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The Economy and Economics

Take a walk

The economy must be a very complicated, volatile thing. At least that’s
how it seems in the business pages of the newspaper. Mind-boggling
stock market tables. Charts and graphs. GDP statistics. Foreign
exchange rates. It’s little wonder the media turn to economists, the
high priests of this mysterious world. to tell us what it means, and
why it’s important. And we hear from them several times each day
~ usually via the monotonous «market updates” that interrupt most
news broadcasts. Company X's shares are up two points; company
Y’ are down two points; the analysts are “bullish™; the analysts are
“bearish.”

But is all that financial hyperactivity really what the economy 15
about? Is economics really so complex and unintelligible? Should
we trust the “experts” with it all? Maybe we should find out what’s
going on for ourselves.

Forget the market updates. Here’sa better way to find out about the
economy — Your economy. Take a walk. And ask some questions.

Start at the front door of your own household. How many people
live there? What generations? Who works outside the household, and
how much do they earn? How long have they been working there?
How long do they plan to keep working, and how will they support
themselves when they retire? Who performs which chores inside the
household? Are there any children? Who cares for them? Does anyone
else in your home require care? Do you own your house or apartment,
or do you rent it? If you rent 1t from whom? If you own it, how did
you pay for it? What shape is it in?

Now walk through your neighbourhood, and the next
neighbourhood. Are the homes or apartments all roughly the same,
or different? Does everyone have a home? Do most people have jobs?
What sorts of jobs? Are they well off? Can they comfortably pay for
the things they and their families need?

Watch your neighbours going off to work, school, or other
destinations. How are they travelling? In their own cars? On public
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Now walk to a local bank branch and see what’s happening
inside. Compare what you see (deposits, withdrawals, loans) with
the activities you read about in the business pages of the newspaper
(leveraged buyouts, financial speculation, foreign exchange). Which
matters more to day-to-day life in your neighbourhood?

This is a good time to stop at a café. Pull out a pencil and paper.
List your approximate monthly income. Then list how much of it
goes to the following categories: rent or mortgage (including utilities);
income taxes; car payments or public transport passes; groceries;
other “stuff” (merchandise); and going out (entertainment). Can you
comfortably pay your bills each month? Do you regularly save? Is
your income higher than it was five years ago, lower, or about the
same? If you had a little more income, what would you do with it?
If you walked back to that bank and asked for a loan, would they
give you one?

Apart from the places we’ve mentioned (schools, stores, and
banks), what other workplaces are visible in your neighbourhood?
Any factories? What do they produce, and what shape are they in?
Any professional or government offices? Other services? Can you
see any office buildings from your neighbourhood? Who works
there? Can you guess what they do? Imagine the conditions in those
offices (spaciousness, quality of furnishings, security, caretaking), and
compare them to conditions inside your local school.

Have any new workplaces opened up recently in your
neighbourhood? If so, what do they do? Did you see any “help
wanted” signs posted in local workplaces? What kinds of jobs were
they advertising for?

Now you can return home. Congratulations! You've done a lot
more than just take a stroll. You've conducted a composite economic
profile of your own community. It has no statistics, charts, or graphs
(though you could add those if you wish, with a bit of work at the
local library). But just by walking around your neighbourhood, you
have identified the crucial factors determining economic affairs in

your community:

e Work Who works? Who works inside the home, and works
outside the home? Are they employed by someone else (and if
s0. who?), or do they work for themselves? How much do they
get paid? Is it hard to find a job?
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Consumption  What do people need to stay alive? What do they
3 ‘ >
want, to make their lives better? How do they pay for it allz

Investment  Private companies and public agencies must invest
in maintaining and expanding their facilities and workplaces,
or else the economy (and your neighbourhood) goes qmck]y‘
downhill. Who is investing? How much? On what types of
projects?
* Finance Most economic activity (but not all) requires money.

Who creates and controls that money? Who gets to spend it?
What do they spend it on?

* Environment Everything we do in the €Conomy requires space,
air, and inputs of natural materials. Is the natural environment
being run down by the economy, or is it being sustained?

These are the building blocks from which the most complicated
economic theories are constructed: w
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And then we need to divide up the fruits of our work (economists
call that DISTRIBUTION).

What kind of work are we talking about? Any kind of work is part
of the economy, as long as it’s aimed at producing something we need or
want. Factory workers, office workers. Executives, farmers. Teachers,
nurses. Homemakers, homebuilders. All of these people perform
productive work, and all of that work is part of the economy.

What do we produce when we work? Production involves both
goods and services. Goops are tangible items that we can see and
touch: food and clothes, houses and buildings, electronics and
automobiles, machines and toys. SERVICES are tasks that one or several
people perform for others: cutting hair and preparing restaurant
meals, classroom instruction and brain surgery, transportation and
auditing.

Where do we perform this work? Productive work occurs almost
everywhere: in private companies, in government departments and
public agencies, and in the home. In cities, in towns, on farms, and
in forests.

Why do we work? We must survive, and hence we require the basic
material needs of life: food, clothing, shelter, education, medical care.
Beyond that, we want to get the most out of our lives, and hence we
aim for more than subsistence. We want a greater quantity, and a
greater variety, of goods and services: for entertainment, for travel,
for cultural and personal enrichment, for comfort. We may also work
because we enjoy it. Perversely for economists (most of whom view
work solely as a “disutility™), most people are happier when they have
work to do - thanks to the social interaction, financial well-being,
and self-esteem that good work provides.

