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1. A Brief History of Economic Thought

20 B LR

Economic issues have occupied philosopher’ s
mind through the ages. But it was not until
1776 when the Scottish economist Adam Smith
published his book “An Enguiry into the Nature
and Causes of the Wealth of Nations” that eco-
nomics became a subject of modern study. That
year represented a watershed in the development
of economics. And the following centuries saw

a proliferation of economic thought .

One of the best-known early economists is Adam Smith!. He
lived between 1723 and 1790 and is regarded as the founder of eco-
nomics. In The Wealth of Nations, his monumental work published
in 1776, he described the free economy. His theory was that human
beings are chiefly motivated by a desire for personal profit and, if all
individuals acted in their own interests, this competitiveness and in-

dependence would produce universal wealth. By each person pursu-
1




ing his own profit, the interests of society would be served because
there is an “invisible hand” which guides such individual actions to-
wards a common goal, even though this may not be the intention of
the separate individuals. What is good for the individual is good for
society as a whole. Smith’s theory is the foundation on which capi-
talist society rests: independence and competition. The profit motive
and self-interest are its mainspring and lead to the self-regulating
market.

With this system consumers are free to spend their money how-
ever they wish and businesses compete for their custom. According
to Smith this causes a natural movement of both labour and capital to
the areas where they are most needed. If consumers want more of an
item than is being produced, then producers can charge high prices
and earn high profits. This attracts other producers into the field
and, as more goods are produced, prices fall. The competition wipes
out inefficient businesses. You can see that elements of this theory
have survived in today’ s economic theories based on consumer
sovereignty’ and the competitive market system.

According to Smith’ s theory, the rise in production would
cause wages to rise, along with the collective national wealth; every-
one could then secure more of the necessities and enjoy more of the
pleasures of life. Smith also saw that work specialisation and the di-
vision of labour would lead to improvements in production and skills.
This theory holds good today, but specialisation has gone much fur-
ther than Adam Smith foresaw.

Smith’s doctrine was that of laissez-faire and it held that any
attempts by governments to control the operation of the free market

would restrict the nation’ s economic progress. There are today
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economists who still believe in this theory and argue that govern-
ments should not take such a large role in the economy.

Another thinker who developed an early economic theory was
Thomas Malthus®(1776 — 1834) . He is remembered mainly for his
theories on population growth. Malthus argues that population in-
creases at a faster rate than the increase in available food, therefore
there is always a tendency for population growth to endanger the
food supply. He felt that rises in income were reduced by a rising
population, and too large a population would tend to push wages
down. Malthus wanted most social-welfare payments to the poor to
. be abolished — he claimed that these payments encouraged the poor’

to have more children. He stated that no person had any claim on
society if his labour did not fairly purchase that claim*; the progress
of society as a whole would be hindered by rising living standards of
its poor since that situation would lead to an increase in the popula-
tion which must be checked. The Poor Laws had led to increased
claims on food supplies without adding to them, he claimed, and
parish relief made the unemployed unwilling to work but capable
of reproducing more quickly, thus increasing competition for the
limited food supply. Population growth would be kept in check by
wars, famines, plagues and other diseases. Malthus’s doctrine was
harsh, but he advocated withdrawal of public assistance only from
the able-bodied who were capable of working and not from those
incapable of earning their own living.

Malthus did not foresee the later improvements in agricultural
production which have increased the food supply, nor methods of
birth control. His theory could still apply to parts of the world
where the birth rate is high but the death rate has been reduce by

3



improvements in public health and sanitation.

Although Malthus is remembered chiefly for his theories on
population, he also made other contributions to economic thought.
He saw that lack of demand would lead to depression and in this his
theory foreshadows that of J. M. Keynes.

The ideas of David Ricarde® (1772 — 1823) were very influential
in economic thinking. His main aim was the promotion of free inter-
national trade, and he introduced the theory of comparative advan-
tage: that countries should produce only those items for which they
are best suited. This theory is still a central issue in international e-
coONoOmics.

Ricardo’ s other ideas concerned the distribution of wages, rents
and profits, and on these issues he followed the line of capitalist
thinking. He saw society as dominated by two groups, the industri-
alists and the landowners, and he considered the former to be the
more important for economic progress. He argued that the Corn
Laws, which protected English agriculture against foreign competi-
tion by means of a high tariff on imported wheat, would cause rents
to rise and that landlords would prosper at the expense of the other
groups in society, He saw that in the long run workers would get
only the bare minimum necessary to keep themselves and their fami-
lies alive. This is sometimes called the “iron law of wages”. Like
Malthus, he believed that if workers earned more they would breed
so many children that the wages would be driven down by too many
workers in competition with each other. Towards the end of the
nineteenth century the most influential economist was Alfred Mar-
shall®(1842 ~ 1924). He defined economics as being “the study of

mankind in the ordinary business of life”. Marshall’s main work,
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The Principles of Economics, was published in 1890. He contribut-
ed a great deal to economic theory, claiming that theoretical investi-
gations could illuminate practical problems.

