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Dear learner,

| extend my heartfelt greetings and profound enthusiasm as | warmly wel-
come you to Sreenarayanaguru Open University. Established in Septem-
ber 2020 as a state-led endeavour to promote higher education through
open and distance learning modes, our institution was shaped by the
guiding principle that access and quality are the cornerstones of equity.
We have firmly resolved to uphold the highest standards of education,
setting the benchmark and charting the course.

The courses offered by the Sreenarayanaguru Open University aim to
strike a quality balance, ensuring students are equipped for both personal
growth and professional excellence. The University embraces the wide-
ly acclaimed "blended format," a practical framework that harmonious-
ly integrates Self-Learning Materials, Classroom Counseling, and Virtual
modes, fostering a dynamic and enriching experience for both learners
and instructors.

The University aims to offer you an engaging and thought-provoking ed-
ucational journey. The postgraduate programme in Economics builds on
the undergraduate programme by covering more advanced theories and
practical applications. The course material aims to spark learners’ interest
by using real-life examples and combining academic content with empir-
ical evidence, making it relevant and unique. The Self-Learning Material
has been meticulously crafted, incorporating relevant examples to facili-
tate better comprehension.

Rest assured, the university's student support services will be at your dis-
posal throughout your academic journey, readily available to address any
concerns or grievances you may encounter. We encourage you to reach
out to us freely regarding any matter about your academic programme. It
is our sincere wish that you achieve the utmost success.

g

Regards,
Dr. Jagathy Raj V.P. 01-05-2025
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BLOCK 1
Thoughts
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UNIT 1/ Foundations of Economic Thought

Learning Outcomes
After completing this unit, the learner will be able to:
» explain the significance of studying the history of economic thought
» differentiate between epistemology, methodology, and the philosophy of sci-
ence
* identify the ways in which economic theories are shaped by philosophical per-
spectives
+ evaluate how methodological approaches influence economic analysis
N 4

Background

The development of economic ideas has always occurred in close dialogue with
philosophical thought and scientific inquiry. Throughout history, human societies have
sought to understand the nature of value, the functioning of markets, and the logic of
decision-making. These questions are not only practical but also deeply philosophical.
They require assumptions about human nature, society, and the nature of knowledge itself.
From ancient times, philosophers grappled with the purpose and origin of knowledge,
whether it arises from logic, observation, divine inspiration, or collective consensus.
These enquiries laid the groundwork for later disciplines, including economics. In modern
times, as economics became more formalised, it borrowed extensively from the methods
and standards of natural science. Understanding the historical and philosophical roots
of economic inquiry offers critical context for analysing contemporary debates in the
discipline.

N r
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Keywords

History of Economic Thought, Epistemology, Methodology, Philosophy of Science,
Knowledge Systems, Scientific Reasoning

Discussion

* Economic ideas
evolve through history

1.1.1 History of Economic Thought

The History of Economic Thought (HET) is a specialised
branch of economics that deals with the origin, evolution,
and transformation of economic ideas over time. It examines
how different thinkers, across various civilisations and
historical epochs, have grappled with the fundamental
economic questions of production, distribution, value, and
consumption. Unlike other branches of economics that
focus on contemporary models or empirical analysis, HET
invites learners to take a reflective and historical approach to
understanding the discipline itself. At its core, the History of
Economic Thought is the study of the progression of economic
knowledge and theory. It is not merely a chronological list
of economists and their works; rather, it is a rich analytical
exploration of how economic thinking has been influenced by
philosophical beliefs, social structures, political institutions,
scientific developments, and moral values. It studies the
contributions of various schools of thought, from early moral
philosophers to classical political economists, marginalists,
Keynesians, monetarists, Marxists, institutionalists, and
contemporary heterodox traditions. Through HET, students
learn how modern economic theories evolved, what they were
responding to, and why they succeeded or failed in explaining
and shaping the economic realities of their time. The
discipline encompasses both major contributions and lesser-
known yet intellectually significant perspectives, allowing for
a comprehensive understanding of how economic ideas are
never formed in isolation.

In an age where economic models dominate policy and public
debate, understanding the intellectual roots of these models
becomes all the more important. Whether it is the revival
of Keynesian ideas during recessions, debates over Marxist
critiques of capitalism, or the growing relevance of ecological

m SGOU - SLM - M.A ECONOMICS - History of Economic Thought



* Economic thought
adapts to crises

¢ Intellectual evolution
shapes economic ideas

* Allows learners
how past thinkers
tackled key economic
questions

|
|

* HET helps us
critically evaluate
modern economic
theories
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and behavioural economics, historical perspectives provide
valuable insights into the evolution of policy paradigms.
Moreover, as global crises, economic inequality, climate
change, automation and pandemics, challenge conventional
thinking, HET provides a toolkit of alternative frameworks,
helping learners move beyond dogma and embrace complexity.
The History of Economic Thought is not a static record of
past theories. It is a dynamic and reflective field that enables
economists and learners to engage with the discipline in a
deeper, more holistic manner. By understanding the roots,
trajectories, and debates that have shaped economic thought,
one gains a stronger foundation for analysing the present and
imagining the future.

1.1.2 Why Study History of Economic Thought?

In every discipline,understanding the origins of ideas helps
us see why they are the way they are today. In economics,
this backward-looking approach is especially important
because the discipline has never been neutral or static. It has
developed through centuries of debates, shifting paradigms,
and changing historical conditions. The History of Economic
Thought (HET) offers students and scholars an opportunity to
explore this intellectual evolution, to see economics not just as
a set of theories or models, but as a vibrant dialogue between
ideas and the societies that shape them.

Studying the history of economic thought help learners
understand how various thinkers approached questions of
value, production, distribution, growth, money, and policy in
different historical contexts. It helps explain how capitalism
came to be theorised, why certain concepts (like utility or
equilibrium) gained traction, and how economic reasoning
reflects philosophical, ethical, and even religious influences.

But more than historical curiosity, HET serves a vital critical
function. It trains us to interrogate the assumptions, limits,
and implications of modern economic theories. Every concept
we use today, like GDP, inflation, markets, or utility, has a
genealogy. Tracing that lineage clarifies what we might be
taking for granted and opens space for alternative frameworks.
In doing so, HET brings a richness and depth that is often
missing in highly technical or a historical economic analysis.




Reasons for Studying History of Economic Thought

1.

Economic theories
emerge from their
historical context

HET promotes
intellectual diversity

HET shows how
economic concepts
changed

0Old economic ideas
can still be relevant
today

HET helps learners
understand different
research methods in
economics

J
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*HET helps reveal
its moral and ethical
assumptions

6.

Historical Contextualisation of Ideas: Economic
theories do not emerge in a vacuum. They are responses
to the prevailing challenges, crises, and intellectual
climates of their times. Adam Smith wrote during the
rise of industrial capitalism; Karl Marx theorised amid
class conflict and upheaval; Keynes responded to the
Great Depression. Studying their ideas alongside the
events that shaped them provides essential context.

Intellectual Diversity and Pluralism: Modern
mainstream economics often narrows its focus to
neoclassical or Keynesian frameworks. HET introduces
a broader intellectual landscape, classical, Marxist,
institutional, Austrian, feminist, ecological, and Islamic
economic thought, among others. This pluralism deepens
critical thinking and prevents intellectual dogmatism.

Tracing Continuities and Ruptures: Understanding
how concepts evolved helps clarify both continuities
and ruptures in economic thought. For example,
the marginalist revolution did not merely build on
classical economics but fundamentally redefined how
value was understood, from labour-based to utility-
based. Recognising these turning points helps scholars
appreciate the richness of theoretical development.

Evaluating the Relevance of Old Ideas: Many so-
called “old” ideas retain contemporary relevance.
Classical and Marxian concepts of class, power, and
production structures remain vital for understanding
inequality. Institutional and behavioural critiques of
rational choice continue to shape economic debates.
HET equips learners to revisit such ideas with fresh eyes.

Developing Methodological Awareness: HET famili-
arises learners with a wide range of methods, from
deductive reasoning to historical analysis to dialectical
logic. This exposure is invaluable for those seeking to
critically assess the foundations of economic theories
rather than merely apply them.

Philosophical and Ethical Reflection: Economics is
never ethically neutral. Studying its history brings into
focus the moral assumptions and visions of human well-
being embedded in economic models. It encourages
students to think about what kind of society economic
theory ultimately serves.
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* HET combines
economics with
philosophy, history,
politics, sociology,
and anthropology

* HET helps economists
think critically and
challenge existing
theories

¢ Philosophy plays
a crucial role in
economics by shaping
how theories are
developed, validated,
and understood
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* Epistemology,
methodology, and
philosophy of
science explore
the foundations of
economic knowledge

S

-~

n SGOU - SLM - M.A ECONOMICS - History of Economic Thought

The study of HET is inherently interdisciplinary. It connects
economics with:

e Philosophy: through questions of epistemology, logic,
and ethics

e History: by grounding theories in historical events and
processes

* Politics: by exploring how power and policy shape eco-
nomic outcomes

* Sociology and Anthropology: by recognising how cul-
tural and social structures influence economic life

This interdisciplinary character makes HET a uniquely reflec-
tive and enriching component in economics.

The study of the History of Economic Thought is both
intellectually rewarding and practically necessary. It reminds
us that economic theories are not eternal truths but human
constructions, created, debated, and sometimes discarded as
society changes. By engaging deeply with HET, postgraduate
learners are better equipped to become thoughtful economists,
capable not only of applying models but of questioning them,
refining them, and, when needed, imagining alternatives.

1.1.3 A Very Brief Introduction to Epistemology,
Methodology, and the Philosophy of Science

Economics, like any academic discipline, depends not only on
the development of theories but also on how those theories are
understood, validated, and justified. In this context, three key
areas of philosophical inquiry become essential: epistemology,
methodology, and the philosophy of science. While these may
appear abstract at first glance, they are deeply connected to the
way economists think, construct arguments, and engage with
the world.

Epistemology deals with the nature of knowledge, it asks how
we know what we claim to know, and what qualifies as valid
knowledge in the first place. Methodology, on the other hand,
refers to the systematic processes through which economic
knowledge is acquired, structured, and tested. Finally, the
philosophy of science takes a broader view, examining
whether economics qualifies as a science and what its status is
among other fields of inquiry.




* Epistemology is
the study of how
economists acquire
knowledge

* Rationalists rely on
reasoning, empiricists
on observation

* Empiricists believe
economic knowledge
comes from
observation and
experience

|
|
1

» Economics is debated
to be either objective

and moral values

or influenced by socialj

* Epistemology helps
students understand
where economic ideas
come from

For postgraduate students of economics, understanding these
domains is crucial. Not only do they help clarify the foundations
of economic theories, but they also foster critical thinking,
allowing learners to interrogate assumptions, appreciate
intellectual diversity, and engage in meaningful academic
debate.

1.1.3.1 Epistemology: How do Economists Know
What They Know?

Epistemology is the branch of philosophy that studies the nature,
origin, and limits of knowledge. In the context of economics,
epistemological questions revolve around how economists
arrive at their conclusions, what counts as legitimate knowledge
in the discipline, and whether such knowledge is objective or
shaped by values and perspectives.

One of the central debates in the epistemology of economics
is the distinction between rationalism and empiricism.
Rationalists argue that knowledge stems primarily from logical
reasoning and deduction. In economics, this tradition is visible
in the works of early theorists like Carl Menger of the Austrian
School, who believed that economic truths could be deduced
from basic principles about human action without the need for
empirical observation.

In contrast, empiricists assert that knowledge arises from
observation and experience. This view has its roots in the
British philosophical tradition and is reflected in the works of
Adam Smith and David Hume. These thinkers believed that
economic principles should be derived from the careful study
of human behaviour, markets, and history.

Another significant epistemological concern in economics is
whether the discipline is value-free or whether it is inevitably
influenced by social, political, and moral values. Traditional
economics often claims to be objective and scientific, free
from ideological biases. However, critics argue that economic
models and assumptions frequently reflect implicit value
judgments. For instance, the assumption that individuals always
act rationally to maximise their utility may ignore cultural and
ethical dimensions of human decision-making.

In this way, epistemology invites students to explore the
foundations of economic thought and reflect on the broader
implications of how knowledge is constructed within the field.

SGOU - SLM - M.A ECONOMICS - History of Economic Thought



1.1.3.2 Methodology: How are Economic
Theories Constructed and Justified?

Methodology refers to the set of procedures and techniques
that economists use to formulate theories, test hypotheses,
and interpret data. It provides the framework within which
economists operate and influences how research is conducted
and validated.

* Methodology is the
process economists
use to research and
analyse data

1. Deductive Method: One of the earliest methodological
approaches in economics is the deductive method,
which involves starting from a set of general principles
or axioms and logically deducing specific conclusions.
For example, neoclassical economics begins with the
assumptions that individuals aim to maximise utility and
that firms aim to maximise profits. From these premises,
economists derive models of consumer behaviour, market
equilibrium, and production. The deductive method
offers internal consistency and theoretical clarity, but it
has been criticised for relying too heavily on unrealistic
assumptions that may not correspond to actual behaviour.

* Uses logic to derive
conclusions from
general principles

2. Inductive Method: Another important approach is
the inductive method, which begins with empirical
observations and seeks to build generalisations based

» Uses observations
and data to build
generalisations

 Studies human
action to understand
economic laws

n SGOU - SLM - M.A ECONOMICS - History of Economic Thought m
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on patterns found in data. This method was championed
by the German Historical School and institutional
economists, who argued that economic theories should
be grounded in historical and institutional realities.
While the inductive method is often more descriptive and
context-sensitive, it may lack the predictive power and
generalisability that deductive models offer.

. Praxeological Method: A distinctapproachis found inthe

praxeological method of the Austrian School, particularly
in the works of Ludwig von Mises. Praxeology involves
deriving economic laws from the concept of purposeful
human action without relying on empirical testing.
According to this view, certain economic truths are
universal and self-evident, and empirical evidence cannot
refute them. This method, while internally rigorous, is
often critiqued for its lack of empirical engagement.




 Uses equations to
represent economic
relationships

* Studies how people
actually behave
through experiments
and simulations

* Economists debate
whether a model’s
assumptions must be
realistic or just make
accurate predictions

* The philosophy of
science questions if
economics is a science

* Idea of falsifiability
questions if economics
1s a science

4. Mathematical Modelling: In contemporary economics,
mathematical modelling has become the dominant
methodological tool. Economists use equations and
formal structures to represent economic relationships
and behaviours. While these models provide precision
and analytical power, they are sometimes detached from
real-world complexities. Critics argue that excessive
reliance on mathematical abstraction can obscure rather
than illuminate economic phenomena.

5. Experimental And Behavioural Economics: In recent
years, experimental and behavioural economics have
introduced new methods such as field experiments and
laboratory simulations to test how individuals actually
behave, often revealing systematic deviations from
the rational agent model. These approaches combine
empirical observation with rigorous design, offering
fresh insights into human behaviour.

Another key methodological issue concerns the role of
assumptions in economic modelling. Milton Friedman famo-
usly argued that the realism of assumptions does not matter
as long as the predictions of the model are accurate. This
instrumentalist view, while influential, has been challenged
by scholars who argue that assumptions should reflect real-
world behaviour to ensure the model’s explanatory relevance.
Methodology shapes not only how economists think but also
how they engage with evidence, formulate questions, and
define their field.

1.1.3.3. Philosophy of Science: Is Economics a
Science?

The philosophy of science is concerned with understanding
the nature of scientific inquiry. When applied to economics,
it raises important questions about whether economics can be
considered a science in the same way as physics or chemistry.
It also examines how scientific progress occurs and how
theories gain or lose legitimacy.

1. Karl Popper: One of the most influential philosophers
of science, Karl Popper, proposed the criterion of falsi-
fiability as the hallmark of scientific theories. According
to Popper, a theory is scientific only if it can, in principle,
be proven wrong through observation or experiment.
Many economic models, however, are built in such

SGOU - SLM - M.A ECONOMICS - History of Economic Thought n



a way that they cannot be definitively falsified. For
instance, the theory of rational expectations often adapts
to new data by adjusting auxiliary assumptions, thereby
evading rejection. This raises doubts about whether
economics meets Popper’s standard.

2. Thomas Kuhn: Thomas Kuhn, another key thinker,
introduced the idea of paradigm shifts. He argued
that science does not progress in a linear fashion but

« The idea of paradigm through revolutionary changes in dominant theoretical
shifts shows frameworks. According to Kuhn, economists operate
economics progresses within paradigms, such as classical, Keynesian, or
through big changes neoclassical, and these paradigms are only abandoned

when anomalies accumulate and a new framework
offers a better explanation. This perspective highlights
the historical and sociological dimensions of scientific
change.

3. Imre Lakatos: Building on Kuhn, Imre Lakatos
introduced the notion of research programmes, which
consist of a “hard core” of central assumptions protected

* Science progresses by a “belt’” of auxiliary hypotheses. In this view, scientific
through competing progress occurs when one research programme proves
research frameworks more fruitful than another in explaining empirical facts.

For example, the shift from Keynesianism to monetarism
in the late 20th century can be interpreted as a change in
dominant research programmes.

4. Paul Feyerabend: Paul Feyerabend, the most radical
of the group, argued that there is no single scientific
method and that methodological pluralism is essential.
He believed that rigid adherence to methodological
rules can hinder creativity and progress in science. In
economics, this perspective supports the inclusion of
diverse approaches, including historical, institutional,
feminist, and ecological economics.

* Science needs
multiple approaches
and methods to
progress

The philosophy of science thus invites economists to reflect on
the status of their discipline, not just as a body of knowledge
but as a form of intellectual inquiry shaped by methods, values,
and historical developments.

Epistemology, methodology, and the philosophy of science
provide the intellectual backbone of economic thought. They
compel economists to reflect on how knowledge is generated,
how theories are tested, and what counts as legitimate inquiry.

SGOU - SLM - M.A ECONOMICS - History of Economic Thought m
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For postgraduate students, understanding these foundations is

* The philosophy
of science helps
economists think
critically about their

not an optional exercise, it is essential for engaging critically
with the field and becoming thoughtful, reflective economists.
These areas of thought show that economics is not merely
a collection of models and equations but a living discipline
with a rich intellectual history. They remind us that behind

Geld every model lies a method, behind every method lies a belief

system, and behind every belief system lies a philosophy.

understand economics fully, we must engage with all three

mmarised Overview

To

)
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The History of Economic Thought argues that economic theories are products of their
time, shaped by cultural, historical, and intellectual contexts. Rather than being isolated
constructs, economic ideas are embedded in larger philosophical and scientific paradigms.
Understanding these origins helps illuminate the foundations and limitations of modern
economic theory. Epistemology, the philosophical study of knowledge. It introduces
different ways in which economists have sought to understand what constitutes valid
knowledge. These include rationalist approaches that prioritise logical consistency,
empiricist methods that rely on observation and experience, and constructivist views that
emphasise the role of interpretation and context. The tension between these approaches
has shaped economic modelling, theory construction, and empirical validation.

Methodology discusses how economists choose between various methods of enquiry.
It contrasts deductive reasoning, where conclusions are logically derived from a set of
axioms, with inductive reasoning, which builds general theories from observed facts.
The unit also discusses how methodological pluralism has developed in response to the
complexity of economic phenomena, especially in heterodox schools of thought. The
philosophy of science, highlights key thinkers such as Karl Popper and Thomas Kuhn.
Popper’s criterion of falsifiability, which asserts that scientific theories must be capable
of being proven false, is contrasted with Kuhn’s concept of scientific revolutions, where
dominant paradigms are occasionally replaced in disruptive shifts. These perspectives
show that the development of economic thought is not linear but characterised by
contestation, shifts in foundational assumptions, and changing methodological norms.

S

e

Assignments

1. Why is it important to study the History of Economic Thought in the context of
modern economics?

2. Differentiate between epistemology and methodology in the context of economic

analysis.
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3. How does the philosophy of science influence the evolution of economic theories?
4. Discuss how different methodological approaches impact economic reasoning and
conclusions.
5. Analyse the role of scientific paradigms in shaping the development of economic
thought.
N [
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.

O~
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Economic Ideas in Ancient
Civilisations

UNIT 2

Learning Outcomes
o . S
After completing this unit, the learner will be able to:
 identify the major economic ideas that emerged in ancient civilisations
+ explain the religious, cultural, and political foundations of early economic sys-
tems
» compare the economic practices and philosophies across different civilisations
+ assess the long-term influence of ancient economic thought on modern theo-
ries
N 4
Background
_J \S

Centuries ago, long before modern economics was taught in universities or published
in journals, people were already thinking deeply about how to live, trade, share, and
govern. Imagine a bustling marketplace by the Nile River, where Egyptian farmers
bring baskets of grain as taxes for the Pharaoh’s granaries. Or a scribe in ancient China,
carefully recording goods transported along the Silk Road. These moments, seemingly
simple, carried with them early forms of economic thinking. Every society, whether large
or small, faced common questions. How should wealth be shared? Who owns the land?
Should trade be free or controlled? Even in the absence of modern theories or equations,
people devised rules, customs, and stories to make sense of these issues. These early
attempts shaped the way communities survived and thrived.

Over time, as cultures grew and philosophies evolved, so too did their reflections on
economics. From sacred texts to royal decrees, from household management to empire-
wide taxation, early civilisations laid the foundation for what we now call economic
thought. Their ideas were often practical, sometimes moral, and always connected to the
larger goals of stability, justice, and harmony. Exploring the world of ancient economic

N r
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thought allows us to see how deeply embedded economics is in human experience. It was
not merely a matter of markets and money, but also of belief systems, social values, and

visions for a good life.

Keywords

Ancient Civilisations, Economic Practices, Ma’at,Han Dynasty, Arthashastra, Hebrew
Bible, Statecraft, Daoist Economic Thought

Discussion

* A sophisticated
economy that lasted
for over 3,000 years

* Egypt’s economy
was centered around
the Pharaoh’s divine
authority

1.2.1 Economic Thought in Ancient Egypt

The civilisation of Ancient Egypt, flourishing along the
banks of the Nile for over three millennia, developed one of
the earliest and most sophisticated systems of governance,
religion, and economy. While Egypt left no formal economic
treatise in the modern sense, its monumental records, temple
inscriptions, tomb paintings, legal papyri, and administrative
archives, reveal a deeply structured approach to economic life.
These records offer insights into how the ancient Egyptians
perceived value, organised production, distributed wealth,
managed labour, and integrated economic functions with
religion and monarchy.

Understanding  Egyptian economic thought requires
recognising its theocratic foundation: the Pharaoh was seen
as a divine figure, and all economic activity ultimately served
the cosmic and religious order, known as Ma’at. Within this
framework, economic life was centrally planned, redistributive,
and aimed at sustaining social harmony and divine favour
rather than pursuing individual profit or accumulation.

1.2.1.1 State-Centric Economic Organisation

In Ancient Egypt, the economy was fundamentally a
command-based, redistributive system. The central authority,
personified by the Pharaoh, controlled land, labour, production,
and the allocation of surplus. The state’s dominant role was
not merely administrative but sacred, as the Pharaoh’s duty
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was to maintain cosmic order through economic and social
stability. The majority of productive land was owned by the
state, temples, or elite administrators, and most people worked

* Command-based as tenant farmers or labourers on this land. After the harvest,
system controlled by grain and other produce were collected as taxes in kind and
the Pharaoh

stored in state granaries. These stocks were later redistributed
to priests, soldiers, craftsmen, and workers engaged in state-
sponsored projects like pyramid construction or canal digging.
This system reflects a classic redistributive economic model, a
term later coined by Karl Polanyi, where the central authority
collects and reallocates resources rather than allowing
decentralised market exchange to determine outcomes.