How do we distribute, and eventually use, the economic pie
we have baked together? In many different ways. Some things are
produced directly for our own use (like food grown in a garden,
and then cooked in a household kitchen). Most things we must
buy with money. We are entitled to consume certain products - like
walking down a paved street, listening to the radio, or going to school
~ without directly paying anything. Importantly, some of what we
produce must be re-invested, in order to spark even more economic
activity in the future. :

So when you think about the “economy,” just think about work.
What work do we do? What do we produce? And what do we do
ith what we’ve produced?



22 Economics for Ev?ryone

The economy and society
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otfice depending on the state of the economy. Family life is organized
around the demands of work (both inside and outside the home).
Being able to comfortably support oneself and one’s family is a central
determinant of happiness.

So [h(‘ cconomy 1s an Important, pl'rh.lp\ cven dnmm.mr. torce
in human development. That doesn't mean that we should make
“sacrifices” for the sake of the cconomy - since the whole point of
the economy is to meet our material needs, not the other way around.
And it certainly doesn’t mean that w e should grant undue artention or
influence to economists. But it does mean that we will understand a
great deal about our history, our current social reality, and our future
evolution as a species, when we understand more about economics.

What is economics?

Economics is a social science, not a physical science. (Unfortunately,
many economusts are confused on this point! They foolishly try to
describe human economic actiy ity with as much mechanical precision
as physicists describe the behaviour of atoms.) Economics is the study
of human economic behaviour: the production and distribution of
the goods and services we need and want.

T'his broad field encompasses several sub-disciplines. Economic
history; money and finance; household economics; labour studies and
labour relations; business economics and management; international
cconomics; environmental economics; and others. A broad (and rather
artificial) division is often made between MicROECONOMICS (the study
of the economic behaviour of individual consumers, workers, and
companies) and MACROECONOMICS (the study of how the economy
functions at the aggregate level).

T'his all seems relatively straightforward. Unfortunately, the
dominant stream in modern economics (NEOCLASSICAL ECONOMICS, which
we'll discuss more in ( hapter 4) makes it more complicated than it
needs to be. Instead of addressing broad questions of production and
distribution, neoclassical economics tocuses narrowly on markets and
exchange. The purpose of economics, in this mindset, was defined by
one of its leading practitioners (Lord Lionel Robbins) back in 1932,
in a definition that is still taught in economics courses today:

“Economics is the science which studies human behaviour as a relationship
between given ends and scarce means which have alternative uses.”
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Embedded in this definition is a very peculiar (and rather dismal)
interpretation of economic life. Scarcity is a normal condition.
Humans are “endowed” with arbitrary amounts of useful resources.
By trading through markets, they can extract maximum well-being
from that endowment — just like school kids experience greater
happiness by trading their duplicate superhero cards with one another
in the playground. An “efficient” economy is one which maximizes,
through trade, the usefulness of that initial endowment — regardless of
how output is distributed, what kinds of things are produced, or how
rich or poor people are at the end of the day. (This curious narrow
concept of efficiency is called atLocarve rrrciENCY. )

As we'll learn later in this book. by defining the fundamental
economic “question” in this particular way, neoclassical economics
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economic outcomes (even unfavourable ones) also depends on
political factors: such as whether or not they believe those outcomes
are “natural” or “inevitable,” and whether or not they feel they have
any power to bring about change.

Finally, the social science which aims to interpret and explain
all this scrabbling, teeming behaviour — economics - has its own
political assumptions and biases. In Chapter 4 we'll review how most
economic theories over the years have been motivated by political con-
siderations. Modern economics (including this book!) is no different:
economics 1s still a deeply political profession.

Measuring the economy

GROSs DOMESTIC PRODUCT (GDP) is the most common way to measure
the economy. But beware: it is a deeply flawed measure. GDP adds up
the value of all the different goods and services that are produced for
money in the economy. GDP is thus one measure of the total value of
the work we do — but only the work we do for money.

In the private sector of the economy, GDP is based on the market
prices of everything that’s bought and sold. In the public and non-
profit sectors, it is based on the cost of everything that’s produced.
In both cases, statisticians must deduct the costs of the many inputs
and supplies purchased in any particular industry, from the toral
value produced by that industry. (This is so that we don’t double-
count the work that went into all those inputs.) In this way, GDP is
designed to only include the vALUE ADDED by new work at each stage
of production.

An obvious drawback of GDP is that it excludes the value of
work that is #ot performed for money. This is a highly arbitrary
and misleading exclusion. For example, most people perform unpaid
chores in their houscholds, and many must care for other family
members (especially children and elders). Some of this household
work can be “outsourced” to paid cleaners, nannies, and restaurants
(the richer you are, the more you can outsource), in which case it is
included in GDP. But if you “do it yourself,” then it doesn’t count!
Volunteer work and community participation are other forms of
valuable, productive work excluded from GDP.

