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FOREWORD

Studying economics – especially at university – can be a 
sterile and lifeless endeavour. In four out of five classes, 
you will essentially just go from one mathematical model, 
which attempts to represent some aspect of economic life, 
to the next mathematical model, which attempts to repre-
sent a different aspect of economic life. The mathematical, 
model-based approach is by no means without merits. 
The problem is that it comes with high opportunity costs: 
it crowds out many other things.

One of its casualties is the fact that economics, as a 
discipline, has forgotten its own history. I studied eco-
nomics for six years but learned virtually nothing about 
why we were doing things the way we did. Where did this 
approach come from? Had economics always been this 
way? Are there now, or were there ever, any alternative 
approaches? The names of prominent economic thinkers 
sometimes made cameo appearances, but only when a 
formula or a graph was named after them.

That is why Mark Skousen’s book The Making of Modern 
Economics, which is about the lives and contributions of 
the great economists from Adam Smith to Milton Fried-
man, was such a revelation to me at the time. (It was 
first published in 2001; I must have discovered it four or 
five years later.) It managed to bring economics to life, 



FOR E WOR D

x

presenting it as a battle of ideas rather than a succession 
of formulas.

Eamonn Butler’s book An Introduction to Schools of 
Economic Thought can fulfil a similar role today. Butler’s 
approach is somewhat different from Skousen’s: rather 
than focusing on individual economists, Butler groups 
them together into major schools of economic thought.

A school of thought, in this context, is not simply a 
bunch of people who share common research interests, or 
who favour similar economic policies (although they may 
do that as well). They often differ on a more fundamental 
level. They differ on questions such as the following:

• What is economics?
• Is economics more like a natural science, such as 

physics or chemistry? Or is it more like a social 
science, such as political science or history?

• Should economics aim to be value-neutral? Or should 
economists concern themselves with questions of 
ethics and morality?

• What is the appropriate unit of economic analysis? Is 
that the individual, presumed to be an autonomous 
agent? Or is it a collective, such as a social class or 
power structure?

• To what extent should economics be a self-contained 
discipline, and to what extent should it borrow from 
others, such as psychology? Should economists 
narrowly focus on their bread-and-butter topics, 
such as GDP growth, employment, inflation and 
productivity? Or can economic logic be usefully 
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applied to social phenomena, such as crime and 
family structure, which we do not usually think of as 
‘economics’?

• If I want to be an expert in the British economy of the 
2020s, do I need to know much about British culture, 
politics, history and institutions? Or can an outside 
observer attain the same level of expertise, just by 
studying the relevant economic data?

In short, to say that X and Y subscribe to different schools 
of economic thought does not just mean that they dis-
agree on whether the additional rate of income tax should 
be abolished, or on whether Britain should rejoin the 
European Economic Area. (Members of different schools 
of thought may well agree on those issues – if for different 
reasons.) What it means is that they differ on a more gen-
eral level, in how they think about economics.

Some schools of thought are complementary: a mem-
ber of the Public Choice School or Virginia School, for ex-
ample, can also be a member of the Chicago School. Others 
are mutually exclusive: a member of the Austrian School, 
for example, cannot also be a Marxist. In other cases, it 
is possible to straddle a divide, but it would involve some 
tension. Some are rivals, some are allies, some are friendly 
rivals, some are orthogonal to each other.

Eamonn Butler is, of course, not a detached, impar-
tial observer in all this. But while the reader will prob-
ably be able to guess where Butler’s sympathies lie, he 
nonetheless represents each school of thought accurate-
ly and fairly. His aim is to provide a meta-level overview 
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of these schools, not to recruit the reader into any one 
of them.

The IEA is not a detached, impartial observer either. 
The list of IEA authors over the years contains many of 
the leading lights of the Austrian School (Friedrich Hayek, 
Israel Kirzner), the Chicago School (Milton Friedman, 
George Stigler, Ronald Coase, Gary Becker) and the Public 
Choice School (James Buchanan, Gordon Tullock). None-
theless, while individual IEA staff members or authors 
may well identify with one particular school of econom-
ic thought or other, the IEA as such has never been ‘an 
Austrian Economics think tank’, ‘a Chicago School think 
tank’ or ‘a Public Choice School think tank’. It is a broad 
church in the parish of Classical Liberalism, which people 
can reach via Chicago, Vienna, Virginia, or indeed from 
plenty of other directions.

K r isti a n Niemietz
Editorial Director, Institute of Economic Affairs

May 2025
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1 INTRODUCTION

The role of this book

This book explains some of the most significant ap-
proaches to the problems of economics, from early his-
tory to the present day. It shows how and why different 
thinkers have come up with different explanations of how 
economic life operates and how we might improve its 
workings to boost human prosperity and welfare.

The book is written in accessible language. It is aimed 
at lay readers who want to understand how economics de-
veloped, and the debates that still rage between different 
economists.

It should also be helpful to school and university 
students who want to explore different ideas and gain a 
broader view of economics than they find in their text-
books, which usually say little about other approaches to 
economics and how they arose or were abandoned. But 
each different approach to economic thought has some-
thing to teach us about how people make choices, which 
is what economics is, or should be, about.

INTRODUCTION
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What is a school of thought?

In economics, a school of thought is a group of economists 
who share a broadly common perspective on how to study 
economic phenomena, and which features of economic 
life are most important. But within that, they may focus 
on different subtopics, use different methods and reach 
different conclusions.

Members of different schools of economics may self- 
identify as such, or they might be placed within those 
schools by others. Schools are not formal associations like 
a club or society, but emerge organically when thinkers 
cluster around shared ideas, methods or questions – often 
led there by influential books, articles or thinkers.

Why study the schools of economics?

By focusing on schools of thought, we can understand the 
broader intellectual currents in economics, the debates 
they spark, and their impact on the real world. This pro-
vides useful context against which we can evaluate and 
critique current economic theories and policy proposals. It 
helps us understand past economic trends, structures and 
problems, and why so many past explanations have proved 
inadequate. It helps us learn useful lessons about the na-
ture of economic events such as depressions, booms and 
bubbles, giving us insights into what policies might help 
create stability and growth – and to avoid future mistakes.

The different schools of economic thought devel-
oped within the conditions of the time: the laws, politics, 
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culture, customs, institutions, conflicts and other features 
of human life. Understanding how economists navigated 
these different realities helps us analyse the role of such 
factors in shaping our economic life. That in turn helps us 
understand our own times and improve our policies and 
institutions. And by placing economics within the wider 
context of human life, it helps us appreciate the benefits of 
economics working alongside political science, psychology, 
and other social sciences, and so gain a deeper understand-
ing of human action.

What this book covers

Ancient and medieval economics. This book starts (chap-
ter  2) with the insight that economic activity, as repre-
sented by international trade, can be traced back at least 
20,000 years and is undoubtedly far older. But this was all 
taken for granted: few people asked how or why it hap-
pened, or thought about it systematically, until the An-
cient Greeks, and not many others for centuries after that.

Classical School. Chapter 3 explores the more scientific ap-
proach of the eighteenth and nineteenth centuries, with 
Classical School thinkers such as Adam Smith and David 
Ricardo. They identified many principles that economists 
use today, such as the roles of specialisation, exchange, 
prices and capital. They established economics as an in-
dependent discipline – perhaps even a science. Yet they 
struggled with the traditional idea that what gave goods 
their value was the amount of labour used to produce 
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them. They remained unsatisfied with this labour theory 
of value, unlike Karl Marx (chapter 4), who would later 
found an entire economic philosophy on it.

Marginalism and the Neoclassical synthesis. Long before 
then, though, economic thinking had moved on. Econom-
ics was revolutionised by the realisation that value was 
not a fixed objective property of goods, such as weight or 
colour, but the subjective opinion of the valuer. Value is in 
the eye of the beholder: which is why a sketch that took 
Picasso only moments to produce can sell for hundreds of 
thousands of dollars.

Another insight was marginalism – that consumers did 
not value each unit of a good equally but tended to value 
additional units less. (There are only so many cabbages or 
chocolates one can consume and still enjoy the next one.)

The Neoclassical School (chapter 5) would synthesise 
this subjectivist and marginalist thinking with the broad 
principles of the Classical School, using mathematics to 
reach sophisticated conclusions about economic phe-
nomena. This approach would dominate the field through 
most of the twentieth century.

Keynes versus Chicago. Neoclassical economists thought 
that markets, and the economy in general, would tend 
automatically towards balance (or equilibrium). This 
proved over-optimistic, as demonstrated by various eco-
nomic crises, including the Great Depression of the 1930s. 
Consequently, there developed (chapter 6) a much more 
interventionist view, in which John Maynard Keynes and 
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his followers argued that governments needed to work 
actively to maintain economic stability. This in turn was 
challenged by members of the Chicago School (chapter 7), 
notably the arch-monetarist Milton Friedman.

The reality of decision-making. In contrast to the Keynes-
ians and the Chicago and Neoclassical economists, the 
Austrian School (chapter 8) used subjectivist and margin-
alist insights to create a wholly different approach to how 
people made choices, how those choices should be studied, 
and the limits to our understanding of them.

The Public Choice School, which arose in the mid twen-
tieth century (chapter 9), was also sceptical. They used the 
tools of economics to demonstrate the institutional flaws 
in how governments implement economic policies. Now 
it was the more interventionist Keynesians who looked 
over-optimistic.

The book continues (chapter 10) by reviewing a re-
cent development, Behavioural Economics, which brings 
human psychology squarely into economic choices. And it 
concludes with a speculation (chapter 11) about the future 
direction of economics and the new schools of thought 
that might emerge.
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2 PRECLASSICAL ECONOMICS

The ancient world was surprisingly active economically. 
There is evidence of active trade around Indonesia 20,000 
years ago. Copper mined in England 3,500 years ago was 
being sold throughout Europe, while northern European 
amber was exported as far as Egypt. Islanders from South-
East Asia were taking goods, crops and spices to and from 
India. Chinese tea was spreading across the world.

Yet nobody sought to explain how or why all this 
happened. It was simply taken for granted. The Old Tes-
tament, for example, describes specialisation, trade, ex-
change and money; but it has no economic theory of these 
things, focusing only on the ethical issues. Ancient Egypt 
abounded with written commercial records and price 
lists, but again there were no written explanations of how 
prices came about.

The first economists

The first significant economic theorising arose in Ancient 
Greece. Ethics remained the principal concern, but Plato 
(c. 427–348 bc) wrote about wealth, money, inequality, 
lending at interest, business regulation and specialisation. 

PRECLASSICAL 
ECONOMICS
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His student Aristotle (384–22 bc) would become the first 
systematic economist, coining the word Oikonomica (‘eco-
nomics’), from oikos (‘household’) and nomos (‘rule’ or 
‘management’). Among other insights, Aristotle talked of 
the merits of specialisation; contrasted money with cap-
ital goods that boost future production; sought to justify 
the institution of private property; and saw money as not 
just a store of value but a facilitator of exchange.

Aristotle worried, though, that the use of money in 
economic exchange raised ethical problems. Every object, 
he explained, has two uses. A shoe is for wearing, but it 
can also be exchanged for money: but exchange for money 
(he thought) would enrich the seller at the expense of the 
buyer. (It would be over a thousand years before others 
explained why this was wrong.) And to Aristotle, the 
worst form of exchange was money lending. Economics, 
he thought, should be about serving our needs, not accu-
mulating wealth. (This ‘usury’ issue would trouble econo-
mists for the next two thousand years.)

Commerce versus authority

Like Aristotle, the Early Christian Scholastics such as St 
Augustine (345–430) focused on ethics and warned against 
commercial greed. But commerce was spreading, and 
eventually St Thomas Aquinas (c. 1225–74) sought to make 
Church law reflect economic reality. He accepted that pos-
session was natural, and that private property was better 
looked after than public assets: but he insisted that prop-
erty must be used ethically, in accordance with divine law.
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Like all before them, the Scholastics struggled to 
understand prices. They imagined that every good pos-
sessed a certain value, so only goods of equal value could 
be exchanged justly. But how to determine the ‘just price’ 
(i.e. exchange value) of the multitude of traded goods? 
We can only estimate it, Aquinas conceded: and anyway, 
it would vary due to unseen factors like transport costs. 
And on usury, likewise, he thought that a premium could 
be charged to reflect the risk of not being repaid, or be-
cause higher returns could be gained elsewhere (oppor-
tunity cost as modern economists call it), thus reconciling 
lending at interest with Canon Law.

But the Church’s authority over economic life was fad-
ing. Revolutions in capital finance, maritime discoveries, 
and the sheer growth of trade and commerce outpaced 
the clergy’s objections. Henceforth, economics would be 
a secular science.

The mercantilist era

Late medieval rulers raised revenues through taxes and 
by selling monopolies in both domestic production and 
foreign trade. They established colonies to secure the sup-
ply of gold and silver and other important items. And they 
thought, on the lines of Aristotle, that a country would 
become rich only by taking gold and silver from others, 
through trade (or, sometimes, conquest).

This thinking produced mercantilism, an approach to 
trade that dominated Europe through the seventeenth 
and eighteenth centuries. Its ultimate objective was 
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to maximise national strength, and the wealth earned 
from selling goods abroad was seen as the basis of that 
strength. So countries obsessed on promoting their 
exports to earn gold and silver, while minimising their 
imports, which would cost them this ‘treasure’. National 
strength was seen as so important that no trade restric-
tion was off limits. Imports were taxed or banned, while 
export industries were subsidised. Even individual towns 
adopted the same policy, restricting commerce to reduce 
their dependence on other communities.

But mercantilism had its critics. The French Physi-
ocrat economists, led by François Quesnay (1694–1774) 
and Anne-Robert-Jacques Turgot (1727–81), argued that 
wealth was in fact created by productive work – specifically 
in agriculture. As Controller-General of Finances to King 
Louis XVI, Turgot sought to encourage such enterprise by 
removing many regulations and price controls. He even 
suspended controls on usury, cleverly explaining that 
high interest rates may reflect the scarcity of savings, the 
time needed to establish production and the uncertainty 
of the result: lenders were therefore not just idle funders 
but skilled entrepreneurs, balancing risk and profit.

This, then, was the state of economics up to that time: 
more a practical pursuit than a scientific one. But there 
would soon be an intellectual revolution.
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3 THE CLASSICAL SCHOOL

Overview

The eighteenth century, and the decades either side of it, 
were an age of enlightenment. Theorists began to think 
systematically about the workings of human life and so-
ciety. They focused on how economies operate and grow, 
creating the framework within which later economics 
would develop. The main exponents of what became 
known as the Classical School of economics were Adam 
Smith (1723–90), David Ricardo (1772–1823), Thomas Mal-
thus (1766–1834) and James Mill (1773–1836).

The Classical School focused on long-term economic 
realities. They believed that free individuals, pursuing 
their own interests, would generate prosperity both for 
themselves and indeed for everyone. They argued that 
regulation of trade and commerce often stifled econom-
ic progress; and they thought that if markets failed to 
achieve such progress, the most likely explanation was 
inept interventions by politicians. They saw government 
as more properly a referee rather than an economic player, 
insisting that its power should be limited to providing de-
fence and justice, and to setting the conditions – such as 
property rights, the rules of contract and infrastructure 

THE 
CLASSICAL 
SCHOOL



T H E C L A S SICA L SC HO OL

11

provision – that enabled the ‘system of natural liberty’ to 
deliver its economic benefits.

Adam Smith

Adam Smith arguably deserves a chapter to himself, so 
profound was his influence on all future economists. He 
is to economics what Newton is to physics or Darwin is 
to biology, a pioneer who created a wholly new way of 
looking at things. Thanks to the impressive learning 
he acquired over a lifetime – he has been called the last 
person to know everything – he was able to marshal a vast 
array of facts and theories into a radically new, compre-
hensive analysis of the whole range of economic phenom-
ena and their interrelationships. Among other things that 
modern economists still study, he explored value, spe-
cialisation, exchange, prices, supply, demand, production, 
distribution, and more. He was not the first economist, 
but in weaving his own and others’ insights together, he 
achieved a larger and deeper understanding of economic 
life. Therefore, he certainly justifies his designation as ‘the 
father of economics’ as we know the subject today.

In his great book, An Inquiry into the Nature and 
Causes of the Wealth of Nations (1776), Smith focused on 
how prosperity was created. The answer, as he argued 
with force, eloquence and a dry humour, was not the mer-
cantilist way, with its controls on free exchange, designed 
to amass gold and silver at the expense of other nations. 
It was, on the contrary, to lift restrictions and unleash the 
wealth- creating capacities of free citizens. He recognised, 
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what others had overlooked, that free exchange benefits 
both sides. For sure, the sellers end up financially richer: 
but exchange makes the buyers better off too, in that they 
gain access to the goods and services that they value. In-
deed, neither side would voluntarily agree to any bargain, 
unless they each felt themselves a gainer. Free, uninter-
rupted trade and commerce, therefore, would create value 
for everyone involved in it, and thereby spread prosperity 
throughout the community and the world.

And how to measure this prosperity? Smith’s answer is 
found on the very first page of his Wealth of Nations. The 
wealth of a nation, he says, is measured by what its people 
produce. He notes that larger populations will of course 
produce proportionately more; and that some people (e.g. 
the very old and the very young) may not produce anything 
at all. Thus, in his first few paragraphs, with breathtaking 
originality, Smith had invented the measures that mod-
ern economists rely on and that we now know as Gross 
Domestic Product (GDP), GDP per capita and productivity.

