UDAYAN ROY ECO54 LECTURE NOTES
History of Economic Thought

1. Introduction

· Course Outline

· Course textbooks, reason they were the ones chosen

· Many standard textbooks available in the library; pick one and take it home

· Two standard textbooks—History of Economic Thought, Third Edition, by Harry Landreth and David Colander, Houghton Mifflin Company, and A History of Economic Thought and Method, Third Edition, by Robert Ekelund and Robert Hebert, McGraw-Hill—are on reserve for you at the circulation desk of the library.

· Lots of course material on the Internet

· Acquaint yourself with The New Palgrave in the reference section of the library

2. What is the History of Economic Thought? It is the study of the evolution of our ideas about how the economy functions. It is not Economic History. (However, Economic History affects economic thought and vice versa.)

3. Why study the History of Economic Thought? Because it would be fun(
· To trace the way ideas, in any subject, change over time

· To see how actual events affect our thinking

· To see how we gradually polish our understanding as mistakes get detected and corrected

· To get a quick introduction to Economics (if you are new to it)

· To do a quick review of the stuff you may have studied already (if you are not)

4. Map of the course. 

· Classical Era (1680-1830) in which progress was made in macroeconomics, in studying the interconnections between the different sectors of the economy

· Marginalist Era (1830-1930) in which progress was made in microeconomics, in understanding what rational behavior by consumers and businesses looks like and what rational behavior does to the economy as a whole

· Current Era (1930- ) in which progress was made in making mathematical precision the acceptable way and the main way of making an economic argument

I will try to justify the dates later.

Before Adam Smith: Pre-Classical Economics

1. Pre-Classical Economics (18th century and earlier). The economic knowledge that existed prior to the emergence of the Classical School came from three main sources:

a. Everyday experience

b. Scholastic moral philosophy

c. Mercantilist writings

2. Commonplace economics. Some economic ideas were so well known even to common people that it makes no sense to try to figure out who stated them first. Examples:

a. Successive units of a commodity are less and less urgently needed

b. Abundance reduces prices and scarcity increases them

c. Demand is inversely related to price and supply is directly related

d. More fertile and/or better-located land earns higher rent

e. An increase in the amount of (commodity) money in the economy raises prices across the board

f. Voluntary exchange of commodities is good for both the buyer and the seller

g. Trade occurs because natural resource endowments vary from place to place

3. Scholastic Economics. In the Middle Ages (476-1453), some economic thinking was carried out by Catholic priests and philosophers teaching in the then emerging universities. Their initial motivation was to address ethical issues related to economic activity. They were not satisfied with evaluating economic outcomes on the basis of divine revelation. Following Aristotle (384-322 B.C.), whose writings were rediscovered towards the end of the Middle Ages, the Scholastics sought to base their understanding of what was or wasn’t just based on natural law, by which was meant the predictable ways in which societies function which in turn was thought to be akin to and as dependable as the laws of nature.

The Scholastics declared as just whatever serves the general interest. This led to an endorsement of the results of free market exchange because of the voluntariness of such exchange. The market price was regarded as just as long as there was no fraud, monopoly or other manipulation.

Prices reflected subjective utility and scarcity.

Interest payments, which used to be forbidden by the church as unjust, came to be regarded as unavoidable. The scholastics compromised with church doctrine by legitimizing interest payment as justified reward for the lender’s costs in terms of the risk of default by the debtor and/or forgone profits that the lender could have earned by using the money himself to start a business.

Jesuit priest Luis Molina not only understood that an abundance of (commodity) money raised prices and a scarcity reduced prices, he also understood that (commodity) money flows from a country with high prices to countries that have lower prices. (This foreshadowed the classical idea, expressed in the writings of Richard Cantillon and David Hume, of the price specie-flow mechanism.)

4. Mercantilism. This school of economic thought arose in England during the 16th through the 18th centuries. Many of the contributors to this literature were merchants or members of the mercantile class, hence the name. The main themes of this literature were as follows:

a. The ultimate objective of economic policy is the political power of the state, both internal and external. 

b. The power gained by one state is inevitably associated with power lost by another state. Therefore, the interests of nation states are perpetually in conflict. 

c. A nation’s power is measured by its population and its stock of precious metals such as the gold and silver embodied in the money in use at the time. A high population could supply soldiers. Money (in the government’s treasury) could pay for large armies and navies.

d. Population growth and a rich treasury could only come from prosperous industry and trade.

e. This prosperity could be brought about if the economy’s stock of money (i.e., gold and silver coins) was large.

f. Assuming a state does not have gold and silver mines, the only way it would increase its stock of those metals is if it exports more than it imports. As a result, ensuring a trade surplus for oneself and a trade deficit for one’s rivals became the primary objective of economic policy. Tariffs and other import restrictions were thought effective in reducing imports. Subsidies and regulation were thought effective in increasing exports.

All this was pretty illogical stuff and the mercantilist literature quickly lost its luster as soon as the Classical school later emerged. However, even the casual thinking of the mercantilists made some lasting contributions.

The mercantilists understood that an increase in the quantity of money increased output and employment, while a decrease in the quantity of money decreased output and employment. This idea is now widely accepted except that the effect of money on output and employment is now seen as temporary, a point that the mercantilists were not clear on.

In 1696 Gregory King discussed the now widely used concept of the price elasticity of demand and even used data on prices and sales of wheat to calculate an estimate of the price elasticity of wheat.

In 1588 Giovanni Botero published a theory of population that was essentially the same as the theory of population for which the Classical economist Thomas Malthus gained fame. Population tends to grow without limit. Food, however, is limited. Therefore, population growth would ultimately be slowed by celibacy or through war, famine and epidemics.

Also in 1588, Bernardo Davanzati stated that people work in order to be happy and not for some other motive, a form of the principle of utility maximization. Marginalist economists would later develop the idea into a full-fledged theory of demand.

Building on the commonplace idea that countries trade because not all countries can grow everything, mercantilists built a theory of international trade that came close to a statement of the principle of comparative advantage for which the classical economist David Ricardo is famous. In 1663, Samuel Fortrey explained that we should produce and export what foreigners want if that would allow us to import more of what we need than we could produce at home.

Pierre le Pesant, Seigneur de Boisguilbert (1646-1714) made two important points. First, he pointed out that taxes reduce the productivity of the economy and that more tax revenues for the government did not necessarily mean less after-tax income for taxpayers. If the tax system is designed in a way that takes care to reduce the negative effects of taxes on productivity, the government could earn more tax revenues without reducing the after-tax incomes of the citizens. This idea is nowadays championed by a group of economists called supply-siders.

Second, Boisguilbert also said that left to itself the economy settles down to a stable outcome instead of becoming chaotic.

In sum, while the main ideas of the mercantilists caused a lot of harm and are now discredited, the economists of that period came up with many ideas that lasted and created the foundation of the Classical school. The problem was that the good ideas of the mercantilists had not yet won the debate, which is why they simply coexisted with all the other bad ideas. As the classical era progressed, the good ideas of the mercantilists were filtered out, recognized as good ideas and incorporated into the classical canon. 

5. As I said earlier, the classical school is distinguished by its focus on the macroeconomic interconnections between different sectors of the economy, such as farmers, landowners and manufacturers. This orientation was derived not from pre-classical economics but from early (that is, pre-Adam Smith) classical writers, foremost among whom was Richard Cantillon (c. 1680-90—1734).
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