This phony distinction has big consequences for how we measure
the economy. Unfortunately, things that we measure often take on
extra importance {with the media, and with policy-makers), purely
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Table1.1 GDP and Human Well-Being

Country Human GDP GDP Rank.- GDP per Life i Ct’:‘:;t":e"::
Development Rank HDIRank® Capita E xpectancy :
Index Rank (Uss) (years) Index
(HDI) d R

,:;w;y T A 4 3 38,454 79.6 ?9
Iceland 2 5 3 33,051 809 8
Australia 3 14 n 30,331 80.5 99
Ireland 4 3 = 38,827 779 9
Sweden 5 16 1 29,541 803 98
Canada 6 10 4 31,263 80.2 97
Japan 7 18 1 29,251 822 94
us 8 2 -6 39,676 775 97
UK 18 13 -5 30,821 783 97
China 81 90 9 5,896 719 84
India 126 n7 -9 3139 636 61
Human Development "Over-Achievers”

Uruguay 43 62 +19 9,421 75.6 95
Cuba 50 93 +43 5,700 776 93
Armenia 80 12 432 4101 716 91
Madagascar 143 169 +26 857 55.6 66
Human Development “Under-Achievers*-

Hong Kong 22 12 -10 30,822 818 88
Saudi 76 45 -3 13,825 72.0 72
Arabia

Turkey 92 70 -22 7,753 689 81
Equatorial 120 30 -90 20,510 428
Guinea

South 121 55 -66 1,192 470 80
Africa

Source: UN Human Development Report, 2006
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GDP and Human Well-Being

The United Nations Development Program produces an annual ranking
of countries according to their "human development.” The UN defines
human development on the basis of three key indicators: GDP per capita,
life expectancy, and educational attainment. We've already seen that GDP
is a highly misleading measure, so the UN'’s approach is far from perfect.
It attaches no value to social equity, leisure time, and other important
human goals.

Nevertheless, it is interesting to compare the ranking of countries
according to human development, with their ranking according to GDP.
In general, countries with high human development also have high levels
of GDP per capita (partly because GDP is itself one of the three variables
considered, and partly because higher GDP allows a society to devote
more resources to health and education). This indicates that economic
growth is indeed very important to standard of living.

However, the link between GDP and human development is not
perfect. Some countries (such as the Nordic countries) rank higher in the
UN list than they do on the basis of GDP alone. This indicates they are
more efficient at translating GDP into genuine human welfare (usually
thanks to extensive public services, financed with high taxes). On the
other hand, countries which rank lower on the UN list than in the GDP
standings are relatively ineffective at translating GDP into well-being;
these countries (like the US and the UK) have relatively low taxes and
relatively weak public programs.

Table 11 summarizes the key human development statistics for
selected countries. High-tax Norway (where government spends over 50
percent of GDP on public programs) ranks first; low-tax America ranks
eighth (despite having the second-highest GDP in the world). For each
country, the difference between its GDP rank and its human development
rank summarizes its success at translating GDP into genuine well-being;
= this difference is reported in the fourth column (shaded). A positive
score in this column indicates that a country makes the most of its GDP;
a negative score indicates the opposite. Socialist Cuba - where average
health outcomes are superior to those in the US - manages to do more,
given its GDP, to improve human welfare than any other country in the
world. On the other hand, oil-rich Equatorial Guinea does the worst job
of any country at channelling GDP into well-being. South Africa also has
a very low human development ranking, despite its relatively advanced
economy (by African standards), primarily because of low life expectancy
'. and a very unequal distribution of income.

E R
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It’s especially misguided to interpret GDP as a measure of human
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economists often divide GDP by population, to get a measure called
GDP per caprma. This, too, can be expressed in both nominal and real
terms. Growth in real GDP per capita over time is often used as a
rough indicator of prosperity — although we must always remember
that GDP excludes many valuable types of work, and says nothing
about how production is distributed.

What is a good economy?

Economics tries to explain how the economy works. But economists
are equally (and justifiably) concerned with trying to make it work
better. This inherently requires the economist (and every citizen)
to make value judgements about what kind of economy is more
desirable. Most economists, unfortunately, are not honest about
those value judgements: they like to pretend that their profession is
“scientific” and hence value-free, but this is a charade.

Deciding what economic goals to pursue will reflect the priorities
and interests of different individuals, communities, and classes. It is
an inherently subjective choice.

Here is my list of key economic goals. In my view, the more of
these goals an economy achieves, the better it is:

I. Prosperity An economy should produce enough goods and
SErvices to support its citizens and allow them to enjoy life to
the fullest. Prosperity does not just mean having more “stuff.”
It means enjoying a good balance between private consumption,
public services, and leisure time. (Incidentally, leisure time is
another valuable thing that doesn’t appear in GDP statistics.)

2. Security The members of an economy should be confident that
their economic conditions are reasonably stable. They shouldn’t
have to worry about being able to support themselves (so long
as they work, if they’re able), to keep their home, and to pass on
decent economic opportunities to their children. The economic
nsecurity and turmoil experienced by billions of people today
imposes real costs on them. Even people who may never lose
their job or home spend a great deal of time and energy worrying
that they might. That fear is costly. By the same token, economic
security — being able to sleep at night without worrying about
your livelihood - is valuable in its own right.
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economic goal. Equality also requires decent provisions to support
those members of society who cannot work.

6. Sustainability Humans depend on their natural environment. [t
directly enhances our quality of life (through the air we breathe,
and the spaces we inhabit). And it provides needed inputs that are
essential to the work we do in every single industry. All production
involves the application of human work to “add value” to
something we got from nature. Maintaining the environment s
important in its own right (all the more so if we accept that humans
have some responsibility to the other species which inhabit our
planet). It is also important in a more narrowly economic sense,
since our ability to continue producing goods and services in the
future will depend on finding sustainable ways to harvest (without
continuously depleting or polluting) the natural inputs we need.