Productivity from specialisation

But these are just the first of many astonishing insights 
that Smith advances in his remarkable book. He also rec-
ognised what most of his predecessors had overlooked, 
that a key driver of this prosperity was the huge prod-
uctivity gains made possible by specialisation – or as he 
called it, the division of labour.

Pin making, to take his example, may seem a ‘trifling’ 
process, but it is actually very sophisticated. Wire must 
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be drawn out, straightened, cut and pointed. The top 
must be ground flat for the head, which in turn must 
be made and affixed. The pins must be whitened and 
packed. There are about eighteen different operations 
in the process. A single person, doing all these different 
tasks, might struggle to make even 20 pins a day. But by 
dividing the work between skilled specialists – with the 
right tools – a pin factory can make 50,000 pins in a day. 
That is because people doing the same task many times 
become highly skilled; it becomes worthwhile for them 
to own specialist equipment that can raise their output 
even more; and they waste less time moving from one 
activity to another.

Specialisation is so productive, Smith continues, that 
it arises not just within industries, but between them. 
Farmers become skilled specialists in raising crops, ra-
ther than in making household items; but manufacturers 
are happy to supply farmers with household goods and 
leave food production to them. Countries, too, export the 
goods they can produce more efficiently, and buy goods 
that others produce better or more cheaply. And, contrary 
to mercantilist thinking, this creates value all round. For 
example, Smith says, with glasshouses and other aids, it 
is possible to grow grapes in cold and rainy Scotland. But 
it is much cheaper for Scots to buy their grapes and grape 
products from balmy France. Why make yourself what 
you can buy more cheaply from others? Such mercantilist 
thinking was hardly (in his word) ‘prudent’.

As with the pin makers, specialisation allows us to cre-
ate large surpluses of the things we produce, which we can 
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then use to exchange with others, benefiting both sides. 
And more widely, in Smith’s view, this specialisation and 
exchange binds us all into a worldwide, cooperative net-
work. Even a simple woollen coat, he explained, involved 
a ‘great multitude’ of specialists. Shepherds, wool-sorters, 
dyers, weavers, shippers, toolmakers and countless others 
‘all must join in their different arts in order to complete 
even this homely production.’ Such peaceful, commercial 
collaboration of highly efficient specialists was the true 
source of prosperity.

The role of exchange

Smith accepts that, through exchange, we seek to pro-
mote only our own self-interest. But we achieve that only 
by serving the self-interest of others. ‘It is not from the 
benevolence of the butcher, the brewer, or the baker, that 
we expect our dinner,’ he wrote, ‘but from their regard to 
their own interest.’

This was another remarkable insight: that economic 
self-interest, specialisation and exchange are the foun-
dations of worldwide peaceful collaboration and pros-
perity. Nobody, in their bargaining, intends to promote 
this beneficial social end; yet it happens. As Smith noted, 
the ‘higgling and bargaining of the market’ establishes 
market prices; and where prices are high, people’s pur-
suit of gain draws their effort and resources into their 
most valued uses, and away from less valued ones. This 
simple, automatic system creates social benefit out of 
individual self-interest, maximising the value generated 
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for all involved, as if – in his memorable phrase – the 
process was led by an ‘invisible hand’ to achieve that 
happy result.

Just how far specialisation can go depends on the ex-
tent of the market, Smith reasoned. Great towns spring up 
because only they have enough customers to support spe-
cialist professions (such as porters), while scattered com-
munities may be unable to support even basic specialists 
such as carpenters or builders. And in particular, cities 
can support banks, which further reinforce specialisation 
by providing people of all classes with the funds to estab-
lish new wealth-generating businesses. The use of money, 
he notes, is another key factor in the expansion of special-
isation and market exchange. Economic life would be far 
less efficient in a barter economy where hungry brewers 
always had to search out thirsty bakers. The more widely 
we can exchange our surplus product for money, and then 
exchange that money back for the other products that we 
want, the faster our prosperity accelerates.

The limits of intervention

Because specialisation and free exchange create such 
enormous economic and social benefits, Smith argued, to 
restrict them through mercantilist controls, taxes, official 
privileges and regulations is a mistake, since it reduces 
their effectiveness at generating prosperity. He examined 
systematically all the trade policies in the mercantilist 
toolbox and found them, not just wanting, but harmful. 
So too were restrictions on domestic commerce, such as 
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the granting of monopolies or the long apprenticeships 
imposed by merchants’ guilds in order to restrict the 
availability of specialist tradespeople and so keep prices 
high.

By contrast, Smith’s prescription for prosperity was 
market freedom, which required the existence of private 
property and its free exchange, with enforceable contracts, 
and market-enhancing institutions such as an impartial 
system of justice. It also required less intervention from 
governments. A great deal of harmful regulation, he 
thought, arose from the cronyism between politicians 
and business leaders who were keen to keep out the com-
petition; and it was poorer people who would suffer most 
from this corruption.

Smith was an early critic of the mercantilist notion 
that Britain’s empire was essential to its prosperity, and 
he called his country’s attempt to prevent the American 
colonists trading with anyone else a ‘crime against hu-
manity’. It was only months after The Wealth of Nations 
was published that the colonists revolted against these 
and other ‘abuses and usurpations’, and Smith regretted 
that his arguments had not come quickly enough to head 
off the crisis. But the influence of his book would continue 
to grow, sparking the lower-tax, lower-regulation policies 
that would produce the great nineteenth-century era of 
free trade.

Certainly, Smith thought, some government activity 
was needed: to provide defence and a justice system, and to 
promote the creation of the infrastructure that commerce 
needed but which was difficult to finance privately. And 
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all this would require some level of taxation. But much of 
the taxation of his time was levied for the benefit of the au-
thorities rather than with any thought to its justice or ef-
fectiveness. So, he offered a practical (and enduring) set of 
principles for taxation. The first was fairness – tax should 
be levied according to people’s ability to pay, so that it did 
not fall most heavily on the poorest. It should also have 
certainty – the tax that an individual owes should be clear, 
and not arbitrary or capricious. Convenience was a third 
principle – taxes should be collected at a time and in a 
way that is ‘most likely to be convenient for the contribu-
tor to pay it.’ And the last was economy – or efficiency as 
we might say today: a tax should not require large bureau-
cracies to collect it, nor discourage productive work, but 
should be designed to raise its revenue with the minimum 
of cost and economic distortion. These principles are still 
cited in debates on taxation today.

The Classical theory of value

Like all that had gone before them, the Classical econo-
mists struggled to identify the source and measure of 
value. To Smith, as with earlier writers, the obvious meas-
ure of an item’s value was the labour put into its produc-
tion. Indeed, he wrote that labour was the original source 
of ‘all the necessaries and conveniences of life’.

Yet the puzzle remained, that something essentially 
useless (like diamonds) had a high value in exchange but 
little value in use; while something essential (like water) 
with a high value in use, had little or no value in exchange.
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Unknown to Smith, other economists were already 
working on radically different solutions, though it would 
be another century before those solutions were general-
ly accepted. Meanwhile, Smith saw little option but to 
accept the labour theory of value – put simply, that the 
value of a thing reflected the effort invested to create it. 
Thus, if among hunters, ‘it usually costs twice the labour 
to kill a beaver which it does to kill a deer,’ he wrote, then 
‘one beaver should naturally exchange for or be worth 
two deer.’ But it was obvious that things did not in fact 
exchange in proportion to the labour invested in them. 
Something else must be at work. So what explained the 
difference?

The deer–beaver sort of trade-off, Smith suggested, ap-
plied only in the ‘rude state’ where labour was the sole fac-
tor of production. Things changed when capital and land 
ownership became involved. The owners of land and cap-
ital (e.g. tools, equipment and machinery) would hope to 
capture some of the value created by the workers’ labour, 
because their land was necessary for production and their 
capital made the labour more productive. In other words, 
Smith was already amending the labour theory into a 
rough cost of production theory, where value reflects a 
mixture of labour, profit and rent.

This idea, though still a poor explanation of value, was 
of much wider importance to our understanding of eco-
nomic life. For one thing, it suggested that all sections 
of society – not just the elite landowners and capital 
owners, but ordinary workers too – contributed to the 
nation’s production and prosperity. This was a radical 
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non-elitist view of society, and another reason to prune 
back the political power, corruption and cronyism that 
made workers’ labour less productive and trapped them 
in poverty.

Value in exchange

But since Smith put specialisation and exchange at the 
heart of the wealth-creating process, his real focus was 
value in exchange. Money, he thought, was a poor meas-
ure of that, as the values of the precious metals used for 
money themselves fluctuate. Labour, even with all the 
qualifications he thought necessary on it, still seemed the 
only plausible measure.

Yet Smith was well aware of the inconsistencies be-
tween a product’s cost of production (which he called the 
natural price) and the price it commands in exchange (the 
market price). Market prices, he argued, would be influ-
enced by other factors, such as higher or lower levels of 
people’s demand for a product. But while market prices 
fluctuate, he thought they would nevertheless tend to set-
tle back to the natural price.

Despite Smith’s best efforts, he knew that the labour 
theory still struggled to fit the facts of economic reality. 
But those efforts made him go on to think more deeply 
about how wealth was distributed between the factors of 
production. Wages, he thought, would reflect what work-
ers needed to subsist, though supply and demand would 
also affect them. Profits too depended on the state of sup-
ply and demand, plus on other factors such as difficulty 
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and risk. All these ideas have shaped how we think about 
the determination of wages, profits and prices today.

Conclusion

Smith made many other observations in The Wealth of Na-
tions. But they all rest upon what we would now call cap-
italism (the word was unknown in 1776), and the remark-
able productivity of specialisation and exchange. What 
he described, for the first time, was a fully integrated 
economic network to which all classes (workers, capital 
owners and land holders) contributed, the interests of 
each being dependent on the others.

Smith was perhaps the first person to articulate a 
theory of economic growth led by the accumulation of 
capital: the tools, machinery, infrastructure and other 
goods that make our labour more productive. He real-
ised that saving was necessary for such accumulation. 
With his invisible hand metaphor, he explained how self- 
interested personal objectives, and our efforts to steer 
them through the objectives of others, spontaneously 
produced an overall social order – a market economy – 
that benefited everyone. He showed how ‘the system of 
natural liberty’ would enable the individuals in a market 
economy to maximise value for everyone engaged in it, 
while government interventions and regulations (often 
promoted by established businesses for their own ben-
efit) would stifle value creation and reduce prosperity, 
particularly for the working poor. Where taxation was 
necessary, he showed how to make it fair, predictable, 
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convenient and less damaging. And through all this, he 
saw economic life as a moral activity that makes mar-
kets not just efficient, but human.

Thomas Malthus

The English economist and cleric Thomas Malthus shared 
much of Smith’s intellectual framework, his systematic 
approach, his focus on long-term principles, and his belief 
in the morality and value-creating power of free markets. 
But he saw the limits on natural resources as a challenge 
to market-led prosperity.

Malthus argued in his 1798 book, An Essay on the Prin-
ciple of Population, that population grows ‘geometrically’ 
(or, as we would say, exponentially), i.e. growing faster 
and faster. But food production, he thought, grows only 
‘arithmetically’ (i.e. linearly). Without natural checks such 
as famine or disease, or human actions such as warfare 
or the conscious postponement of childbearing, human 
numbers would outstrip resources, with living standards 
reduced to miserable, subsistence levels.

Malthus thought that any rise in wages above sub-
sistence levels, by raising living standards, would lead 
to people having more children, more of whom would 
survive. But this rise in population would make labour 
more plentiful, and wages would be pushed back down 
to subsistence levels once again, with the cycle repeating 
endlessly.

This analysis overlooked important factors that we can 
see today, such as the technological leaps in agriculture 
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and transport that would make food production and dis-
tribution very much more efficient. But it had important 
political consequences – including harsh new legislation 
that regarded poverty relief as an encouragement to pop-
ulation growth and which instead attempted to force des-
titute people into work. It had intellectual consequences 
too: Charles Darwin credited Malthus for inspiring the 
‘Which ones survive?’ question that led to his theory 
of natural selection. And another Classical economist, 
David Ricardo, would build on Malthus’s pessimistic view 
of wages, giving succour to socialist thinkers such as Karl 
Marx (1818–83).

David Ricardo

Ricardo was not an academic like Smith, but his career 
in the stock exchange gave him insight into the practical 
workings of the real economy: it was said that he made 
£1  million (about £100 million today) using inside infor-
mation (and seeding rumours) to speculate on the result 
of the Battle of Waterloo.

Though best remembered for his explanation of com-
parative advantage as the driver of international trade, Ri-
cardo’s main contribution is perhaps his investigation of 
how value is created and distributed between land, labour 
and capital, and the social classes associated with each. 
In contrast to Smith’s historical style, Ricardo sought to 
make economics an abstract, mechanical science, analys-
ing how economic phenomena arise and how they relate 
to each other. His efforts to work out the full implications 
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of the Classical approach would take them to their (often 
bitter) conclusions.

The question of ‘surplus value’

Smith had faced the problem that the profits of capital 
owners meant that they must extract value from workers 
above what they pay them in wages, though he did not sug-
gest that they exploited workers, as Marx would do later.

Like Smith, Ricardo noted the contribution of capital 
and land to production and went on to develop a general 
theory of value that would explain the differences be-
tween use value and exchange value. Exchange value, he 
suggested, could certainly derive from labour, but it also 
reflected scarcity, i.e. gaps between demand and supply. 
That was why the exchange value of some things (e.g. rare 
artworks) was much greater than the labour put into 
them. But those, he thought, were exceptions: most eco-
nomic products (e.g. clothing, furniture or tools) could be 
multiplied indefinitely. And in these, he concluded, the 
labour expended on their production was by far the main 
determinant of value.

Wages and profits

Ricardo softened Malthus’s idea that wages would always 
be bid down to subsistence levels. Convention was impor-
tant too, he thought; in some places, wages were higher 
because of habit and custom. And there were tempor-
ary deviations from labour’s ‘natural’ price as changing 
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events created mismatches in the supply of and demand 
for workers. But government, he recommended, should 
not interfere, yet should let the adjustment back to the 
natural price run its course.

On profits, Ricardo thought that uniform profit rates 
would emerge across industries. Any more, and new in-
vestors would come in, adding to labour demand and bid-
ding up wages, and creating extra competition that would 
squeeze profits. Any less, and the opposite would occur. 
So profits and wages were inversely related. To him, this 
was not a harmonious relationship between workers and 
capital owners, but an antagonistic one.

Land and rent

Ricardo developed an ingenious theory of differential rent 
to explain what proportion of production was distributed 
to landlords. The amounts paid in rent on different parcels 
of land would, he said, reflect differences in their soil, situ-
ation, and other productive strengths. Landlords could 
extract higher rents for the most productive land, but only 
lower rents for the least productive – an early example of 
the economic principle we now call diminishing returns.

Better farming techniques might make poorer land 
more productive, but landowners would still profit; they 
were not noble originators of value, as the Physiocrats 
believed, but exploiters of their monopoly on Nature’s 
bounty. Their interests would always oppose those of 
farmers, manufacturers and consumers. It was another 
departure from Smith’s social harmony.
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Comparative advantage

 In an exchange economy, explained Ricardo, we generate 
wealth most effectively by doing what we are relatively 
better at, compared to others.

Portugal and England, to take Ricardo’s example, can 
both produce wine, and can both produce cloth. But Por-
tugal’s much warmer climate means it can produce wine 
very much more cheaply than England. So it makes sense 
for people in Portugal to focus their labour and capital on 
producing wine, export it to England, and use their earn-
ings to buy cloth from England. Even if Portugal could 
produce cloth cheaper than England, they would still be 
better to concentrate on wine making, since their rela-
tive (comparative) advantage in that industry is so much 
greater. They only have to be relatively better, not the ab-
solute best, for this to work.

It was another good Classical argument for free trade. 
Rather than trying to protect domestic producers from 
cheaper imports, governments should allow countries to 
exploit their comparative advantages, unleashing more 
highly productive trade that would deliver consumers the 
best and cheapest products from around the world.

Summary on Ricardo

Ricardo gave Classical theory a more real-world edge, 
showing how prices might fluctuate because of tempor-
ary gluts and shortages. He saw how automation might 
displace workers and affect wages. He explored the detail 
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of how wealth was distributed between the factors of pro-
duction and the social classes associated with them.

Though he tried to salvage the labour theory of value, 
his realism left it even weaker. His view that economic 
life was driven by the relative, not absolute, values of 
things prompted future economists to focus, more pro-
ductively, on non-labour theories of value. But the labour 
theory, and Ricardo’s doubts about markets and focus 
on wages and distribution, would continue to inspire 
socialist thinkers.

James and John Stuart Mill

James Mill (1773–1836) was a key figure in Classical 
thought and its dissemination in the nineteenth century. 
He helped David Ricardo to publish On the Principles of 
Political Economy and Taxation, refined Ricardo’s theo-
ries on value and on comparative advantage, and shared 
 Ricardo’s focus on rent, wages and profits.

Mill’s book Elements of Political Economy  (1821) wove 
Smith’s foundational work on capital accumulation and 
specialisation with Ricardo’s refinements on value, wages, 
rent and distribution, and made the resulting synthesis 
more intelligible to the general public. Like other Classi-
cal economists, he took a generally optimistic and non- 
interventionist approach.

