Introduction

Adam Smith provided the main arguments against mercantilism and its political obstacles to industrial capitalism. In his book The Wealth of Nations [1776] he claimed their removal, and thus the free operation of competitive markets, would bring the nation wealth.

Smith's ideas were not new but his achievement was to pull together the various strands in an analysis of the economic system and an understanding of the operation of the market and how all the components are interdependent. Smith provided a framework which later classical economists developed. 

· Ricardo on foreign trade [comparative advantage]

· Malthus on population [the dismal science]

· Bentham and a theory of human nature [ie utility....and it still underlies

· economic theory]

· Mill, the synthesis for classical political economy [wages set by power

· not subsitence]

· Marx - within the classical tradition - his interpretation of historical

· change emphasised significant differences between his and earlier

· classical accounts of capitalism.

CLASSICAL ECONOMICS

1. Classical economics was more concerned with long-period dynamic change in relation to income distribution among 'the various orders of society'; 

2. looks at the big picture and the flow of money through the economic system; 

3. It is concerned with [a] what produces value; [b] where does it lie; [c] distribution throughout the system.

4. a.. It explains the whole system and how each part is dependent on the rest, ie interdependent

5. Following Mill in 1850s and 1860s economics profession taking hold.

NEOCLASSICAL ECONOMICS

· turned attention to the details of the economy ............to the 'separate' issues ie micro economics,

· focus is on the process through which a market system allocates an economy's resources IE focus is on market behaviour within time span

· Economists turned to the sciences to make their theory more reliable. In this way they produced models, abstract models, of the economic system

· These changes of focus were the result of social changes

· Western economies had enjoyed unprecedented prosperity without the problems Marx predicted;.

· neoclassicism concerned itself with showing this and debunking Marx;

· It appeared as if economic growth would continue in the same vein, taking care of itself;

· Improvements in real wages ran contrary to predictions for working class conditions made by classical economics;

· industries had grown/wielded gt unchecked power

· trade Unions becoming involved in wage setting faith in progress AND a benevolent outcome;

· More optimism now - Progress appeared to be resolving social tensions rather than making them worse.

Neoclassical focus turned to economic behaviour of

[a] households 

[b] firms 

[c] industries

· how were choices made here converted into orderly process?

· microeconomics came centre stage [rather than aggregate income and its

· share-out between profits, wages, rents]

· the area of study now was - the functioning of the market system and its role as allocator of resources;

· primary focus was on the factors affecting price [theory of market price]

· see handout which explains how prices are formed.

[Himmelweit, S. Simonetti, R. [2004] 'Nature for Sale', in Hinchliffe, S.

And Woodward, K. [eds] The Natural and the Social: uncertainty, risk,

change, London, Routledge/Open University.]

The fascination with and focus on price theory meant that neoclassical economists took the measure of value to be what the public would buy [services/material goods]

unlike classical economists, who had pursued a material theory of value - agreeing that labour produces value,neoclassical economist Alfred Marshall said,

Man cannot create material things....., he really only produces utilities; or in other words, his efforts and sacrifices result in changing the form or arrangement opf matter to adapt it better for the satisfaction of wants.' [quoted in Barber, W. [1967] p173 and taken from Marshall/Guillebaud [1961]

neoclassical economics makes a major departure from classical and Marxian labour-based account of value;

demand [based on utility] and supply [based on costs of production] explained market prices [not a theory of value based on labour]

under neoclassical economics ....linked income payments to the productive contribution of the various factors; ie supply and demand forces in the market are the basis on which rewards to the suppliers of productive services were established [Barber,1961, p178]

it was assumed full employment would naturally flow from free operation of mkt - BUT reality changed perceptions of neoclassical economics - Depression meant Unemployment!

ASSUMPTIONS

· that agents are rational and in pursuit of own advantage;

· consumers seek maximum satisfactions;

· suppliers seek maximum rewards;

· rationality is a reasonable basis for the study of groups of people;

· tastes of consumers remain unchanged;

· money incomes remain unchanged;

· prices of other goods remain unchanged;

· operates on consumer purchase of 1 good only [rather than a market full of goods]

· full employment is an economy's normal operating level.

John Maynard Keynes
A product of his times; influenced by ideas and values from social democratic political tradition; he came from a HH where taken for granted that intellectual elite would guide/govern. This was a departure from the liberal idea that the market would work best left alone

With people pursuing own interests; the question is whether we can move out of the nineteenth century laissez-faire state into ... a system where we can act as an organised community for common purposes and to promote social justice, whilst respecting and protecting the individual [quoted in Moggridge, 1976, pp46-7]social democracy emerging out of socialism

· not revolutionary

· not wishing to replace capitalist private ownership with public ownwership of means of production

· yes to a more equal society and all to prosper regardless of origins

· social development, social provision, social justice, through democratic means

· major role for state - redistribution via taxation, system of welfare and active planning of economy to secure growth.

