the capitalist class. On the 
one hand, he clearly supports private property without which there can be no com-
petition, which in turn plays an important role in the accumulation of capital and 
social welfare.66 On the other hand, although he stood in admiration of the capital-
ists’ achievements, he was extremely sceptical of their motives and was concerned 
with the needs of the working class, which he no doubt sympathised with. Those 
whom he did not like were the landlords, because he considered that they reduced 
the possibilities of economic development, since they do not contribute in any way 
to the creation of wealth for the benefit of society, and they have no incentive to 
accumulate capital.67

At the same time, workers also have low wages, and landlords have no real ten-
dency to accumulate. Consequently, the greater the proportion of national income 
that goes to the profits of the capitalist class, the higher the growth of national 
wealth due to the increase in economic activity. Thus, the interest of the nation goes 
hand in hand with that of the capitalist class.68

But what Smith is almost exclusively concerned with is to increase the wealth of 
the whole nation, not to satisfy the interests of any one class. Wealth for Smith is 
that all members of society should be able to consume goods, even if this is not pos-
sible in equal quantities for all,69 while the individual capitalist interest is trans-
formed into the general interest of society through the individual competition.

The Wealth of Nations was widely recognised early on and its most ardent sup-
porters were the capitalists who were gaining more and more power. It was pre-
cisely these people, however, that Smith considered unfit to have a leading and 
prominent position in humanity, as they were characterised by inhuman and preda-
tory motives.70 Smith was neither for nor against any class. He fervently supported 
his ideas and his own system, which could, thanks to the market operating freely 
and without interference, reach its maximum point of efficiency. Smith was particu-
larly critical and caustic of those systems that supported the interest of producers at 
the expense of the interest of consumers and believed that production had no reason 
for existence other than consumption.71

Smith, on the basis of his theory, advocates non-interventionism, known as lais-
sez faire, according to which the less the state intervenes in economic activity, the 
greater the benefits to society. He believed that governments are irresponsible in the 
way they allocate their resources and that they usually engage in wasteful spending, 
reducing the growth potential of the economy. This is because high spending limits 
the output of the economy that could be invested.72
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Consistent with the spirit of Enlightenment thinkers, Smith treats the imposition 
of protectionist measures by the state as an obstacle to the efficient functioning of 
the market.73 But it should be emphasised that he was not against certain actions by 
the state that could promote general welfare. Smith believed that the free market can 
only ensure positive social outcomes when it interacts smoothly with the state. More 
specifically, for the free market to function smoothly, it requires the existence of a 
fair institutional framework and a society whose principles complement those of the 
market.74

Therefore, Smith’s role of the state should refer to the following activities: To 
protect society from the violence that may develop within it, to shield it against the 
hostile dispositions of other societies, to secure the objective administration of jus-
tice for all without exception, and to create and maintain those institutions and proj-
ects which may be of special benefit to society and whose form is such that it is 
economically unprofitable for any private individual or group of private individuals 
to produce them. Such may be, for example, infrastructure and health care. For 
Smith, it is the responsibility of the government to provide universal education to 
offset these effects. He was an advocate of testing in order to maintain high educa-
tional standards and stressed the importance of turning to science as a means of 
liberation from prejudice and superstition.75

At the same time, Smith argues that the state should not restrict imports and 
subsidise exports, nor should it enact laws to protect industry from competition, nor 
should it make public expenditures for non-productive purposes.76 However, for 
Smith, the greatest threat to the system is not the state, but the abolition of free 
competition and the creation of monopolies.77 It is necessary, according to Smith, 
that the market be left free to arrive at its own ‘natural’ levels of wages, prices, prof-
its and quantities of production, for this will benefit the real wealth of the nation and 
social harmony and prosperity. It is worth noting, however, that because any legisla-
tive action by the government can be interpreted as a restriction on the smooth 
functioning of the market, arguments drawing their inspiration from the Wealth of 
Nations have often been used to block early attempts to implement laws with a 
humanitarian content.78

The thinker, then, who spoke of the greed of the eighteenth-century industrial-
ists, which led them to exploit the other members of society, came to be considered 
their supporters. Even today, Smith is still regarded by the vast majority of scholars 
as a ‘conservative’ economist. But the reality is that Smith was more hostile to the 
motives and intentions of capitalists than most economists considered ‘progressive’ 
these days.79

1.5  Profit, Productive Labour and Taxation

Capitalism in Smith, as in other classical economists, is seen as a system that is ever 
evolving and expanding. The aim of the entrepreneur in a profit-driven capitalist 
society is to continually improve and strengthen his position which he hopes will 
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bring him even greater profits. However, whether and on what scale capitalism will 
continue to grow in a seamless manner is an interesting question.80

Smith was the first to study industrial profit as a separate category, which was a 
major advance for the time.81 However, Smith believed that in the long run, the 
market would stabilise at a level where profits for capitalists would be meagre.82 In 
fact, profitability for capitalists, over time, would steadily decline to the point where 
it would even tend to reach zero.

Capitalists still earn some profits but do not live in luxury, as one would expect, 
based on Smith’s work. The capitalist is able to secure for himself a remuneration 
that exceeds that of the workers he employs within his company as a reward for his 
business/management skills. According to Smith, even the owner of capital is 
required to work hard if he wishes to maintain a living standard.83

One reason for the long-term downward trend in profitability is that in order to 
make their products more competitive, capitalists reduce their prices, which in turn 
reduces profits. Since investment opportunities are not unlimited, the accumulation 
of capital goods and competition imply a contraction of profits.84

At the same time, whenever a sector of production shows potential for high prof-
itability, there will be an attraction of other entrepreneurs to that sector, until profit-
ability is reduced due to competition.85 Finally, capitalists compete with each other 
for the workers they wish to attract for employment, resulting in higher wages and 
lower profitability. Of course, it is true that profits may increase, but profitability, as 
measured by a variety of metrics, may not.86

Meanwhile, Smith divided labour into two categories: productive labour and 
unproductive labour. Productive labour refers to the production of goods, while 
non-productive labour refers to the production of services. The first category 
includes, for example, manual workers, while the second category includes, for 
example, domestic workers.87 Similarly, the work of a judge, a military officer or a 
leader88 is equally unproductive for Smith. As production is understood as the accu-
mulation of goods, he considers productive labour to be more important for sustain-
ing accumulation than unproductive labour. Therefore, Smith argues that an 
economy should minimise the proportion of workers engaged in non-productive 
labor.89

Due to the fact that services are consumed immediately after they are produced 
and cannot be preserved for consumption in the future, according to Smith, they 
cannot be considered production. Therefore, the workers employed in services are 
not productive, since their efforts do not contribute to the increase of surplus and 
subsequent wealth. Contrarily, wage workers engaged in agricultural or industrial 
activities that generate profits for capitalists can be considered productive since 
their remuneration is derived from capital. The question of productive and unpro-
ductive labour and the relationship between the respective sectors of the economy 
and economic growth is still debated today.90

Finally, Smith recommends that governments should not run deficit budgets, 
because this increases the public debt, which threatens the independence of the 
nation and is an obstacle to growth. Budgets should be balanced and public expen-
diture should be covered entirely by tax revenues and not by borrowing.91 Moreover, 
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public spending should definitely be directed towards productive purposes and pro-
mote the well-being of society.92

In Smith’s work, reference is made to the elements that should characterise a 
socially just system of taxation:93 He develops four basic principles: (a) the princi-
ple of Equality, according to which citizens should pay taxes in proportion to their 
incomes; (b) the principle of Certainty, according to which what governs the pay-
ment of taxes should be strictly defined and clear; (c) the principle of Convenience, 
which requires that the tax should be levied in the most appropriate manner and at 
the most favourable time for the taxpayer; and (d) the principle of Economy/
Efficiency, according to which, taxes should be collected at the lowest possible eco-
nomic cost.

1.6  The Theoretical Legacy of Smith

Initially, Smith’s contribution to the emergence of the study of economic phenom-
ena as an independent scientific field was undoubtedly important. Until then, inter-
pretations were given to economic phenomena on a case-by-case basis, without 
generalisations. Smith was able to ‘theorise’ the way in which the systematic forces 
at work in an economic environment operate to arrive at logical conclusions.94

In conclusion, Smith’s work appears long after the first economic writings which, 
however, contained only fragmentary theoretical economic thoughts and ideas and 
prepared the ground for the formulation of the new theoretical field. However, these 
works did not establish a new theoretical field, partly because their subject matter 
was not clearly distinguishable from that of Political Philosophy and partly because 
they were approaches that described an ideal economic model that the authors sim-
ply envisioned imposing by political means. Smith, by contrast, placed individual 
economic processes at the heart of the social system as the driving force of all social 
development and argued, consequently, that the economy is governed by self- 
sustaining functions that express the intrinsic regularities or ‘laws’ of economic 
processes.95

Of course, many great economists were influenced by Smith, as we shall see 
below, directly or indirectly. He is generally famous for his well-known idea that if 
people are allowed to pursue their own self-interests, society as a whole will eventu-
ally benefit.96 Especially after the collapse of the former Soviet Union and the coun-
tries of Eastern Europe, the domination of the state and labour unions was seen as a 
major obstacle to economic development; therefore, interest in Smith’s work was 
revived. In particular, conservative politicians Ronald Reagan and Margaret 
Thatcher relied on selected parts of his work to justify policies of limiting the role 
of the state in the economy and of ‘liberalising’ markets.97 However, Smith never 
advocated ‘absolute’ laissez-faire as he considered government to have an impor-
tant role in the economy,98 while recognising the need for the state to take measures 
for social welfare, such as in education, health, and so on.

Furthermore, in his analysis of the division of labour, he explained why workers 
in a large car manufacturer each add their own parts to the vehicle, why busy man-
agers do not answer the phone themselves, but their secretary does, and why we buy 
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pork chops in the shop instead of raising pigs at home.99 Moreover, his opposition 
to the big monopolies was in line with the privatisation programmes that turned 
state monopolies, such as energy production, water supply, public transport, and so 
on into private enterprises, competing to some extent with each other.

However, we do not know whether an economy that fully adopted all of Smith’s 
ideas would be entirely desirable to its citizens. Let us not forget that to date govern-
ments seem to have played even a much larger role than Smith might have wished 
and an indication of this is the fact that in his home country, Britain, about 40 per 
cent of the economy is in the hands of the state in the form of health, education, and 
so on.100 While many may have accepted the existence of a free market, they may 
also have wanted state intervention to control it. Additionally, many turned against 
thinkers such as Smith following the financial crisis of the previous decade, believ-
ing that a free market without state controls leads to recession.101 Thus, nowadays, 
we seem to have drifted away partly from Smith’s teachings, even though his work 
is present, directly or indirectly, in almost all economics textbooks around the world.

Key Takeaways

• Man’s defining qualities are ‘economic transaction’ and ‘trade’.
• Labour is the only real source of value in the economy.
• The pursuit of the individual interest leads to the prosperity of society.
• Division of labour and specialisation are the main causes of wealth.
• Economic activity benefits from reduced government intervention.

Revision Questions

• What is the ‘invisible hand’ in the economy?
• What is the meaning of (rational) ‘individualism’?
• What are the main points of Adam Smith’s ‘labour theory of value’?
• What is the ‘division of labour’?
• What is Smith’s position on state intervention?
• How does Smith separate work into productive and non-productive?
• What is his view on profitability in the long run?
• Is Adam Smith a conservative economist?
• What is Smith’s main contribution to Economics?
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2David Ricardo (1772–1823)

 c Learning Objectives

After studying this chapter, the reader should be able to:

• Understand the meaning of ‘comparative advantage’.
• Explain David Ricardo’s ‘labour theory of value’.
• Distinguish the role of the landlord from that of the capitalist.
• Analyse David Ricardo’s views on international trade.
• Present briefly David Ricardo’s contribution to Economics.

 c Summary

David Ricardo is often considered the ‘father’ of systematic and scientific Economic 
Analysis, through his work on the theory of comparative advantage, according to 
which free trade will reduce prices and economies will become richer if they spe-
cialise in what they know how to do best. According to Ricardo, the value of a com-
modity depends on the amount of labour required to produce it. As a result, capitalists 
and landlords appropriate part of the value produced by the worker. That is to say, 
both the profit of the capitalists and the rent of the landlords, which do not contrib-
ute to the productive process, are deductions from the value created by the workers. 
Landlords were seen by Ricardo not only as agents of unproductive consumption 
but also as obstacles to the development of capitalism. Although Ricardo agreed 
with Smith’s idea on long-term capital accumulation, on the other hand, he believed 
that competition may not lead to positive results, as those who hold some resources 
that are in short supply will benefit more and more from the increased demand for 
products produced using these resources. He considered that the mechanisation of 
production is beneficial for all social classes, as it increases productivity and reduces 
production costs and, consequently, prices in competitive conditions. In addition, he 
believed that government spending was not directed to productive purposes and 
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that, for this reason, their long-term financing through public borrowing would have 
important social consequences. This is due to the fact that lending to the govern-
ment prevents one from investing in a business.

2.1  Introduction

David Ricardo, considered by many to be the ‘father’ of systematic and scientific 
Economic Analysis,1 was born in London in 1772 and was the third child of a large 
Jewish family of Dutch descent with seventeen children. As for his education, his 
parents entrusted the best teachers with the task of providing him with knowledge 
of immediate practical application necessary for his professional career. At the 
young age of 14, David worked for the brokerage firm his father owned and never 
acquired a formal university education.2 Ricardo’s relationship with his parents was 
disrupted when he entered into a relationship with a woman of another religion.3 
Then, wishing to marry her, he was forced to leave home, as was the Jewish custom 
of the time. He then joined the ranks of Christianity in order to enter high society.4

Ricardo acquired a considerable fortune as an investor during the Napoleonic 
Wars.5 Ricardo was such a good investor that he managed to become one of the 
wealthiest men in Britain. This was helped by the fact that he also made use of his 
father’s connections on the London Stock Exchange, even though his relationship 
with his family had broken down because of his marriage; but his friends supported 
him financially.6 By the age of 43 he already had an enormous fortune for the time 
and became the owner of land.7 The very large fortune he acquired8 enabled him to 
devote the rest of his life to study, starting with the Natural Sciences.9

Perhaps he was influenced by the universal and indestructible laws in the Natural 
Sciences when he stated that the fundamental laws of Political Economy do not 
change.10 The encounter with Adam Smith’s Wealth of Nations while attending to 
his wife in her bed of pain led him entirely to the study of Economics in 1799.11Ricardo 
published a series of economic articles in the Morning Chronicle that were incorpo-
rated into his work entitled The High Price of Bullion: A Proof of the Depreciation 
of Banknotes in 1810. In it, Ricardo argued that the increased printing of money by 
the Central Bank was the cause of the high inflation that existed at the time. This 
thesis attracted the interest of some of the leading thinkers of the time, such as 
Thomas Malthus, Jeremy Bentham and James Mill.12

In 1817, Ricardo, at the urging of his friend James Mill and father John Stuart 
Mill, wrote his most important work, The Principles of Political Economy and 
Taxation. In it, he demonstrated his skill in creating Economic Models aimed at 
modelling and theorising economic phenomena, criticising the Wealth of Nations 
and expectations of the improvement of society.13 Unlike Smith, for Ricardo, soci-
ety was an ‘internally divided camp’. This view of his is partly explained by the fact 
that in his lifetime, in England there was increasing rivalry between the rising 
classes of capitalists and landlords.14

As a personality, Ricardo enjoyed great respect and social recognition and was a 
close friend of the well-known economist Robert Malthus, with whom he had 
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intense intellectual conflicts.15 As was often the case at the time, Ricardo bought his 
parliamentary seat in order to support his views, demonstrating great consistency of 
words and actions, and did not hesitate to pass bills that were against his personal 
interests but in line with his philosophy. Ricardo’s arguments and proposals were 
the product of rigorous economic analysis and elaboration such as the proportional 
tariffs on cereals imported from abroad: with each decrease in price abroad, the 
tariff increased. As a result, cheaper cereals were kept out of the English market, 
benefitting domestic landlords.16 Ricardo held his parliamentary position until his 
death in 1823 at the age of just 51, brought on by an unexpected infection. In addi-
tion to his wife and children, part of his fortune went to his friends Malthus 
and Mill.17

2.2  Labour Theory of Value

The Ricardian system studies all of the basic issues of economic theory, such as 
those grappled with by—among others—Karl Marx (1818–1883), Leon Walras 
(1834–1910) and John Maynard Keynes (1883–1946).18 Ricardo, through his study 
of Economics, sought to discover the mechanisms and internal regularities or ‘laws’ 
through which the product is distributed to the social classes. To this end, he first 
had to clarify the question of ‘value’. Ricardo’s method of approaching Economics 
has led economists to develop theories that are evaluated more by their ability to be 
rejected logically than by empirical validation. As a result, it is possible to separate 
Economics from Ethics, Philosophy, and History.19 In the light of Newtonian 
Physics, he developed a system in which the movement of economic variables is 
determined by exchange values.20

In this context, in the History of Economic Thought, Ricardo was particularly 
popular in terms of the theory of value he developed, as he continued in the line of 
thought developed by Adam Smith. Ricardo, like Smith, established as the corner-
stone of value the amount of labour used in the production of commodities.21

According to Ricardo, value is seen as a quantitative characteristic of commodi-
ties, arising from the fact that they are products of human labour. However, Ricardo 
developed one of the two versions of Smith’s value theory, which saw value as an 
expression of the amount of labour ‘expended’ in the production of commodities22 
and rejected the version of value theory associated with the concept of labour, which 
took value as a quantity derived from the sum of the incomes of the three social 
classes: capitalists, landlords and workers.23

Ricardo’s rejection of Smith’s second theory of labour value, also known as the 
‘cost of production theory of value’, is characteristic, since it states that the value of 
a commodity depends on the amount of labour needed to produce it and not on the 
greater or lesser remuneration paid for this labour, which would mean that an 
increase in the level of wages would lead to an increase in the value of the product.24

Ricardo’s theory of value has the consequence that capitalists and landlords 
appropriate a part of the value produced by the worker. That is, both the capitalists’ 
profit and the landlords’ income are deductions from the labour expended for the 
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benefit of agents who do not themselves contribute to the productive process.25 In 
other words, the basis of profit remains the same: the appropriation of part of the 
products of labour, since neither the capitalist nor the landowner ‘really’ contribute 
to the productive process. It is therefore inferred that the core of the organisation of 
society is the legal institution of private property and, in this sense, profit constitutes 
the result of the redistribution of labour income in favour of private property.26

Moreover, Ricardo explicitly differentiated the capitalist from the landowner, 
since the former plays a role in the organisation of production and the expansion of 
the productive capacity of the firm, while the latter simply exploits the ‘scarcity’ of 
land for his own benefit. This endogenous character of the capitalist in relation to 
the production process is due to the fact that there was not a high degree of separa-
tion between ‘ownership’ and ‘control’, and therefore the role of the capitalist as 
owner is extended to include, to some extent, the entrepreneur/director/manager. 
Therefore, technically speaking, the capitalist as entrepreneur/director/manager has 
a productive contribution, overseeing the production process. Of course, at the same 
time, he remains an owner who benefits from the appropriation of part of the value 
produced, from the product of labour. At the same time, landlords, having not con-
tributed to the production process, simply exploit the scarcity of the land they own 
by getting a land rent27 (Ricardo’s theory of differential rent).

As a result, Ricardo agreed with Smith that long-term capital accumulation is 
inevitable, but he also argued that competition may not lead to desirable outcomes 
since those who own scarce resources will benefit from their increased demand.28

 c In this context, based on the fact that prices are shaped by the interaction of 
the forces of demand and supply, and while the basic condition for the above 
is the existence of free competition,29 Ricardo argued that the ‘natural price’—
that is, the price at which the profit in an industry equals the average rate of 
profit of the economy as a whole—is determined mainly by the time required 
to produce a product.30

 c Rate of profit is defined as the ratio of profits earned by a firm to the total 
capital required to make that production possible over a given period, usually 
a year.31

Thus, according to Ricardo, it is the amount of labour required to produce a com-
modity—together with its scarcity when we refer to the agrarian sector (i.e. differ-
ential rent)—that determines its exchange value,32 which is not determined by its 
use value, since the latter is only a condition of exchange.

Finally, Ricardo tried, without success, to identify a commodity whose produc-
tion always requires the same amount of labour and whose price remains unchanged 
despite changes in the distribution of income, in order to use it as an ‘invariable 
measure of value’. However, despite his failure in this endeavour, Ricardo hypoth-
esised that gold could, at least in part, play this33 role.
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2.3  Capitalists, Landlords and Profit

In Ricardo’s analysis, economic activity shows a continuous tendency to expand 
and, in principle, his ideas do not seem to be particularly different from those of 
Smith. However, Ricardo’s theoretical analysis differs markedly, as we have seen, 
with regard to his references to the role of landlords, vis-à-vis, capitalists.34 Indeed, 
Ricardo’s theory expressed, as we have also seen, the class conflict between capital-
ists and landlords that characterised English society of the period, between 1816 
and 1846, approximately.35

Capitalists consider that they save and reinvest their profits for the purpose of 
accumulating capital, on which their survival depends,36 by increasing the demand 
for workers, who until then were paid a living wage that provided them with the 
bare necessities so that they and their families could survive. With the accumulation 
that capitalists seek, given that they must constantly be one step ahead of their com-
petitors (since any level of profitability above the ‘normal’ level, for example, 
thanks to a new technique or penetration of a new market, is quickly erased by 
competition)37, the workers’ wage will exceed the living wage. But this is only tem-
porary, as the population increase of workers that will result will bring it back to its 
previous level, as argued by Smith before Ricardo.

Thus, Ricardo considers the capitalist’s profit to be substantially different from 
the landowner’s rent. More specifically, Ricardo’s view was that capitalists save 
and, unlike landlords, do not squander their wealth on consumption. In fact, they 
retain their profits and reinvest them. And, subsequently, savings become invest-
ments, and as such, they play a positive role in capitalist development. In contrast, 
landlords were identified with ‘unproductive’ consumption.38

According to Ricardo, landlords do not just squander their income, but extract an 
ever higher rent due to the decreasing fertility and therefore efficiency of the soil as 
it is cultivated more, the price of agricultural products, especially cereals, will con-
stantly increase and so will the rent of landlords with more fertile soils39 (differen-
tial rent). This will increase the price of the workers’ subsistence wage, thus 
squeezing the capitalists’ profit, and hence the rate of capital accumulation. 
Consequently, the chain of ‘cause and effect’ that Ricardo had described was as fol-
lows: declining soil fertility, rising grain price, rising wages, falling profits, slowing 
rate of capital accumulation.40 Thus, Ricardo, through his theory of differential rent, 
perceived landlords not only as agents of unproductive consumption but also as 
‘obstacles’ to capitalist development.41

At the same time, as workers already receive a wage, which is now insufficient 
to buy the now more expensive food, they will see increases in their wages because 
otherwise they will not be able to support themselves to work. Increased wages for 
workers do not mean an improvement in their standard of living, as the price of food 
is higher, and also the increase in their population and the consequent increase in 
labour supply will reduce them again.42

Therefore, unlike Smith, who believed that the division of labour would benefit 
all members of society, only landlords benefit from this process, as the increase in 
wages brought about by the rise in food prices reduces the capitalists’ profits and is 
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a disincentive to continue accumulating and to undertake new investments and busi-
ness activities.43 Consequently, society reaches a stage of ‘stagnation’ and the big-
gest victim is the capitalist, as his actions benefit the other two social classes, but 
they exert enormous pressure on him, which eventually leads to him seeing his 
profits approaching zero.44

This situation, according to Ricardo, could be reversed by increasing productiv-
ity, made possible by improving technology. Another solution he proposed was to 
reduce the prices of agricultural products and, consequently, wages.45 Indeed, for 
some of his ideas, Ricardo acknowledged his intellectual debt to Malthus and the 
latter, respectively, had no difficulty in accepting many of the conclusions of the 
former, despite their disagreements on key issues.46

2.4  International Trade and Technology

In the context of international trade, Ricardo developed his ideas, starting with 
Smith’s reasoning. This is not surprising, given that Ricardo first became interested 
in Economics thanks to the Wealth of Nations.47

Smith was in favour of free trade, believing that it promoted the economic pros-
perity of the trading nations. Therefore, if a country produces a good using fewer 
resources than the others do, that is, it has an ‘absolute advantage’ in its production, 
it should specialise in producing that good and export it to the other countries. In 
turn, that country will import from the others the good in the production of which 
they have an absolute advantage, i.e. the ability to produce it at lower cost, and in 
which they should specialise. Such trade between countries presupposes free trade 
conditions and will benefit both countries.

Ricardo went further by introducing the concept of comparative advantage as 
follows: If two countries exchange only two products with each other and one of 
them has an absolute advantage in the production of both, Ricardo argued that the 
country that has an advantage in both should export those products to the other. 
Suppose, for example, that Portugal produces cheaper wine and cloth than England. 
Consequently, by exporting these products to England, it will extract some of the 
gold that the latter has, with the result that the money supply in England, and hence 
the price level, will fall. The opposite will happen in Portugal. As this continues to 
happen, at some point, England will be able to produce one of the two goods more 
cheaply, so it will in turn have to specialise in the production of that good, which 
will benefit both countries. All this will happen on the assumption that the price 
level in an economy depends on the amount of money in circulation.48

Throughout his work, Ricardo attempted to demonstrate that foreign trade is an 
important factor in the expansion of consumption opportunities.49 Moreover, Ricardo 
was one of the first economists to deal specifically with the issue of technology and, 
indeed, in the course of his work he did not hesitate to revise his views on the impact 
of the extensive use of machines on the production process. In the first edition of his 
Principles of Political Economy, he considers that the mechanisation of production is 
beneficial to all social classes, since it increases productivity and reduces production 
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costs and, consequently, prices in competitive conditions. Of course, mechanisation 
can lead to unemployment, but because of Say’s law (codified in that ‘supply creates 
equal demand’), which Ricardo shared, this will be temporary.50

Later on, however, he considered that the mechanisation of the production pro-
cess may be detrimental to the working class, since the unemployment it will bring 
about will not be temporary. Ricardo, in the end, argued that technological progress 
in a country should be encouraged and promoted, despite any negative consequences 
it may cause as, among other things, it makes the country more competitive in inter-
national markets due to the reduction of production51 costs.

2.1 Taxation and Public Debt

 c Ricardo developed his views on taxation in great detail. The technique 
he used was what we nowadays call ‘comparative statics’. In it, two 
equilibrium situations are considered. The second situation arises from 
the first when some of its determinants52 are changed.

According to Ricardo, taxing workers’ wages will result in a reduction in firms’ 
profits since firms will be forced to increase wages in general. This will act as a 
disincentive for capitalists from further capital accumulation. In terms of profit tax-
ation, Ricardo argued that if it takes place across all sectors of production, it will 
lead to an increase in the level of prices.53 With regard to taxes on land rent, although 
Ricardo could have advocated the view that all taxes should be replaced by a single 
tax on land rent, he did not do so for the following reasons: (a) because he consid-
ered that a tax on land rent would have the same consequences as a tax on profits; 
(b) because such a tax would not be consistent with the aim of establishing a just tax 
system; and (c) because it would lead to speculative revaluations in the price of land 
and to turbulence in economic activity in general.54

In addition to direct taxes, i.e. taxes imposed on wages, profits and land, Ricardo 
also referred in his work to indirect taxes, i.e. those taxes imposed on the prices of 
products, arguing that they increase the cost of their production and that this is also 
generalised to other industries or products to the extent that the products on which 
an indirect tax is imposed are the raw material for others. Also, the increase in the 
price of products due to indirect taxation leads to increases in wages, as the previous 
lower wages are no longer sufficient to buy the same ‘basket of goods’, which 
reduces the profit of capitalists and their willingness to undertake investments.55

Ricardo believed that government spending is not directed to productive pur-
poses and therefore in the long run financing it through public borrowing will have 
dire social consequences. The reason for this is that by borrowing from the govern-
ment, one is in effect depriving one’s money from being invested in entrepreneurial 
activity. Instead, he sees his money wasted by the government on unproductive 
investments.56 Ricardo, true to his position that Economics is scientific in nature—
contrary to the prevailing view of his day—proposed taxing capital in order to pay 
off the national debt. This proposal caused resentment in the Parliament of which he 
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was a respected member, although all the great economists of the eighteenth century 
were advocates of the idea that drastic measures57 were needed to deal with the 
national debt.58

2.6  The Theoretical Legacy of Ricardo

Despite his short career as an economist, Ricardo, through his work on the theory of 
comparative advantage, is often considered the ‘father’ of international trade59 theo-
ries, since the current system of free trade owes much to Ricardo’s thinking, which 
was influenced by the situation in Britain after the Napoleonic Wars. For example, 
the idea that when a rich country trades with a poor one, both benefit is at the core 
of the World Trade Organisation (WTO).60 It is based on Ricardo’s idea that eventu-
ally free trade will lower prices, and economies will become richer if they specialise 
in what they know how to do best.61 Ricardo assumed a quantitative analogy between 
production prices and labour values in order to demonstrate that foreign trade under 
the law of comparative advantage benefits both countries. Therefore, the question of 
whether the conclusion is ultimately dependent on this condition arises. In addition, 
he did not address the issue of determining international equilibrium prices.62

At the same time, Ricardo’s contribution to the theoretical debate on value was 
remarkable. However, despite its depth and analytical rigour, what led many econo-
mists to reject the Ricardian approach was the theory of value it encompassed and, 
in particular, its ‘socialist’ expression. Thus, fierce controversy was provoked by the 
characteristic conclusion of this theory that profits are a ‘subtraction’ from the 
goods produced by the worker and therefore an expression of economic 
exploitation.63

Hence, the principles of the Ricardian theory of value that were questioned, pre-
pared the ground for the change of both its theoretical object and the system of 
concepts on which the whole analytical framework of Political Economy64 
was based.

 c Furthermore, as a response to Ricardian theory, attempts were made to 
interpret value in different terms,65 such as money, supply–demand, utility, 
and so on which led to other theoretical systems such as Marxist, Keynesian 
and Neoclassical, respectively.

Key Takeaways

• Prices are influenced by free trade.
• The value of a commodity depends on the amount of labour expanded.
• Landlords are major obstacles to capitalist development.
• Specialisation will lead economies to become richer.
• Mechanicisation of production benefits all social classes.
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Revision Questions

• How is the ‘exchange value’ determined?
• Is the role of the capitalist different from that of the landlord?
• What role does property play in the capitalist system?
• How does the product of labour generate profit?
• What is ‘comparative advantage’ and what is ‘absolute advantage’?
• How does technology affect the economy?
• What is the role of direct and indirect taxes?
• What is Ricardo’s main contribution to Economics?
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3Karl Marx (1818–1883)

 c Learning Objectives

After having studied this chapter, the reader should be able to:

• Analyse Karl Marx’s views on the ‘capitalist mode of production’.
• Explain Karl Marx’s concept of ‘class struggle’.
• Analyse Karl Marx’s ideas on the functions of money.
• Give examples on the ‘absolute’ and the ‘relative surplus value’.
• Distinguish ‘simple reproduction’ from ‘expanded reproduction’.
• Present briefly Karl Marx’s contribution to Economics.

 c Summary

There is no doubt that Karl Marx was one of the most radical economists, sociolo-
gists and philosophers in human history, with great global influence. A fundamental 
principle of his philosophy is Hegel’s notion that every force inevitably creates its 
opposite and that change is an element inherent to social life. Marx argues that 
social classes are constantly involved in a struggle to determine how to distribute the 
wealth produced in society, and this is the basis for the creation of history. 
Furthermore, in order to be able to reproduce over time, the ruling class must appro-
priate the surplus value produced by the working class. There are two forms of 
surplus value for Marx, one is the ‘absolute surplus value’ which increases as the 
working time is increased and the other is the ‘relative surplus value’ which increases 
as the amount of work needed to maintain employees decreases. Capitalist produc-
tion serves the purpose of increasing surplus value and the rate of exploitation of 
workers by the ruling class. Technology-driven mechanisation of production may 
lead to a fall in the profit rate in the long run. In capitalism, overproduction and 
overaccumulation of capital, as well as the falling tendency of the profit rate, are 
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manifestations of the economic crisis. The crisis is also attributed, in Marx’s work, 
to the establishment of large monopolies that concentrate production in the hands of 
a few capitalists and cause a constant decline in total production as well as an 
increase in the misery of workers.

3.1  Introduction

Karl Marx was born in 1818 in Trier, Germany, to a wealthy Jewish family. As with 
Ricardo, he lived while the Industrial Revolution was developing, although in 
Germany this happened more slowly than in Britain.1 His father, Heinrich, was a 
distinguished lawyer and was able to practise his profession, hitherto forbidden to 
Jews, thanks to the French Revolution which put an end to these inequalities. 
However, he was later forced to convert to Christianity in order to be able to con-
tinue his profession, as despite the French Revolution’s proclamations of equality, 
the government again began to prohibit Jews from practising their profession in 
private.2

Heinrich Marx introduced young Karl early on to the ideas of Locke, Voltaire 
and Diderot. At a time when few could enrol in secondary school, Marx continued 
at his town’s gymnasium. There he opted to learn French instead of Hebrew as a 
third language (after Latin and Greek), which helped him come into contact with 
French culture. While his grades in Latin and German were high, the same was not 
the case with Mathematics.3

The young Marx received a private education and secured a place to study Law 
at the University of Bonn. However, because of his low grades, his father transferred 
him to the more conservative University of Berlin where he eventually received his 
Law4 degree. Despite his father’s desire to pursue a career in Law, Karl Marx came 
into contact with Philosophy at the universities of Bonn and Berlin and was intrigued 
by the philosophy of Hegel, who taught that change is an integral part of life, and 
therefore history is created by the constant movement of ideas and conflicting5 
forces.6

In 1841, Marx received his doctorate from the University of Ienna on Ancient 
Greek Philosophy,7 and in 1843, he married Jenny von Westphalen, daughter of a 
wealthy aristocrat, who broke off her engagement to a man of her social class to 
marry the socially inferior Karl Marx.8 However, Jenny never renounced the title of 
nobility she held. Nevertheless, the couple’s living conditions were not character-
ised by affluence and wealth, and their engagement could be described as an uncon-
ventional act against the established norms of the nineteenth-century aristocracy.9

Marx was unable to work at the University of Bonn, as his professor Bruno 
Bauer was fired because of his ideas in favour of the Constitution and against reli-
gion.10 Instead, he was employed by newspapers in Germany and Paris as a journal-
ist and editor-in-chief. Because of his radical activities, he was expelled several 
times and fled as a political refugee to Paris, Brussels and London. In Paris, where 
he had the opportunity to study the ideas of French Socialism, Marx’s collaboration 
with Engels began in 1844. Earlier, one of Engels’ treatises had made an impression 
on the then young Marx, who was at that time editing a radical publication with 
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philosophical content. In general, this treatise, was intended to show that the emi-
nent English economists were nothing more than defenders of the status11 quo.

Engels, who was the son of a wealthy German industrialist, took over the family 
business in Manchester and was the person who would support Marx financially for 
life. However, after moving to London in 1849, where he lived until the end of his 
life, Marx experienced conditions of great poverty and any income he received for 
the articles he wrote, Engels’s12 financial assistance, and a small inheritance from a 
friend from the old13 days was never enough.

Indeed, a government spy describes the Marx household in 1852 as vivid, where 
the friendliness of the host made the lack of amenities14 tolerable. Unfortunately, 
three out of five of their15 children could not endure the hardships and died16 of the 
ensuing hardships. Marx died in 1883 at the age of 64,17 having seen his wife die, in 
addition to his three children, 2 years before him.18

Marx’s most important economic work is Das Kapital, the first volume of which 
was published in 1867. The other two volumes were published after his death, as he 
was unable to organise them into one edition and many chapters consist of a collec-
tion of notes,19 while Karl Kautsky published some more manuscripts of Marx in his 
third work, Theories of Surplus Value.20 Apart from this, Marx wrote other works of 
political, sociological and philosophical content, which played an important role in 
the social and economic development of humanity and were ideologically influen-
tial.21 Despite Marx’s appeal to an international audience, his work was initially 
better known to German readers as it was published primarily in German, followed 
by English.22

Marx developed his economic theory mainly in the period 1857–1867, and its 
existence was closely linked to the formation of different theoretical strands. A key 
element that contributed to the existence of different strands within Marxist theory 
is the fact that Marx’s work displays many internal contradictions and ‘readings’. 
Thus, Marx’s work has been perceived differently by different versions of Marxism. 
Besides, it is so extensive, and sometimes contradictory, that different kinds of 
interpretations are bound to prevail.