His famous son, John Stuart Mill (1806–73), is often 
seen as a transitional figure between the Classical School 
and the Neoclassical scholars that would succeed them, 
focusing more on social welfare.
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The French Laissez-Faire economists

Like Adam Smith, the French Laissez-Faire economists 
Jean-Baptiste Say (1767–1832), Frédéric Bastiat (1801–50) 
and later thinkers involved with the Journal des Écono-
mistes perhaps also deserve their own chapter. They are 
not regarded as part of the Classical School, though much 
of their thinking overlapped with it.

They were Classical Liberals who sought to rebuild 
the economy of post-revolution France on scientific prin-
ciples. They popularised Adam Smith’s ideas in France, 
applied them to the modern industrial world and built 
new insights upon them. They also shared (and some-
times exceeded) Smith’s optimism about the power of 
markets, and his emphasis on individual liberty and 
limited government. Faithful to Smith’s rejection of 
mercantilism and controls, they were influential in the 
liberalisation of trade in Europe, informing the 1860 
Cobden–Chevalier Treaty that reduced tariffs between 
France and Britain.

Jean-Baptiste Say

Jean-Baptiste Say emphasised the self-correcting power of 
markets and the role of entrepreneurship in production. 
His ‘law of markets’ (which became known as Say’s Law 
and is often summarised as ‘supply creates its own de-
mand’) maintained that the production of goods creates 
wages, profits and rents that are then sufficient to pur-
chase those goods. By producing things, in other words, 
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people and firms create the purchasing power needed to 
buy other products.

Importantly, Say emphasised the role of entrepreneurs 
as key drivers of economic activity. He saw them as people 
who organise production by combining labour, capital and 
land, and as evaluating and managing risk to bring goods 
to market. They were, therefore, an important but over-
looked factor in production and wealth creation.

Tackling the labour theory of value, Say argued, 
against traditional thinking, that the value of goods 
derives from their utility – i.e. how useful they are to 
those who consume them – rather than the labour that 
has gone into their production. This was a critical step 
towards our modern, subjective ideas of value, namely 
that value is in the eye of the beholder, not in the object 
itself. And it would inspire later economists, such as 
those of the Austrian School, who would further refine 
the concept.

Say was a strong proponent of laissez-faire – the idea 
that economic agents should be left alone, and that gov-
ernment intervention distorts the natural balance of 
markets. Free trade and competition, he thought, would 
optimise both resource use and prosperity.

Frédéric Bastiat

Bastiat was a leading member of the French Liberal School, 
which was influenced by Classical ideas. He was a staunch 
advocate of free markets, property rights and laissez-faire, 
though his writings were intended to popularise those 
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principles, and critique protectionism, rather than to 
advance economic theory. But in that, he proved to be a 
brilliant communicator and polemicist.

His ’broken window fallacy’, for example, which ap-
peared in That Which Is Seen, and That Which Is Not Seen 
(1850), debunked the idea that destruction (e.g. in warfare) 
was good for boosting economic activity. If a shopkeeper’s 
window is smashed and he pays to fix it, Bastiat argued, 
the glazier benefits. But that is only the ‘seen’ effect. The 
‘unseen’ is what the shopkeeper could have spent on other 
things, like new shoes, had the window not been broken. 
(Today we would call this the opportunity cost.) Destruc-
tion, he concluded, does not create economic activity; it 
merely diverts it. This was an argument that, a century 
later, would be used against Keynes’s idea that (even 
wasteful) government spending could re-boot economic 
growth.

Bastiat was also a very effective advocate of free trade. 
In Economic Sophisms (1846 and 1848), he used satire and 
logic to mock protectionism, most famously in his satiri-
cal Candlemakers’ Petition, where candlemakers demand 
tariffs on sunlight to ‘protect’ their industry. Such pro-
tectionism, he explained, enriches a few producers at the 
expense consumers and the nation’s overall wealth.

In his book The Law  (1850), Bastiat argued fiercely 
that government’s legitimate role is to protect life, liberty 
and property – not to redistribute wealth or intervene in 
markets. He saw state overreach (e.g. subsidies, tariffs) as 
‘legal plunder’, where the authorities take from some to 
give to others, distorting the natural economic harmony.
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The Journal des Économistes circle

The Journal des Économistes, founded in 1841, was a key 
platform for the French Liberal School, including  Bastiat 
and followers of Say, who represented and developed 
Classical ideas within France. They strongly defended 
laissez-faire – taking it to its logical conclusions and even 
proposing ideas like privatising defence and security. And 
just as strongly, they critiqued the socialist thinking that 
was growing in mid-century Europe.

Relevance today

The Classical and French Laissez-Faire Schools remain 
very relevant today. We live in an era of expanding state 
control, for which Classical thinking provides an anti-
dote, reminding us that markets, left free, align resources 
better than regulators and planners. It also tells us that 
individual self-interest can and does work to produce an 
overall social benefit. Its focus on long-term truths and 
principles brings depth to a world of near-sighted politi-
cal action. And it carries a moral weight, resonating with 
those who believe that the enlarged state is stifling the 
creative genius of free individuals in a free society.
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4 KARL MARX

The critique of capitalism

Despite all the problems that the Classical economists 
saw in the labour theory of value, their inability to provide 
other explanations meant that it survived surprisingly 
long. Indeed, it became the starting point for socialist 
critics of the emerging industrial system. Its simple 
arithmetic convinced them that capital owners (whom 
they dubbed capitalists) were unjustly extracting ‘surplus’ 
value that rightfully belonged to workers.

Accordingly, the English thinker Thomas Hodgskin 
(1787–1869) argued that labour was the sole source of 
value and should receive all of its product, while the 
French philosopher Pierre-Joseph Proudhon (1809–65) 
went further, arguing that profit, interest and rent were 
all forcibly extracted from workers by capitalists and 
should be abolished. And other socialist thinkers would 
elaborate on Ricardo’s concern about the distribution 
of value between land, capital and labour. To them, 
this was not merely a dry fact but a set of unjust social 
relationships.

KARL MARX
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Marx’s interpretation

Starting from there, Karl Marx would develop an entire 
sociology of production, a systematic critique of capital-
ism based on radically new interpretations of philosophy 
and history. One such foundation was historical material-
ism – the idea that the development of human societies 
is driven by the nature of their production processes and 
the class struggles that result. Marx believed that history 
inevitably progresses through stages based on the pre-
vailing production methods, the major transitions being 
from feudalism to capitalism and then to socialism.

The social relationships of urban factory production, he 
observed, were very different from those in the earlier agri-
cultural economy. Capitalist production, based on property 
and labour, divided society into classes – capital owners 
and workers. While Ricardo had explored how the value 
created by production was then divided between classes, 
Marx saw class divisions within production itself. Thus, agri-
cultural economies produced feudal relationships, while 
industrial economies produced capitalist ones.

Also important to Marx was the prevailing institution-
al superstructure – the political, legal and cultural insti-
tutions, including religion, colonialism and the media 
culture, that the ruling class used to entrench capitalism 
and maintain their dominance. This, he thought, helps 
explain why workers accept capitalism, even though they 
are exploited by it.

The Classical thinkers, Marx believed, were wrong 
to assume that capitalism, and the social relationships 
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around it, were somehow natural and permanent. His-
tory would move on, he thought, and these unjust rela-
tionships would not survive. The contradictions and class 
conflicts created by this capitalist system of production 
would bring capitalism’s demise.

Surplus value and worker exploitation

Marx’s critique of capitalism, outlined in his three- volume 
work Capital (1867–94), depended heavily on the idea that 
workers were being robbed of value – exploited – by the 
capitalists. He used the labour theory of value to argue 
that, since the exchange value of products equals the la-
bour time put into them, then the exchange value of la-
bour time (i.e. the wages paid) must equal the value of the 
products it creates. But in fact, the capitalists are able to 
sell those products for more. They were reaping a surplus 
by covertly under-rewarding workers for their effort.

The capitalists hide this exploitation in a number of 
ways, said Marx. For example, wages are paid at the end of 
the week, so the workers contribute their labour in advance, 
while the capitalists pay their wages in arrears. And cap-
italism’s commodity fetishism – its focus on consumption – 
makes people think that products have a greater inherent 
value than the labour put into them. So workers do not even 
realise that value is being stolen from them.

This exploitation theory depended on Marx keeping alive 
the labour theory of value. That was not easy, given its ob-
vious problems. For example, it was evident that unskilled 
labour would probably produce less than skilled labour, and 
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take more time. But that additional time and effort cannot 
add to the value of the final product, as the raw labour the-
ory would imply. To get round this problem, Marx instead 
suggested that the exchange value of a product would equal 
only the ‘socially necessary labour time’ expended on it under 
‘normal conditions of production’. But there is no obvious and 
objective way to define and measure these concepts – which 
merely load the labour theory with complexities in the at-
tempt to shoehorn it to fit the facts.

Theory of economic development

On the basis of these ideas, however, Marx predicted 
the future development (and demise) of capitalism. The 
constant pressure of competition would squeeze profits, 
forcing firms to pursue ever-greater productivity. They 
would have to expand their output, which would require 
more and more capital, and cut their costs, which meant 
exploiting workers even more. Capitalists would bid 
wages down to mere subsistence levels and seek to extract 
greater and greater surplus by imposing longer working 
hours, child labour and harsher conditions.

And given the ups and downs in economic activity, 
firms would need an ‘industrial reserve army’ of workers 
to ensure that they could access labour in times when 
more was needed. But the very existence of such reserves, 
argued Marx, would drive wages down even further. And 
the more that capitalism grew, the bigger the reserve 
army would have to be. This was, in his words, a ‘law of 
increasing misery’.
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But capitalism contains the seeds of its own destruc-
tion. For one thing, it alienates workers from the products 
of their labour. They do not control or own what they pro-
duce – the capital owner controls and takes it. The system 
dehumanises workers, regarding them as mere labour 
power, not as individuals. Not only is that unethical; it 
will drive workers to overthrow capitalism.

But this was only one of capitalism’s self-contradic-
tions. Capitalists, thought Marx, could not continue to 
exploit workers enough to maintain the increasing cap-
ital and productivity that they needed to survive. Capi-
talism would suffer fatal crises, because the ever-greater 
pursuit of profit would lead to the overproduction of 
goods – far more than workers could afford. The resulting 
failures would contribute further to capitalism’s inevit-
able demise. Eventually, the class conflicts inherent in 
capitalism would mean that workers, with their shared 
experience of exploitation and alienation, would develop 
a collective awareness of their own class interests. This 
would prompt them into organised resistance and rev-
olution, bringing about the socialist phase of historical 
development and a new system, based on common own-
ership of the means of production, where production 
would be organised to meet human needs rather than to 
produce profit.

Criticism and legacy

Few economists have been impressed by Marx’s reliance 
on the collective identity of the working class as the basis 
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of a new collective social order. Mancur Olson (1932–98), 
for example, warned of the ‘free rider’ problem: who 
would exert themselves on collective production if the 
rewards were the same for those who did not? (The star-
vation created by collective farm systems in China and 
the Soviet Union gave the stark answer.) And does work-
ing class identity even exist, particularly to the extent of 
bringing about revolution? In practice, Marxist uprisings 
have been led by small elites rather than the collective 
motivation of a proletariat.

Also, Marx’s idea of surplus value and worker exploita-
tion rests on a labour theory of value whose own internal 
contradictions were already evident to earlier writers. 
Like the geocentric model of the universe, it could sur-
vive only by loading it with increasing complexities like 
‘socially necessary labour time’. But by then such a model 
becomes too convoluted to explain anything. A different, 
simpler explanation is needed.

Moreover, where Marx thought that ruthless compe-
tition would leave workers in subsistence-level misery, 
reality suggests otherwise. Average workers in the indus-
trial economies of today enjoy standards of living that 
even the capital owners of Marx’s time could not dream 
of. To take a famous example, in 1914, the carmaker Henry 
Ford doubled his workers’ wages to $5 a day (about $160 
today) in return for productivity guarantees. So, what 
was a rational policy for the business, boosting efficiency 
and worker retention, also made workers much better off 

– a mutual gain for both capital owners and workers that 
Marx did not anticipate.
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Marx’s ideas, therefore, fail to produce a general theory 
of wages, capital, profit, rent and interest for a modern 
economy. His followers have had to resort to ever-more 
complex explanations (such as colonialism and slavery) 
to explain the prosperity and endurance of capitalist 
economies. And the systems that were built upon Marx’s 
thinking have been poor advertisements for his analysis 
and proposals.

Even so, Marx retains an extraordinary grip on mod-
ern intellectuals, and his ideas resonate widely with many 
people today. Perhaps that is because they address issues 
such as inequality, exploitation, alienation, and the con-
centration of wealth and power in a few hands, all of which 
are seen as problems today. Younger people, in particular, 
reject what they see as capitalism’s pursuit of profit rather 
than social good, and respond to Marx’s call for systemic 
change. And free-market ideas, reflecting Adam Smith’s 
invisible hand explanation of how self-interested action 
can produce general benefits (so that the pursuit of profit 
can itself be a social good), are counterintuitive and harder 
to understand.

Things were quite different in Marx’s own lifetime. 
Capital was dismissed as a mix of outdated economics 
and pseudo-sociological jargon. Within five years, the 
‘Marginal Revolution’ would solve the water–diamonds 
paradox and leave the labour theory for dead. Marx him-
self would die in academic obscurity. As Philip Magness 
and Michael Mokovi (2023) have established, Marx gained 
few scholarly citations during his lifetime, and most of 
those were critical, even scornful. Interest rose only after 
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1917. Despite all his shortcomings, it seems, Marx’s vision 
of a new social order provided a convenient intellectual 
justification for the violence and upheavals of the Russian 
Revolution.
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5 MARGINALISM AND THE 
NEOCLASSICAL SYNTHESIS

The Marginal Revolution

The shortcomings of the labour theory were evident to 
many economists even before Marx was born. But over 
the course of a century, there developed a radically differ-
ent approach, which became known as the Marginal Rev-
olution. This would provide the foundation of a completely 
new school of economic thought, the Austrian School; and 
it also informed the thinking of what became the Neoclas-
sical School, who synthesised it with the methods of the 
Classical economists.

The Marginal Revolution was based on two novel 
insights. The first was subjectivism. This is the idea that 
value was not an objective quality of an item, like its 
size or weight. Nor was it the labour that had gone into 
its production. Rather, value is an individual’s personal 
(subjective) reaction to something, based on how useful 
they think it is to them. So, different people may value the 
same item differently. For example, an omnivorous diner 
may value an omelette as a tasty meal, while a vegan diner 
would not value it at all.

MARGINALISM 
AND THE 
NEOCLASSICAL 
SYNTHESIS
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The second insight was marginalism. This is the obser-
vation that people’s valuation of things is not constant. A 
hungry diner, for instance, might get great satisfaction 
from one omelette, but perhaps less from a second and 
probably much less from a third or fourth. The diner’s 
satisfaction diminishes as additional (marginal) units of 
something are consumed. Marginalists called this dimin-
ishing marginal utility.

These insights turned attention away from the Clas-
sical focus on the cost of producing things and onto the 
analysis of how people value things – especially, how they 
value each additional unit of something. The principle of 
diminishing marginal utility became a key explanation of 
how people make choices, and therefore of their economic 
actions.

The Marginalists went on to deduce that rational indi-
viduals would continue to consume a product only until 
the additional satisfaction it delivered (its marginal util-
ity) fell to the point where it became equal to the marginal 
cost of acquiring the product. For example, rational diners 
would continue to consume omelettes until they felt that 
the enjoyment from any more of them was not worth the 
cost on their budget (or perhaps their digestion).

These ideas proved very fertile, leading to the formu-
lation of many concepts that are now fundamental prin-
ciples of economic enquiry, such as supply and demand 
curves, price theory and equilibrium analysis (the inves-
tigation of how markets reach a balance between supply 
and demand). And their logic applies not only to the mar-
kets for consumer goods (like omelettes) but the markets 
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for all the capital goods used to create them (such as farm 
equipment and frying pans).

The origins of marginalism

The Marginal Revolution is widely credited to the Aus-
trian School economist Carl Menger (1840–1921) and his 
systematic book, Principles of Economics (1871), though 
its subjectivist and marginalist ideas were much older. As 
far back as 1776, the French philosopher Étienne Bonnet 
de Condillac (1714–80) had argued that value was not a 
physical quality of a thing, but a mark of how much it sat-
isfied some human want. Writing in 1803, Jean-Baptiste 
Say reached much the same conclusion.

Then in 1826 the German economist Johann Heinrich 
von Thünen (1783–1850) began to develop marginal prod-
uctivity theory. Producers would continue to hire work-
ers, he reasoned, until the extra yield produced by the 
last (marginal) worker diminished to no more than the 
employer was willing to pay them. This marginal yield, 
therefore, determined the wage rate and the number 
of people who would be employed. And what was true 
for labour would be true of capital inputs too: produ-
cers would continue to pay for capital equipment until 
the additional output it produced (its marginal output) 
diminished to equal the cost of installing, running and 
maintaining it.

Two years on, the English lawyer and economist 
 Nassau William Senior (1790–1864) saw scarcity as the 
most important factor in determining value. Goods that 
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had value (i.e. economic goods like food or clothing) were 
necessarily scarce ones. Goods that were abundant (i.e. 
free goods such as air) had no value. Senior also worked on 
the diminishing marginal utility idea, as did the German 
economist Hermann Heinrich Gossen (1810–58). Gossen 
asked how consumers would select the combination of 
goods that, within their budgets, would maximise their 
total satisfaction. He concluded that they would strive to 
acquire different goods until the last units of each good 
they acquired gave them equal satisfaction (utility).