7. Democracy and accountability  We've seen that the economy
is an inherently social undertaking. Different people perform
different functions. Some individuals and organizations have
great decision-making power, while others have very little. How
do we ensure that economic decisions, and the overall evolution
of the economy, reflect our collective desires and preferences?
And how do we monitor and ensure that people and institutions
are doing the work they are supposed to? Modern capitalism has
a well-developed but narrow notion of business accountability,
through which corporations are compelled to maximize the wealth
of their shareholders, Competitive markets also impose another
narrow form of accountability, enforced through the threat of
lost sales and ultimate bankruptcy for companies which produce
shoddy or unduly expensive products. Democratic elections allow
Citizens to exert some influence (through their governments) over
tConomic trends — although the ability of elected governments
0 manage capitalist economy is fundamentally limited by the
unelected power of businesses and investors. None of these limited

forms of accountability provide for thorough or consistent ways

of su Jecting the economy to democratic control. Yet given the

O¥erarching importance of the economy to our general social

condition, we are entitled to more genuine and far-reaching forms

of economic democracy and accountability.
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Capitalism

Capitalism: one kind of economy

This book focuses mostly on describing one very particular kind of
economy: capitalism.

There, I've said it: the “C-word.” Just mentioning that term sounds
almost subversive, these days. Even talking about capitalism makes it
sound like you're a dangerous radical of some kind. But we live in a
capitalist economy, and we might as well name it. More importantly,
we might as well understand what we are dealing with.

Curiously, even though capitalism dominates the world economy,
the term “capitalism™ is not commonly used. Even more curiously, this
word is almost never used by economists. Neoclassical economics is
dedicated to the study of capitalism; in fact, other kinds of economies
(that existed in the past, or that may exist in the future) are not
even contemplated. Yet the term “capitalism™ does not appear in
neoclassical economics textbooks.

Instead, economists refer simply to “the economy™ - as if there
is only one kind of economy, and hence no need to name or define
it. This is wrong. As we have already seen, “the economy” is simply
where people work to produce the things we need and want. There
are different ways to organize that work. Capitalism is just one
of them.

Human beings have existed on this planet for approximately
200,000 years. They had an economy all of this time. Humans have
always had to work to meet the material needs of their survival (food,
clothing, and shelter) - not to mention, when possible, to enjoy the
“finer things” in life. Capitalism, in contrast, has existed for fewer
than 300 years. If the entire history of Homo sapiens was a 24-hour
day, then capitalism has existed for two minutes.

What we call “the economy” went through many different stages
fn route to capitalism. (We’ll study more of this economic history
in Chapter 3.) Even today, different kinds of economies exist. Some
€ntire countries are non-capitalist. And within capitalist economies,
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Innovation, as companies constantly experiment with new
technologies, new products, and new forms of organization
— in order to succeed in that competition.

e An inherent tendency to growth, resulting from the desire of
each individual company to make more profit.

Deep inequality between those who own successful companies,
and the rest of society who do not own companies.

o A general conflict of interest between those who work for wages,
and the employers who hire them.

Economic cycles or “rollercoasters,” with periods of strong
growth followed by periods of stagnation or depression;
sometimes these cycles even produce dramatic economic and
social crises.

Some of these patterns and outcomes are positive, and help to
explain why capitalism has been so successful. But some of these
patterns and outcomes are negative, and explain why capitalism
tends to be economically (and sometimes politically) unstable. The
rest of this book will explain why these patterns develop under
capitalism, and what (if anything) can be done to make the economy
work better.

Capitalism began in Europe in the mid-1700s. Until then, these
twin features — production for profit and wage labour — were rare. In
pre-capitalist societies, most people worked for themselves, one way
oranother. Where people worked for someone else, that relationship
was based on something other than monetary payment (like a sense
of obligation, or the power of brute force). And most production
occurred to meet some direct need or desire (for an individual, a
community, or a government), not to generate a money profit.

Capitalism and markets

Even when economists bother to “name” the economy they are
studying, they usually use a euphemism instead of the “C-word.”
‘hey don’t call it capitalism. They call it a “market economy.” This
mplies that what is unique about capitalism is its reliance on markets

and market signals (like supply, demand, and prices) to organize the
» conomy. But that is wrong, too.
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Imagine a bustling bazaar, to represent the whole economy. In one
corner of the hall is General Electric, which brings US$500 billion
worth of capital assets to the market. In the other corne
workers, with only their brains and brawn - their intelligence and
their physical strength - to sell. Will a trade between these two sides
be equal or voluntary, in any meaningful sense of those words? Not
at all. And neoclassical economics doesn’t bother explaining the
historical process by which one stall at the bazaar is stocked with
US$500 billion in capital, while another is stocked with just hard-
working human bodies.

By pretending that capitalism is just a system of “markets,”
neoclassical economics deliberately blurs the real power relationships,
and the often-violent historical processes, which explain the economic
system we actually live in. Yes, we must study markets when we
study capitalism - their flaws, as well as their virtues. But markets
are not the idealized institutions portrayed in economics textbooks.