1.2.2.2 Labour and Taxation

Labour in Ancient Egypt was largely organised through
corvée, a form of unpaid compulsory labour owed to the state.
Each peasant family was required to contribute a portion of
their time and productivity to public works. This labour was
not only an economic obligation but also a civic and spiritual
duty, contributing to projects like temples, tombs, irrigation
canals, and royal monuments. Taxation was extensive and

o 10l Earocd] lalbr rigorously enforced. Officials, known as scribes, maintained
and strict taxation to detailed records of land ownership, crop yields, and labour
maintain its economy contributions. These bureaucrats formed a key part of the

Egyptian economy, ensuring the collection of taxes, auditing
temple incomes, and preventing misappropriation. It is worth
noting that failure to pay taxes or to deliver one’s labour
quota could result in severe punishment, highlighting the
coercive element embedded in the economic system. Yet, this
centralised model also ensured a degree of economic stability,
food security, and social cohesion during periods of favourable
environmental conditions.

1.2.2.3 Trade and Exchange

Although Ancient Egypt did not operate a market economy in
the modern sense, barter trade played a significant role in both
internal and external economic exchanges. Within villages and
local communities, commodities were traded directly, grain for
linen, livestock for pottery, and so forth. State granaries also
served as centres of exchange, where surplus could be stored
or redistributed. Long-distance trade routes connected Egypt
with Nubia, the Levant, and Mesopotamia. Goods such as gold,
ivory, ebony, incense, lapis lazuli, timber, and exotic animals
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economic dealings

were imported in exchange for Egyptian grain, papyrus, linen,
and manufactured goods. These trade relationships were
managed largely by the state, often via military expeditions
or diplomatic exchanges, rather than through open markets.
While some forms of money substitutes, like rings of gold
and silver or weights of copper, existed, coinage as a formal
medium of exchange only entered Egypt much later, under
Greek and Roman rule. Economic exchange remained rooted
in accounting practices and equivalency-based valuation,
rather than price competition.

1.2.2.4 Temples and Religion in Economic Life

Temples were not just religious centres; they were major
economic institutions. They owned vast tracts of land,
employed large workforces, and operated as centres of
storage, distribution, and even financial management. Temple
estates were managed by priests and scribes, functioning like
administrative units with their own labourers, artisans, and
transport networks. Religious festivals, temple rituals, and
royal jubilees were also deeply intertwined with economic
redistribution. Temples distributed food, clothing, and gifts,
often funded by state allocations or tribute from foreign lands.
Economic generosity, especially during festivals, was viewed
as an expression of divine favour and political legitimacy.
This fusion of religion and economics further reinforced the
legitimacy of the state and its redistributive role, placing
spiritual significance on material transactions.

1.2.2.5 Moral Order and Economic Justice: The
Concept of Ma’at

A core concept in Egyptian life, Ma’at, represented the ideals
of truth, justice, harmony, and cosmic order. In the economic
realm, Ma’at implied fairness in weights and measures, honesty
in trade, and responsibility in taxation. Injustice in economic
dealings was seen as a violation of Ma’at and, by extension,
a disruption of the divine balance of the universe. The state
had a moral duty to uphold Ma’at, not only through religious
rituals but also through just governance and equitable resource
distribution. Tomb inscriptions and papyri frequently praised
officials for “not cheating the poor,” “providing for the widow
and orphan,” and “giving bread to the hungry” , highlighting
that economic justice was a central virtue.
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The economic thought of Ancient Egypt, though not syste-
matised into abstract theories, presents a coherent and complex
vision of economic life. It was a vision rooted in religious
order, political authority, and social obligation. Through its
centralised redistributive system, compulsory labour, state-
controlled trade, and sacred ethics, Egypt crafted a model
where economic functioning was inseparable from the respo-
nsibilities of governance and the moral duty to maintain
balance and justice. Ancient Egypt offers a compelling case
of how deeply embedded economic logic can be in religious,
political, and social structures. It also serves as a reminder that
before the rise of markets and capitalist reasoning, economies
could flourish through entirely different institutional and
moral foundations.

1.2.2 Economic Thought in Ancient China

Ancient China offers a profound and enduring contribution to
the early development of economic thought. Unlike Western
traditions that often-separated economics from ethics or
governance, Chinese economic thinking was deeply rooted
in philosophy and statecraft. Central to this tradition were
questions about the moral obligations of rulers, the role of
agriculture in national prosperity, the control of commerce,
and the limits of state intervention. Chinese economic thought
was primarily practical and normative, focusing on how best
to secure social harmony, political stability, and collective
welfare.

The period covering the Zhou, Qin, and Han dynasties (roughly
1100 BCE to 200 CE) was especially rich in intellectual
development. Major schools of thought, Confucianism, Lega-
lism, and Daoism, each provided distinct perspectives on
economic life, influencing policy, administration, and the
general worldview of the Chinese elite.

1. Confucian Economic Thought: Morality, Stability,
and Agricultural Priority

At the heart of Confucianism is the belief that a well-ordered
society depends on virtue, moral behaviour, and hierarchical
harmony. Founded by Confucius (Kong Fuzi, 551-479 BCE),
this philosophy emphasised ethical governance and the ruler’s
responsibility to ensure the welfare of the people.
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In economic terms, Confucius promoted:

e Agriculture as the Foundation of Society: He consid-
ered farming to be the most honourable and essential
occupation, as it fed the population and anchored social
order. The ruler’s foremost economic duty was to ensure
that farmers could till the land without fear or insecurity.

e Commerce as Secondary and Morally Questionable:
Merchants were viewed with suspicion, as they were
seen to profit without producing. Accumulating wealth
through trade was not condemned outright but was
deemed less virtuous than agricultural labour.

* Moderate Taxation and Economic Justice: Confucius
advised rulers to avoid excessive taxation and to provide
for the poor. Stability came from just rule, not from ex-
ploitation or coercion. When rulers governed with be-
nevolence, people would willingly pay taxes and con-
tribute to society.

e Ethics in Administration: Officials were expected to be
morally upright and competent. Their role was to pro-
mote social harmony, not personal enrichment.

Confucian economics was thus less concerned with efficiency
or profit and more with moral legitimacy, social duty, and state
responsibility.

2. Legalist Economic Thought: State Control, Efficiency,
and Agricultural Expansion

Legalism, a rival school of thought during the Warring States
period (475-221 BCE), offered a starkly different vision.
Legalist thinkers like Shang Yang, Han Fei, and Li Si believed
that human beings are inherently self-interested and must
be controlled through strict laws, harsh punishments, and
centralised authority.

Economically, Legalists advocated for:

e State-directed Agriculture: Like the Confucians, Le-
galists valued agriculture, but for different reasons. They
saw it as the primary source of state power and popula-
tion stability. The state should reward farming and pe-
nalise non-essential occupations.

* Subordination of Commerce and Crafts: Legalists
actively discouraged trade and non-agricultural profes-
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sions unless they directly benefited the state. Laws limit-
ed private accumulation and prohibited economic activi-
ties that could lead to independent power bases.

e Standardisation and Bureaucracy: Legalists promot-
ed standard weights and measures, fixed prices, and reg-
ulated markets to ensure uniformity and state control.

e Collective Responsibility and Surveillance: People
were organised into households and groups, made col-
lectively responsible for each other’s actions. Economic
duties, such as tax payments or labour service, were en-
forced rigidly.

Legalism thus contributed an early model of economic
authoritarianism: a regime where the economy was mobilised
to serve state power, and where personal freedom in economic
matters was tightly restricted.

3. Daoist Economic Thought: Simplicity, Frugality, and
Natural Order

In contrast to both Confucian and Legalist visions, Daoism (or
Taoism) offered a laissez-faire approach rooted in harmony
with nature. Founded on the teachings of Laozi (6th century
BCE, although authorship is debated), Daoism rejected
artificial rules and coercion, advocating instead for minimal
interference and natural spontaneity.

Economic themes in Daoism include:

* Non-intervention (Wu Wei): Rulers should govern by
example and avoid meddling in the affairs of people. An
ideal economy was one where individuals pursued their
needs in harmony with natural rhythms, not under state
direction.

* Frugality and Self-sufficiency: Daoist texts praised
simple rural life, modest needs, and local economies.
Accumulation of wealth, technological development,
and commercial expansion were viewed as sources of
social disturbance.

* Scepticism towards Planning: Daoism distrusted gran-
diose state schemes and emphasised organic, decen-
tralised forms of economic organisation.

Though Daoism had less influence on official policy compared
to Confucianism or Legalism, it served as a counterbalance,




* Han Dynasty
combined Confucian
ethics with state
control

* The Han Dynasty’s
economy featured
state control,
price regulation,
public works, and
a Confucian civil
service

 China’s government
blended Confucian
values with Legalist
methods

* Prioritised morality
and collective welfare
over profit

offering intellectual support for limited government, ethical
restraint, and personal contentment.

4. Economic Administration under the Han Dynasty

During the Han Dynasty (206 BCE — 220 CE), Chinese rulers
attempted to integrate Confucian moral ideals with Legalist
administrative tools. This produced a hybrid economic system
combining state intervention with Confucian ethics.

Key features included:

*  Monopoly Control over Salt, Iron, and Alcohol: These
essential goods were brought under state control to gen-
erate revenue and prevent private profiteering.

* Price Stabilisation and Granary Systems: The state
bought grain during times of surplus and sold it during
shortages to stabilise prices, a remarkably advanced
form of counter-cyclical policy.

e Public Works and Infrastructure: Massive projects
like roads, canals, and flood control systems were under-
taken to support trade, agriculture, and military logistics.

e Confucian Civil Service: Officials were selected
through examinations on Confucian classics, but em-
ployed in roles that often-required Legalist rigour.

This blend of Confucian values and Legalist methods became a
lasting feature of Chinese governance, sustaining a centralised
yet morally anchored bureaucracy for centuries.

5. Enduring Legacy of Chinese Economic Thought

Ancient Chinese economic thought emphasised agriculture,
moral governance, and social stability over profit, innovation,
or individualism. Unlike Western traditions, which Ilater
celebrated market forces and rational self-interest, Chinese
traditions placed the collective welfare and moral duty of
rulers at the heart of economic life. Confucian ideas continued
to influence Chinese economic policy through the imperial
era, even when challenged by changing technologies or
foreign pressures. Legalist techniques were revived during
periods of centralisation, while Daoist restraint inspired rural
self-sufficiency and ecological consciousness. Together, these
traditions provided a holistic vision of economics, one in
which moral philosophy, political administration, and practical
concerns were seamlessly intertwined.
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Ancient Chinese economic thought represents one of the
most integrated and enduring traditions in the world. Through
Confucianism, it placed moral responsibility and social order
at the centre of economic life. Through Legalism, it advanced
early models of state regulation, legal enforcement, and
economic planning. Through Daoism, it reminded society of
the value of simplicity, non-interference, and harmony with
nature. Chinese thought offers an alternative vision to Western
economics, one grounded not in abstraction or maximisation,
but in ethics, duty, and balance. In the search for more inclusive
and sustainable economic models, these ancient perspectives
may still hold valuable lessons.

1.2.3 Economic Thought in Ancient India

Ancient India contributed significantly to the history of
economic thought, offering a sophisticated and multifaceted
understanding of economic life rooted in both practical
administration and ethical-spiritual principles. The economic
ideas of ancient India were embedded in religious scriptures,
legal codes, philosophical treatises, and political manuals.
These texts collectively reflected a worldview in which
economics, ethics, and governance were inseparable. Indian
economic thought was particularly advanced in areas such
as public finance, taxation, trade regulation, occupational
structure, property rights, and the role of the state. This
intellectual heritage is most famously captured in Kautilya’s
Arthashastra, a detailed treatise on governance and economics,
but also appears in the Vedas, Manusmriti, and the ethical
teachings of Buddhism and Jainism.

1. The Arthashastra of Kautilya

The Arthashastra, attributed to Kautilya (Chanakya), a minister
and advisor to Emperor Chandragupta Maurya (4th century
BCE), stands as the most systematic expression of ancient
Indian economic thought. It outlines a comprehensive model
of economic governance, deeply pragmatic yet embedded
within a moral-political framework.

Key elements of Kautilya’s economic thought include:

* Role of the State: The state is seen as the ultimate au-
thority in organising economic life. Kautilya argues that
the prosperity of the state is a prerequisite for its strength
and security. The king must actively promote economic
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activity, maintain law and order, and ensure the welfare
of his subjects.

e Public Finance and Taxation: A sophisticated system
of tax collection is detailed, with taxes on agriculture,
trade, professions, and manufacturing. The principle of
equity in taxation is evident: taxes must not be exces-
sive, and the state must avoid burdening the poor while
ensuring sufficient revenue.

e Trade and Commerce: The Arthashastra promotes
state regulation of markets, including control over pric-
es, weights and measures, and trade routes. It supports
both domestic and foreign trade, but cautions against
hoarding and speculative behaviour. State monopolies
over salt, mining, and alcohol are advised for both reve-
nue and control.

e Agriculture and Land Policy: Agriculture is prioritised
as the backbone of the economy. Land grants, irrigation
projects, and protection for farmers are key duties of the
state. The text proposes penalties for land left unculti-
vated, showing concern for productive use of resources.

* Labour and Wages: The Arthashastra discusses the
classification of workers, the regulation of wages, and
the legal protection of artisans and labourers. Slavery
existed but was regulated. Contracts and working condi-
tions were enforced through state authority.

e State Enterprises: The state is encouraged to engage
directly in economic production, including mining, tex-
tiles, armament manufacturing, and trade. This implies a
mixed economy with significant state intervention.

e Corruption and Ethics: A detailed account of corrup-
tion among officials is provided, with strategies to detect
and punish them. Kautilya emphasises that ethical ad-
ministration is essential for economic prosperity.

Thus, the Arthashastra presents an advanced and secular
model of political economy, arguably centuries ahead of its
time, anticipating many ideas found later in mercantilism and
modern public economics.

2. Economic Ideas in the Vedas and Smritis

Earlier Indian texts like the Rigveda, Yajurveda, and Smritis
(especially Manusmriti) also contain important economic
reflections, though more normative and religious in tone.
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Four Purusharthas: Indian philosophy identifies four
goals of life- Dharma (moral duty), Artha (wealth and
material prosperity), Kama (desire), and Moksha (libera-
tion). Economic activity (artha) is seen as legitimate and
necessary, provided it is pursued within the bounds of
dharma (ethical conduct).

Property and Wealth: Property was recognised as an
individual right, but with moral obligations. Hoarding
was discouraged; wealth was to be shared through dana
(charitable giving), especially during festivals and ritu-
als.

Occupational Division (Varna system): Economic
functions were divided among four varnas , Brahmins
(priests), Kshatriyas (warriors), Vaishyas (merchants
and agriculturists), and Shudras (labourers). This divi-
sion was hierarchical and rigid, but designed to create a
stable economic order.

Agriculture and Trade: Agriculture was idealised,
while trade and moneylending were permitted but mor-
ally regulated. Charging interest was allowed, but ex-
ploitative rates were condemned. Honest trade, just
prices, and protection of consumers were seen as part of
dharmic conduct.

Economic Regulation and Justice: Manusmriti pre-
scribes rules on taxation, contracts, weights and mea-
sures, inheritance, and punishment of theft or fraud ,
pointing to an early concern with economic justice and
institutional design.

Although not as pragmatic as the Arthashastra, these texts
reflect a moral and spiritual conception of economics, stressing
ethical duties over individual gain.

3. Buddhist and Jain Economic Thought

The rise of Buddhism and Jainism around the 6th century BCE
introduced a more ascetic and ethical approach to economic
life. These schools critiqued the materialism of both kings
and Brahmins and advocated non-violence, simplicity, and
compassion as guiding principles.
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Key Buddhist economic ideas are as follows:

Right Livelihood (Samma-ajiva): Part of the Noble
Eightfold Path, it instructs individuals to earn a living
without harming others. Professions involving weapons,
killing animals, or deceitful trade were discouraged.

Middle Path: While rejecting both extreme poverty and
excessive indulgence, Buddhism promotes moderation
in economic life. Wealth is not evil, but it must be earned
and used ethically.

Charity and Redistribution: Buddhism encourages
generosity (dana) and community support. Monasteries
became centres of redistribution and were supported by
lay donations.

Key Jain economic thoughts are as follows:

Emphasised non-possession (aparigraha) and non-vio-
lence (ahimsa) to the extent that even occupations harm-
ing insects or microbes were avoided. Though many
Jains became successful traders, they adhered strictly to
ethical codes in business.

Together, these traditions provided a humanitarian critique of
state-centred and caste-based economic models, advocating
ethical restraint, simplicity, and social welfare.

4. Trade and Urbanisation in Ancient India

Economic texts were not the only sources of economic
thinking. India’s trade networks, urban centres, and guild
systems reveal an economy that was far more dynamic and
diversified than often imagined.

Long-distance Trade: Ancient India traded with Mes-
opotamia, China, Rome, and Southeast Asia, exporting
textiles, spices, metals, and precious stones.

Guilds (Shrenis): Artisans and merchants formed guilds
that regulated quality, training, wages, and dispute res-
olution. These served as proto-industrial organisations
with their own rules and mutual support mechanisms.

Urban Planning: Cities like Mohenjo-Daro and Taxila
had structured layouts, drainage systems, and commer-
cial districts, reflecting thoughtful economic organisa-
tion.
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e Coinage and Money: While barter remained common,
silver and copper coins were minted from the 6th centu-
ry BCE. Coinage facilitated taxation and trade, marking
the gradual formalisation of monetary systems.

These features show that India developed economic institutions,
markets, and trade networks alongside its ethical and political
systems. Studying Indian economic thought offers not only a
window into early political economy but also a non-Western
paradigm, one that integrates governance, ethics, religion, and
commerce into a holistic vision of economic life.

1.2.4 Economic Thought in Ancient Greece

Ancient Greece holds a foundational place in the history of
Western intellectual traditions, and its economic thought,
though not developed as a distinct field, is deeply embedded
in philosophy, politics, and ethics. Greek thinkers were less
interested in practical economics (like trade mechanics or
statecraft) and more focused on the nature of value, justice,
the role of the household, private property, and the moral
implications of wealth and poverty. Economics was approached
as a sub-branch of philosophy , especially ethics and politics.
Key figures such as Xenophon, Plato, and Aristotle provided
the first systematic reflections on economic life. While their
ideas were often normative, they laid the groundwork for
future economic inquiry, including distinctions between use
value and exchange value, just price theory, division of labour,
and debates over private versus communal property.

1. Xenophon

Xenophon (c. 430-354 BCE), a student of Socrates, is credited
with one of the earliest known uses of the term oikonomia
(from which the modern word ‘economics’ is derived),
meaning “household management”. In his work Oeconomicus,
Xenophon:

* Emphasised the management of household and estate as
the foundation of economic order. For him, the art of
managing slaves, land, and resources wisely was both
practical and virtuous.

» Discussed division of labour, observing that productivi-
ty increased when tasks were specialised, a precursor to
what later economists like Adam Smith would formalise.
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* Advocated frugality, discipline, and orderliness in man-
aging wealth. He saw economic success as a result of
rational planning and virtue, not greed or chance.

In Ways and Means, Xenophon proposed ideas for public
finance and state revenue, suggesting that Athens could
increase wealth through silver mines, trade incentives, and
attracting skilled immigrants , a remarkably proto-economic
policy treatise.

Though not a theorist in the modern sense, Xenophon
treated economic organisation as a matter of moral and
civic importance, linking prosperity to wisdom and social
responsibility.

2. Plato

Plato (c. 427-347 BCE), in his seminal work The Republic,
explored the organisation of an ideal society and the economic
structures necessary to support it.

Key ideas include:

* Division of Labour: Plato argued that people are natu-
rally suited to different roles, rulers, warriors, and pro-
ducers. Specialisation increases efficiency and social
order.

e Communal Property: In his ideal republic, Plato pro-
posed that the guardian class (rulers and soldiers) should
not own private property or family units. This was meant
to prevent corruption and promote loyalty to the state.

e Trade and Wealth: Plato viewed commerce with sus-
picion. He saw profit-seeking as morally dangerous and
believed that excessive wealth and poverty both under-
mine the just society. He supported moderate wealth,
just distribution, and public oversight.

e Just Price and Justice in Exchange: While not deeply
developed, Plato alludes to fair exchange in the market-
place and the importance of truthful dealing. Justice, for
Plato, was harmony, both within the soul and the city, and
economic justice was a crucial element of this harmony.

In summary, Plato embedded economic thinking in political

philosophy and moral psychology, framing it as part of the
broader quest for justice and societal well-being.
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3. Aristotle

Aristotle (384-322 BCE), Plato’s student, provided the most
systematic and enduring reflections on economic life in anti-
quity. His work Politics and Nicomachean Ethics include
foundational economic concepts that continued to influence
thought into the medieval period.

His key contributions are:

e Natural vs. Unnatural Acquisition: Aristotle distin-
guished between:

o OQikonomia (natural acquisition): acquiring
goods necessary for household management
(e.g., farming, craftsmanship).

o Chrematistics (unnatural acquisition): the art
of making money for its own sake, especially
through trade and usury, which he saw as mor-
ally suspect.

« Aristotle emphasised e Use Value vs. Exchange Value: Aristotle introduced the
that wealth and notion that every good has two uses:

property should serve

o Use value: its practical function (e.g., a shoe for
the common good P (cg

wearing),

o Exchange value: its value in trade (e.g., a shoe
exchanged for another good).

* Critique of Usury: Aristotle famously denounced inter-
est-taking as unnatural, since money should be a medi-
um of exchange, not a source of profit by itself.

e Justice in Exchange: Aristotle stressed the idea of com-
mutative justice, fairness in trade. Prices should reflect
proportional equality, not mere supply and demand.

* Private Property and the State: While he supported
private ownership, Aristotle argued that property must
serve the common good. Ownership leads to responsi-
bility, but excessive wealth concentration harms civic
harmony.

Aristotle’s ideas on value, ethics in trade, and limits of

profit laid the moral-philosophical foundation for medieval
scholastic economics and later debates in political economy.
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4. Economic Life in the Greek Polis

Greek city-states (poleis) were relatively small but
economically complex:

e Slavery was foundational to production. Free citizens
generally did not engage in manual labour, which was
seen as demeaning.

* Trade and Coinage: Markets thrived, especially in port
cities like Athens. Coinage (introduced around the 6th
century BCE) facilitated monetary exchange and taxa-
tion.

¢ Public Finance: Revenues came from tributes, customs,
and taxes on trade and land. Public expenditures includ-
ed military, festivals, and infrastructure.

Despite a vibrant economic life, economic activity was
subordinated to politics and virtue. Unlike modern views that
celebrate accumulation and growth, Greeks saw economic
activity as a means to live a good life, not an end in itself.

Ancient Greek economic thought, though interwoven with
ethics and politics, introduced foundational concepts, value,
justice in exchange, division of labour, money, and the moral
limits of wealth, that would echo through centuries of economic
theory. While Plato’s vision was idealistic and collectivist,
Aristotle’s analysis was more grounded and empirical, offering
early attempts to distinguish economic functions and evaluate
their moral legitimacy. Greek economic thought offers not
only historical context but an enduring challenge: to consider
whether economics should serve virtue and justice, or simply
efficiency and profit.

1.2.5 Economic Thought in the Hebrews and the Bible

The Hebrew tradition, as documented in the Old Testament
(also known as the Hebrew Bible), offers a rich and morally
grounded perspective on economic life. While it does not
present formal economic theories or models, it provides a
comprehensive ethical framework that regulates ownership,
labour, commerce, debt, wealth, and social justice. The biblical
approach to economics is rooted in the belief that God is the
ultimate owner of all resources, and humans are stewards
entrusted to manage them justly and compassionately.
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This spiritual perspective translates into a social philosophy
in which economic justice, community welfare, and ethical
restraint are paramount. The Hebrew model blends divine
commandments with practical regulations for daily life ,
influencing not only Jewish but also Christian and Islamic
economic doctrines in the centuries to follow.