Marshall believed in the Adam Smith model of the unregulated
economy. He concentrated on the behaviour of consumers and pro-
ducers, and assumed that people acted rationally to achieve their
own advantage, consumers seeking maximum satisfaction and pro-
ducers seeking maximum rewards. Marshall explained and analysed
the functioning of the free market system, the operations of demand
and supply, and the achievement of equilibrium price’ as resulting
from the interaction of demand and supply; equilibrium price being
that price towards which the market would naturally tend to move.
The concept of demand and supply stems from the theories put for-
ward by Alfred Marshall. He introduced the importance of consumer
demand and its effect on prices, and outlined the concept of elastici-
ty of demand®.

Jean Baptiste Say’ (1767 — 1832), whose theories claimed that
there could never be a general glut or a depression because produc-
tion would always ensure sufficient purchasing power to make de-
mand equal to supply. This theory was firmly believed until the
1930s, when Say’ s ideas were supplanted by those of J. M.

Keynes.

While Say’s Law held that there was a natural mechanism
which ensured full employment and economic equilibriumw,
Keynes'' (1883 — 1946) argued that there could be an equilibrium
where total demand equalled total supply in a situation of large-scale
unemployment. Keynes recommended that the government should
take a hand in regulating the economy. He saw the level of economic
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activity—that is, of employment, production and income — as de-
pending on the level of total spending by consumers, businesses and
governments. Keynes strongly criticized the unregulated market e-
conomy, and the laissez-faire system.

The Keynesian principles worked well for some forty years, and
most Western-style governments followed his policy recommenda-
tions, but in recent years economics and societies have undergone
changes and developments which Keynes did not foresee. Economic
conditions have changed greatly since the 1930s and other economic
theorists have come to prominence. Say’s law has re-emerged in
some of these theories, although in a modified form.

A contemporary economist is J. K. Galbraith'? (1908 — ). He
has published many books, including The Affluent Society, The
New Industrial State and The Grear Crash. Unlike many
economists, his writing is easy to read and understand, and in his
book Almost Everyone’s Guide to Economics he explains the basis
of the economic system very simply for the ordinary reader. His the-
aries have not always been accepted, but he has made economics in-
telligible to a wider public than have most other writers on the sub-
ject, and he has drawn attention to many evils of the economic sys-
tem. He argues that the free market system may lead to private af-
fluence but does not provide sufficiently for public needs such as hos-
pitals, education, roads, and leisure facilities. He claims that there
is a conflict of interest between the provision of public goods (collec-
tive goods) and the provision of private goods. This is denied by the
followers of the classical market theory, who claim that consumer
sovereignty ensures that consumers get what they want. Galbraith

claims that consumers are really being manipulated by the large cor-
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porations to want what the corporations provide, and that the giant
corporations in their relationship with consumers bear no resem-
blance to the classical market economy of individual consumers and
small competitive businesses. The competition that now exists, says
Galbraith, is between strong labour unions and powerful corpora-
tions.

Milton Friedman'? (1921 — ) has harked back to the laissez-
faire system and defended the free market, arguing that the only
regulation needed in the economy is through monetary policies!®,
such as the control of the money supply and interest rates. He, like
Adam Smith and Alfred Marshall, sees no need for government in-
volvement in the market system. His ideas are, of course, quite con-
trary to those of Galbraith. He also rejects the Keynesian approach
as he sees no need for fiscal policy, i.e. adjusting government ex-
penditure and taxation. Friedman’s ideas are really a revival of some
very old theories of the classical economists such as Smith, Ricardo
and Malthus.

The economists and economic theories we have been discussing
are all products of a certain type of society, which is often called a
capitalist society. Therefore the theories are built around the kind of
society in which they originated and are explanations of its economic
behavior. Some economists who have examined this type of society
and economic behaviour have become very critical of it. The most
famous and influential of these thinkers was Karl Marx (1818 —
1883). His most important works were the Communist Mani festo®
(1848, written with Friedrich Engels) and Das Kapital'®.

During the nineteenth century, exploitation of labour was com-

monplace and children as young as 8 years old worked as many as 14
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hours a day in factories and mines. Marx saw capitalism as an inhu-
man systemn which would eventually destroy itself. Capitalism, he
argued, would turn out more goods than the workers could buy with
their meager wages and ultimately they would rise against the capi-
talist system. He foresaw the rising power of the large corporation
which can destroy competition and control prices. He also predicted
depressions and slumps which the classical economists said could not
occur. His theories were based on the assumption of continual con-
flict, which would eventually destroy capitalism through revolution,
and lead to a classless society in which all the factors of production
would be communally owned.

Marxian ideas spread and developed in certain parts of the
world and today many countries claim that they are socialist states,
running their economies on Marxist lines; but there are many differ-
ences among them. There are varieties of socialism and no one uni-
versal model, but basic to all of them is a belief in state planning and
control of the economy, with little private ownership of the means of
production. In these countries, therefore, the economic system is
run differently from those in the West. There are different degrees
of state control and ownership of productive enterprises. Not all so-
cialist countries claim to follow Marx, but all depend to some extent
on his theories.

It is clear that economic thinking and policies are based on eco-
nomic theories, which in turn are based on certain assumptions. The
result is that a number of different theories are offered 1o explain the
economic environment. Because the underlying assumptions are dif-
ferent, the recommendations on organising the economy and on poli-

cies to be followed will be different.
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