Many consider that Marx was a classical economist, while others consider that 
Marx’s work founded a new theoretical subject. However, the differentiation of 
Marxian theory from the classical approach is particularly crucial, since, according 
to many, it allows for the interpretation of key elements of modern capitalism, such 
as money and, by extension, credit and the functioning of capital23 markets.

3.2  The Rejection of ‘Human Nature’

The philosophical approach of Marx and Engels derives from Hegel’s view that 
every force inevitably creates its opposite and that change is an element inherent in 
society. At the same time, Marx and Engels emphasise the fact that their philosophi-
cal positions have as their central focus the physical and social, that is, materialist 
context rather than the world of ideas.24

3.2 The Rejection of ‘Human Nature’
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An important element of society, according to Marx, is the way in which people 
act in order to produce the goods and services they need. The way in which produc-
tion is organised can vary radically according to the time and society.25 For example, 
if one wants to analyse the economic system of capitalism, one can take as a starting 
point the commodity which is the final result of the production process.26

The cornerstone of Marxist theory is the rejection of the view that the individual 
is the driving force of the evolution of society. ‘Human nature’ is not seen as the 
essence (nature) of man, but as the result of historical evolution, the result of a par-
ticular way of organising society that arises from the battle between social classes, 
that is, the class struggles.27

Marx held that ideas are influenced by the environment in which they are pro-
duced, even when they aim to change it, and that the ideas prevailing in a period 
play an important role in changing the existing situation of which they are a cre-
ation. Moreover, people do create their history, but not in the way that is most desir-
able to them but on the basis of the circumstances in which they find themselves or 
under the conditions bequeathed to them by the past.28

Marx wrote that society does not consist of individuals, but expresses the totality 
of the relations, the relations of these individuals to each other.29 Thus, the history 
of all societies is the history of their class struggles.30 In this regard, it represents a 
departure from the principles of classical Political Economy, which regarded the 
commodity nature of the economy and its corresponding division of labour as a 
consequence of ‘human nature’.31

3.3  Class Struggle

Production has been an important process in all societies, historically. But in the 
capitalist system, in particular, it acquires a systematic and generalised character, 
because the basic aim of the production of goods and services is no longer simply 
the satisfaction of social needs, as in previous historical periods, but rather the sale 
of these products in order to achieve the maximum possible profit.32

Thus, the radical changes that occurred in the mode of production, after the so- 
called Industrial Revolution, required the creation of a new social environment.33 In 
this context, Marx accepted the division of society into classes according to Classical 
Political Economy and emphasised the element of conflicting interests between the 
main classes of capitalist society, that is between capitalists and workers.34 He 
argued that the social classes are constantly fighting over how to distribute the 
wealth produced in society and this is the way history35 is created, and in order for 
the ruling class to reproduce over time, it must appropriate the surplus produced by 
the working class.36 Also, according to Marx, there is a huge contradiction in capi-
talism: The economic basis of capitalism, namely production, was based on a pro-
cess of interaction between many individuals, and therefore, production had a 
collective character. On the other hand, society and its legal, political and ideologi-
cal framework had an individualistic37 character.
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Thus, Marx seeks and identifies the elements of social relations that constitute 
the defining characteristic of capitalism and in this way, a new theoretical concept 
emerges: The capitalist mode of production which describes the relations that char-
acterise every capitalist society. The capitalist mode of production is based both on 
the separation of the worker from the means of production and on the complete 
ownership of the means of production by the capitalist, that is, the power to put 
them into operation and the power to appropriate the surplus38 value produced. 
Hence, capitalism itself would create the conditions that would lead to its39 destruc-
tion. The capitalist system exploits labour,40 but Marx argued that capital is more 
than just the means of production, but also the power to use those means of produc-
tion in order to earn profit.41 As a consequence, Marx was required to formulate a 
‘theory of value’ in order to provide a scientific basis for his theory of 
‘exploitation’.42

3.4  Ricardian Influence, Value and Money

Marx held Ricardo in high esteem, whom he regarded as a very important econo-
mist of the nineteenth century.43 Marx recognised right from the beginning that 
Ricardo’s conclusion below was a fundamental characteristic of capitalism itself.44 
According to the main conclusion of Ricardian theory, the value of a commodity 
arises from labour and is proportional to the time spent on its production (labour 
expended). Therefore, value is a property of all commodities, which derives from 
the fact that they are products of labour, as was Smith’s. Therefore, labour ensures 
the comparability of commodities because they are products of labour. Exchange 
value, as a relation of exchange of commodities, expresses the value inherent in 
commodities.

The capitalist’s income is derived from the value of all the commodities pro-
duced by the worker during a period. Consequently, the capitalist owns the product 
of labour, that is, the total sum of the goods produced by the use of the labour of the 
worker.45 Thus, the capitalist class appropriates part of the value produced by the 
worker, while the workers trade their labour power on the market against the capi-
talists, who seek accumulation and profitability in competition with other capitalists 
in order to survive.46

Those who argue that Marx is a classical economist believe that the above clas-
sical positions encapsulate the Marxian theory of value. According to these views, 
Marx simply added the following:47

 (a) the clarification that these positions are valid only in the context of specific 
historical periods that have emerged from the process of class struggle,

 (b) the assessment that the incomes of the ruling classes come from an ‘exploita-
tion relation’ which will be abolished under socialism,

 (c) the clarification that the worker’s remuneration and what the worker sells on the 
labour market is not ‘labour’ itself, but his labour power.

3.4 Ricardian Influence, Value and Money
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However, Marx also developed extensive theoretical analysis on money48, and thus 
in contrast to the Classical School, the Marxian theory of value is a monetary theory. 
By money, we mean a medium of exchange used by society in exchange for any 
good or service. Although there are various formal definitions depending on the 
breadth of what money includes, we would say that it consists of coins, banknotes, 
bank deposits and other financial assets.

 c In this context, in the Marxian system, the value of a commodity is not 
expressed per se, but through its forms of appearance, that is, prices. 
Moreover, it cannot be determined in isolation, but exclusively in 
relation to all other commodities in the process of exchange. This 
exchange value relationship is implemented by money.

By money, we mean both metallic money and banknotes, as well as deposits and 
credit money. Thus, the defining characteristic of capitalism is not only the exchange 
of commodities, as the classical theories argued, but also money.49

Therefore, capitalism includes money, and the basic properties of money are the 
three functions of the Classical School plus three additional ones that he added. 
Hence, Marx’s analysis goes beyond the classical conceptual scheme, as he refers to 
three (3) additional functions of money: (1) as a means of hoarding, (2) as a means 
of payment and (3) as a universal money. All three of these functions are, according 
to Marx, subsumed within the same type of function and, in particular, the function 
of money ‘as money’. By this expression, Marx means that money functions in all 
three cases as an end in itself and no longer as a means of commodity circulation.50

Thus, in hoarding, the commodity is sold not to buy another commodity but to 
replace the form of the commodity with the form of money. From being a simple 
link, money becomes an end in itself.51

As a means of payment, money functions in all those cases where a purchase of 
goods takes place not by direct payment of money but on the basis of an agreement (a 
contract) to pay for them at a specific future time. Of course, at the specified time, the 
means of payment enters into circulation, but after the commodity has previously been 
withdrawn from it.52 And in this case, the money becomes an end in itself.53

In addition, money functions as a means of payment of international bills54 and 
for the transfer of wealth from one country to another55 which prevails.

3.5  Capital and Credit

Marx considered Classical Political Economy as an expression of the capitalist 
class, during the period when the modern capitalist system was imposed, that is 
after the English Industrial Revolution.56 Thus, he formulated and developed the 
theory of ‘capital’ based on the concept of value. ‘Capital’ is value which, although 
created by the working class, has been appropriated by the capitalists. In brief, the 
worker is paid exactly as much as those who work need to be paid in order for the 
latter to be able to survive.57
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 c Precisely ‘capital’ is value, and its forms of appearance are (i) money 
and (ii) commodity. Certain commodities function as ‘capital’: the 
means of production (fixed capital), on the one hand, and labour power 
(variable capital), on the other.58

The ‘use value’ of the labour power that the capitalist buys consists in the fact 
that it produces commodities that contain more value than its own value. If we 
denote by (v) the value of a unit of labour power, that is the variable capital (pre)
paid by the capitalist, then the new (net) value produced by it will be (v + s), where 
(s) is surplus value, the part of the value produced which is appropriated by the capi-
talist. Whereas, if (c) is the value of the means of production worn out in the produc-
tion process (or amortisation), then the (gross) value of the produced output will be 
(c+v+s).

The labour process is, therefore, at the same time a process of (1) value produc-
tion and (2) surplus value production. Thus, the working day is also divided into the 
(1) necessary labour time, during which the worker produces a value equal to that of 
his labour power and (2) surplus labour time, during which surplus value59 is 
produced.

For example, a worker works for eight hours a day, that is, more than the four 
hours required to produce goods whose value corresponds (equals) to the value of 
the goods necessary for his own maintenance. His daily wage, however, corresponds 
to the value of products of four hours’ work. It is this difference between the value 
produced by the worker in all the hours he works and the value required to enable 
the worker to reproduce himself (which constitutes his daily wage) that the capital-
ist reaps. It is precisely this value resulting from ‘unpaid’ labour that Marx calls 
‘surplus value’.60 Surplus value therefore arises because the worker produces more 
value than the equivalent of the wage he receives from the capitalist.61

The surplus value can be divided into two forms: ‘absolute surplus value’, which 
increases when the working time is extended, and ‘relative surplus value’, which 
increases when the time needed to maintain workers62 is reduced.

In the above example, if the capitalist can force the worker to increase his daily 
work by two hours without increasing his daily wage, then the surplus value reaped 
by the capitalist increases by two hours. This increase is considered to be the result 
of ‘absolute surplus value’. On the other hand, if labour becomes more efficient, 
then the maintenance of the worker can be covered by a wage corresponding, for 
example, to two hours less work. Thus, due to the increase in ‘relative surplus 
value’, overtime increases by two hours.63

On the other hand, the capitalist appears on the market as the owner of money 
(M) by buying commodities, which consist of means of production and labour 
power. In the production process, he consumes productively to create a new outflow 
of commodities, whose value must be greater than that of the original commodities. 
Finally, he sells this commodity outflow to receive an amount of money (M΄) higher 
than (M).64 Thus, money circulation leads to capital65, while at the same time, money 
appears to possess the property of generating value.66

3.5 Capital and Credit
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Surplus value, which is equal to υ = M΄-M, is the product of the ‘exploitation’ of 
the working class by the capitalist class and is transformed: (a) partly into the means 
of private consumption for the capitalists themselves and (b) partly into additional 
fixed and variable capital for the expansion of production.

The second process, that is the transformation of surplus value into capital, is 
defined as ‘accumulation’. Through accumulation, the capitalist economy is repro-
duced on an expanded scale, so we say, in Marxian terms, that we have ‘expanded 
reproduction’. When all surplus value goes to the capitalist’s private consumption, 
that is when there is no accumulation, we say, in Marxian terms, that we have ‘sim-
ple reproduction’. In the second volume of Capital, Marx formulates the conditions 
of simple and expanded reproduction in a capitalist economy.

Workers are forced to work longer hours than they need for their self-sustenance 
and are therefore exploited by capitalists.67 The purpose of capitalist production is 
to increase the surplus value and the rate of exploitation. This shapes the will and 
decisions of the capitalist.68

As for the question of why a maintenance wage is established, Marx answers that 
it is for two reasons: First, because due to their stronger bargaining power, capital-
ists can determine the hours of work. And, second, because of the creation of a 
‘reserve army of unemployed’, the supply of labour will be greater than the demand 
and, thus, the wage will be set at the basic subsistence level.69

3.6  Falling Tendency of the Profit Rate

As we have seen, the capitalist mode of production aims at achieving the maximum 
possible profit and, in this context, the further expansion of production is an end in 
itself.70 Competition between capitalists, in their attempt to accumulate and increase 
their production in order to make profits at the expense of competitors, leads to an 
increased demand for workers and, therefore, to an increase in wages and a decrease 
in surplus value.

Marx, unlike Smith, did not believe that this would be overcome by improving 
the standard of living of the workers. He thought that capitalists would deal with the 
problem of rising wages by using in their production process machinery that 
required less use of labour and thus leaving some workers unemployed.71

In short, as the capitalist tries to overcome the contraction of profits brought 
about by the increase in wages due to increased demand for labour, he uses labour- 
saving72 machinery. Only the first capitalist to use labour-saving machines can earn 
more than the others, but not for long, since the others will do the same by laying 
off workers and replacing them with machines.73 However, as Marx wrote, competi-
tion generalises it and subordinates it to the general law, and the rate of profit begins 
to fall.74

Reducing the participation of workers in the production process deprives work-
ers of income that could be used to buy the product produced. Consequently, as 
output falls, firms go bankrupt and are absorbed by larger ones that buy their 
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machinery at prices below its real value. The workers, being unemployed, agree to 
work for wages lower than their value and so surplus value reappears.75

So, as we have seen, on the basis of Marx, the process of the capitalist mode of 
production is oriented towards the extraction on the part of capitalists of more and 
more surplus value, either through an increase in absolute surplus value or in rela-
tive surplus value expressed through a higher rate of exploitation. In this context, the 
capitalist seeks to reduce the cost of his goods in order to lower his selling prices 
even below the cost of competing firms, in order to increase his profit and thus drive 
them into bankruptcy. The reduction of average production costs is achieved through 
technological progress and mechanisation, that is the substitution of physical capi-
tal76 for human labour.

 c According to Marx, the rate of profit (r) is defined as the ratio of surplus 
value (s) to total capital, fixed (C) and variable (v).77 That is, r = s / 
(C+v) or r = [s/v] / [(C/v)+1)]. We see, then, that the rate of profit (r) is 
an increasing function of the ‘rate of exploitation (s/v)’ and a decreasing 
function of the ‘organic (or value) composition of capital (C/v)’.

 c The ‘mechanisation’ of production due to technological progress often 
manifests itself through the replacement of variable capital (v) by fixed 
capital (C), that is in the increase of the ratio (C/v), the so-called organic 
(or value) composition of capital, because fixed capital incorporates 
new technologies that increase productivity. This, only with all other 
factors held constant, that is ceteris paribus, leads to a reduction in the 
rate of profit, which will tend to fall in the long run, based on the above 
mathematical definition. This possible outcome has come to be known 
as the ‘law of the falling tendency of the rate of profit’.

Note that the ratio (C/v) is the expression, in terms of value, of the ratio of physi-
cal capital to human labour (K/l) in physical units, for example machines and work-
ers, respectively, or else of the ‘technical composition of capital’. Thus, with the 
‘law of the falling tendency of the rate of profit’, it could be argued that technologi-
cal innovation, introduced into production by capitalists in the context of competi-
tion, could be the cause of such a phenomenon.

We can see that in all cases where the organic (value) composition (C/v) of capi-
tal increases more rapidly than the increase in the rate of exploitation (s/v), the fall-
ing tendency in the profit rate indeed prevails. However, if we take a closer and more 
careful look at the previous mathematical definition, we see that there can also be a 
tendency for the rate of profit to rise when the rate of exploitation (s/v) increases 
faster than the organic (value) composition of capital or when the organic composi-
tion of capital decreases faster than the rate of exploitation. From the above, it 
becomes obvious that the so-called law of the falling tendency in the rate of profit is 
characterised by the following elements:78

 (a) It applies under specific historical conditions of production, which Marx called 
‘specifically capitalist methods of production’, which are characterised, among 
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other things, by the inability of the increasing rate of exploitation to compensate 
for the consequences of the increase in the organic composition of capital. 
Nevertheless, the ‘law’ does not exclude the possibility of the non-existence of 
these conditions and thus the containment or reversal of the falling tendency in 
the rate of profit.

 (b) It applies ‘all other factors remaining constant’, that is ceteris paribus. Thus, it 
provides no adequate basis for judgement on the course of evolution of the rate 
of profit in general, given that this is influenced just as much by ‘all the other 
factors’ apart from those having to do with technological innovation. Among 
the other factors are change in the length of the working day and running speed 
of the machinery, change in raw materials prices affecting the ‘organic compo-
sition of capital’, a rise in the level of skills of working people, etc.

 c Nevertheless, many Marxists interpret the ‘law of the falling tendency’ 
of the rate of profit as a universally valid characteristic of the capitalist 
mode of production, which applies for as long as capitalism exists. 
Furthermore, they have seen it as a strict ‘law’ which describes the 
evolution of the rate of profit, no knowledge being required of ‘all the 
other factors’ which Marx considered constant, applying the scientific 
principle of ‘ceteris paribus’.79 This constitutes the ‘fallacy of the falling 
tendency of the rate of profit’.

Moreover, in Marx’s works, we find only fragmentary and descriptive references 
to economic crises, because he focuses on the permanent features of the capitalist 
mode of production. This is why there is no coherent theory of economic crises in 
Marx’s80 work, even though crises are, according to Marx, considered to be inherent 
in the capitalist system. 81

Of course, in the third volume of Capital, Marx calls economic crises ‘crises 
of overproduction’.82 Overproduction of capital (overaccumulation), the other 
side of which is the underproduction (in terms of output) of the demand that can 
pay for it (underconsumption), and a fall in the rate of profit are the concepts 
with which Marx describes the interdependent manifestations of the economic 
crisis of capitalism. Also, in Marx’s work, the crisis is often considered to be the 
result of the creation of large monopoly corporations that concentrate produc-
tion in the hands of a few capitalists, leading to a continuous increase in the 
poverty of workers.83

But what is the cause of the crisis? Depending on their answer to this question, 
Marxists have been divided into distinct theoretical strands within Marxism, show-
ing that the question remains open in Marxist theory.84

Finally, on the basis of the above, in terms of methodological approach, Marx 
makes it clear that in any science, it is important to construct the concept of each 
aspect of the real, beyond direct observation which is often misleading. This is also 
true in Economics, which has neither a microscope nor laboratories. The construc-
tion of concepts requires research to be carried out by the method of ‘abstracting’ 
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from reality. That is, Marx used empirical data and evidence both as a starting point 
and as a method of testing theory but not as knowledge per se and without adopting 
‘empiricism’ as a method of approaching knowledge.

3.7  The Theoretical Legacy of Marx

Karl Marx was one of the most radical economists, sociologists and philosophers, 
with great influence worldwide.85 Although for some, Marxist theory is still a taboo 
subject today, Marx is regarded –along with Freud and Darwin – by many historians 
of Western civilization amongst the three most important thinkers who changed the 
way we see the world.86 Initially, there was a particular emphasis on his political 
writings, but undoubtedly, both economic and social life would be quite different, 
globally, without the existence of Marxist theory, since Marx’s work has influenced 
it significantly. However, despite the fact that Marx’s political writings have been a 
source of inspiration for the countries of the former Soviet Union, Eastern Europe, 
China, Vietnam, Cuba, and so on, this has not resulted in a social and economic 
system fully acceptable to all those who embrace Marxism and/or the prospect of 
socialism. This development is still a matter of concern for Marxist theorists and 
political analysts around the world.

 c Of course, without views and considerations linked to Marxist theory, 
workers as well as the rising middle class would be in much worse 
conditions, for example if there were no institutions such as the 
minimum wage and the trade unions that Marxist theory instigated.87 
Moreover, both the study of socio-economic change would lack analysis 
from the perspective of the ‘class struggle’ and the theoretical study of 
instability and crises would lack the perspective of Marx’s theory88 and 
the non-neutral role of money.

It is worth noticing that Marx’s Capital, after the financial crisis that started in 
2006 and the subsequent collapse of Lehman Brothers and a large part of the mod-
ern (financial) economic system, has increased its sales exponentially and its study 
is in the news. As we know, one cause of the crisis was the creation of complex and 
sophisticated financial products that relied on the increase in the number of mort-
gages made to extremely high-risk and precarious financially vulnerable mortgage 
buyers, also called N.I.N.J.A. (No Income No Job Assets) loans.89

Therefore, the idea that it is impossible for the capitalist system to exist without 
economic crises, precisely because of the constant and unimpeded search for profit 
by capitalists—even through those ‘toxic’ products in the financial market, based on 
borrowers who are unable to repay, is a key feature of the Marxist perspective. Also, 
and this very inability to repay on the part of the borrowers was obviously linked to 
their low wages, which in turn were the result of the capitalists keeping workers’ 
wages low in order to maximise their90 profits.

3.7 The Theoretical Legacy of Marx
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Moreover, the response to the crisis, which is struggling to achieve a very slow 
and weak ‘recovery’, with the working people seeing their lives deteriorate and even 
suffer, could be seen as a confirmation of Marxist theory in its critique of the exist-
ing economic system and an indication that the theory is still alive and relevant. In 
conclusion, we would say that Marxist theory, with its peculiarities and internal 
contradictions, has been particularly insightful.91

Key Takeaways 

• Capital exploits labour.
• Surplus value results from workers producing more value than their wages.
• ‘Accumulation’ is the transformation of surplus value into capital.
• Social classes constantly struggle over how surplus value is distributed.
• The profit rate might fall in the long run as technology advances.
• Crises are inherent to the capitalist system.

Revision Questions

• What is ‘class struggle’?
• What is the ‘capitalist mode of production’?
• What are the Classical functions of money and what are the Marxist ones?
• How is ‘surplus value’ formed?
• What is ‘absolute surplus value’ and what is ‘relative surplus value’?
• What is ‘simple reproduction’ and what is ‘expanded reproduction’?
• What is the ‘profit rate’ and what does it depend on?
• What is the long-term tendency of the profit rate and why?
• Is there a complete Marxist theory of crises and why?
• What is an ‘overaccumulation crisis’ and what causes it?
• What is Marx’s main contribution to Economics?
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4Leon Walras (1834–1910)

 C Learning Objectives 

After having studied this chapter, the reader should be able to:

• Understand the basic principles of General Equilibrium analysis.
• Analyse the key assumptions of General Equilibrium models.
• Describe the role of the ‘auctioneer’.
• Name the key players in the economy.
• Analyse the key points of the neoclassical theoretical system.
• Present briefly Leon Walras’s contribution to Economics.

 C Summary 

Léon Walras is considered as one of the pioneers of the Neoclassical School of 
Economics. According to his theory, the economy is composed of different actors: 
(a) producers, (b) consumers and (c) entrepreneurs, and economic equilibrium 
results from the simultaneous interaction between them in the market. Market 
exchange relations are developed by the various agents as a result of the pursuit of 
their individual interests. Through Mathematics, Walras attempted to answer the 
question of whether it would be possible to discover the prices that would make all 
the individual markets in the economy achieve General Equilibrium, and he found 
that such a discovery is indeed possible, but under certain conditions. Therefore, 
Walras showed in his General Equilibrium model that the various actors in the econ-
omy can reach a market equilibrium – under certain conditions – by pursuing their 
individual interests. Therefore, he is considered the founder of the General 
Equilibrium theory, which bears his name, that is also known as Walrasian 
Equilibrium. Lastly, Walras’s and other neoclassical economists’ work has led to a 
theory demonstrating that the market is self-regulating and results in optimal 
resource allocations.
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4.1  Introduction

Léon Walras was born in France in 1834 and, along with Carl Menger and Stanley 
Jevons with whom he came to similar conclusions although they did not work 
together, is considered one of the pioneering economists of the so-called Neoclassical 
School.1 His work is very important because he is the ‘father’ of the modern 
Neoclassical General Equilibrium theory,2 which dominates Microeconomic 
Analysis and also certain fields of Macroeconomic Analysis with microeconomic 
foundations.

His father, Auguste Walras, was an amateur economist of his time, and it was he 
who encouraged the young Léon to take up the study of Economics. In fact, he 
believed that Economics would be transformed into Mathematics, and it is he who 
provided young Walras with a highly regarded library of Economics books to study.3 
Léon Walras twice failed to gain admission to the famous Ecole Polytechnique, that 
is, the Polytechnical School of Paris, because of inadequate preparation in 
Mathematics.4 He eventually studied Engineering, but at the Ecole des Mines in 
Paris,5 until his interest was attracted to Social Sciences and Economics, under the 
constant encouragement of his6 father.

Among other professions, such as author of literary books, he was for a short 
time a journalist, and in 1865, he co-founded a cooperative bank which he ran. 
Between 1866 and 1868, he also published a monthly magazine, Le Travail, which 
was mainly devoted to the cooperative movement. During this period, Walras gave 
public lectures on social issues.7 The activities of the cooperative bank were termi-
nated in 1868, whereupon he started working for a private bank until 1870,8 at the 
same time that, thanks to an important acquaintance with an influential politician,9 
he occupied the chair of Political Economy at the University of Lausanne. There, he 
remained engaged in research and teaching Economics until 1892 when he retired 
at the age of 58. Unfortunately, he was not an inspiring teacher,10 and perhaps for 
this reason, he had no loyal students, combined with his frequent mental exhaustion 
and irritability.11

His life was unconventional for the time, with children in and out of marriage, 
one of whom died in infancy, two marriages, the first of which ended with the death 
of his wife and with unprecedented financial problems that caused him to experi-
ence very difficult years. Thus, in addition to his research and teaching at the uni-
versity, he was forced to write for newspapers and to work as a consultant for an 
insurance company.12 His second marriage was a happy one, and he inherited some 
considerable money that helped him to pay off the debts he had incurred from the 
publication of his work and the dissemination of its13 results.

Léon Walras is considered the founding figure of the Neoclassical School of 
Lausanne, while his successor in the chair of Political Economy and the successor 
of his work was Vilfredo Pareto. Walras’s innovative ideas on how prices are 
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determined, transactions are conducted and General Equilibrium is achieved were 
published in 1874 in his work entitled Éléments d’ Économie Politique Pure.14 The 
ideas of both Walras and the other pioneers of the ‘marginal revolution’, Menger 
and Jevons, were incorporated into mainstream economic theory several decades 
after their formulation and gradually formed the core of what is now called 
‘Neoclassical Economics’.15

As regards the relatively late integration of Walras’s work into Economic, this 
may have been due to the fact that Walras was French and, moreover, that he 
belonged to the area of so-called utopian socialism.16 His work shows that he identi-
fied himself as a ‘scientific socialist’ and this may be indicated by the fact that he 
was an advocate of nationalisation of land and natural monopolies and supported 
the reliable operation of the capital market by the state. At the same time, his 
Political Philosophy was a mixture between liberalism and state interventionism 
that favoured moderate reforms in socio-economic matters,17 while arguing that 
Economics has nothing to do with economic policy18 making.

Today, it is characteristic that parts of Walras’s work are found in many modern 
Economics textbooks, while today’s economists are more familiar, even if unaware 
of it, with Walras’s work than any other well-known economist. Typical of the influ-
ence of the concept of General Equilibrium, and of Walras’s wider work in 
Economics, is the fact that Joseph Schumpeter considers him to be the most impor-
tant theoretical economist.19 In contrast, Keynes mentions him in his well-known 
General Theory only once.20

Walras used Mathematics extensively to analyse economic phenomena and was 
a proponent of the idea that Economics should make use of the methods and tools of 
Physics. This is why he finds parallels between physical phenomena (such as fric-
tion) and economic phenomena (such as free competition).21 For instance, we 
argued that the market is perfectly competitive, just as in pure Mechanics we assume 
that machines operate without friction.22 Thus, Walras, through his work, offered a 
different prism through which to analyse the important role that the competitive 
market model holds for modern neoclassical Microeconomic Analysis.23

4.2  The Functioning of the Economy

Although the issue of the interdependency between the various actors in an econ-
omy had been studied by earlier economists such as Condorcet and Cournot using 
Mathematics, no economist had been able to construct a general analytical structure 
linking the various economic actors in the system. It was, after all, the time when 
economists admired physicists and began to use Mathematics more widely in 
Economics. The two most important representatives were the British chemist, mete-
orologist and author Stanley Jevons, and the other was certainly Léon Walras.24 
Meanwhile, in addition to Jevons, Walras considered Ricardo’s theory to be logi-
cally and economically flawed and, therefore, unable to contribute in a way that 
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would provide coherence to both the determination of the relative prices of com-
modities and the distribution of income.25

For the first time, in Walras’s theory, the economy consists of various economic 
agents participating in the market either as (a) producers, (b) consumers (c) or entre-
preneurs, interacting in the market. That is, labour is transformed into (a) products, 
which are (b) either purchased by entrepreneurs for further use in the production of 
other products or (c) consumed by final consumers. The latter, having offered their 
labour to the entrepreneurs, buy the products produced from them, spending the 
income they have received from them in return for their labour. The pursuit of their 
individual interests leads the various actors to develop exchange relationships on the 
market.26

A key objective of Walras’s theory was to analyse and demonstrate how volun-
tary exchanges between economic actors who are (a) well-informed, (b) aware of 
their own interests, (c) seeking to maximize their goals, will lead to an efficient and 
effective mode of production and income distribution.27 Thus, through the General 
Equilibrium model constructed by Walras, he demonstrated that the agents in the 
economic system, through the pursuit of their self-interest, can – under certain con-
ditions – reach a market equilibrium and for this contribution, he was the founder of 
the theory of General Equilibrium, named in his honour ‘Walrasian Equilibrium’.28

Walras, developing his theory after the era of the Classical economists, for the 
first time presented a theoretical model that took analytical expression and had as its 
basic starting point the fact that all actors in the economy interact and are fully 
interdependent.29 In fact, Walras’s theoretical effort to find under which mathemati-
cal conditions an economy with interdependent agents could operate efficiently and 
mutually beneficially had an enormous influence on modern Neoclassical 
Economics, so much so that a very large part of modern Economics deals with 
issues of Walrasian General Equilibrium.

4.3  The General Equilibrium

In order to establish, with the help of Mathematics, the General Equilibrium model 
at a given price level, Walras made the following assumptions, which to this day are 
dominant in modern Neoclassical Economics:30

• Consumers seek to maximise their utility, while firms seek to maximise their 
profits.

• The market is competitive, as the number of consumers and producers is so large 
and they act in an individual way, which does not allow them to influence the 
price level of the products.

• Firms produce homogeneous products, face the same cost conditions and have 
similar technological capabilities.

• Economic actors take their decisions with full knowledge of the current prod-
uct prices.

• Both, inputs and outputs, have a positive price and are not unlimited.
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• Consumers’ utility increases with increasing quantity, but at a decreasing rate, 
and their desire to consume is not subject to satiation.

• The demand for inputs and outputs depends on their price.
• The supply and demand functions in the economy do not experience unexpected 

jumps, that is, they are practically continuous.
• Each production function of a good corresponds to a specific and unchanging 

combination of factors of production, as the substitution of production factors is 
not possible by existing technology.

• There is a good whose price is arbitrarily chosen as a measure of the values of the 
other goods and factors of production (numéraire).

• Products and factors of production initially have a given distribution.

His analysis took as its starting point an exchange economy and, more specifi-
cally, a market in which auctions take place and where everyone has at their disposal 
some quantity of each good as an initial endowment.31 The quantity of goods is 
given, and each person in the room knows how many units of each good he or she 
possesses. A central auctioneer, who is responsible for conducting the auctions, is 
responsible for announcing the relative prices of the goods on a table, based on the 
price of the arbitrarily chosen unit of the good.

Then, each person, based on the announced prices, states his intentions about 
which part of the goods he intends to sell and his intentions about the above prod-
ucts he intends to buy and records them on a piece of paper. The auctioneer, Walras 
argued, would collect these papers, and after ascertaining which goods’ prices were 
causing an excess demand and which were causing an excess supply, he would 
announce new increased prices for the first class of goods and new decreased prices 
for the second class of goods, respectively.

Individuals will restate their intentions as to the quantities of goods they are will-
ing to demand or offer at the new prices, the auctioneer will reassemble the cards to 
determine where there is excess demand and excess supply, and this auction process 
(tâtonnement in French and trial-and-error in English) will continue until the price 
at which demand equals supply is found for each good. At these prices, the famous 
Walrasian Equilibrium is reached, and before these prices are discovered, individu-
als are not allowed to buy or sell goods.32

Using the above assumptions, Walras showed, using systems of linear interde-
pendent equations, that there can be prices that lead to equilibrium markets, that is 
ensure equality between aggregate demand and aggregate supply.33 Moreover, as far 
as the General Equilibrium is concerned, it does not imply the absence of excess 
demand on the part of consumers or excess supply on the part of sellers. In some 
markets, supply may exceed demand or vice versa. What equals zero will be the sum 
of the values of excess demand and excess supply, which means that under this con-
dition, Walras’s law can hold even when all individual markets are out of equilib-
rium.34 Thus, for Walras, the imbalance between supply and demand will be settled 
if the price of the good changes, while causing spillover effects in other markets in 
the system.
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But at the same time, there is another issue. In order to show that the wishes of 
the individual agents lead to mutually beneficial transactions, we need to show that 
there exist prices which make this possible. To this end, price analysis is central to 
General Equilibrium theory, since prices are the parameters on the basis of which 
individual choices are made. This establishes a set of relationships between the 
prices and the quantities exchanged in relation to inputs and outputs. Indeed, this set 
of relationships is in a state of General Equilibrium when prices and quantities are 
such that all actors maximise their35 objectives.

More precisely, an economy is in a state of General Equilibrium when there is a 
set of prices for which: (a) in every market supply equals demand, (b) every agent 
in the economy is able to buy and sell exactly what he/she planned to buy and sell, 
(c) all firms and consumers can exchange exactly the quantities of goods that maxi-
mize their profits and utility, respectively.36

In order to arrive at this result, we need to know the number of consumers, the 
number of firms, the initial stocks of resources, consumer preferences and the avail-
able production technologies. All the rest of the process is left free to the maximis-
ing behaviour of the economy and the competitive market37 mechanism. In practice, 
however, two key elements are needed to achieve this balance. The first, as we have 
already seen, is the specific role of the auctioneer. The second is the equally specific 
role of firms.

Walras, in his analytical model, considered that in an equilibrium position, the 
profit of firms is zero, because of competition between them. Thus, in practice, in 
the Walrasian General Equilibrium approach, only one class of agents maximises its 
objectives, and that is the consumers. The entrepreneurs, like the auctioneer, simply 
coordinate and organise, taking prices and production technologies as given. Thus, 
the existence of profit is a sign of disequilibrium, so the entrepreneur reacts by 
increasing the scale of production when there is a profit and, correspondingly, 
reducing it when there is a loss.38 In other words, in a state of equilibrium, entrepre-
neurs have neither profits nor losses.39 That is, for Walras, a firm is in equilibrium 
when its profit becomes zero due to competition between firms.40

In this context, Walras tried to answer, with the help of Mathematics, the ques-
tion whether it is possible to discover those prices that will lead all markets in an 
economy to General Equilibrium and found that this is indeed possible, but under 
the conditions: (a) that purchases and sales will be hidden until the central auction-
eer manages to ‘discover’ General Equilibrium and (b) that firms make zero profits 
in General Equilibrium.

As we have seen, Walras constructed a system of simultaneous interdependent 
equations to describe the interaction between consumers and entrepreneurs. There 
are as many markets as there are goods, including their factors of production and 
services, and for each market, three equations are defined: one for demand, one for 
supply and one for equilibrium. However, a necessary but not sufficient condition 
for such a system to have a solution is that the number of unknowns equals the num-
ber of equations, a condition that has created several problems. One of these is, for 
example, that such a system is not always guaranteed to have a unique solution, 
since it may be either impossible or have infinite solutions, or even if there is a 
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unique solution, we do not know whether it has economic significance (e.g. a nega-
tive value or quantity). The problem in question took almost a century to be 
addressed by neoclassical economists41 with the famous Arrow-Debreu (1954) 
model which showed that under certain restrictive conditions there can be a unique 
solution in the General Equilibrium of the market.42

 C In conclusion, thanks to Walras’s work, one has the opportunity to reflect both 
on the complexity of all the economic interdependencies and transactions that 
take place and on the difficulty of achieving the Walrasian General Equilibrium 
in a real economy in order to solve problems such as unemployment or 
economic fluctuations and crises.43

4.4  The Theoretical Legacy of Walras

There are several key features of the neoclassical theoretical system that prevailed 
in economic thought and are present in Walras’s44 work. Thus, a first key to such 
point is the abandonment of economic development and other socio-economic 
aggregates. In their place, emphasis was put on the allocation of the limited resources 
between alternative uses, and especially the analysis of the conditions that ensure 
optimal such allocation. As Samuelson45 informed us, at the heart of all economic 
problems is now the maximisation of a mathematical function under constraints, for 
example, the maximisation of utility under a budget constraint.