1. Private Property and Stewardship

The Hebrew Bible recognises the legitimacy of private
property, but with clear limits. Land, in particular, is seen as
a divine gift, and ownership is conditional upon moral use.
As stated in Leviticus 25:23: “The land must not be sold
permanently, because the land is mine and you reside in my
land as foreigners and strangers.” Property rights were to be
respected, but not absolute. Landowners had obligations to
their community , especially to the poor and strangers , who
were to be allowed to glean leftover crops (Leviticus 19:9-
10). Thus, ownership was tied to ethical duties, not just legal
rights. Wealth had to serve communal well-being.

2. Labour and the Dignity of Work

The Hebrew tradition affirmed the dignity of labour. Unlike
some classical societies that demeaned manual work, the Bible
considered labour a form of obedience and responsibility. The
Sabbath principle institutionalised rest: workers, including
slaves and animals, were to be given a day off each week
(Exodus 20:8—11). This reflects an early commitment to work-
life balance and humane labour regulation. Workers were to
be paid promptly and fairly: “Do not withhold wages from a
hired worker overnight” (Leviticus 19:13). This shows early
concern for economic justice in employment.

3. Wealth, Poverty, and Redistribution

The Bible does not condemn wealth in itself, but it repeatedly
warns of the spiritual and social dangers of excessive
accumulation. Riches could lead to arrogance, oppression,
and alienation from God and community. The poor were to
be protected and supported, not blamed. Many passages
command compassionate redistribution: “If any of your fellow
Israelites become poor...do not take interest or any profit from
them” (Leviticus 25:35-37). Wealth was to be shared through
charity and just business practices, reflecting the belief
that economic life must promote collective well-being, not
personal indulgence.
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4. Interest, Debt, and Economic Restraint

Charging interest (usury) on loans to fellow Israelites was
strictly prohibited (Exodus 22:25, Deuteronomy 23:19),
though it was allowed with foreigners. This rule reflected a
concern for solidarity and equity among the community.

Debt forgiveness was institutionalised through the Sabbatical
Year (every 7th year) and the Jubilee Year (every 50th year):

o Sabbatical Year: All debts were to be cancelled, and
the land was left fallow.

o Jubilee Year: Land that had been sold due to debt was
returned to original families, and indentured servants
were freed.

These mechanisms were designed to prevent permanent
poverty, landlessness, and inequality, recognising that wealth
disparities, if left unchecked, could tear apart the moral fabric
of society.

5. Trade, Honesty, and Just Weights

The Hebrew Bible promoted honesty in trade. False
weights, measures, or deception in commerce were seen as
abominations: “Do not have two differing weights in your
bag, one heavy, one light. Use honest scales and honest
weights...” (Deuteronomy 25:13—15). Economic exchanges
were to be transparent, truthful, and free from exploitation.
Trustworthiness in business dealings was considered a
reflection of one’s faith and righteousness.

6. Community and Economic Justice

The Hebrew tradition places economic life squarely within a
communitarian and covenantal framework. Justice (tzedek)
and compassion (chesed) were central values. The prophets
often criticised wealth disparity and economic injustice. For
example, Amos condemned the elite for trampling the poor
and living in luxury at their expense. Justice was not simply
procedural but substantive and redistributive. It required
that every member of society have access to the means of
livelihood and live with dignity.

7. Influence and Legacy

The economic teachings of the Hebrew Bible shaped not
only Jewish law and ethics, but also Christian economic
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thought and, indirectly, Islamic economic traditions. Ideas
such as the prohibition of usury, debt forgiveness, and ethical
commerce would reappear in medieval scholasticism, early
Church teachings, and even in debates over modern economic
justice and welfare. The economic vision of the Hebrews
and the Bible is moral, relational, and communal. It does not
seek economic growth for its own sake, nor does it celebrate
wealth without purpose. Instead, it affirms an economy of
stewardship, fairness, and social responsibility, grounded in
divine principles.

1.2.6 Economic Thought in Ancient Rome

Ancient Roman economic thought was not expressed through
dedicated economic treatises like in modern times, but it
was reflected in legal codes, administrative practices, moral
philosophy, and the writings of statesmen and thinkers.
The Romans were deeply practical and institutional in
their approach to economic life. Unlike the philosophical
moralising of the Greeks or the religiously grounded ethics of
the Hebrews, Roman economic thinking was anchored in law,
order, property rights, taxation, and imperial governance.

Roman society developed some of the most sophisticated
legal and infrastructural systems of the ancient world, and
these significantly shaped their approach to economics. Key
thinkers such as Cicero, Seneca, and Pliny the Elder, along with
the rich tradition of Roman law, contributed to a worldview
where the economy was essential for sustaining state power,
civil peace, and personal honour.

1. Roman Views on Property and Wealth

The Romans highly valued private property and developed
detailed legal definitions for ownership, inheritance, and
land transfer. Dominium (absolute ownership) became a
cornerstone of Roman legal tradition. Land ownership was
closely tied to citizenship, status, and political power. The
aristocracy (Senatorial class) derived both social prestige and
economic wealth from large agricultural estates (latifundia).
Wealth accumulation, particularly through agriculture, was
celebrated. Trade and commerce were allowed but seen as less
noble. A wealthy Roman was expected to invest in land, not
just trade.

{3
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2. Labour, Slavery, and Production

Slavery was central to Roman economic production,
particularly in agriculture, mining, and household services.
Slaves were considered property and their labour was a major
source of surplus. Manual labour by free citizens was often
looked down upon, especially in elite circles. However,
craftsmen, smallholders, and merchants formed an important
part of urban and rural economies. The Roman economy was
largely agrarian, but with a significant degree of urbanisation
and specialisation. Towns and cities thrived with artisans,
bakers, builders, and traders.

3. Commerce, Markets, and Infrastructure

Romans maintained vibrant local and international markets.
Trade extended across the Mediterranean, connecting
with Africa, the Middle East, India, and Northern Europe.
Coinage and taxation systems were advanced. Currency was
standardised, facilitating long-distance trade. Taxation was
institutionalised and often farmed out to private collectors.
Infrastructure such as roads, ports, aqueducts, and warehouses
supported economic expansion and integration. Rome’s
engineering feats were essential to its commercial and military
dominance. Although profit-making was not glorified, Roman
law protected contracts, trade agreements, and commercial
transactions, contributing to a relatively stable economic
environment.

4. Roman Law and Economic Order

Roman law was one of the most enduring legacies of the empire
and covered a wide range of economic relations: property
rights, inheritance, contracts, leasing, loans, bankruptcy, and
labour relations. The Twelve Tables (5th century BCE) and
later Justinian Code became key reference points for medieval
and modern legal systems. Legal thinkers like Ulpian and
Gaius codified principles of economic justice and property use.
These legal ideas underpinned notions of economic liberty,
security, and predictability. Roman jurisprudence emphasised
pacta sunt servanda (agreements must be kept), a key principle
in modern contract law.

5. Stoicism, Ethics, and the Moral Role of Wealth

Roman thinkers were influenced by Stoic philosophy, which
emphasised virtue, moderation, and duty. Writers like Cicero
and Seneca viewed wealth as neither good nor evil , its moral
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value depended on how it was used. Cicero, in De Officiis,
argued that wealth must be subordinated to virtue and public
service. Honest work and fair trade were acceptable, but
greed, fraud, and luxury were condemned. Seneca, a Stoic
philosopher, condemned excessive wealth and indulgence.
He promoted a simple life and believed that true wealth lay
in virtue, not material goods. These moral views tempered
Roman economic life with a philosophy of ethical restraint,
even in a society that greatly valued wealth and power.

6. Decline and State Control

During the late Roman Empire, economic decline set in due to
over-taxation, inflation (especially under Diocletian), reliance
on slavery, rural depopulation, and military overstretch.

Emperors like Diocletian and Constantine responded with
heavy state intervention:

o Price controls and wage regulations (e.g., Edict on
Maximum Prices).

o Compulsory occupations (e.g., making sons follow
fathers’ trades).

o Tighter control over peasants and declining urban au-
tonomy.

These policies marked a shift from market-driven to
bureaucratic economic management, laying a foundation for
the feudal and command economies of the medieval era.

Ancient Roman economic thought, though lacking systematic
theory, laid the institutional, legal, and infrastructural
groundwork for future economic development. The
Roman focus on property, contracts, statecraft, and public
infrastructure was remarkably forward-looking. Through its
law, administration, and philosophical discourse, Rome built a
practical, rule-based, and hierarchical economy that sustained
one of the largest empires in history. For postgraduate
learners, it offers a case study in how economic systems,
legal institutions, and ethical values can combine to support
imperial governance , and how their decline may foreshadow
systemic collapse.
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The Egyptian economy revolved around a highly centralised state system that controlled
land, labour, and resources. The Pharaoh, regarded as a divine figure, coordinated
agricultural output through an extensive bureaucracy. Economic life was geared towards
sustaining the state and temple institutions, and taxes were paid in kind. In ancient China,
Confucian thought emphasised harmony, hierarchy, and moral order, while Legalist
traditions promoted state control and efficiency. The economy was structured around
agriculture, with strong regulation of markets and prices. The writings of philosophers
like Confucius and Han Feizi contained early insights into governance, labour division,
and public administration.

Ancient Indian economic ideas were embedded in religious and philosophical texts
such as the Arthashastra and the Manusmriti. These works discussed taxation, trade,
property rights, and the role of the state. Kautilya’s Arthashastra, in particular, laid out
a sophisticated framework of public finance, economic regulation, and administrative
organisation. Greek thinkers like Xenophon and Aristotle debated the nature of wealth,
the ethics of commerce, and the role of the household in economic life. Aristotle
distinguished between oikonomia (household management) and chrematistics (money-
making), a dichotomy that would influence future debates on morality and capitalism.

The Hebrew Bible, particularly the Torah, articulated principles of social justice, debt
forgiveness, and equitable land distribution, including the Jubilee Year and Sabbatical
Year. These teachings influenced later Christian and Islamic economic doctrines and
reinforced the moral dimension of economic thought. Roman economic thought
developed within a legalistic and militarised context. Roman jurists contributed to the
understanding of property, contracts, and obligations. Their institutions supported trade,
urban development, and large-scale resource extraction. Although pragmatic in nature,
Roman economic organisation left a legacy of legal and administrative norms.

Assignments

1. Explain the economic structure of ancient Egypt and its reliance on state control.
2. Compare the economic ideas found in Chinese Confucian and Legalist traditions.

3. Discuss the significance of Kautilya’s Arthashastra in shaping early Indian economic
thought.

4. Differentiate between Aristotle’s concepts of oikonomia and chrematistics.

5. Analyse how economic justice was conceptualised in the Hebrew Bible.
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6. What role did legal frameworks play in Roman economic development?
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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UNIT 3[Economic Thought in Religious and
Medieval Contexts

Learning Outcomes
o . S
After completing this unit, the learners will be able to:
* describe the core economic ideas found in early Christian and Islamic tradi-
tions
+ explain the contributions of Scholastic thinkers to medieval economic thought
» analyse Thomas Aquinas’s approach to value, justice, and commerce
» evaluate how religion shaped economic concepts such as interest, property,
and trade
N ;
Background
J \S

In a time when kingdoms rose and fell, and trade routes stretched across deserts and seas,
people turned not only to rulers but also to religion for answers about life, including how
to live and trade justly. Religion offered more than spiritual guidance; it shaped how
societies approached wealth, poverty, commerce, and fairness. In cathedrals, mosques, and
monasteries, scholars debated questions of morality and economics with equal fervour.

During the Middle Ages, Europe saw monasteries become centres of not only worship but
also economic activity. Agricultural estates were managed by monks, and economic ethics
were taught alongside scripture. At the same time, Islamic cities like Baghdad and Cordoba
thrived as hubs of scholarship and trade, where thinkers explored the harmony between
economic order and divine law. These religious traditions offered unique perspectives on
how wealth should be distributed, how trade should be conducted, and what justice meant
in material life.

It was also a period of contradictions, markets expanded, but so did the suspicion of
profit; money was necessary, yet earning interest was condemned. Within this complexity,

N
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thinkers like Thomas Aquinas and the Scholastics tried to bridge theology and economy.
Their debates around “just price,” the legitimacy of profit, and the morality of contracts
laid the groundwork for later economic reasoning.

Exploring the religious and moral roots of economic thought in this period helps us
understand how ethical concerns and spiritual values were interwoven with practical life.
It reveals a world where economics was not separate from theology, but a part of it, a
means to serve community, fairness, and faith.
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Keywords

Christian Thought, Islamic Contributions, Scholastics, Aquinas, Just Price, Usury,
Economic Justice, Moral Philosophy

Discussion
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1.3.1 Early Christian Economic Thought

The emergence of Christianity marked a radical shift in the
ethical and spiritual understanding of economic life. Early
Christian teachings were primarily concerned with moral
obligations, compassion, social justice, and the spiritual
dangers of wealth. Unlike Greek philosophy, which emphasised
rationality and logic, or Roman thought, which was structured
around law and governance, Christian economic ideas were
deeply embedded in religious ethics and community welfare.
These principles influenced not only the structure of Christian
communities in the early centuries but also the development
of medieval economic thought and the future doctrines of the
Catholic Church and Scholasticism. Though early Christianity
did not develop systematic economic theories, its teachings
formed a value-laden framework addressing fundamental
economic issues such as poverty, inequality, labour, property,
and the use of wealth. The teachings of Jesus, the apostles, and
the early Church Fathers laid the groundwork for an ethics-
first approach to economic life , one that prioritised the well-
being of the community, especially the poor and marginalised,
over individual profit or accumulation.
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1. Teachings of Jesus Christ on Wealth and Poverty

Jesus Christ, the central figure in Christianity, conveyed a clear
message about the moral implications of wealth and the virtue
of poverty. His teachings, found in the Gospels, consistently
expressed concern about the corrupting influence of material
riches. For example, in the Gospel of Matthew (6:24), Jesus
declares: “No one can serve two masters... You cannot serve
both God and Mammon.” This verse illustrates the perceived
incompatibility between devotion to God and the pursuit of
wealth. In another passage from the Gospel of Mark (10:25),
Jesus says: “It is easier for a camel to go through the eye of
a needle than for a rich man to enter the kingdom of God.”
These statements were not anti-wealth in the modern sense
but reflected a spiritual critique of greed, attachment to
possessions, and economic inequality. The call to “sell all you
have and give to the poor” was a recurring moral imperative
directed at those who wished to follow a life of righteousness.
The early Christian view did not necessarily condemn the
possession of wealth outright but emphasised that it must
be used for righteous and communal purposes, especially to
support the poor and vulnerable.

2. The Apostolic Tradition and Early Church Practices

The Apostles of Christ, particularly St. Paul and St. Peter,
reinforced these ethical standards in their teachings to early
Christian communities. The Acts of the Apostles provides
significant evidence of how these early believers attempted
to construct a communal economic life. “All the believers
were together and had everything in common. They sold
property and possessions to give to anyone who had need.”
(Acts 2:44-45). This model of voluntary communalism was
an expression of Christian brotherhood, prioritising mutual
care over individual ownership. It was not enforced by law
but inspired by spiritual devotion and love (agape) for one’s
neighbour. In this system, wealth was seen not as a private
entitlement, but as a divine resource to be used for the good of
all. Moreover, early Christians engaged in systematic charity,
collecting resources to help the poor, widows, orphans, and
the sick. Almsgiving became an essential religious duty, and
those who were better off were expected to give generously
and regularly.
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3. Christian Views on Labour and Stewardship

In Christian teaching, labour was redefined as a noble and
essential part of human existence. It was not a punishment for
sin, as in some interpretations of the Fall, but rather a means of
participating in God’s creative order. Work was seen as a moral
obligation and a contribution to the well-being of society. St.
Paul stated in his letter to the Thessalonians (2 Thessalonians
3:10): “If anyone is not willing to work, neither shall he eat.”
This statement affirmed both the dignity and responsibility of
work. Christians were encouraged to engage in honest labour
and to avoid idleness or dependence on others without reason.
The notion of stewardship further enriched Christian economic
thought. God was viewed as the ultimate owner of all creation,
and humans were merely caretakers or trustees. This meant
that all possessions were to be used wisely, justly, and with
accountability. Wealth was not condemned per se, but its use
carried ethical responsibilities.

4. Voluntary Poverty and the Monastic Ideal

One of the unique features of early Christian economic ethics
was the elevation of voluntary poverty as a spiritual ideal.
Many early Christians believed that true piety required the
renunciation of worldly possessions. The example of Jesus,
who lived without property and relied on the hospitality of
others , inspired many to live in radical simplicity. This ideal
found its most structured expression in the monastic movement,
which began in the 3rd and 4th centuries CE. Monks and nuns
took vows of poverty, chastity, and obedience, and lived in
communal settings where all property was shared. Monasteries
became both spiritual centres and economic institutions
;managing land, producing goods, and distributing food
and charity. They offered a model of non-capitalist, ethical
economic life, based on spiritual devotion and communal
values.

5. Trade, Usury, and Commercial Ethics

Although early Christianity did not condemn trade outright, it
took a cautious stance toward profit-making and commerce.
Economic transactions were expected to be honest, fair, and
free from deception. Merchants were warned against greed,
fraud, and exploitation, as these were considered sins against
both divine law and neighbourly love. The Christian suspicion
of usury (charging interest on loans) was particularly strong.
While the Old Testament already prohibited usury among
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Israelites, early Christians extended this principle further,
eventually influencing medieval Church doctrine to ban all
forms of interest. This opposition was based on the belief that
money should not breed money, and that lending should be
an act of charity, not a means of enrichment at the expense
of others. These attitudes towards trade and lending laid the
foundation for later ideas such as the “just price” doctrine,
which sought to ensure fairness and equity in economic
exchange.

6. The Institutional Role of the Early Church in
Economic Life

As Christianity became the official religion of the Roman
Empire in the 4th century CE, the Church evolved into a major
economic institution. It began to own land, collect tithes and
donations, and establish systems of care for the poor and sick.
The Church thus played a dual role: it functioned both as a
moral authority and as an economic administrator. The Church
Fathers, such as St. Ambrose, St. Augustine, and St. Jerome,
developed deeper reflections on wealth, poverty, and justice.
St. Ambrose, for instance, argued that the wealth of the rich
was morally owed to the poor, while Augustine considered
pride and greed to be the root causes of economic inequality.
These theological reflections would influence the development
of Canon Law and the Scholastic tradition, which sought
to integrate Aristotelian logic with Christian ethics in later
centuries.

Early Christian economic thought provides a morally rich and
ethically grounded framework for understanding economic life.
While it did not produce formal theories of supply, demand, or
production, it deeply influenced how economic relationships
were conceptualised in terms of justice, compassion, and
community. By promoting charity, stewardship, equitable
distribution, and ethical labour, Christianity offered a
counter-narrative to the self-interest and materialism that can
characterise economic systems. For the postgraduate learner,
this period offers crucial insight into how religious and
moral values have historically shaped economic institutions
and practices, reminding us that economics is not just about
markets and incentives, but also about values, responsibilities,
and visions of a just society.

{3
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1.3.2 Islamic Contributions to Economic Thought

Islamic civilisation, particularly during the Golden Age
(8th—14th centuries CE), made profound contributions to
various branches of knowledge, including economics. Islamic
economic thought grew from the Qur’an, Hadith (sayings
of the Prophet Muhammad), and Islamic jurisprudence
(Shariah), which provided the moral and legal framework
for managing economic life. Unlike early Christian thought,
which emphasised renunciation of wealth, Islamic thought
acknowledged the legitimacy of wealth creation, trade, and
private ownership, while insisting on justice, fairness, and
ethical responsibility.

Muslim scholars during the Abbasid period developed practical,
legal, and philosophical reflections on markets, prices, labour,
taxation, commerce, and public finance. Figures such as Abu
Yusuf, Al-Ghazali, Ibn Khaldun, and Ibn Taymiyyah provided
some of the earliest systematic analyses of economic issues.
Their works deeply influenced later economic thought, both
within the Islamic world and in Europe during the Renaissance.

1. The Economic Foundations of Islam

Islam regards economic activity as a natural and essential
part of human life, provided it is pursued within the bounds
of divine law. The Qur’an encourages lawful trade, condemns
exploitation, and commands fairness in economic dealings.
Key principles include:

* Prohibition of Riba (Usury/Interest): Islam strictly
forbids interest-based lending, viewing it as exploitative
and unjust. Instead, it encourages profit-and-loss shar-
ing, risk-sharing, and ethical investment.

* Zakat (Compulsory Almsgiving): One of the five pil-
lars of Islam, zakat mandates the redistribution of wealth
from the rich to the poor. It functions as both a religious
duty and a fiscal policy, supporting welfare, charity, and
public spending.

*  Ownership and Stewardship: Islam recognises pri-
vate property but views humans as stewards (khalifah)
of God’s resources. Wealth must be acquired through
lawful means (halal), used ethically, and shared for the
benefit of society.

m SGOU - SLM - M.A ECONOMICS - History of Economic Thought



e Justice and Avoidance of Exploitation: The Qur’an
commands fairness in contracts, trade, and wages. Fraud,
hoarding, and monopolistic behaviour are prohibited.

These core values created a framework in which commerce,
agriculture, and industry could flourish under -ethical
supervision.

2. Abu Yusuf and Public Finance

* Abu Yusuf developed Abu Yusuf (731-798 CE), a student of Imam Abu Hanifa,

early Islamic fiscal was one of the earliest thinkers to articulate an Islamic theory
theory in Kitab al- of public finance in his work Kitab al-Kharaj (The Book of
Kharaj Taxation). He served as the Chief Judge (Qadi al-Qudat)

under the Abbasid Caliph Harun al-Rashid.

Key contributions include:

» Arguing that the primary function of the state is to en-
sure justice and promote the welfare (maslahah) of the
people.

» Advocating fair and equitable taxation. He rejected ar-
bitrary levies and insisted that taxes should not oppress
citizens or discourage production.

* Emphasising the protection of property rights, encour-
aging agriculture, and condemning corruption in tax col-
lection.

* His work influenced fiscal thought across the Islamic
world and contributed to the development of a moral the-
ory of taxation based on public welfare, rather than mere
revenue maximisation.

3. Al-Ghazali

Al-Ghazali (1058-1111 CE) was a philosopher, jurist, and
theologian whose work 7hya’ Ulum al-Din (The Revival of
Religious Sciences) covered ethics, politics, and economics.
He viewed economic life as necessary for religious and social
stability, and placed strong emphasis on intention (niyyah) and
morality in economic actions.

Key ideas include:

» Trade and profit are acceptable when conducted honestly
and without greed.
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* Production and division of labour are necessary for so-
cial harmony and specialisation.

* The just price is one that is determined fairly through
market processes, provided there is no fraud or manip-
ulation.

* He discouraged hoarding and monopoly, viewing them
as socially harmful.

Ghazali’s ethical approach to economics foreshadowed the
moral economy concepts that later appeared in Scholastic and
Christian thought.

4. Ibn Taymiyyah

Ibn Taymiyyah (1263-1328 CE) contributed to the
understanding of market regulation, pricing mechanisms, and
public accountability. He argued that prices are determined by
demand and supply, a significant insight that predated classical
economic theory.

Notable contributions:

* He rejected price-fixing by the state unless there was
fraud or market manipulation. Free pricing was accept-
able in a competitive and fair market.

* Emphasised the importance of moral behaviour in trade,
including honesty, full disclosure, and fulfilment of con-
tracts.

* Advocated for state intervention in cases of hoarding,
deceit, or harm to public interest.

His writings formed the theoretical backbone of Islamic
market ethics, balancing free exchange with state oversight to
maintain justice.

5. Ibn Khaldun

Ibn Khaldun (1332-1406 CE) is considered by many historians
as one of the founders of modern economic thought. In his
magnum opus Mugaddimah, he offered a remarkably advanced
analysis of economic and social dynamics.