In 1871, the same year as Menger’s Principles was 
published, the English economist and logician William 
Stanley Jevons (1835–82) published The Theory of Political 
Economy, which weaves these early ideas into a systematic, 
subjectivist theory of value. To him, utility was the power 
of a thing to produce pleasure or prevent pain for its con-
sumer; value was the relationship between the object and 
the individual’s utility. But this was, he observed, a ‘some-
what novel opinion’ given the labour theory’s dominance 
up to then.

The Neoclassical School

The Neoclassical School economists emerged in the 
late nineteenth and early twentieth centuries, building 
on both Classical and Marginalist foundations. They 
adopted the scientific approach of the Classical School, 
but their focus was less on total production, more on how 
consumers gain satisfaction from products, and thus on 
how they choose them and exchange them. They accepted 
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that value was subjective, not a matter of production 
costs. (People dive for pearls, for example, because they 
are valued; pearls are not valued because people dive for 
them.) And the Neoclassical economists applied margin-
alist analysis to their analyses.

They believed that land, capital and labour all con-
tribute to value. But they did not share the Classical (nor 
Marxist) view of society as fixed, opposing social classes 
rooted in these different factors of production. They saw a 
society in which rational, classless economic agents with 
set preferences sought out the combination of resources 
and manufacturing processes that would maximise con-
sumers’ utility and businesses’ profit within the limits of 
their budgets. And it was the value created by the end prod-
uct (e.g. an omelette) that drove production (e.g. farming, 
transportation, restaurants), and determined the nature 
and value of the production goods (e.g. land, vehicles, 
kitchens) that would be committed to the production of 
that end product.

Relying heavily on mathematical methods and equa-
tions, the Neoclassical economists were able to construct 
very sophisticated theories. They showed how the markets 
for both consumer and capital goods might tend towards 
a balance (equilibrium) where supply equals demand; they 
explored the role of consumer demand in determining effi-
cient resource use; and they developed a theory of the firm 
and its role in the economy.

This emphasis on supply and demand, marginal util-
ity, market equilibrium and the use of mathematics is still 
characteristic of economics today.



A N I N T RODUC T ION TO SC HO OL S OF E CONOM IC T HOUGH T

44

Key figures of the Neoclassical School

Jevons and Menger provided the subjectivist and margin-
alist foundations for the Neoclassical School, but its lead-
ing figure would be Alfred Marshall  (1842–1924), whose 
Principles of Economics  (1890) blended these ideas into 
a cohesive system. He popularised supply and demand 
curves and explored how individual markets reach bal-
ance (market equilibrium) given the different sensitivities 
of supply and demand to price changes.

The Neoclassical approach allowed other thinkers to 
reach other powerful conclusions that still feature in eco-
nomics textbooks today. Thus, Léon Walras  (1834–1910) 
used mathematics to show the conditions under which all 
markets in an economy could come into general equilib-
rium. Vilfredo  Pareto (1848–1923) outlined situations where 
it was impossible to reallocate available resources without 
making someone worse off – what we now call Pareto Op-
timality. John Bates Clark (1847–1938) used marginalist the-
ory to explain how labour and capital markets affect wages 
and profits. Irving Fisher (1867–1947)  contributed on mon-
etary policy, interest rates and prices. Knut Wicksell (1851–
1926) explored how interest rates affect price levels. And Ar-
thur Pigou (1877–1959) analysed the overall welfare of society, 
introducing the idea of externalities such as pollution costs.

Alfred Marshall

Marshall saw supply and demand as ‘the two blades of 
the scissors’ that determine the quantities and prices of 



M A RGI N A L I SM A N D T H E N EO C L A S SICA L S Y N T H E SI S

45

goods that are traded. Marginal utility analysis could ex-
plain the nature of consumers’ demand, he observed; but 
the nature of producers’ supply was important too. And 
he saw time and industrial organisation as key factors 
in that supply. Take the case where some event raises 
consumers’ demand for a product (in today’s world, per-
haps the endorsement of a social media influencer). At 
first, says Marshall, that will raise the product’s price 
because the available stocks are fixed. But then, seeing 
the increase in demand, producers will try to increase 
their supply of the product, drawing in more labour and 
other easily expanded inputs to do so. Prices might then 
moderate as a result. But it will take producers longer to 
build and install the new capital equipment (e.g. plant 
and machinery) needed to further increase their supply 
going forward. Only then might prices start to fall again.

While developing such thoughts, Marshall introduced 
other concepts that economists use today. One was the 
elasticity of supply – how much or how little producers 
respond to price changes by raising or lowering their sup-
ply; and the analogous elasticity of demand – how much 
or how little the demand from consumers rises or falls in 
response to falling or rising prices. Another concept was 
consumer surplus, where the value that a consumer puts 
on a good is greater to them than the value of what they 
pay for it. (And since the market price of each unit of the 
good is the same – one omelette in a restaurant is the same 
price as the next, for example – diminishing marginal util-
ity means that this surplus will also diminish with each 
additional unit consumed.) Again, there is an analogous 
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producer surplus, the difference between the market price 
that producers receive for each unit of a product and the 
minimum price that they would, in reality, be willing to 
accept. Marshall used such concepts to explore how vari-
ous changes (e.g. tax cuts or rises) might affect the overall 
well-being of the community, known as social welfare.

Marshall sought to make economics a modern science 
that would offer a general explanation of how markets 
worked. Accordingly, he made his analysis abstract, a con-
trast to the historical-political approach of Adam Smith. 
But this meant that his investigations of market behav-
iour had to be based on many broad assumptions. He had 
to take much as ‘given’, such as the state of technology, 
market institutions and consumer preferences. He knew, 
of course, that real economic activity is never so static 
but evolves and adapts (something that later economists 
often forget). Yet his abstract reasoning enabled Marshall 
to develop a pure science that provided the foundations 
for economic thought over the next century.

Other significant contributions

The American inventor and economist Irving Fisher used 
Marshall’s abstract Neoclassical approach to make im-
portant developments in the Classical Quantity Theory 
of Money. This is the idea that changes in the quantity 
of money in an economy (such as the notes and coins 
created by the authorities and the amount that people 
choose to hold in their bank accounts) will affect prices 

– and will do so proportionately. If the authorities print 
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and circulate more banknotes, for instance, the Quantity 
Theory suggests that the prices of goods will rise in step. 
Fisher famously summarised this idea in the equation 
MV = PT. That is, the total amount of money in the econ-
omy, multiplied by its velocity (i.e. the frequency at which 
consumers and suppliers exchange it), equals the overall 
price level multiplied by the number of transactions made. 
He believed that, in the short run at least, the velocity of 
money and the number of transactions would be stable, so 
any change in the quantity of money would affect prices 
directly. Later monetarist economists from the Chicago 
School would build on this analysis.

With his book The Theory of Interest (1930) Fisher also 
provided a Neoclassical explanation of interest rates. 
These he saw as a balance between ‘impatience’ (people’s 
desire to consume things now) and ‘opportunity’ (the 
prospect of producing and consuming more of those 
things in the future). He distinguished nominal from real 
interest rates, factoring in inflation, and showed how 
nominal interest rates would rise when people expected 
future inflation.

Many later Neoclassical economists concerned them-
selves with welfare economics – how to maximise econom-
ic benefits across the community. Pareto, as mentioned 
above, suggested that the allocation of goods across the 
community was efficient or optimal if you cannot change 
the allocation to make anyone better off without making 
someone else worse off. He also introduced indifference 
curves that show how people might trade off one good 
against another and remain equally satisfied with (i.e. 
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‘indifferent’ to) the new allocation. And he is further re-
membered for the 80:20 Rule – originally an observation 
about land ownership but now extended into an econom-
ic rule of thumb. For example, it is said that 80 per cent of 
a firm’s profits come from 20 per cent of its customers, or 
that 80 per cent of its business comes through 20 per cent 
of its advertising – even if firms rarely know which 20 per 
cent that is.

Also focusing on welfare economics, Arthur Pigou ap-
plied Neoclassical methods to the study of externalities 

– the costs (or benefits) of economic activity that affect 
other parties (e.g. the effects of a smoky factory chimney 
on local residents). He argued that to maximise the wel-
fare of society in general, private incentives must become 
aligned with social outcomes. Accordingly, he proposed 
taxes (known as Pigovian taxes) and subsidies to curb 
harmful externalities and promote beneficial ones.

Pigou saw economic output as a measure of social wel-
fare, suggesting policies to boost output while reducing 
the inequality of its distribution. He argued for progres-
sive taxes to transfer income from rich to poor, using a 
marginal utility argument – that a high earner would 
value an extra pound or dollar of income much less than 
would a low earner.

Criticism and contemporary extension

While Neoclassical economics has been highly influential, 
it has faced criticism, particularly for the abstractness of 
its assumptions. Austrian School economists (chapter 8) 
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reject its assumption of perfect competition, for example, 
while behavioural economists (chapter 10) question the 
assumption that economic agents behave rationally, point-
ing to phenomena such as the ‘herd instinct’ and market 
bubbles.

Yet the core principles and approaches of Neoclassical 
economics continue to shape modern economic analysis 
and still provide useful ways to understand how people 
and markets behave. Thus, Neoclassical approaches have 
helped to analyse the distribution of income, and to ex-
plain how taxes, subsidies and technological progress 
affect the relative earnings of labour and capital. They 
have provided insights into the potential welfare impacts 
of public policy changes. And they help explain the behav-
iour of imperfect but real-world markets.

Analysis of marginal costs and benefits, meanwhile, 
has been used to study a wide range of producer behav-
iours, including price discrimination, the effects of dif-
ferent market structures and the impact of government 
policies.

Despite its limitations, Neoclassical economics still 
shapes how economists analyse a wide range of economic 
issues, from producer behaviour and prices to the man-
agement of the economy as a whole (macroeconomics). It 
may not fully explain economic reality, but it still helps us 
to understand it.
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6 KEYNES AND THE KEYNESIANS

Keynes’s contribution

John Maynard Keynes was a British economist whose 
ideas had a deep and lasting impact on economic thought 
and policy from the 1920s to the 1970s. He turned the 
focus from the details of individual decisions, markets 
and prices (microeconomics) to the big picture of GDP, 
inflation and employment across the entire economy 
(macroeconomics). In doing so, he challenged the Clas-
sical and Neoclassical assumption that markets would 
automatically come into balance (equilibrium) and de-
liver maximum output and full employment. Instead, he 
thought these things would fluctuate depending on the 
total level of demand in the economy (aggregate demand), 
which in turn depended on several factors, including how 
much people chose to spend, save or invest.

But, he argued, government could compensate for 
fluctuations in these choices. Most importantly, it could 
correct economic downturns by raising its spending 
and cutting taxes, which would leave more money in 
people’s pockets and so boost their demand, and by 
lowering interest rates, which would boost investment. 

KEYNES 
AND THE 
KEYNESIANS
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Such interventions, Keynes believed, would stabilise the 
economy and help achieve full and stable output and 
employment.

In the decades after World War II, this macroeconomic 
approach came to dominate economic thought and pol-
icy, contributing to the creation of the welfare state and 
the widespread use of tax and spending policies aimed at 
boosting output and employment.

Background to Keynes’s ideas

The period leading up to Keynes’s most significant work 
was turbulent. The effects of world war, then the experi-
ence of the Great Depression, still haunted the world 
economy. The theoretical abstractions of the Neoclassi-
cals, with their confidence that markets automatically 
tend towards an equilibrium that maximises output 
and employment, seemed unable to explain the per-
sistent unemployment, instability and stagnation that 
prevailed.

It seemed increasingly urgent for economists to ad-
dress these problems, find solutions and maximise social 
welfare. Accordingly, their focus shifted away from ab-
stract theorising and laissez-faire solutions, and towards 
questions of practical public policy and the potential role 
of government intervention. And this new approach was 
bolstered by the continuing development of better analyt-
ical techniques, including improved data collection and 
mathematical modelling.
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Keynes’s analysis and prescriptions

The General Theory

Keynes’s General Theory of Employment, Interest, and 
Money (1936) spearheaded this new approach. It marked 
a pivotal moment in the evolution of economic thought 
and how economists engaged with practical public issues 
and policies. While the Classical and Neoclassical econ-
omists had focused on how production worked and was 
distributed, the General Theory focused on maximising 
that product and stabilising its growth.

By looking at macroeconomic aggregates such as the 
prevailing totals of income, consumption, saving and 
investment, Keynes concluded that what drove total 
(aggregate) investment and employment was the overall, 
aggregate demand for goods.

That in turn would depend on psychological factors, 
such as how much consumers chose to keep in  liquid 
assets (such as cash) rather than put into savings or 
investments, what financial yield individuals and busi-
nesses thought their investments might generate, and 
how both consumers and producers would react when 
faced with risk and uncertainty. All these factors, 
thought Keynes, would affect what consumers were 
willing to spend, what investors were willing to lend, 
and what capital goods businesses would demand. But 
sometimes, these psychological factors could lead to 
spending, investment and employment decisions that 
were less than optimal – and so to weaker and less stable 
economic growth.
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Keynes believed that in difficult economic times (such 
as those he was writing in), when demand and investment 
were low, the economy would not automatically correct 
itself but could settle into persistently high unemploy-
ment and low growth. Indeed, he thought, there would 
be a multiplier effect: a decrease in spending by any given 
amount would lead to a fall in economic output of even 
more. That was because, when consumer spending fell, 
firms would cut their production, so employment and 
wages would decline, and people’s spending would fall 
further, setting off a downward spiral.

Macroeconomic policy

Earlier, in A Tract on Monetary Reform (1923), Keynes had 
focused on monetary policy as the way to stabilise the 
economy, by managing the money supply (the total quan-
tity of money in existence, such as notes, coins and bank 
deposits), along with interest rates, to control inflation, 
currency fluctuations and investment levels. But after the 
Great Depression, he concluded that lowering interest 
rates or increasing the money supply would be insuffi-
cient to revive demand in an economy that had fallen into 
a liquidity trap – where prospects were so dire that people 
chose to hoard cash rather than spend or invest.

So, to offset falling demand and escape the trap, 
Keynes in the General Theory (1936) urged a much more 
interventionist strategy. The government, he advised, 
should use fiscal policy to add to the total (aggregate) 
demand in the economy by increasing its own spending 
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(e.g. on welfare, infrastructure projects and other public 
programmes) and by cutting taxation, which would place, 
or leave, more spending power in the hands of consumers, 
businesses and investors. Now the multiplier would work 
positively. The extra consumer spending would prompt 
businesses to raise output, invest, expand employment 
and raise wages, causing spending and economic activ-
ity to spiral upwards. Such interventionist prescriptions 
were plainly a long way from the laissez-faire policies of 
the prevailing economic orthodoxies.

Influence

With World War II devastating world economies, Keynes’s 
macroeconomic focus and interventionist policy pre-
scriptions came to be seen as appropriate, necessary and 
urgent ways to deal with economic crises. They evolved 
into a mixed approach to economic management, with 
monetary policy to manage inflation and stabilise cur-
rencies, and fiscal policy to stabilise demand and address 
unemployment. Interest rates would be manipulated 
to influence investment and spending decisions. And 
governments would spend on public infrastructure, un-
employment benefits and welfare programmes to boost 
employment and economic revival.

But while Keynes’s policies were originally intended to 
deal with crises, stabilise activity and create more certain 
conditions for future growth, they quickly grew beyond 
these aims. They would be used in the hope of boosting 
growth that was merely sluggish, and of reaching ‘full 
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employment’ targets that were often over-ambitious. And 
when things really were booming, politicians would see 
this as success and would be reluctant to use their policy 
tools to curb such ‘overheating’. Deficit spending, where 
governments spent more than they raised in taxation, then 
became the norm. And much of that spending went into 
the creation and expansion of the welfare states that would 
continue to grow through the rest of the twentieth century.

Neo-Keynesians

Keynes’s ideas were developed further by his followers. 
They subjected the macroeconomic aggregates to more 
advanced mathematical modelling, exploring the differ-
ent short-run and long-run results of policy changes, and 
reaching abstract conclusions, including the ‘Phillips 
Curve’ idea that it was worth suffering a little inflation in 
order to reduce unemployment (a conclusion that the Chi-
cago School economists would strongly contest).

In the 1960s, ‘Neo-Keynesian’ economists such as Alvin 
Hansen (1887–1975), Sir John Hicks (1904–89) and Paul Sam-
uelson (1915–2009) began to explore how macroeconomic 
events could be affected by microeconomic factors such as 
prices, preferences, costs, technologies, risks and uncertain-
ties. In more mathematical detail than Keynes had done, 
they showed how rigidities in prices, wages and other factors 
explained why markets did not automatically self-regulate. 
Such rigidities included the reluctance of workers (often led 
by their trade unions) to take pay cuts in response to fall-
ing demand, the impact of slowdowns on morale and thus 
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on productivity, the power of monopolies to maintain high 
prices, and interest rates being held at rates that were no 
longer appropriate for current conditions.