A second feature that has to do with the ‘methodology’ is that of using the calcu-
lus of variations to search for the conditions under which the optimal solution is 
chosen.46 Thus, there is the concept and the dominance of ‘marginal utility’47 in 
terms of the calculus of variations, that is ‘extra utility’, seen as a measured quantity, 
that an ‘extra unit’ of a good provides.48

A third characteristic element that runs through the analysis of neoclassical 
economists and Walras’s work is the acceptance of the utilitarian approach as a pil-
lar of the neoclassical synthesis, the best-known representative of which is Bentham. 
The adoption of this approach means that man is no longer by his ‘nature’, for 
example a merchant as in Smith, but a subject who acts according to the principle of 
maximum utility, that is directs his actions towards increasing the pleasures from 
the use of goods,49 since nature has placed mankind under the dominion of pain and 
pleasure.50

This leads us to a fourth element which implies the replacement of the ‘objec-
tive’ theory of value with a ‘subjective’ theory of value derived from the utility of 
the object. Thus, an object now has value only if a subject51 desires it, as opposed 
for instance to the labour theory of value, where its value exists independently of 
individual choice and is due to the labour expended to produce it. Therefore, labour 
is no longer seen as the intrinsic, quantitative characteristic of commodities.52

A fifth element that is pervasive in Walras’s work as a neoclassical economist has 
to do with the individualistic status of all actors in the economy and the maximisa-
tion of the interests of individual actors maximising their own individual interest. 
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Thus, we have, for example, the individual as consumer, as producer, as entrepre-
neur and the ‘minimal’ possible social actors, such as households and firms, elimi-
nating the total economy and the large social classes. That is, it does not require or 
imply any social concept or theory. Consequently, the individual or agent is consid-
ered to be sufficiently representative of the whole society. The neoclassical approach 
does just that. It applies the principle of the ‘substitution’ of the individual53 for 
society, since society is seen as an abstract theoretical concept and it is considered 
meaningless to speak of the interest of society without understanding the interest of 
the individual.54

Finally, a sixth and last basic element related to the previous one in the work of 
Walras, as one of the main representatives of the neoclassical school, is the attempt 
to transform Economics into Physics, with strict laws in Physics and theorems in 
Mathematics which are, in Platonic terms, absolute, objective, indestructible and 
eternal. Thus, we must remove social relations from the field of Economics in order 
to establish the universal validity of their ‘laws’.55 Thus, Walras, redesigned 
Economics on the lines of the Natural Sciences, while being hostile to those who 
resisted the process of its transformation into a Mathematical Science.56

In conclusion, through the neoclassical approach, Microeconomic Theory 
emerged as a theory of individual choice, as opposed to the Classical approach of 
Macroeconomic Theory as a theory of aggregate, social quantities.57 Of course, both 
approaches share a love of the laissez-faire free market. However, in the classical 
school, this was focused on aggregate accumulation, while in the neoclassical 
school, it is oriented towards individual maximisation. Consequently, a theory 
emerged through the work of Walras, as well as other neoclassical economists, 
which argued that the market is ‘self-regulating’, leading to the optimal allocation 
of resources for the agents within it.58

The next turning point in the dominance of the Neoclassical School in Economics 
was the work of Keynes, who refocused on the laws of the total economy and ques-
tioned the ‘automatic’ tendency of a market economy to return to equilibrium, thus 
creating a new Keynesian theory of macroeconomics.

Key Takeaways 

• The economy is composed of a variety of market participants.
• Economic activity arises from the interaction of all market participants.
• Market participants pursue their own interests in exchange relations.
• Under certain conditions, an equilibrium can be achieved in the market.
• Markets are ‘self-regulated’ to distribute resources efficiently.

Revision Questions

• How would you define ‘Neoclassical Economics’?
• What are the key players in the economy?
• What are the main assumptions behind General Equilibrium analysis?
• What is the ‘auctioneer’s’ role?
• When does a firm experience zero profits in the economy?
• Does the General Equilibrium problem have a solution?
• What is Walras’s main contribution to Economics?
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5John Maynard Keynes (1883–1946)

 c Learning Objectives

After having studied this chapter, the reader should be able to:

• Present Keynes’s point of view on the role of the state.
• Analyse Keynes’s ideas on money demand.
• Compare Keynes’s ideas to those of the neoclassical economists.
• Describe Keynes’s view of the financial system.
• Present briefly John Keynes’s contribution to Economics.

 c Summary

It is widely recognised that John Maynard Keynes is one of the most important 
economists of the twentieth century, and his influence on most Western govern-
ments’ policies is considerable. His views were strongly influenced by the condi-
tions that prevailed after World War I and the Great Depression, when, unlike the 
Classical School, Keynes considered the reaction of economies to be extremely 
slow. As a result of the Great Depression following the Crash of 1929, Keynes 
argues that the economy can remain in recession for a long period of time, below the 
level of full-time employment, and thus output will fall below its potential. As a 
result of declining economic activity, and consequently unemployment, entrepre-
neurs are reluctant to invest, and individuals are unable to save as a result of eco-
nomic difficulties. In his work, Keynes supported private initiative and proposed 
measures to save the economy. To help the economy recover from the recession, the 
government will need to make public expenditures, but it will be up to private sector 
initiatives to drive economic growth. Keynes’s main contribution to Economics is 
both his focus on macroeconomic factors in analysing a social and economic 

© The Author(s), under exclusive license to Springer Nature 
Switzerland AG 2023
P. G. Michaelides, T. E. Papadakis, History of Economic Ideas, 
https://doi.org/10.1007/978-3-031-19697-3_5



56

formation versus a microeconomic perspective of the individual entity and his rejec-
tion of the idea that free markets resolve recessions on their own since prices and 
wages are adjusted automatically.

5.1  Introduction

John Maynard Keynes was born in Cambridge, England, in 1883, the year Marx 
died. He is considered by many to be the greatest economist of the twentieth cen-
tury, and his influence on the policies of most Western governments is tremendous. 
His father, John Naville Keynes, was also a prominent academic at Cambridge1 
University. The young John had a particular affinity as a student for Mathematics, 
and was also interested in Classical Studies and Philosophy. He even received many 
prizes for his performance in subjects such as Mathematics, History, English and 
Chemistry.2

He went on to Cambridge University where he studied Mathematics.3 He was a 
student of Alfred Marshall, who persuaded him to take up Economics, and it was 
Marshal who secured for him in 1908 a lectureship at Cambridge4 University, spon-
sored by Pigou, successor to the Marshall5 Chair. He was a member of high society 
with a particular interest in art, served as a civil servant, met politicians such as 
Roosevelt and Churchill, and other personalities such as Picasso and George 
Bernard Shaw. Keynes’s wife was the ballerina Lydia Lopokova, whom he fell in 
love with at a performance in which she participated in 1921,6 and the couple were 
separated by his death in 1946.7 Keynes was a great investor just like Ricardo8 and 
made a considerable fortune from his activities in the foreign exchange9 market. 
When he died, his fortune was still at a high level, although it was almost wiped out 
by the Depression, and he had to borrow to invest in the stock10 market. Keynes was 
the editor-in-chief for 33 years of the Economic Journal, perhaps the most influen-
tial scholarly journal in Britain.11 He believed that to be an economist required a 
mixture of skills and personality traits. He also considered it essential to have 
knowledge in the fields of Philosophy, Political Science, Mathematics and History.12 
His views on Economics were particularly influenced by the conditions that pre-
vailed after World War I and the Great Depression, where, unlike the Classical 
School, Keynes believed that the reaction of economies was extremely slow.13

Following the end of World War I, he was a member of the British delegation to 
the Treaty of Versailles in 1919. Despite the terms of the Treaty, Keynes disagreed 
with them,14 as he believed they would lead to unfair international trade practices 
and result in the resurgence of German militarism and authoritarianism.15 In his 
book The Economic Consequences of the Peace, he articulated his polemic against 
the Treaty of Versailles.16

Another book by Keynes, but one whose main theme was the search for the 
causes that make the economy prosper for a period and then experience a recession, 
was published in 1930 under the title A Treatise on Money.17 There, Keynes reached 
his theoretical conclusions based, on the one hand, on Marshall and Wicksell’s 
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theories and, on the other hand, on Hobson’s and Tugan-Baranovsky’s views. As a 
result, he borrowed the idea of analysing the economy in the context of two subsec-
tors, consumption and investment expenditures, and particularly the idea of study-
ing economic dynamic behaviour as a result of supply and demand imbalances.18

5.2  Macroeconomic Aggregates

His book A Treatise on Money was, in a way, a precursor to Keynes’s most impor-
tant work, published in 1936, entitled The General Theory of Employment, Interest 
and Money. In it, influenced by the Great Depression that followed the 1929 crash, 
Keynes argued that the economy could remain in recession for a long time, that is a 
level below the level of full employment and thus produce output below what it 
potentially could. This reduced economic activity, which translates into unemploy-
ment, is due to the reluctance of entrepreneurs to invest and the simultaneous inabil-
ity of individuals to save in a period of economic hardship.19

 c It is important to note that prior to the emergence of Keynes and despite 
Marx’s opposition, the foundation of macroeconomic theory was based on the 
so-called Say’s Law, according to which long-term voluntary unemployment 
is theoretically impossible as long as the macroeconomic balancing 
mechanisms of supply and demand exist.20 In this context, a first important 
contribution of Keynes’s work is exactly his criticism of Say’s Law.21

However, the world economy went through a period of crisis, culminating in the 
crash of 1929 with unemployment rates of between 20 per cent and 30 per cent, 
roughly, in Britain and the United States in the 1930s, respectively, which showed 
that it was indeed possible to have long-term unemployment, despite analyses to the 
contrary. The need to study and address the phenomenon of unemployment was 
urgent.22

The General Theory raised new questions and turned the focus to the overall 
sizes of the economy and unemployment. These are the total output produced in the 
economy, total employment, the unemployment rate, etc. Most of Keynes’s prede-
cessor economists had not dealt extensively with similar issues, and concepts such 
as the aggregate supply and demand function were absent from their work. They 
were concerned not with aggregate quantities, but with quantities such as the price 
level and the supply and demand of individual goods or industries. The well-known 
neoclassical economist Paul Samuelson, a student at Harvard when the book was 
published, compared Keynesianism to a microbe that had infected those who were 
under 40 years of age, while the older ones had become immune.23

Keynes in his The General Theory focused his attention on the short term. He 
identified the cause of the Great Recession as insufficient demand, the components 
of which are the low level of household consumption and insufficient investment by 
firms. As the incentive to invest is weak even in normal times and the tendency to 
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hold on to money is strong, when investment is low the result is that the economy 
operates below the level of full employment. If this is even accompanied by a stock 
market crash, the result is a major recession with widespread unemployment and 
low output. Governments in this case need to stimulate the economy in order to 
bring it back to the level of full employment, even if this means that they have to 
shoulder the needs of debt repayment. Indeed, as the economy is operating below 
the level of full employment, this will not cause inflation.24

In the work of other great economists, there are analyses of the economy as a 
whole, but the focus on macro rather than microeconomic variables was consoli-
dated with the publication of the The General Theory. This is why Keynes consid-
ered by many to be the founder of Macroeconomic Theory. In this context, a 
contribution of Keynes to Economics also consists in the creation of the system of 
national accounts. Thus, he was influential in getting countries to collect economic 
data in a systematic way, as the prevailing view against government intervention 
until Keynes made this unnecessary, at least in most countries.25

According to Keynes, the level of income determines, more than any other factor, 
consumption and therefore savings, while it is the entrepreneurial initiative to invest 
that will put the economy on a growth path and create wealth.26 When investment in 
capital goods and equipment declines, the consequence is economic contraction. 
Inherent in the economic system, according to Keynes, is uncertainty, and the pos-
sibility of recession is always possible, without the entrepreneurs27 being responsi-
ble for it.

In this context, Keynes argued that if everyone took steps to save money, this 
would eventually lead to lower savings as reduced economic activity would create a 
recession. Therefore, if projected savings exceeded a critical level, downward pres-
sure on growth would be caused, while the potential excess of investment would 
stimulate it.28

Finally, an important element in Keynes’s work is his critique of Say’s law with 
an emphasis on the causal relationship between production and consumption. In 
contrast, Keynes believed that it is not production that creates expenditure, and 
therefore demand. But, it is the desires and spending decisions of individuals in the 
economy that create demand, and therefore an increase in output follows. In this 
context, he studied the determinants of demand which, in turn, determine the level 
of employment.

5.3  State Intervention

Keynes supported private initiative, and the proposals he made in his work were 
directed towards the rescue of economies. The government would have to undertake 
public spending in order to assist the economy out of the recessionary situation, but 
economic activity would have to have private initiative at its core. It is true that 
Keynes argued that government intervention in the economy in a prolonged reces-
sion may not be the most ideal solution, but he believed that the consequences of 
non-intervention would be more severe.29
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 c An ironic response to the claims of the classical economists who argued that 
in the long run the private sector would recover after wage cuts: ‘In the long 
run, we are all dead’.30 Instead, we need something short term and highly 
effective. This is nothing but state interventionism.31

Keynes’s calls for the government to take the initiative in order to halt the reces-
sion were in harmony with the New Deal policy that had begun to be implemented 
even before the publication of The General Theory in the United States. The New 
Deal was a set of measures on the part of the government aimed at solving the socio- 
economic problems that had arisen. Although these actions were seen as urgent 
solutions and were not fully implemented, they yielded positive results, but they 
were viewed with suspicion by the business community.32

Keynes argued that there are certain activities in which private initiative plays an 
essential role and in which the state should not intervene, as well as other activities 
in which the state operates more effectively than the private sector.33 Moreover, 
Keynes did not have much confidence in the ability of markets to coordinate eco-
nomic activity during times of uncertainty due to the inherent uncertainty of people 
operating within the framework of a free market.34 As an investor himself, he was 
convinced that investments are influenced by human emotion, such as expectation, 
hope, fear, envy, etc.35 Market psychology can have a significant impact on the eco-
nomic cycle, deepening its phases as a result.

Keynes’s observations that the economy was unable to regulate itself in case of a 
prolonged recession and therefore the state had to take systematic measures to solve 
the problem were not new. Other economists before him, such as the Swedes Myrdal 
and Wicksell amongst others, had come to similar conclusions, but without the same 
influence as Keynes. Moreover, government interventions to stimulate the economy 
had already been implemented, for example in the Nordic countries. Such practices 
were to be advocated by The General Theory.36

The central idea in Keynes’s work is that public works can create even more jobs 
in the economy. His reasoning is as follows: workers in public works will earn 
income, which they will want to spend on consumer goods, thus increasing the 
demand for them and thus their production, which, in order to increase, will need 
more workers. However, Keynes did not explain precisely the mechanism by which 
this would happen nor did he express it mathematically.37

As we have seen, Keynes formulated the view that it is demand that determines 
the amount of output that will be produced in the economy and further argued that 
it is expected profitability, not current profitability, that determines the amount of 
investment that will be made by entrepreneurs.

The acquisition of capital goods (buildings, machinery, tools, equipment, etc.) is 
a means by which one secures the right to some future income that one may receive 
from the sale of the goods produced by these assets.38 However, there is no guaran-
tee when and to what extent investments will be made by businesses, and therefore 
the state must take on this role temporarily, by spending public money and imple-
menting public projects, helping the economic system to recover until private entre-
preneurial initiative increases.39

5.3 State Intervention
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On the other hand, the state should also intervene in the distribution of income. 
More specifically, Keynes pointed out that the natural tendency of a free-market 
regime is to create a distribution of income that is unfair, and he believed that large 
amounts of savings generated by the large inequality in income distribution would 
result in keeping expenditure and aggregate demand low and the state would have 
to intervene in this case as well. It is the view of Keynes that intervention in the 
economic system should be conducted in a manner that respects private ownership 
of the means of production. Based on the above, one would be tempted to say that 
Keynes was an economist who defended state interventionism as well as the state 
expression of Adam Smith’s invisible hand.40

5.4  Profits and Capitalism

Keynes, like other great economists before him, such as Adam Smith and Karl 
Marx, argued that in the long run the profitability of firms, under certain conditions, 
may show a downward trend.41 He put forward two main arguments to support this 
position: a short-term and a long-term one. The short-term argument is based on 
supply and, according to this argument, when a firm increases its investment, in the 
short term, it will have to compete with other firms in order to obtain the necessary 
factors of production (labour, capital, raw materials, etc.) on its behalf. This will 
lead to an increase in their price and thus to a reduction in profits, assuming that the 
selling price of the product remains constant. This fall in profits affects not only the 
firm but also the whole economy. There is a possibility that the growth of the popu-
lation and the development of improved production methods could act to slow the 
downward trend in profitability of firms.42

The long-run argument starts from demand: as the firm grows and increases the 
quantity it produces, if it wants to remain competitive and maintain the same level 
of sales, it will have to reduce the price of the product, which implies a reduction in 
its profit. Consequently, Keynes considered that, in the short term, reasons originat-
ing on the supply side and, in the long term, causes rooted on the demand side, can 
reduce the profits of firms.43 Keynes, however, seems to have contributed little to the 
debate initiated by earlier great economists concerning the downward trend in 
profit.44

Keynes’s The General Theory was published after the Great Depression, which 
was a strong indication of the inability of the economic system to ensure prosperity. 
However, as far as the future prospects of the economic system are concerned, 
Keynes believed that the long-term survival of capitalism is feasible.45 Of course, 
although he did not agree with the prospect of capitalism being replaced by another 
economic system, he did support the necessity of an ‘alternative’ policy which 
would provide full employment within the economic system.
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5.5  Financial Sector

 c According to Keynes, the amount of money demanded for transactions 
(transactions motive) and precautionary purposes (precautionary motive) is 
positively related to income, while the demand for money for speculation 
(speculative motive) is negatively related to the interest46 rate.

More specifically, the transactions motive is due to transaction needs, since eco-
nomic actors need liquidity. In this context, the main factor influencing the demand 
for money is the level of income. The precautionary motive refers to meeting 
unforeseen needs and again the main factor is the level of income. Finally, the spec-
ulative motive is related to the interest rate, since when the interest rate on bonds is 
high, it is in the individual’s interest not to retain cash in his/her possession but to 
invest in bonds. Conversely, when the interest rate on bonds is low, then cash is 
retained since it is not advantageous to take on risk at the low interest rate that 
bonds47 have.

In this context, Keynes considered that the basic cause of the problems associ-
ated with speculation in capitalism is the absence from the production process of the 
owner of capital (rentier).48 Thus, the absent owner of capital enjoys high returns, 
slowing down the growth potential of the firm (i.e. the ‘real economy’) as he simply 
can obtain interest because capital is scarce, just as the owner of land can obtain rent 
because land is scarce.49 Consequently, Keynes advocates gradual reduction of the 
financial system by eliminating the ‘rentiers’.50

Moreover, Keynes considered that uncertainty plays a very important role in 
decisions, especially regarding the volatility of investments and the stock market. 
Unlike classical and neoclassical economists who believed in a ‘certain’ return of 
the market to equilibrium, Keynes argued that this was uncertain, since the precari-
ous nature of markets was due to the ever-changing expectations and assessments of 
investors, especially when investors were trying to estimate returns over long peri-
ods of time.51

Therefore, for Keynes, Economics is a science related to psychological and soci-
ological variables such as motivation, expectations and uncertainty, and therefore 
should include moral evaluations.52 While he does not reject the use of Mathematics 
in his analysis, he considers its excessive use inappropriate since increased mathe-
matisation can obscure the many-faceted interdependencies of reality and the analy-
sis may be reduced to a cloud of outdated and meaningless symbols. Finally, 
economic models can be empirically tested using Statistics and Econometrics.53

Immediately after the publication of The General Theory, several studies dealing 
with Keynes’s work were published and led to the formation of modern 
Macroeconomic Analysis. One of the most important such studies is the one that 
developed the well-known IS-LM model.

5.5 Financial Sector
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5.6  The Theoretical Legacy of Keynes

During World War II, Keynes played an important role in the formulation of eco-
nomic policy, serving in the Treasury Department, and had a decisive influence on 
the formation of the international monetary system. In addition, he envisioned the 
creation of the International Monetary Fund (IMF) and the World Bank (WB) and 
believed that economic problems were universal in nature and should be treated 
as such.54

After the financial crisis of the last decade, many economists, politicians, bank-
ers, businessmen, analysts and journalists turned to both Marx’s work, which 
showed a sharp increase in sales,55 and Keynes’s work to imbibe their teachings. In 
fact, as the then Federal Reserve Central Banker Alan Greenspan56 admitted in 
2008, he was wrong to believe that the private interests of institutions, especially 
banks, were capable of protecting their shareholders and their capital during a deep 
recession.

The theories of classical and neoclassical economists did not seem to be able to 
predict or explain why the market did not ‘self-regulate’ during the financial crisis 
of the previous decade. Perhaps the mispricing of uncertainty highlighted by 
Keynesian theory was a critical element in the development of the crisis, especially 
after nearly three decades of economic ‘liberalisation’.

In any case, Keynes’s ‘return’ after the crisis was impressive. A coordinated 
package of measures emerged in order to prevent a complete collapse of the global 
economic system, by stimulating the total economy.57 Several analysts believe that 
this prevented the worst from happening to the global economy, which began to 
recover slowly after 2010. However, the debt crisis in various countries like Greece, 
with the cutting of public spending and the raising of taxes to reduce deficits, led to 
harsh austerity measures and proved the short-lived nature of the Keynesian 
parenthesis.58

Overall, we could say that Keynes’s contribution to Economics is both his 
emphasis on the macroeconomic aggregates in the analysis of a social and economic 
formation as opposed to the microeconomic perspective of the individual economic 
unit and his rejection of the thesis that the free market alone resolves recessions, as 
prices and wages are ‘automatically’ adjusted. Instead, he introduced the idea, 
which has become widely accepted, that to a greater or lesser extent, state interven-
tion is needed in order to smooth out the fluctuations in the economy but also to 
enable poorer countries to pursue higher levels of growth. In the same context, the 
idea that full employment could only be maintained through government spending 
was particularly important.59 Therefore, Keynes’s work continues to be relevant 
through the ongoing crises and recessions experienced by the global economy.

Key Takeaways

• There could be a long-term recession below full employment.
• Individuals’ desires create demand, which leads to increased production.
• Smoothing out economic fluctuations requires state intervention.
• The free market tends to create an unfair distribution of income.
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• Economic decisions are affected by uncertainty.
• Psychology and sociology are part of Economics.
• In order to shrink the financial system, speculators should be removed.
• Mathematical and statistical models can be reasonably used in Economics.

Revision Questions

• How is Keynesian Theory related to the ‘Great Depression’?
• What is ‘Say’s law’?
• What is Keynes’s position on public spending?
• What is the New Deal and what is Keynes’s role?
• Which position does Keynes take on profitability?
• What is Keynes’s view of the financial system?
• What is Keynes’s main contribution to Economics?
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6Joseph Schumpeter (1883–1950)

 C Learning Objectives

After having studied this chapter, the reader should be able to:

• Define ‘economic development’ according to Schumpeter.
• Analyse the meaning of ‘creative destruction’ in the economy.
• Formulate the ‘Schumpeterian hypothesis’.
• Analyse Schumpeter’s view on entrepreneurial activity.
• Describe Schumpeter’s ideas on the future of capitalism.
• Present briefly Joseph Schumpeter’s contribution to Economics.

 C Summary

Joseph Alois Schumpeter was an influential economist of the twentieth century 
who was involved actively in business and economic policymaking. He investi-
gated the activities of innovative companies and their relationship to the economic 
development and prosperity of society. Technological innovations are considered 
by Schumpeter to be the force that may have the potential to lead the economy to 
a dynamic flow, thus allowing profits to be formed. Profits, Schumpeter argues, do 
not come from the ‘exploitation’ of labour, but are the result of a completely dif-
ferent process. Entrepreneurship for Schumpeter is the starting point of the growth 
process, which cannot be understood without innovation. Furthermore, the eco-
nomic system cannot be boosted without entrepreneurial activity.  Schumpeter 
defines development as follows: the introduction of a new commodity; the intro-
duction of a new method of production; the opening of a new market, the conquest 
of a new source of raw materials or semi-processed goods; the execution of a new 
organisational structure of any industry. Furthermore, he believed that capitalism 
was doomed to failure. There is no reason to believe that this is a result of the 
system’s inability to control successive crises nor is it related to the uprising of the 
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working class, but rather to a change in the general economic climate. According 
to Schumpeterian theory, monopoly and oligopoly market structures, as well as a 
large economic unit, are positively related to technological progress and innova-
tion. As a result, Schumpeter considered capitalism to be a form or method of 
economic change, while this process of ‘creative destruction’ is an essential fea-
ture of capitalism.

6.1  Introduction

Joseph Alois Schumpeter was born in 1883, that is the year Karl Marx died and John 
Maynard Keynes was born, in Triesch, a small town in the Austrian province of 
Moravia, then the Habsburg Empire and now part of the Czech Republic. His grand-
father owned a textile factory, which was taken over by his father, who passed away 
when Joseph, the only child in the family, was 4 years old. His mother married, 7 
years after his father’s death, a prominent general. Young Joseph went to a private 
school where children belonging to aristocratic circles usually went. The aristo-
cratic manners and habits he acquired in his childhood were something that would 
follow him for life.1

In 1901, Schumpeter enrolled at the Faculty of Law of the University of Vienna, 
and in 1906 he received the title Doctor utriusque iuris (Doctor of Law) because 
in Vienna, as in other European cities, Economics was taught at the Faculty of 
Law. Schumpeter stood out for his academic achievements from an early age at 
the University of Vienna, which was an important centre for the study of 
Economics.2

In 1905, he took part in the seminar of Boehm-Bawerk, Professor at the University 
of Vienna, when he returned to his academic career after serving as Minister of 
Finance. During his studies as an undergraduate student, he published three articles, 
and his ambition was to pursue a career as a professor and civil servant. Schumpeter 
married in 1907, at the age of 24, Gladys Ricarde-Seaver, 12 years his senior, and 
the daughter of a Church of England official. This marriage actually ended with the 
end of World War I, and Schumpeter declared himself ‘unmarried’.3

In 1909, Schumpeter was appointed assistant professor at the University of 
Czernowitz, the easternmost province of Austria, now part of Ukraine. Between 
1911 and 1919, he taught Political Economy as a first-rank professor at Graz. In 
1913, at the age of 30, he worked as a visiting professor at Columbia University in 
the United States.

In 1908, at the age of 25, he published his first important book, Das Wesen und 
Hauptinhalt der theoretischenNationaloekonomie, and in 1912, his well-known 
Theorie der wirtschaftlichen Entwicklung (Theory of Economic Development), 
while every year he published a series of important and particularly long articles in 
scientific journals. By the end of his university studies, he had studied in-depth 
much of the economic literature, both classical and modern, especially 
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Anglo- Saxon. The two most important intellectual influences on Schumpeter’s 
work probably come from Leon Walras and Karl Marx.4 From the former, he was 
taught the emphasis on the interdependence between economic variables, while 
with regard to Karl Marx, Schumpeter admired his understanding of the process of 
economic change.

In 1918, Schumpeter, after retiring from the university, was a member of the 
German Socialisation Commission, signing the report that suggested the socialist 
course as the only way to increase economic efficiency, and his participation was 
often used as ‘proof’ of his socialist convictions.5 In fact, when asked how a propo-
nent of private initiative could be a member of such a committee, Schumpeter 
famously replied that ‘if someone wants to commit suicide, it is good that a doctor 
is present’.6

The following year, the Social Democrats emerged as the strongest party in 
Austria and Joseph Schumpeter served as Minister of Finance in that government. 
In 1921, after leaving the University of Graz, he was appointed president of a his-
toric banking house (Biederman Bank) and when the bank went bankrupt (1924) as 
a result of hyperinflation in Germany, Schumpeter returned to academia. Schumpeter 
refused to protect himself under the umbrella of bankruptcy laws. Instead, he repaid 
his creditors in full, losing all his capital and part of his income for the next 10 years.7

In 1925, he accepted an academic position at the University of Bonn in Germany, 
after having spent a very brief period as a visiting professor in Japan. In the same 
year, at the age of 42, he married Anna Josefina Reisingero who was then 22 years 
old and whom he had known since childhood, despite his mother’s objections to her 
‘humble origins’ and her parents’ objections to the age difference that separated 
them. The following year, Schumpeter’s wife died in childbirth, as did the infant. 
During this period, he also lost his mother. Although obviously affected by these 
losses, he devoted himself to hard work, and his stay in Bonn proved to be extremely 
fruitful and productive with sixty-five publications. Schumpeter sent part of his 
financial earnings to his late wife’s parents, which he continued to do until the end 
of his8 life.

In 1931, after a semester at Harvard, he visited Japan for lectures, as well as 
Germany, and left Bonn in 1932. From 1932 until his death in 1950, he taught at 
Harvard University in the United States, receiving the highest possible return pro-
vided for professors, with which he supported friends and former students and paid 
off his remaining debts from his time in Vienna. Although he was a distinguished 
and successful professor, Schumpeter suffered from anxiety and melancholy, and 
indicative of this was that he measured his work productivity on a daily basis.9

Finally, Schumpeter was one of the founders of the Econometric Society, and its 
president (1937–1941), as well as the first non-American economist to serve as 
president of the American Economic Association since 1948. In 1937, at the age of 
54, he married Elizabeth Boody Firuski, 15 years his junior, with whom he lived for 
the rest of his10 life. Schumpeter died in his sleep on 8 January 1950.11

6.1 Introduction
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6.2  The Creation of Profit

In his Theory of Economic Development, Schumpeter presents his version of how 
the capitalist system develops and is reproduced. Schumpeter introduces us to a 
completely stationary capitalist world in which the element of change and evolution 
is non-existent, in which stagnation is the norm of economic reality.12 As a first 
point, Schumpeter’s analysis of the capitalist system is devoid of capital accumula-
tion, the element that is responsible for growth in Smith, Marx and Keynes. Thus, 
Schumpeter believed that stagnation provided the ideal environment for capitalism 
to flourish.13 According to Schumpeter, the automatic repetition of our actions 
results from the cumulative experience of man and his nature.14 Economic life lacks 
the element of challenge, as people tend to repeat the economic course that they 
have empirically found to be in their best interest.15

This stagnant state is characterised by perfect competition, full adjustment to 
equilibrium, and no net saving or credit. Income is spent on consumer goods pro-
duced in the previous period. But given that production processes are synchronised, 
each supply is matched to its own demand at expected prices, which barely cover 
unit costs. Money may be committed without losing something important that is 
happening in the economy. The economic situation can only change under certain 
circumstances (e.g. situations such as population growth, wars, etc.), but 
Schumpeter’s interest does not lie there. By the term development, he refers to those 
changes in economic life which are not imposed from outside but come from 
within.16 He was therefore suggesting that there was a source of energy internal to 
the system which would in itself disrupt any equilibrium that could be achieved. On 
the basis of the above, one could say that Schumpeter focused on ‘endogenous’ 
changes.

Schumpeter defines innovation as follows: (1) The introduction of a new good or 
a new quality of good. (2) The introduction of a new method of production. (3) The 
opening of a new market. (4) The acquisition of a new source of supply of materials. 
(5) The execution of a new organisational scheme.17

 C An important feature of this stagnant flow in the economy is the fact that 
competition will have eliminated all profits in excess of the ‘value’ of one’s 
contribution to production, since it argues that competition between the big 
capitalists leads the race and forces them to pay workers the full value of the 
product they produce.

In this context, the capitalist receives nothing beyond his salary as a manager. 
Therefore, the contribution to production derived from capital goods that he owns 
will have been absorbed by the value of the labour and resources expended in pro-
duction. Consequently, Schumpeter argues that in a stagnant, non-evolving econ-
omy, there is no room for profit.

But, according to Schumpeter, the force that could lead outside this stagnant flow 
to a dynamic flow, which would allow the formation of profits, is the introduction of 
technological innovations. Profits, Schumpeter argues, do not come from the 
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‘exploitation’ of labour power, but are the result of an entirely different process. 
More precisely, only the force of the introduction of new technological innovations 
can break the ‘routine’. Thus, as a result of these innovations, a new income flow is 
created that is not attributable either to the contribution of labour or to the contribu-
tion of capital. Instead, it requires a new production process, which enables the 
innovative capitalist either to produce and market exactly the same products at 
lower costs or to introduce completely new products and to outperform his competi-
tors by dominating the market.18

6.3  The Innovative Entrepreneur

The new income stream resulting from the introduction of innovation, as shown in 
the previous analysis, is not a continuous and permanent income stream. It is an 
entirely temporary gain, unless this advantage is systematically ‘cultivated’. 
Innovation therefore requires the existence of an (innovative) person who imple-
ments the combination of factors of production in an innovative way. These innova-
tive people within the firm, that is the ‘revolutionaries of production’, Schumpeter 
called them entrepreneurs and made it clear that these entrepreneurs are not ordi-
nary capitalists, but people who constantly bring about change and who do not 
belong to a particular social class.19

Schumpeter believes that innovations are the work of pioneers and believes that 
behind the new business innovation follows a series of would-be imitators, so the 
discovery becomes more widely known and ‘copied’. Thus, it is deprived of its 
comparative advantage even though, at the same time, the investments made to dis-
seminate and copy it had led to economic growth. Thus, the dynamics of the capital-
ist system, according to Schumpeter, contrary to what, for example, Marx would 
have believed, rests not on the class struggle but on the innovative entrepreneur.20

In Schumpeter’s work, the innovative entrepreneur is not necessarily the same 
person as the profit maker, despite the fact that he created the profits. Rather, the 
profits go to the owner of the firm, who has also taken the risk of financing these 
new innovations, possibly assisted by the granting of credit inherent in the 
Schumpeterian system.21 Moreover, entrepreneurship is not a profession, a skill or a 
title that can be passed down from generation to generation. Rather, it is a distinct 
form with leadership skills related to identifying and exploiting business opportuni-
ties and for which society as a whole does not seem to have much respect or even 
appreciation.

Therefore, given the lack of direct entitlement to profits and the lack of social 
recognition, why does the innovative entrepreneur undertake this task? Schumpeter 
explains that first of all there is the dream and the desire to establish a private king-
dom and then there is the desire for conquest, that is the impulse to compete, to 
prove himself superior to others, to succeed not for the fruits of his success but for 
success itself. Finally, there is the joy of creating, of achieving goals or simply of 
exercising one’s energy and imagination.22

6.3 The Innovative Entrepreneur
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Therefore, the dynamics of the system is in the hands of a non-capitalist elite and 
the historical evolution of the system is based on the influence of this leading elite 
on the ‘static’ economy. However, the interpretation of the gaps in the ‘cyclical’ 
behaviour of technological innovations remained a question to be explored.

6.4  Innovations and Business Cycles

According to Schumpeter, technological change in the capitalist process is incessant 
and discontinuous. It is fuelled by the introduction of new combinations of factors 
of production or by the discovery of new ways of producing commodities by the 
entrepreneur. Thus, innovations are defined simply as either ‘other things’ or ‘the 
same thing by a different method’. They are ‘new combinations’ introduced by ‘new 
people’ through the creation of ‘new enterprises’. Entrepreneurship for Schumpeter 
is the starting point of the growth process, which cannot be understood without 
innovation. Similarly, without entrepreneurship, there can be no economic effi-
ciency to the capitalist process.23

What needs to be interpreted is the ‘discontinuity’ of innovations and growth in 
capitalism. We have seen that entrepreneurs are the ‘revolutionaries’ of the produc-
tion process. Their motivation to innovate is consistent with their strong desire to 
become members of the capitalist class, since being an entrepreneur is the way to 
become a member of the capitalist class.24 However, every time they achieve this, 
they lose their ‘revolutionary’ spirit.

Future inventors do not independently have the purchasing power to control the 
productive forces needed to introduce new innovations. In a social organisation 
where private ownership of the means of production and individual production are 
given, the basic function of banks is to grant credit in favour of entrepreneurs to 
overcome the barriers to innovation. The inflow of new purchasing power increases 
the demand for labour and land and thus creates upward pressure on wages, incomes 
and income.

Credit is granted to entrepreneurs before they contribute to the new flow of 
goods. The financing of entrepreneurs, however, is hindered by a short-term money 
rate. New firms will be able to pay the interest rate, which is perceived as a tax on 
entrepreneurial profit, if and when their new supply is introduced to the market and 
they start to make a profit. Old firms are replaced by new firms unless they manage 
to ‘copy’ competitors. As long as the first innovative firms help to reduce social 
resistance to innovation and lead to reorganisation of old firms, they introduce a 
second wave of innovation.

 C The economic system fails to adapt automatically to these changes and moves 
away from equilibrium. The partial imbalance, introduced endogenously by 
entrepreneurs, can only decompose into a generalised imbalance characterised 
by a change in prices and quantities. As traditional entrepreneurial activity 
declines, adaptive behaviour and competition settle in. The economic system 
approaches, once again, a new cyclical flow in which profit disappears. This 
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is the fundamental two-phase cycle of growth and recession. This simple 
biphasic cycle is the basic core of the capitalist process, according to 
Schumpeter.

Schumpeter goes on to describe a second approach, the four-phase cycle, in 
which recovery leads to growth and decline leads to recession. Here, credit is used 
as an explanatory factor, not only for financing innovation but also for the general 
accumulation of capital, and over-financing through credit leads the cycle to uncer-
tainty and instability, followed by decline and recession.