Key economic insights include:

* Labour Theory of Value: Ibn Khaldun argued that hu-
man labour adds value to goods, an idea that predated
Adam Smith and Karl Marx.
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* Islamic economic
thought shows that
economics is a moral
science, aiming for
justice, balance, and
collective well-being
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e Division of Labour: He showed how specialisation in-
creases productivity and is essential for urban develop-
ment and state prosperity.

e State, Taxation, and Economic Decline: He warned
that excessive taxation discourages work and produc-
tion, leading to economic stagnation. His Laffer Curve-
like observation on diminishing tax returns is especially
notable.

e Cyclical View of History: Ibn Khaldun introduced the
idea that civilisations rise and fall in cycles, with eco-
nomic corruption and tax greed leading to political de-
cline.

His insights combined economic reasoning with sociology,
history, and political philosophy, a truly interdisciplinary
perspective centuries ahead of its time.

6. Institutional and Legal Contributions

Islamic civilisation developed a robust institutional framework
that supported economic growth:

*  Wagqf (Charitable Endowments): These were non-prof-
it foundations established to fund education, healthcare,
and social welfare, a precursor to modern civil society
institutions.

e Islamic Contracts and Business Forms: Legal struc-
tures such as Mudarabah (profit-sharing), Musharakah
(joint venture), and Murabaha (cost-plus financing) fa-
cilitated risk-sharing and ethical trade.

* Markets (Souqs) were regulated by a public officer
(muhtasib) who ensured fair pricing, weights and mea-
sures, and ethical business practices.

These systems created a vibrant commercial environment,
with legal and moral incentives for entrepreneurship, while
also protecting public interest.

Islamic economic thought offers a rich and ethically grounded
tradition that integrates commerce, justice, faith, and social
welfare. Its thinkers developed ideas on taxation, pricing,
market behaviour, and wealth distribution long before such
topics were formally studied in the West. The Islamic tradition
underscores the fact that economics has always been a deeply
moral and social science. The Islamic thinkers of the classical




* A medieval
intellectual method
that combined
Christian theology
with Aristotelian logic
to judge economic
behavior

period provided not only practical guidance for economic life
but also normative frameworks rooted in the quest for justice,
balance, and collective prosperity.

1.3.3 Rquinas and the Scholastics - Economic
Thought in the Middie Ages

The period known as the Middle Ages marked a critical turning
point in the evolution of economic thought. This era, spanning
roughly from the 5th to the 15th century CE, witnessed the
rise of Scholasticism, an intellectual movement rooted in
Christian theology, canon law, and the revival of classical
philosophy, particularly Aristotle. Thinkers of this time were
concerned with the ethical and moral dimensions of economic
activity, and they integrated economic questions into broader
theological and philosophical discussions.

At the forefront of this movement was St. Thomas Aquinas,
whose systematic and rigorous treatment of ethical issues
laid the foundations for a medieval moral economy. The
Scholastics did not develop abstract economic models, but
they offered important insights into areas such as pricing, just
wages, property, trade, and usury, which deeply influenced
European thinking well into the early modern period.

1. Scholasticism

Scholasticism was the dominant method of inquiry in
medieval European universities. It aimed to reconcile faith-
based teachings with logical reasoning. The goal was not only
to understand divine truths but also to apply them to practical
human affairs, including those of economic significance. The
key features of Scholastic Methodology are as follows:

* A heavy reliance on Scripture and Christian doctrine.

» Use of Aristotelian logic and categories for systematic
analysis.

* A moral lens for judging economic behaviours and so-
cial relations.

* An emphasis on justice, ethics, and natural law.

This theological and philosophical integration ensured
that economic questions were always considered within a
framework of moral responsibility and social justice.
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2. St. Thomas Aquinas

St. Thomas Aquinas (1225-1274), a Dominican friar and
theologian, was the most influential Scholastic thinker. In his
magnum opus Summa Theologica, Aquinas discussed various
economic issues not as a separate discipline but under the
category of moral theology. His economic ideas were grounded
in the belief that natural law, which stems from divine order,
governs all aspects of human behaviour, including economic
transactions. Within this framework, Aquinas explored topics
such as the just price, property rights, usury, and the ethical
role of labour and trade.

3. The Doctrine of Just Price

One of Aquinas’s most important contributions to economic
thought is the doctrine of just price (pretium iustum).

The just price was understood as the price that reflects:
» The true value of the good in society
* The effort and cost of production
* The needs of the buyer and seller

* Market conditions, but only to the extent that they did
not lead to exploitation

This price was not necessarily fixed but had to be morally
fair, ensuring that neither the buyer nor the seller gained at the
unfair expense of the other.

The just price doctrine rejected extreme profits, deception, and
manipulation of scarcity. Aquinas argued that a seller who took
advantage of urgent need or ignorance was morally at fault,
even if such conduct was legally permissible. The exchange
had to respect the principle of commutative justice, fairness in
reciprocal dealings.

4. Usury and the Ethics of Lending

Aquinas followed and reinforced the longstanding Christian
prohibition of usury, defined as charging interest on loans. His
opposition to usury was both theological and philosophical.

a. Money as a Sterile Medium: Aquinas believed that
money itself does not produce anything. Unlike tools
or animals, money has no inherent productive function.
Therefore, to charge interest for its use was to charge for

nothing, which he considered unjust.
s
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that private property
should ultimately
serve the common
good, especially in

emergencies

b. Lending as an Act of Charity: From a moral stand-
point, lending money should be a service to others, es-
pecially in times of need. The goal should be supporting
the borrower, not profiting from their vulnerability.

c. Allowable Exceptions: Despite the general ban, Aqui-
nas acknowledged certain exceptions where compensa-
tion for loss or risk might be permissible. For instance:

o Ifalender incurred a real loss due to the loan

o Ifthe borrower delayed repayment, causing dam-
ages

These exceptions would later be used to reinterpret usury laws
in favour of developing financial practices during the early
capitalist period.

5. Private Property and the Common Good

Unlike early Christians who advocated communal living,
Aquinas supported private property, considering it natural and
beneficial. The justification for private property are as follows:

* Encourages responsibility and productive use of resourc-
es

* Prevents conflict over commonly held goods

* Enhances social order and efficient management

However, Aquinas emphasised that all property ultimately
served the common good. In emergencies, it was morally
acceptable to use another’s property to save life or prevent
harm, reflecting the Christian virtue of charity over strict
legalism.

6. Trade, Labour, and Profit

Aquinas’s views on trade were more balanced than those of
earlier Church Fathers.

a. Ethical Trade: He recognised the utility of merchants,
especially those who facilitated exchange between distant
regions. However, he stipulated that traders must:

o Act with honesty
o Avoid fraud or misrepresentation

o Charge reasonable prices, not exploiting need or
scarcity
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b. Profit: Profit was acceptable if it was:

o Gained honestly
o Used to support one’s family and charitable causes

o Not driven by greed or unjust practices

Aquinas’s moderate defence of trade and profit signalled a shift
towards a more realistic engagement with market activities,
though always within a moral framework.

7. Other Scholastic Contributions

a. Albertus Magnus: As Aquinas’s teacher, Albertus ex-

panded Aristotle’s economic concepts and laid ground-
work in the value theory and the ethics of exchange.

. Duns Scotus and William of Ockham: These thinkers

questioned objective value, suggesting that prices could
vary based on circumstances and human judgment,
thereby anticipating subjective value theories.

. Nicholas Oresme: An early monetary theorist, Oresme

warned against the debasement of currency, arguing that
rulers who tampered with coinage betrayed public trust
and harmed economic stability.

8. The School of Salamanca and Late Scholastics

Though chronologically later (16th century), the School of
Salamanca in Spain represented the culmination of Scholastic
economic reasoning.

The key thinkers like, Francisco de Vitoria, Domingo de Soto,
Luis de Molina, Juan de Mariana revisited Aquinas’s work and
further developed ideas such as:

Subjective theory of value (goods are valued according
to human needs)

Foreign exchange markets and monetary analysis

Early articulation of what resembles the quantity theory
of money

Their writings bridged the gap between medieval moral
philosophy and early modern economic theory, setting the
stage for later thinkers like Adam Smith.
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* Spanish Scholastics
refined Aquinas’s
ideas, introducing
subjective value
theory, foreign
exchange insights, and
early monetary theory,
bridging medieval and

modern economics

Medieval economic thought, as represented by Aquinas and
the Scholastics, was fundamentally concerned with morality,
fairness, and the common good. Though lacking in formal
economic models, their insights offered:

» A coherent system of moral evaluation of economic life

* Foundational ideas on pricing, profit, and property

» Enduring debates on usury, justice, and social responsi-
bility

This tradition underscores that economics has always
been embedded in larger questions of ethics, theology, and
philosophy. Scholastic thought represents a critical chapter
in the story of how humans sought to balance markets with

morals, and commerce with conscience.

mmarised Overview

)

Early Christianity offered a vision of economic life grounded in moral values such
as charity, humility, and communal welfare. Drawing from biblical teachings, early
Christian communities emphasised the virtues of simplicity and condemned excessive
wealth and materialism. The economic ideas in the New Testament, particularly in the
Acts of the Apostles and the Gospels, underscored a communal sharing of goods and the
ethical responsibility to aid the poor. Commerce was not wholly rejected, but it was to be
governed by spiritual values rather than personal gain.

As Christian doctrine matured, Church Fathers such as Augustine and Ambrose began
integrating classical and biblical perspectives. Their writings questioned the legitimacy
of wealth accumulation, especially if it came at the expense of the poor. They laid the
foundation for later Scholastic thinkers by framing economic activity within the context
of divine justice and human obligation.

The Islamic Golden Age contributed significantly to economic thought between the 8th
and 14th centuries. Muslim scholars such as Al-Ghazali and Ibn Khaldun offered detailed
insights into markets, taxation, labour, and monetary policy. Islamic economic thought
was rooted in the Quran and Hadith, which emphasised lawful trade (halal), prohibition
of usury (riba), and the moral responsibility of wealth-holders. Markets were seen as
institutions for communal benefit, and economic exchange was to be conducted fairly
and transparently. Ibn Khaldun, in particular, advanced ideas about labour, value, and the
role of the state in sustaining economic vitality.

The Scholastics, primarily based in European universities and monastic schools, sought
to reconcile Aristotelian philosophy with Christian theology. Thomas Aquinas emerged
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as the most influential Scholastic thinker. In his Summa Theologica, Aquinas developed
the concept of the “just price,” arguing that value should reflect the common good rather
than mere market forces. He addressed the morality of trade, condemning fraud, excessive
profit, and usury, but also recognising the necessity of commerce in a functioning society.
Aquinas treated economic activity as a moral and social duty, not just a private affair.
Scholastic contributions extended beyond Aquinas. Other thinkers debated the ethics
of contracts, property rights, and the role of the state in regulating markets. While their
analysis lacked the mathematical models of later centuries, their reflections were rigorous
and often precursors to modern economic thought. Their integration of ethics, theology,
and economic practice established a unique tradition where moral values remained
central to discussions of wealth and trade.

N 4
Assignments
1. Discuss the economic teachings found in early Christian scriptures.
2. How did Islamic scholars like Ibn Khaldun contribute to early economic thought?
3. Explain the doctrine of “just price” in the writings of Thomas Aquinas.
4. What role did religion play in shaping economic practices during the Middle Ages?
5. Analyse the contribution of the Scholastics to the ethical foundations of economics.
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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Mercantilism, Cameralism, and

UNIT 4 Early Scientific Traditions in

Economics
Learning Outcomes
o . S
After completing this unit, the learners will be able to:

» understand the features of Mercantilism and Cameralism

 discuss the role of Natural Law and Natural Rights in economic theory

+ assess the contributions of Cantillon, Turgot, and the Physiocrats

» analyse the evolution of economic order from state-centred to nature-based

systems

N 4
Background

In the early days of modern Europe, cities were busy with trade and ports were filled
with goods from faraway lands. Ships arrived heavy with spices, silver, textiles, and
tales of distant empires. Behind this energetic exchange was an evolving idea: that a
nation’s power depended on its wealth, especially its stock of gold and silver. This belief
would shape economic policies for over two centuries. Meanwhile, in the palaces and
universities of continental Europe, royal advisors and scholars wrestled with the question
of how to govern complex societies. They began to link administration, economics, and
public policy in a systematic way. The ideas that took shape during this time marked a
turning point, the start of a more scientific and philosophical approach to understanding
economic life.

Some thinkers turned away from the state and looked instead to nature for guidance. They
believed that just as the physical world followed natural laws, so too should the economy.
Observing patterns in land use, trade, and labour, these early economists tried to uncover
the rules that made societies flourish or fail. Their work would influence generations of
thinkers and lay the foundation for modern economics. The journey from mercantile
control to natural order is not just a story of ideas but also of changing times. As empires
expanded, populations grew, and political authority shifted, economic thought evolved in
response.
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1.4.1 Mercantilism

Mercantilism was the prevailing economic ideology in
Europe between the 16th and 18th centuries, coinciding with
the rise of the modern nation-state. Though not a formal
economic theory in the modern sense, it represented a logical
set of beliefs and policy recommendations that sought to
strengthen the state by maximising its wealth, especially in
the form of precious metals. The mercantilist era marked a
significant departure from the moral economy of the medieval
Scholastics, moving toward a more practical and policy-driven
approach. The central concern of mercantilist thinkers and
policymakers was how to increase national wealth and power
in a competitive international environment. This gave rise to
a host of interventionist policies, rooted in the conviction that
economic prosperity was best achieved through a strong state
and a favourable balance of trade. They are:

1. The Core Beliefs of Mercantilism

At the heart of mercantilist thought was the assumption that
wealth was finite, and nations had to compete for a larger share
of it. Economic relations were viewed as a zero-sum game,
one nation’s gain was seen as another’s loss. This belief led to
several central ideas that characterised mercantilist thinking.

a. Wealth as Bullion: Mercantilists equate wealth with the
amount of gold and silver (bullion) held by a nation. This
belief stemmed from the fact that precious metals were
universally accepted and valued as means of exchange and
instruments of state power. The accumulation of bullion
was seen not only as a sign of national prosperity but also
as a source of military strength. Hence, policies were craft-
ed to ensure that more money flowed into the country than
out, resulting in a positive balance of trade.




* Mercantilism stressed
bullion wealth, export
surplus, state control,
population growth,
and full resource use

b. Export Promotion and Import Restriction: Mercantil-

ists advocated for an economic system that encouraged ex-
ports while discouraging imports. By exporting more than
it imported, a nation could earn foreign gold and silver,
thus increasing its wealth. To promote this goal, govern-
ments provided subsidies to exporters, maintained state
monopolies in certain trades, and placed high tariffs and
restrictions on imports. The ideal mercantilist economy
was one that produced a wide range of goods domestically
and depended minimally on foreign suppliers.

. Role of the State: Mercantilism placed the state at the

centre of economic life. Unlike the modern liberal idea of
a self-regulating market, mercantilists believed that gov-
ernment intervention was necessary to achieve economic
and national objectives. The state acted as a planner and
protector, enforcing regulations, granting monopolies,
managing trade routes, and supporting industries consid-
ered vital to national interest. This form of economic na-
tionalism assumed that only the state had the foresight and
power to protect domestic industries and ensure national
security.

. Labour and Population as Economic Assets: A large

and productive population was viewed as a source of na-
tional strength. Mercantilists considered labour to be the
most important factor of production. They believed that
increasing the population through pro-natalist policies or
migration would increase production, enlarge the tax base,
provide cheap labour, and raise military potential. Unem-
ployment or underemployment was seen as a waste of po-
tential wealth, and therefore, state policies were designed
to ensure full utilisation of human resources.

. Full Utilisation of Resources: Idle land and unproductive

labour were seen as morally and economically harmful.
Mercantilists favoured policies that encouraged the culti-
vation of wastelands, the establishment of manufacturing
units, and the development of trade infrastructure. The aim
was to harness all available resources for productive use so
that national income and tax revenue could be maximised.

2. Prominent Mercantilist Thinkers and Their Contri-

butions

Though mercantilism was largely a body of policy
prescriptions rather than abstract economic theory, several
authors systematised and defended its principles.
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a. Thomas Mun (England): One of the most well-known
English mercantilists, Thomas Mun served as a director of
the East India Company and advocated for an export-ori-
ented trade policy. In his influential work, England’s Trea-
sure by Forraign Trade (published posthumously in 1664),
Mun argued that the key to increasing a nation’s wealth lay
in exporting more than it imported. He discouraged the
import of luxury goods and encouraged the development
of domestic industries capable of producing substitutes for
imports.

b. Jean-Baptiste Colbert (France): Colbert, the French fi-
nance minister under King Louis XIV, applied mercantilist
principles with vigour and precision. His version of mer-
cantilism, often referred to as Colbertism, involved active
government control over the economy. Colbert promoted
domestic manufacturing by establishing state-sponsored
workshops, improving transport and infrastructure, regu-
lating guilds, and enforcing strict quality control. He also
developed the French navy and colonial enterprises to ex-
pand the export base and secure raw materials.

c. Antonio Serra (Italy): Antonio Serra is considered one
of the earliest theorists to suggest that a country’s wealth
was linked to industrial productivity, not just to its stock
of bullion. In his 1613 treatise, Serra argued that wealth
arose from a nation’s capacity to produce and trade man-
ufactured goods. This emphasis on urban production pre-
figured later economic ideas about division of labour and
productive efficiency.

Mercantilist governments utilised a range of policy instruments
to pursue their objectives of national economic self-sufficiency
and the accumulation of precious metals, particularly bullion.
These tools were aimed at strengthening domestic industries,
increasing exports, and limiting reliance on foreign economies.
One of the primary instruments was the imposition of tariffs
and quotas, which served to restrict imports and protect local
producers from foreign competition. Alongside this, export
subsidies were provided to encourage the sale of domestic
goods in international markets, thereby enhancing the
nation’s trade surplus. Navigation laws formed another key
element of mercantilist policy. These laws ensured that only
ships belonging to the nation could be used for transporting
exports and imports, thereby securing control over maritime
trade and supporting the domestic shipping industry. Colonial




* Classical economists
rejected mercantilism
distortions

* Mercantilism
influenced modern
economic policy

expansion also played a central role in mercantilist strategy.
Colonies were exploited as suppliers of raw materials and as
guaranteed markets for the export of manufactured goods,
thereby reinforcing the economic dominance of the mother
country. Additionally, governments often granted monopolies
and exclusive charters to trading companies or industries
considered vital to national interests. These privileges were
intended to stimulate growth in targeted sectors and consolidate
economic control. Together, these policy instruments highlight
the strategic, centralised, and interventionist approach charact-
eristic of mercantilist economic thinking.

Although mercantilism influenced European economic policy
for more than two centuries, it eventually faced intense criticism
from later economic thinkers. Among the most notable critics
were the classical economists, particularly Adam Smith,
who challenged the fundamental assumptions of mercantilist
doctrine. Smithand his contemporaries argued thatmercantilism
wrongly equated money with wealth, overlooking the fact that
genuine wealth is rooted in the production and consumption of
goods and services. Furthermore, they criticised the system for
encouraging economic inefficiencies by supporting monopolies
and protective trade practices. These policies, they believed,
distorted market functioning and limited economic progress.
Another major critique was that mercantilism prioritised the
interests of the state over the freedoms of individuals. By
doing so, it disregarded the importance of individual liberty
and the natural, self-regulating mechanisms of markets that
classical economists saw as essential for economic prosperity.

Despite these critiques, mercantilism had a lasting legacy. It
initiated economic planning, recognised the role of the state in
development, and laid the groundwork for modern industrial
policy. In recent times, aspects of mercantilist thinking, such
as strategic trade policy, protection of infant industries, and
economic nationalism, have re-emerged in the policies of
both developing and advanced nations.

1.4.2 Cameralism

Cameralism emerged in German-speaking Europe during
the 17th and 18th centuries as a comprehensive approach to
public administration, economics, and governance. Though
often described as the German version of mercantilism,
cameralism was more academic, systematic, and internally
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focused. It combined economic management with state-
building, emphasising the well-being of the population,
efficient governance, and revenue generation. Cameralism
marked an important transition toward modern public finance
and administrative economics and left a strong imprint on the
evolution of economic thought, especially in Central Europe.
The term Cameralism derives from the German word Kammer,
meaning “‘chamber”, particularly the treasury or administrative
office of the princely courts. Cameralism initially referred
to the art of managing state revenues and expenditures, but
it eventually grew into a broad intellectual movement that
encompassed economic theory, social policy, and civil service
training. While mercantilism focused on external trade and
colonial expansion, Cameralism was more concerned with
internal economic order and efficient administration. It sought
to design policies that would improve national income,
population productivity, and administrative discipline within
the territorial boundaries of the state.

e Cameralism blended
governance with
economics

The goals of cameralist theory and policy were closely aligned
with those of absolutist rulers who wanted to centralise control
and modernise their domains. These objectives included:

a. Increasing State Revenue: Cameralists believed that the
strength of the state depended on its financial capacity.
They advocated for systematic taxation, meticulous re-
cord-keeping, and efficient public finance management.
This required the training of bureaucrats who were well-
versed in accounting, economics, and law.

b. Promoting Agriculture and Industry: Recognising that
taxation required a productive base, cameralists encour-
* Cameralism fostered aged the development of both agriculture and manufactur-
state-led disciplined ing. They promoted land reforms, irrigation systems, and
development rural colonisation, alongside incentives for crafts and early
industrial enterprises. The state often provided resources,
guidance, and protection to sectors seen as economically

strategic.

¢. Strengthening the Population: A healthy and expanding
population was regarded as the cornerstone of a powerful
and prosperous state. Cameralist thinkers, who were influ-
ential in shaping administrative and economic policies in
early modern Europe, advocated for a range of measures
aimed at strengthening the population as a means of re-
inforcing state power. Their policies focused on reducing
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» Cameralists shaped
ethical state
economics

mortality rates and improving overall public health and
hygiene. By ensuring better living conditions and medical
care, they sought to enhance the well-being and longevity
of the populace. In addition, cameralists encouraged mar-
riage and childbirth as a means to increase the population,
viewing demographic growth as essential for economic
productivity and military strength. They also emphasised
the importance of vocational education and training, aim-
ing to develop a skilled and disciplined workforce that
could contribute effectively to the state’s development.
Importantly, the human resource was not viewed merely
as a factor of production but as the central asset of gover-
nance and statecraft. Nurturing and managing the popula-
tion was thus seen as a vital responsibility of the state in its
pursuit of power and stability.

. Promoting Moral and Social Discipline: Cameralism

was also deeply moralistic. It sought to mould a disci-
plined citizenry, loyal to the sovereign and committed to
productive labour. Education was not only about literacy
but about instilling values of obedience, thrift, punctuali-
ty, and duty, all considered essential for orderly economic
development.

Several cameralist scholars laid foundational ideas that
influenced not only German administration but also broader
European thinking:

a.

Johann Heinrich Gottlob von Justi (1717-1771): Von
Justi is considered one of the most systematic thinkers of
cameralism. He believed in state guidance of the economy,
not just for the sake of revenue but for the well-being of the
people. His writings outlined detailed plans for education,
health, taxation, police, and economic management, advo-
cating a rational and humane monarchy.

b. Georg Heinrich Zincke (1692-1769): Zincke emphasised

the need for a trained and ethical civil service. He believed
that administrators must understand economics and public
welfare to govern effectively. He contributed to the idea
that economic policy must be underpinned by ethical con-
siderations and empirical knowledge.

. Wilhelm von Schrioder and Philipp Wilhelm von

Hornigk: These earlier cameralists provided blueprints
for national economic development, stressing agricultural
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self-sufficiency, domestic industry, and social order. They
predated the Enlightenment yet envisioned a rationally or-
ganised economy with paternalistic state intervention.