This approach merged Keynes’s macroeconomics with 
the Neoclassical microeconomics focus. It recognised the 
importance of market forces but retained a confidence in 
the ability of government to direct those forces toward 
the macroeconomic ideals of full employment, economic 
stability, growth and social welfare – a major extension 
of interventionist policies. Activist Neo-Keynesian fiscal 
policy, with deficit spending on government projects and 
welfare programmes, became the dominant economic 
strategy across many parts of the world.

Monetarist and other criticisms

By the 1970s and 1980s, however, the Neo-Keynesian ortho-
doxy was wearing thin. With the expansion in their size and 
activities, Western governments had become clumsy and 
bureaucratic. Critics noted that while politicians were happy 
to use expansionary policies to boost output and employ-
ment, they were reluctant to contract their spending when 
needed. Inflation became high, widespread and persistent, 
while unemployment and sluggish growth remained – the 
‘stagflation’ that the orthodoxy found hard to explain.

Some economists, such as Milton Friedman (1912–
2006) and others from the Chicago School, began to chal-
lenge this prevailing Keynesian orthodoxy. They argued 
that economies work best when markets operate freely, 
with minimal government intervention; that markets are 
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inherently inefficient and self-regulating; that Keynesian 
interventionism distorted markets and reduced their effi-
ciency; that deficit spending and borrowing was unsus-
tainable; that excessive welfare spending undermined in-
centives; that over-expansive monetary policy produced 
only inflation; and that government spending crowded 
out more efficient private investment.

Further criticism of ‘big government’ interventionism 
came from the Austrian School (who had shown how inept 
expansionary policy produced damaging boom–bust 
cycles), from Behavioural Economics (which questioned 
the assumption that economic actors choose rational-
ly), and by the Public Choice School (who observed how 
government policymaking and implementation was dis-
torted by politics and self-interest).

Such assaults would undermine confidence in govern-
ments’ ability to manage economies effectively or ration-
ally. In time, they would prompt a reversal of the orthodox 
thinking and prescriptions, particularly in the US and 
Europe. New approaches would be based on open trade, 
market deregulation, balanced government budgets and 
monetary prudence – all aimed at creating the essential 
conditions for enterprise and growth, without govern-
ments having to lead it.
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7 THE CHICAGO SCHOOL

The Chicago School of Economics is a distinctive strain of 
Neoclassical thought developed by scholars at (or associ-
ated with) the University of Chicago, most notably Frank 
Knight (1885–1972), Milton Friedman (1912–2006), George 
Stigler (1911–91) and Gary Becker (1930–2014) – the last 
three of whom became Nobel laureates.

Through most of the twentieth century, Chicago 
School scholars made significant contributions to eco-
nomics, including microeconomics, rational expectations, 
human capital, monetary and fiscal policy, industrial or-
ganisation, public choice, and the relation between law 
and economics. Their work and approach continue to be 
influential today.

Principles

The Chicago School is distinguished by several strong 
characteristics.

First is the belief that individuals and firms are ration-
al: individuals seek to maximise their utility, and firms 
their profit. People respond predictably to incentives, 
such as changes in the costs they face. Indeed, they do 
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this across many aspects of life – family, education, even 
crime. And because markets are driven by rational actors, 
they allocate resources efficiently without needing gov-
ernment intervention.

All this gives Chicago economists their second charac-
teristic, a strong faith in free markets. They accept that 
markets are often imperfect, but see many of those im-
perfections stemming from, or worsened by, government 
controls and regulations. At the microeconomic level, 
intervening in markets stops those markets from working 
properly, leading to unintended and harmful results. And 
at the broader level, the time it takes to collect and ana-
lyse the macroeconomic data, then to plan and execute 
the policies based on it, creates problems too. For instance, 
by the time a Neo-Keynesian policy aimed at correcting a 
downswing comes into effect, economic activity may well 
have turned already into an upswing (and vice versa): so 
instead of promoting stability, the effect can be to make 
upswings and downswings worse. Chicago scholars there-
fore urge governments to limit themselves to creating 
the right conditions for enterprise and growth only. Such 
thinking informed many political movements including 
the 1980s governments of Margaret Thatcher in the UK 
and Ronald Reagan in the US.

Third, Chicago scholars (notably Gary Becker) believe 
that the ideas of rationality and efficiency can explain 
not just economic outcomes but other parts of social life. 
Becker, for example, saw criminal action as a rational 
choice between costs (e.g. detection and punishment) and 
benefits (e.g. the proceeds of theft). This has helped inform 
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governments’ anti-crime strategies. Likewise, migration, 
childbearing, and much else can be analysed in rational 
choice terms, with people weighing benefits (e.g. the joy 
derived from children) against costs (e.g. the commit-
ment and time that child-raising requires). This approach 
reveals that many social actions which seem irrational 
are in fact very rational.

A fourth characteristic is the Chicago economists’ 
empirical rigour and use of data. For example, they con-
firm their belief that individuals and firms are rational 
by observing how people respond to incentives, such as 
price changes, in the real world; and they rely greatly on 
econometrics and statistical techniques. Thus, Chicago 
scholars used crime and family statistics to test Becker’s 
social economic concepts; Stigler used empirical studies 
to confirm how consumers use information; and Fried-
man compiled very large amounts of data to back his 
money-supply explanation of the Great Depression.

Another hallmark of the Chicago School, associated 
particularly with Milton Friedman, is monetarism, the 
idea that the supply of money (notes, coins, bank account 
balances, etc.) in the economy is the main driver of infla-
tion – with ‘too much money chasing too few goods’. Once 
more, this analysis suggests that governments should re-
ject interventionist monetary policy and instead aim to 
set long-term rules to keep the quantity of money in line 
with output; again, it is based heavily on empirical meas-
ures; and yet again it has influenced governments, leading 
to a sharp decline in world inflation over the last quarter 
of the twentieth century.
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Indeed, the Chicago School’s interest in and relevance 
to public policy is another defining characteristic. Chicago 
analyses have provided the foundation for policy in many 
areas, such as the inflation control and crime deterrence 
measures already mentioned. They have also influenced 
deregulation policies (which Stigler showed were costly 
and were often captured by producer interests), taxation 
(with lower taxes demonstrated to reduce distortion and 
raise incentives), education (with education and training 
seen as an investment in people’s productive capacity), 
and much more.

Origins

After its foundation in 1890, the University of Chicago 
soon became a centre for economic thought and research. 
Influential economists associated with it included John 
Dewey (1859–1952), Thorstein Veblen (1857–1929) and 
Jacob Viner (1892–1970), who all laid the groundwork for 
the Chicago School’s emphasis on empirical analysis. But 
it was Frank Knight, who joined the University in 1927, 
who shaped the School’s later approach.

Focusing on real-world economics, Knight stressed the 
vital role of entrepreneurs in driving economic progress 
in a world of risk (which was measurable) and uncertainty 
(which was not). He saw uncertainty as a particularly im-
portant factor in entrepreneurial decisions. To him, the 
Neoclassical assumptions – perfect competition and per-
fectly informed firms maximising their profits in a known 
world – concealed everything that was important in 
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economics. With risk and uncertainty all around, individ-
uals and firms could never be perfectly informed. They had 
to collect, analyse and act on whatever information they 
could glean, and they faced the information costs of all that. 
They faced transaction costs too, the everyday expenses of 
simply bringing goods to market and trading them.

But it was Knight’s pupil Milton Friedman who 
emerged as the most influential figure of the Chicago 
School. An accomplished scholar and able communicator, 
his criticism of Neo-Keynesian economic policies and his 
robust advocacy of free markets helped solidify Chicago’s 
reputation. His insights would be critical in driving eco-
nomic reform in the UK, Eastern Europe and Latin Amer-
ica. But it was monetarism that would make his reputation.

Monetarism

Together with the microeconomist George Stigler, Fried-
man argued that regulations and other interventions often 
created market distortions that led to further unintended 
problems. Their work in demonstrating the superiority of 
free markets with minimal regulation (e.g. in the market 
for rentable accommodation) provided the intellectual 
basis for the wide-scale political movement towards dereg-
ulation and privatisation in the 1980s and 1990s, particu-
larly in the UK, the US and former Soviet countries.

Due largely to Friedman, the Chicago School’s strong 
endorsement of monetarism would pose a direct challenge 
to the Neo-Keynesian orthodoxy. While the Keynesians 
prescribed expansionary fiscal and monetary policy to 
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boost output during a downturn, Friedman argued that 
the main long-term effect of this would not be growth, but 
inflation.

He reached this conclusion after reviving and rein-
terpreting the Quantity Theory of Money, an idea that 
Neo-Keynesianism had left for dead. As mentioned, the 
Quantity Theory maintained that the level of prices 
depended mainly on the total quantity of money in ex-
istence, such as coins, banknotes and balances in bank 
accounts. Friedman produced many real-world examples 
to support this view. But his version of the theory would 
help explain why inflation had become so pervasive and 
so hard to eliminate.

One reason, he argued, was the different short- and 
long-term effects of changes in the quantity of money. A 
monetary expansion might well stimulate output, as its 
advocates hoped; but that effect would be only temporary. 
Over the long term, the expansion would only raise prices, 
i.e. create inflation. That is because an expansion in the 
money supply means that individuals and firms find that 
they now have more money available to spend and invest. 
So at first, business booms. But, just like people getting 
habituated to a drug such that larger and larger doses are 
needed for it to deliver a stimulus, so everyone gets used to 
the extra money in circulation and only larger and larger 
expansions of it will keep the boom going. The only long-
term effect is that the additional money bids up prices, i.e. 
causes inflation.

Friedman, however, thought things were even worse 
than this. His empirical work had shown that the lags 
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between changes to the money supply and their effects on 
prices and output were long and variable. In a downturn, 
for example, it would take the authorities time to recognise 
the situation, agree that a stimulus was needed, decide on 
an expansionary policy and put that policy into effect. It 
would then take time for the extra money to enter the econ-
omy and for the public to react (e.g. by spending more or 
ordering and installing extra productive capacity) and for 
those actions to have their effect on output. By the time the 
policy has had its effect, therefore, things might already 
have recovered, and the authorities could find that they are 
expanding into an upturn, the opposite of their intentions.

Monetary policy, Friedman concluded, was far too 
blunt a tool for this sort of Neo-Keynesian ‘fine tuning’. He 
argued instead for a monetary rule – a set target for steady 
and predictable growth in the money supply, broadly 
matching the long-term growth of output – as a much 
more effective way of keeping prices stable.

Unsurprisingly, these conclusions were resisted by 
orthodox thinkers. But Friedman’s authoritative 1963 
publication, with co-author Anna Schwartz, of A Mone-
tary History of the United States forced them to reconsider. 
Until then, Keynesians blamed the 1930s Great Depres-
sion on market failures such as a collapse in consumption 
or investment. But Friedman and Schwartz showed in de-
tail how it had been the monetary authorities who were at 
fault: they had turned a stock market crash into a depres-
sion by letting the money supply shrink by over a third. 
There were many reasons why this happened: the author-
ities’ desire to curb speculation, their underestimation of 
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the crisis, their fear of inflation, their failure to support 
failing banks, their focus on preserving gold reserves 
rather than economic stability, and more. But, whatever 
the reasons, it was a record-breaking ‘Great Contrac-
tion’ as Friedman and Schwartz called it, with profound 
depressive effects. This was a radical reinterpretation of 
the Great Depression, and it reinvigorated the support for 
monetarism.

By the 1970s, people were losing faith in the Keynes-
ian prescriptions, which seemed to bring only high in-
flation and low growth. Friedman’s view gained further 
ground, and central banks began to adopt more conser-
vative monetary policies. But these proved difficult to 
put into practice. There were many possible definitions of 
the money supply, so it was hard to know which forms of 
money should be included and controlled; and of course 
the policy would be ineffective if markets used types of 
money that were not controlled.

Eventually, therefore, though contrary to Friedman’s 
recommendations, central banks came to focus on in-
terest rates as a way of controlling the demand for money 
(and loans) rather than trying to control its supply. But the 
end target was the same, and the new era of more sober 
monetary policy brought a significant fall in inflation 
across the globe.

Rational Expectations Theory

Another area in which the Chicago School was impor-
tant, stemming from their belief in the rationality of 
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individuals, firms and markets, was the development of 
rational expectations theory.

If we are to predict how economic events might unfold, 
we must understand how individuals and businesses form 
their future plans. Keynes thought that people make sys-
tematic mistakes in their planning because they tend to 
assume that the future will be much like the past. That 
means they fail to predict changing conditions and are 
then slow to adjust to events. Such errors mean that mar-
kets do not balance, with unwelcome results. For example, 
if workers fail to anticipate a sudden rise in prices, and 
have not demanded higher wages to compensate, they 
will find themselves worse off.

Friedman, though, believed that people were shrewder 
than this. In A Theory of the Consumption Function (1957) 
he suggested that, while people do base their expecta-
tions on past experience, they update those expectations 
when they no longer match reality. For instance, if prices 
surge, people will revise their expectations of future price 
rises upward and will adapt their spending plans accord-
ingly. Likewise, families plan their spending on the basis 
of what they expect their lifetime earnings to be, not just 
their current earnings, and they revise those plans if their 
prospects change. This approach became known as adap-
tive expectations theory.

A more general, abstract approach was posited by the 
(non-Chicago) economist John Muth (1930–2005) but 
was developed by Robert Lucas (1937–2013) at Chicago, 
thereby becoming strongly associated with the Chicago 
School. This approach holds that individuals and firms 
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understand how the economy functions; they base their 
future expectations on the relevant information that is 
available to them; they process that information objec-
tively; and they learn from their past mistakes. This be-
came known as rational expectations theory.

In terms of business, the theory suggests that asset 
prices, such as stock market prices, reflect all the avail-
able information about a company’s future prospects. 
New information will be incorporated quickly into the 
prices that investors are willing to pay, making it hard for 
anyone to beat the market.

The theory also has important implications for policy-
makers. If economic agents are indeed able to anticipate 
with some accuracy the effects of policy changes, the in-
tended effect of those policies might be undermined. For 
example, if the government raises its spending to boost 
demand, consumers and investors may conclude that the 
resulting budget shortfall will soon have to be covered by 
tax rises. They might then prepare for that extra cost by 
reining in their spending and postponing investment – 
the opposite of what the policy intended to achieve.

Unsurprisingly, therefore, policymakers and govern-
ment economists have needed to take rational expecta-
tions theory seriously and have been significantly influ-
enced by it in their policymaking and modelling.

Human Capital Theory

Another way in which Chicago scholars, particularly Gary 
Becker (1930–2014), contributed to the analysis of human 
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economic behaviour was the development of human cap-
ital theory. This regards an individual’s knowledge, skills 
and fitness as a form of capital that can be invested in and 
accumulated. Such investment includes education, train-
ing, on-the-job learning, even health, nutrition, fitness 
and other lifestyle choices.

Investments in an individual’s human capital can in-
crease their future productivity and earnings, just as in-
vestments in physical capital goods can do for producers. 
Thus, studies show that individuals with higher levels 
of education, such as a degree or a vocational training 
qualification, tend to earn higher lifetime incomes com-
pared to those without. Because education and training 
increase people’s knowledge and skills, they become more 
productive and more employable as workers.

The human capital idea can be applied to a variety of 
human situations. For instance, it helps explain house-
hold decisions, such as parents’ huge devotion of time and 
resources to their children’s upbringing, education and 
health. The theory suggests that it is perfectly rational for 
parents to make these costly investments, believing that 
they will bring their children future benefit. (Successful 
people whose parents forced them to do their homework 
would probably agree.)

Policy guidance

As well as being a significant contribution to understand-
ing aspects of human behaviour, human capital theory 
also provides a guide for public policy. Though individuals 
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can and do invest in their own human capital, community 
programmes such as the provision of schools, local fitness 
clubs and youth groups can also contribute. And while 
most of the benefits of human capital investment accrue 
to the individuals themselves, there may also be wider 
social benefits (such as the social benefit and productivity 
gains from having a skilled workforce).

Instead of governments viewing education, training, 
healthcare and other services simply as costs, therefore, 
the human capital idea encourages them to consider these 
programmes as investments that may yield wider benefits. 
This has prompted policies such as giving tax breaks for 
apprenticeship and vocational courses, improving access 
to lifelong learning, and encouraging positive health and 
fitness activities.

Supply-Side Economics

Stemming from their belief that individuals and firms 
respond rationally to incentives, the Chicago School 
made other significant contributions to the development 
and promotion of supply-side economics. This gained 
prominence in the 1980s and led to renewed focus on the 
effects of changes in tax rates and government policies 
on people’s economic decisions and the economic effects 
that those decisions produced.

While Keynesian policies focused mainly on influenc-
ing demand, for example, Chicago economists argued that 
these interventions (especially tax rises) created disin-
centives against investment, work and entrepreneurship, 
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which hampered economic growth. They instead advo-
cated supply-side policies, such as reducing marginal tax 
rates and deregulating industries. They argued that these 
measures would stimulate economic growth by increas-
ing the incentives for investment and enterprise.

Another example of supply-side thinking is the Laffer 
Curve, attributed to Chicago scholar Arthur Laffer (1940–), 
who developed it in the 1970s (though the idea is many 
centuries older). This represents the relationship between 
tax rates and revenues in a humpback graph. It suggests 
that when tax rates are raised, from zero upwards, the 
revenues they generate initially increase; but that, after a 
certain point, revenues will decrease again.