 C Schumpeter introduced as an explanatory scheme the large-scale innovation 
processes that feed the 45–60  year Kondratieff cycle, medium-sized 
innovations that feed the 8–11  year Juglar cycle and the 3–5  year Kitchin 
cycle based on changes in stocks. Large innovations and inventions associated 
with the first cycle are those that cause fundamental changes and effects, such 
as the automobile and the steam engine. Still, regarding the generalised 
recession, Schumpeter argued that this was the result of the unfortunate 
coincidence of three different types of business cycles reaching their lowest 
point simultaneously.25

6.5  The Future of Capitalism

For Schumpeter, capitalism’s survival was dependent on the values and morals it 
embodied. However, this faith seemed to be eroding despite the fact that the system 
was enjoying economic prosperity.26 For Schumpeter, the capitalist system, just like 
a machine, needed fuel to keep itself alive, and this translated into the necessity of 
active entrepreneurship.27 As the economic basis of the capitalist system gives it a 
rational and critical sign, it is ultimately the very mentality of capitalism that will be 
the cause of its28 end.

Schumpeter saw the fall of capitalism and the rise of socialism as inevitable.29 He 
argued that when we speak of capitalism, we mean an evolutionary process.30 The 
process of ‘creative destruction’ has been the basic characteristic of capitalism his-
torically. He believes that capitalism is by nature prone to economic change and, in 
this spirit, the process of entrepreneurial change brings about a revolution in the 
economic structure from within, destroying the old and creating something new. 
This process of ‘creative destruction’ is the basic characteristic about capitalism.31 
That is, he sees as the most important element of capitalism the ‘process of creative 
destruction’ and the constant change and evolution, the invention and creation of 
new products, new technologies and new markets. In other words, the economy is in 
a state of flux, fuelled by technological innovation. To Schumpeter, the concepts of 
‘capitalism’ and ‘stability’ are contradictory to each other.32

Schumpeter also advocates a person-centered rather than a class-centered sys-
tem, which implies that he deconstructs the class system and introduces a different 
type of individuality. In summary, entrepreneurship consists of exploiting new dis-
coveries or, more generally, untested technological possibilities in order to manu-
facture new products or to rework old products in a more efficient manner, to open 
up new markets or sources of raw materials, to reorganize industries, etc.33

6.5 The Future of Capitalism
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Schumpeter begins an attempt to demonstrate that capitalism is doomed with his 
question ‘Can capitalism survive?’.34 The question remains, however, what ulti-
mately contributes to the collapse of the system? The capitalist process has, as we 
have seen, reduced the importance of the function through which the capitalist order 
is aspired to. As we have seen, capitalism creates a critical mentality that, after 
destroying the moral authority of so many other institutions, now turns against itself.

In this way, the end of the capitalist life cycle is coming. The ‘bureaucratised’ 
gigantic unit ‘expels’ the small and medium-sized enterprise and ‘expropriates’ its 
owners. And, in the end, it also expels the entrepreneur and expropriates the bourgeoi-
sie, which in its development will lose not only its income, but something infinitely 
more important, its function. In this way, the capitalist life cycle is coming to an end. 
Consequently, bureaucracy will predominate over personality and character, and inno-
vation will become a routine effort. Therefore, the end of capitalism will be brought 
about by the change of climate and atmosphere, not by the inability of capitalism to 
control successive crises following one another or by the uprising of workers.35

6.6  The Schumpeterian Hypothesis

The analysis of the market structure, the size of the economic unit and the condi-
tions conducive to technological progress led to the so-called ‘Schumpeterian 
hypothesis’, which can be summarised as follows: ‘the monopolistic/oligopolistic 
market structure and the large size of the economic unit are positively related with 
technological progress and innovation’. In Capitalism, Socialism and Democracy, 
Schumpeter rejected perfect competition and argued that full competition cannot 
promote technological progress. In particular, he argued that monopolies have a 
very important ability that makes them superior to competitive capitalism. More 
specifically, the monopoly has at its disposal superior methods which are not at all 
or not so easily available to the competitors.36According to Schumpeter, innovations 
were creators of ‘temporary monopolies’. He believed that the main difference 
between them is that innovations are temporary and last until other firms catch up, 
whereas oligopoly power lasts longer as it is based on a barrier (usually economic 
or legal) that excludes the entry of other firms.37

The periodisation of competitive capitalism is based, first and foremost, on the 
knowledge that has been accumulated historically about the course of capitalism. In 
this respect, Schumpeter distinguished two major periods:38

 (a) The period of competition dominated by small businesses lasting until about the 
year 1880.

 (b) The period of oligopolistic competition dominated by large firms and mono/
oligopolistic structures. This period lasts from 1880 to the period of writing 
his book.

Moreover, according to Schumpeter, the superiority of monopolistic capitalism 
rests upon another factor, namely its ability to increase the sphere of influence of the 
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best and to reduce the sphere of influence of the worst.39 Thus, Schumpeter argued 
that competition is not able to promote technological change and development40 
since a perfectly competitive enterprise is inferior in technological productivity41, 
and hence perfect competition is both inferior and lacks the credentials to be consid-
ered an ideal model of productivity. This rejection is mainly based on the following 
reason: The system of perfect competition cannot lead to excess profits and thus 
fails to create real incentives for the development of innovative activity and risk- 
taking on the part of the economic unit.42

We note that Schumpeter contrasts the competitive firm with the large firm imply-
ing that the monopolistic character of a firm is consistent with the large size of the 
firm.43 He wrote that the monopoly has been practically identified with the large- 
scale enterprise. Hence, the second key element of Schumpeter’s hypothesis is that it 
is the large firms in the industry that lead the race of technological progress and 
innovation. He argued that only large firms have sufficient resources to undertake 
innovative actions and technological improvements.44 Lastly, he concluded45 that we 
must accept that the large enterprise has necessarily happened to be the most power-
ful engine of progress and especially of the long-term development of total production.

6.7  The Theoretical Legacy of Schumpeter

As we have seen, Joseph Schumpeter’s often unconventional positions, combined 
with his historical approach, have caused a lot of controversy about his theoretical 
classification. Schumpeter was also concerned with presenting his work in a purely 
analytical manner, free from ideological influence. Schumpeter attempted to inves-
tigate the activity of innovative enterprises and their relations with the well-being of 
society and economic growth.46

In light of the above, it is particularly difficult to categorise Schumpeter’s work 
within a single school of thought. Accordingly, Schumpeter abandons Adam Smith’s 
view of the individual as a ‘trader’, and instead treats him as a rational thinking 
individual guided by psychological motives. Moreover, he is not in agreement with 
the neoclassical view of the market as being competitive and accepts the existence 
of equilibrium, but not as a general principle.47

Schumpeter’s analysis is based on the implicit principle of satisfying individual 
motives without implying that society is substituted for the individual; he simply 
emphasises the importance of the individual motives (methodological individual-
ism). Furthermore, Schumpeter disregards the central importance of the concept of 
labour, one of the defining characteristics of Classical Political Economy.

As for methodology, he argued that historical and abstract methods do not con-
tradict each other, and he rejected methodological absolutism by advocating a two- 
fold approach to Economics involving both qualitative and quantitative research. 
Moreover, he suggested that theories should be developed to describe economic 
phenomena, often based on empirical evidence, as the complexity of economic phe-
nomena makes it difficult for theories to predict economic phenomena in the 
future.48

6.7 The Theoretical Legacy of Schumpeter
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 C Due to Schumpeter’s use of dynamic approaches to general equilibrium, the 
emphasis that he places on individual psychological motivation, and his 
incorporation of mathematical and econometric techniques, as well as 
eliminating the central role of the concept of work, he shows similarities to 
neoclassical Walrasian approaches, whose principles he frequently modifies.

 C In the 1930s–1950s, the Keynesian Revolution completely eclipsed Schumpeter’s  
theory of growth and innovation, followed in the 1950s–1960s by Solow’s 
growth theories, which were, in turn, replaced by the New Growth Theory. 
Since the 1980s, however, Schumpeterian issues have been the subject of 
renewed debate, as industrialised countries are facing major development 
challenges, innovation has been elevated to a social problem, and the economic 
fluctuations associated with capitalist growth have been the subject of intense 
debate and sustained analysis.

Due to the revival of interest in Schumpeter’s work, what is now referred to as 
the (neo)Schumpeterian Political Economy49 and other similar approaches friendly 
to the Schumpeterian tradition came into existence, such as Evolutionary 
Economics and Institutional Economics. As a result, one can examine the structures, 
institutions and processes that determine the extent to which innovations are created 
over time, as well as the contribution these innovations make to economic growth. 
A strategic, cognitive and organisational approach is taken in order to understand 
entrepreneurial behaviour.

Key Takeaways

• Technological innovation could lead the economy to a dynamic flow.
• Entrepreneurship is the starting point of the growth process.
• A socialist society will eventually replace capitalism.
• The process of ‘creative destruction’ is a basic characteristic of capitalism.
• Large firms and monopolies/oligopolies promote technological change.

Revision Questions

• How are profits created in the economy?
• What causes business cycles in the economy?
• According to Schumpeter, what is the future of capitalism?
• What is the ‘Schumpeterian Hypothesis’?
• What is the mechanism of Schumpeter’s ‘creative destruction’?
• What school of economic thought does Schumpeter belong to?
• What is Schumpeter’s main contribution to Economics?
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7Friedrich Hayek (1899–1992)

 C Learning Objectives

After having studied this chapter, the reader should be able to:

• Present Hayek’s views on the dissemination of knowledge.
• Analyse his approach regarding the business cycle.
• Explain Hayek’s ideas on the role of credit money and interest rates.
• Formulate his ideas on ‘market socialism’.
• Analyse Hayek’s point of view on the role of the state.
• Present briefly Friedrich Hayek’s contribution to Economics.

 C Summary

Hayek is an economist whose work is fully compatible with today’s dominant eco-
nomic and political system. According to Hayek, the free market is the best way to 
organise economic life and society. As such, he rejected both Keynesianism and 
Socialism as well as any other theory that allows the state to play a significant role 
in the functioning of economic life and society. One of Hayek’s most enduring con-
tributions to Economics and Political Philosophy is his position that free choices by 
individuals lead to a better distribution of resources, while the involvement of the 
state in economic activity tends to distort it, leading to undesirable results. Given 
that monetary quantities, and in particular money, play a very important role in 
economic fluctuations, Hayek sought to adapt the neoclassical analysis of General 
Equilibrium to his theory of dynamic business cycles. It is possible for the economy 
at times to slow down, to move between ascending and descending phases without 
apparent periodicity, as if it were oscillating. An economy based on monetary policy 
should maintain a ‘neutral’ stance in order not to disrupt the market’s real exchange 
relations. According to Hayek, the authorities are aggravating the operation of the 
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economic system.  The theory of Hayek was that long-term large-scale projects, 
because of the large amount of time required for completion, become less profitable 
over time, leading to increased unemployment once they are cut, suspended or even 
cancelled. The ‘socialist’ idea that all knowledge can be concentrated within the 
minds of one or at best only a very small number of individuals who formulate the 
equations to be solved is non- reasonable, according to Hayek. Finally, in contrast to 
other neoclassical economists, Hayek strongly disagreed with the idea that 
Economics should be directly comparable to Physics.

7.1  Introduction

Friedrich von Hayek was born in 1899 in Vienna, into a noble family. His father was 
a doctor and taught as a lecturer at the University of Vienna,1 and his mother the 
daughter of wealthy landlords. Friedrich became friends with the philosopher 
Ludwig Wittgenstein, who was a distant cousin. At the age of 15, he decided to take 
up Political Philosophy and Economics, although he was not a very good student at 
school. It is indicative that at the age of 14 he failed his Latin, Greek and Mathematics 
classes and was forced to repeat his class.2

In 1917, just before he turned 18, he joined the Army and fought in World War I 
in Italy in an artillery battalion. As he later stated, this was a particularly defining 
experience that led him to pursue an academic career in order to help avoid the mis-
takes that led to war. During the war, he studied all the Schools of Economic Thought 
and Political Philosophy that had existed up to that time. In 1918, he studied Law at 
the University of Vienna, receiving his B.A. in 1921.3 In the summer of 1922, he 
began a thesis on productivity, which he successfully completed in the spring of 
1923.4 During his studies, he was primarily interested in Political Science, Philosophy 
and Economics, and he was affiliated to the (neo-)liberal school of thought.5

Vienna at that time was experiencing a particularly difficult period with food and 
fuel shortages, hyperinflation and an atmosphere in favour of Marxism, Socialism, 
centrally managed economy and the welfare state. However, Hayek never embraced 
these approaches.6 Carl Menger was then the dominant figure of the Austrian School 
of Thought in Economics at the University of Vienna, which promoted private prop-
erty and full freedom of action for individuals, in contrast to the revolutionary climate 
of the time. In fact, it was Menger who first described the concept of a ‘spontaneous’ 
order derived from the application of laws that allows individuals to prosper in society. 
Later, as we shall see, Hayek adopted this very concept in his theoretical system.7 At 
the same time, he attended the famous private seminars of the prominent member of 
the Austrian School, Ludwig von Mises, where both the dominant role of individuals 
in the economy and the theory of business cycles8 were discussed.

In 1921, he began working on National Accounts, while also teaching at the 
University of Vienna. Two years later, he went, on Joseph Schumpeter’s recommen-
dation, to New York University to continue his studies and also to work as a research 
associate. However, he never completed the Ph.D. he started there in business cycle9 
theory. At the same time, hyperinflation in Austria was driving his family into pov-
erty, and he returned home. In 1927, he began to write systematically against both 
monetary and fiscal policies in the economy.
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Thus, while Keynes was developing his economic theory at Cambridge, the 
Austrian political philosopher and economist was formulating his own theoretical 
approach and preparing to move to London to later receive the Nobel Prize in 
Economics for ideas that rejected both Keynesianism and Socialism, as well as any 
other theory that allowed the state to play an important role in the functioning of 
economic life and society. For, as we shall see later, he considered the free market 
to be the best way of organising the economy.10

In 1931, he moved to the prestigious London School of Economics (LSE) at the 
invitation of Lionel Robbins, Keynes’s theoretical rival and chairman of the Economics 
Department, who was cultivating liberalism at LSE,11 as opposed to Cambridge 
Keynesianism. Hayek’s move to London contributed to the spread of the Austrian 
theory of the business cycle, which had been formulated in 1912.12 Because of Nazism, 
he was unable to return to Austria, so in 1950 he moved to the famous Chicago School, 
the American centre of (neo-)liberalism. Hayek, however, did not join the Economics 
Department due to its dominance by the Neoclassical School which favoured the 
modelling of Economics after Physics, an idea which Hayek opposed.13

In 1962, he left America to return to Germany, and to the University of Freiburg, 
where he stayed until 1969. He then moved again to America (U.C.L.A.), then to 
Austria (University of Salzburg) and finally back to Freiburg in 1977.14 There, he 
stayed until the end of his life in 1992 at the age of 92, having received the Nobel 
Prize in Economics in 1974, and having witnessed the collapse of the centrally 
planned Soviet Union and the fall of the Berlin Wall.

7.2  Business Cycle

Hayek was a supporter of the free market ideology and subscribed to the view of—
among others—Smith and Walras that the total power of the myriad transactions in 
an economy is what ‘drives’ the market.15 Hayek tried to adapt the neoclassical 
analysis of General Equilibrium to his theory of business cycles with a dynamic 
character, given that monetary variables, especially money, played a very important 
role in economic fluctuations. However, this could not easily happen since in the 
theoretical model that Walras had developed, money16 was not included. Moreover, 
he believed that for the purposes of the dynamic analysis of economic fluctuations, 
the concept of equilibrium and the theoretical implications arising from it would 
have to be revised.17

In this context, he argued that in some periods, the economy slows down and 
may move between upward and downward phases with or without periodicity, as if 
it were oscillating. His theory of the business cycle was based on the concept of 
‘natural prices’, and more specifically on the concept of the ‘natural rate of interest’, 
that is, the price at which savings equal investment, so that we are in ‘equilibrium’. 
At certain stages, as we shall see, the interest rate deviates from the natural rate in 
equilibrium, in which case it is either higher or lower and is therefore ‘out of 
equilibrium’.18

Thus, periods of excessive credit and over-investment mean that investment will 
continue to increase as firms look to further increase their profits. This increase in 
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economic activity beyond the ‘normal’ path due to the desire to increase firms’ 
profits eventually leads to recession, through two mechanisms, which we will see 
below, and for which the central authorities19 are responsible.

Under one mechanism, the banks reduce the lending rate, which expands the 
supply of money, resulting in an explosion of investment as individuals and firms 
benefit from ‘cheap’ money. In the second mechanism, when expectations about the 
future of the economy are positive, firms wish to borrow more money to anticipate 
an increase in interest rates due to the upcoming increase in demand for loans. So, 
the central bank, in a ‘liquidity injection’, increases the amount of money to com-
mercial banks and so they now increase liquidity, thus keeping the interest rate low 
to attract new loans.

In other words, in both of the above cases, there is credit expansion that keeps the 
interest rate low, resulting in overinvestment and overborrowing that often results in 
both inefficient uses or inability to repay loans and high interest rates due to 
increased demand. The central bank then intervenes by providing liquidity in order 
to reduce the interest rate. Thus, according to Hayek, the opposite should have been 
allowed to happen, that is, the interest rate should have been allowed to rise in order 
to keep lending under control.20

He wrote that these facts make money a kind of loose link in the otherwise self- 
directing mechanism of the market, a loose link that can hamper the adjustment 
mechanism and cause, on a recurrent basis, the orientation of production in the 
wrong direction.21 Thus, for Hayek,22 the central management of the quantity of 
money does not allow the formation of those prices that are necessary for equilib-
rium in a production23 economy. Therefore, monetary policy should remain ‘neu-
tral’ in order not to disturb the real exchange relations that are formed in the 
market.24 Consequently, the authorities act as a burden on the functioning of the 
economy, according to Hayek.

Another of his main reservations about the role of the central bank stemmed from 
the fact that he believed that a monopoly on money issuance, even if it were neces-
sary in times of financial constraint, would result in non-‘neutral’ economic inter-
ventions as we have seen before, and for this reason he proposed the issuance of 
private money.25 However, in the end, Hayek eventually accepted the necessity of a 
central bank, as is nowadays a common practice.26

7.3  The Role of Time

Among Hayek’s most important factors in the business cycle is time, as it plays an 
important role in the allocation of physical capital, such as machinery, buildings and 
other assets. Because long-term major projects require sustained investment over 
time, they lead to a rise in the prices of materials, equipment and labour. This, in 
turn, leads to an increase in the interest rate in order to offset the increased demand 
for loans. Thus, an increase in the credit money will lead to a very large rise in the 
interest rate which will result in the end of the growth phase. Consequently, 
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long- term large projects, because of the time it takes to implement them, are now 
becoming less profitable.27

Thus, given that in the aforementioned analysis, time plays an important role, two 
quantities of goods at different times should, in essence, be considered as two differ-
ent goods. Precisely because of the introduction of time as a parameter in the study of 
economic phenomena, they become ‘dynamic’, and thus the ‘expectations’ of the eco-
nomic conditions that will prevail in the future play an important role. That is, in order 
for General Equilibrium to be achieved, individuals must be able to continuously pro-
duce correct predictions about future conditions of the economic system, which 
formed the basis for the so-called Rational Expectations Theory, but also for other 
approaches adopted and further developed by the economist John Hicks and others. 
However, Hayek never fully adopted this approach by Hicks as well as by other econ-
omists, such as Nicholas Kaldor, because it led to ‘disequilibrium theories’.28

7.4  A Critique of Socialism

Hayek’s most important contribution to Economics and Political Philosophy, for 
which he is remembered, is his view that the ‘free’ decisions of individuals lead to 
a better allocation of resources, while the participation of the state in economic 
activity ‘distorts’ the economy, that is, leads to sub-optimal results.29 He even used 
the Greek terms cosmos and taxis to describe the free economy and the centrally 
planned economy, respectively.30

Thus, the first step was to challenge the idea that market socialism can lead to 
better economic outcomes than the free market. In this context, Hayek had to chal-
lenge the popular idea that socialism, with the help of the market, could achieve 
good economic results.31 The idea of ‘market socialism’ referred to a society with 
state ownership of the means of production and all other elements of the economic 
system as they were.32

 C Thus, in a famous article entitled Economics and Knowledge, he developed 
his interpretation of the operation of the free market as a process of discovery, 
whereby information is dispersed among many economic agents, and within 
the market the various pieces of information are collected, exchanged and 
used efficiently. In other words, ‘the market generates knowledge’.33

In more detail, each individual is the sole owner of specific knowledge and only 
through the free exchange of knowledge and information between economic agents 
can this knowledge be disseminated for the benefit of society as a whole. In contrast, 
in market socialism, he argued that there would be only one central authority, with 
insufficient information and authority over the sphere of individual actions. And this 
situation could only be consciously achieved by someone who possessed the com-
bined knowledge of all individuals.34 So, he questions this by arguing that all the 
knowledge of the market cannot possibly be possessed by a single individual.35

7.4 A Critique of Socialism
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Moreover, in his famous book, The Road to Slavery, Hayek states that free mar-
kets not only ensure better economic outcomes and thus greater prosperity but also 
help to ensure individual freedom. He recommends the least possible interference 
by the state and suggests that we should avoid delegating power and authority to 
permanent public bodies.36 He was of the view that the role of the state should only 
be concerned with establishing general rules, for example, free trade, infrastructure 
projects and anti-crime, while the rest should be left to the full freedom of the indi-
vidual. Moreover, the role of government is to support the individual in order to 
improve their37 knowledge, skills and talents.

Hayek also argued that across the whole spectrum of social action, free interac-
tion between individuals leads to rules that contribute to the progress of society. And 
this progress is not the result of a conscious plan constructed and implemented for 
collective purposes by a central authority, as in market socialism, but has arisen as 
a ‘spontaneous’ result of free, individual will and action.38

7.5  The Financial System

We saw that ‘market socialism’ referred to a society with state ownership of the 
means of production and all the other elements as we know them. Therefore, one 
could say that market socialism is a variant of capitalism, with the only difference 
being the ownership of capital, since the means of production are now state-owned 
or ‘nationalised’. This corresponds to a capitalism without a capital market, that is, 
practically without a financial system.39

In the above context, market socialists argued that a central authority can imple-
ment the Walrasian auction or trial-and-error procedure40 as in the free market 
mechanism. Therefore, this could be achieved after some series of successive auc-
tions (tâtonnement, or trial and error). Hence, accounting prices in a socialist econ-
omy can be determined by the same trial-and-error process by which prices in a 
competitive market are determined’.41

Perhaps the most interesting point of this argument is that since the financial 
system has little or no importance in the Neoclassical, Walrasian system of General 
Equilibrium where we have seen that it is absent, then socialism as a regime of state 
ownership of the means of production without a financial system can be an equally 
‘realistic’ alternative.42

On the other hand, Hayek may have differed in some respects from the neoclas-
sical conception of perfect competition and static equilibrium, but he never rejected 
the free market system. The free market system may not be perfect, but for Hayek, 
it is the only ‘recipe’, since no economic regime can come close to the success of 
competitive free market43 capitalism. Thus, he set out to highlight the role and 
importance of the financial system.

In this context, the required knowledge corresponding to the productive potential 
of the economy cannot be available to anyone without competitive capital markets, 
even if one could collect and aggregate all the decentralised information scattered in 
the economy, because it is through the mechanism of the competitive market that 
knowledge is produced, as we saw earlier (‘the market generates knowledge’).44 At 
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the same time, no economic regime ever reaches a ‘static’ equilibrium. The charac-
ter of any economic organisation is ‘dynamic’, not ‘static’.45

According to Hayek, contrary to the ‘theoretical utopia’ of the neoclassical sys-
tem, decisions in the real world are made on the basis of expected but unknown 
future outcomes. We can attribute to the latter a subjective, for each of us, measure 
of probability. This fact poses a challenging economic problem because it is very 
difficult for central authorities46 to collect the vast amount of information that exists 
in the economy as a whole in order to direct production according to plan.

 C Also, according to Hayek, it is absurd to assume that all knowledge can be 
concentrated in the heads of one or at best a very few people.47 But even if 
there were a way to concentrate all this knowledge in a single brain, the 
fundamental economic problem would be different: most of the knowledge 
used in practice ‘does not exist’ already, since it will be produced by the 
market.48

Therefore, no economic action can be taken without capital pricing and risk 
assessment without being subject to interventions, changes and revisions by a cen-
tral authority. Thus, the entrepreneur’s subjective decisions regarding investment 
and risk-taking will be made on the basis of existing market prices for capital and 
risk, which, despite their imperfections, are still the best information available.49

In other words, prices in the context of competitive markets mobilise the produc-
tion process of the economy. If markets are abolished, the entire rest of the economy 
is undermined. In this case, it would be useless to even find a way to collect and 
aggregate existing information at any given point in time, as the abolition of compe-
tition would undermine the actual content of existing information or knowledge.50

For Hayek, it is precisely this point that market socialists overlooked when they 
adopted the concept of equilibrium under central planning. The restriction of com-
petitive markets, and especially the capital market, creates obstacles to the develop-
ment of the economic system.51 In this sense, Hayek’s argument may well be seen 
as a defence of the thesis that the modern capitalist economic system cannot exist 
without the financial system, that is, without a market for pricing capital and evalu-
ating risk. This is because, as we have seen, the free market system provides the 
incentives for economic agents to create and discover knowledge in order, among 
other things, to devise their economic plans.52 Ultimately, any drastic restriction of 
capital markets jeopardises the reproduction of the economic system.

A first critical analysis within the Austrian school can also be found in Mises’s 
work under the German title Die Gemeinwirtschaft (1922), translated as Socialism 
(1924).53

7.6  Economics as a Science

As a genuine descendant of the Austrian School, Hayek follows their own theoreti-
cal principles which often differ from the dominant neoclassical school with which 
he nevertheless shows enough theoretical relevance, especially with regard to 

7.6 Economics as a Science



86

methodological individualism. More specifically, first, he attempts to demonstrate 
that individual economic decisions taken in an economy are ‘combined’ with each 
other, producing thus the best possible outcomes. Second, he seeks to highlight the 
inferiority of the socialist system, compared to the free market system. Third, he 
introduces the concept of uncertainty in long-term economic decisions, as well as 
the time factor to explain behaviours in the economy. Fourth, he openly argues that 
only a liberal economic system could lead to an increase in the welfare of individu-
als. Finally, fifth, he emphasises the substitution of society for the individual in the 
way economic decisions are made.54

Moreover, as a political philosopher, Hayek expressed many interesting views on 
Economics, often differing from the mainstream. Thus, Hayek strongly opposes the 
view that physical and social phenomena can be treated with the same methodologi-
cal approach, as we have seen in Walras. Precisely to describe this situation, he 
developed the term ‘scientism’, that is, the inappropriate use of the assumptions and 
methodological tools of the Physical Sciences in the Social Sciences that can lead to 
erroneous conclusions.55

There are many reasons why such a practice is completely inappropriate.56 First, 
in Economics, we seek to explain human behaviour, whereas in the Physical 
Sciences, we study physical objects, which means that the research subject is differ-
ent. Second, economic phenomena are ‘subjective’, that is, they are related to the 
opinions, desires and intentions of the individuals who then shape57 them, whereas 
in the Physical Sciences, the various phenomena are not dependent on the human 
factor and therefore have an objective substance, that is, they are ‘objective’. Third, 
in the Physical Sciences, we rely on hypotheses derived from systematic empirical 
observations and generalisations in order to proceed with our analysis, whereas in 
Economics, the hypotheses cannot be determined in an absolute way through sys-
tematic empirical observation, due to the enormous complexity of phenomena and, 
of course, the subjectivism of the researcher who formulates the hypotheses. Fourth, 
in the Physical Sciences, phenomena are traced back to a few known and strictly 
defined causes, whereas in Economics, on the contrary, phenomena are often traced 
back to many unknown and often indeterminate or vague causes. Fifth, a phenom-
enon, for example, in Physics, if it is monitored and interpreted appropriately, its 
development can usually be accurately predicted, unlike in Economics where this is 
very difficult or even impossible.58

Indeed, in his Nobel Prize speech, Hayek attacks those who claim that the 
assumptions and conclusions in Economics should be measurable, and thus opposes 
empiricist approaches, arguing that they create the well-founded fallacy that the fac-
tors that could be ‘identified’ and ‘measured’ are indeed the most important59 ones. 
Indeed, he goes further by arguing that the most important element through which 
empirical support can be given to analytical economic propositions is the develop-
ment of an appropriate explanatory theory to explain the causal relationship between 
different economic phenomena.60

Also, Hayek argued that usually the economic, social and institutional environ-
ment in which theoretical hypotheses are made to explain the choices and decisions 
of individuals differs from the one in which the analysis is carried out, resulting in 
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the questionable validity of the conclusions reached.61 Indeed, Hayek believed that 
the models of Neoclassical Economists taught in Economics textbooks, which start 
from the analysis of perfect competition, serve in reality the aims of those who are 
against the free market. The reason for this is that these models describe a perfect 
situation which no one can or has an incentive to influence. They therefore end up 
distorting the true picture of capitalism which is characterised by constant move-
ment and uncertainty.62

 C Finally, he does not support the historical approach as a means of discovering 
knowledge since he believes that the theoretical framework within which the 
phenomena63 took place must first be established. Consequently, the historical 
evidence, he claims, is nothing more than theories about how certain 
phenomena64 took place in the past.

7.7  The Theoretical Legacy of Hayek

Certain aspects of Hayek’s work are structural elements of the contemporary domi-
nant economic and political system. Thus, the idea that excessive credit expansion 
is the cause of the business cycle is found in many modern analyses and practices 
dominated by austerity policies. Meanwhile, his view that the system is spontane-
ously driven to order through myriad complex transactions continued to prevail and 
dominated many conceptions of the functioning of the economy and the financial 
market. However, perhaps the most fundamental idea adopted by the economic sys-
tem is that of the primacy of market freedom without interference from the state or 
any other central authority in the management of the economy and society. Indeed, 
Hayek and the Austrians’ analysis is perhaps the strongest defence of the market 
system that can be found within modern Economics. For when defending the free 
market system, it was not only ‘market socialism’ that was the opponent but also 
any intermediate attempt to curtail the market system through, for example, 
Keynesian-style interventions.65

We have also seen that perhaps the most important consequence of Hayek’s cri-
tique of market socialism is that the modern capitalist economic system cannot exist 
without the financial system, that is, without a market for pricing capital and evalu-
ating risk because this does not allow economic agents to devise their economic 
plans. Moreover, we have seen that he sought to adapt the Neoclassical General 
Equilibrium analysis to his theory of business cycles with a dynamic character, 
given that both money and time played an important role in economic fluctuations, 
which, in the theoretical scheme that Walras had developed, was not included. Thus, 
he believed that for the purposes of dynamic analysis of economic fluctuations, the 
concept of equilibrium and the theoretical implications arising from it would have 
to be revised.

At the end of the 1930s, Hayek, as had happened earlier with Schumpeter, was 
pushed aside by Keynes, at a time when the world economy was in crisis and thus 
the free economies were ready to receive help from state governments to deal with 
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rising unemployment and inflation. The debates between Keynes and Hayek were 
particularly intense. However, despite the confrontations and tensions, there was, to 
a large extent, mutual respect between the two men, and in 1944 Keynes nominated 
Hayek for a major recognition within the British Academy, at the expense of 
Keynesian economists Joan Robinson. Indeed, Hayek returned the acknowledge-
ment in a letter to Keynes’s widow in 1946, in which he expressed his66 respect.

Hayek, by all accounts, was a teacher without communicative power, lacking 
charisma and with a heavy accent, and his writing was, at times, complex.67 Thus, 
after the dominance of Keynes and the state interventions in the economy that 
became standard practice, Hayek and his debates with Keynes were forgotten.68 
Indeed, it is indicative of the Keynesian dominance that even Hayek’s previously 
neoliberal ideological centre in Britain, the famous London School of Economics 
(LSE), had become ‘Keynesian’.69

However, the story about Hayek does not stop there. When the various econo-
mies entered periods of deep recession in the 1970s due to stagflation, the popular-
ity of Keynesian policies had begun to wane, as it became apparent that they were 
not a panacea. On this occasion, many liberal economists and conservative politi-
cians pulled Hayek out of the closet to advocate a neoliberal path away from state 
involvement and closer to free markets, at a time when Keynesianism and the state 
machine were unable to effectively deal with the chronic problems of inflation and 
unemployment, So, indeed, Hayek, in 1974, received the Nobel Prize in Economics 
at a time when many well-known Harvard and MIT economists did not even know 
his name, as the well-known Nobel Prize-winning economist Samuelson70 admitted.

The influence of Hayek’s doctrine was particularly strong, since both Margaret 
Thatcher in the United Kingdom and Ronald Reagan in the United States pursued a 
programme that would have been the envy of even Hayek himself, with public sec-
tor cuts, numerous privatisations, and support for big business, and both of them 
praised him for his work.71 Indeed, the collapse of the Soviet Union in the 1980s 
was seen as a confirmation of Hayek’s prophecy of the weaknesses of the socialist 
market system and his claims of reduced economic efficiency and curtailment of 
individual freedom. In fact, his books were sold on the ‘black market’ in many 
Eastern European countries and ‘inspired’ many of their72 leaders at the time.

However, despite the collapse of the former Eastern bloc, the current picture of 
the global economy includes many states with a strong public sector, with a domi-
nant presence in the health, education and national security sectors, while interven-
tions continue to take place centrally, for example, by the European Central Bank 
and the Federal Reserve. Finally, many economies have introduced, among other 
simum wages, social benefits and taxes on pollutants, while actions against unem-
ployment and inequality are welcomed by society.73

Meanwhile, modern Economics continues to operate by studying and pursuing 
‘equilibrium’ and largely ignoring profitability, instability and recurrent crises, eco-
nomic cycles, downplaying the role of money and the financial system, while adopt-
ing the assumptions and methods of the Physical Sciences, ignoring the social 
substance of economic phenomena. Consequently, if Hayek were alive today, he 
might not be as happy as he would have wished.
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Key Takeaways

• The ‘free market’ is the best way to organise the economy.
• State’s involvement ‘distorts’ the economy.
• The economy faces instability and business cycles.
• Monetary policy should remain ‘neutral’ in the market.
• A few people can’t hold all the knowledge.
• Physics assumptions and methods should not be used in Economics.

Revision Questions

• What is the role of credit money and interest rate in the business cycle?
• What is the role of the Central Bank and what does Hayek think?
• How does time affect the financial system?
• What is Hayek’s position on (market) ‘socialism’?
• According to Hayek, how is knowledge produced and disseminated?
• What methodological principles did Hayek follow?
• According to Hayek, are the physical and social sciences related?
• What is Hayek’s main contribution to Economics?
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8Milton Friedman (1912–2006)

 C Learning Objectives

After having studied this chapter, the reader should be able to:

• Understand if Friedman’s theory of money is exogenous and why.
• Explain Friedman’s monetaristic rule.
• Analyse Friedman’s ideas on the NAIRU.
• Formulate the ‘Quantity Theory of Money’.
• Analyse Friedman’s point of view on the role of the state.
• Present briefly Friedman’s contribution to Economics.

 C Summary

Milton Friedman, winner of the Nobel Prize in Economics in 1976, is well known 
for his liberal views on various economic and social issues. Friedman defined ‘per-
manent’ income as what a person expects to earn throughout his lifetime. Still, in 
stark contrast to Keynes, he was a proponent of the idea that the Great Depression 
was not due to excessive savings. Friedman reformulated the quantity theory of 
money in an attempt to show that Monetarism can offer satisfactory analysis and 
policy proposals in key economic problems. For Friedman, inflation is a monetary 
phenomenon, and the appropriate policy to keep inflation low is to increase the 
money supply at a steadily low, annual rate. Friedman has shown remarkable scien-
tific work on the subject of unemployment and contributed to the design of public 
policy. He argued that there is a rate beyond which unemployment cannot be reduced 
without leading to higher inflation. This is the ‘natural’ unemployment rate, known 
as the NAIRU (non-accelerating inflation rate of unemployment). Friedman has 
shown remarkable scientific work on the subject of unemployment and contributed 
to the design of public policy. He believed that government intervention led to tem-
porary results and chronic irreversible negative situations, preventing the economy 
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from finding its ‘natural’ percentage. He also proposed the introduction of a basic 
income, subject to the abolition of other social benefits. In relation to money, 
Friedman believed that it simply facilitated trading and only affected the price level.