Cameralism left a significant and lasting imprint on the evol-
ution of economic thought through its unique integration of
administration and economics. One of its key contributions
was the emphasis it placed on administrative competence as a
crucial driver of economic development. Cameralists believed
that effective governance and capable civil service were
essential for managing the economy and promoting national
prosperity. Another major contribution was the central role
given to public finance. Long before classical economists
formally addressed issues of taxation and budgeting,
cameralists had already identified fiscal management as a
cornerstone of statecraft. Their systematic approach to revenue
« Cameralism pioneered and expenditure laid the groundwork for later developments in
fiscal-administrative public finance theory. Cameralism also pioneered the use of
economics statistical and demographic analysis in managing populations
and planning resources. By collecting and analysing data,
cameralists sought to make informed decisions about labour
allocation, social policy, and economic planning, anticipating
modern approaches to empirical economics and policy
evaluation. Furthermore, cameralist thought helped redefine the
relationship between the individual and the state. It promoted a
model that combined paternalistic oversight with an emphasis
on individual productivity and social responsibility. This
nuanced view recognised the role of the state in guiding and
supporting its citizens, while also expecting them to contribute
actively to national development. Through these contributions,
cameralism served as an important precursor to both modern
economic theory and public administration. Although
cameralism faded with the rise of classical political economy,
many of its ideas survived in continental administrative law,

fiscal policy, and social welfare planning.

Cameralism represents a distinctive European tradition that
emphasised the role of rational governance, public finance,
and productive citizenship. While it shared mercantilism’s
concern for national strength and economic management, it
was more internally focused and bureaucratically structured.
By integrating economic thought into statecraft and public
administration, cameralists laid the foundation for modern
public economics and policy analysis.
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* Natural law inspired
economic liberty

* Locke linked rights to
property economics

1.4.3 The Natural Law

The Natural Law—Natural Rights tradition represents one of
the most influential intellectual currents in the development
of Western political and economic thought. Originating in
classical philosophy and evolving through Christian theology,
this tradition reached new heights during the Enlightenment
when thinkers began to argue that individuals possess inherent
rights by virtue of being human. These rights, such as the
right to life, liberty, and property, were seen as grounded in
universal moral principles, not merely state laws or customs.
In economic thought, this tradition laid the groundwork for
later liberal economic theories by asserting that individuals
had a natural right to acquire property, engage in voluntary
exchange, and benefit from their labour. It played a foundational
role in shaping ideas about economic freedom, limited
government, and the legitimacy of private property. Thinkers
in this tradition questioned absolute authority and advocated
for a society governed by reason, justice, and mutual respect.
The roots of natural law can be traced back to Ancient Greek
philosophy, especially in the works of Plato and Aristotle, who
believed in a universal order of justice that human laws should
reflect. This idea was later refined by Roman jurists, who
distinguished between jus naturale (natural law) and jus civile
(civil law). In the medieval period, theologians like Thomas
Aquinas integrated Christian doctrine with Aristotelian
philosophy. Aquinas held that natural law was derived from
divine reason and that human beings, through reason and
conscience, could understand and apply it. Natural law thus
formed the ethical basis for laws governing society, including
economic relations.

During the 17" and 18™ centuries, natural law evolved into
natural rights theory, especially through the works of thinkers
like Hugo Grotius, Samuel Pufendorf, John Locke, and later
the Physiocrats. They shifted the focus from divine command
to human autonomy, reason, and individual dignity. The
English philosopher John Locke (1632-1704) is perhaps
the most influential figure in connecting natural rights with
economic thinking. In his Second Treatise of Government,
John Locke put forth foundational ideas that would later
shape liberal political and economic thought. He asserted
that individuals possess natural rights to life, liberty, and
property—rights that exist independently of any government
or social contract. These rights, according to Locke, are
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inherent and must be preserved in any just society. Central
to his theory of property was the idea that ownership arises
when individuals apply their labour to natural resources. By
mixing their effort with the land or materials found in nature,
people transform these resources into personal property. This
process, he argued, legitimises private ownership in a natural
and moral sense. Locke maintained that the primary function
of the state is to protect these individual rights, not to interfere
with them. He opposed arbitrary authority and rejected the idea
of redistributive governance, emphasising that the legitimacy
of the state depends on its respect for and defence of the
rights of its citizens. Through this framework, Locke laid the
groundwork for the later development of classical liberalism
and capitalist property rights. Locke’s emphasis on private
property as a natural right laid the foundation for classical
liberalism and justified economic activities such as trade,
investment, and wealth accumulation, so long as they respected
others’ rights. The natural rights tradition also influenced
emerging ideas about freedom of contract, where individuals
were seen as morally and legally free to enter into agreements
based on mutual consent. This underpinned the moral defence
of markets as voluntary systems of exchange, contrasting with
feudal obligations or state-imposed constraints.

During the Enlightenment, natural law was increasingly
secularised. Thinkers argued that reason alone was sufficient
to understand justice, rights, and social order. Hugo Grotius, a
Dutch legal scholar, advanced the idea that natural law would
remain valid even without God, making it arational basis for law
and ethics. Samuel Pufendorf built on Grotius’s ideas, arguing
that society should protect individual liberty, family life, and
property, thereby contributing to peace and prosperity. By the

* Enlightenment 18th century, natural rights thinkers had begun to celebrate the
secularised natural moral autonomy of individuals, linking economic productivity
economic order with personal virtue. The right to pursue one’s economic

interest, accumulate wealth, and engage in exchange was
increasingly seen not just as practical but as morally justified.
This shift helped legitimise the market system and weakened
older feudal and authoritarian constraints on economic life.
The Physiocrats, an 18th-century French school of economic
thought, were deeply influenced by the natural law tradition.
They believed in a natural order governing economic life,
which, if left undisturbed, would lead to prosperity. The
Physiocrats, especially Francois Quesnay, argued that the
economy had its own natural laws, similar to those of physics
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* Natural rights justified
economic liberty

* Natural rights bridged
ethics and economics

or biology. Government interference, they believed, should
be minimal, and the economy should be allowed to function
freely , a doctrine captured in the phrase laissez-faire (let do).
Their famous slogan, “Let nature take its course,” exemplified
this philosophy.

The Physiocrats considered land to be the ultimate source
of wealth and saw private property rights as sacred. They
advocated for reforms that would protect property and allow
farmers and landlords to operate freely within the natural
economic order. This emphasis on property rights and
minimal intervention fed directly into Adam Smith’s classical
liberalism. The Natural Law—Natural Rights tradition has had
a profound and enduring influence on both political philosophy
and economic thought. At its core, this tradition offered a
moral framework that justified economic freedom, the right
to private property, and the legitimacy of voluntary exchange
between individuals. These principles underscored the belief
that individuals are endowed with inherent rights that precede
and limit the authority of the state. This tradition also redefined
the role of government, positioning it not as an active agent of
redistribution or control, but as a guardian of individual rights.
The state’s legitimacy, under this view, depends on its ability
to uphold and protect these rights rather than infringe upon
them. The intellectual foundations laid by this tradition were
instrumental in shaping liberal political economy. Thinkers
such as Adam Smith, David Ricardo, and John Stuart Mill
drew heavily on its principles, advocating for free markets,
limited government intervention, and the moral and economic
value of individual autonomy. Beyond economics, the Natural
Law—Natural Rights tradition also contributed significantly to
the development of modern constitutionalism, human rights
law, and governance based on the rule of law. Its emphasis
on individual dignity, legal equality, and the constraints on
arbitrary power continues to influence contemporary legal and
political institutions worldwide.

The Natural Law—Natural Rights tradition forms a vital
intellectual bridge between medieval moral economy and
modern economic liberalism. By asserting that individuals
have inherent rights grounded in reason and justice, this
tradition transformed economic thought from a theologically
governed framework to one based on moral autonomy, rational
order, and universal principles. Its legacy is evident in many
modern economic concepts, such as property rights, freedom
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of contract, and limited government, all of which remain
pillars of contemporary economic institutions.

1.4.4 Richard Cantillon

Richard Cantillon (1680—1734) occupies a unique position
in the history of economic thought. Though he lived in the
era of mercantilism, his work exhibits a systematic and
analytical approach that foreshadowed classical economics.
His only known work, Essai sur la nature du commerce en
genéral (Essay on the Nature of Trade in General), was written
around 1730 and published posthumously in 1755. The essay
is considered one of the first comprehensive treatises in
economics, offering a unified explanation of markets, value,
money, and entrepreneurship. Cantillon’s work is significant
not only because of the topics he explored, but also because
of the methodological rigour he applied. He used a deductive,
logical style that later influenced thinkers like Adam Smith,
Turgot, and Jean-Baptiste Say. Some scholars have called him
“the father of enterprise economics” or “the first economic
theorist” because of the depth and originality of his insights.
Cantillon was an Irish-born banker and economist who
spent most of his professional life in France. He was closely
associated with international finance, speculation, and
monetary operations, including dealings with John Law’s
financial schemes in France. His exposure to banking, trade,
and speculation in early capitalist Europe gave him a real-
world understanding of economic dynamics, which informed
his theoretical work. Cantillon’s Essai is organised around a
systematic and interconnected analysis of economic life. Its
scope and structure anticipate the classical tradition in several
key areas:

* Cantillon pioneered
systematic economic
theory

a. The Concept of the Economy as a System: Cantillon was
one of the first to describe the economy as an intercon-
nected system, where changes in one sector impact others.
He visualised the economy as a circular flow of income
and expenditure between landowners, farmers, artisans,
and merchants. This idea prefigures later macroeconomic
models and national income accounting.

b. Value and Prices: Cantillon distinguished between intrin-
sic value and market price. He argued that the intrinsic val-
ue of a good depended on the quantity of land and labour
used in its production. This proto-labour theory of value
later appeared in classical economics. At the same time, he
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* Cantillon analysed
economic systems
systematically

recognised that market prices could deviate from intrinsic
values due to supply and demand conditions, thus antici-
pating modern value theory.

c. The Role of the Entrepreneur: Perhaps Cantillon’s most
original contribution was his analysis of the entrepreneur.
He defined the entrepreneur as someone who bears risk
and uncertainty by purchasing inputs at certain prices and
selling outputs at uncertain prices. Entrepreneurs, in his
view, acted as the coordinators of economic activity, ad-
justing production and trade in response to changing mar-
ket conditions. This insight laid the foundation for later
theories of entrepreneurship and innovation.

d. Money and Banking: Cantillon also made important con-
tributions to monetary theory. He explained how changes
in the money supply affect relative prices, income distribu-
tion, and economic activity. He described the non-neutral-
ity of money , a concept later formalised in the Quantity
Theory of Money , noting that money enters the economy
through specific channels and affects different groups at
different times. This makes his work a precursor to both
monetary economics and business cycle theory.

e. Foreign Trade and Balance of Payments: While influ-
enced by mercantilist views on trade surpluses, Cantillon
rejected the simplistic idea that gold accumulation alone
ensured prosperity. He understood that trade flows de-
pended on differences in productivity, costs, and consumer
preferences. His analysis of exchange rates, internation-
al price levels, and capital flows was more advanced than
that of typical mercantilists.

Unlike many of his contemporaries, Cantillon approached
economics with rigorous logic and clear definitions. He began
with first principles , such as scarcity, self-interest, and the
role of land and labour , and deduced broader conclusions. He
constructed ideal-type models to explain real-world behaviour,
using what we would today call comparative statics. Richard
Cantillon’s approach to economic reasoning was remarkably
advanced for his time. His use of abstraction, logical structure,
and model-based analysis anticipated the methods that would
later characterise the work of economists like Adam Smith and
David Ricardo. By constructing theoretical models to explain
economic processes, Cantillon laid an early foundation for
the formal analysis that would define classical economics.

m SGOU - SLM - M.A ECONOMICS - History of Economic Thought
7



Although his major work, the Essai sur la Nature du Commerce
en Général, remained largely unknown during his lifetime and
was only published nearly two decades after his death, it gained
significant recognition among 18th-century economists. The
Essai became a key influence on the intellectual development
of several important figures. Cantillon’s insights helped shape
the ideas of French economists such as Turgot, Quesnay, and
the Physiocrats, particularly in their understanding of value,

* Cantillon bridged production, and the circular flow of income. His analysis
mercgntlhsm and also informed Adam Smith’s treatment of labour, value, and
classical theory trade, contributing to the core principles of classical political

economy. Moreover, Cantillon’s work laid the groundwork
for future developments in entrepreneurship theory, monetary
economics, and economic modelling. His legacy is thus marked
by both intellectual depth and lasting impact on the trajectory
of'economic thought. Cantillon thus stands as a bridge between
the empiricism of mercantilism and the analytical rigour of
classical economics. His holistic view of the economy, deep
analysis of entrepreneurship, and monetary insights remain
relevant even in modern economics.

Richard Cantillon’s Essai represents a turning point in
economic thought. By blending empirical observation

* Essai initiated with theoretical abstraction, he moved beyond the policy-
systematic economic driven focus of mercantilism toward a systematic science of
science economics. His work anticipated many of the themes that

would later define classical political economy and modern
economic theory.

1.4.5 Anne Robert Jacques Turgot

Anne Robert Jacques Turgot (1727-1781) was a French
economist, statesman, and one of the earliest advocates
of economic liberalism. Though often associated with the
Physiocrats, Turgot went beyond their agricultural emphasis
and developed a more comprehensive and forward-looking
* Turgot linked reform view of economic development. As a philosopher of progress
with liberal economics and reason, he combined moral, political, and economic
ideas into a coherent framework, anticipating the classical

economists of the 19th century. His pioneering work on

capital, value, interest, and economic dynamics positioned

him as a key link between pre-classical thought and the

emerging science of political economy. Turgot was born into a

noble but reform-minded family and received an exceptional

education in classical studies, philosophy, and theology.
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Deeply influenced by Enlightenment ideals, he became part
of the French intellectual elite, interacting with figures like
Voltaire, Condorcet, and Quesnay. Appointed as Intendant of
Limoges in 1761 and later as Controller-General of Finances
under King Louis X VI, Turgot used his administrative posts to
test his economic theories through practical reform. Although
his political tenure was short-lived due to resistance from
privileged groups, his writings and reforms had a long-lasting
impact on both French economic thinking and the liberal
tradition in Europe.

Turgot’s key economic contributions are as follows

Turgot made theoretical advances in several areas, including
capital accumulation, value theory, interest rates, division
of labour, and economic growth. His thinking was both
philosophical and analytical, blending Enlightenment
optimism with sharp economic insight.

a. Theory of Value and Exchange: Turgot understood that
value arises from utility and subjective preferences. Unlike
the Physiocrats, who tied value strictly to land and agri-
culture, Turgot acknowledged that value is determined by
demand and scarcity, thus anticipating the subjective theory
of value later formalised in marginalist economics. He also
explained exchange as a mutually beneficial process where
goods are traded because individuals value them differently.
This emphasis on utility and exchange set him apart from
the labour and land-based theories of his time.

b. Theory of Capital and Interest: Turgot developed an
early and remarkably sophisticated theory of capital. He
recognised that production requires time and advance pay-
ments (capital investment), and those who supply this cap-
ital must be compensated , hence, the origin of interest.
His argument was that interest is not usury or exploitation
but a reward for risk-taking and deferred consumption. He
also viewed capital accumulation as essential to economic
progress, linking savings, investment, and productivity in a
dynamic model of growth.

c. Division of Labour and Economic Progress: Turgot of-
fered one of the earliest explanations of the division of la-
bour as a source of increased productivity. He argued that as
societies grow more complex, individuals begin to special-
ise in tasks they are best suited for, leading to greater effi-
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ciency and surplus. This idea was later elaborated by Adam
Smith, but Turgot laid its conceptual foundation. He also
believed that economic progress was cumulative, driven by
innovation, knowledge transmission, and human coopera-
tion over time. History, for Turgot, was a linear movement
towards improvement, powered by human reason. As Con-
troller-General of Finances (1774—1776), Turgot sought to
apply his ideas in practice. His tenure was marked by bold
efforts to modernise the French economy and reduce privi-
leges that impeded growth.

o Free Trade in Grain: Turgot deregulated the grain
trade, believing that market prices would encourage
agricultural efficiency and reduce famines. He op-
posed hoarding laws and price controls, arguing that
supply and demand would stabilise markets more ef-
fectively than state intervention.

o Opposition to Guilds and Privileges: He attempted

* Turgot anticipated to abolish guilds, which restricted entry into profes-
modern value and sions and raised the cost of labour. Turgot believed
growth theory that economic liberty required free entry, open com-

petition, and the removal of feudal constraints.

o Tax Reform: Turgot proposed to replace the complex
web of feudal taxes with a single tax on landowners,
a radical move that directly challenged aristocratic
privilege. Though politically unpopular, this proposal
foreshadowed modern ideas about equitable taxation
and fiscal justice.

Despite his vision, his reforms provoked fierce opposition
from the nobility and clergy, leading to his dismissal. However,
his economic policies are now seen as precursors to liberal
capitalism and modern administrative governance. Turgot’s
intellectual legacy is both rich and far-reaching. Although
his work was not widely read during his own lifetime, his

* Turgot bridged ideas found renewed relevance among later economists and
Physiocracy and reformers who recognised the depth and originality of his
liberal capitalism contributions. Adam Smith, a contemporary and admirer, is

said to have regarded Turgot as a “real genius,” acknowledging
the clarity and insight found in his writings. Turgot’s influence
extended to key figures in classical economics. Economists
such as Jean-Baptiste Say, David Ricardo, and John Stuart
Mill echoed many of his ideas, particularly those concerning
capital, productivity, and the dynamics of economic growth.
He played a pivotal role in redirecting economic thought away
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* Physiocrats
championed natural
economic order

from the Physiocratic focus on land as the sole source of value,
towards a broader understanding that included labour, capital,
and innovation as vital drivers of economic development.
Central to Turgot’s philosophy was a belief in historical
progress and economic freedom. These convictions, grounded
in Enlightenment ideals, have remained embedded within
the liberal tradition. His vision of development was not only
analytical but also deeply moral and practical. He combined a
strong commitment to individual liberty with a sophisticated
grasp of economic systems, offering a model of governance
and reform that sought both efficiency and justice. In this way,
Turgot stands as a crucial bridge between Physiocracy and
classical economics, and between administrative pragmatism
and philosophical idealism. His work continues to inspire
those who see economics not merely as a technical discipline
but as a means to improve the human condition.

1.4.6 The Physiocrats

In the mid-18th century, a distinct group of French thinkers
came to be known as the Physiocrats, the first organised school
of economic thought. They were reacting to the excessive
regulation, arbitrary taxation, and stagnation associated
with the late mercantilist system in France. The Physiocrats
proposed that economic life is governed by natural laws, much
like the laws of physics, and that prosperity arises when these
laws are respected and followed. Their name, derived from
the Greek roots physis (nature) and kratos (rule), encapsulated
their belief in an orderly, nature-based economic system.
Although their focus on agriculture and land as the sole
sources of wealth was ultimately challenged, their systematic
reasoning, secular approach, and vision of a self-regulating
economy laid the foundations of classical political economy.
The emergence of Physiocratic thought was a response to the
socio-economic challenges of pre-revolutionary France.

The country was marked by several structural and economic
challenges that hindered its development and stability.
A deeply unequal and feudalistic tax system placed a
disproportionate burden on the lower classes, while exempting
the nobility and clergy from significant fiscal responsibilities.
This inequitable arrangement fuelled widespread resentment
and weakened the financial foundation of the state. In addition
to fiscal injustice, the domestic grain trade was subject to
heavy regulation, which often disrupted market efficiency
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and discouraged production. These restrictions, combined
with poor distribution systems and policy mismanagement,

« Feudal taxes and contributed to recurrent food shortages and periodic famines
grain controls affected that devastated rural populations. Agricultural productivity
growth remained largely stagnant, with outdated techniques and

limited innovation failing to meet the growing demands of
the population. Together, these issues painted a picture of
an economy in distress, constrained by rigid institutional
structures and vulnerable to frequent crises.

In this context, the Physiocrats called for a return to natural
order in economic life. They believed that by studying and
respecting the laws of nature, policymakers could craft a
society governed by reason, freedom, and prosperity. Their
agenda sought to move beyond mercantilist obsession with
state accumulation and toward agriculture-centred economic
liberalism.

Core Doctrines of the Physiocrats

a. Primacy of Agriculture: The Physiocrats held a distinc-
tive view of economic productivity, rooted in the agrarian
context of 18th-century France. They argued that agricul-
ture was the only truly productive sector of the economy
because it alone generated a net product—a surplus that
exceeded the cost of inputs. This surplus, they believed,
was made possible by natural forces such as land fertility,
rainfall, and sunlight, which worked in conjunction with
human labour to create new value. In contrast, the Physi-

* Physiocrats prioritised ocrats viewed manufacturing and trade as “sterile” activi-

agriculture as wealth ties. These sectors, they argued, did not create new wealth
but merely transformed or redistributed value already pro-
duced by agriculture. This fundamental distinction shaped
their classification of society into three economic class-
es. The first was the productive class, composed mainly
of farmers who, by working the land, generated the net
product and sustained the economy. The second was the
proprietary class, made up of landowners who received
rents derived from this agricultural surplus. Finally, the
sterile class included artisans, merchants, and industrial-
ists who, despite their contributions to the economy, were
seen as non-productive in the sense that they did not add
to the nation’s total wealth. This classification reflected the
Physiocrats’ belief that all economic value ultimately orig-
inates from the land. Their emphasis on agriculture as the
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* Physiocrats believed
in self-regulating
economy

* Physiocrats
championed free
market liberty

source of wealth was deeply influenced by the rural, land-
based nature of the French economy during their time, and
it formed the cornerstone of their broader economic phi-
losophy.

. Natural Order and Laws of the Economy: Central to

Physiocratic philosophy was the belief in a natural order,
ordained by reason and observable in economic interac-
tions. They maintained that just as the universe follows
physical laws, the economy too follows rational, im-
mutable laws which can be discovered through careful
observation and analysis. For example, they believed that
prices, wages, and rents are regulated by natural laws, and
that attempting to control them through government inter-
vention only causes inefficiency and disorder.

. Laissez-faire and Laissez-passer: Perhaps the most last-

ing contribution of the Physiocrats was their advocacy of
the doctrines of laissez-faire (“let do”) and laissez-pass-
er (“let pass”™). These principles stood in opposition to the
prevailing mercantilist and interventionist policies of their
time, particularly in relation to agriculture, grain pricing,
and internal trade. The Physiocrats believed that econom-
ic activities function best when left free from excessive
government control. At the heart of their argument was the
conviction that free markets naturally promote efficiency
and self-regulation. They held that when individuals pur-
sue their own interests within a competitive environment,
resources are allocated more effectively than through cen-
tralised control. Any form of state intervention, they ar-
gued, would distort the natural flow of goods, labour, and
capital, ultimately leading to inefficiencies and reduced
prosperity. Moreover, they maintained that economic free-
dom was closely aligned with individual liberty and na-
tional well-being. A freer economy, in their view, would
not only increase productivity and wealth but also uphold
the personal freedoms of economic actors. Despite advo-
cating limited government intervention, the Physiocrats
did not reject the role of the state entirely. They believed
the state should focus on protecting property rights, enforc-
ing contracts, and maintaining infrastructure—all essential
functions for supporting a thriving market system. How-
ever, they firmly opposed state interference in determining
prices, controlling markets, or directing production, there-
by laying the intellectual groundwork for classical liberal
economics.
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d. The Single Tax Theory: A signature policy proposal of
the Physiocrats was the “impot unique” or single tax on
land. Since they believed that all wealth originated from
land, they proposed that taxation should fall solely on
landowners. According to the Physiocrats, their proposed
system offered several key advantages that aligned with
their broader vision of economic reform and efficiency.
One of the primary benefits was the simplification of the
tax structure. By advocating for a single tax on land—of-
ten referred to as the impot uniqgue—they aimed to replace
the complex and burdensome array of existing taxes with a
more transparent and equitable system. This approach also
sought to eliminate exploitative feudal dues and a multi-
tude of indirect taxes that disproportionately affected the
lower classes. Such levies were seen as unjust and econom-

« Physiocrats proposed ically harmful, often distorting production and trade while

land-based single tax enriching intermediaries and rent-seeking elites. Further-
more, the Physiocrats believed that by streamlining taxa-
tion and lifting the burden of arbitrary dues, their system
would incentivise greater agricultural productivity. Farm-
ers, relieved from excessive financial pressures, would be
more motivated to invest in their land and improve yields.
This, in turn, would increase the national surplus and con-
tribute to the overall prosperity of the economy. Through
these reforms, the Physiocrats envisioned a more rational,
just, and productive economic order grounded in the nat-
ural laws of the market. This bold proposal, though nev-
er widely implemented, reflected their broader vision of a
just and efficient fiscal system aligned with the principles
of natural law.