For example, a tax rate of 0 per cent would raise no rev-
enue; then at higher rates, more and more individuals and 
businesses would be paying tax and so generating revenue 
for the government. But very high rates would discourage 
work and enterprise, since people would see less and less 
point in working or running a business when a large part 
of their earnings was being taxed away. Taxable activities 
would then decrease in volume (in economic parlance, the 
tax base would shrink) and the higher rates would deliver 
the government less revenue.

The exact point at which further tax increases will 
produce lower revenue is difficult to determine. It may 
depend on local circumstances, such as what tax levels 
people are used to, and other economic and political fac-
tors at the time. But the general principle seems to fit the 
empirical facts. For illustration, there have been several 
occasions when governments have significantly reduced 
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their higher rates of income tax. It happened under the US 
presidencies of Calvin Coolidge in the 1920s, John F. Ken-
nedy in the 1960s, Ronald Reagan in the 1980s and George 
W. Bush in the 2000s, as well as in Margaret Thatcher’s UK 
administration in the 1980s. In each case, the share of tax 
revenue paid by the highest earners increased after the 
cut in tax rates.

Criticisms

A common criticism of Chicago economics is that mar-
kets are often less perfect than it supposes – as evidenced 
by bubbles, crashes, pollution and more. But the School 
would reply that markets, though imperfect, are still bet-
ter than government alternatives, given the latter’s bur-
eaucracy, vested interests and corruption; and that many 
of the problems (such as bubbles and crashes) are the 
results of bad policy or (e.g. in the case of externalities) 
inadequate property rights. Thus, they largely blame the 
2008 financial crisis on policy distortions such as hous-
ing subsidies, loose monetary policy and inept banking 
regulation.

Another objection is that Chicago free-market pol-
icies increase economic inequality. Chicago economists 
respond that inequality is a byproduct of rewarding 
productivity and innovation, but that those things drive 
economic growth, benefiting everyone. Nor are they deaf 
to hardship: Friedman, for example, proposed a negative 
income tax that could relieve poverty without distorting 
incentives.
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Other critics say that monetary policy is not enough 
to manage the economy, and that other interventions 
are still needed. But Chicago monetarists argue that the 
evidence for monetary causes behind inflations and re-
cessions is clear, and that fiscal policy (such as increased 
government spending) is too often motivated by politics 
rather than economics.

More superficially, Chicago economists – more pre-
cisely, their Chilean offshoot, the ‘Chicago Boys’ – were at-
tacked for their involvement in the government of General 
Pinochet in Chile. But those Chilean economists respond 
that, whatever the political flaws of that regime, their in-
volvement was limited to economic issues – and that they 
were successful in terms of reducing inflation, balancing 
budgets and boosting entrepreneurship and growth.

Conclusion

What most typifies the Chicago School is perhaps its 
application of pure economic theory, with a renewed em-
phasis on the importance of incentives, to a wide range 
of human activities. That includes not just work, enter-
prise, saving and investment but also family structure, 
migration, discrimination, education and more. This can 
(and does) provide important guidance for public policy. 
Becker’s analysis of incentives in criminal behaviour, for 
example, concludes that crime-reduction policy should 
focus not on long punishments but on better policing and 
a speedy judicial process.
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Chicago economists know that there is more to human 
choices than pure economics. The decision to work, or 
change job, start a business, raise a family, buy or rent a 
house, emigrate or stay, continue working or retire – all 
these depend heavily on individual emotions and charac-
ter traits such as ambition, confidence, foresight, energy, 
love, family values, upbringing, culture and more.

And yet, all conscious human decisions do have at 
least some economic dimension. They involve individuals 
weighing in their minds the potential gains and losses of 
their actions, just as investors would weigh up potential 
costs and returns. While Chicago School reasoning may 
seem abstract, its conclusions are supported by rigorous 
empirical testing. So its influence, not only on economic 
enquiry but on public policy formation, should come as 
no surprise.
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8 THE AUSTRIAN SCHOOL

The Austrian School of Economics is difficult to place chron-
ologically among the different schools of thought because it 
has existed so long and developed in so many ways. It goes 
back to the marginalism and subjectivism of Carl Menger, 
which informed the Neoclassical School and then the Chi-
cago School. But Austrian economists would critique the 
abstract methods of both. The Austrian School rose in 
importance for its early-twentieth-century work on money, 
capital and business cycles and the debate on economic 
calculation under socialism. It provided the main criticism 
of Keynes and his followers, though it was eclipsed by their 
apparent success. More recently, its focus on the psych-
ology of economic choice has informed the Public Choice 
School and Behavioural Economics. It has also contributed 
to information science and shown why even the most so-
phisticated initiatives of modern economists are inevitably 
short of the vital facts needed to make them work.

Origin and principles

The Austrian School is characterised by its subjectivism 
and marginalism, its focus on the individual as the starting 
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point for economic analysis, its critique of central planning, 
its explanation of how markets process information, its 
stress on the importance of time and capital in the struc-
ture of production, its emphasis on the dynamism of mar-
kets, and its support for minimal government intervention.

Menger’s book Principles of Economics (1871) marks 
the foundation of the Austrian approach. Menger rejected 
the Classical focus on labour costs as the determinant of 
value, emphasising instead the subjective nature of value 
and the marginal value derived from additional quantities 
of a good (though he did not himself use the word margin 

– that would be introduced by later Austrian economists).
The Austrian School, whose prominent members also 

included Friedrich von Wieser (1851–1926), Eugen von 
Böhm-Bawerk (1851–1914), Ludwig von Mises (1881–1973) 
and Friedrich Hayek (1899–1992), rejected the idea that 
economic analysis can be reduced to macroeconomic to-
tals such as aggregate demand or aggregate employment. 
They argued that these totals mix together things that are 
quite heterogeneous and conceal the motives and choices 
of individual human beings, which are what really drive 
economic events. There could be no meaningful causal 
relationships between statistical aggregates. Instead, eco-
nomic analysis must start from the aims and actions of 
individuals, each with their own ambitions, purposes and 
preferences – an approach known as methodological indi-
vidualism – and deduce its conclusions logically from that.

In contrast to the Neoclassical focus on equilibrium, 
Austrians see economic life as dynamic – a continuous 
process of discovery, entrepreneurship, innovation and 
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change. Consumer tastes, technologies and the availa-
bility of resources are never static; nor are prices, which 
reflect all of those changing things and more. And the 
need to keep responding to change is what makes entre-
preneurship so important (and restrictions on innovation 
so damaging). Production also takes time, during which 
conditions can change, causing losses as past invest-
ments prove inappropriate. Such thinking underpins the 
distinctive Austrian theory of trade cycles.

Given the dynamic nature of economic life, Austrians 
rejected the contemporary enthusiasm for central eco-
nomic planning. While conscious planning might sound 
like a good idea, they argued that it could never perform 
better than markets. Thus in 1920, Mises raised the so-
cialist calculation problem, the idea that without market 
prices, which signal where there are gluts and shortages, 
central planners can never make efficient choices about 
what should be produced and the most cost-effective 
ways to produce and distribute those things. That short-
coming would lead to very wasteful investment decisions 
(as borne out by Soviet socialism over the next decades).

But how is society organised if it is not planned? 
Hayek pointed out that many human institutions (e.g. 
language and markets) are actually self-organising sys-
tems – what he called spontaneous orders. These evolve 
naturally and operate efficiently without needing any 
conscious control. Thus markets, through their price 
system, manage vast amounts of dispersed, personal 
and partial information – details that no planner could 
ever collect or process.
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Because the Austrian approach emphasises individual 
choices, dispersed information, the limits of central plan-
ning and the need to innovate freely, they take the view 
that markets coordinate human activity far better than 
governments can do. Indeed, they argue that government 
intervention, by distorting markets, prices and trade, 
can seriously destabilise the delicate, evolved economic 
system.

It is useful to look at some of these principles in more 
detail.

Subjectivism versus Keynesianism

The subjectivist explanation of value has been mentioned 
earlier, but it is worth revisiting because, despite its di-
verse origins, it is now associated centrally with the Aus-
trian School and informs all their work.

Following Menger, Austrians see value not as an objec-
tive quality (like weight or density), but as the subjective 
assessments (i.e. the personal judgements) of the indi-
viduals concerned. And, of course, different people value 
things differently. Comic book collectors, for example, 
might dream of owning editions containing the first ap-
pearances of Superman or Spider-Man, while other people 
might see no value in them at all.

The same is true of costs. These are not objective either, 
but a matter of how an individual values them. Thus one 
person might think a rare Spider-Man comic well worth 
its large asking price, while another might be unwilling 
to pay such an amount. Or, looking more broadly at how 
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people value non-financial costs, one person might think 
the view from the top of a hill is not worth the effort of 
climbing it, while another might even think that the climb 
is part of the enjoyment.

Such human values cannot be put into statistics, the 
Austrians insist. We cannot average out one person’s joy, 
for example, against another’s distress. And people’s val-
uations of things change. New technologies may deliver 
people greater satisfaction, leading them to abandon the 
old products they once valued. A celebrity endorsement or 
clever marketing strategy may make people value a prod-
uct more than they did before. Fashions in clothes, hair-
cuts, music, food, cars, pets and much else come, go and 
sometimes come back again. Economic life is dynamic.

Therefore, say Austrians, Keynesian-style aggregates 
and Neoclassical-style mathematics merely obscure 
everything that economics has to deal with – the diversity 
of human values, the large and dynamic array of choices 
people face and of the decisions they make, the complex 
ways their individual choices and actions affect and in-
teract with others, and much else. Instead, they conclude, 
economic analysis should focus on understanding how 
individuals make decisions, and the role of economic fac-
tors in shaping them.

Time, uncertainty and ignorance

Not only are economic processes dynamic: the time taken 
for them to work out, the risk involved and the uncertainty 
of how they will work out, all affect how people choose to 
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spend or invest, and therefore the economic outcomes 
that result.

In Neoclassical economics, and most textbooks today, 
time is not mentioned as a relevant factor or is regarded 
as having little or no effect on outcomes. To Austrians, 
however, time is a key factor in human decision-making 
and is a major factor in shaping economic outcomes.

Imperfect knowledge

Time is critical, say the Austrians, because individuals 
make decisions and formulate their plans within the con-
text of a future that is uncertain and a present that they do 
not fully know. We might think we know all about our own 
economic situation, but in reality, none of us can possibly 
know all the countless factors that have shaped it and 
will continue to shape it. With billions of interconnected 
individuals constantly acting on their own assessments, 
priorities and preferences, economic life is far too compli-
cated for that. And predicting precisely how events might 
turn out in the future, and how any action of ours will 
affect them, is even more impossible.

People make their choices, therefore, based on imper-
fect knowledge of the present and their personal, subjective 
expectations about what the future might hold. So, not 
surprisingly, they make mistakes. For instance, an entre-
preneur might overestimate the public’s demand for some 
good or service, and so waste resources on setting up a 
business that does not attract enough custom to succeed. 
Or they might fail to anticipate future tax rises that will 
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eat into the viability of their enterprise. Or a competitor 
might suddenly invent a superior product. Or the price of 
a vital input might shoot up for some reason. And count-
less other possibilities might occur.

The lack of complete information about present and 
future circumstances inevitably leads people into errors, 
which might create losses and even force them to close 
their businesses and write off their investments. Even 
if their predictions prove broadly correct, they will still 
need to adjust to events along the way. This is no Neoclas-
sical textbook-style smooth and automatic progression 
towards equilibrium but rather a stumbling process of 
trial and (unavoidable but often costly) error.

The importance of time and capital structure

Austrians see production as involving a network of pro-
cesses that take different amounts of time. And they see 
the various capital goods that go into that production 
as part of a complex capital structure, all of which has to 
work together to create the final product. The more time 
and larger number of operations that the manufacturing 
process involves – in their words, the more roundabout 
the production – the more will it be affected by changing 
events, and the more numerous will be the opportunities 
for miscalculations and mistakes.

Even a simple product such as a loaf of bread, for 
example, requires advance planning. Land must be 
ploughed, but to produce the ploughs, metal ore must first 
be smelted and cast. Tractors to pull those ploughs must 
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be manufactured, and the machine tools needed for that 
must themselves be manufactured. And all this even be-
fore a seed is planted. Later, the grain must be harvested 
and threshed, using yet other machines, and the grain 
then ground in mills and baked in ovens, which similarly 
must be created beforehand. So, the ‘roundabout’ produc-
tion of something as simple as a loaf of bread requires an 
extensive chain of capital goods, and capital goods that 
produce those capital goods, and so on – a web of increas-
ingly ‘higher-order’ capital goods, all of which must work 
together. But that intricate arrangement can easily go 
wrong.

Theory of the trade cycle

Hayek and Mises would develop the theory of time and 
capital to come up with a distinctive Austrian theory of 
the trade cycle.

Trade cycles are the up and down cycles in business 
activity that were very evident at the time – with depres-
sion in the 1870s, recovery in the 1880s, downturn again 
in the 1890s, rebound in the 1900s, another contraction 
soon after, the Roaring Twenties, then the Great De-
pression of the 1930s. Neoclassical economics, believing 
that markets would tend towards balance, struggled to 
explain these cycles, blaming them on external shocks, 
while Keynes would blame them on ‘herd instinct’ pan-
ics by investors.

Hayek and Mises, however, demonstrated that trade 
cycles were created by the inept monetary and credit 
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policies of government central banks which disrupted the 
delicate and time-dependent structure of production. The 
desire of the authorities to boost economic activity, they 
explained, leads them to set interest rates below market 
levels. Those low rates allow producers to borrow more 
for investment and expansion. They induce consumers to 
borrow more too, allowing them to make more purchases, 
particularly of luxuries and larger purchases like homes, 
holidays or cars.

But with interest rates now set below market levels, the 
balance of saving and borrowing is disrupted. Borrowing 
booms because it is now cheaper, but savers become more 
reluctant to save because their savings earn so little inter-
est. Soon, the amount that producers want to borrow from 
the banks (and other financial institutions) outstrips the 
amount that other people are willing to save into them. 
With the demand for loanable funds outstripping their 
supply, the banks have to cut back on their lending. They 
might even demand that borrowers repay their loans earl-
ier than expected.

Businesses will then find themselves committed to in-
vestment projects, such as new factories and equipment 
or staff recruitment and training programmes, that are 
only part completed and can now no longer be funded. 
Projects will have to be abandoned, and workers laid off, 
all at great financial, social and personal cost. Painful re-
adjustment will be necessary before things return to sta-
bility. The net result of the authorities’ attempts to boost 
output is merely a bubble – a temporary artificial boom, 
which then collapses into a real and costly slump.
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Doubts on interventionism

The coordinating power of markets

Trade cycles, time and capital theory, the follies of aggre-
gation, subjectivism, and the inescapable limits to human 
knowledge, all make Austrians sceptical about the ambi-
tions of interventionists and planners. Indeed, they believe 
that such activities will distort price signals and incentives 
and so do more harm than good. Instead, they advise, gov-
ernments should set the conditions in which markets can 
operate efficiently (such as stable monetary policy, low 
taxes and open competition) and then allow free markets 
to do their job – which is to coordinate individuals’ differ-
ent economic plans, preferences, decisions and choices.

Austrians maintain that markets are remarkably effec-
tive at this coordination of economic activity. Prices are 
signals that convey to market participants the relative 
scarcity or plenty of goods and services, encapsulating 
huge amounts of dispersed information about all of their 
wants and plans. That allows investors, producers, work-
ers and consumers to make informed choices about where 
their time, energy, effort and resources are best employed 
to generate the highest value, and for those different plans 
to be reconciled and coordinated.

The science of exchange

For these reasons, Austrians think it wrong to talk of ‘the 
economy’ as if it were a machine with some overall pur-
pose. Rather, markets evolve spontaneously because they 
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coordinate the actions of thousands, millions or perhaps 
billions of diverse individuals, each with their own dif-
ferent values, ambitions and purposes. And they do this 
without needing any central authority but by an auto-
matic process of people adjusting their own plans to the 
actions of others.

A better word than economy for all this, say Austrians, 
would be catallaxy. (The word derives from the Greek for 
‘exchange’ and was popularised by Mises, though it was 
originally coined much earlier.) The science of exchange 
and how markets coordinate exchange activity they call 
catallactics. And they prefer these terms because, unlike 
‘the economy’, they do not imply that economic life works 
like a machine created for some common purpose.

Praxeology

A strong tradition in Austrian economics, popularised by 
Mises in his book Human Action (1949), is that much (pos-
sibly all) of importance about economic life can be de-
rived, like mathematics, from self-evident axioms. From 
our own experience and that of those around us, for ex-
ample, it is self-evident that humans have ambitions and 
goals. And to achieve these ends, they employ a variety 
of means. For instance, they want to feed themselves and 
their families; and to achieve this end they will employ the 
means of growing crops – or, more probably these days, of 
getting a job that allows them to pay for crops grown by 
others. Mises called the study of this goal-driven action 
praxeology.
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From such simple premises, said Mises, a great deal of 
useful economic knowledge can be deduced. For example, 
the ends must be valuable to the person involved. The use 
of means suggests that the person has some technical 
knowledge of how to achieve those ends. We can deduce 
also that the satisfaction of those ends must take some 
time – otherwise, the person would have secured them al-
ready. In addition, we can deduce that the person believes 
that their actions will make a difference – otherwise there 
would be no point to them. We can also deduce that the 
relevant means are scarce – again, if they were free and 
plentiful, people would have already attained their ends. 
And with further reasoning, we can derive a wide range 
of other insights about values, supply, demand, prices, 
incentives, exchange, markets and the coordination of 
different people’s goals and efforts in the pursuit of their 
individual ends.