8.1  Introduction

Milton Friedman was born in 1912 in Brooklyn, New York, to Jewish parents who 
had emigrated to the United States at an early age from an area of Europe that was 
then part of the Austria-Hungarian empire, later Czechoslovakia and now Ukraine.1 
His father, Saul Friedman, was engaged in small business ventures that were not 
particularly successful,2 while his mother, Sarah Ethel, was in charge of a small 
store in New Jersey, where the family moved when Milton was one year old. As a 
result, the income of the family, which consisted of Milton and his three sisters, was 
limited and unstable due to the extremely uncertain economic conditions at the time.

After he graduated from school, he received a scholarship to continue his studies 
at Rutgers University, a small private university with limited government funding, 
covering the rest of his expenses with the money he earned doing various odd jobs. 
His initial desire was to study Mathematics and he specialised in it, but his interest 
was also attracted to Economics, and in 1932, at the age of 20, he received his first 
degree in Mathematics and Economics, having finished school at 16.3

In fact, he received a scholarship from the prestigious Economics Department of 
the University of Chicago, which he chose over a second scholarship in Applied 
Mathematics from Brown University, as Economics had become his sole interest. 
His first year at the University of Chicago, 1932–1933, although accompanied by 
financial difficulties, opened up new horizons for him as he found himself among 
distinguished professors from around the world. In fact, in the Department of 
Economics at the University of Chicago, from its inception in 1969–2018, there 
have been 29 Nobel Prize winners in Economics associated with it.4

That year, 1932–1933, in Chicago, he met his Jewish, Russian-born classmate 
Rose Director,5 with whom they were to marry six years later and work closely 
together in academia. Chicago became his intellectual home and the place where he 
developed his free market theories. The following year he received his MA in 
Economics from Chicago6 and went to Columbia on a fellowship for a year, where 
he was exposed to new approaches and introduced to Mathematical Economics. He 
then returned to Chicago where he was employed as a research7 assistant.

As early as 1935, Milton Friedman embarked on a study of consumption, which 
he exploited some 20 years8 later, by publishing The Theory of the Consumption 
Function, based on the research Friedman did alongside Nobel Prize-winning econ-
omist Simon Kuznets.9 Friedman published a study together with Kuznets which 
argued that the incomes of some professions (e.g. dentists) had increased due to the 
monopoly forces prevailing in their profession10 and was published in 1945, 
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forming the basis for the introduction of the concepts of ‘permanent’ (anticipated 
and planned income) and ‘transitory’ (unexpected and surprising) income in 
Economics.11

The period between 1941 and 1943 found Friedman at the U.S.  Treasury 
Department working on tax policy, while in 1943–1945 he returned to Columbia 
University, working on Statistics. He then joined George Stigler at the University of 
Minnesota and the following year accepted an offer from the University of Chicago 
to teach the subject of Economic Theory. During the same period, he worked at the 
National Bureau of Economic Research, assuming responsibility for investigating 
the role of money in economic fluctuations. His work, both there and at the 
University of Chicago, was highly productive and resulted in the establishment of a 
strong basis for the support of Monetary Theory.12 As a teacher, he was particularly 
strict and demanding, while outside the lecture halls, he was very kind, polite and 
generous.13

In 1948, Friedman began to study with Anna Schwartz the role of the money 
supply in the economy.14 In 1950, he went to Paris responsible for administering the 
Marshall Plan for the U.S. government. There, he was invited to study the Schumann 
Plan, which was the forerunner of European unification. At the time, Friedman con-
cluded that the establishment of a common market would also entail the elimination 
of exchange rate fluctuations. In 1953–1954, Friedman was visiting professor at 
Cambridge University, where academics were divided into two camps: those who 
were against Keynes’s policies and those who were in favour of them.15 In 1956, he 
published the edited volume Studies in the Quantity Theory of Money, which was 
the cause for the ideas of Monetarism16 to become widely known.

The 1960s found Friedman actively involved in the public sphere, commenting 
on current affairs in Newsweek magazine, while, with his scholarly work as his first 
priority, he declined offers to provide his services exclusively to the White House.17 
In 1963, he even published the conclusions of his research with Anna Schwartz in A 
Monetary History of the United States, 1867–1960, which presented, in a popular-
ised manner, the idea of the effect of the money supply on the functioning of the 
economy. And that book turned the interest of economists to the monetarist18 
approaches and prompted the Federal Reserve to start tracking some key monetary 
indicators.19

In 1975, Milton Friedman travelled to Chile at the invitation of Dictator Augusto 
Pinochet to advise him after the preceding coup d’état, for which he was publicly 
condemned by public opinion, even at the 197620 Nobel Prize for Economic Sciences 
ceremony.

Thus, towards the end of the 1970s, Friedman became the new prophet of capi-
talism who warned that state intervention will lead to economic and social disas-
ter.21 In 1977, at the age of 65, Friedman stopped actively teaching at the University 
of Chicago and transferred his research activities to Stanford University. Friedman 
expounded his liberal views regarding various economic and social issues in a pro-
gramme on television in the United States and other countries on a serial basis 
entitled Free to choose. In 1982, his Monetary Trends in the United States and the 
United Kingdom, the product of his long collaboration with Anna Schwartz, was 
published, and he continued to write in newspapers and magazines about his views 
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and served as an advisor to President Ronald Reagan.22 He also found strong sup-
port for his ideas in the British Prime Minister, Margaret Thatcher.23 He died on 16 
November 2006.

8.2  Income and Economic Recession

In general, Friedman’s views were based on his concerns about the Great Depression, 
while the solutions he proposed were completely opposite to those proposed by 
Keynes and his24 supporters.

Friedman considered ‘permanent’ income to be what a person expects to earn 
during his or her lifetime, while ‘transitory’ income is what a person earns without 
expecting it.25 He believed that individuals can accurately estimate the amount of 
income they will have on average over the long term (‘permanent income’). Starting 
from this estimate, individuals seek to ‘smooth consumption’ by saving some of 
their money in times of normality in order to meet their expenses in difficult times.

Friedman argued that even in a recession, individuals spend on the basis of their 
permanent income rather than their temporary or transitory income, which they see 
declining. This means that in times of recession, they will not reduce their consump-
tion as much in relation to their income and therefore their savings will not change 
much. Therefore, the Great Recession was not due to excessive saving. This was in 
direct contradiction to Keynes, who believed that restraint in consumption exacer-
bated the recession, and therefore the state should take measures to stimulate the 
economy.26

As for the causes of the Great Depression of the 1930s, Friedman rejected the 
idea that it was due to the reckless actions of greedy investors.27 According to 
Friedman and Schwartz, in their book A Monetary History of the United States, 
1867–1960, the U.S. data show that the cause of the Great Depression, simply put, 
was the misguided pursuit of monetary policy on the part of the Federal Reserve, 
which restricted the money supply by raising interest rates rather than supplying the 
market with liquidity, as it was eventually forced to do in 1932.28

8.3  Money and Monetarism

The so-called Quantity Theory of Money concerns the understanding of how the 
quantity of money in the economy can affect or is affected by the price level and 
other variables in the economy.29 It is one of the oldest economic theories, since 
Bodin was probably the first to30 formulate an incomplete expression of the Quantity 
Theory of Money in 1568 and was also the first theory of macroeconomic 
stability.31

In his Studies in the Quantity Theory of Money, Friedman reformulated the quan-
tity theory of money in an attempt to show that Monetarism can offer satisfactory 
proposals for addressing key economic problems, such as inflation and recession,32 
which is summed up in the famous expression: ‘money matters’. In fact, in a famous 
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statement about the usefulness of injecting money in the form of liquid cash into the 
economy, he became famous for the idea of helicopter money: ‘Let us suppose now 
that one day a helicopter flies over this community and drops an additional $1000 in 
bills from the sky’.33 Recall that money consists of currencies, banknotes, bank 
deposits and reserves, bills and cheques, cards (debit and credit) and instruments 
issued by financial institutions.

According to the Quantity Theory of Money, the product of the quantity of 
money circulating in the economy (M), times the velocity of circulation (V), equals 
the price level (P) times the volume of transactions (T), that is, MV = PT. Friedman 
held that the velocity of circulation of money remains relatively constant like the 
volume of transactions.34 Therefore, with the velocity of circulation and the volume 
of transactions constant, the remaining relationship is that between the variables of 
the quantity of money and the general price level, with causality being in the direc-
tion from the quantity of money to the general price level, and not vice versa. This 
means that inflation is a monetary phenomenon.35 Therefore, the appropriate policy 
to keep inflation low is to increase the money supply at a constant low, annual36 rate.

At the same time, fiscal policy on the part of the government is ineffective or 
even incapable of influencing economic activity,37 in contrast to monetary policy 
which is beneficial under certain conditions.38 An increase in the money supply, for 
example, leads to an increase in the demand for consumer goods, positively affect-
ing the economy.39 Of course, the positive effects in the long-run context fade away. 
However, according to Friedman, the only certainty is that wrong choices in mon-
etary policy are disastrous.40

In general, according to Friedman, governments and central banks must create a 
stable monetary framework in order to support the proper functioning of the private 
sector of the economy. He formulated the so-called monetarist rule, according to 
which the money supply increases at a constant rate each year to keep pace with the 
growth of output and population, in general. He estimated this rate at around 1–3 per 
cent per year.41 Therefore, the best that could be done on the part of the monetary 
authorities would be to increase the money supply at the rate required by long-term 
real growth and leave the market alone to deal with short-term adjustments.42

8.4  Unemployment and ‘Natural’ Rate

Friedman showed remarkable scientific work on the topic of unemployment, and his 
contribution to the design of public policy was significant. He argued that unem-
ployment fluctuates and that there is a rate beyond which unemployment cannot be 
reduced without leading to higher inflation.43 That is, there is a rate of unemploy-
ment even at the ‘full employment’ level. Full employment does not imply zero 
unemployment, as there will always be a rate of unemployment, which is expected 
and normal.44 This is the so-called natural unemployment rate, known as the NAIRU 
(non-accelerating inflation rate of unemployment).45 Unemployment that exists in 
an economy is therefore considered a serious problem when the unemployment rate 
is higher than the ‘natural’ rate.46

8.4 Unemployment and ‘Natural’ Rate
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Unlike some economists who believed that there is a negative relationship 
between unemployment and inflation and therefore governments should choose 
through fiscal policy the desired ratio between the unemployment rate and inflation 
rate, Friedman believed that government interventions lead to temporary effects and 
chronic irreversible negative situations, preventing the economy from finding its47 
‘natural’ rate.

 C Of course, the natural rate of unemployment is not a constant, but is affected 
by the situation in the labour48 market and, according to Friedman, is never 
zero, for various reasons. For example, there are people who register as 
unemployed until they find the employment they want or who switch from 
one job to another, while others seek to register as unemployed to take 
advantage of some favourable welfare49 state arrangements, or who enter the 
labour market for the first time (women, young people), or who, in addition, 
have skills different from those required by the market.

Friedman also stressed the inability of individuals to adapt to the new demands 
of the labour market and highlighted the importance of training in order for workers 
to be able to meet them.50 With regard to education, Friedman regarded it as a key 
factor in the creation of human capital, which in turn is a component of an individ-
ual’s wealth, along with cash, bonds, stocks and other durable consumer or capital 
goods in his possession. In fact, the value of human capital is derived by calculating 
the present value of the income that the individual is expected to earn because of the 
skills acquired and the knowledge gained through his51 or her education.

8.5  State Intervention

Friedman, like Hayek, considered the absolute freedom of the market to be a neces-
sary condition for the proper functioning of a society and set out his views on this 
in his books Free to Choose and Tyranny of the Status Quo, which he co-authored 
with his wife, and in Capitalism and Freedom. State interventionism for Friedman, 
apart from undermining the economic well-being of citizens, is a coercive and 
manipulative factor in their52 behaviour.

 C Friedman, like other economists we have known, thought that the role of the 
state should be limited to matters of, for example, defence against internal and 
external risks, and the provision of certain public goods which cannot, for 
various reasons, be produced by private actors, such as infrastructure and 
education. It should also establish laws and rules that support the proper 
functioning of society and markets.53

Moreover, Friedman believed that since the economic system has inherent mech-
anisms that can bring it back to equilibrium after strong external shocks, the state 
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should take care to formulate and ensure a regulatory framework within which the 
market will operate freely and smoothly. The state should intervene to remove 
obstacles that discourage the free functioning of the market. Any excesses or mis-
management, especially in relation to the money supply by the government, risks 
plunging the economy into prolonged periods of recession.54

In addition, government interventions could become the cause of a diversion of 
the democratic constitution and its transformation into a dictatorship that restricts 
the individual freedoms of citizens, granting privileges only to those who support 
and maintain the system. In this way, Friedman believed, the fundamental political 
and economic rights of individuals (e.g. freedom of movement, the ability to choose 
the products they consume, the work they do or even their place of residence) are 
violated, and the free expression and circulation of ideas55 is impeded.

 C Friedman also expressed another view in favour of the free market, arguing 
that particularly ‘powerful’ governments will not allow free expression since 
this could lead to ideas and opinions that are in conflict with the government 
regime, whereas, on the contrary, in a free market economy, all different 
opinions will be allowed, since the primary motive will be to make money and 
not to support certain ideas or opinions.56

 C His strong belief in individual liberty led Friedman to oppose both 
discrimination against homosexuals and compulsory conscription in the 
United States, as this would probably deter individuals from participating in 
the market, and he supported the libertarian ideas of legalising prostitution 
and drugs. Furthermore, he proposed the introduction of a basic income, 
subject to the abolition of other social benefits. According to this idea, people 
whose income falls below a minimum threshold should be financially 
supported by the state, while those whose income exceeds this threshold 
should be subject to a higher tax.57

8.6  The Theoretical Legacy of Friedman

Friedman’s basic thesis that money is ‘neutral’, in the sense that it merely facilitates 
transactions and has an impact only on the price level (with all other factors con-
stant) expresses a basic position of neoclassical Economics. Of course, Friedman’s 
views on the Quantity Theory of Money are not without serious criticism. For exam-
ple, the basic equation of the theory tells us nothing in itself about the direction of 
causality, that is, whether the price level depends on the quantity of money or, con-
versely, whether the quantity of money depends on the price level. However, 
Friedman, under the assumption of constant velocity of money and volume of trans-
actions, implicitly assumed that causality is directed from the quantity of money 
(M) to the price level (P), and not vice versa.

8.6 The Theoretical Legacy of Friedman



100

 C This means that the increase in the quantity of the money stock is ‘exogenous’ 
to the economic system, since it is regulated by the decisions of a public 
authority, the Central Bank (exogeneity of money). Similarly, the reverse 
view of causality holds that the quantity of money changes according to 
demand conditions that lead to price increases, and is considered ‘endogenous’ 
to an economy since it originates within it (endogeneity of money).

In fact, on this issue, a huge debate on the ‘exogeneity’ or ‘endogeneity’ of 
money has been developed since the nineteenth century, which continues even 
today, and which shows empirical results that sometimes support or contradict both 
theories. The exogenous view is supported by the monetarists and neoclassical 
economists.

At the same time, the endogenous view was adopted, amongst others, by the so- 
called Post-Keynesian economists, who adopted the Keynesian theoretical system, 
considering it incompatible with the neoclassical58 one and arguing that it is the 
creation of credit money in response to the demand for investment that leads the 
Central Bank to increase the money59 supply. That is, in the Post-Keynesian per-
spective, the money supply is understood as a response to the demand for money in 
the economy. Also, the endogenous view is supported by Marxist economists, who 
believe that money is not simply endogenous to the economic process, but that it is 
the result of the very expression of the commodity production process that leads to 
the creation of more money. After all, money is the form of the appearance of value 
and, therefore, of capital.60

Friedman’s view, even if it sounds strange, was also criticised ‘internally’, that is, 
within the neoclassical approach by the so-called61 Neo-Keynesian economists, 
since Friedman’s arguments against the Neo-Keynesian system always provoked 
intense controversy.62 In short, the Neo-Keynesians argue that (a) quantity theory 
can only be applied in the case where there is only one type of money (e.g. 
banknotes), (b) it does not give us information about the adjustment of the economy 
after a monetary disturbance, (c) it completely ignores the effect of prices, output 
and interest rate on the quantity of money and, finally, (d) empirical analyses do not 
seem to support63 it. We might perhaps be tempted to accept Friedman’s view that 
empirical research will provide definite answers to these questions. However, this 
has not64 happened.

Consequently, the attempt to apply Friedman’s ideas to the economic and social 
sphere has met with strong obstacles, although some of his ideas have been widely 
accepted. For example, the Federal Reserve Bank of the United States in 2009 
applied the ‘prescription’ proposed by Friedman retroactively, as did other countries 
in the case of the CoVid-19 recession. Indeed, in the latter case, in an alternative and 
unconventional variant of ‘helicopter money’, there was a direct and immediate 
transfer of liquid money from central authorities to households rather than to bank-
ing institutions, in the form of grants, subsidies and subsidies intended to stimulate 
aggregate consumption.

It would not be an exaggeration to claim that Milton Friedman was among the 
most influential economist of the late twentieth century and one of the foremost 
academics to become a media star around the world,65 as he helped popularise 
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Economic Theory, challenged the validity of Keynesian theory, and his policy pro-
posals were implemented by influential politicians around the world.66 One could 
even say that he had two careers. During the first half as an academic economist and 
during the second half as a political figure and ardent supporter of neoliberalism.67

 C Friedman’s theories have played an important role, both in the practice of 
economic policies and in teaching and academic textbooks. For example, the 
‘permanent income hypothesis’ is widely used in the study of household 
spending and saving by various institutions. The natural rate of unemployment 
is used to set interest rates by central banks. Also, the relationship between 
money, prices and output and the quantity theory of money are key chapters 
in many textbooks.68

His writings and his theories against Keynesianism appeared at the right time, 
that is, before and immediately after the collapse of the Soviet Union and the Berlin 
Wall, causing worldwide interest, and his books to sell millions of copies even in 
countries of the former Soviet Union. As a result, his media appearances influenced 
everyone from Ronald Reagan to Queen Elizabeth II and Prince Philip.69 Indeed, as 
Friedman himself and his wife wrote: ‘Once in power, Reagan faithfully followed 
our advice’.70 Similarly, in Britain, Margaret Thatcher, like Hayek, fervently 
embraced Friedman’s views, while the academic centre for both was the famous 
London School of Economics (LSE), where Friedman presented his famous lecture 
entitled The Counter-Revolution in Monetary Theory.

From an ideological point of view, the main contribution of Friedman is the 
establishment of Monetarism. As the famous economist John Kenneth Galbraith put 
it, the age of John Maynard Keynes gave way to the age of Milton Friedman, and as 
the Nobel Prize-winning economist Paul Samuelson once wrote in a book, in the 
future, stabilisation policies will be executed by the monetary policy of the Federal 
Reserve.71

 C Friedman’s theoretical work, like that of the other economists we have 
studied who shared a strong belief in the absolute freedom of markets 
and an aversion to state interventionism, has strong implications at the 
level of policy making, since it expresses the fact that the economic 
system presupposes the ‘free’ market and the unimpeded movement of 
individuals and private capital, precisely because it allows it to set in 
motion the mechanisms of pricing, risk assessment and business 
development that guarantee its reproduction and development.

One recognition of Friedman’s work during the crisis that started in 2006–2007 
was the reduction of interest rates to near zero, but also the “injection” of liquidity 
into the economy based on the principles of monetarism. In simple terms, central 
banks ‘printed’ money and used it to buy bonds, which constitute public or private 
sector debt. This created money on the balance sheets of companies that sold bonds 
in exchange for cash, which the central authorities hoped would lead to new invest-
ment, stimulating the total economy.72

8.6 The Theoretical Legacy of Friedman
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Nevertheless, Friedman’s theoretical prediction of inflationary pressures due to 
the huge liquidity injections in the 2006–2007 crisis, in line with his own ‘endoge-
nous’ view of quantitative theory that we saw earlier, does not seem to have been 
confirmed. On the contrary, expansionary monetary policies in response to eco-
nomic crisis contexts did not lead to an increase in inflation, as his theory predicted. 
Rather, the approaches of Post-Keynesian economists who, in their own ‘endoge-
nous’ view, remind us that Keynes repeatedly rejects the idea that the price level will 
vary directly with the change in the quantity of money73 were confirmed. Moreover, 
‘bailing out’ the banks was a policy that Friedman never directly advocated and 
would probably have disagreed, arguing for a prescription for a greater supply of 
liquidity.74

Therefore, Friedman’s ideas were not a panacea. For example, attempts to apply 
his ideas on liquidity provision to the U.S. economy in the periods 1953–1957 and 
1971–1975 were accompanied by great instability, as well as in Britain in 1980. Yet, 
the public sector, as a percentage of the total economy, has remained stable in recent 
decades, while voices of general acceptance are calling for an end to the excesses of 
the free market, such as in the financial sector, and the ‘exogenous’ view of money 
in quantitative theory is both theoretical and empirically challenged. It is possible 
that Friedman has begun to lose some of his influence on economic theory and 
policy analysis.75

Key Takeaways

• ‘Permanent’ income is what a person expects to earn throughout his life.
• The Great Recession was not due to excessive savings.
• Inflation is primarily a monetary phenomenon.
• Over time, unemployment cannot be reduced without causing inflation.
• State intervention leads to temporary results and negative situations.

Revision Questions

• What is Friedman’s ‘permanent income’ hypothesis?
• What is the basic equation of the ‘Quantity Theory of Money’?
• What is Friedman’s monetarist rule?
• What is NAIRU?
• What is the role of state intervention in Friedman’s view?
• Is Friedman’s theory of money ‘exogenous’ and why?
• What are the criticisms of Friedman’s view of money?
• What is Friedman’s main contribution to Economics?
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9Robert Solow (1924–…)

 C Learning Objectives

After having studied this chapter, the reader should be able to:

• Understand the meaning of the ‘production function’.
• Explain briefly what the ‘Solow Residual’ is.
• Analyse how technological progress is expressed.
• Explain the Solow Growth model and its assumptions.
• Name the factors on which long-term growth depends.
• Present briefly Robert Solow’s contribution to Economics.

 C Summary

The production function is a technical relationship between the output produced and 
the factors of production or inputs, in the sense that it expresses the way in which the 
various inputs, in the typical case physical capital and labour, combined in a certain 
way are transformed into output. Solow is well known for his work on long-term 
growth in equilibrium and the role of technological change. He showed that a very 
significant percentage of the per capita output growth of any economy is not due to 
the traditional production factors such as capital and labour, but to what he called 
‘Total Factor Productivity’ (TFP) and it turns out to be equal to the remainder of the 
production function, known as the Solow residual, when evaluated econometrically. 
Solow, through his model, studied the economic growth of the United States during 
the period 1909–1949 and came to the striking conclusion that a very high percent-
age of output growth per hour was due to technological progress, that is, to factors 
beyond capital and labour inputs. Solow’s famous model of economic growth was 
based on the fact that in the short run there are significant fluctuations in output, 
labour, investment and consumption. However, in the long run, per capita output and 
per capita physical capital increase at a steady rate, while the capital–output ratio 
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remains almost constant. Much of the branch of modern Macroeconomics as well as 
the whole field of Economic Growth has relied on Solow’s model, as it was shown 
that the economic system, despite its instability, can lead to growth with a positive 
trend. Actually, it has the tendency to return to a sustainable balanced growth trajec-
tory after a disturbance or crisis. In addition, the model showed that countries with 
completely different levels of economic growth can at some point ‘converge’ to simi-
lar levels of balanced growth.

9.1  Introduction

Robert (Bob) Solow was born in Brooklyn, New  York, on 23 August 1924, the 
eldest of three children of an immigrant family. His parents, who had no college 
education, had to earn a living as soon as they finished school. Robert grew up in 
Brooklyn, where his father was a fur trader.1 He received a very good education in 
the New York City public schools and was awarded a scholarship to Harvard, where 
he enrolled in September 1940 at the age of 16.2

His basic studies were in Sociology and Anthropology, and it was there that he 
acquired his first introductory knowledge of Economics.3 At the end of 1942, when 
he was 18 years old, he joined the U.S. Army. He served in North Africa, and then 
from the beginning to the end of the war, he served in Italy until he was discharged 
in August 1945. As he claims, these three years as a soldier greatly shaped his char-
acter, as he was part of a close group, worked hard with faith in his strength and was 
led by a very remarkable man.4

In 1945, Solow returned to Harvard and married Barbara Lewis, who later 
became a student of economic history, while he chose to major in Economics. 
Fortunately for him, the famous Nobel Prize-winning economist Wassily Leontief, 
and founder of the discipline of Input–Output analysis, became his teacher, mentor 
and friend. It was from him that he learned modern Economics, and it was he who 
introduced him to empirical research with statistical data.5

In 1949–1950, he spent a year on a fellowship at Columbia, and shortly before 
he went there, MIT hired him to teach Statistics and Econometrics, since he had 
begun to work on probabilistic models. So, in 1949, he finally moved from Harvard 
to MIT. Faculty relations in the Department were very good, there were no conflicts 
and a policy of ‘open doors’ was in force.6

At first, Solow thought that throughout his later career, he would be exclusively 
involved in the field of Statistics and Econometrics. However, he was given an office 
next to the Nobel Prize-winning economist and student of Schumpeter, Paul 
Samuelson, which was to change his research career.7 Samuelson was, at the time, 
one of the best economists in the world and interacted with everyone. So for six 
decades, they shared the same space as well as many deep discussions about 
Economics.
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Meanwhile, the team of economists that was formed at MIT produced creative 
research, based on mathematical models framed by statistical data and empirical 
analyses. This was a turning point in Solow’s8 professional life.

In 1956, Solow published his famous article ‘A Contribution to the Theory of 
Economic Growth’ in the Quarterly Journal of Economics and, in 1957, in an 
equally famous article entitled ‘Technical Change and the Aggregate Production 
Function’ in The Review of Economics and Statistics, Solow provided the related 
empirical analysis for the American economy.

Thus, at the age of 37, Solow was recognised by the American Economic 
Association as one of the leading American economists under 40,9 and this recogni-
tion placed him at the centre of public debate since he moved to Washington in 1961 
as economic advisor. In collaboration with James Tobin, Kermit Gordon and Arthur 
Okun,10 he helped draft the Keynesian economic policy framework that dominated 
American politics during the Kennedy and Johnson administrations.11

The highlight of his scientific career was the Nobel Prize in Economics awarded 
to him in 1987 ‘for his contribution to the theory of economic growth’. His work has 
had a decisive influence on the field of Economic Growth in the context of modern 
Macroeconomic Theory. Today, Solow, as Professor Emeritus, still works on tech-
nology and productivity, monitors international events and political debates, asso-
ciations and continues to reflect alone, as both his MIT partner of six decades, Paul 
Samuelson, and his precious wife Barbara12 have passed away. At the same time, he 
has had the satisfaction of proudly watching several of his students’ progress, and 
some of them have even been awarded the Nobel Prize in Economics as well.

9.2  The Solow Growth Model

From Solow’s Keynesian-inspired emphasis on Macroeconomic aggregates13 and 
from the Keynesian theory he was familiar with,14 we know that the ‘equilibrium’ 
income of an economy is defined at the point where Total Demand, as expressed by 
Total Expenditure, is equal to Total Supply, as expressed by Total Output. In this 
context, the key question of all Economic Growth models has been to find the 
growth rate that ensures that the change in Total Expenditure over time is equal to 
the change in Total Output over time.

A key finding of the economic growth models of the time, such as the one by 
Harrod-Domar, was the dependence of long-term growth on a number of economic 
variables and parameters that could not be controlled. Thus, there is uncertainty 
about the macroeconomic equilibrium level of the economy, with the possibility 
that equilibrium may not be achieved. Consequently, an important finding for the 
various economies has been the persistence over time of severe macroeconomic 
problems such as inflation, unemployment and economic fluctuations. As a result, 
instability has often appeared to make government intervention possible to keep the 
economy within acceptable levels of inflation and unemployment.15 This situation is 
in sharp contrast, for example, to the theoretical positions of neoclassical econo-
mists on the self-regulating character of the market.

9.2 The Solow Growth Model
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As we have seen in Smith’s ‘invisible hand’ and in the ‘Walrasian Equilibrium’, 
through the operation of the competitive market and the balancing of countervailing 
forces, the market is ‘self-regulating’ due to both the maximisation of consumer 
utility and the maximisation of firm profits. Thus, the acceptance of the concept of 
‘equilibrium’, without judgements and fluctuations, is one of the dominant ideo-
logical principles, especially of the neoclassical school. For this reason, models 
such as Solow’s began to be constructed that were close to these concepts that domi-
nated economic science16 and also took into account the particularly important role 
of technology highlighted earlier by Schumpeter. It was precisely at this point that 
Solow’s two seminal articles appeared which studied the stability of long-term 
growth in equilibrium and the role of technological change, thus reflecting some of 
the theoretical and/or methodological views of various schools of economic thought, 
primarily dominated by the neoclassical school.

 C Thus, Solow’s famous economic growth model was based on the observation 
that in the short run there are significant fluctuations in output, labour, 
investment and consumption. However, at the long-run level, per capita output 
and per capita physical capital increase at a constant rate, while the capital–
output ratio remains almost constant. This model, published in 1957 by Solow, 
uses a neoclassical Cobb–Douglas-type production function with two inputs 
(physical capital and labour), is based on a standard first-order differential 
equation and studies the economy in a long-run equilibrium.

The production function is a technical relationship between the output produced 
and the factors of production, in the sense that it expresses how the various factors 
of production or inputs, in the simplified case physical capital and labour, combined 
in a certain way are transformed into output. Although it has been widely applied, 
the Neoclassical Cobb–Douglas production function has been heavily criticised in 
the past on various issues, mainly of a theoretical nature.

The basic assumptions of Solow’s model are: (a) the existence of a Keynesian 
equilibrium in terms of aggregate supply and aggregate demand, (b) the use of two 
factors of production, (c) the existence of a constant production technology, (d) the 
existence of constant returns to scale, (e) the first partial derivatives of the produc-
tion function with respect to the factors of production are positive and the second 
are negative, and there is (f) a constant rate of saving in the economy and (g) a 
constant rate of depreciation.

 C The differential equation of the model on which the analysis is based studies 
the accumulation of capital and reflects the fact that the rate of change of 
physical capital is equal to new investment minus the depreciation of a 
percentage of the existing capital. Solving the resulting Bernoulli-type first-
order differential equation yields the solution, namely, the value of per capita 
natural capital as a function of time.

9 Robert Solow (1924–…)
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From the solution equation, it follows that the long-run equilibrium level of capi-
tal per capita and income per capita depends positively (i.e. it is an increasing func-
tion) on the level of technology and the propensity to save, while it depends 
negatively (i.e. it is a decreasing function) on the rate of capital depreciation and the 
rate of labour growth.

 C Moreover, the long-run equilibrium is ‘asymptotically stable’, that is, in a 
very long period of time, theoretically (‘asymptotically’) infinite, the price of 
physical capital per capita will reach a certain, stable level. ‘Stable’ means 
that if the economy finds itself with a per capita capital different from that of 
the long-run equilibrium, forces are created, none other than new investment, 
which will bring it back to the level of the long-run equilibrium.17

 C Indeed, the level of this long-term equilibrium does not depend on the level of 
per capita physical capital from which the economy started to grow. This gave 
rise to the formulation of a theory of ‘convergence’ between countries at 
different levels of development (e.g. ‘poor’ and ‘rich’), which led to a 
discussion on its relatively limited empirical verification.

One of the basic features of the model is that, based on the production function, 
the continuous increase in capital per capita causes smaller and smaller increases in 
output per capita, with the consequence that the smaller output per capita created 
results in a lower level of savings—investment, and from a certain point onwards, 
these are barely sufficient to replace the capital consumed and depreciated. The 
above situation is expressed by the assumption that the second partial derivative of 
the production function with respect to the factors of production is negative.

However, several empirical findings have led to the questioning of some of the 
assumptions of Solow’s model, such as the one above. Thus, for example, the exis-
tence of growth is based on the above process of capital accumulation at a decreas-
ing rate, while technology is considered an ‘exogenous’ variable. In this context, the 
per capita physical capital is increasing over time, leading the economy to a steady 
state, while one solution to overcome this state is a high level of technology, which, 
however, is defined exogenously in the original model.

Consequently, the questioning of some of the initial assumptions of Solow’s 
model,18 mainly due to certain empirical results, led to the consideration of technol-
ogy as an ‘endogenous’ variable as well as to the abandonment of the declining rate 
of accumulation of the per capita capital.19 The so-called ‘New Growth Theory’,20 in 
contrast to Solow’s21 original model, assumes that the rate of growth is ‘endoge-
nously’ determined and that the rate of accumulation of physical capital is not 
decreasing. The idea that technological progress is determined by forces internal to 
the economic system22 often leads to a focus on Research and Development (R&D) 
expenditures, because it is considered to be a crucial factor in the growth path of 
economies and the expression of the intensity and speed with which it is diffused 
within an economic system.

9.2 The Solow Growth Model



112

However, despite the acceptance of this theory,23 the evaluation of the results 
showed that some of the ideas developed, and especially the endogeneity criterion, 
were already known.24 This criterion practically requires that long-term growth be 
determined from within the system, that is endogenously, rather than from outside 
the system, that is exogenously.25 The theory of endogenous growth was mainly 
associated with the following sources of economic growth: (a) natural capital, (b) 
human capital, (c) technological progress, (d) infrastructure and (e) the institutional 
environment.

Thus, in some models of economic growth, such as Romer (1990),26 technology 
is no longer an ‘exogenous’ variable, but one of the variables in the production func-
tion. In order to consider the stock of knowledge as an ‘endogenous’ variable in the 
model, its change over time is determined endogenously and not by an exogenously 
given rate. According to this model, the production of knowledge and its change 
over time depends on the existing stock of knowledge and on the human capital 
employed in the production of new knowledge. Thus, under this model, knowledge 
production becomes an incentive for new investment, which in turn, and in combi-
nation with the stock of knowledge, increases output and economic growth, in 
general.

On the other hand, a low level of investment has always been an obstacle to tech-
nological change.27 Much of the technological change, perhaps most of it, can only 
find its way into actual production through the use of new and different capital 
equipment.28

9.3  Total Factor Productivity (TFP)

At the same time, technology was regarded as a driving force for economic growth 
and was often associated with the emergence of economic fluctuations, at least since 
the time of Schumpeter, of whom Solow was a student.29 Thus, the positive result of 
the application of technology in the economy, which is technological progress, can 
mean that:30 (a) a larger quantity of a product/service can be produced with the same 
quantities of inputs; (b) the same quantity of a product/service can be produced with 
smaller quantities of inputs; (c) the available inputs are improved in quality; (d) 
entirely new products/services are produced.

Solow again used the method of describing the production process by means of 
a Cobb–Douglas production function, for the study of the growth process in the 
economy. Then, by applying basic calculus to the Cobb–Douglas production func-
tion, Solow showed that a very significant proportion of the growth in the per capita 
output of any economy is due not to the factors of production of capital and labour, 
but to what he called ‘Total Factor Productivity’ or simply TFP, and is equal to the 
residual of the production function, known as the ‘Solow residual’, when estimated 
econometrically. Total Factor Productivity (TFP) is considered to reflect primarily 
technological change, as well as any other factors contributing to economic growth 
not explicitly included in the production function. The above methodology was 
applied, in its complete form, for the first time by Solow,31 and became widely 
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known as Growth Accounting, while another version of the methodology was also 
presented by Abramovitz.32

In an alternative formulation, according to the Growth Accounting methodology, 
the difference between the rate of change of output and the rates of change of appro-
priately weighted inputs is equal to the rate of change of a factor called, as we have 
seen, Total Factor Productivity or TFP, which expresses technological change. That 
is, growth in an economy is decomposed over time, with the help of a production 
function, into a part that is interpreted by the factors of production and another part 
that is attributed to technological change.33

In that article Solow, based on his model, studied the economic growth in the 
United States during the period 1909–1949 and came to the striking conclusion that 
a very high percentage of the increase in output per hour was due to technological 
progress, that is, to factors beyond capital and labour34 inputs. The high proportion 
of growth explained by technological progress also includes other factors not explic-
itly taken into account in the production function.

It is characteristic that the application of the above framework to the member 
countries of the Organisation for Economic Co-operation and Development (OECD) 
has shown that about 50 per cent of the increase in the output of these countries is 
due neither to the increase in labour nor to the increase in physical capital, but to the 
increase in TFP, or otherwise, to the additional output produced by these economies, 
with the quantity of their35 factors of production constant.

 C The Growth Accounting methodology is particularly popular as it requires 
the use of reasonable statistical data, no arbitrary assumptions are required, 
and empirical estimates and calculations are checked at every step.36 Some 
attempts have been made to extend the methodological framework,37 but 
the Growth Accounting methodology continues to be widely used 
even today.