The major figures of the physiocratic movement are as follows:

a. Francois Quesnay(1694—1774): AphysiciantoKingLouis
XV and the intellectual father of the school, Quesnay de-
veloped the foundational ideas of Physiocracy. His most
influential work was the Tableau Economique (1758),
which illustrated the circular flow of income in the econo-
my. In this model:

o Farmers generate a surplus.

o This surplus is distributed to landowners and spent
on goods and services.

o The funds eventually return to the farmers through
reinvestment or consumption.
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* Major figures
shaped physiocratic
movement

* Physiocrats introduced
self-regulating
economic system

Quesnay’s model was a forerunner of national income
accounting and offered a visual and logical structure for
understanding economic interdependence.

b. Pierre Samuel du Pont de Nemours (1739-1817): Du
Pont was instrumental in popularising and publishing
Physiocratic writings. A passionate advocate of liberal
trade, he helped disseminate Physiocratic ideas both in
France and abroad, including in revolutionary America.
His work influenced early debates on trade liberalisation
and agricultural reform.

c. Anne Robert Jacques Turgot (1727-1781): While not a
strict Physiocrat, Turgot shared their commitment to agri-
cultural improvement, economic liberalism, and rational
administration. As finance minister under Louis X VI, Tur-
got implemented policies aligned with Physiocratic princi-
ples, such as the liberalisation of grain trade and the oppo-
sition to feudal privileges and guilds.

The Physiocrats left a lasting intellectual legacy by introducing
the concept of the economy as a natural and self-regulating
system. They were among the first to argue that economic life,
like nature, followed objective and discoverable laws. This idea
laid the philosophical foundation for future economic theories
that sought to understand and describe economic phenomena as
rational, rule-bound processes. By viewing markets as organic
systems, the Physiocrats challenged arbitrary state intervention
and advocated for a new, enlightened model of economic
governance. One of their most significant contributions was
the development of early macroeconomic models, particularly
the Tableau Economique designed by Frangois Quesnay. This
model depicted the circular flow of income among different
economic classes and sectors, illustrating how value and
surplus circulate in a national economy. Though rudimentary,
this was a revolutionary step in thinking about the economy
as an interconnected system rather than a series of isolated
exchanges. In addition to their theoretical innovations,
the Physiocrats advanced the cause of economic freedom,
arguing for laissez-faire policies, private property rights, and
fiscal clarity. They believed that individual initiative and free
enterprise, especially in agriculture, could generate national
prosperity when aligned with natural laws. Their emphasis on
empirical observation and systematic reasoning also helped
professionalise economic thought and contributed to the
emergence of economics as a scientific discipline.
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However, their contributions were not without limitations. The
Physiocrats’ unwavering beliefin the primacy of agriculture led
them to dismiss the productive capacity of other sectors such
as manufacturing and trade. This exclusive focus narrowed the
relevance and applicability of their theories, especially during
the onset of industrialisation in Europe. By labelling non-
agricultural sectors as “sterile,” they effectively ignored the
emerging dynamism of urban economies and technological
innovation. Moreover, their proposal for a single tax on land,
although conceptually elegant , proved to be impractical in
complex and diverse economies, especially those that were
becoming increasingly dependent on industrial production,
services, and global trade. The Physiocratic framework also
lacked universality, as its assumptions were rooted in the socio-
economic conditions of 18th-century France. In countries
where land ownership was not the principal form of wealth,
their theories failed to offer viable policy solutions.

* Physiocrats
overlooked industry
and complexity

Despite their flaws, the Physiocrats had a profound influence
on the development of classical economics, particularly
through their impact on Adam Smith, the father of modern
economics. Smith visited France and interacted with several
Physiocrats, including Quesnay, whose works he greatly
admired. While Smith did not accept all of their doctrines,
he incorporated many of their key insights into his own
theoretical framework. The Physiocrats influenced Smith’s
* Physiocrats influenced thinking in several key areas. Their emphasis on production
Smith’s classical and economic surplus shaped his analysis of the division of
framework labour and capital accumulation. Their concept of a circular
flow of income laid the groundwork for Smith’s more detailed
examination of the interdependence of economic agents. Most
importantly, their advocacy of economic freedom and minimal
government intervention helped popularise the doctrine of free
markets, which became a central pillar of classical economics.
Later classical economists, such as David Ricardo and John
Stuart Mill, moved beyond the agricultural fixation of the
Physiocrats but retained their structural understanding of the
economy, particularly the analysis of surplus, rent, and the
role of productive sectors. Even as classical thought evolved
to incorporate labour theory of value, industrial capital, and
international trade, the Physiocrats’ core vision, that economic
systems could and should be understood through rational
principles and empirical analysis, remained embedded in
economic discourse.
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* Physiocrats bridged
feudalism and
classical economics

Summarised Overview

In this way, the Physiocrats served as a crucial intellectual
bridge between pre-modern political economy and the fully
developed classical school. Their legacy lies not only in
their policy prescriptions but also in their pioneering effort
to construct a coherent and scientific view of economic
life, one that continues to influence economic analysis and
policy frameworks to this day. The Physiocrats represent
a critical turning point in the history of economic thought.
By grounding their theories in natural law, advocating for
laissez-faire policies, and developing a systemic view of the
economy, they offered a rational alternative to both feudalism
and mercantilism. While their agricultural bias ultimately
limited their legacy, their pioneering approach influenced the
rise of classical political economy and shaped the modern
understanding of economic freedom, production, and policy.

)

S

Mercantilism was the dominant economic philosophy in Europe from the 16th to the
18th century. It emphasised national wealth as the accumulation of precious metals and
promoted a strong state role in regulating trade, production, and colonial expansion. The
central idea was to achieve a favourable balance of trade by encouraging exports and
discouraging imports through tariffs and subsidies. Mercantilist policies also supported
the development of manufacturing and monopolies under state supervision. Thinkers
such as Thomas Mun and Jean-Baptiste Colbert exemplified this approach, linking
economic success directly to state power.

Cameralism developed in German-speaking states as a response to the administrative
needs of fragmented kingdoms. It was a blend of political science and economic policy
aimed at strengthening state finances and bureaucratic efficiency. Unlike mercantilism,
which was commerce-driven, cameralism focused more on internal development,
population growth, agriculture, and the rational organisation of society. Cameralists
advocated for detailed data collection, systematic planning, and civil service reforms to
improve economic governance.

The Natural Law-Natural Rights tradition emerged during the Enlightenment, promoting
the idea that human society, including the economy, should follow universal moral
and legal principles. Thinkers like Hugo Grotius and John Locke argued that property,
freedom, and individual rights were inherent to human nature. These ideas began to
challenge the legitimacy of absolute state control and laid intellectual groundwork for
economic liberalism.

Richard Cantillon, an Irish-French economist, introduced key insights into value, markets,
and economic systems in his Essay on the Nature of Trade in General. He proposed
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an early model of circular flow, distinguishing between landowners, entrepreneurs, and
labourers. Cantillon saw the entrepreneur as a risk-bearer and a coordinator of economic
activity. His analysis was rooted in empirical observation and marked a departure from
purely normative thinking.

Anne Robert Jacques Turgot, a French statesman and economist, advanced ideas of
economic reform, value theory, and free markets. He opposed mercantilist controls and
argued for the benefits of laissez-faire policies. Turgot saw agriculture as the foundation
of wealth and promoted productivity, capital accumulation, and tax reforms. His work
anticipated classical ideas about economic progress and social development.

The Physiocrats, led by Francois Quesnay, introduced a revolutionary perspective by
viewing the economy as a natural system governed by physical and moral laws. They
placed agriculture at the centre of economic life and saw land as the sole source of
productive surplus. Their “Tableau Economique” was one of the earliest macroeconomic
models, illustrating the circulation of income between classes. They advocated for
minimal government interference, a single tax on land, and the protection of property
rights. Although their emphasis on agriculture limited their relevance in industrialising
societies, their influence on classical economists like Adam Smith was profound.

N r

1. Explain the key features and goals of mercantilist policy?
2. How did cameralism differ from mercantilism in its economic priorities?

3. Explain the role of Natural Law and Natural Rights in shaping early economic
thought.

4. Discuss Richard Cantillon’s contributions to value and entrepreneurship.
5. Analyse Turgot’s views on economic reform and progress.

6. Describe the Physiocrats’ model of income circulation and their emphasis on
agriculture.
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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The Scottish Enlightenment and
The Rise of Political Economy

UNIT 1

Learning Outcomes
o . S
After completing this unit, learners will be able to:
* describe the intellectual environment of the Scottish Enlightenment
* understand the influence of Newtonian science on early economic thought
» discuss the origins of political economy as a distinct discipline
» know the interdisciplinary contributions to early classical economics
N ;
Background
\S

In 18"-century Edinburgh, coffechouses hummed with philosophical debates, printing
presses churned out radical essays, and ordinary citizens were caught up in a wave of
reason and reform. It was a period when scholars no longer studied in silos; they crossed
the boundaries of ethics, history, science, and economics to question everything, from
monarchy to markets.

This cultural flowering, known as the Scottish Enlightenment, changed how people
thought about knowledge and society. At its core was the belief that human behaviour
could be understood just as the natural world could be: through observation, reflection,
and rational laws. The thinkers of this time embraced the idea that economic life was not
separate from morality or politics but deeply intertwined with them.

The emergence of political economy as a field did not happen in isolation. It grew out of
conversations between moral philosophers and natural scientists. Their collective goal
was to understand the mechanisms behind prosperity, poverty, trade, and governance, not
just in Britain, but across the human experience. The Scottish Enlightenment provided the
fertile ground for the seeds of classical economics to take root.

N r

SGOU - SLM - M.A ECONOMICS - History of Economic Thought




Keywords

Scottish Enlightenment, Moral Philosophy, Natural Order, Political Economy, Newtonian
Influence, David Hume, Francis Hutcheson, Adam Smith

* Scottish
Enlightenment birthed
modern political
economy

» Economic questions,
were studied under
the broad heading of
moral philosophy

2.1.1The Scottish Enlightenment

The Scottish Enlightenment was a profound intellectual
movement that emerged during the 18" century, primarily in
cities like Edinburgh, Glasgow, and Aberdeen. It stood at the
crossroads of science, philosophy, and moral theory, and sought
to apply reason, observation, and historical understanding to
human affairs. This movement significantly influenced not
just political theory and moral philosophy, but also laid the
intellectual foundation of modern economics, often referred
to at the time as political economy. It promoted a vision of
the economy as a dynamic, evolving system, governed by
discoverable laws , much like the natural world. Post-Union
Scotland saw a remarkable expansion of its educational
institutions, especially the universities of Glasgow, Edinburgh,
Aberdeen, and St. Andrews. Unlike the more rigid academic
models elsewhere in Europe, Scottish universities offered a
broad-based curriculum, emphasising moral philosophy, law &
justice, political theory, and natural sciences. Professors were
often public intellectuals who published widely and engaged
with contemporary issues. The openness of these institutions
enabled interdisciplinary learning, where economic questions
were discussed in the same breath as ethical, legal, and political
concerns. This setting helped blur disciplinary boundaries and
fostered what we now call the social sciences.

The term economics did not yet exist in the 18" century. What
we now consider economic questions , like prices, trade, or
public finance , were studied under the broad heading of moral
philosophy. This was a discipline concerned with the nature
of human motivation, justice, ethics, and the good life. From
this holistic perspective emerged the study of how wealth is
produced and distributed in society.
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The key contributors in moral philosophy are :

* Francis Hutcheson argued for a “moral sense” in hu-
mans and emphasised utility as a guiding principle in
social life. He also defended natural rights, including
property and voluntary exchange.

* David Hume introduced important economic ideas in
his essays, including arguments against mercantilism,
the neutrality of money in the long run, and the civilising
influence of commerce.

* Moral philosophy
shaped early economic
thought

* Adam Ferguson focused on the social dynamics of
commercial societies, including the division of labour
and the emergence of modern institutions.

These thinkers did not study economics alone, they integrated
it with ethics, psychology, history, and politics, providing a
rich, interdisciplinary basis for later economic thought.

One of the most original ideas of the Scottish Enlightenment
was the “four stages theory” of social development. According
to this framework, human societies evolve through economic
modes of subsistence and production viz. hunting, pastoralism,
agriculture, commerce. This developmental model suggested
that institutions such as laws, government, and moral codes
change over time in response to the material conditions of
life. Importantly, this historical framework allowed early
economists to link economic organisation with cultural and
institutional evolution, a perspective that remains relevant in
development economics today.

* Four stages theory
linked economy and
society

For Enlightenment thinkers, commerce was not merely a form
of wealth generation; it was a transformative social force. They
believed that trade, markets, and division of labour produced
not just goods, but also civic virtues like peace, punctuality,
cooperation, and the rule of law. Commerce encouraged regular
interaction and trust between strangers, replaced systems of
feudal power with contractual relationships, required and
supported the development of stable legal institutions. Thus,
commerce was both an economic and moral phenomenon. It
served as an engine of civilisation and modernity, which helped
societies move away from violence and towards cooperation.

» Commerce seen as
civilising force

Unlike speculative medieval scholastics or metaphysical
philosophers, Scottish thinkers championed empiricism. They
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* Scottish empiricism
grounded economic
reasoning

* Smith fused moral
philosophy with
economic analysis

» Scottish
Enlightenment
humanised economic

inquiry

argued that human behaviour, like nature, could be studied
through systematic observation and historical evidence. Their
work often combined philosophical reasoning with concrete
examples, drawing from law, history, and commerce. This
spirit of rational empiricism made it possible to formulate
early versions of the labour theory of value, the law of supply
and demand, and the interdependence of individual actions
and social outcomes. This intellectual style, combining reason,
realism, and reform, would heavily influence the future
trajectory of economics.

The intellectual climate of the Scottish Enlightenment deeply
shaped Adam Smith, whose education and later teaching at
the University of Glasgow drew from the moral philosophy
tradition. He was mentored by Hutcheson, was close to Hume,
and participated in debates on justice, markets, and morality.
Smith’s The Theory of Moral Sentiments (1759) and The
Wealth of Nations (1776) reflect this dual heritage: the former
explores the moral psychology behind economic behaviour and
the latter presents a systematic economic analysis, grounded
in moral reasoning and historical insight. His work was the
culmination of decades of Scottish philosophical reflection,
blended with empirical detail and an innovative, Newtonian
method.

The Scottish Enlightenment laid the intellectual foundations
for modern political economy. By combining ethical reflection,
empirical observation, and rational inquiry, it redefined
how thinkers approached social questions. The belief that
society, like nature, could be studied with scientific rigour
was revolutionary. It allowed political economy to evolve as
a distinct discipline; one concerned not just with managing
wealth but with advancing human wellbeing. Today, the
Scottish Enlightenment is remembered not only for its specific
ideas, but for its methodological courage, interdisciplinary
ethos, and its moral seriousness. It reminds us that economics
began as a humanist project, one that sought to understand and
improve the world through reason, justice, and cooperation.

2.1.2 The Origin of Political Economy

The emergence of political economy in the 18" century marked
adecisive turn in the intellectual history of the West. Previously
embedded within broader discussions of ethics, theology, and
governance, economic questions were gradually separated and
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* Rise of political
economy marked
a shift from moral
interpretations of
wealth

» Economics was
a subset of moral
philosophy

« Shift to positive
approach

» Combination of
theoretical and
practical approach
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systematised into a distinct field of study. Political economy,
as it came to be known, was the first logical attempt to explain
the nature and functioning of economic life using empirical
reasoning, historical observation, and logical analysis. Unlike
earlier moral discourses that evaluated wealth through the
lens of virtue or sin, political economy sought to understand
the causes and mechanics of wealth production, exchange,
and distribution. This transformation was closely tied to the
intellectual climate of the Enlightenment, and in particular the
Scottish Enlightenment, where thinkers such as Adam Smith
played a foundational role.

Before economics emerged as an independent discipline, it
was a subset of moral philosophy, concerned with justice,
governance, and the moral implications of wealth. This was
not simply a semantic distinction; it reflected a worldview
where the economy was inseparable from ethical obligations
and social duties. Philosophers like Aristotle, Thomas Aquinas,
and even early modern thinkers framed their economic insights
in normative terms, debating what ought to be done, rather
than what actually occurs.

The shift towards political economy introduced a positive
approach, observing and explaining how economic processes
function inreality. This change did not abandon moral questions
entirely, but it sought first to understand the structures and
mechanisms of economic life, before prescribing how they
should be improved. The term political economy derives from
the Greek words polis (city-state) and oikonomia (household
management), implying the management of a nation’s
resources. However, in the 18" century, it came to mean
much more, a systematic study of production, trade, taxation,
money, prices, labour, and property, undertaken with the aim
of promoting both material prosperity and social stability.

This field emerged not just to satisfy intellectual curiosity, but
also to respond to the challenges of commercial expansion,
population growth, and global trade. Early political economists
were motivated by the need to:

* Explain how wealth was created and circulated

* Identify the conditions under which prosperity could be
sustained

» Offer guidance to governments in shaping economic pol-
icy




 Contributions: labour
theory of value,
division of labour, free
market

* Areas included public
policy, history, reason,
progress

In this sense, political economy was as much a practical science
as a theoretical one, deeply tied to governance, taxation, public
works, and trade regulation.

2.1.2.1 Adam Smith and the Birth of Political
Economy

While several writers contributed to the evolution of economic
thought, it was Adam Smith who gave political economy both
its intellectual coherence and academic legitimacy. His Wealth
of Nations (1776) is widely considered the foundational text
of economics, offering a broad and integrated analysis of how
economic systems work.

Smith’s major contributions included:

* The labour theory of value, which posited that the value
of a commodity stems from the labour embedded in it.

» The principle of division of labour, which explained how
specialisation improves productivity.

» The concept of the invisible hand, suggesting that indi-
vidual pursuit of self-interest can lead to socially bene-
ficial outcomes.

¢ Advocacy for free markets, arguing that competition nat-
urally regulates prices and allocates resources efficiently.

« A limited but essential role for the state in maintaining
justice, defence, and public infrastructure.

Importantly, Smith drew on the empirical method and
systematic logic pioneered by Newton in the natural sciences.
He aimed to uncover general laws of economic behaviour in
the same way that physicists discovered laws of motion.

Smith did not work in isolation. He was part of a broader
Enlightenment movement that emphasised reason, empiricism,
and progress. His thought was deeply influenced by his
contemporaries, including:

* David Hume, whose economic essays on money and
trade laid foundational principles.

* The Physiocrats in France, particularly Quesnay and
Turgot, who introduced the idea of economic surplus and
class structure in production.

SGOU - SLM - M.A ECONOMICS - History of Economic Thought



* Central ideas
developed - market,
flow of income,
factors of production,
price mechanism,
taxation
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* Political economy
introduced a language
of models, incentives
and outcomes

» Economics became a
structured discipline
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* John Locke and other natural rights theorists, whose
work helped shape ideas about property and liberty.

Political economy thus developed as a synthesis of philosophy,
history, and public policy, informed by Enlightenment ideals
of rational order and social improvement.

With the rise of political economy, thinkers began to formulate
abstract economic categories and relationships that would later
become central to economics:

» The concept of markets as self-regulating spaces of ex-
change

e The circular flow of income between households, busi-
nesses, and the state

» The identification of land, labour, and capital as distinct
factors of production

* The study of supply and demand, taxation, and price
mechanisms

Though these ideas were still in formative stages, the ambition
was clear to explain the workings of the economic system as
a whole, using logical reasoning supported by historical and
contemporary evidence.

One of the most profound shifts during this period was the
movement from prescriptive judgments (what ought to be) to
descriptive analysis (what is). Political economy introduced
a language of models, incentives, and outcomes, where
moral evaluations were often set aside in favour of factual
explanation. This did not mean the early political economists
were indifferent to justice. Rather, they believed that a clear
understanding of economic mechanisms was a necessary first
step in addressing moral and political concerns. The origin of
political economy represents the transformation of economic
thought from fragmented insights into a structured discipline.
By grounding their ideas in historical experience and logical
analysis, thinkers like Adam Smith and his contemporaries
laid the foundations of modern economics. This development
allowed economic questions to be explored with new depth
and precision, not as moral dilemmas alone, but as complex
social systems governed by incentives, institutions, and
evolving structures. In this form, political economy became
the intellectual predecessor of the economic science we study

today.
{3




 Universe operates in
a rational, predictable
and law-governed
manner

* Combination of
scientific, natural, and
social laws

» Both connected
observation and
reasoning in natural
law and economics

2.1.3 The Influence of Isaac Newton on Adam Smith

Isaac Newton (1643—1727) was one of the most influential
scientists in human history. He is best known for formulating
the laws of motion and universal gravitation, which explained
how objects move both on Earth and in the heavens.
His most famous work, Philosophice Naturalis Principia
Mathematica (1687), laid the foundations of classical physics
and demonstrated that the universe operates in a rational,
predictable, and law-governed manner. Newton’s method
combined careful observation, mathematical reasoning, and
the search for general principles to explain natural phenomena.
This scientific approach profoundly influenced thinkers in
many fields, including philosophy, theology, and economics.

Though Isaac Newton and Adam Smith worked in entirely
different domains, their intellectual contributions were deeply
connected by a shared Enlightenment belief that the world,
whether natural or social, operates according to rational,
discoverable laws. Newton’s natural philosophy had a profound
influence on Smith’s economic philosophy. Smith, the moral
philosopher turned economist, inherited not Newton’s
formulas, but his method of inquiry, logical reasoning, and
system-building. While Newton explained planetary motion
and universal gravitation, Smith applied similar reasoning
to the behaviour of individuals, markets, and nations. His
objective was not only to analyse wealth and trade, but also to
construct a theoretical framework for understanding the laws
of economic and moral order. Thus, Smith’s economics cannot
be understood in isolation from the Newtonian method that
shaped it.

Newton’s hallmark achievement was to derive universal laws
of nature, the law of gravitation and the laws of motion, based
on observation and mathematical reasoning. His method
emphasised rigorous empirical observation of phenomena,
logical deduction of general laws from specific patterns,
creation of conceptual models (e.g., gravity) that could unify
diverse observations. Smith, influenced by this method, sought
to identify and explain the laws that governed economic life.
Like Newton’s world of planetary orbits and forces, Smith
envisioned economic systems guided by unseen principles
such as self-interest, competition, and the pursuit of profit.
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Smith’s own definition of science, “connecting together a
number of observations by a few general principles”, mirrors
Newton’s method directly. Smith’s exposure to Newtonianism
began during his studies at the University of Glasgow
under Francis Hutcheson and later through the intellectual
environment of the Scottish Enlightenment. At Oxford, Smith
studied Principia Mathematica, and his early works, including
The History of Astronomy, reveal an explicit admiration for
Newton’s approach. In The History of Astronomy, Smith
praises Newton for his clarity, systematic reasoning, and ability
to reduce complex celestial phenomena into a few intelligible
laws. Smith adopted this same style when he constructed his
own theoretical models in economics and moral philosophy.