And capitalism is equally shaped by other, non-market forces and
structures, too.

r are some

So capitalism is not a “market economy.” Capitalism is a system
in which most production occurs for private profit, and most work
is performed by wage labour.

Fads in capitalism

Of course, capitalism can change its “look™ a lot, while still preserving
1ts core, underlying features. Many economists and commentators
have argued that capitalism today is not at all like capitalism in its
carly days (back in the soot and grime of the Industrial Revolution).

ese are some of the ways in which modern capitalism is supposedly
2 “new” system:

1. The “post-industrial” economy  As discussed in Chapter 1, every
cconomy produces both goods and services. Over time, a growing
share of total value added in advanced capitalist countries consists
of services, Today, services account for about 70 percent of GDP in
advanced economies — and an even larger share, if we count non-
'.iradcd output, like housework. The shrinking importance of goods
1S partly because technology and globalization have reduced their
€osts compared to services, and partly because most consumers
Prefer to buy a greater proportion of services (especially “luxuries”
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And far from ushering in a new era of decentralization and supposed
“participation,” computer-related industries are still dominated by
huge, profit-hungry companies (like Microsoft and Google).

Yes, pension and mutual funds are important players in stock
markets. But the vast majority of financial wealth is still owned
the old-fashioned way: by a surprisingly small elite of very wealthy
families. In fact, in most capitalist countries financial wealth has
become more concentrated among the rich, not less (we will discuss
this in more detail in Chapter 7).

So while capitalism produces more services and less goods than it
used to; while companies rely on sophisticated computer technology to
manage their affairs; and while a significant proportion of households
in the developed countries own some financial wealth (but not much,
in the grand scheme of things), the core features of capitalism are
still very much visible. Most production is undertaken by profit-
seeking private companies. And most work is performed by people
who do not own those companies, but who instead must work for
wages. There is still incredible inequality, and an inherent conflict
of interest, between the people who own successful companies, and
the rest of us.

In short, there’s nothing much “new” about capitalism at all.
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or her subjects, which generally needed to be imposed (from time to
time, anyway) by brute force.

Many of these societies also relied on stavery, where entire groups
of people (often designated by race or caste) were simply forced to
work, again through brute force. In case this sounds like ancient
history, remember that the US economy (the most powerful capitalist
country in the world) was based largely on slavery until fewer than
150 years ago, and human trafficking still forcibly enslaves millions
of people around the world today. The resulting economic surplus
was used in various ways: luxury consumption of the ruling elite; the
construction of impressive buildings and monuments; the financing of
exploration, war, and conquest; the work of non-agricultural artisans
and scholars; and re-investment into new and improved economic
techniques.

While slavery and direct authoritarian rule were certainly powerful
and straightforward ways for elites to control the economy and
the resulting surplus, they had their drawbacks, too. Slaves and
subjects often revolted. Their work ethic was not always the best:
slaves tend to be grudging and bitter (for obvious reasons), requiring
“active supervision” (often with a whip!) to elicit their effort and
productivity.

Eventually a more subtle and ultimately more effective economic
system evolved, called FeupaLism. In this case, a more complex web
of mutual obligations and rights was used to organize work and
manage the surplus. Peasants were allowed to live on land that was
governed by a higher class (gentry, landlords, or royalty). They could
support themselves and their families, but in return had to transfer
most of their surplus production to the gentry (in the form of annual
Payments or tithes). The gentry used this surplus to finance their
°W_" {luxury) consumption, the construction of castles, the work of
artisans and priests, maintenance of a simple state apparatus, wars,
and other “fringe” activities. In return, they were supposed to protect
the Peasantry on their land (from attack by competing landlords),
and ensure their security.

Agriculture became steadily more productive (with the invention
of tec!miques such as crop rotation, the use of livestock, and plant
b""‘d'“g)- The surplus became larger, allowing the development of
morecomplex and ambitious non-agricultural activities — including the
'“‘"SCDOC ofamore powerful and well-resourced central government,
more ambitigys non-agricultural production (including the emergence
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* These ongoing changes in productivity and technology tend to
require corresponding changes in the way work is organized,
and indeed in the way society is organized. The evolution of
workplaces, class structure, markets, even politics has occurred
hand-in-hand with the ongoing evolution of the economy.

® Economic systems come, and economic systems £0. No economic
system lasts forever. Capitalism is not likely to last forever,
either.

Where did capitalism come from?

Capitalism first emerged in Western Europe, especially Britain, in the
mid-1700s. It evolved from relatively advanced feudal monarchies,
in which non-agricultural production and long-distance trade had
become important economic activities, and in which central state
power was relatively strong. Historians have spent a lot of time trying
to determine the causes of this incredible economic and social trans-
formation, and arguing about why it occurred in Europe instead of
elsewhere in the world. (During the Middle Ages, China and India
had been about as wealthy as Europe — but for various reasons, the
social and technological changes which led to capitalism did not
occur there.)

There is broad agreement on at least these key factors which
contributed to the rise of capitalism:

* New technology The invention of steam power, semi-
automated spinning and weaving machines, and other early
industrial technologies dramatically increased productivity. Also,
these technologies needed completely new ways of organizing
work: in larger-scale factories which required more complex
(and expensive) equipment. And they implied new structures of
ownership: the machinery (and associated costs of raw materials
and other necessary inputs) was too expensive for individuals
Or groups of workers to finance on their own. An owner was

needed to finance the large up-front investments needed to get
the factories working.