9.4  The Theoretical Legacy of Solow

In summary, Solow developed the so-called neoclassical model of economic growth, 
in an attempt to extend earlier models such as the Keynesian-inspired Harrod–
Domar model that led to worrying conclusions for the economic system, on the one 
hand, because of its inability to lead unambiguously to economic growth and, on the 
other hand, to sustain it. On Solow’s model, much of the discipline of modern 
Macroeconomic Theory has been built upon, through the field of Economic Growth, 
since it demonstrated that the economic system, despite its instability, can be driven 
on a growth path with a positive trend, and even has the tendency to return to a sus-
tainable balanced growth path after a disturbance.38 Moreover, the model has shown 
that countries with completely different levels of economic growth can at some 
point ‘converge’ to similar levels.

9.4 The Theoretical Legacy of Solow
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 C In addition, he developed the Growth Accounting methodology which is still 
very popular today, where growth in an economy is decomposed over time, 
with the help of a production function, into a part interpreted by the factors of 
production and another part attributed to technological change.39

One could say that the Solow model inherited a fundamental issue in modern 
Economics, that of the exogenous view of technology.40 Its exogeneity implied that 
in an economy where the rate of change in technology is determined exogenously, 
state intervention is meaningless or at best may be existent but extremely limited 
and only involves corrective measures aimed at accelerating the rate of growth. At 
this point, the ‘New Growth Theory’ emerged, which has flourished in the past 
decades since it ‘endogenised’ technology, while highlighting other critical vari-
ables and factors such as education, infrastructure projects, institutional environ-
ment, etc. This has now provided the theoretical foundation for the implementation 
of government interventions and policies.41

However, for all of the above, the individual economic unit still functions as a 
‘black box’ and a multitude of factors have not yet been fully explored. Thus, the 
firm very often enters the market seeking ‘equilibrium’ with the other firms.

Key Takeaways

• There are fluctuations in output, labour, investment and consumption.
• In the long run, the capital–output ratio remains almost constant.
• The production function is a relationship between inputs and outputs.
• A high percentage of output growth is due to technological progress.
• The economic system, despite its instability, can lead to growth.
• Countries with different initial levels of wealth could ‘converge’ to similar 

levels of growth.

Revision Questions

• How is the Neoclassical School related to Solow’s work?
• On what theoretical assumptions is Solow’s growth model based?
• What does it mean that the equilibrium is ‘asymptotically stable’?
• On what factors does long-term growth depend?
• What is the key element of the New Growth Theory?
• What is a ‘production function’?
• What is the ‘Solow Residual’?
• How is technological progress expressed?
• What is the Total Factor Productivity (TFP)?
• What is Solow’s main contribution to Economics?
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10John Nash (1928–2015)

 C Learning Objectives

After having studied this chapter, the reader should be able to:

• Understand the meaning of ‘Nash equilibrium’.
• Analyse the assumptions behind the ‘Nash equilibrium’.
• Describe in a few words the so-called Prisoner’s Dilemma.
• Describe the limitations of ‘Nash equilibrium’.
• Present briefly John Nash’s contribution to Economics.

 C Summary

Based on a very broad definition of Economics as being the science that focuses on 
the behaviour of individuals related to economic decisions within a social context, 
Nash’s theory plays an important role. One of Nash’s most important contributions 
to Economics was his theory of two-person negotiations. In addition to the normal 
form of von Neumann’s games and the non-cooperative notion of equilibrium, Nash 
argued that both provide a complete general methodological framework for the 
analysis of games. Therefore, the so-called Nash equilibrium is a state that no player 
wishes to leave when all players behave rationally. It should be noted that the ‘Nash 
equilibrium’ does not necessarily result in the best outcome for all members or for 
individuals. In fact, it can even prove to be a sub-optimal, even a catastrophic deci-
sion for all members, since there is a possibility that all of them could benefit if they 
worked together. Based on Game Theory, rational actors are seen as key players in 
the economy who act in accordance with their individual preferences, to achieve 
their best possible result, maximising their utility, while also being aware of other 
people’s possible strategies. As a result, the primary objective is to obtain the best 
possible result, regardless of whether it is desirable on a collective level or not. In 
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Economics, Nash’s work is of great importance because it demonstrated yet another 
issue: that some types of behaviour lead to situations which are not beneficial to the 
whole and, consequently, to the individual.

10.1  Introduction

John Forbes Nash Jr was born in 1928 in Bluefield, West Virginia, USA. His father 
was a World War I veteran and electrical engineer who had come to Bluefield from 
Texas to work for a power company, while his mother Virginia was a native of 
Bluefield and was an English and Latin teacher. John showed an early interest in 
science and letters, studying books in his family home. In high school, he was intro-
duced to Mathematics and engaged in experiments in Chemistry and Physics 
(Electricity), and his goal was to follow his father’s major as an electrical engineer.1

He began his studies as a chemical engineer on a scholarship at Carnegie Institute 
of Technology, only to switch briefly to pure Chemistry and eventually to concen-
trate on Mathematics, in which he had a passion, and was awarded both an MSc and 
a BSc2 from Carnegie Institute of Technology. He then accepted offers to continue 
his studies at Harvard and Princeton on scholarship, choosing the most generous 
one, that of Princeton University, which had the key advantage of being closer to 
Bluefield.

The elective course in International Economics during his studies at Carnegie 
Institute of Technology gave Nash the opportunity to further explore problems of an 
economic nature.3 It also provided the impetus, while studying at Princeton, to con-
ceive the ideas that prompted him to develop his theory.4

At Princeton, John Nash began working on Game Theory with John von 
Neumann and Harold Kuhn, while his supervisor was Albert Tucker.5 Kuhn was by 
his side even during the most difficult periods of his life, and he was also the person 
who informed him that he was awarded the Swedish Academy Prize in memory of 
Alfred Nobel.6

As a PhD student, Nash made important discoveries, and his ideas on Game 
Theory, based on those of von Neumann and Morgenstern, formed the basis of his 
27-page PhD thesis7 entitled Non-cooperative Games.8 In 1950, the first year after 
receiving his PhD from Princeton, he taught at the same university, and between 
1951 and 1959 he worked at the Massachusetts Institute of Technology (MIT), with 
a one-year break (1956–1957) when he was back at Princeton. In addition, prompted 
by a scientific discussion that had begun at MIT concerning a classical problem on 
Differential Geometry that had remained unsolved until then, Nash zealously 
devoted himself to trying to solve it and finally succeeded.9

As a character, according to those who knew him there, Nash was considered a 
strange one.10 In 1956–1957, he married his partner Alicia, whom he had met as a 
Physics student at MIT11 and, in 1958, Fortune magazine made special mention of 
Nash, calling him the most brilliant representative of the new generation of mathe-
maticians. Indeed, in the eyes of many, his work revolutionised Economics, similar 
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to what was brought about by, for example, Newton, Mendel and Darwin in the 
scientific fields in which they were active.12

In 1959, when his wife became pregnant, John Nash began to show symptoms of 
mental disorder and failed to win the Fields Medal in Mathematics.13 There were 
many occasions when Nash was hospitalised, with his consent, in hospitals for sev-
eral months because of the schizophrenia from which he was diagnosed.14

He eventually, and at a relatively advanced age, managed to return to scientific 
research.15 This was in the early 1990s, when new drugs enabled him to regain a 
satisfactory mental balance.16

The highlight of his scientific career was the award of the Nobel Prize in 
Economics in 1994 for his contribution to Game Theory and the definition of the 
concept of equilibrium, which became known as the ‘Nash equilibrium’. Some 
believe that this was a way of rewarding Nash, not only as a scientist but also for his 
difficult personal life, much of which was spent in hospitals and away from the 
university.17 In addition to Nash, John C. Harsanyi and Reinhard Selten were also 
awarded the Nobel Prize for their contribution to the theory of non-cooperative 
games, mainly through their extension of Nash’s work.

In 2015, Nash was jointly awarded the Abel Prize in Mathematics with Louis 
Nirenberg for his contributions to the theory of nonlinear partial differential equa-
tions and its applications. He received the prize in Oslo, Norway, and on returning 
to Princeton, he and his wife Alicia, with whom he had separated and remarried, 
took a taxi home. Unfortunately, the cab overturned on a New Jersey highway, caus-
ing the deaths of both of them.18

Nash’s theories are widely applicable in many fields where there is a strong ele-
ment of strategic interaction. In particular, Game Theory is now widely used in 
Economics, for example, in the determination of prices between firms in the same 
industry (e.g. telecommunications) and in Management, for example, in the deter-
mination of advertising expenses and costs between firms in the same industry (e.g. 
energy). Also, there is a plethora of applications in Finance, Political Science, 
Sociology, Computer Science, Artificial Intelligence and other fields such as 
Medicine, Biology and even Sports. It is noteworthy that a number of academics 
have won the Nobel Prize in Economics for their research on game theory, following 
Nash’s path.19

10.2  Game Theory Before John Nash

The application of the ‘Nash equilibrium’ to an economic model seems to appear 
for the first time in the work of the French mathematician and economist Antoine- 
Augustin Cournot.20 In a pioneering book, Cournot created a theory of oligopolistic 
competition which includes monopoly and perfect competition as extreme cases. In 
particular, Cournot showed that the economic outcomes for one firm may depend on 
the economic outcomes of another firm and, thus, carried out an analysis similar to 
that of Nash. Although Cournot developed the conceptual distinction between the 
formulation of a specific game and the general methodology employed for its 
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analysis, he failed to do so in his own research.21 Also, many economists had created 
various oligopolistic models, but these were based on questionable assumptions.22

The path to Nash’s theory begins with an observation in a short article by the 
mathematician Emile Borel. Given a class of simple two-person games, Borel set 
out to study whether and to what extent it is possible to develop a method for solv-
ing the game that is better than all others.23 As he presented the structure of his 
model, Borel observed that a general method was needed that would determine for 
every possible circumstance, in a game of a finite number of moves, exactly what 
each player24 should do. Thus, in this and his subsequent articles, Borel expressed 
each game in terms of a payoff table that specifies the expected payoff of each 
player.25

Second, John von Neumann (1928)26 developed a general model of a sequential 
game in which players have imperfect information of the past moves of the other 
players.27 As a follow-up to Borel, von Neumann defined the term ‘strategy’ as a 
complete plan that specifies how the player will act depending on the information 
available to him.28

Then, John von Neumann (1928) explicitly formulated a general model of a 
game in which players play sequentially, over time, with imperfect information 
about the previous moves of other players. Following Borel, von Neumann defined 
a strategy for each player to be a complete plan that specifies a move for the player 
as a function of the information he has.

Furthermore, he believes that a player should be able to choose his strategy 
before the game starts, that is, before the consequences of other players’ decisions 
are observed. Thus, von Neumann concludes that each player should choose his 
strategy without being aware of the strategic choices of other players.29 In this con-
text, he argued that almost any competitive game can be modelled with the follow-
ing simple structure: There is a set of players, each player has a set of strategies, 
each player has an expected payoff, and each player chooses his strategy indepen-
dently of the other players.30 Von Neumann and Morgenstern called this structure 
the ‘normal form’.31

10.3  The Contribution of John Nash

Until Nash’s generation, Economics was regarded as the social science concerned 
with the production and distribution of goods and services. Within the prevailing 
definition of Economics, therefore, Nash’s work could in principle be seen as a 
mathematical contribution with limited relevance to Economics. But if we broaden 
this definition and adopt a more ‘behavioural’ approach, i.e. that Economics is that 
social science which deals with the study of behaviour in the context of a social 
formation, we see that Nash’s theory plays a central role.32

Thus, before Nash, economists worked on developing a theory of price determi-
nation in free markets, based on models of competitive decision-making by produc-
ers and consumers a la Walras. Thus, as economists became familiar with the notion 
of ‘rationality’ in a perfectly competitive environment, it remained only to seek the 
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implications and empirical applications of this theoretical construct. Thus, the scope 
of study and application was extended to issues beyond the determination of 
resource allocation in perfect competition. However, applications of ‘rational’ 
behaviour required a more general analytical framework for it to thrive.

The main reason why Game Theory was developed is precisely to provide the 
framework in order to study those situations in which individuals determine their 
decisions not in isolation, but by taking into account the choices of actors in the 
economy with conflicting interests,33 but without ultimately depending on the final 
choice of other players. The importance of this view for Economics is shown in its 
ability to model, first and foremost, situations of conflict between rational decision- 
makers. Recall that a ‘rational’ actor in Economics is, technically speaking, one 
who wishes to maximise his subjective expected utility based on his individual 
preferences.34

The basic foundation of Game Theory within Economics was laid in 1944 with 
von Neumann and Morgenstern’s work, Game Theory and Economic Behaviour, 
which was the precursor to modern Game Theory. This work introduced a number 
of new concepts and research areas that are still active today. There is, for example, 
the concept of cooperative games, where players make agreements with each other, 
and the formalism of Game Theory applied to a range of economic problems.35

 C Nash defines the equilibrium of a non-cooperative game as a profile of 
strategies, one for each player in the game, such that each player’s strategy 
maximises his own expected performance, given the strategies of the other 
players.36 If we can predict the behaviour of all players in such a game, then 
our prediction must be a ‘Nash equilibrium’, or else it would violate the 
assumption of ‘rational’ individual behaviour.

Nash’s first major contribution was his theory of two-person bargaining in 
Econometrica.37 Then, on 16 November 1949, the Proceedings of the National 
Academy of Science received a short article by Nash, about one-page long, which 
was published the following year.38 In this historic article, Nash gave a general defi-
nition of equilibrium for normal form games using the ‘fixed point’ theorem to 
prove that equilibrium in random strategies exists for any regular form of game of a 
finite number of players, each of whom chooses from a finite number of options. In 
his doctoral dissertation at Princeton, Nash worked further on his idea of non- 
cooperative equilibrium. Most of his dissertation was published in the Annals of 
Mathematics.39

Having formulated the general definition of equilibrium for non-cooperative 
games, and having proved the general existence of equilibrium for such games in his 
1950 article, Nash presented a number of interesting examples, illustrating the prob-
lems that still concern game theorists since then, including a particularly important 
game with Nash equilibrium that is not ‘Pareto efficient’— named after Vilfredo 
Pareto—such as the ‘prisoner’s dilemma’40 that we will encounter below.

It should be noted here that Vilfredo Pareto was an Italian engineer from the 
Polytechnic of Turin who first worked on Italian Railways and then on Economics 
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and General Equilibrium Analysis and it was he who succeeded Walras in his aca-
demic chair in Lausanne. He is considered an important economist who introduced 
the highly popular concept of Pareto41 ‘efficiency’ or ‘optimality’. Thus, an equilib-
rium is called ‘Pareto efficient’ or ‘Pareto optimal’ if no player can be in a better 
position without someone else being in a worse position.

But perhaps, Nash’s most important contribution was his realisation that the non- 
cooperative notion of equilibrium, together with von Neumann’s normal form, gives 
us a complete general methodological framework for the analysis of all games.42

10.4  Prisoner’s Dilemma

Nash’s theory of equilibrium in non-cooperative games is often regarded as one of 
the most important discoveries of the twentieth century, since the equilibrium of the 
same name has had a significant impact on Economics and other Social Sciences. 
Indeed, the impact is considered by some to be comparable to that of the decoding 
of DNA in the Biological Sciences.43 It is, therefore, appropriate to take a practical 
insight from Nash’s work to get a closer look at what is considered one of the most 
revolutionary discoveries in the history of Economics.

Suppose two people, A and B, are arrested and held in separate cells for minor 
offences. At the same time, however, the authorities do not have sufficient evidence 
to convict them of a murder in which they suspect these two are involved. So, the 
police offer each prisoner a bargain: if they both confess to the murder, they will be 
sentenced to 10 years in prison each. If one denies the charge and the other con-
fesses, then the one who confessed will be released and the other will be sentenced 
to 25 years in prison. Finally, if both deny the charges, then they will be imprisoned 
for one year each for minor offences. The game is summarised in the table below 
and is known as the ‘prisoner’s dilemma’.

Β
A Confession Denial

Confession (10, 10) (0, 25)
Denial (25, 0) (1, 1)

For the various possible moves of each player, we see the respective outcomes in 
brackets. Within the parentheses, the first value represents the years of imprison-
ment for player A and the second value represents the years of imprisonment for 
player B. Looking at the above table, many will be tempted to respond that each 
player would obviously have to deny the charges in order to be sentenced to just one 
year in prison each. However, the ‘Nash equilibrium’ does not suggest that. Let’s 
see why.

Based on the Game’s Table, player B has two options: either to confess or to deny 
the charges. So, if player B confesses, then it is in player A’s interest to confess as 
well, in order to get only 10 years in prison, not 25, as would happen if he denies. 
Now, if player B denies the charges, then it is in player A’s interest to confess in 
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order to be released and not to deny, because then he will be in prison for one year. 
Therefore, in either case, that is, in either choice of B, it is in A’s best interest to 
confess. Exactly the same is true for B. Therefore, the best response of each to the 
other’s strategy is to confess. Therefore, they will be in prison for 10 years each.

Now, even if A was hoping for B to deny the charges so that he would deny them 
himself, in order to sentence them to only one year in prison each, then it is in A’s 
interest to confess in order to get himself released if B denies the charges. In this 
case, that is, where B has taken a risk by trusting A, B risks 25 years in prison if A 
confesses. So, everyone has an interest in confessing.

It is striking that even if one player seems willing to cooperate with the other, it is 
‘rational’ for the other player to choose to betray him in order to maximise his self-
interest. Or, to put it another way, it is not ‘rational’ for him to cooperate with the 
other in the mutually beneficial solution (1, 1), but it is ‘rational’ for him to eventu-
ally reach the solution (10, 10). Thus, we provide individualists (or ‘lone wolves’ as 
a popular phrase puts it) with a very good excuse for their antisocial behaviour.44

The above ‘solution’ to the game (10, 10) is called a ‘Nash equilibrium’, in the 
sense that it maximises the level of return a player receives, knowing the possible 
choices of other players but not depending on them. ‘Nash equilibrium’ is thus 
based on the idea that in a state of equilibrium no player wishes to move away from 
it, given the rational behaviours of the other players.

To begin with, we can see that the basic idea underlying the concept of ‘Nash 
equilibrium’ is very attractive, mainly due to its simplicity. More precisely, once the 
players are in a Nash equilibrium, no one changes their strategic choice at the indi-
vidual level. They may, of course, be upset because collectively they did not act 
differently with a much better outcome for each of them, but given the ‘rational’ 
behaviour of the other player, no one is upset about their own, individual deci-
sions.45 Of course, the fact that—once the ‘Nash equilibrium’ is reached—there is 
no reason for the players to feel distressed does not in itself imply that the players 
will necessarily, in the end, seek to move towards that46 equilibrium.

Looking closely, we see that the ‘Nash equilibrium’ does not necessarily lead to 
the best outcome for the group as a whole, nor for the individual, and may even be 
catastrophic as a choice for everyone involved.47 If they could, in some way, work 
together and cooperate, then they could both be in a better position. Indeed, in a 
well-known critique, Nash’s concept of equilibrium has been characterised ‘weak’ 
and without offering any further information.48

Moreover, the aforementioned Nash equilibrium would also be ‘Pareto efficient’ 
if no player could be in a better position without someone else being in a worse 
position. However, in the end, this particular Nash equilibrium in Prisoner’s 
Dilemma is not ‘Pareto efficient’, since both can be found in (1, 1), while also 
improving the position of the other. Indeed, (1, 1) is Pareto efficient, since neither 
player can be in a better position without the other being in a worse position. 
However, in other games, some ‘Nash equilibria’ may indeed be ‘Pareto efficient’ 
as well.

Finally, another element that is ignored in individual, ‘rational’, behaviour is 
social groupings, collective attitudes and moral concepts. If, for instance, in the 
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above dilemma we had two soldiers arrested and called upon to confess to war 
crimes (e.g. execution of civilians) against the country that had arrested them, they 
would in fact be far more likely to refuse to confess to such a heinous act due to 
patriotism or education, despite their individual ‘self-interest’, even if Nash’s theory 
suggests confession as the ‘equilibrium’. Ignored, therefore, in the ‘Nash equilib-
rium’ are elements of collective behaviours, social groupings and moral concepts.

Of course, the above Prisoner’s Dilemma is a simplistic presentation of a spe-
cific, very simple game, without the use of almost any technical definition or jargon, 
and was intended to give us a first idea of the concept of ‘Nash equilibrium’. 
Obviously, in Game Theory, much more complex and sophisticated problems, with 
a huge number of players, preferences and moves, are dealt with, where a large 
number of concepts, techniques and algorithms, both theoretical and computational, 
are used.

10.5  The Evolution of Nash’s Theory

We have seen that the Prisoner’s Dilemma expresses the permanent threat to coop-
eration when, on the one hand, the collective interest demands cooperation but, on 
the other hand, individual motives activate forces which tend to destroy it.49

 C Three remarks we believe are relevant here. First, the ‘Nash equilibrium’ may 
not always be unique, in which case other criteria would be needed in order to 
arrive, ultimately, at one of them. Second, we do not know whether players 
will actually behave ‘rationally’, because in experiments conducted, only 
about 50 per cent of the players opted for confession, that is, purely self-
interest.50 Third, the experience that players gain by playing many repetitions 
(rounds) of the game, according to recent empirical results, keeps cooperation 
levels high, contrary to what was previously believed.51

The impact of Nash’s (re)consideration of Game Theory spread very slowly. At 
first, attention was focused on the analysis of cooperative games. Later, as more and 
more scholars recognised the importance of Nash’s work, it became clear that there 
were a number of technical issues that needed further analysis. For example, Selten 
showed that for many normal form games, the analysis can sometimes lead to mul-
tiple Nash equilibria. To solve this problem, Selten defined ‘perfect equilibrium’ 
and Myerson defined ‘proper equilibrium’ as an improvement on the concept of 
‘Nash equilibrium’,52 and Kreps and Wilson defined ‘sequential equilibria’ as fun-
damental concepts of non-cooperative solutions for extensive-form games.53

A second difficulty with the normal-form game is that it assumes that the game 
begins at a point in time when all players have the same information.54 This assump-
tion is highly restrictive, and Harsanyi showed how this difficulty can be avoided by 
creating Bayesian models,55 meaning that players formulate the subjective probabil-
ities about whether a specific outcome is likely to occur, based on an individual’s 
personal knowledge and judgement.56 The interpretation of equilibrium has changed 
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radically since the introduction of these57 games. Finally, the interpretation of the 
normal form was modified by Aumann, in his study of the case of cooperation 
between players.58

In general, Nash was an ardent supporter of technology and computers, which he 
considered superior in some cases to humans, and was fascinated by the idea that 
algorithms and mathematical models could be created to suggest solutions to vari-
ous games and problems.59

However, even in the field of applications of Game Theory and the computa-
tional algorithms that Nash particularly valued, the enthusiasm for the concept of 
the ‘Nash equilibrium’ has given way to scepticism as to whether and to what extent 
such an equilibrium is computationally feasible. Although the Nash equilibrium 
appears to be a simple concept, this is not the case in practice since Nash did not 
specify a general method of finding the solution, a process that can be very difficult 
and time-consuming or even practically impossible.60 Indeed, as has been shown by 
Daskalakis, Goldberg and Papadimitriou, there is no efficient algorithm that com-
putes Nash61 equilibria.

 C Moreover, as shown by Babichenko and Rubinstein,62 there is no guaranteed 
method of finding an approximate Nash equilibrium unless they exchange 
with each other almost all the information they have about their respective 
preferences. And, as the number of players in a game grows, the time required 
is prohibitive, making the task impractical, even for approximate Nash 
equilibria.

Therefore, in some games of increased complexity, finding the Nash equilibrium 
is, from a computational point of view, practically impossible. And, as Daskalakis 
et al. have argued63 ‘if your laptop can’t find it, neither can the market’.64

10.6  The Theoretical Legacy of Nash

In order to understand the significance of non-cooperative Game Theory, we must 
first understand the concept of ‘rationality’ in Economics. As we know, Game 
Theory highlights the ‘rational player’ as the key actor in Economics, who operates 
according to his individual preferences to achieve the best possible outcome with 
respect to his desires, maximising his utility regardless of whether it is collectively 
desirable or not, while being aware of the possible strategies of other individuals.

Thus, in the game-theoretic perspective of Nash’s analysis, a ‘robotic’ figure is 
adopted for the individual, without age, gender, profession, income, social class and 
emotion, who coldly studies the game in order to calculate, with mathematical pre-
cision, the most advantageous strategy for him, which is implicitly reduced to the 
‘most appropriate’ solution, individually. Therefore, it is obvious that the concept of 
equilibrium suffers, because precisely the model of the ‘rational’ player cannot 
actually exist in practice in human society and the economy. It is, therefore, a theo-
retical assumption based on a highly abstract, theoretical, rationalist construction of 
an ideal ‘player’.

10.6 The Theoretical Legacy of Nash
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 C Whenever experimental testing pointed out theoretical inconsistencies in the 
behaviour and choices of ‘rational’ individuals, as for example in the work of 
Nobel Prize-winning economist Daniel Kahneman, who challenged the 
‘rationality’ of the individual with empirical experiments, then various 
characteristics, such as gender and the role of emotion, began to be taken into 
account as possible explanatory factors to which these differences could be 
attributed.65

What is the reason, then, for the adoption of the rational behaviour hypothesis, 
despite these problems, both in Game Theory and in Nash’s analysis, as well as in 
Economics more generally? First, there seems to be no other better assumption 
available to adopt. A second explanation is that ‘objectifying’ the substance of 
human existence approximates an ideal individual with known characteristics and 
behaviours. As a result, we are now able to apply the analytical, mathematical laws 
and rules of Neoclassical Economics to this ideal atom of society. A third answer 
involves analysing and evaluating the social and economic system being studied. 
The result of empirical studies, which test the theory against the available empirical 
data, may differ from what the mathematical models have predicted, but this does 
not mean that the models or theories are incorrect. Furthermore, it does not imply 
that the economic system contains issues that are inconsistent with the abstract, 
theoretical assumptions and logic of the model. Hence, most people might be driven 
to believe that these differences between economic ‘theory’ and ‘practice’ stem 
from the ‘irrational’ behaviour of certain individuals, rather than the theory itself.

It is nevertheless important to note that Nash’s work is a valuable contribution to 
Economics due to the fact that he demonstrated another important issue: In the event 
that each individual acts in accordance with his own self-interest, and believes that 
the other individuals with whom he interacts will act in a similar manner, it may 
lead to situations not beneficial to the group and, therefore, to the individual. In 
other words, blindly pursuing individual interests may eventually result in harm to 
the collective interest and to the individual himself, as we observed earlier in the 
Prisoner’s Dilemma, a simplistic but typical version of a game, where each prisoner 
ended up with 10 years in prison versus 1.

As a consequence, in another formulation, it is seen that what is regarded for 
individuals as ‘equilibrium’ may not be a desirable state of collective equilibrium, 
despite attempts to present society as a homogeneous set of rational individuals. Or 
else, in Margaret Thatcher’s words, ‘And, you know, there’s no such thing as soci-
ety. There are individual men and women and there are families’,66 overlooking the 
fact that society consists precisely of the relationships between these individuals.

As a matter of fact, the concept of ‘Nash equilibrium’ has often been interpreted as 
an argument in support of the unregulated free market system, which has been associ-
ated with the philosopher Thomas Hobbes’s view that cooperation would eventually 
be defeated by ‘selfish’ acts of self-interest on the part of individuals. As part of a 
similar theoretical framework, David Hume also expressed his scepticism regarding 
the role of a third party in social and economic matters, for example, the state.67

At precisely this point, Nash is confronted with Smith, whose fundamental claim 
was that an individual’s pursuit of self-interest leads in the long run to the prosperity 
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of society (‘the invisible hand’). In Game Theory, as we have discussed extensively, 
when individuals pursue their own self-interest, they are not necessarily advancing 
the interests of the group.68 Likewise, similar conclusions can be drawn when con-
sidering collective entities, such as firms and trade unions.

Furthermore, Nash’s mathematical rigor and his highly restrictive and abstract 
assumptions are closely related to the essence of the mathematical, Neoclassical 
approach. Thus, analytic arguments are stripped of their evaluative elements and are 
wrapped in the attribute of ‘objectivity’, further reinforced by the eternal validity of 
abstract mathematical theorems and results.

Despite being mathematically elegant and based upon the relative existence the-
orem, Nash’s theory has not been shown to be computationally feasible in the con-
text of a real and complex economic problem modelled as a game.

There is little hope of calculating the Nash equilibrium in a reasonable amount 
of time, systematically and generally, when there are too many players, with too 
many different preferences, with too many available moves, with too many potential 
outcomes and probability distributions. This finding challenges the strict, 
Neoclassical equilibrium view of the economic system.

In conclusion, there is an alternative to the blind pursuit of individual interests 
and autonomous competitive behaviour without any consideration for the collective 
outcome. The interaction of individuals with one another, the development of mutu-
ally beneficial relationships, and the development of cooperative actions.69 We have 
seen that this view can lead to a whole new way of approaching social and economic 
problems, which could result in much better results, both collectively and 
individually.

Key Takeaways

• Rational players act according to their individual preferences.
• The rational player aims to satisfy his desires as far as possible.
• ‘Nash equilibrium’ occurs when players behave rationally, and no player 

wants to leave it.
• ‘Nash equilibrium’ is not necessarily the ‘best’ outcome.
• Reaching a ‘Nash equilibrium’ is not always computationally feasible.
• The development of mutual relationships and cooperative actions may 

benefit both the rational player and the group.

Revision Questions

• What is the main reason for the development of Game Theory?
• How is the ‘prisoner’s dilemma’ summarised?
• What is the meaning of ‘Nash equilibrium’?
• What are the criticisms of ‘Nash equilibrium’?
• To what extent is a ‘Nash equilibrium’ computable?
• What are the characteristics of the ‘rational’ player in Economics?
• Is Nash theoretically close to Smith?
• What is Nash’s main contribution to Economics?
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11Amartya Sen (1933–…)

 C Learning Objectives

After having studied this chapter, the reader should be able to:

• Understand the concept of ‘capabilities’.
• Explain Sen’s ideas on gender inequalities.
• Discuss Sen’s work on famine and poverty.
• Analyse Sen’s influence on measuring welfare.
• Present briefly Amartya Sen’s contribution to Economics.

 C Summary

Known for his contributions to the fields of social choice theory, political and moral 
philosophy, and decision theory, Amartya Sen is an eminent economist, scholar, 
philosopher and author, as well as the Nobel Prize winner in Economic Sciences in 
1998. According to Sen’s views, Economics should be built on the notions of ‘func-
tionings’ and human ‘capabilities’. In general, “capabilities” refer to what it is pos-
sible for a person to do or be—in particular, that he or she may be well nourished; 
avoid unnecessary morbidity or mortality; read, write and communicate; participate 
in community life. It is important to recognise that while a utilitarian measure of 
human welfare would suggest that people are worse off when their standard of liv-
ing is lower, the capability approach may show that with greater freedom and greater 
choice, individuals may be better off. The work of Sen has contributed to a better 
understanding of the causes of famines and hunger in the real world. Many interna-
tional agencies have also changed how they approach famine prevention as a result. 
Until Sen’s research, most development economists believed that famines were 
caused by insufficient food production. It was pointed out by Sen that issues related 
to distribution should be considered separately from those related to food supply. A 
famine may occur due to an insufficient production, but it may also be caused by 
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inefficient or unequal distribution mechanisms. His contention that Gross National 
Product (GNP) alone was insufficient to assess the standard of living which led him 
to contribute to the development of the Human Development Index (HDI), the most 
reliable international metric for assessing welfare levels between countries. He con-
tributed to the global fight against injustice, inequality, diseases and ignorance 
through his theories of human development and the underlying mechanisms of pov-
erty and famine. His contributions earned him the Nobel Prize in Economic Sciences 
in 1998 and have inspired policies at the United Nations, the World Bank and else-
where and have also informed the work of other Nobel Laureates.

11.1  Introduction

Amongst his many accomplishments, Amartya Sen is an economist, philosopher, 
scholar and author of international repute. In addition to his work in social choice 
theory, political and moral philosophy, and decision theory, he has made numerous 
important contributions to the field of Economics which earned him the Nobel Prize 
in Economic Sciences in 1998.1

Generally, Sen’s contributions can be divided into the following categories: phil-
osophical criticism of conventional economic ideas and concepts, the development 
of an Economic Science that is grounded in human capabilities, and also practical 
contributions to economic development, such as understanding poverty and inequal-
ity more accurately, understanding famine and hunger, examining gender issues, 
and explaining the differences between economic growth and economic 
development.2

Amartya was born in 1933 and was the son of a Chemistry professor at Dhaka 
University, the city that is now the capital of Bangladesh. Among his mother’s occu-
pations there were several. Although she was quite successful as a dancer once, she 
worked for more than 30 years as an editor of a magazine.3 Rabindranath Tagore, a 
Sanskrit teacher, writer, poet and philosopher, the first non-European to win the 
Nobel Prize for Literature (1913), founded the school and college that Amartya 
attended in Santiniketan.4 And it was Tagore who suggested the name ‘Amartya’ to 
Sen’s mother.5

Financially, the Sens did not have a good situation despite their academic pedi-
gree.6 In Dacca (now Dhaka), Amartya began his education, but was soon trans-
ferred to Santiniketan near Kolkata. In this environment, he was exposed to academic 
freedom. Thus, Sen was provided with the opportunity to interact with his erudite 
grandfather, Kisht Mohan, who was a scholar himself and ran the school.7 During 
the time that the war was going on with Japan, Amartya spent a considerable amount 
of time with his grandparents in Santiniketan, where he studied from the age of 7 to 
the age of 17. His grandparents were with him because the war between Japan and 
the Allies was in progress at the time.8
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A number of notable visitors to his school included Mahatma Gandhi and Eleanor 
Roosevelt. His school was well known for the variety of knowledge it attempted to 
establish through vigorous discussions and even lively debates and the openness of 
its campus.9 As well as India’s cultural heritage, analytical and scientific heritage, 
the school’s curriculum was strongly connected to the rest of the world.10

In 1943, Sen was nine years old when the Great Bengal Famine took place. 
Several million people died despite adequate grain being available, and Sen was 
struck by its deeply class-dependent nature.11 During the 1970s, he studied famines 
and developed an interest in economic development.12

In 1944, just before British India was split into India and Pakistan, Sen was wit-
ness to some of the Hindu–Muslim violence that ravaged British India. While seek-
ing employment in Sen’s Dhaka neighbourhood, a Muslim day labourer named 
Kader Mia was stabbed by Hindus. Therefore, Sen has always considered the mur-
der to be an example of a tragic aspect of human society that happens all too fre-
quently: the killing of members of one group for no other reason than that they are 
members of that group. In Sen’s opinion, Kader Mia’s single identity struck a child 
of 11 as extraordinary. This is discussed by Sen in Identity and Violence, in which 
he brings his razor-sharp intellect and humanist disposition to bear on his earlier 
sense of astonishment. 13

During his early years, Sen’s intended field of study varied quite a bit, and 
between 3 and 17years old, he flirted with Sanskrit, Mathematics and Physics. 
However, he finally chose Economics.14 Between 1951 and 1953, he attended 
Presidency College. In 1943, he had been a witness to the Bengal famine, in which 
several million people had died and was struck by its deeply class-dependent 
nature.15 Amartya Sen graduated with a BA in Economics and a minor in 
Mathematics, from the University of Calcutta. His main concerns in his undergradu-
ate years in Calcutta were Welfare Economics, Economic Inequality and Poverty, 
and the scope of democratic social choice, as well as the protection of liberty and 
minority rights.16

During his teenage years, Amartya Sen became ill with cancer. He discovered a 
lump inside his mouth a few months after moving to Calcutta for college. As a stu-
dent of Economics and Mathematics, Sen consulted two doctors, who laughed at his 
suspicions, so he visited a medical library and looked through a few books on can-
cer. When a squamous cell carcinoma was diagnosed, the question arose as to 
whether he was really two people with the same name: a patient who had just 
learned he was dying from cancer, and also the ‘agent’ who had made the diagnosis. 
‘I cannot allow the patient to take over completely’ Sen decided, ‘and I cannot—
absolutely cannot—let go of the agent within me’.17 After undergoing radiation 
treatment, many of the bones in Sen’s mouth were destroyed. This proved to be a 
difficult experience. He had a 15 per cent chance of surviving for five more years, 
according to the doctors. After his recovery, his father considered that it might be a 
good idea for Amartya to travel abroad.18

The next step in his education was to attend Cambridge University. As part of his 
studies at Cambridge, Sen was involved in the work of Maurice Dobb, Joan 
Robinson and Piero Sraffa in Economics.19 His dissertation was supervised by 

11.1 Introduction



134

Robinson, along with Amiya Dasgupta, who attempted to move his research in the 
direction of abstract theory.20 Sen graduated from Trinity College with a BA in 1955 
and a PhD in 1959. At the age of 23, Sen became Chairperson of the Economics 
Department at Jadavpur University in Calcutta, while completing his doctoral dis-
sertation (1956–1958).21 As he was not yet 23 years old, this caused a storm of 
protest that was entirely foreseeable and understandable. However, he enjoyed the 
opportunity and took it on with enthusiasm.