* Connecting
observations and
principles

Both of Smith’s major works, The Theory of Moral Sentiments
(1759) and The Wealth of Nations (1776), demonstrate a
Newtonian intellectual architecture:

a. The Theory of Moral Sentiments: In this book, Smith ana-
lysed how human beings form moral judgments. He de-
scribed the moral system as governed by principles of sym-
pathy, fairness, and propriety, much like Newton’s system
of natural forces. Human morality, like celestial bodies,
followed a natural order discoverable by introspection and

o Combined real careful observation.

world situations with

il b. The Wealth of Nations: Here, Smith’s use of Newtonian

reasoning is even more visible. He built an abstract eco-
nomic model that included labour as the source of value,
the division of labour as a generator of productivity, the
“invisible hand” as a metaphor for natural economic equi-
librium, natural prices and market adjustment mechanisms

Smith used these abstract principles to explain real-world
outcomes in trade, taxation, and policy, much as Newton used
gravity to explain falling apples and planetary motion.

Several direct parallels between Newtonian physics and
Smithian economics can be identified:

e Invisible Hand and Gravity: Newton’s law of gravita-
tion explained how unseen forces organise the cosmos.
Smith’s “invisible hand” metaphor served a similar pur-
pose: to describe how individual self-interest can lead to
social benefit without central planning.
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* Commonality via
unforeseen forces,
equilibrium and
natural balance,
casualtional relation

» Wealth of nation
presents a unified
theory of economy

* Extending physical
reality to human
society

* Equilibrium and Natural Order: Newtonian systems
seek balance; Smith’s concept of the “natural price” to-
ward which market prices gravitate echoes this idea of
economic equilibrium.

e Causality and System Building: Newton sought causal
relationships through laws of motion; Smith constructed
causal explanations of how trade, labour, and value in-
teract, forming an economic system.

e Abstraction and Modelling: Just as Newton abstracted
from experience to build mathematical models, Smith
abstracted from real-life transactions to create econom-
ic laws and conceptual categories (e.g., value, surplus,
capital).

Smith did not merely borrow Newton’s method; he also emu-
lated his rhetorical style, structured, concise, and hierar-
chical. Both thinkers structured their arguments as deductive
systems derived from first principles. Dugald Stewart, Smith’s
student and biographer, noted that Smith’s admiration for
Newton was not just scientific but philosophical. He viewed
Newton’s achievement as a model of intellectual clarity and
explanatory power. This influence is evident in Smith’s desire
to present The Wealth of Nations not just as a collection of
observations, but as a coherent theory of the economy, capable
of unifying commerce, agriculture, trade, taxation, and justice
under a single explanatory framework.

Smith’s Newtonian methodology helped elevate political
economy to the status of a systematic and respected science.
Later economists like David Ricardo and John Stuart Mill
extended this project by further refining economic laws and
introducing formal modelling. The Newtonian quest for order,
causality, and equilibrium became a lasting feature of classical
and neoclassical economics. Even critiques of classical
economics, such as those from Keynesian and institutional
schools, retained the Newtonian ambition of systematic
understanding and policy application. Isaac Newton gave the
world a new way of understanding physical reality; Adam
Smith extended this to human society. The laws of economics,
like the laws of nature, could be observed, described, and
organised into a rational system. While Smith never adopted
Newton’s mathematics, he borrowed Newton’s worldview,
a belief that the world, including markets and morals, is
governed by discoverable, rational principles. In embracing
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this Newtonian vision, Smith helped shape economics as both
a science of society and a guide to policy, grounded in reason,
observation, and order.

Summarised Overview
/ \S

The Scottish Enlightenment was a period of intellectual revival in 18th-century Scotland
marked by major contributions to philosophy, science, literature, and political economy.
Thinkers such as David Hume, Francis Hutcheson, and Adam Ferguson brought moral
and empirical frameworks to questions about human nature, social organisation, and
governance. Their ideas laid the cultural and philosophical foundations for classical
economic thought. A pivotal influence on the intellectual methods of this period was
the work of Sir Isaac Newton. His formulation of natural laws inspired scholars to
search for similar order in social and economic life. Newton’s mechanistic worldview
encouraged economists to seek universal principles that governed markets, trade, and
individual behaviour. The idea that economic relations could be observed, measured,
and explained in the same way as physical phenomena played a vital role in shaping
economic methodology.

The rise of political economy as a distinct academic discipline was deeply rooted in
this Enlightenment context. Rather than focusing solely on statecraft or moral duties,
political economy analysed how societies generated and distributed wealth. This
transformation marked a departure from earlier normative or theological approaches and
ushered in a more scientific, secular, and systematic exploration of economic life. It laid
the groundwork for the works of Adam Smith and his successors.

Economics during the Scottish Enlightenment was not isolated from other disciplines.
Philosophers, historians, scientists, and economists engaged in rich interdisciplinary
dialogue. Their combined efforts led to new understandings of value, labour, exchange,
and the role of institutions. The Scottish Enlightenment, therefore, was not merely a
backdrop to classical economics, it was its intellectual cradle.

N 4
Assignments

1. Explain the core intellectual themes of the Scottish Enlightenment.
2. How did Newtonian science influence early economic thinkers?
3. Discuss the emergence of political economy as a separate discipline.

4. Examine the interdisciplinary nature of economic thought during the Scottish
Enlightenment.

N r
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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Adam Smith and The British
Classical School

UNIT 2

Learning Outcomes
o . -
After completing this unit, learners will be able to:
+ discuss the key ideas of Adam Smith
* understand the major principles and theories of Ricardo, Malthus, Bentham,
and Mill

+ trace the evolution of classical thought in the context of industrial society

» know the philosophical implications of British classical economic theories
N 4

Background

The dawn of the Industrial Revolution changed how societies worked, traded, and
produced. Towns transformed into factories, and trade routes stretched across continents.
It was in this rapidly evolving world that a group of thinkers emerged to make sense of
economic life with logic and systematic reasoning. Among them was Adam Smith, often
regarded as the father of modern economics. He observed busy markets, rising industries,
and shifting class dynamics to lay the foundations of classical economic theory. Following
in his footsteps, thinkers such as David Ricardo, Thomas Malthus, Jeremy Bentham,
and John Stuart Mill expanded and refined these early ideas, introducing theories that
explained value, population growth, utility, and distribution.

The British Classical School did not arise in isolation, it reflected the struggles and
opportunities of its time. These thinkers aimed to uncover the ‘natural laws’ governing
markets and wealth. Their work spoke to the pressing issues of industrialising Britain:
inequality, poverty, population pressure, and the need for economic policy grounded in
rational principles.

N r
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2.2.1 Adam Smith

Adam Smith (1723-1790), a Scottish moral philosopher
and economist, is celebrated as the founding figure of
modern economics. His seminal work, An Inquiry into the
Nature and Causes of the Wealth of Nations (1776), laid
the intellectual groundwork for classical political economy.
Through a combination of philosophical depth, empirical
observation, and systematic reasoning, Smith created a
comprehensive framework for understanding the dynamics
of markets, labour, and national prosperity. His contributions
transcended the boundaries of economic theory, influencing
public policy, political philosophy, and institutional design.
Smith’s intellectual journey began within the tradition of
moral philosophy. He studied at the University of Glasgow
under Francis Hutcheson and was profoundly shaped by the
values of the Scottish Enlightenment. Philosophers like David
Hume influenced Smith’s views on human nature, money,
and trade. In addition, Smith was inspired by the Newtonian
scientific method, which encouraged the search for universal
laws governing natural and social phenomena. His first major
work, The Theory of Moral Sentiments (1759), explored the
moral psychology of sympathy and virtue. This philosophical
foundation would later inform his economic ideas in The
Wealth of Nations. The major ideas of smith are as follows:

1. The Division of Labour

One of Smith’s most original contributions was his theory of
the division of labour. He used the example of a pin factory
to demonstrate how specialisation in production tasks leads
to substantial increases in productivity. By assigning specific
tasks to different workers, output could rise exponentially,
even if individual skill levels remained constant. Smith argued
that the division of labour improves skill development by
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* Achieving private
goals leads to
attaining social goals

* Value of good is
directly related to
labour time used for
the production

» Laissez-faire
economics

allowing workers to focus on repetitive tasks, saves time lost
in switching between different jobs, encourages innovation
in tools and machinery specific to each task. However, he
also noted that the division of labour is limited by the extent
of the market. In small economies with restricted markets,
specialisation would be less viable.

2. The Invisible Hand and Market Coordination

Perhaps Smith’s most famous concept is the invisible hand,
which metaphorically captures how individuals pursuing their
self-interest unintentionally contribute to the collective good.
In a system governed by competition and freedom of exchange,
producers and consumers coordinate through prices without
the need for central planning. Smith believed that competitive
markets align private incentives with public outcomes, prices
serve as signals that guide resources to their most valued uses,
decentralised decision-making leads to efficient and adaptive
economic systems. The invisible hand was not a licence for
greed; rather, it demonstrated how a well-structured market,
rooted in institutional trust and legal order, could harness
individual ambition for social benefit.

3. Labour Theory of Value and Price Formation

In analysing the determinants of value, Smith introduced a
version of the labour theory of value. He argued that in early,
simple societies, the value of a good was directly proportional
to the labour required to produce it. However, in more
advanced economies with capital and land ownership, value
reflected the combined costs of wages, rent, and profits. Smith
distinguished between natural price, the long-run equilibrium
price that covers all input costs and market price, the actual
price that fluctuates based on short-term supply and demand.

4. Role of the State

Although Smith is often associated with laissez-faire econom-
ics, he was not an advocate of absolute non-intervention.
Instead, he proposed a limited but vital role for the state in
areas where the market fails to function efficiently. According
to Smith, the state should provide defence against external
threats, administer justice and uphold property rights,
construct and maintain public works and institutions such as
roads, bridges, and education systems. He also acknowledged
the importance of regulation in areas like banking and
monopolistic behaviour. In his view, the market required a
legal and moral infrastructure to operate effectively.
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5. Free Trade and Critique of Mercantilism

Smith’s critique of mercantilism was central to his economic
philosophy. He rejected the view that national wealth consisted
in accumulating gold and silver, arguing instead that wealth
resided in a nation’s ability to produce goods and services.
Trade was not a zero-sum game, as the mercantilists believed,
but a mutually beneficial exchange.

He asserted that:

1. Trade encourages specialisation and efficiency

2. Restrictions such as tariffs, quotas, and monopolies

* Advocated free trade harm consumers and producers

3. Free trade allows nations to leverage their comparative
advantages, even if Smith did not use that precise term

These arguments would later influence the development of
classical free-trade doctrines and international economic
policy.

Even in his economic writings, Smith never abandoned his
concern for morality and justice. He believed that markets
required a foundation of trust, virtue, and institutional fairness.
The individual pursuit of gain could be socially productive
only within a framework that discouraged fraud, coercion, and

* Smith’s conception exploitation. Smith’s conception of human nature combined
of human nature self-interest with sympathy, reason with virtue. In this respect,
combined self-interest his economic vision was deeply embedded in a moral and civic
with sympathy, reason tradition, unlike later models that emphasised pure rationality.
with virtue Adam Smith’s impact on the development of economics

1s unparalleled. His ideas influenced the British Classical
School (Ricardo, Malthus, Mill), neoclassical economics, and
contemporary liberal economic policy. While aspects of his
labour theory and state functions have been refined or contested,
Smith’s methodological clarity and ethical orientation remain
relevant in economic discourse today.

2.2.2 British Classical School of Economics

The British Classical School of Economics emerged in the late

e Social and economic 18" and early 19" centuries, laying the foundational structure
changes demanded of modern economic theory. It developed in the wake of
new theoretical tools the Industrial Revolution, during a period marked by rapid

technological progress, population growth, urbanisation, and
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Labour theory of
value, supply creates
its own demand,
laissez-faire

expanding global trade. These social and economic changes
demanded new theoretical tools to understand production,
value, distribution, and growth. The school built upon the ideas
of Adam Smith, whose work provided the initial framework,
and was further refined by thinkers such as David Ricardo,
Thomas Robert Malthus, Jeremy Bentham, and John Stuart
Mill.

The Classical School was unified by a set of analytical
assumptions and philosophical commitments, though each
thinker had distinct views. Its major tenets included:

a.

Labour Theory of Value: Many classical economists be-
lieved that the value of goods was determined, at least in
the long run, by the quantity of labour required to produce
them. This formed the core of Ricardo’s value theory and
was later critically expanded by Marx.

. Say’s Law: Popularised by Jean-Baptiste Say but adopted

in various forms by British classical economists, this prin-
ciple posits that “supply creates its own demand.” In other
words, production is the source of purchasing power.

. Market Self-Regulation: Classical economists generally

believed in the self-correcting nature of markets. Prices,
wages, and interest rates were assumed to adjust to equili-
brate supply and demand in both goods and factor markets.

. Laissez-Faire and Economic Freedom: They promoted

minimal state interference in markets, advocating for free
trade, competition, and private property. The role of the
state was restricted to maintaining law, order, defence, and
basic infrastructure.

. The Distribution Question: Classical thinkers were par-

ticularly concerned with how the national income is dis-
tributed among the three classes: landlords (rent), capital-
ists (profit), and labourers (wages). Ricardo’s analysis of
income distribution is central here.

Long-Run Growth Focus: They developed theories of
capital accumulation, diminishing returns, and the station-
ary state, seeking to understand the dynamics of long-run
economic development.

The major contributors to the school are:

Adam Smith: The founding figure who introduced ideas
on division of labour, the invisible hand, and the nature
of value.
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e David Ricardo: Developed a rigorous theory of value
and distribution, introduced the principle of comparative
advantage in trade.

» Thinkers - Smith,
Ricardo, Malthus, e Thomas Malthus: Known for his population theory and
Bentham, Mill criticisms of Say’s Law.

* Jeremy Bentham: Provided utilitarian foundations to
classical welfare economics.

* John Stuart Mill: Systematised classical doctrines and
introduced early notions of market failure and social jus-
tice.

Each of these thinkers made unique contributions, and internal
disagreements (e.g., between Ricardo and Malthus) helped
deepen and clarify classical doctrines.

The British Classical School left an permanent mark on the
evolution of economic thought, shaping both theory and policy
well into the modern era. It laid the groundwork for systematic
economic analysis by introducing core concepts such as
labour value, income distribution, capital accumulation, and
free markets. The school’s emphasis on individual liberty,
private property, and limited government intervention became
the philosophical foundation of laissez-faire capitalism and
classical liberalism. The analytical rigour introduced by
thinkers like Ricardo and Mill influenced later economists
who formalised their ideas within the emerging neoclassical
framework. Moreover, their preoccupation with production,
efficiency, and long-term growth informed the policy debates
on industrialisation, trade, taxation, and economic justice.
Despite subsequent critiques by Keynesian and Marxist
economists, the legacy of the Classical School endures in
contemporary economic models, particularly in the areas of
macroeconomic growth, international trade theory, and public
finance.

2.2.3 David Ricardo (1772-1823)

 Areas of contribution
- Macroeconomics,
international trade,
public finance

David Ricardo, a British stockbroker turned economist, stands
as one of the principal architects of classical economics.

* Contributed on Building upon Adam Smith’s foundational insights, Ricardo
distribution, value, provided a more systematic, analytical, and deductive
trade framework to economic theory. His work laid down a rigorous

theoretical foundation for value, distribution, trade, and growth,
and his Principles of Political Economy and Taxation (1817)
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became one of the most influential treatises in the discipline’s
history. Unlike Smith, who blended historical and moral
observations with economic reasoning, Ricardo focused on
abstract modelling and logical consistency, setting a precedent
for future economic theorists. The major contributions of
Ricardo are:

1. Theory of Value: At the heart of Ricardo’s economic
analysis lies his labour theory of value, which posits
that the relative value of commodities is determined
by the amount of labour required for their production.
While he acknowledged that market prices fluctuate
in the short run due to supply and demand, he

maintained that in the long run, labour input governed
« Labour as the value the ‘natural price’ of goods. He refined Smith’s labour
theory by excluding factors like utility or scarcity,

instead asserting that labour, when adjusted for skill
and intensity, was the anchor of value in a capitalist
economy. However, Ricardo also recognised that
capital intensity and time played roles in production,
leading to complications in comparing values across
different sectors. This recognition would later prompt
debates with contemporaries like Malthus and influence
the later works of Marx.

2. Theory of Rent: One of Ricardo’s most original
contributions was his theory of differential rent, which
explained how landlords earn rent based on the fertility
and location of their land. He argued that rent arises
not because landowners create value, but because some

lands are more productive than others. As population
« Rent as the price of grows and demand for food rises, society must cultivate

land P less fertile land, raising the market price of agricultural
products. Rent is thus the surplus earned on better-

quality lands due to their differential advantage, not
because of any input by the landowner. This insight had
profound implications. It showed that rent is a socially
determined surplus and not a cost of production, and
it helped Ricardo analyse the distribution of income
between landlords, capitalists, and labourers, an issue
central to classical political economy.

3. Theory of Distribution: Ricardo placed distribution,
how the national income is divided among wages,
profits, and rents, at the centre of his economic theory.
He saw economic growth as a dynamic process in
which the relative shares of different classes changed
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» Supported graduated
income tax

over time. As population increased, wages would
tend to rise to subsistence levels, leading to a fall in
profits. At the same time, rents would increase due
to diminishing returns on land. This led Ricardo to a
pessimistic conclusion: in the long run, rising rents and
falling profits would slow down capital accumulation,
pushing the economy toward a stationary state. Unlike
Smith, who believed in the invisible hand promoting
general prosperity, Ricardo foresaw a tendency toward
stagnation unless technological progress could offset
diminishing returns.

. Comparative Advantage: One of Ricardo’s most

enduring legacies is his principle of comparative
advantage, which revolutionised the understanding
of international trade. Challenging the mercantilist
obsession with trade surpluses and self-sufficiency,
Ricardo demonstrated that two countries could mutually
benefit from trade even if one had an absolute advantage
in producing all goods. According to this principle, a
country should specialise in producing the goods it can
produce at a lower relative cost, and trade for those
it produces less efficiently. This theory provided a
powerful argument for free trade, showing that openness
and specialisation increased overall welfare. It remains
the cornerstone of modern trade theory.

. Taxation and Public Finance: Ricardo also contrib-

uted to the theory of taxation, advocating for a system
that minimised distortions and promoted equity. He
supported a graduated income tax, but was wary of
taxes that would fall on capital accumulation or reduce
incentives to invest. His opposition to the Corn Laws,
tariffs on imported grain that benefitted landowners at
the expense of workers and capitalists, reflected his
broader concern about inequitable income distribution
and the economic inefficiencies of protectionism. His
fiscal thought blended economic logic with social
concerns, seeking a balance between state revenue
needs and productive efficiency.

. Deductive Logic and Abstract Modelling: Ricardo’s

economic method was marked by its deductive
reasoning. Unlike Smith’s more empirical and historical
approach, Ricardo built abstract economic models
based on a few assumptions, deriving conclusions
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» Used deductive
reasoning

* Contributed to factor
pricing and trade

 Explained limits to
growth based on
population

through logic and mathematics. While this method
enhanced analytical clarity, it also drew criticism for
ignoring institutional and historical complexities. His
influence extended beyond content to form, Ricardo
helped establish economics as a formal and theoretical
science, paving the way for marginalist and neoclassical
approaches that would emerge in the late 19th century.

David Ricardo’s impact on economic theory is profound. He
deepened the understanding of value, rent, profits, and trade,
and shifted the discipline’s focus toward distribution and
structural dynamics. His theoretical tools shaped the classical
canon and influenced later economists such as Karl Marx,
who adopted and critiqued Ricardo’s surplus theory, and John
Stuart Mill, who refined and expanded his insights. Ricardo’s
comparative advantage remains foundational in international
economics, and his formal, deductive method laid the
groundwork for the mathematical modelling that dominates
modern economics. Despite criticisms of his abstractness and
assumptions, Ricardo’s work stands as a pillar of classical
economics, and his legacy continues to inform debates on
growth, trade, and equity in economic policymaking.

2.2.4 Thomas Robert Malthus (1766-1834)

Thomas Robert Malthus stands as a central yet often
debated figure within classical economics. While most
classical economists, like Adam Smith and David Ricardo,
optimistically championed market self-regulation and accum-
ulation, Malthus offered a more cautionary view. His work
dealt with the limits of growth, particularly emphasising how
unchecked population increases could undermine economic
and social progress. As a professor of political economy and
a cleric, Malthus combined empirical observation with moral
reflection. His economic ideas were not merely theoretical;
they had strong implications for public policy, especially in
the realms of poverty relief, food supply, and employment.
The ideas of Malthus are as follows:

1. The Theory of Population: Malthus’s most famous and
controversial contribution to economics came through
his Essay on the Principle of Population (1798), in
which he laid out his population theory. He argued that
human populations have a natural tendency to grow
geometrically, while food production can only increase
arithmetically. This imbalance, if unaddressed, would
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inevitably lead to a scenario where the population
would outstrip the means of subsistence. To counteract
this, Malthus identified two types of checks. Positive
checks, such as famine, disease, and war, would reduce
the population by increasing mortality. Preventive
checks, like moral restraint (delayed marriage and
celibacy), would reduce birth rates. He discouraged the
Poor Laws of England, fearing that charitable aid might
encourage the poor to reproduce without concern for
resource constraints. While often perceived as grim or
pessimistic, Malthus’s population theory was rooted in a
belief that rational planning and personal responsibility
could mitigate suffering. His ideas continue to influence
environmental and demographic debates today,
particularly concerning sustainability and food security.

. Critique of Say’s Law and the Introduction of

Effective Demand: A less sensational but arguably
more enduring contribution by Malthus was his critique
of Say’s Law, the classical notion that “supply creates
its own demand.” Malthus challenged this assumption
directly in his Principles of Political Economy (1820),
where he argued that aggregate supply and demand
might not always balance, especially in capitalist
economies where saving and investment are driven by
private interests. Malthus observed that during periods
of economic downturns, producers might continue
to generate output while consumers, constrained by
inadequate income or employment, would not be able
to absorb that output. This mismatch, he argued, could
lead to general gluts, a term used to describe widespread
overproduction and underconsumption. In this context,
effective demand, the actual willingness and ability of
individuals or institutions to purchase goods, became a
crucial variable in economic stability. This insight laid
the intellectual groundwork for future macroeconomic
thinking. A century later, John Maynard Keynes
would echo these concerns in his General Theory,
acknowledging Malthus as a precursor to demand-side
economics.

. Malthus’s Theory of Value and Distribution:

Although Malthus engaged with the value theories of
his contemporaries, particularly Ricardo, he diverged
in significant ways. He was sceptical of Ricardo’s
labour theory of value and instead emphasised the
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utility and scarcity of goods as determinants of value
in actual markets. While less mathematically formal
than Ricardo, Malthus’s perspective was rooted in
practical realities and consumption patterns. Regarding
income distribution, Malthus noted that if too much of
the national income was concentrated in the hands of
capitalists or landlords who were more likely to save
rather than spend, effective demand could be insufficient.
He therefore paid closer attention to the consumption
behaviour of various social classes, suggesting that
redistribution and even unproductive consumption
(such as state spending or aristocratic luxury) could
sometimes play a stabilising role in the economy.

4. The Role of the State and Social Policy: Malthus was
deeply concerned about poverty and the role of public
policy, particularly in relation to population growth.
His opposition to the Poor Laws stemmed not from
insensitivity to the plight of the poor, but from his belief
that such welfare measures could worsen the condition
they aimed to alleviate. If the poor were supported
without any check on reproduction, he reasoned,
they would continue to grow in number without a
corresponding increase in food or jobs, thus increasing
destitution. Instead, Malthus supported policies that
would encourage personal responsibility and moral
discipline, focus on education and family planning,
maintain market-based wage determination without
state interference

While some of these views are now contested, Malthus’s
policy focus on long-term demographic equilibrium remains
relevant in present-day discussions around welfare, pensions,
and healthcare systems in ageing societies.