Criticisms and responses

Mainstream economists complain that the Austrian 
methodology is too abstract and deductive, resting on 
inner feelings that cannot be measured or tested scientif-
ically, making it useless for the scientific study of impor-
tant economic issues such as the timing and severity of 
downturns. Indeed, say the critics, the Austrians’ focus on 
individual action leads them to neglect (or even dismiss) 
trends in important macroeconomic measures, such as 
employment and inflation, which Keynesian and Neo-
classical approaches highlight. And while the Austrian 
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emphasis on subjective value has been influential, many 
economists think it insufficient to explain fully how mar-
kets operate – a task that would require a broader ana-
lysis of many more factors.

Also, critics note that Austrian economists often reject 
mathematical modelling, which (they say) makes their 
work less rigorous and less useful for policy analysis, since 
it denies them useful analytical tools. And because Aus-
trians tend to support minimal government intervention 
(the critics continue), they have little to say on vital issues 
such as income inequality or externalities (e.g. pollution) 
where government action is needed.

In their defence, Austrians themselves recognise the 
limitations of the deductive method. Hayek, for example, 
argued that as well as what he called the pure logic of 
choice, we also need to examine the situational logic – 
such as the laws, political structures, customs and prop-
erty rules within which individuals make their choices.

The bad news for the mainstream critics, however, is 
that even if economics is a genuine science, such com-
plexities make it an inevitably inexact one. An analogy 
is the tides, which are the predictable result of gravita-
tional forces. But whether a boat can sail at low tide or 
not is limited by the design of the harbour; and likewise, 
people’s economic choices are limited by the design of 
the relevant institutions. And just as the tides influence 
whether a holidaymaker goes swimming or stays on dry 
land, so does context influence the economic decisions 
that people make. But even so, different individuals will 
make different choices. We cannot predict precisely what 
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they will be; human beings are complex and unpredict-
able creatures.

The fruitfulness of Austrian insights

Most economists believe that their role is to predict and 
shape future economic events. By denying this as even 
possible, Austrians placed themselves outside the main-
stream. But many of their core ideas about choice, their 
scepticism about government and their faith in the power 
of decentralised market processes still resonate widely 
today.

In a complex world of global supply chains and mar-
kets, for instance, governments clearly struggle to control 
decentralised processes that seem to work perfectly well 
without them. Meanwhile, their interventions rarely seem 
to deliver the advertised benefits. Commentators increas-
ingly question the benefits of regulations, taxes, stimulus 
packages, and other policies. And the rise of crypto mar-
kets reflects the public’s lack of faith in central banks and 
their ability to deliver sound money.

These are all Austrian themes. And in recent years, 
scholars have widened the range of Austrian thinking 
still further. For example, they have explored the role and 
importance of entrepreneurship, the dynamic nature 
of competition and the effects of risk, uncertainty, time, 
institutions, ethics, incentives and limited knowledge on 
economic decision making – all things that are under-
played in the mainstream textbooks, but which are im-
portant to our understanding of economic life.
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Remember, too, that Menger’s subjectivism and mar-
ginal analysis soon became an integral part of mainstream 
economics. And after some decades of being sidelined, 
other Austrian ideas and principles are now, increasingly, 
being integrated into contemporary economic thought.
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9 THE PUBLIC CHOICE SCHOOL

The Public Choice School marks another break with Neo-
classical and Neo-Keynesian thinking. To Public Choice 
scholars, governments are not angelic and benevolent 
public servants who can be relied on to intervene ration-
ally in economic affairs. They are self-interested, just as 
economic actors are. Politicians chase fame and votes, 
bureaucrats pursue power and budgets, and influential 
interest groups put their own benefit ahead of the wider 
public’s.

Economists who imagine that their policy proposals 
will be executed faithfully by the political system are 
over-optimistic, therefore. Government action may end 
up making things even worse than before.

The Public Choice School reaches such conclusions by 
applying the same tools that economists use to analyse 
economic choices – concepts such as cost, benefit, profit, 
loss, self-interest and so on – to political choices. The re-
sults are troubling to those who assume the rationality 
and impartiality of governments; so much so that Public 
Choice scholars argue for strong constitutional restraints 
to keep political self-interest in check.

THE 
PUBLIC 
CHOICE 
SCHOOL
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Origins

Neo-Keynesians had great confidence that, with govern-
ments as their partners, they could manage economies – 
smoothing cycles, stabilising growth and boosting social 
welfare. But other economists who coalesced into the 
Public Choice School began to question these assump-
tions. They thought that governments could not be relied 
on to act dispassionately and efficiently; and that their 
interventions could therefore prove deficient or even 
destructive.

Ironically, as mentioned above, they reached this 
conclusion by applying the economics profession’s own 
analytical tools to the policymaking process – which 
revealed systematic faults in its operation. While econo-
mists thought market failure required government inter-
ventions, they had overlooked that there was government 
failure too.

The Public Choice School had its roots in the 1940s but 
came to prominence in the 1960s and 1970s, a time of gov-
ernment expansion. It had a large influence on politicians 
in the 1980s and remains significant today.

An example of the School’s thinking was the book Dem-
ocracy in Deficit: The Political Legacy of Lord Keynes, by 
James Buchanan and Richard Wagner (1977). Neo-Keynesi-
anism was damaging, they concluded, because politicians 
and officials inevitably distorted its policies. Politicians, 
for example, focus on creating vote-winning booms ra-
ther than on curbing over-expansion and balancing their 
budgets. Deficit spending then becomes the norm, budget 
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restraint disappears and borrowing spirals upwards. The 
result is far from the Neo-Keynesians’ ambition of ‘fine 
tuning’ economic activity. And the accumulating debt 
stores up further problems in the future.

The peculiarity of the political ‘market’

The Public Choice School notes that decisions made 
through the political process are unlike decisions made 
in the marketplace, in two important respects.

First, in the marketplace, when someone pays for a 
something (a shoe repair, say), they receive the whole 
benefit (useable shoes). But in the political (or democrat-
ic) process, those who pay the costs are not always those 
who enjoy the benefits. If the government decides to build 
a new airport, for example, frequent air travellers will 
benefit; but the general public, including those who do 
not fly at all, will have to pay higher taxes; and those who 
live near the new airport will suffer the inconveniences of 
aircraft noise and local traffic congestion.

If people act in their own rational self-interest, as 
economists suggest, this division between benefits and 
costs must mean that electors would rationally vote for 
policies that benefit themselves while passing the cost on 
to others. Politicians, likewise, would rationally promote 
laws that benefit their own supporters but impose their 
costs on their opponents’ supporters.

Second, in the commercial marketplace, the choices 
we make are not forced on anyone else. If you buy a pair 
of red shoes, for example, that does not stop anyone else 
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buying shoes in black, brown or blue. But the choices 
made through the democratic process are imposed on 
others. If the majority decide to double military spending, 
pacifists accept that, and must contribute, unwillingly, to 
the costs.

In the political ‘marketplace’, therefore, each person’s 
choices are critical to everyone else’s welfare. The major-
ity can impose their choices, and their costs, on the mi-
nority. At its most extreme, 50 + 1 per cent voters could 
impose their will on the other 50 – 1 per cent. No wonder 
that political debates often get so heated.

Self-interest in the political system

Politics might be less heated if everyone involved had 
the best interests of the community at heart. But Public 
Choice scholars argue that every part of the policymaking 
process is distorted by self-interest, prompting decisions 
that are not always optimal, rational or of general benefit.

Voter self-interest and ignorance

Elections, for example, are traditionally seen as tests of 
public opinion, and measures of the public interest. But 
individuals have many different opinions; and there is no 
single ‘public interest’, only many different, often compet-
ing interests. So we can expect electors to vote for parties 
and policies that they believe will benefit themselves, even 
if that would make others worse off. This is not a process 
that automatically maximises social welfare.
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How elections are structured is also critical. A US-style 
first-past-the-post system, for instance, favours estab-
lished parties, while EU-style transferable-voting systems 
favour minority parties. So, elections are not a definitive 
way of deciding economic or social policies; their outcome, 
and therefore the policies that are then adopted, depend 
very largely on what electoral structure is chosen.

There is another problem for those who place their 
faith in the democratic process to deliver sound economic 
and social policies. Such faith assumes that electors are 
well informed and vote rationally. The reality is that they 
are not and do not – for many reasons. First, your vote is 
unlikely to make a difference to whether your preferred 
candidate wins or not: the odds of it tipping the balance 
can be millions to one. Second, the majority may not elect 
your candidate anyway. Third, even if your candidate 
is elected, they may not actually deliver your preferred 
policy. Fourth, even if your candidate is elected and does 
deliver your policy, you cannot be sure exactly how much 
that policy will benefit you, nor how much it will ultimate-
ly cost you.

All these problems explain why real-world electors are 
so remarkably ignorant about what and who they are vot-
ing for. But this is rational ignorance, say Public Choice 
scholars. It is simply not worth electors spending time and 
effort researching the options on offer, because their vote 
is unlikely to make a difference, and the effects are un-
predictable anyway.

Moreover, as the US economist Bryan Caplan (1971–) 
pointed out in The Myth of the Rational Voter (2017), 
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electors’ choices are strongly affected by a number of psy-
chological biases. They dislike job losses, so vote to sub-
sidise failing industries rather than for pro-productivity 
policies. They are biased against foreigners, seeing them as 
a threat to domestic jobs, so support protectionism rather 
than free trade. They worry about immediate economic 
problems, overlooking how things are generally improv-
ing. And they underestimate the benefits of markets and 
overestimate the effectiveness of political solutions.

Concentrated and diffused interests

Not only do the costs and benefits of public policy choices 
fall on different people; the benefits often go to a small 
group of people, while the costs are borne by a much larger 
number. This explains the prevalence of lobbying, and 
why interest groups can achieve an influence well beyond 
their numbers.

Lobbyists such as business associations and trade 
unions clearly have a strong interest in securing legisla-
tion that benefits their members – particularly if they can 
pass the costs on to the general public. And because the 
potential benefit is so concentrated among so few, it is 
easy for them to organise their members and raise funds 
for campaigning. This pursuit of privileges and benefits 
that are not worked for is called rent seeking.

For example, tomato growers have a concentrated inter-
est in raising their profits. Being rational economic actors, 
they may campaign for tax breaks, production subsidies, 
minimum tomato prices or trade barriers against foreign 
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tomatoes in the hope of convincing politicians to grant 
these favours. Being few in number, tomato growers are 
easy to organise, and the potential extra profit justifies 
them spending money on lobbying.

By contrast, the interests of the general public are 
diverse and diffused. Tomatoes are only one item in their 
shopping basket. If the growers succeed, shoppers may 
have to pay slightly more for tomatoes and get slightly less 
choice, but that is not worth them mobilising to oppose it.

The result is that vote-hungry politicians tend to fa-
vour the noisy special interest lobbies much more readily 
than they safeguard the ‘silent majority’ of the public. But 
as favours are granted to one group after another, the tax 
and regulatory systems grow more complex, competition 
is stifled, and the burdens on ordinary citizens keep rising.

The vote motive

Again using the tools of economics, Public Choice scholars 
suggest that the ‘income’ that rational self-interested pol-
iticians seek to maximise is votes. This vote motive means 
that political parties focus, not on their own loyalists 
who will probably vote for them anyway, but on winning 
support from the large body of median voters in the centre. 
And this explains the common complaint that there is lit-
tle to choose between the parties.

Also, while customers in commercial markets can se-
lect any assortment of individual goods they wish, voters 
in the political market have to choose between only the 
few policy packages presented by the parties. And those 
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again will be designed to win support from median voters. 
So electors who want different policy mixes – a party’s 
defence plans, say, but not its welfare policy – remain 
unrepresented.

Then, once elected, politicians tend to vote for each 
other’s legislative projects. ‘You vote for my measure, and 
I will vote for yours’ arrangements help them to get their 
own favoured proposals through the legislative process; 
but it leads to the creation of more laws and regulations 
than anyone really wants.

The bureaucracy

Public Choice scholars suggest that this excess of un-
representative legislation is further distorted by the self-
interest of public servants, who bring their own interests 
into the process.

For example, bureaucrats are likely to be much more 
expert than politicians on policy details. And when ad-
vising on laws and regulations, they have an interest in 
making each more intricate, because that justifies them 
demanding larger budgets and staff numbers. Complex 
rules also widen the scope for discretion – such as who 
might be entitled to benefits (e.g. grants) or subject to 
costs (e.g. fines). This discretionary function again justi-
fies higher salaries; and in some countries, it allows bur-
eaucrats to use their power corruptly, e.g. taking bribes in 
return for grants or fast-track processing of documents.

Again, because the bureaucrats involved in technical 
matters (e.g. food and drug safety or financial regulation) 
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become so expert on those subjects, they often develop 
close relationships with people in the industries they are 
supposed to be regulating. They then become more will-
ing to accept the industry’s demands rather than standing 
up to them – a phenomenon known as regulatory capture.

Conclusion

Voters, politicians and officials may indeed act as rational 
self-interested economic agents. But, say Public Choice 
scholars, that produces an excess of over-complex legisla-
tion that often benefits special interests over those of the 
public. Markets may occasionally fail, but the failure of 
government is systemic. We should therefore be wary of 
calling upon it for action.

Decisions and constitutions

Decision-making costs and concerns

The democratic ideal is that, since collective decisions 
affect everyone, everyone should be involved in making 
those decisions. And ideally, everyone should agree, so 
that there is no risk of anyone being coerced or exploited 
by others.

But reaching 100 per cent agreement on anything is 
hard, since every decision could be blocked by any lone 
objector. So instead, we make collective choices by major-
ity vote – usually by a simple majority – and accept the can-
didate with the largest number of votes, or the policy that 
gets 50 + 1 per cent (or more) in the legislature. But while 
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this allows collective decisions to be made relatively easi-
ly, it leaves the possibility that a small majority (50 + 1 per 
cent) could exploit a significant minority (50 – 1 per cent) 
by voting themselves benefits at the expense of the others.

Only in rare cases (such as constitutional changes) 
do we demand a qualified majority, such as two-thirds of 
those voting. But some Public Choice scholars would like 
to see it used more widely. In deciding taxes, for example, 
it would be easy for a majority to place large burdens 
on the minority. The Nobel economist James Buchanan 
(1919–2013) suggested that to avoid this, tax changes 
should require something close to 100 per cent agreement, 
not the simple majority that decides them today.

Constitutional restraints

Buchanan’s tax constitution is a particular case of the 
rules that (nearly) all countries have in place in order to 
give people (some) protection against majority exploita-
tion. The US Constitution, for example, imposes a division 
of powers on decision makers, with two legislative cham-
bers elected by different rules, a President who can veto 
controversial legislation, a Supreme Court to ensure that 
the rules are fairly interpreted and followed, and a federal 
structure in which some decisions are made locally rather 
than centrally.

Other countries have different restraints on majori-
ties. Some, for example, have proportional representation 
electoral systems that empower minorities; and some 
have qualified majority voting on certain issues. The idea 
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of these is that minorities should have some say in who 
is elected, even if that person is not their top choice, and 
some chance to block legislation that would damage 
them. Other jurisdictions have direct democracy systems 
such as voter initiatives, petitions, citizens’ juries and 
referendums.

But there is no ‘right’ or ‘wrong’ voting system; as 
Public Choice scholars observe, each produces different 
results, and which is preferred is a matter of personal 
judgement rather than science. But economics can inform 
that choice by analysing what the outcomes might be.

The impact of the Public Choice School

Critics

While Public Choice theory has had a significant impact 
on academic and public policy debates, it has also faced 
criticism. Some economists argue that its ‘rational self-
interest’ model of human behaviour is too simple and 
fails to encapsulate the many complex motivations that 
shape human decisions, and the multiplicity of ideologic-
al, moral, economic and social contexts that influence the 
policy debate. Such complexities, they say, also make it 
hard to test the theory empirically.

Others argue that while the theory might provide a 
useful caution about how policy is actually decided, that 
should not be exaggerated. Doing so could make people 
too sceptical about government action, leading to defi-
ciencies such as the under-provision of public goods or 
inadequate checks on inequality.
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Legacy

Despite such criticisms, Public Choice theory still accords 
with a general and increasing public scepticism about 
the political process, with its polarisation, horse trading, 
large bureaucracies, donor scandals, big business lobby-
ing and corruption.

Public Choice has also been important in reminding 
economists of the potential pitfalls in translating aca-
demic ideas into practical policy. It has encouraged 
them to examine the incentives of everyone involved in 
the policymaking process, and to admit that the results 
may be different, even the opposite, of their intentions. It 
also reminds us that democracy works only if it is limited, 
both in terms of the range of its activities and its authority 
over minorities.
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10 BEHAVIOURAL ECONOMICS

Behavioural Economics is an expanding field that uses 
psychology and cognitive science (the study of how people 
think) to explain how people make economic decisions. 
Rejecting the Classical and Neoclassical assumption that 
individuals rationally maximise their self-interest, it rec-
ognises that human decisions are often irrational, based 
on emotion, and influenced by external events and in-
ternal biases. All these, say behavioural economists, can 
produce suboptimal outcomes – both for the individual 
and for the wider public. But, some argue, by presenting 
choices in the right way, people can be ‘nudged’ into mak-
ing better decisions.