· Keynes still influenced by his liberal classical economics background too

· But felt [social dem influence] possible to 'soften the edges' of capitalism

· Economic intervenetion to eliminate poverty and unemployment – but basically leave the capitalist structure [pvte ownership of means of prodn] in place.

KEYNESIAN DEMAND MANAGEMENT

· Keynes identified the root of the problem of unemployment as uncertainty

· Uncertainty due to the volatility of the capitalist system

· What he meant by this was that business leaders, when making decisions

· about investing in new factories and machinery have to think about profits

· that these new capital goods [factories and machines] will earn 

· this means predicting the future course of demand for the new goods to

· be produced but the future is unknowable

· If we speak frankly, we have to admit that our basis of knowledge for estimating the yield 10 years hence of a railway, a copper mine, a textile factory ... amounts to little and sometimes to nothing.

[Keynes, 1936/1964, pp149-50]

In circumstances of uncertainty, investment decisions depend on the mood of the business community --- which could swing rapidly from confidence to caution....from optimism to pessimism and this tended to be cumulative...... spreading throughout business world. The effects of this = reduced orders for goods....leading to job losses; unemployed cut back expenditure, and a fall in demand spreads through economy

· Keynes defined this as the economy trapped in a situation of aggregate demand deficiency [no demand for goods];

· Even if workers offered to work for nothing it would be pointless to employ them because no prospect of selling these goods;

· Keynes's conclusion contradicted the prevailing orthodoxy, which, reflecting the liberal political principles of economists at the time, held that unemployment was the consequence of reluctance by workers to accept wage cuts, or they were reluctant 'to price themselves back into work' in the labour market. 

Neoclassical economists argued that this was how the markets work: unless you want to be left with unsold stock, drop your asking price. Economists advising the government in 1929 argued that the same logic applied to labour: unemployment is simply another example of excess supply and wages are just another price ..... the price of labour. In order for the unemployed to get jobs it was necessary and sufficient to reduce the asking price - offer work for lower wages.

Keynes succeeded in rethinking economic policy he focused on wages and saw them in a different way; from a market point of view wages are simply the price of labour.

QUESTION

· what are wages from the standpoint of the wage earner, and his/her family? To them, wages are a source of income;  no wages....no spending; switch perspective now from ....a market to.... the national economy as a whole. 

SEE CIRCULAR FLOW DIAGRAM

Imagine the national economy as a circuit

a) a.. households receive wages from firms

b) and return most of them to firms in payment for goods and services

c) firms use this sales revenue to pay wages to the workers who made the

goods.. and so on

d) from viewpoint of national economy wages are the most important source

of income for consumption

e) wages enable consumers to turn wants into effective demand in the market

f) firms employ labour to produce goods and services

g) ultimately, the demand for labour [and hence the level of employment] depends on effective demand for goods and services!

· the level of consumer demand depends on the level of wages

· the level of employment, and hence wages, depends on the level of consumer demand; 

· the constituent parts of the national economy are mutually dependent

· change one of them and it has repercussions on the others.

QUESTION: at the time most economists thought that unemployment was a form

of excess supply in a market and wanted to reduce wages. According to Keynes 's analysis what would be the effect [of a wage cut] for the whole economy?

Answer: Wage cuts worse than unfair or irrelevant - Would make unemployment  worse - Lower wages = fall in consumption = fall in demand for goods/services = fall in demand for labour - Wage cuts would lead to further job losses more  unemployment, probably unrest and disorder

THE ANSWER FOR KEYNES ---- KEYNESIAN DEMAND MANAGEMENT

· government expenditure plays a role

· government buys the services of drs nurses, police, teachers, members

· of armed forces, local authority workers;

· also buys tanks, chalk, invests in buildings, roads etc

· if government increases its spending, say on building, then unemployed

· workers find jobs , earn income, spend on goods/services...creating more

· demand for these ..... more jobs etc etc 

· demand management as a solution to unemployment was about

  a.. raising government expenditure

  b.. increase aggregate demand

  c.. hence increase in employment

  d.. more secure, peaceful, orderly society

· unemployment for Keynes was a collective responsibility; 

· this is a social democratic idea

· unemployed not lazy or stubborn but victims of malfunctioning of capitalist economy in times of uncertainty and volatility of capitalism
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