Empire The fact that Britain (and, to a lesser extent, other

E‘ffopean colonial powers) possessed the organizational and
military ability to conquer and dominate far-off lands contributed

2
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needed). In this way, capitalism produced two entirely new economic
classes: a group of industrial capitalists who owned the new factores,
and a group of workers who pc sssessed nothing other than their ability
to work in those factories.

The evolution of capitalism

The “birth” of capitalism, amidst the smoke and soot of the Industrial
Revolution, was a painful and in many ways violent process. Workers
were forced off their land and driven into cities, where they suffered
horrendous exploitation and conditions that would be considered
intolerable today: seven-day working weeks, twelve-hour working
days, child labour, frequent injury, carly death. Vast profits were
eamned by the new class of capitalists, most of which they ploughed
back into new investment, technology, and growth — but some of
which they used to finance their own luxurious consumption. The
early capitalist societies were not at all democratic: the right to vote
was limited to property owners, and basic rights to speak out and
organize (including to organize unions) were routinely (and often
violently) trampled. :

Ne.(td\css to say, this state of affairs was not socially sustainable.
Working people and others fought hard for better conditions, a fairer
Sbarc of the incredible wealth they were producing, and democratic
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of promoting full employment as their top priority (as during
the Golden Age), central bankers would now focus on strictly
controlling inflation, protecting financial assets, and keeping
labour markets strictly in check.

Margaret Thatcher was elected as UK Prime Minister in 1979,
followed by the election of Ronald Reagan as US President a year
later. Both advocated an aggressive new approach to managing the
economy (and all of society) 1n the interests of private business.
They fully endorsed the hard-line taken by Volcker (and his
counterparts in other countries). They were even tougher 1n
attacking unions and undermining labour law and social policies
(Reagan crushed the US air traffic controllers’ union 1n 1981,
while Thatcher defeated the strong British miners’ union in 1985).
Reagan and Thatcher shattered the broad Golden Age consensus,
under which even conservative governments had accepted relatively
generous social benefits and extensive government management of
the economy. Despite forceful opposition in both countries, both
leaders prevailed (supported by business interests), and became
role models for hard-right conservatives in many other countries.
Thatcher justified her initiatives with the now-classic (but false)
slogan: “There is no alternative.”

It gradually became clear that capitalism had fundamentally
changed. The “kinder, gentler” improvements of the Golden Age
era came under sustained attack, and would gradually (over the next
quarter-century) be partially reversed — though not without a stubborn
fightback by workers and communities. Some argued that capitalism
.could no longer afford those Golden Age programs; in my view, thisis
invalid, although there is no doubt that the Golden Age recipe began
10 encounter significant economic problems. Others argued that with i
the _declinc of communism and the weakening of left-wing parties, y
capitalism no longer needed to mollify its critics with compassionate

olicies (since i - ; .
Policies (since it no longer faced a serious challenge to 1ts continued
existence).

neo";‘::s:::‘l i Capi‘:‘llism has gone by s;cvcral different names:

common t;tlwsm‘ the CREpOIALS agenda, apd others. The most ,

B somm now u_scd is NEOLIBERALISM. This term 1s confusing, |
¢ In some countries “liberal” refers to a centre or centre-left ‘ |

political ideology which still sees room for some Golden Age-style
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at least have a job. Overturning this passive, defeatist mindset will
be crucial for motivating people to challenge the inequality and
imbalance that typify our economy today.

Kinds of capitalism

Even under neoliberalism, however, and despite the pressures
for conformity that arise from globalization, there are still clear
differences between capitalist economies —even those at similar levels
of development. (There are even bigger differences, of course, between
richer capitalist countries and poor ones.) S0 it would be a dangerous
mistake to imply that all capitalist economies must now follow exactly
the same set of policies. And those differences produce very different
outcomes for the people who live and work in those economies.

Table 3.2 identifies four broad “types™ of capitalism among the
most developed countries in the world. They operate very differently
m terms of how harshly workers are treated, how economically active
government is, and the sectoral make-up of the economy. The “Anglo-
Saxon” variant of capitalism is, by most indicators, the most unequal of
a‘]l. Itis characterized by a small role for government, an overdeveloped
financial sector, and the largest inequalities in income. Other variants
of capitalism - like the Nordic, the continental, or the Asian variants
: ()ffcr generally better outcomes for working people.

_Ut’-’lfly, different societies still have considerable leeway to put
their own stamp on the economy, even when the fundamental rules
and structures of capitalism remain in place. Working for incremental
improvements in capitalism, making it a little bit fairer and less
degrading, is clearly important.

After capitalism?

At the same time as we fight for positive reforms in capitalism, we
may also want to consider whether it’s possible to move beyond the
fundamental rules and structures of the system. After all, capitalism
represents just one phase (and a relatively short phase, so far) in
the evolution of human economic activity. That long process of
;‘:’olution is not going to suddenly stop. We haven’t arrived at some
: ind of economic “nirvana™: a perfect system which can’t possibly be
:‘::rzll)f:id.s(?ollcctivc'ly, we will continue dcvclopir\g new tcchnolog_ie.s‘

and services, and new ways of organizing work. And it is
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almost certain that we will ultimately find new forms of oW nership,
and new forms of economic management, to make the most of those
new tools — and, hopefully, to do a better job of meeting our human
and environmental needs in the process. Sooner or later, 1 suspect
we'll end up with something quite different from capitalism: some
system in which most production is no longer undertaken by private,
profit-seeking companies, and most work is no longer undertaken
solely in return for a money wage.