Biases in human decision-making

The fact that human beings are not entirely rational 
agents who always strive to maximise their own satis-
faction – but are instead emotional, prejudiced, easily 
distracted, impetuous and otherwise likely to make 
bad choices – has been obvious throughout history. But 
Behavioural Economics in its modern form arose in the 
mid twentieth century, when the American political 

BEHAVIOURAL 
ECONOMICS



A N I N T RODUC T ION TO SC HO OL S OF E CONOM IC T HOUGH T

102

scientist Herbert A. Simon (1916–2001) came up with 
an interesting explanation of how human beings really 
make decisions. They do not aim at making perfectly 
rational choices, he argued; rather, their aim is satisfic-
ing – to make a decision that is relatively easy but ‘good 
enough’ to serve their needs.

Satisficing is a matter of necessity: every day, we face a 
vast number of decisions, all presenting different options. 
It would be impossible to research every possibility in me-
ticulous detail, then exhaustively map out the potential 
consequences of each, and finally make a rational choice 
between them. We have neither time nor brainpower for 
such a task.

Instead, said Simon, we rely on rules of thumb – heu-
ristics – to help us make decisions quickly and without 
too much mental effort. We know this may not produce 
perfect decisions, nor fully rational and optimal ones. But 
if they are good enough, that is an acceptable trade-off. In 
the jargon, our decisions are a matter of bounded ration-
ality: they are rational, but only within the limits of our 
knowledge, mental capacity and willingness to spend 
time and effort thinking about them.

The irrationality does not end there, though. Our rules 
of thumb might themselves be biased in one way or an-
other, so producing systematically skewed decisions. For 
example, as Adam Smith recognised, people are usually 
overconfident about their abilities and their chances of 
success in a venture. And this overconfidence bias lures us 
into riskier behaviour than would be justified by an objec-
tive assessment of the situation.
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Other biases in decision making

Our cognitive biases – biases in how we think and choose 
– were explored further by psychologists Daniel Kahne-
man (1934–2024) and Amos Tversky (1937–96). Among 
other things, they found that people tend to remember 
past mistakes and bad events more sharply than past suc-
cesses and good events, and this selective memory skews 
their choices. Their recollection of headlines about plane 
crashes, for instance, makes them greatly overestimate 
the chance of one happening; and past headlines about 
company failures makes them overestimate the riskiness 
of investing in the stock market.

The effect is compounded by loss aversion, where we 
tend to be more strongly motivated to avoid losses than 
to acquire equivalent gains. This is why people buy insur-
ance, even when the total they will pay in premiums over 
the years may come to more than the cost of what they are 
insuring. And it is why lotteries advertise huge jackpots: 
people know that the chance of winning is slight, so to 
persuade them to participate, the potential gain has to be 
far greater than their likely losses.

Particularly important to how individuals make 
economic and other decisions are framing effects. Their 
choices often reflect how the options are presented to 
them – the choice architecture. For example, because 
people are risk-averse, they are more likely to back a pro-
ject or make an investment if they are told that it has a 
75 per cent chance of success rather than a 25 per cent 
chance of failure. They are more likely to buy soap that is 
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packaged as ‘kind to your skin’ than the same soap in a 
plain package. And they make more impulse buys, such 
as confectionary or gift cards, if shops place them near 
the checkout.

Another bias in human decision-making is inertia. We 
tend to stick with choices we have already made. Thus 
people who have placed their insurance with a particular 
company will tend to renew with the same company, even 
if the premiums rise (a fact that such companies exploit 
by offering cheap rates for new customers which they then 
raise significantly at renewal time).

Also, we tend to accept decisions that others have made 
for us. For example, if a firm auto-enrols its employees in a 
pension scheme (while giving them the option to decline), 
their participation is likely to be higher than if they have 
to enrol themselves in the same plan.

Linked to inertia is familiarity bias. Consumers often 
stick with familiar brands and are reluctant to try new 
ones, even if better choices are available, because this 
spares them the effort of researching the market. Like-
wise, investors tend to invest disproportionately in the 
home market, which they know, even though diversifying 
internationally may be a more rational strategy.

The sunk cost fallacy is similar. People tend to stick 
with a project – a business enterprise or an investment, 
say – because they have committed resources (e.g. time, 
money, emotion and effort) into it, rather than on its ob-
jective chances of delivering value.

Leading on from there is confirmation bias. People 
tend to give more credence and weight to information 
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that justifies their existing choices, while discounting 
information to the contrary. For example, they are more 
likely to trust positive reviews for a product they prefer or 
an investment they have made, and to distrust negative 
ones.

People’s choices are also influenced by how and when 
information is delivered. The salience effect means that 
we give more weight to information that is prominent or 
emotionally gripping, even if it is not genuinely important 
or relevant to a decision. For example, people may be 
drawn to products or causes because of a recent, striking 
advertising campaign.

Allied to this is the availability bias, that people rely 
more on information that comes easily to mind, such as 
an advertisement, even an old one, with a catchy jingle.

Peer pressure too influences people’s decisions. Thus, 
consumers are more likely to purchase brands, such 
as clothing styles and fashion labels, that are favoured 
by others in their social group. Social norms also exert 
significant pressure. For example, people may avoid 
careers that are legal and rewarding but are not consid-
ered respectable by their community, such as working 
in the adult entertainment, lobbying or debt collection 
industries.

Social pressures can also produce a herd mental-
ity. Investors may buy or sell particular stocks because 
others are doing the same, even though the underlying 
financials do not support such a decision. This can lead 
to asset bubbles (like the ‘tulip mania’ of the 1630s or the 
‘dotcom boom’ of the late 1990s) in which prices reach 
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unjustified and unsustainable levels. It can also lead to 
bank crashes (e.g. the 1980s’ US Savings & Loan Crisis) 
as people rush to withdraw their funds from what is per-
ceived as a troubled institution – thereby worsening the 
problem.

Another source of poor economic decision-making is 
the endowment effect. People tend to place a higher value 
on things they own or inherit, rather than assigning them 
a more objective value. That can make people reluctant to 
part with assets that they rationally should sell.

There is also a time bias. People prefer smaller but im-
mediate rewards over larger but delayed rewards. Thus, 
companies that are hoping to attract customers into 
long-term contracts might offer an immediate ‘cashback’ 
or ‘joining gift’ to sweeten the decision.

Anchoring bias is where individuals tend to rely more 
heavily on information that they encounter early on in the 
decision-making process. This information (the anchor) 
may be irrelevant or arbitrary, yet it colours subsequent 
evaluations. For example, a retailer may quote a high ‘rec-
ommended price’ on which they then offer discounts: the 
high initial price suggests to consumers that the product 
is actually worth more than they have to pay.

Mental accounting is another bias, where people men-
tally partition their money into notional ‘accounts’ with 
different sources, uses or attributes. For example, when 
people receive unexpected windfalls, such as a tax refund, 
they may be more willing to ‘splurge’ that money on ex-
travagant holidays, luxuries or entertainments rather 
than save it or buy better-quality everyday goods.
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Implications of thought biases

Contrary to the traditional economic assumption of 
rational self-interest, therefore, Behavioural Economics 
suggests that people’s choices are often heavily skewed 
by biases in their thinking, by pressures from those 
around them and by how choices are presented. But if 
people make poor economic decisions because of this, 
then their welfare, and that of the community around 
them, will suffer. The question for economists is then 
how to compensate for people’s cognitive biases and im-
prove the choice architecture such that their decisions 
become more optimal and welfare-generating. This issue 
has consequences in many economic situations, includ-
ing finance, product marketing, business management 
and public policy.

Behavioural finance

In finance, the growing field of behavioural finance brings 
psychological factors into the study of financial markets 
(including personal saving, investor behaviour and debt 
management). It has helped financial practitioners to de-
velop investment strategies – known as ‘de-biasing’ – that 
mitigate people’s prejudices (particularly to counteract 
the excessive influence of loss aversion).

Behavioural Economics has also enabled financial 
regulators to improve investor protection, product suit-
ability and market stability. By appreciating how inves-
tors’ biases may lead to suboptimal financial decisions, 
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regulators can help protect them, e.g. by restricting high 
risk products or demanding that customers are given 
fuller information. By understanding herd behaviour, 
regulators may also be able to improve market stability 
through ‘circuit breaker’ strategies. And they can help to 
ensure products genuinely meet investors’ needs by curb-
ing practices that exploit their behavioural biases.

Product marketing

Behavioural Economics can help marketers create more 
effective messaging. For example, they might highlight 
the potential losses of not purchasing a product; or capi-
talise on brand loyalty; or make packaging more salient 
and attractive; or engage peer pressure with customer 
testimonials, celebrity endorsements and social media 
reviews.

Marketers can also improve sales by understanding 
how customers really respond to prices (as opposed to 
how most economic textbooks assume they do). As men-
tioned, for instance, they might state an initially high 
‘anchor’ price to serve as a reference point that influences 
how customers regard the quality of the product.

Behavioural Economics can also help marketers to 
design better online sales sites – say, with ‘favourites’ 
to exploit inertia. It can help retailers to increase rev-
enues by suggesting the best position for goods, such 
as placing higher-margin products at eye level, or com-
plementary goods (e.g. cheese and crackers) near each 
other.
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Business management

In business, understanding human biases and rule-of-
thumb heuristics can help team leaders improve collabora-
tion and compensate for the cognitive biases of individual 
team members. It can also help in structuring incentives, 
such as in pay packages. And it can help managers select 
better job candidates by overcoming their biases in fram-
ing job advertisements and assessing applicants.

In addition, understanding the influence of social 
norms, framing effects and other biases may help busi-
nesses improve their communication strategies with both 
public and employees.

Public policy and nudge

Behavioural Economics can also inform public policy 
and help design better programmes to improve citizens’ 
health, welfare and retirement security, and improve 
financial regulation, consumer protection and economic 
stability. It can help governments communicate more ef-
fectively and frame their policy initiatives to make them 
more acceptable to the public.

By adjusting the choice architecture, governments 
can ‘nudge’ people into socially desirable behaviours – an 
approach developed by US legal scholar Cass Sunstein 
(1954–) and economist Richard Thaler (1945–) in their 
2008 book, Nudge. For example, by making organ donation 
the default option on driving licence applications (har-
nessing inertia), the participation in such programmes is 
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significantly increased. Health warnings on salty or fatty 
foods, or on tobacco products (employing loss aversion), 
can prompt people to reduce their consumption of these 
items. And placing healthier foodstuffs at the front of the 
counter when school children select their lunchtime meal 
can prompt them to choose those options.

Richard Thaler used nudge theory to propose another 
important policy, aimed at increasing employee retire-
ment saving, the Save More Tomorrow (‘SMarT’) Plan. 
Employees are asked to increase their savings contribu-
tions at some future date, such as when they get a pay 
rise. This takes advantage of the fact that people are more 
willing to make sacrifices in the future than now; and it 
avoids loss aversion because workers know that, after a 
pay rise, they will still be better off. Studies suggest that 
SMarT plans raise savings rates significantly, with partic-
ipation rates almost double traditional plans, adding tens 
of billions more dollars to US workers’ retirement assets.

Sunstein and Thaler are clear, however, that to be a 
nudge, rather than a compulsion, the intervention must 
be cheaply and easily avoidable. Thus, making healthier 
food easier to reach is a nudge; banning salty fried snacks 
is not. Putting health warnings on tobacco products is a 
nudge; making people fill in a long health questionnaire 
before they can buy tobacco is not.

General criticism and legacy

Nevertheless, some critics claim that government  ‘nudges’ 
too often stray over the line and become compulsions. They 
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say that altering the choice architecture may limit choice 
and that attempts to manipulate citizens’ choices are pater-
nalist and illegitimate. The manipulation may not even be 
obvious to those affected, making it hard for them to object. 
And the same nudge may have different (even potentially 
undesirable) consequences in different places, cultures or 
circumstances, making it a dangerous policy.

More generally, mainstream economists say that 
Behavioural Economics lacks a unified theory. It is too 
dependent on context and culture, with its conclusions 
too often being overgeneralised from one-off experiments 
with (unrepresentative) Western student volunteers who 
are asked to make unrealistically simple choices. To the 
critics, therefore, this is not an approach that can be ap-
plied in complex situations across all cultures or used 
confidently to predict and influence the future.

The spread of behavioural thinking in economics has 
not completely supplanted the traditional ‘rational maxim-
ising actor’ model, which mainstream economists still see 
as a useful abstraction that helps guide macroeconomic 
policy. And even if individuals do not behave entirely ra-
tionally, the competitive pressures of the market may still 
drive overall behaviour towards the optimal, utility-max-
imising outcomes predicted by the standard theory.

Nevertheless, a growing corpus of empirical studies 
make it difficult to dismiss the significance of psycho-
logical factors in shaping people’s economic behaviour. 
The question is how far these factors can be generalised 
across populations and cultures, and how legitimate are 
the policy interventions based on them.
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11 THE FUTURE AND THE PAST

Future schools of thought?

People have been trying to understand – and control – 
economic life for at least forty centuries. In that time, a 
wide range of theories and perspectives has developed. So, 
what future schools of thought might emerge?

The future is impossible to predict. But economic 
thinking will be shaped by future challenges, just as it has 
been in the past – with the Classical economists trying to 
understand production and value, the Neoclassicals trying 
to understand how markets work, the Keynesians trying 
to smooth out economic cycles, the Public Choice school 
looking at how economic policy really operates, and so on.

With our better understanding of human diversity, part-
ly the result of our more mobile and connected world, econ-
omists may delve further into psychological explanations 
of real-world phenomena such as why people panic-buy in 
crises or stick to bad investments, and how context (such as 
culture and institutions) affect human choices.

Improvements in data collection and analysis will prob-
ably shape future economic thought, just as it bolstered 
the Keynesian analysis. But such is the fine ‘granularity’ 
of the data produced today that the focus might be more 
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on making micro-predictions in very local circumstances, 
rather than attempting to predict whole economies.

Allied to this, there may be more focus on decentral-
ised decision-making. The sharing economy of Uber, Lyft, 
AirBnB, TaskRabbit and others may draw economists’ 
focus from centralised systems and policymaking and 
towards polycentric systems and local decision-making, 
and onto related issues like how such systems generate 
trust among customers.

Other technological developments may lead econ-
omists in yet other directions. There may be more at-
tention on the effects of AI on employment, including 
professional tasks such as preparing legal documents, 
medical diagnostics, teaching, and much else. The rise of 
cryptocurrencies may raise new issues and pose a chal-
lenge to economists’ traditional thinking on monetary 
management.

Issues around a growing and more mobile human 
population may lead to an increasing focus on the use 
and pricing of resources such as land and water. And with 
some of the poorest countries now becoming much richer 
due to globalised trade, greater attention may be focused 
on the role of these economies within the world trading 
and production network.

Conclusion: strength through diversity

The history of economic thought is marked by a rich di-
versity of perspectives, each with its own strengths and 
limitations, and each making important contributions to 
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our understanding of how economies function and how 
individuals make economic decisions.

It is impossible to predict what events will unfold and 
what future schools of economic thought may emerge. But 
the study of economics, and our understanding of econom-
ic life, will undoubtedly expand with each new perspective. 
In the past, each school of thought has brought its own 
unique ideas to the debates on value, exchange, prices, 
decision-making and the role of government, helping us 
to understand how economic life works. New schools of 
thought will further expand that understanding.

Diverse viewpoints mean there will never be a single, 
unified theory of economics that can account for all the 
complexities of the real world. But the coexistence of 
various schools of thought has been highly productive 
in improving this understanding. By engaging with and 
critiquing one another, economists have been able to re-
fine their analytical tools, challenge assumptions, reduce 
error and develop more sophisticated approaches to eco-
nomic issues.

The strength of economics as a field of investigation lies 
in its pluralism and willingness to engage with different 
perspectives. In disagreeing about things, economists can 
hone their ideas and so improve their understanding of 
economic phenomena. And hopefully, their appreciation 
of the past mistakes of so many great economic thinkers 
will remind them of the limitations of any attempt to ex-
plain something so complex and dynamic as human eco-
nomic activity.
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An introduction to 

SCHOOLS OF ECONOMIC THOUGHT 
Should economists be concerned with questions of morality? Can 
economic ideas be applied to social phenomena like divorce rates and 
crime? What even is economics? 

Ask an economist these questions and his answer will differ greatly 
depending on the school of economic thought to which he belongs. 
Yet too many textbooks ignore the fascinating debates and history that 
have shaped the modern discipline. 

In this book, award-winning author Eamonn Butler provides a clear, 
jargon-free guide to the schools of thought that have had the greatest 
impact on the world today, for both better and worse.

It shows how and why thinkers have come up with different explanations 
of how economic life operates and how we might improve its workings 
to boost human prosperity and welfare.

This is a story that stretches over two and a half millennia, from 
Aristotle coining the term ‘economics’ in ancient Greece, to the 
classical economics of Adam Smith, to Marxism and Keynesianism, 
to more modern ideas such as Behavioural Economics and Public 
Choice Theory. Butler’s concise and well-researched work provides 
an essential introduction to the ideas, debates and people that have 
shaped and continue to shape economics. 

Five previous works by Eamonn Butler in our ‘An introduction to’ series – on 
Taxation, Entrepreneurship, Democracy, Trade & Globalisation and Economic 
Inequality - are available at www.iea.org.uk or through online retailers. 
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