After his graduation from Cambridge, he briefly taught at MIT (1960–1961), 
where he had many stimulating discussions with Paul Samuelson, Robert Solow, 
Franco Modigliani, Norbert Wiener and others. He gained a greater understanding 
of the breadth of Economics as a result of the summer visit to Stanford.22 Sen held 
visiting positions in the United States between 1963 and 1971, while teaching at the 
University of Delhi. In 1964–1965, he worked for the University of California at 
Berkeley, and he was at Harvard University23 between 1968 and 1969.

During this period, he faced several intellectual challenges. In collaboration with 
K. N. Raj, they attempted to establish an advanced school of Economics in Delhi. 
Together they established the Delhi School as the preeminent centre for economic 
education in India prior to Sen’s departure in 1971 for the London School of 
Economics.24

Upon returning to the United Kingdom in 1971, Sen became a professor at the 
London School of Economics. Upon moving to Oxford University in 1977, Sen 
joined Nuffield College. Since 1988, Sen has been teaching Economics and 
Philosophy at Harvard University as the Lamont University Professor of Economics 
and Philosophy. Following his return to England in 1998, Sen joined Trinity College, 
Cambridge University, as master.25

The Nobel Prize in Economics was awarded to Sen in 1998 in recognition of his 
contributions to the understanding of social choice theory, poverty and welfare mea-
surement.26 A number of academic awards and honours have been bestowed upon 
Sen throughout his distinguished career. The history of his service to society 
includes serving as the President of the Human Development and Capability 
Association and acting as an Honorary Director of the Academic Advisory 
Committee of the Center for Human and Economic Development Studies in China. 
His scholarly accomplishments also include being a member of Reporters Without 
Borders Commission on Information and Democracy. There are also more than 40 
honorary doctorates that he has received. He has also produced an impressive body 
of scholarly work.

Sen has also served on the boards of several leading economic associations. He 
was president of the Development Studies Association. The Econometric Society 
appointed him as president in 1984. The International Economic Association elected 
him as its president in 1986, and the Indian Economic Association elected him as its 
president in 1989 and 1991, respectively. The American Economic Association 
elected Sen as its president in 1994.27 During the year 2021, he was awarded Spain’s 
prestigious Princess of Asturias Award for Social Sciences.28
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11.2  Capabilities and the Critique to Welfare Economics

According to Sen, the key theme of his work is the development of human potential. 
Therefore, Sen is generally regarded as the pioneer of the ‘capability approach’ in 
the contemporary era, although Sen himself and others have pointed out that 
Aristotle’s definition of a functioning is also crucial in the writings of philosophers 
and theoreticians who are influenced by Aristotle.29

Sen delivered the Tanner lectures in 1980 titled, ‘Equality of what?’. The author 
questioned the effectiveness of measuring equality in terms of marginal or total util-
ity, or primary goods. In addition, he outlined his concept of capabilities for the first 
time. 30 Capabilities are the alternative combinations of functionings that are feasi-
ble to achieve, whereas a functioning describes the activities and states that make up 
a person’s well-being, such as a healthy body, safety, education, a good job and 
being able to visit loved ones.

The concept of functionings is, in general, closely related to goods and income, 
but not exclusively. A well-fed population enjoys the benefits of having their basic 
needs for food (a commodity) met. The fact that functionings are aspects of human 
fulfilment means that some functionings may be very basic (being fed, clothed, etc.) 
while others may be quite advanced (being able to play a virtuoso guitar solo, eating 
expensive caviar). Different dimensions of life can be affected by both basic and 
complex functioning. Depending on the individual, some may focus on survival, 
work and material well-being, while others may be concerned with relationships, 
empowerment and self-expression.31

Sen understood that the most important thing in life is to focus on those things 
that have intrinsic value rather than those that are simply utilitarian. This led him to 
develop the concept of ‘capabilities’. In general, ‘capabilities’ refer to what is pos-
sible for a person to do or be—in particular, that he or she may be well nourished; 
avoid unnecessary morbidity or mortality; read, write and communicate; participate 
in community life; and appear in public without embarrassment.32 It is evident that 
basic needs are included within this definition, but the term ‘capabilities’ has to do 
with a considerably broader concept.

According to this perspective, people are more likely to prosper if they can read, 
eat and vote. Not only is reading useful, it also contributes to one’s development as 
a person. Food is not precious because people love food, but rather because it is 
essential. It is not because people wish to maximise their utility that they vote, but 
because they support certain types of political activities (democracy).33 Freedom of 
choice and the availability of a wide range of options also contribute to a person’s 
well-being. Despite having lower incomes and lower security, slaves and people 
who obtain independence or divorce for the purpose of ending an oppressive mar-
riage will experience greater well-being. The well-being of consumers could also be 
improved if they were given more choices when purchasing a specific good without 
any alternatives, even if they did not end up receiving more products. The capability 
approach to measuring human welfare shows that greater freedom and greater 
choice can lead to greater individual welfare as a utilitarian measure of human 
welfare.34
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 C Sen argues that Economics should involve increasing people’s choices in 
order to improve their capabilities. As such, this stands in stark contrast to 
traditional economic concerns such as maximising utility by producing more 
goods more efficiently. Accordingly, he was critical of conventional welfare 
Economics, which assumes that free exchange maximises the well-being of 
individuals.35

According to his first argument, utility maximisation does not accurately describe 
the behaviour of individuals. It has been argued, for example, that utility maximisa-
tion ignores the real reason why people attend polling places and cast their votes. As 
a result of their commitment, desire to register their preferences, and desire to par-
ticipate in the elections, people vote. As a practice, Economics typically underesti-
mates these human desires because it focuses primarily on the concept of utility that 
is supposed to be derived from things chosen as opposed to the real decision-making 
process itself. Traditional economic analysis ignores many human motivations. 
Economics ignores traditional social concerns, fails to take account of the needs of 
future generations and ignores ethical issues.36

A person does not work, according to Sen, because he has conducted some eco-
nomic calculations and has determined that the value of goods and services that can 
be purchased with their pay alone is greater than the value of the time they have lost. 
It is forbidden for employees to work more than 48 hours per week. Aside from 
providing economic benefits, employment has the potential to facilitate social con-
tact, the development of skills and the achievement of psychological well-being or 
self-esteem. Consequently, the unemployed are more likely to suffer from health 
problems, suicide and mortality rates, as well as psychological distress. A higher 
divorce rate is also associated with unemployment as it weakens family 
relationships.37

Furthermore, traditional welfare analysis has been criticised due to its adherence 
to rational utility maximisation and its consequences. Based on Sen’s reasoning, if 
people behaved rationally, they would be mocked for their selfish behaviour. The 
Prisoner’s Dilemma constitutes an excellent example of this strange situation. No 
consideration is given to other individuals, no sense of integrity or any idea of the 
kind of society one wishes to live in or the type of person one wishes to be. By 
focusing on rational choices, such as which cereal brand to purchase at the super-
market, economists ignore other, more personal or even interpersonal, factors 
related to making decisions.38

 C Observations by Sen indicate that in the real-world people do not maximise 
their own utility for any given set of options. The last piece of dessert on the 
table, for example, will not be consumed by anyone. This is not to indicate 
that someone is not interested in the dessert or that eating the dessert would 
not bring him/her pleasure. However, he/she is more concerned with how 
others perceive him/her than grabbing the last piece.
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As this example illustrates, well-being is not solely determined by outcomes. It 
is important for economists to consider commitments, as well as other social inter-
dependencies in their analyses; however, economists do not take these factors into 
consideration and consider them to be ‘externals’, which are major contributors to 
human welfare. As a result of incorporating these factors back into Economics, the 
subject is broadened, made more realistic and relevant, and its theoretical founda-
tion is strengthened.39

In addition to the assumptions about preferences made in traditional welfare 
Economics, there is another issue. There is a possibility that people may not be able 
to envision the utility of certain actions due to poverty, illness, tyranny or their 
upbringing or because of their customs. In the absence of early schooling, individu-
als may become distrustful of schooling and reject all options for education. In spite 
of their lack of basic reading and writing skills, they may not feel deprived due to 
their adjustment to their current circumstances.40

Additionally, Sen asserts that the welfare Economics standard unit of analysis is 
flawed. In the past, Psychology has been viewed as an empirical science that draws 
general conclusions about human behaviour on the basis of the assumption that 
individuals are autonomous. It is nevertheless the individual’s choice to form a fam-
ily or household. Thus, household members’ well-being is determined not only by 
household income but also by how household resources are distributed. There may 
be undesirable results when one member of the family controls most resources or 
determines how they will be divided within the family. There is no doubt that 
unequal power prevails in the real world more often than not.41

Furthermore, Sen asserts that there are many things that are both useful and un- 
useful that cannot be exchanged for money. Crime, pollution and social unrest are 
all inefficient, just as a nice sunset, some good friends and a large family are benefi-
cial. These factors have traditionally been ignored by welfare Economics. Best-case 
scenarios refer to them as externalities; worst-case scenarios dismiss them as insig-
nificant. Although these sources of human welfare are important, Economics ignores 
them. By limiting the scope of Economics, welfare Economics is unable to address 
human well-being on a broader scale. For traditional economic theory, the only 
thing that matters is the goods consumed by a person. It is important to note, how-
ever, that this does not take into account the benefits that individuals have from 
those goods. It is important to keep in mind that some items (such as education) 
provide the capacity to achieve future goals despite their current utility. In truth, 
these goods contribute to human welfare and have a welfare component, but tradi-
tional welfare Economics ignores them. From a logical standpoint, it would be logi-
cal to shift the focus from goods themselves to what they do for individuals.42

Also, Sen43 has criticised the use of Pareto efficiency/optimality as a welfare 
measure. Despite being optimal, outcomes can be disastrous. It is not possible to 
achieve Pareto efficient/optimal outcomes, such as one where a few people are very 
wealthy and everyone else is starving, without reducing the income and utility of the 
wealthy. It is clear, however, that many people are suffering from hunger, which is 
an undesirable situation. He argues that providing resources to the hungry will 
enhance their well-being in the long run, even if some of these resources must be 
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derived from multimillionaires and utilities are directly comparable. As a conse-
quence, conventional welfare Economics does not reach this conclusion, which rep-
resents an important flaw as well as a serious limitation.

Lastly, as noted by Sen,44 utility maximisation is at odds with the traditional lib-
eral view that individuals are free to pursue their own interests as long as they do not 
interfere with the interests of others. In spite of this, a concern for freedom would 
permit each individual to make their own decision. Conventional welfare Economics 
is in jeopardy, as Sen has pointed out. The author has argued that the various poli-
cies can contribute to human and societal well-being in contrast with standard wel-
fare Economics.

11.3  Gender, Famine and Poverty

Sen has drawn out many of the ‘capabilities’ approach applications, initially with 
his attempt to measure poverty at an early stage45 and continuing through his later 
research on hunger and famines, work on inequality and works on the role that 
women play in economic activity.

Economic development can be improved significantly through the use of a 
capabilities- based approach. This has led to a shift in the paradigm of development 
from one that promotes economic growth to one that promotes human well-being. 
Human well-being refers to the expansion of the human capacity to produce and 
consume goods, regardless of the fate of the people who produce and consume 
them. Growth refers to the production of more goods regardless of the fate of the 
individual who produces them and consumes them.46 Growth in the economy raises 
per capita incomes and outputs. Consequently, people develop when they are able to 
accomplish more rather than when they purchase more items. Increasing economic 
development is associated with an increase in voting, literacy rates and the average 
number of years of schooling, as well as an increase in life expectancy. Economic 
development can be defined as the expansion of individual choices and opportuni-
ties, as well as the provision of a greater range of positive freedoms.47

Throughout his career, Sen has recognised the importance of gender issues in the 
development process. He has challenged the notion that low levels of development 
influence men and women equally, as well as the assumption that development poli-
cies do not take gender into account.48 As a result of his research, he has demon-
strated that preference for sons leads often to discrimination against women. In 
order to make the most of their limited income, families are constantly making 
decisions regarding how to use it. The allocation of income among family members 
is one of the most important decisions. For more affluent families, these matters are 
not as important; however, for poor families, these decisions are crucial. Families 
will die if they are not provided with adequate food and medical care when they 
are ill.49

Furthermore, he has demonstrated that women and men are not equally able to 
receive health care and nutritional food within their families. As an example, women 
in India were required to be sicker before being admitted for hospitalisation during 
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famines and had higher chances of dying after being admitted. The availability of 
adequate food supplies was also less likely to be provided to women.50

The consequences51 of this discrimination have been documented by Sen. The 
ratio of women to men is approximately 105 in more developed countries. It is esti-
mated that there are 102 women for every man in sub-Saharan Africa. However, the 
proportion of women to men is only 94 to 96 in countries such as China and India. 
These countries should also have a sex ratio of about 100 women for every 100 men 
if men and women were treated equally. Therefore, if women were treated at home 
according to the same standards as men, there would be an additional 100 million 
women living today. Moreover, females who have a greater degree of independence 
are less likely to be missing in countries and areas where they are more independent. 
Furthermore, in areas with greater control over resources and better employment 
opportunities, the number of missing women is lower. It is generally believed that 
women have a greater chance of surviving wherever and whenever they possess 
greater ‘capabilities’.

A number of policy recommendations are derived from this analysis. It is more 
likely for development projects to be successful when they are designed to assist 
women. It has been found that direct feeding programmes in India are more effec-
tive at improving nutritional status of girls than general food distribution to families 
at home. Women who are encouraged to work outside the home are able to negotiate 
and receive a greater share of the family’s resources due to programmes encourag-
ing them to work outside the home.52 According to numerous empirical studies, 
empowering women with their own income contributes to both their own and their 
children’s well-being.

As a result of Sen’s research, the community of economists has been able to gain 
a better understanding of real-world issues. It has also influenced the approach 
taken by various organisations in the prevention of famines. Famines had previously 
been believed to be caused by insufficient food production by most development 
economists before Sen’s work. In his view, the distribution of food is a separate 
issue from the supply of food. There are several causes of famine, including insuf-
ficient or unequal production, as well as insufficient or unequal distribution 
mechanisms.

The primary cause of famines, according to Sen, is distributional problems, and 
his empirical studies have demonstrated that distributional problems are more often 
involved than supply problems in causing famines.53 This work is the result of the 
author’s experience regarding the 1943 Bengal famine. There, millions of people 
were killed in front of well-stocked food stores that were protected by the govern-
ment during the Great Bengal Famine. Wage earners with low incomes were not 
affected by food; rather, they were deprived of an income source as a result of food 
shortages. If they did not have income, they were unable to purchase food. Workers 
lost their entitlements as a result of losing the ability to feed themselves and their 
families. The lack of adequate wages resulted in a number of deaths among poor 
rural workers. Furthermore, during the Bangladesh famine, there were record levels 
of food supply; however, workers lost their jobs as a result of flooding and, as a 
result, lost their entitlement to food.

11.3 Gender, Famine and Poverty
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By demonstrating the impact of traditional concerns about economic incentives, 
Sen illustrates that famine can be greatly exacerbated.54 A lack of income and low 
demand contributed to the movement of food from famine areas during the Irish 
famine (1840s) and the Wollo famine of Ethiopia (1973). Sen55 and Dreze and Sen56 
noted that famines do not often occur in democracies or in countries with a free 
press. They57 demonstrated that although China has generally done a better job 
eliminating hunger than India, India has never experienced a famine since gaining 
independence, while China suffered from a catastrophic famine from 1958 to 1961.

They noticed58 that military regimes in sub-Saharan Africa were not so sensitive 
to victims of famine and have experienced more famines than other forms of gov-
ernment. A democratic government produces a greater amount of output, which 
reduces the risk of famine, and more importantly, democratic governments must 
respond to pressure from their electorates. It has also been reported that countries 
with a free press do not suffer from famines so often.

A result of the ‘capabilities approach’ is the way in which poverty is measured. 
In the past, researchers have attempted to analyse poverty by determining the mini-
mum level of income required to support a family of varying size and composition.59 
Families with fewer adults, small families and those living in rural areas are likely 
to require more income and are likely to experience higher poverty rates than fami-
lies with larger numbers of adults, urban families and families with more adults. An 
individual or family qualifies as poor if they fall below the poverty line, irrespective 
of their size or type of family. As a percentage of families living below the poverty 
line, poverty rates are calculated.

According to Sen, this approach to calculating poverty has numerous flaws. In 
the first instance, more income is linked to better health. There are many factors 
besides income that contribute to utility or well-being, as Sen has repeatedly empha-
sised. It is not considered poor under traditional standards if a person is in poor 
health and has a significant income that can be spent on health care. By applying the 
‘capability approach’, deprivation is defined as the absence of capabilities, there-
fore, the ‘wealthy but unhealthy’ may be considered to be poor.

In addition to the conventional measure of poverty, the use of alternative scales 
presents another challenge. It has been noted by Sen many times that the distribu-
tion of family resources is highly influenced by a household with only one primary 
income earner. It may be possible for members of a household to receive unequal or 
equivalent shares or may not be able to participate in the household’s average wel-
fare. Assuming the household head has purely benevolent intentions (which contra-
dicts other economic assumptions), equivalence scales should be used to measure 
household welfare, and it should be assumed that everyone in the household will 
have a similar level of welfare. Despite the fact that households are not always coop-
erative, sometimes they work together, while at other times they disagree on alloca-
tions.60 The family is experiencing a cooperative conflict, according to Sen. A 
household may have different needs due to a variety of factors, including its envi-
ronment, its social situation and its consumption patterns.61

Regardless of the demographic composition of a family, the same poverty line 
cannot be applied to them all. Last but not least, due to the way poverty rates are 
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calculated today, if funds were taken from one family that is extremely poor and 
given to another family that is below poverty line, the poverty rate would decrease. 
According to Sen, this will worsen the lives of the very poor and should not be con-
sidered as ‘poverty-reducing’ or even ‘welfare-enhancing’. Sen recommended the 
use of another method to measure poverty.

In the 1970s, Sen62 formulated a relevant measure. In the study, it was examined 
not only the proportion of poor families but also the extent to which those families 
fell below the poverty line. There has been considerable attention paid to people 
who live below the poverty line. It is the most serious aspects of poverty that are 
given the greatest weight in this method of measuring poverty. Aside from its impor-
tance from a policy perspective, it has other implications as well. According to Sen’s 
poverty index, government efforts will not be able to reduce poverty if they are 
focused on those who are just below poverty line. In order to reduce poverty, it is 
necessary to dedicate more resources to the ones who require the most assistance. 
Sen,63 in addition to his poverty measure, has developed a measure of inequality. 
The Sen inequality measure also emphasises those at the bottom of the income dis-
tribution, as opposed to the Gini coefficients and coefficients of variation, that treat 
all components of the income distribution equally. Sen’s index indicates that redis-
tributions benefiting the poorest will probably result in greater income equality.64

In recent years, Sen has shifted his focus from income to capabilities as a mea-
sure of human well-being. The purpose of Sen’s income is not to provide for his 
needs in and of itself but rather to facilitate his goals. In order to achieve this goal, 
individuals must be able to function and perform better. It is essential to measure 
welfare in this manner. To measure the degree to which people in a country were 
able to access basic opportunities, Sen constructed a simple summary index over the 
course of many years. His argument is that a measure of human well-being of this 
type would be more meaningful. The development of various countries and over 
time can also be analysed more comprehensively in a comparative manner.  A mea-
sure of human development is the Human Development Index (HDI), which adjusts 
income for factors such as distribution, purchasing power, life expectancy, literacy 
and education. Therefore, HDI is an index with 1 being the highest value possible 
and 0 being the lowest value possible. A gender development index (GDI) and a 
gender empowerment metric (GEM) are also available. Human Development 
Reports have included these two indicators. In terms of key capabilities, the HDI is 
the most influential attempt to quantify success and failure in development in a 
variety of countries.

Through the use of the HDI, we are able to change many of our previous conclu-
sions regarding development projects. Human development, rather than income, is 
a better indicator of performance for Canada. The HDI indices of Canada are one of 
the highest in the world, despite the fact that the country has a lower per capita 
income than many other developed countries. The reason for this can be attributed 
to Canada’s income equality, literacy and longevity.

Real-world implications are also associated with HDI rankings. The majority of 
people tend to adopt policies that promote economic growth only whenever a 
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country focuses primarily on income and income growth. It is likely that distribu-
tional issues will be discounted; education will be neglected; the environment will 
be neglected; and long-term growth will be compromised. The HDI has shifted the 
policy efforts on different ends as a result of its emphasis on other factors promoting 
well-being, including the provision of health care and education for all citizens, as 
well as the promotion of a sustainable environment and standard of living.65

11.4  The Theoretical Legacy of Sen

The theories of Sen regarding human development and the causes of poverty and 
famine contributed to the global fight against injustice, inequality, disease and igno-
rance.66 Awarded the Nobel Prize in Economics in 1998 is widely recognised as a 
leading economist globally. Probably, the most notable contribution Sen made to 
welfare Economics was his investigation into the causes of food shortages, leading 
to solutions for preventing or limiting food shortages, real or perceived.

Sen has had a significant influence on the work of other Nobel laureates, as well 
as the United Nations (UN) and the World Bank (WB).67 In his case, he is one of the 
few intellectuals who have made significant contributions to Politics. As a result of 
his work on famines, he changed public perceptions by demonstrating why people 
can starve despite a country’s food production not declining, and his analysis of 
poverty significantly influenced society. Having argued that measures of Gross 
National Product (GNP) are insufficient to express the standard of living, he was 
instrumental in the development of the United Nations Human Development Index 
(HDI). This index is today one of the most prominent sources of comparative data 
on the standard of living in different countries.68

His work has contributed to many areas during the course of his career. As a 
result of his book Collective Choice and Social Welfare, he is widely recognised as 
one of the founders of contemporary social choice theory. A measure of social well- 
being based on different individuals’ well-being was proposed in the book, which 
sparked interest and expanded on the ideas of the famous economist Kenneth Arrow.

His work has also had a profound impact on the fields of Philosophy and 
Economics. Freedom of expression is inherently at odds with the principle that peo-
ple should always have a better quality of life. In particular, he has had a profound 
impact on Development Economics and Welfare Economics as a result of his 
research on famines and his novel perspective that economists must consider factors 
beyond income to accurately determine people’s well-being. The ‘capabilities 
approach’, an area of Economics that has gained popularity over the past few years, 
focuses on how policy affects an individual’s future opportunities, based on ideas 
Amartya developed many years ago.69

The work of Sen has been more than just a critique of conventional Economics. 
In order to develop a realistic and plausible theory, he developed a respective set of 
realistic and plausible assumptions. As part of Sen’s philosophy, relationships, 
human potential and things other than those that can be bought and sold on the mar-
ket are of utmost importance. In traditional welfare Economics, the importance of 
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all of this is overlooked because it begins with the rationality assumption and ends 
with justifying the results of free exchange since it is unable to compare individual 
utility. Over Sen’s career, he has focused on enhancing human potential and show-
ing how this leads to a greater sense of well-being in society and at home. According 
to him, the objective of economic development is the cultivation of human capabili-
ties. In order to understand such a perspective, it is necessary to have a broader 
understanding of Economics.70

The work of Sen has resulted in an entirely new perspective on human economic 
behaviour. The results of his research have demonstrated that individuals are shaped 
by the environment in which they live and possess internal value. They are more 
than utility maximisers. A well-functioning economic system should offer a greater 
variety of goods and services, as well as make life better for both men and women. 
This rich perspective has resulted in a more humane and broader approach to 
Economics.71

Key Takeaways

• Sen focuses on poverty, famine and welfare Economics.
• Individuals are shaped by the environment in which they live.
• What a person can do and be is called a ‘capability’.
• Individuals are more than ‘utility maximisers’.
• Improper distribution and production can lead to famines.
• Freedom and options are expanded through economic development.
• Men and women should both benefit from a good economic system.

Revision Questions

• Which areas do Sen’s contributions fall under?
• What effect does Sen’s work have on famines and hunger?
• How did Sen contribute to the creation of the HDI?
• What is Sen’s main criticism of Neoclassical Economics?
• What is Sen’s main contribution to Economics?
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12Joseph Stiglitz (1943–…)

 C Learning Objectives

After having studied this chapter, the reader should be able to:

• Understand the role of ‘asymmetric information’ in the economy.
• Analyse Stiglitz’s view on ‘sticky prices’.
• Describe the main point that the Shapiro and Stiglitz model makes.
• Discuss Stiglitz’s views on globalisation.
• Present briefly Stiglitz’s contribution to Economics.

 C Summary

A very influential economist of our times and Nobel Prize laureate who is well 
known for his often critical views of fully unregulated free-market policies and 
insightful vision on globalisation is Joseph Stiglitz. It became a central focus of his 
research to understand the limitations of the market, known as ‘market failures’. 
Stiglitz and his colleagues showed that even small imperfections of information 
could have profound effects on how the economy behaved. As a result of the failure 
of the socialist economies, Stiglitz concluded that the competitive equilibrium 
model was insufficient. Just as the socialists failed to recognise the complexity of 
the information problem facing the economy, the standard competitive market equi-
librium model did not account for the complexity of the information problem. In a 
similar manner, their view of decentralisation was oversimplified. Asymmetries of 
information refers to the imperfection of information caused by the fact that differ-
ent people in a market have different levels of knowledge. Stiglitz makes the con-
nection between asymmetries of information and asymmetries of economic power. 
Besides correcting market failures, government has a role to play in redressing 
power imbalances. Despite the fact that government is subject to the same informa-
tion imperfections as the private sector, Stiglitz demonstrated that government 
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intervention into the market can make everyone better off in an economy. Joseph 
Stiglitz amongst others tried to show that the invisible hand ‘is not there’. Stiglitz 
explained why some prices were naturally ‘sticky’, thereby creating market ineffi-
ciencies and preventing the effective functioning of the ‘invisible hand’. The main 
point that the Shapiro and Stiglitz model makes is that involuntary unemployment 
is a potential outcome even in a competitive labour market. The purpose of Stiglitz’s 
work was to explain why developing countries were so dissatisfied with globalisa-
tion. Simply put, many individuals believed that the system was ‘rigged’ against 
them, with global trade agreements being singled out as being especially unfair. The 
goal of globalisation, according to Stiglitz, was to weaken the bargaining power of 
workers. Regardless of how it could be obtained, corporations were looking for 
cheaper labour.

12.1  Introduction

Joseph Stiglitz is a highly influential economist and a Nobel Prize laureate known 
for his critical views on fully unregulated free-market policies as well as his insight 
into globalisation. It was his theory of asymmetric information in markets1 that led 
to the Nobel Prize for Economics in 2001, and he was named by Time magazine in 
2011 as one of the 100 most influential people in the world.2 Among his many pub-
lications are a number of bestsellers and scholarly articles.3

A native of Gary, Indiana, Stiglitz was born into a Jewish family in 19434 and 
attended a public school with many immigrants. He was raised by a mother who 
was a teacher and a father who was an insurance agent. He grew up in an environ-
ment that deeply influenced him, one where unemployment, poverty and discrimi-
nation were all present. He also discussed political issues openly with his family 
and debated them. In addition to the teachers who greatly motivated him, he was left 
to take responsibility for his learning, and debate was his favourite extracurricular 
activity. As a National Merit Scholar attending Amherst College, he learned that 
‘asking the right question’ is vitally important through the Socratic method of teach-
ing where teachers ask questions and respond with new questions.5

It was during these three years from 1960 to 1963 that he attended Amherst 
College, where he majored in Physics until late in his third year, that he experienced 
the most intellectually formative experiences. He enrolled at MIT for graduate stud-
ies and left Amherst for MIT without receiving a degree. At MIT, he was a student 
for two years, completing his generals in a year and a half before beginning to write 
his thesis. Among his colleagues were at least four Nobel laureates, namely 
Samuelson, Solow, Modigliani and Arrow. With its simple and concrete models 
designed to answer important questions, the famous MIT style suited him well, with 
the models presented as more benchmarks than full descriptions. While studying, he 
also became aware that economists usually belong to ‘circles’, which are based on 
the ‘school’ and/or the ‘subject’.6
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The MIT graduate, after two years of study, moved to Cambridge, United 
Kingdom, at a time when the city was on the left. The colleges of Cambridge were 
populated among others by Joan Robinson, Nicky Kaldor and Piero Sraffa; Joan 
Robinson was initially assigned to be his tutor. Eventually, Frank Hahn became his 
tutor. Throughout his career, he has remained concerned with inequality, which he 
pursued as he began to dissect the asymmetry of information in Economics, as we 
shall see later.7

At Cambridge, Stiglitz also worked on an important project related to the interac-
tion of income distribution and macroeconomic behaviour. Macroeconomic models 
at the time were based on the assumption that wages and prices are fixed. However, 
the problem was the dynamics of adjustment, as wages and prices fell significantly 
during the Great Depression. Together with George Akerlof, he demonstrated that 
such dynamics can lead to cyclical fluctuations.8 After Cambridge, he became an 
Assistant Professor at MIT. He then went to Yale, where his work earned him an 
indefinite exemption from the draft. There, he continued to work on the dynamics of 
the economy and delved into the Economics of Uncertainty, which led to his theory 
on the Asymmetry of Information.9

Professor Stiglitz has held a number of academic positions, both permanent and 
visiting, at Yale, Stanford and Oxford, Princeton and Columbia, Sciences Po, the 
Ecole Polytechnique de Paris, and in addition he served as the chair of the Brooks 
World Poverty Institute at the University of Manchester. His other positions include 
being senior vice president of the President’s Council of Economic Advisers 
(Clinton administration), advising Barack Obama, serving as chief economist for 
the World Bank, president of the International Economic Association and member 
of its economic advisory committee, as well as advising the Greek government dur-
ing the Euro crisis. As of 2009, he served as the chair of at least two United Nations’ 
Commissions. Stiglitz’s work has been recognised widely, and he has received a 
large number of honorary degrees and awards.10

12.2  Asymmetry of Information

Stiglitz was greatly assisted by his education at Amherst and MIT in approaching 
the problems now known as the Economics of Information. His childhood was 
marked by the cold war. The communist system promised fast growth, but with 
limited liberty. Also, large segments of the population were living in poverty as a 
result of repeated periods of unemployment. The question that mattered most was 
how, and how effectively, various systems addressed the problem of making deci-
sions based on incomplete information. One of the focuses of his research was to 
understand market limitations, the so-called market failures.11

 C In the past, economists have employed models assuming that information is 
‘perfect’, that is, that all actors are aware of the relevant factors in an equal 
and transparent manner. Even though they knew that information was 
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imperfect, they argued that a world with a certain degree of imperfections of 
information could be comparable to one with perfect information. Stiglitz and 
his colleagues demonstrated that even a small error in information could have 
a profound effect on the behaviour of the economy.12

In the opinion of Stiglitz,13 a number of early economists were aware of the 
importance of information and, in Smith’s observation, as interest rates rise, bor-
rowers leave the market. Because it is difficult to observe precisely what workers 
do, Marshall argued that workers are not necessarily paid according to the effort 
they undertake, and he thought that information imperfections ‘greatly complicate’ 
economic analysis.14

Friedrich Hayek, who previously won a Nobel Prize, is also included on the 
Stiglitz list. Hayek, according to Stiglitz, did not appreciate the problem of informa-
tion, preferring instead to think of prices as effective signals of relative scarcity. 
However, it was during his involvement in socialist planning that he became inter-
ested in dispersed and tacit information. It was debated whether socialist planners 
fulfil the role of an auctioneer in the Walrasian sense by gathering centralised infor-
mation to develop an efficient general equilibrium. In Hayek’s view, socialist plan-
ners are incapable of planning efficiently. His argument ultimately rested on the 
concept of ‘asymmetric information’. In his view, the central planner cannot learn 
the hidden information in the economy, and therefore will not be able to assume the 
role of an auctioneer.15

When Stiglitz discussed transition problems in Whither Socialism?, he specifi-
cally focused on such information issues.16 As a consequence, he concluded that the 
failure of the so-called socialist economies was related to beliefs concerning the 
competitive equilibrium model. Similar to the socialists, the competitive market 
model was not able to adequately describe the complexity of the information prob-
lem. They also oversimplified the concept of decentralisation.17

Stiglitz’s work on the Asymmetry of Information refers to imperfection of 
knowledge because of the fact that different people have different perspectives. For 
instance, the seller of a motorbike may have more information about the motorbike 
than the buyer; the purchaser of insurance might be able to estimate his chances of 
having an accident based on his driving style than the insurer; the worker may be 
able to estimate his capabilities better than a prospective employer; the borrower 
may be able to assess his chances of repaying the loan better than the lender. 
However, information asymmetries are only one aspect of information imperfec-
tions, and all of them may have substantial consequences.18

Furthermore, bankruptcy would not exist in a world with perfect information. 
What is the point of lending to someone who is known to be unable to repay their 
loan? Generally, privatisation failures can be traced in part to a lack of corporate 
governance, as well as information asymmetries between managers and owners. 
Consequently, concerns about bankruptcy are based on a theory of corporate finance, 
which is a theory of asymmetric information. Nonetheless, Stiglitz argues that 
asymmetries in information are linked to asymmetries in economic market power. 
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Additionally, government plays a crucial role in redressing power imbalances as 
well as correcting market failures.19

In this vein, another important result of his work was the finding that Adam 
Smith’s ‘invisible hand’ was not visible, it actually did not exist. Despite the gov-
ernment facing the same information imperfections as the private sector, Stiglitz 
demonstrated that government interventions can be beneficial to all parties involved. 
Furthermore, economists have recognised for many years that market solutions are 
often inefficient when faced with externalities to economic activity. Often, some 
commodities are produced in excess, such as pollution-generating steel, while oth-
ers are produced insufficiently, such as research that advances knowledge. In his 
analysis, he demonstrated that as soon as one acknowledges that information is not 
perfect, externalities become evident, as well as market failures becoming apparent.20

As a student, Stiglitz was taught that demand equalled supply, which led to 
strange results. For example, if the supply of labour equalled the demand, unem-
ployment would not be possible. In addition, Stiglitz grew up in Gary, Indiana, a 
manufacturing town on Lake Michigan’s southern shore that experienced poverty, 
unemployment and discrimination. In fact, he studied Economics in order to gain a 
deeper understanding and to take action regarding these phenomena. He was taught 
mathematical models which assumed that unemployment did not exist, and this is 
likely what led Stiglitz to work on these topics and develop his theory of ‘sticky 
prices’.21

12.3  Sticky Prices

For decades and even centuries, conventional Economics assumed that Adam 
Smith’s ‘invisible hand’ operated seamlessly. Due to the demand outpacing supply, 
prices moved smoothly upward and then fell, maintaining equilibrium. Joseph 
Stiglitz is one of the individuals who tried to prove that the ‘invisible hand’ does not 
exist.22

Indeed, the truth was somewhat different—that prices, wages and interest rates, 
among others, were frequently ‘sticky’, a fact which prevented the market from 
‘clearing’. These factors contributed to prolonged unemployment among unem-
ployed workers. However, some experts responded that ‘unemployment’ did not 
actually exist, but was the result of stubborn workers who refused to accept the 
going wage.23

John Maynard Keynes recognised the reality of involuntary unemployment early 
on, believing that wages do not respond to labour supply gluts and remain above 
what workers earn. Price stickiness was a concept that Keynes used in his work. 
However, it was only an assumption since he did not explain analytically why wages 
and interest rates were resistant to supply and demand.24 The puzzle, however, was 
solved by Joseph Stiglitz. In a series of ground-breaking papers, Stiglitz drew 
together some facts about the economy, combined them, and demonstrated why 
some prices are naturally ‘sticky’, leading to market inefficiencies and impeding the 
effective functioning of the invisible hand.25

12.3 Sticky Prices
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In his famous argument, Stiglitz laid out his case over a 10-year period. This 
research on price rigidities was based on the work of other economists, such as 
George Akerlof. A series of articles by Stiglitz authored in the 1970s and 1980s, 
however, radically altered the conventional, mainstream approach to microeco-
nomic theory. More specifically, Stiglitz wrote an article26 explaining the causes of 
wage rigidity. Other important works followed, including an article on credit ration-
ing and interest rate rigidity with Andrew Weiss, one on the efficiency wage27 and, 
he also co-authored a seminal article on ‘endogenous unemployment’ with Carl 
Shapiro.28

According to Stiglitz, rigid prices can be explained by an intuitive logic. As we 
can see, people often ‘shirk’, that is, put in little or no effort, if there are no conse-
quences, and that the most common consequence for ‘shirking’ in the workplace is 
losing employment. However, if one assumes that the market operates without fric-
tion and reaches the equilibrium of full employment, this penalty is ineffective. 
When workers can immediately find a new position, threatening them with the loss 
of their job will have no impact.29

If we want to provide incentives to workers in order not to shirk, we must pay 
them above market wages, in order to make job losses more costly. There is no 
doubt that if this works for one company, it will work for others, leading to a rise in 
wages and eventually an increase in supply over demand. This will result in jobless-
ness. In the case where all firms pay the same wage, a potential threat to fire a 
worker would still be effective, since the worker who loses a job faces the prospect 
of being unemployed. Consequently, the market is about to reach a new equilibrium 
position where unemployment does exist, but where wages do not decrease. The 
Shapiro–Stiglitz equilibrium can, in brief, be described in this way.30 Shapiro and 
Stiglitz’s model makes the significant point that involuntary unemployment is 
indeed a labour market outcome regardless of the level of competition. As a conse-
quence, we are led to Stiglitz’s work on globalisation, which has been widely 
discussed.