The world has some experience with “life after capitalism,” but
that experience has been difficult and in most cases unsuccessful.
Communist-led economies were built in Eastern Europe, China, and
some developing countries in the mid-twentieth century; most of these
ml'cd in the face of economic stagnation and/or political breakdown.
A few countries (like Cuba) have tried to preserve aspects of that
system, and others (like Venezuela) are trying to build new forms
of socialism. Successful smaller-scale experiments in non-capitalist
economic development have taken place in parts of other countries
- like the Basque region of Spain, or the Indian state of Kerala.

Wt‘ will discuss the problems and prospects of post-capitalist
society in the last part of this book. We don’t know what will come
after capitalism, or when or how it will happen. But it would be folly
to expect capitalism to last forever.
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to the French king. Their early efforts to trace the relationships \
between different sectors of the economy inspired modern theories

of monetary circulation (w hich we will consider in Part Four). And

they were the first school of economics to analyze the economy 1n

terms of CLASS.

Adam Smith is often viewed as the “father” of free-market
economics. but this stereotype is not quite accurate. Nevertheless,
his famous Wealth of Nations (published in 1776, the same year
as American independence) came to sy mbolize (like America itself)
the dynamism and opportunity of capitalism. Smith identified the
productivity gains from large-scale factory production and its more
intensive division of labour (whereby different workers or groups of
workers perform a variety of very specialized tasks). To support this
new system, he advocated deregulation of markets, the expansion of
trade, and policies to protect the profits and property rights of the
early capitalists (who Smith celebrated as virtuous INNOvVators and
accumulators). He argued that free-market forces (which he called the
“invisible hand”) and the pursuit of self-interest would best stimulate
innovation and growth. However, his social analysis (building on the
Physiacrats) was rooted more in class thann individuals: he favoured
policies to undermine the vested interests of rural landlords (who

he thought were unproductive) in favour of the more dynamic new
class of capitalists.

e

Defunct Economists

'The ideas of economists and political philosophers, both when they are
right and when they are wrong, are more powerful than is commonly
understood. Indeed the world is ruled by little else. Practical men, who
believe themselves to be quite exempt from any intellectual influence,
are usually the slaves of some defunct economist.”

L Jjohn Maynard Keynes, British economist (1936).

Th‘s.mnh‘S work founded what is now known as CLASSICAL ECONOMIGS.
ch;;::;:"\"f Fh(l)}{ght focused on the dynamic processes of grov‘vth aqd
s - d:?fp"? mTl, and analyzed the oftcg conﬂlctual. relationship
Hhefideq th erent classes. In general, classical c.conomlsts accepted

ea that the value of a product was determined by the amount

hLA
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Neoclassical economics

After Marx, the capitalist economies of Europe continued to be
disrupted by regular interludes of revolutionary fervour. Gradual
economic and political reforms were achieved through the nineteenth
century in response to these upheavals: limited social programs and
union rights were introduced to moderate the worst inequalities of
industry, and democracy was gradually expanded (at first, workers
were not allowed to vote since they didn’t own property). And it was
in this context that a whole new school of economics arosc.

Following an especially strident wave of revolutionary struggles
in Europe (including the first attempt to establish a socialist society
in Paris in 1871), NEOCLASSICAL ECONOMICS strove to justify the
economic efficiency and moral superiority of the capitalist (or “free
“_‘“kft“l system. The neoclassical pioneers included Léon Walras
(ln. Switzerland), Carl Menger (in Austria), and Stanley Jevons (in
Britain); Walras was ultimately the most influential.

AThcsc theorists seemed to start from the precepts of their market-
friendly classical predecessors (in fact, “neoclassical” simply means
“new classical”), but in fact they made important changes to the
classical approach. First, they focused on individuals, not classes.
Sccqnd, they focused on the existence of market EQUILIBRIUM at any
particular point in time — like a snapshot of the economy — rather than
on the evolution and development of an economy over time. Third,
they began to apply mathematical techniques to €cONOMIC questions.
And théy' adopted a more abstract approach to theory: instead of
explaining concrete, visible realities in the economy, neoclassical
:::o;:;i:siz :l;stnu l(.)gic to build cumplc:( cqmmllic theories on

e Ll\\hs‘tar(‘mg.", assumptions, or axu?ms. R

Crelood ((:-:n th Tur)l still dominates the teaching (?f L'-con()mlcs n
T Ufmts. a thuugh there are many cracks in its walls. The

} s of the neoclassical approach include:

* Every individual starts life with some initial “endowment” of
one or more of the FACTORS OF PRODUCTION (labour power, skall,
Wt.:alth, or other resources). The theory does not concern itself
with explaining how that initial endowment came about.

E":"Y individual also has a set of prReFERENCES which determine
w : z : .
at goods and services they like to consume. Again, the

A
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as by imposing minimum wages or taxes) will reduce economic
well-being by interfering with market forces. Governments
should limit their role to providing essential infrastructure and
protecting private property rights.

¢ Expanding trade (including international trade) will always

expand the total economic pie, and this creates the potential

for improving the economic outcomes of everyone in society.

The profit received by investors reflects the real “productivity™
of the capital that they own, and hence profit is both legitimate
and economically efficient. Proving that profit is economically
and morally justifiable, rather than the result of exploitation,
has been a central preoccupation of neoclassical economics.

Economics after Keynes

The development of neoclassical theory reflected the debates and
conflicts of industrial capitalism. The capitalist economy continued
to develop through the nineteenth and twentieth centuries in fits and
Starts., with periods of vibrant growth interspersed with periods of
sustained stagnation and recession. But with the Great Depression ‘
Of the 19‘30.%, it became very obvious that neoclassical faith in the
:1:;(1);2; sl(r:‘lfr-adli.us;ti?g,‘fuu-cmpluymgnt equilibrium was painfully
- -(es Cfi ity, capitalism was visibly unable to ensure that all
! pcua'lly labour) were indeed employed.
& cmf;:fl\:yclr:l:)fut:nnk;rs:rf).sc to explain both the failure (.)f capitalism |
e J(,hn’ iI;a ;::«;ﬁhﬂt could be done flb()uF it. The most (i |
i RN e
e in}) : ;:jb : ntl ut lesser known was Muhal
s A do and but also worked in Britain. Working
e ltnosa:n .(a: al;uut fthc same time) the Ehcory of
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Kalecki’s work, emphasizing the connections between power, class,
demand, and growth. Some economists continue to work within the
Marxist tradition, and others in a broad stream of thought known
as INSTITUTIONALIST economics (which emphasizes the evolution of
economic and social institutions).

It will be essential in coming years to nurture these various
“heterodox” streams within economics {“heterodox™ refers here to
any economist who breaks away from neoclassical orthodoxy), in

order to provide some badly-needed diversity and balance within
the profession.

Impure Science

“Economics has three functions - to try to understand how an economy
operates, to make proposals for improving it, and to justify the criterion
by which improvement is judged. The criterion of what is desirable
necessarily involves moral and political judgements. Economics can :
never be a perfectly ‘pure’ science, unmixed with human values.”

Joan Robinson and John Eatwell, British economists (1973).

—_

The economy, economics, and politics

This extremely condensed history of economics reveals a couple of
Important lessons:

* The development of economics has paralleled the development
of the economy itself. Economists have tried to keep up with
real-world economic problems, challenges, and conflicts. The
theories of some economists have supported those seeking to

change the economy; the theories of others have justified the
status quo.

Consequently, economics is not a “pure” science; it never has
been. Economists have worked to try to understand the economy
and how it functions. But they have also had views — usually
very strong ones, and often hidden — about how the economy
should function. In the jargon of economics, the pure study
of the economy is called “positive” economics; it 1s supposed

i =\
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for Everyone

Table 4.1

Economics and Politics Through the Ages

Theory Time

Economic Context

Mercantilists Seventeenth Expansion of European

century colonial empires
Physiocrats Early eighteenth Expansion of
century non-agricultural
industries
Classical Late eighteenth  Bjrth of industrial
century, early Capitalism
Nineteenth
century
Marx Mid-nineteenth Consolidation,
century

expansion of capitalism

Neoclassical Late nineteenth

century, early
twentieth century

Consohdation,
expansion of capitalism;
democratic and social

reforms
Keynes/ Post-1930s Great Depression; Wwil;
Kalecki advent of “Golden Age”
Monetarism, 1970s to today Breakdown of
neoclassical “Golden Age”
resurgence
Modern Today Consolidation of
heterodox"

neoliberalism

Political Context

Support for centralized
state political and
military power

Defend agricultural
surplus against undue
expropriation

Favour ascendant
capitalists over
landlords; promote
expansion of markets
Explain and criticize
exploitation of workers;
describe socialist
alternative

Reaction against
European revolutions;
provide justification for
private profit

Policies to restore full
employment, expand
social security
Describe failure of
“Golden Age” policies;
Intellectual justification
for neoliberalism
Describe failures of
neoliberalism; advance

alternative policies
*  Includes Post-Keynesian, structuralist, nstitutionalist, Marxian
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behaviour of the new capitalist class. Marx’s analysis of conflicts
in capitalism was tied up with his vision of radical political
change. Early neoclassical economics justified the payment of
private profit and the dominance of markets. Keynes grappled
with the destruction and lost potential of the Depression,
while the subsequent resurgence of neoclassical doctrines both
reflected and assisted the parallel reassertion of private-sector
power under neoliberalism.

Today, economics continues to display its inherently political
e There is no economic policy debate which does not
involve trade-offs and conflicting interests; discussions of economic
“efficiency” and “rationalism™ are therefore never neutral. When a
blue-suited bank economist appears on TV to interpret the latest GDP
numbers, the reporter never mentions that this “expert” 1S ultimately
paid to enhance the wealth of the shareholders of the bank. (On the
rare occasions when a union economist 1S interviewed, the bias 1s
usually presumed, by both the reporter and the audience, to be ¢ loser
to the surface.)
:\nd' when economists invoke seemingly scientific and neutral terms
l:kt t‘ctﬁclcncy," “growth,” and ”prndu\;n\'n}‘.“ we must always ask:
F.thc:icncy' for whom? What kind of growth? And who will reap the
benefits of productivity?”