12.4  On Globalisation

Stiglitz explained how the globalisation process had been managed, particularly by 
international financial institutions such as the IMF. His book Globalization and Its 
Discontents was translated into 35 languages.31 With regard to this work, Stiglitz 
was not very supportive of the IMF, which he considered to be most ineffective 
when it came to dealing with developing economies or former communist nations. 
In his book, Stiglitz posed the following question: People in developing countries 
were led to believe that globalisation would increase their well-being. However, 
why had so many individuals become so hostile towards it? By way of example, 
according to data that Stiglitz cites, income stagnation for the bottom 90 per cent of 
the population in the United States has lasted for more than three decades, while the 
median income regarding full-time male workers is lower when adjusted for infla-
tion, when compared to that four decades ago. Additionally, this has affected the life 
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expectancy of Americans. Stiglitz’s book attempted to explain why developing 
countries were so dissatisfied with globalisation. A number of people have expressed 
concerns about the unfairness of the global trade agreements, and they have claimed 
that the system is rigged against them.32

Assuming that markets function perfectly, as is the standard assumption in most 
conventional approaches, free trade would equalise wages worldwide. The reason 
for this is that the movement of goods replaces the movement of people. If, for 
example, goods are imported from China that require many labourers to produce, 
then the need for labourers in other parts of the world, such as Europe and the 
United States, will be reduced. As a result, it is as if workers from China continue to 
migrate to Europe and the United States until wage disparities are eliminated. As a 
consequence, the inability of globalisation to satisfy the promises of conventional 
analyses undermines trust and confidence in the concept and the process.33

All of this openness was supposed to lead to greater prosperity for people, and 
the economies were to implement policies to make sure that the benefits would be 
shared widely. Stiglitz’s analysis focuses on the case of the U.S. trade negotiations, 
which he has been following closely for more than three decades. There is no doubt 
that U.S. trade negotiators achieved most of their goals. However, they faced diffi-
culties in obtaining what they desired. Stiglitz contends that corporations set the 
agenda behind closed doors. It was a plan authored by and for large, usually multi-
national, corporations, and not for ordinary citizens around the globe.34 According 
to Stiglitz,35 one of the objectives of globalisation was to weaken the bargaining 
power of workers. It was in the interests of the corporate agenda to find cheaper 
labour at any cost.

Additionally, the generous government bailouts for the banks following the 
financial meltdown of 2007 gave the impression that this failure was not simply due 
to economic mistakes made by the banks. Rather than promoting policies to increase 
equality, it proposed reorganising markets in a way that slowed economic growth; 
as a result, banks, big corporations and the wealthy benefited from the changes. 
There was a reduction in workers’ bargaining power. Meanwhile, financialisation 
was accelerating. Stiglitz’s message was that globalisation itself is not the problem, 
but rather how it was being managed.36

12.5  The Theoretical Legacy of Stiglitz

Based on asymmetric information models, Stiglitz views the economic system 
through the macroeconomic lens of (New) Keynesian macroeconomics.37 The evi-
dence indicates that Keynes was right in his assertion that there exists persistent 
involuntary unemployment and that fluctuations in aggregate demand can cause 
fluctuations in unemployment. Meanwhile, he was probably right that savings do 
not drive investment, and fiscal policy can be used to address these issues, following 
Greenwald and Stiglitz.38

Stiglitz’s work rebuked the part of macroeconomic theory, which puts a heavy 
burden on ‘rational expectations’. When there is asymmetry in information, the 
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policy approaches will differ significantly even though ‘rational expectations’ pre-
vail. As a consequence, Keynes’ reputation in Economics has been restored to a 
significant extent.39

Lastly, there is a growing field of dynamic economic analysis. As a result, a vari-
ety of Keynesian macroeconomists, as well as a number of the so-called New 
Classical economists are becoming interested in this area of analysis.40 According to 
Stiglitz and his colleagues, asymmetric information models are backed by a high 
level of certainty, and there is a high probability of observing the outcome. With an 
ever-increasing degree of uncertainty, the question of how those who are involved 
learn these probabilities, and whether they are capable of doing so, has become 
pressing, especially in an increasingly complex world plagued by nonlinearity.41

Stiglitz believed that the government had a significant role to play in the eco-
nomic recovery. In light of this, he focused on how it could fulfil that role effi-
ciently.42 First, the Economics of information offers a theoretical context within 
which to consider the issue in an appropriate manner.43

The concept of ‘rational expectations’ was once very popular among economists. 
These models made the assumption that all participants would have the same (if not 
perfect) information and act ‘rationally’. Also, among other things, they assumed 
that markets would be efficient and unemployment would not occur. These models 
still persist.44

There is, therefore, a paradox of contemporary Economics that despite the com-
monplace nature of lessons regarding the limits of the markets in macroeconomic 
environments, most international institutions continue to emphatically ignore them. 
Consequently, there can be friction between these international agencies and local 
communities and societies.45

To sum up, with Stiglitz’s work, we gained a better understanding of numerous 
economic models and what their limitations may be, especially when asymmetric 
information prevails. Aside from his pioneering work on asymmetric information, 
Joseph Stiglitz has made substantial contributions to our understanding of unem-
ployment in market economies, as well as had constructive criticisms of globalisa-
tion and a variety of other topics of great interest such as inequality and fully 
unregulated markets. Therefore, Stiglitz’s impact has been immense, as he has pro-
foundly influenced the fields of microeconomics, macroeconomics and the global 
political economy.

Key Takeaways

• Information asymmetries are related to power asymmetries.
• Information imperfections can have profound consequences.
• As a rule, the ‘invisible hand’ doesn’t exist.
• Ιn competitive markets, involuntary unemployment is highly likely.
• Globalisation aims to weaken workers’ power.
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Revision Questions

• What was Joseph Stiglitz awarded the Nobel Prize for?
• What is Stiglitz’s view of the asymmetry of information?
• What is the concept of ‘sticky prices’?
• What is his opinion of the role of the state in the market?
• How does Stiglitz view ‘the invisible hand’?
• What is his opinion of globalisation?
• What is Stiglitz’s main contribution to Economics?
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13Paul Krugman (1953–…)

 C Learning Objectives

After having studied this chapter, the reader should be able to:

• Understand the term ‘New Economic Geography’.
• Analyse Krugman’s ideas on free trade.
• Describe Krugman’s point of view on the role of the state.
• Discuss the Keynesian resurgence of 2008–2009.
• Present briefly Krugman’s contribution to Economics.

 C Summary

Krugman is perhaps most famous for his contributions on international trade and 
economic geography. He is well known for having incorporated economies of scale 
into the so-called General Equilibrium models so that we may better understand 
both the determinants of international trade as well as where production takes place. 
The results of his research assisted in the formation of New Economic Geography 
(NEG) and attempt to explain the unequal spatial development of economic regions 
on a global scale through a new area of economic research. Krugman’s model shows 
that when trade barriers are lowered, firms have access to larger markets, which is 
important for expanding production and seeking profitability internationally and 
achieving economies of scale. Consequently, trade benefits are not derived from 
specialisation, but rather from economies of scale, more intensive competition and 
the possibility of obtaining a large variety of products and services. Despite the 
positive effects of globalisation, Krugman points out that since the 1980s, there has 
been a rise in inequality as a result of ‘hyper-globalisation’. There are many benefits 
to trade even between similar countries, including the possibility of firms cutting 
costs by producing at a larger, more efficient scale, as well as an increase in the 
number of brands available and a sharpening of competition among them. Based on 
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his approach, Krugman distinguished between a ‘core’ and a ‘periphery’. It is a 
result of the interaction between economies of scale and transportation costs that 
geographical concentration occurs. As Krugman explains, he was interested in 
explaining why manufacturing tends to concentrate in one or a few regions of a 
country (core) while the remaining regions are used as agricultural suppliers 
(periphery).

13.1  Introduction

In recent years, Paul Krugman has been recognised as one of the most influential 
economists and opinion makers in the field of Economics, both globally and in the 
United States. Krugman is perhaps most famous for his contribution in international 
trade and economic geography. In a globalised economy following World War II, he 
is well-known for having incorporated ‘economies of scale’ into General Equilibrium 
models so that we may better understand both the determinants of international 
trade as well as where production takes place.1 The results of his research assisted 
in the formation of New Economic Geography (NEG), an area of economic research 
that attempts to analyse the uneven development of economic regions on a 
global scale.2

Paul Robin Krugman was born in 1953 to a Jewish family3 in Albany, New York. 
In 1974, he received a Bachelor of Arts degree with a major in Economics from Yale 
University and a PhD with a major in Economics from MIT in 1977. During the 
writing of his thesis, Krugman worked under the supervision of Rüdiger Dornbusch 
(1942–2002), who Krugman described as ‘one of the great economics teachers of 
all time’ who ‘attracted the best and the brightest students at MIT at a time when 
MIT had the best and brightest anywhere’ and ‘almost everyone in macro or inter-
national [economics] who has since risen to some reputation was a Rudi Dornbusch 
student’.4 The idea of a monopolistically competitive trade model was one of the 
ideas Krugman presented to Dornbusch in 1978. Krugman wrote on this: ‘I went 
home to work on it the next day—and knew within a few hours that I had the key to 
my whole career in hand. I distinctly remember staying up all night in excitement’.5 
Of course, it was by no means an easy task. ‘It took a while to convince anyone else 
of the truth of that vision. In fact the next year and a half was deeply frustrating: 
rejections by journals, lack of interest by most of my senior colleagues […], and a 
decision by the Yale department not to give me a research fellowship’.6 But he never 
gave up.

In 1978, Krugman wrote ‘The Theory of Interstellar Trade’. In that work, he 
explored how interest rates could be computed on goods in transit that are travelling 
at near the speed of light! He said that this essay cheered himself up as ‘an oppressed 
assistant professor, caught up in the academic rat race’.7 After all, Krugman’s sug-
gestion has always been to ‘start with an informal verbal story, often one drawn 
from casual empiricism or from non-mainstream economic literature’.8 And maybe, 
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this is because: ‘conventional wisdom […] very heavily tends to reflect the prefer-
ences and interests of the elite’.9

His career as an assistant professor at Yale began in 1975, and he worked there 
until 1980. In addition, between 1979 and 1980, he served as a visiting assistant 
professor at MIT. In the following years, he served as an associate professor at the 
same institute until 1984. In 1982 and 1983, he served as an international policy 
economist at the Council of Economic Advisers. During the period 1984–2000, he 
served as a professor at MIT and Stanford University, as well as at the famous 
London School of Economics. Princeton University hosted him as a professor since 
2000.10 When he retired from Princeton in 2015, he wrote that while he still cher-
ished and respected Princeton, he wished to relocate to New York City to give voice 
to public policy concerns.11

What Krugman most characteristically remembers from the early stages of his 
academic career time is ‘going to conferences. These were not lavish affairs: we are 
talking about flying economy class, taking the bus in from the airport, and staying 
on the sixth floor of a hotel with no elevator or in a conference center with bath-
rooms down the hall’.12 He described himself as ‘very shy and lonely, and […] 
hoped that getting out into the real world would help me break out of my personal 
shell’.13

Of course, Krugman has also served in other important roles, including research 
associate at the National Bureau of Economic Research and member of the Group 
of Thirty. A number of organisations and countries have retained him as a consul-
tant, including the Federal Reserve Bank of New  York, the World Bank, the 
International Monetary Fund and the United Nations, as a member of the Board of 
Advisors, Institute of International Economics, and as a fellow of the American 
Academy of Arts and Sciences, and the Econometric Society.14

Krugman wrote several books in addition to his seminal academic articles. He 
also contributed hundreds of articles to professional journals and news magazines. 
Columns in Fortune and The New York Times were among his most popular pieces. 
As part of his prolific career, he wrote the textbook International Economics (with 
Maurice Obstfeld), as well as a number of non-academic bestsellers including The 
Return of Depression Economics, which draws a comparison between the current 
financial crisis and the Great Depression and the return of depression economies in 
the wake of the Asian crisis and Japan’s so-called lost decade. An updated version 
of The Return of Depression Economics and the Crisis of 2008 includes the crisis 
and the related measures, comparing it to the Great Depression. A study of the last 
decades of American history and the inequalities created was presented in Krugman’s 
book The Conscience of a Liberal, which became the title of his blog in The 
New York Times.15

He has received many accolades for his career, including the title ‘Most Important 
Political Columnist in America’ by The Washington Monthly. Aside from this, 
Krugman has an international reputation that extends far beyond the United States. 
According to the Asia Times, Krugman is the ‘Mick Jagger of political/economic 
punditry’. The Economist argued that he is the ‘most celebrated economist of his 
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generation’. He also received a prize commonly known as the European Pulitzer 
Prize, the Asturias Award, awarded by the King of Spain.16

As a result of his accomplishments, in 1991 the American Economic Association 
awarded him with the John Bates Clark Prize for economists under the age of 40. He 
was awarded the George Eccles Prize that same year. His work was recognised with 
the Adam Smith Award in 1995. A Nikkei Prize was awarded to Krugman, Fujita 
and Venables in 2001. The North American Regional Science Council recognised 
Krugman with the William Alonso Memorial Prize a year later. Finally, it was his 
contribution to international trade and economic geography that earned him the 
Nobel Prize in Economics in 2008, an honour that recognised his lifetime of work.17

13.2  International Trade

Theorists have long struggled with the problem of increasing returns and economies 
of scale. It follows that, in principle, in the event that larger firms have lower costs, 
one firm could supply the entire market. Consumers' love for variety, however, 
negates the advantages of standard models. There is a higher level of satisfaction 
associated with having a variety of goods as opposed to having many products of 
one type. Consequently, firms are motivated to produce a wide range of products as 
a result of this situation. The Krugman paper assumed that the CES utility function 
fits a model of a ‘preference for diversity’ that had been developed by Avinash Dixit 
and Joseph Stiglitz in 1977.18 Production of a new variety, however, involves various 
types of costs, such as setup costs, which result in a decline in the average costs, 
since a greater quantity is produced, which limits the varieties that the market can 
supply with profit. Therefore, the market is fragmented between competing compa-
nies, each offering distinctive products.19

In the context of the aforementioned setup, Krugman was presented with a tool 
that allowed him to open the long-closed ‘black box’. As a result of his use of this 
tool, Krugman was able to save Economics from counterfactual doctrines. As per 
one of the founding doctrines of the discipline, countries are best served by special-
ising as well as exchanging. They should focus on what they are good at and import 
the rest. Traditionally, trade theory was highly influenced by the ‘comparative 
advantage’ approach, expressed by the relative costs of labour in David Ricardo’s 
model and the relative endowments of the factors in Heckscher–Ohlin’s model. As 
a result of the difference in the countries, trade is triggered in both cases. A country 
exports a product in which comparative labour costs (or labour productivity) differ 
from one country to another, whereas one country exports products that are inten-
sive in a factor that it is abundantly stocked with.20

Is there a reason, for instance, that Italy would import French cars while France 
would import Italian cars? He showed that when barriers are lowered, firms gain 
access to larger markets, which is important for expanding production and seeking 
profitability internationally and achieving economies of scale. They are, however, 
exposed to competition from competing foreign firms, which reduces their operat-
ing margins. Although several firms may be forced to exit the market due to losses, 
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consumers will still have a greater selection of products because of the domestic 
survivors as well as the foreign competitors. Consequently, trade benefits are not 
derived from specialisation, but rather from the so-called scale economies, intensive 
competition and the possibility of obtaining various products.21

Of course, Krugman pointed out that the ‘hyper-globalisation’ has led to rising 
inequality.22 It is nevertheless clear that trade is beneficial in general, because it 
increases the available volume of goods and services.23 Krugman’s support of glo-
balisation and free trade is largely based on this framework.24

In the meantime, consumers’ love for variety explains the existence of different 
types of cars such as French and Italian ones. Nevertheless, due to economies of 
scale, it is practically not quite profitable to expand the production of French or 
Italian cars all over the world; instead, each car’s production is ‘concentrated’ in a 
few specific factories and, consequently, in a few specific countries. He demon-
strated in his 1979 paper that when consumer preferences are structured in a way 
that encourages a love of variety (i.e. Dixit–Stiglitz preferences), and production 
costs are set in a manner that leads to an average cost decline across a production 
scale, trade patterns can be derived that go hand in hand with statistical data. He also 
discussed the impediments to trade when labour is interregionally mobile. Core–
periphery (CP) models would be based on such considerations.25

As part of the new trade theory, the so-called comparative advantage approach is 
acknowledged as one of the reasons for international trade. In addition to this, it 
emphasises the role played by increased returns as a source of trade. Comparative 
advantage is the basis for trade among rich and poor countries. In spite of this, the 
trade between advanced economies depends on economies of scale or increasing 
returns in which manufactured goods exchange for manufactured goods. It is com-
mon for countries to specialise in a narrow range of products so as to exploit econo-
mies of scale. As a result of international trade, consumers are able to choose from 
a greater variety of goods, leading to greater choice for them. There are increasing 
returns on investment as a result of specialisation in this type of trade.26

The previous analysis has paved the way for models studying the impact of 
returns to scale and (monopolistic) competition in more sophisticated set ups. 
Transportation costs have decreased substantially in recent years, which has con-
tributed to the growth of trade. However, most trade models do not address this 
issue. An important contribution was made here by Krugman:27 it is convenient for 
goods to be shipped abroad, but a portion of those goods ‘melt away’ while in tran-
sit. Krugman was able to identify the so-called ‘home market effect’, stating that 
firms ‘concentrate’ more heavily in large markets than in small ones. Scale econo-
mies are realised as a result of increasing returns and reducing transportation costs 
by concentrating production in the largest markets. A number of relevant contribu-
tions include Krugman (1981) as well as Helpman and Krugman (1985), providing 
models of inter-industry and/or intra-industry trade. A combination of the new and 
old trade theories has been crucial in order to make empirical analyses about cross- 
country differences.28

Hence, New Trade Theory (NTT) was developed as a way of modelling trade. 
NTT has deeply affected trade policy. It enables accurate modelling concerning the 
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effect of ‘liberalisation’ on trade, the location of production and the remuneration of 
factors. In addition, it can be used to analyse the welfare of an individual. There has 
been a tremendous amount of literature on calibrated numerical models in recent 
years as realistic models have become too complex to be assessed with econometric 
models and several institutions have used the model developed by Baldwin and 
Krugman (1988).29

13.3  New Economic Geography

Paul Krugman’s contributions in the field of New Trade Theory (NTT) eventually 
led to what is commonly known as the ‘New Economic Geography’ (NEG), devel-
oped in his article ‘Increasing Returns and Economic Geography’ (1991), in The 
Journal of Political Economy. As Krugman himself describes it, the transition from 
NTT to NEG was ‘obvious in retrospect; […] the only good news is that nobody 
else picked up that $100 bill lying on the sidewalk during this period’.30 And regard-
ing his idea on NEG he wrote: ‘Coming up with a good idea, with an insight into the 
way the world works that is really new and that you really believe in, is a deeply 
satisfying experience. […] When that happens, never mind if you are a shy and 
mild-mannered professor: you feel like some archetypal hero on a mythic quest’.31

As Krugman demonstrated in his seminal article in 1991, regional imbalances 
are the result of a variety of factors. Developing an explanation was hampered by 
the existing dominant paradigms based on constant returns to scale.32 Starret (1978) 
presented several limitations associated with constant returns.33 A competitive equi-
librium with inter-locational trade (i.e. transportation) cannot exist in an Arrow–
Debreu (1954) framework characterised by: (i) constant returns to scale, (ii) finite 
agents and locations, (iii) homogeneous space and (iv) costly transportation. It is 
understood that homogeneous space refers to the absence of location-based prefer-
ences or production technologies. In the case of fully divisible economic activities, 
there exists a competitive equilibrium where each location is autonomous and no 
trade takes place among locations.34

It is therefore necessary to violate at least one assumption to analyse regional 
specialisation and spatial inequalities. Therefore, Economics has seen the appear-
ance of models based on Ricardian advantages, agglomeration externalities and 
imperfect competition. Agglomeration and very high spatial imbalances cannot be 
explained by the first type of model. For the second type, the principle of constant 
returns and perfect competition is applied. The result is that models incorporating 
agglomeration externalities are unable to explain the microeconomic interactions 
that are the source of the spatial externalities. In such models, imperfect competition 
is considered, and monopolistic models of competition in the spirit of Dixit–Stiglitz 
can be especially useful in this regard.35

Firms make pricing decisions based on the spatial distribution of consumers and 
competitors. There is an appeal to monopolistic competition models. Given that no 
strategic interaction exists among the firms, the issue of equilibrium in oligopolistic 
competition cannot arise. Furthermore, monopolistic competition is more tractable 
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than competitive markets. In view of the framework’s assumptions that increasing 
returns to scale are derived at the plant level, along with the fact that transportation 
is a costly operation, location decisions are not straightforward. Therefore, any 
model attempting to explain spatial imbalances must include both of these 
ingredients.36

Price competition is regarded as one of the strongest dispersive forces. However, 
by differentiating products, firms are able to access a wider market, meet greater 
demand and reduce transport costs, thereby reducing price competition. It has 
already been mentioned that the ‘home market’ effect is also at work. Firms are 
generally more attracted to large markets. Nevertheless, this view assumes that con-
sumers cannot migrate between markets, so the size of the market is exogenous.

The Krugman model describes an industrial ‘core’ surrounded by an agricultural 
‘periphery’. Economies of scale, as well as transportation costs are responsible for 
geographical concentration. He is concerned with determining why manufacturing 
tends to be concentrated in a country (core) while the rest serve as agricultural sup-
pliers (periphery). Another assumption is that the external economies that cause the 
core–periphery pattern are external economies that are the result of a shock to 
demand or supply.37

CP (Core–Periphery) is probably the most important contribution Krugman 
(1991) made to this issue, which established the foundation of the New Economic 
Geography (NEG). There are the same fundamental elements of the CP model as 
those in NTT: monopolistic competition, growing returns and a love of variety. In 
addition to these elements, Krugman emphasised the importance of free movement 
of workers across sectors and space, as well as transportation costs. A key issue that 
must be addressed is how to allocate economic activity and population among the 
two regions. Do you anticipate that manufacturing will be concentrated in one 
region? Is there going to be a core and a periphery in terms of the population? 
Economic experts were provided with a relevant framework through which we can 
understand the world in which we live. It is the central tendency of firms and work-
ers to gather in the same location in order to lower the costs of transporting goods. 
As a result, a tendency for individuals to seek out natural inputs such as farmland is 
pulling them apart.38

The impact of some workers’ migration on global welfare, as a result of this 
model, impacts the relative attractiveness of origin and destination regions. The CP 
model generally consists of two regions, two sectors—the first with monopolistic 
competition according to Dixit–Stiglitz and the second with perfect competition—
and two factors of production. In the agricultural sector, there is one input that is not 
regionally mobile. In addition, there is another form of input that is mobile region-
ally and used in the industrial sector. A combination of market size and cost of liv-
ing leads to the agglomeration of industries. In conjunction with the growth of this 
region, as well as the market, more industries are attracted to this area. This circular 
causation generates a ‘centripetal’ force.39

However, the crowding effect in a more concentrated market leads to an increase 
in price competition, which acts as a dispersant force. As a result of all factors taken 
into consideration, transportation costs are the most important factor to consider 
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when analysing the spatial distribution of industry. CP models account for both 
convergence and divergence, in contrast with most conventional models which pre-
dicted only convergence.40 If trade relies heavily on economies of scale, Krugman 
supports the conclusion that regions with the highest production will have a higher 
profitability and, hence, attract more production. It is expected that instead of distri-
bution of production evenly throughout the globe, it will be concentrated in several 
geographic areas that will become densely populated as well as have an increased 
level of income as a result of this trend.41

According to Krugman and Venables (1995) and Venables (1996), vertical link-
ages are a factor that contributes to agglomeration and dispersion. There is a basic 
concept here that the sectoral agglomeration in a region exists because there is 
already an agglomeration of an adjacent vertically connected sector in that region. 
In comparison to the CP approach, this framework involves a different set of forces. 
In this instance, higher income leads to higher consumer demand, which in turn 
results in a market expansion effect. It is also possible, however, that there will be a 
dispersion force if wages are too high. As a result of this framework, an agglomera-
tion process may, in fact, turn out to be a non-perpetual process. A bell-shaped curve 
of spatial development results from economic integration. As a result, this model 
anticipates the possibility of gradual desertification being followed by re- 
industrialisation of the periphery.42

In the years following the publication of NEG, it has made such an impression in 
the economic geographer’s field that Krugman’s contributions have often been 
viewed with harshness.43 Krugman, for example, has engaged in a lively discussion 
with economists who specialise in geography.44 Even so, he has always maintained 
an awareness of the limitations associated with NEG.45

 C While the field has crossed over the boundaries of conventional Economics, 
the fact that it did so only signifies the enormous impact Paul Krugman has 
had on scientific scholarship as a whole.46

13.4  Depressions, Inequality and Growth

His 1979 article in the Journal of Money, Credit, and Banking represents a seminal 
contribution on currency crises. As Krugman discussed in this article, misaligned 
fixed exchange rate regimes have a high probability of ending in a sudden specula-
tive attack rather than a smooth exit.47 As part of the original generation of models 
for currency crises, his work is probably one of the most significant articles in the 
field.48 The latter part of the 1990s was probably Krugman’s first time writing for a 
wide audience, he increasingly focused on policy issues that he deemed important. 
The Age of Diminished Expectations, for example, discusses the income inequality 
during the ‘New Economy’ of the 1990s in the United States and attributes it pri-
marily to changes in the political environment during that time.
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In 1994, in an article in Foreign Affairs, Krugman wrote that it was an urban 
legend that the East Asian economies had accomplished a ‘miracle’. The rise of 
these countries was fuelled by the mobilisation of production factors, and their 
growth trajectories would slow as a consequence.49 The article he published contrib-
uted to the popularisation of a famous argument that the growth path of East Asian 
countries was not attributable to innovative or completely new economic models, 
but rather to increasing capital investment and labour. However, the total factor 
productivity had not improved. Based on Paul Krugman’s argument, the sole way to 
sustain economic growth in the long run is to increase total factor productivity 
(TFP). It is important to note that many of his conclusions have been challenged by 
subsequent research. In addition, the government provided incentives to encourage 
technological advancement, which stimulated a great deal of research.50

Krugman argued that Japan was doomed in The Return of Depression Economics 
because the central bank was unable to lower interest rates any more in order to 
escape stagnation. For the purpose of addressing Japan’s liquidity trap, his policy 
proposal is ‘to provide adequate demand’. In subsequent remarks, he drew compari-
sons between the ‘lost decade’ in Japan and the late 2000s crisis, emphasising the 
need for fiscal expansion.51 According to Krugman, Japan’s recovery was based on 
an export-driven boom.52

During the twentieth century, Krugman wrote The Conscience of a Liberal, a 
work that discusses inequality in the United States. A significant decline was 
observed over the middle of the century in the gap between rich and poor, but this 
gap widened again over the last decades to levels higher than those of the 1920s. It 
is Krugman’s contention in this book that government policies played an important 
role in both reducing and increasing inequality during the 1930s through 1970s. It 
is included in Krugman’s book that he proposes a ‘new New Deal’, a programme 
that focuses on social and medical programmes.53 Accordingly, it is noteworthy that 
Krugman calls for state intervention in places that have uninsured workers to create 
trade unions while advocating for a public and universal healthcare system in 
his book.54

According to the Pulitzer Prize-winning and well-known historian David 
Kennedy, ‘Krugman’s chapter on the imperative need for health care reform is the 
best in this book, a rueful reminder of the kind of skilled and accessible economic 
analysis of which he is capable’, and Kennedy also noted that Krugman puts empha-
sis on ‘the manipulation by the richest Americans to rig the game in their favor’.55

The book Return of Depression Economics and the Crisis of 2008 was Krugman’s 
publication that substantially extended an earlier work. According to the author, the 
U.S. regulatory system has been unable to keep pace with an out-of-control finan-
cial system, and he discusses the causes and solutions of the financial crisis. A book 
titled End This Depression Now! was published by Krugman in 2012. By analysing 
historical economic data, the book claims that austerity measures and fiscal cuts 
simply deprive the economy of funds which could otherwise be circulated and fur-
ther contribute to the contraction of the economy. People are unable to spend, mar-
kets cannot operate, and if there is no adequate consumption, it is impossible for the 
economy to flourish. The author makes the argument that although it is necessary to 
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reduce debt, doing so at a time when a country has just suffered a severe financial 
shock is the worst choice. Reduced government spending is more appropriate when 
the economy is close to full employment and the private sector is capable of absorb-
ing the reduction in government spending. If neither the public nor private sectors 
are able to stimulate the economy, the current economic depression will only be 
unnecessarily prolonged and exacerbated.

Krugman was a leading advocate of the Keynesian resurgence that emerged dur-
ing the recession of 2008–2009, a phenomenon that was referred to by the economic 
commentator Noah Smith as the ‘Krugman insurgency’.56 During the 2006–2009 
global financial crisis, Krugman wrote that he is ‘gravitating towards a Keynes–
Fischer–Minsky view of macroeconomics’,57 and in this context, Krugman and his 
co-author Eggertsson developed a Keynesian-type model of debt-overhang, in the 
spirit of Fischer, Minsky and Koo, where they proudly argued that their approach 
‘sheds considerable light both on current economic difficulties and on historical 
episodes, including Japan’s lost decade […] and the Great Depression itself’.58 
Meanwhile, several thousand people signed his Manifesto for Economic Sense, 
launched in 2012 with Richard Layard, calling for fiscal stimulus in order to reduce 
unemployment and promote growth.59

Anti-globalisation groups have expressed their anger over his support for free 
trade.60 In 1987, Krugman famously argued, ‘If there were an Economist’s Creed, it 
would surely contain the affirmations “I understand the Principle of Comparative 
Advantage” and “I advocate Free Trade”’.61 A number of reasons support Krugman’s 
view that free trade is a good thing, including the enormous political costs of pursu-
ing effective trade policy and the fact that there is no readily available process for 
governments to identify which sectors will eventually produce results. The underly-
ing fact of comparative advantage cannot be disproved by increasing returns or 
strategic trade theory, according to him.

A tariff on Chinese imports, however, was advocated by Krugman during the 
Great Recession as a retaliation for Chinese decision of keeping a low renminbi 
value, artificially increasing export competitiveness, just as a ‘drag on global eco-
nomic recovery’.62 As Krugman noted in his 2015 commentary, he is ambivalent 
regarding the Trans-Pacific Partnership, since the agreement does not primarily con-
cern trade issues and ‘whatever you may say about the benefits of free trade, most 
of those benefits have already been realized’ [by existing agreements]. And ‘you 
want reassurance that the people negotiating the deal are listening to valid concerns, 
that they are serving the national interest rather than the interests of well-connected 
corporations’.63

According to Krugman, economists did not accurately measure the impact of 
globalisation on jobs in countries such as the United States in the 1990s, thanks to 
the models used by scholars to measure the impact.64 The author stated that despite 
the fact that free trade has had ill effects on several industries and labourers, it 
remains a so-called ‘win-win’ situation in the long run, resulting in prosperity for 
both parties. A trade war, on the other hand, is equally detrimental to the nations 
involved, even if it results in benefits to some individuals or sectors within each 
economy in the short term.65
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13.5  The Theoretical Legacy of Krugman

The question Krugman (1987) posed is: Is Free Trade Passé? According to him, the 
doctrine based on comparative advantage has been sacred to economists since 
Ricardo’s Principles of Political Economy. Nevertheless, there is some doubt being 
cast on free trade in the current context. Rather than being influenced by political 
factors, this has been a result of significant changes in global trade that focuses on 
increasing returns as well as imperfect competition. In addition to doubting the 
extent to which trade could be analysed and explained by comparative advantage, 
these new models argue that import restrictions and subsidies may contribute to 
greater national welfare under certain conditions.66

It is evident that international trade is a well-established topic in the field of 
Economics, and for most of its past trajectory, trade has been explained by factors 
endowment and comparative advantage. Trade patterns in the early twentieth cen-
tury can be explained by these theories. Comparative advantages, however, are 
becoming less relevant in the modern world. Today, a large portion of trade takes 
place between countries that possess similar technologies and resources; exports 
and imports of similar products can take place between countries of the same type. 
Krugman wrote important articles which provided a clear explanation for the fact 
that most economies export cars and TVs, but import them as well. The extent of 
trade between countries with comparable endowments of capital and labour was 
greater than the extent of trade between countries with different initial endowments, 
a fact that was not adequately explained by the standard theory.67

According to Krugman, monopolistic competition is a framework in which con-
sumers pursue variety, where a Japanese consumer may occasionally prefer a car 
made in Germany, even if he or she resides in Japan. Furthermore, the combination 
of these ingredients has provided a framework that is likely to fit global trade pat-
terns better than David Ricardo’s theory of the nineteenth century.

Krugman’s models became valuable references in Economics because they were 
more realistic as well as great pieces of mathematical modelling. ‘His models are 
among the most elegant: lean and thin and transparent. They have all the required 
parts but no unnecessary fat’ as Columbia Professor of Economics Arvind Panagariya 
(2008) wrote in Forbes.68 Or, in Paul Krugman’s own words: ‘small models applied 
to real problems, blending real-world observation and a little mathematics to cut 
through to the core of an issue’.69

In addition to being realistic, elegant and tractable, his models served as founda-
tions for innumerous articles that followed on trade, economic development, and 
most significantly economic geography. A small proportion of standard Economics 
is devoted to economic geography, according to Krugman.70 He was probably the 
first researcher to publish a paper which presents a mathematically rigorous frame-
work for the simultaneous consideration of trade and the spatial distribution of 
people and businesses in space71 in Journal of Political Economy, titled ‘Increasing 
Returns and Economic Geography’.

Economies of scale have long been recognised as crucial for the location of eco-
nomic activity in economic geography, which primarily studies migration flows 
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across the geographical landscape. It should be noted, however, that models of 
General Equilibrium did not support these insights. This would require waiting until 
1991, when Krugman published his seminal article that signified the beginning of 
the New Economic Geography (NEG).72 

Meanwhile, besides academic papers and textbooks, Paul Krugman contributes 
extensively to the general public with his books and articles concerning issues he 
considers important, such as crises, inequality and growth, and has made significant 
contributions to explaining and popularising economic principles and ideas. He has 
certainly criticised a variety of positions on economic issues from various political 
viewpoints, a characteristic which has often been used as proof of his ‘controver-
sial’ views. Even so, he has maintained an appealing writing style, and when needed, 
has demonstrated an excellent ability to develop compact, elegant and informative 
mathematical models. After all, in his own words:74 ‘Economics is a social science 
about what people do and how it turns out. And that means that you’re telling a 
story, a narrative about people, even if you’re doing it in a very stylized way’, since 
‘any economic argument that has not been expressed in that form [i.e. mathematical 
model] tends to remain invisible’.75

Key Takeaways

• Trade increases the variety of products available and sharpens 
competition.

• When trade barriers are lowered, firms may achieve economies of scale.
• ‘Hyper-globalisation’ has contributed to rising inequality.
• Increasing total factor productivity is essential to sustaining eco-

nomic growth.

Revision Questions

• What is Krugman’s position on free trade?
• What is the ‘home market effect’ in the economy?
• What is Krugman’s opinion on ‘globalisation’ and ‘hyper-globalisation’?
• What is ‘New Economic Geography’ (NEG) about?
• Why does manufacturing get concentrated in one or a few regions (core) 

and the remaining regions play the role of agricultural suppliers (periphery)?
• Why firms achieve economies of scale when trade barriers are lowered?
• What is the more appropriate time to reduce debt?
• What is Krugman’s main contribution to Economics?
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