Malthus’s most influential intellectual exchanges occurred with
David Ricardo, with whom he shared a mutual respect despite
holding differing viewpoints. Where Ricardo constructed
tightly reasoned models based on abstract assumptions,
Malthus insisted on grounding theory in empirical observation
and social reality. Their most famous disagreement concerned
Say’s Law and the feasibility of general gluts. Ricardo
dismissed the idea of economy-wide excess supply, while
Malthus argued that capitalist systems were prone to periodic
instability due to deficient demand. They also disagreed on the
Corn Laws. While Ricardo opposed tariffs on imported grain,
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seeing them as rent-enhancing and growth-retarding, Malthus
supported them as a means of ensuring national food security
and agricultural employment. These debates reflect the
broader tensions within classical economics between market
equilibrium and socio-political considerations, foreshadowing
future divides in economic thought.

Though some of Malthus’s predictions, particularly those
related to mass starvation due to population pressure, did not
materialise as expected, largely due to technological advances
in agriculture, his core concerns have remained influential.
In development economics, his emphasis on demographic

* Malthus relevance in transition and carrying capacity continues to guide policy
environment, resource discussions. In macroeconomics, his critique of demand-
scarcity, sustainability side weaknesses anticipated modern theories of cyclical

unemployment and fiscal intervention. Today, Malthusian
thought has found renewed relevance in environmental
economics, especially regarding climate change, resource
scarcity, and sustainability. His vision of a world constrained
by biological and economic limits continues to pose funda-
mental questions for policymakers, particularly in developing
countries experiencing rapid population growth.

2.2.5 Jeremy Bentham (1748-1832)

Jeremy Bentham was not an economist in the strict disciplinary
sense, but his profound influence on economic thought and
public policy stems from his foundational philosophy of
utilitarianism. As a contemporary of Adam Smith and a
philosophical predecessor to John Stuart Mill, Bentham played
a crucial role in reshaping the moral foundations of classical
political economy. His guiding principle, that human beings
are motivated by the desire to maximise pleasure and minimise
pain, laid the groundwork for the concept of utility, which
would become central in both economics and public decision-
making. Bentham’s economic relevance lies in his push to
align legislation, institutions, and policies with the greatest
happiness of the greatest number. Bentham’s philosophy
revolved around a single, radical idea: utility as the sole
standard of moral and political judgement. He believed that all
human behaviour is motivated by the pursuit of pleasure and
the avoidance of pain, and hence, public institutions should
aim to maximise net happiness.

* Human beings
are motivated
by maximising
satisfaction

In economic terms, this meant that individual welfare, social
good, and government action could all be evaluated through
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the lens of utility maximisation. Although early classical
economists like Smith focused on self-interest and natural law,
Bentham introduced a normative dimension to economics,
advocating for policy reforms that improved overall wellbeing.
This had significant implications for legislation, taxation, penal
reform, and welfare economics. Though Bentham did not
construct formal economic models, his utilitarian framework
influenced various aspects of classical political economy:

1. Welfare and Redistribution: Bentham believed that
redistributing income could increase overall utility, as
the marginal utility of income is higher for the poor than
for the rich. This line of reasoning would later inform
modern welfare economics and policies advocating
progressive taxation and poverty relief.

2. Public Finance: Bentham supported rational, minimal,
and transparent taxation that imposed the least burden
on individuals. He argued that public spending should be
justified strictly by its contribution to overall happiness,
prefiguring the cost-benefit analysis used in modern
public finance.

3. Penal and Institutional Reform: His economic
thought extended to legal and institutional systems,
where he proposed incentive structures and punishment
schemes that aligned individual actions with social
good. He viewed laws as tools to shape behaviour, not
expressions of divine or natural order.

Bentham’s utilitarian philosophy had a direct and powerful
influence on John Stuart Mill, who would later synthesise it with
elements of liberalism and empiricism to create a moral and
political framework for economics. While classical economists
like Ricardo and Malthus focused on objective structures,
like value, rent, and distribution, Bentham introduced a
subjective dimension that elevated the individual’s perception
of wellbeing.

Despite his intellectual impact, Bentham’s utilitarianism
was not without criticism. Some of the major limitations
identified by later economists and philosophers include;
Bentham believed that pleasures and pains could be measured
and compared, but critics argued that utility is inherently
subjective, making precise measurement difficult if not
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impossible. His emphasis on aggregate utility led to concerns
that minority rights and distributive fairness could be ignored
« Criticisms - cardinal in favour of majority happiness. Bentham’s view of human
measure of utility, motivation as a pleasure-pain calculus was seen as overly
minority rights reductionist, failing to capture the complexity of human values
ignored and choices. Nonetheless, these critiques spurred refinements
in both ethics and economics, particularly in the development
of rule utilitarianism, capability approaches, and behavioural

economics.

Jeremy Bentham’s utilitarianism continues to influence
modern economics, particularly in areas like cost-benefit
analysis, welfare economics, public choice theory, and policy
evaluation. While modern economists have moved towards

» Contributions - cost-

benefit analysis more sophisticated utility theories incorporating risk, time,
welfare economics, and preferences, the ethical orientation that Bentham brought
public choice to economics remains crucial. His insistence that institutions

must be justified by their contribution to human welfare still
resonates in contemporary debates about economic justice,
health policy, education, and the role of the state.

2.2.6 John Stuart Mill (1806-1873)

John Stuart Mill 1s widely recognised as the final major figure
of the British Classical School and a pivotal bridge between
classical and modern economic thinking. Deeply influenced
by the works of his father James Mill, as well as Adam
Smith, David Ricardo, and Jeremy Bentham, Mill not only

* Inculcated synthesised the dominant economic ideas of his time but also
humanitarian and infused them with a broader humanitarian and philosophical
philosophical content perspective. His most notable economic work, Principles of
into economics Political Economy (1848), served for decades as the standard

textbook in British universities and public discourse, shaping
generations of economists and policymakers. Unlike many
of his classical predecessors, Mill did not treat economics
as a purely mechanical system governed solely by natural
laws. Instead, he approached it as a discipline that should
serve ethical ends, particularly the enhancement of individual
liberty, justice, and social progress.

A major contribution of Mill was his insistence on separating
the laws of production from those of distribution. According
to Mill, the principles governing production, such as the
application of labour, capital accumulation, and technological
innovation, were natural laws that applied universally, much
like the laws of physics. In contrast, the distribution of wealth
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was, in Mill’s words, “a matter of human institution”. That is,
how wealth is shared among individuals and social classes is
determined not by immutable forces, but by legal structures,
customs, and public policy. This distinction allowed Mill
to critically engage with questions of inequality and justice
without rejecting the analytical foundations of classical
economics. It also paved the way for future interventionist and
welfare-oriented thinking.

1. Theory of Value and Price

Mill largely accepted Ricardo’s labour theory of value in the
long run but introduced key refinements to reflect the realities
of supply and demand in the short term. He argued that in
competitive markets, prices were influenced not just by cost
of production but also by consumer preferences and scarcity,
thus making room for demand-side explanations. While
Mill remained within the classical tradition, his treatment of
value anticipated the marginalist revolution that would later
transform economic theory. He acknowledged that value
was more fluid and context-sensitive than his predecessors
had allowed, especially for commodities not produced under
constant returns to scale. His contribution thus served as a
bridge between classical and neoclassical approaches to value
and pricing.

2. Capital, Profits, and the Stationary State

On the question of capital, Mill adhered to the classical view
that it was formed through saving and abstinence. He
emphasised the importance of capital accumulation for
economic growth and productivity, in accordance with the
conventional wisdom of the classical school. However, Mill
was distinctively reflective about the ends of economic growth.
In a remarkable departure from his peers, he envisioned the
possibility of a stationary state-a situation where the economy
ceases to grow in material terms but remains vibrant in terms
of intellectual, moral, and social development. Mill did not
fear this stationary state. Rather, he welcomed it as a stage
of maturity where society might turn its attention from
wealth acquisition to the qualitative aspects of life, such as
education, leisure, and ethical progress. This idea has earned
Mill recognition as a precursor to sustainable development
thinking.
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* Mill linked economics
with liberty,
autonomy, and
morality

e Mill embraced reform,
balancing socialism
with classical
principles

* Mill unified ethics
and economics,
influencing modern
economic thought

3. Liberty, Individualism, and the Moral Ends of
Economics

Mill’s contributions cannot be understood without reference
to his broader liberal philosophy, articulated most famously in
‘On Liberty (1859)’. In his view, economic arrangements must
not only be efficient but also protect and promote individual
freedom. Mill was concerned with the conditions under which
people could lead autonomous and meaningful lives, and
he believed economic policy should be evaluated through
this normative lens. Unlike the utilitarianism of Bentham,
which measured value in terms of aggregate happiness, Mill
developed a qualitative version of utilitarianism, emphasising
the importance of higher-order pleasures-intellectual, artistic,
and moral-over basic sensory gratification. This enriched moral
framework added depth to economic discussions, particularly
around education, consumption, and social welfare.

4. Engagement with Socialist Thought and Reformist
Ideas

While firmly rooted in the classical tradition, Mill was more
receptive than his contemporaries to certain socialist and
reformist ideas. He expressed sympathy for co-operative
associations and worker-managed enterprises, believing they
could promote both economic efficiency and social equality.
Though he defended private property, Mill was open to
redistributive measures, especially when large inheritances
and land monopolies perpetuated inequality. He proposed
progressive taxation and supported land reform-particularly in
Ireland, where he believed the concentration of landownership
impeded both equity and productivity. These ideas positioned
Mill as a moderate reformer, willing to engage with critiques
of capitalism while preserving its foundational principles.
His openness to institutional change made him an important
precursor to the liberal welfare economics of the twentieth
century.

John Stuart Mill represents both the culmination and the
transformation of classical economics. He brought together
the technical rigour of Smith and Ricardo with the ethical
considerations of Bentham and the liberal political values
he himself championed. His work laid the foundation for
subsequent developments in economics, from marginal utility
theory to welfare economics and liberal institutionalism.
While Mill’s model of human agency was more complex than
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the homo economicus of neoclassical thought, his belief in the
power of rational public policy and moral progress remains

deeply influential. Today, Mill is remembered not only

as

an economist but also as a moral philosopher, social critic,

and visionary reformer, whose insights remain relevant

in

debates about inequality, democracy, and the ethical purpose

of economics.

mmarised Overview

)

Adam Smith’s The Wealth of Nations (1776) marks the formal beginning of classical
economics. He introduced foundational concepts such as the division of labour, the
invisible hand, and the importance of self-interest in promoting societal well-being.
Smith advocated for free markets and minimal state intervention, arguing that individuals
pursuing their own gain often unintentionally contribute to the greater good.

David Ricardo extended Smith’s ideas, particularly in the areas of value and international
trade. His theory of comparative advantage provided a powerful argument for free trade
between nations, while his labour theory of value and theory of rent examined how
income is distributed among landlords, workers, and capitalists. Ricardo’s work reflected
an analytical turn in classical economics, focusing on abstract principles and logical
deductions.

Thomas Malthus contributed a pessimistic yet influential view on population and
resources. His Essay on the Principle of Population posited that population growth
would inevitably outstrip food supply, leading to famine and poverty unless checked by
moral restraint or natural calamities. Though controversial, Malthus’s work introduced
demographic factors into economic analysis.

Jeremy Bentham brought philosophical depth to classical economics through his theory
of utilitarianism-advocating for policies that maximise overall happiness. His belief
in rational calculation of pleasure and pain influenced economic thinking about value,
welfare, and institutional reform.

John Stuart Mill synthesised and revised the ideas of his predecessors. He emphasised
liberty, ethical reasoning, and the potential for social progress through economic and
political reform. Mill’s Principles of Political Economy bridged classical economics
with emerging concerns about distribution, justice, and democracy.

Together, these thinkers laid the intellectual architecture of the British Classical School.
Their ideas about markets, value, production, and social welfare formed the foundation
of modern economics and remain deeply relevant in policy and academic debates.

S

e
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Assignments
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1. Discuss Adam Smith’s concept of the invisible hand and its significance in classical
thought.

2. Explain Ricardo’s theory of comparative advantage and its relevance in global
trade.

3. What are the main features of Malthus’s population theory?
4. Analyse the utilitarian perspective of Jeremy Bentham in economic policy.

5. How did John Stuart Mill contribute to the evolution of classical economics?

6. Compare and contrast the economic views of Ricardo and Malthus.

N
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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Critics of Ricardian Economics and
The French Liberal Tradition

UNIT 3

Learning Outcomes

After completing this unit, learners will be able to:
» identify key ideas of the British Anti-Ricardians
» discuss the principles of the French Liberal School

» compare the approaches of British and French economists

» assess the significance of Say, Bastiat, and Molinari

N r

Background
_J \S

During the early 19" century, industrialisation and social change were reshaping the
economic landscape of Europe. The established economic doctrines of the classical
school, particularly those propagated by David Ricardo, were increasingly seen as rigid
and abstract. Many felt that the complexities of real-world economies demanded a more
nuanced and flexible approach to understanding value, production, and distribution. This
environment gave rise to the Anti-Ricardian school in Britain-comprising economists
who questioned Ricardo’s narrow assumptions and deterministic logic.

At the same time, in post-revolutionary France, a different strand of thought was
developing. French intellectuals were deeply influenced by Enlightenment ideals of
reason, liberty, and individual rights. These principles began to inform their economic
thinking, resulting in a vibrant liberal tradition that emphasised the harmony of interests,
voluntary exchange, and the minimal role of the state. Economic thinkers in France
began to articulate theories that foregrounded entrepreneurship, subjective value, and the
dynamics of market systems.

N r

m SGOU - SLM - M.A ECONOMICS - History of Economic Thought 115

o~




N

The British and French responses to classical orthodoxy did not arise in isolation-they
were deeply connected to broader intellectual and political movements of the 19™ century.
From debates on property rights and utility to arguments over the legitimacy of state
intervention, the period witnessed a flowering of alternative perspectives on political
economy. These debates were not merely academic; they carried significant implications
for policy-making, public discourse, and the future of capitalism.

S

e

Keywords

Anti-Ricardianism, Jean-Baptiste Say, Say’s Law, Frederic Bastiat, Gustave de Molinari,
Market Freedom, Laissez-Faire, Economic Critique, Utility, Free Exchange

* Anti-Ricardians
challenged
abstraction, economic
thought’s foundation

116

2.3.1 British Anti-Ricardian Economists

The early 19" century witnessed a remarkable intellectual
consolidation in the form of Ricardian economics. David
Ricardo’s Principles of Political Economy and Taxation became
a hallmark of classical political economy, distinguished
by its formalism, deductive reasoning, and a high level of
abstraction. However, Ricardo’s dominance in theoretical
economics was neither uncontested nor universally admired.
A number of his contemporaries and successors within Britain
developed what may be collectively termed the Anti-Ricardian
perspective-a dissenting tradition that questioned not only
Ricardo’s assumptions but also his methods and conclusions.
These thinkers did not reject the classical project altogether.
Rather, they challenged the excessive abstraction, the reliance
on deductive reasoning, and the limited empirical validation
that characterised Ricardian economics. Their work introduced
a richer, more historically grounded and socially embedded
understanding of economic phenomena, and paved the way
for alternative traditions such as institutional economics and
the marginalist revolution.

David Ricardo had formalised classical economics with a
highly abstract and deductive model, especially in his theories
ofrent, value, and distribution. His work, Principles of Political
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Economy and Taxation (1817), became the cornerstone of
classical thought. However, his models often assumed:

» Ricardo’s abstract
model faced empirical g
Anti-Ricardian

critique

A single factor of production (labour) to determine value
Perfectly competitive markets
Uniform profit rates

Abstract conditions rarely found in real-world econo-
mies

This abstraction attracted criticism from economists who
sought a more empirical, inductive, and socially grounded
approach.

The key British Anti-Ricardian thinkers and their contributions
are as follows:

1.
* Leslie promoted
historical, institutional
alternatives to
Ricardian abstraction
2

* Jones advocated
contextual, empirical
critique of Ricardian

rent

Thomas Edward Cliffe Leslie (1827-1882): Leslie, a
professor at Queen’s College Belfast, was a leading figure
in what became known as the English Historical School.
He rejected Ricardo’s deductive method and advocated
for an inductive, historical, and comparative approach to
economics. Leslie emphasised the importance of studying
real-world institutions, customs, and legal frameworks
in shaping economic behaviour. He argued that abstract
universal laws, like Ricardo’s theory of rent or labour
value, ignored the cultural and institutional diversity of
economies. Leslie’s contributions laid the groundwork
for institutional economics and the integration of history
into economic analysis.

. Richard Jones (1790-1855): Jones, a contemporary

of Ricardo, was critical of the Ricardian theory of rent.
In his Essay on the Distribution of Wealth (1831), he
argued that Ricardo’s generalisations about rent and land
use were based on English agriculture and could not be
universally applied. Jones promoted a comparative and
empirical method, highlighting that land tenure systems
varied significantly across countries and historical
periods. His work called for a contextualised political
economy, where theories had to be tested against facts
and social structures.

. Samuel Bailey (1791-1870): Bailey was one of the

earliest and most precise critics of Ricardo’s labour
theory of value. In 4 Critical Dissertation on the Nature,
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* Bailey emphasised
subjective value,
anticipating
marginalist revolution

* Anti-Ricardians
promoted empirical,
historical, pluralist
economic approaches
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Measures, and Causes of Value (1825), Bailey argued
that value is fundamentally subjective and depends on the
relation between supply and demand, not merely labour
inputs. He contended that Ricardo confused ‘absolute
value’ with ‘exchange value’ and failed to account
for the psychological and relative nature of valuation.
Bailey’s work foreshadowed the marginalist revolution
by asserting the importance of individual preferences
and utility.

Although diverse in method and focus, the British Anti-
Ricardians shared certain overarching concerns:

* They believed Ricardo’s theories were too far removed
from empirical realities.

» Anti-Ricardians stressed the importance of institutions,
legal systems, and customs in shaping economic out-
comes.

» They challenged the labour theory of value and empha-
sised demand, utility, and context.

» These thinkers resisted the Ricardian claim that econom-
ic laws could be universally applied regardless of time
or place.

The Anti-Ricardians influenced later schools of thought in
several key ways. Their insistence on historical and empirical
analysis contributed to the development of:

e The Historical School of Economics in Britain and Ger-
many

e The Institutional economics movement

» Early formulations of marginal utility theory

Though often overshadowed by their Ricardian counterparts,
the Anti-Ricardians played a crucial role in questioning the
limits of deductive economics and encouraging a more
pluralistic approach to the discipline.

2.3.2 The French Liberal School: From Say to Molinari

The French Liberal School of Economics emerged in the early
19" century as a counterpart to the British Classical tradition.
While sharing many foundational ideas-such as the virtues of
free markets, private property, and limited government-the




French school placed greater emphasis on entrepreneurship,
utility, harmony, and social order. Rooted in the post-revolu-
tionary and Napoleonic eras, this school sought to stabilise

French society through liberal economic principles and to
respond to the social and political upheavals of the time with
economic rationalism. This school is primarily associated with
figures like Jean-Baptiste Say, Frédéric Bastiat, and Gustave
de Molinari, who contributed significantly to the evolution of

* French Liberal School
emphasised harmony,
utility, social stability

political economy, especially in regard to the role of the state,
the concept of utility, and the advocacy of individual liberty.

2.3.2.1 Jean-Baptiste Say (1767-1832)

Say is best known for articulating what became known as Say’s
Law, summarised by the phrase ‘supply creates its own demand.’
This principle posits that production inherently generates

income, which in turn enables consumption. According to Say,
general gluts (or aggregate demand deficiencies) could not
persist in a functioning market economy, because every good
produced would create the purchasing power for another. This
notion stood in contrast to the later arguments of Malthus and

» Say emphasised
entrepreneurship,
utility, and supply-
driven demand theory

Keynes, who pointed out the potential for aggregate demand
shortfalls and involuntary unemployment. Nevertheless, Say’s
Law laid the groundwork for much of classical and neoclassical
equilibrium theory.

Say diverged from British classical economists by giving
prominence to the entrepreneur as a central figure in economic
life. For Say, the entrepreneur was not merely a capitalist but

a dynamic agent who coordinates production, bears risks,

* The entrepreneur and innovates. This emphasis prefigured later Austrian and
coordinates Schumpeterian theories of innovation and entrepreneurship.
prodpction, bears risks Unlike Ricardo, who focused on labour as the source of value,
and innovates Say leaned toward a utility-based theory of value. He argued

that value arises from the ability of a good to satisfy a human

need, anticipating the subjective value theories developed in
the marginalist tradition.

2.3.2.2 Frédéric Bastiat (1801-1850)

Bastiat was a spirited defender of free trade and market
competition, writing with clarity and wit to make economics
accessible to the broader public. He critiqued protectionism
and state intervention through parables and satire, most
famously in ‘The Petition of the Candlemakers’, which
mocked special interest groups demanding protection from
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* Bastiat defended free
markets, emphasising
harmony and liberty

* Molinari advocated
market-based
governance, inspiring
libertarian thought

* Individual liberty
drives prosperity
through voluntary
exchange
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competition. A major theme in Bastiat’s work is the idea of
economic harmony-that if left undisturbed by government
interference, markets naturally tend toward a just and efficient
allocation of resources. This belief was underpinned by a
conviction in a natural economic order governed by universal
laws of liberty, responsibility, and mutual benefit. In his
influential essay ‘What Is Seen and What Is Not Seen’, Bastiat
introduced the idea of opportunity cost long before it was
formally conceptualised in neoclassical economics. He urged
economists and policymakers to consider the unintended
consequences of policies-not just their visible effects. This
insight became foundational in modern cost-benefit analysis
and public choice theory.

2.3.2.3 Gustave de Molinari (1819-1912)

Molinari extended classical liberalism to its most radical
expression. In his famous 1849 essay ‘The Production of
Security’, he argued that even law enforcement and defence
services could be provided through private markets rather
than the state. This argument prefigured modern anarcho-
capitalism and placed Molinari among the early pioneers of
libertarian economic thought. Molinari was critical of all forms
of state monopoly, taxation, and regulation, believing they led
to inefficiencies and moral hazards. He saw competition in
all sectors, including public services, as a safeguard against
abuse and inefficiency. His ideal society was one where all
services-including justice, policing, and infrastructure-were
delivered through voluntary association and contractual
exchange. Though his ideas were controversial even among
classical liberals, Molinari’s work inspired later thinkers in the
Austrian and libertarian traditions, such as Ludwig von Mises
and Murray Rothbard.

2.3.2.4 Key Characteristics of the French Liberal
School

1. Individual Liberty as the Cornerstone of Economic
Order: At the heart of the French Liberal School was an
unwavering belief in the primacy of individual liberty.
Thinkers like Jean-Baptiste Say, Frédéric Bastiat, and
Gustave de Molinari held that freedom of choice-both
in personal and economic life-was not only a moral
imperative but also the most efficient route to prosperity
and social harmony. This conception of liberty extended
beyond mere opposition to tyranny; it entailed a deeper




* Private property
ensures autonomy,
prosperity, and moral
order

* Free markets naturally
harmonise through
voluntary cooperation

commitment to personal responsibility, voluntary
exchange, and limited state interference. Economic
relations, in this framework, were considered extensions
of human freedom, grounded in consent and mutual
benefit. The state, in their view, existed not to direct the
economy but to preserve the conditions under which
freedom could flourish.

. Strong Defence of Private Property: Closely linked

to liberty was the defence of private property, which
the French liberals regarded as both a natural right and
a practical necessity. Property was seen not merely as
a physical asset but as an extension of one’s labour,
personality, and autonomy. The secure ownership of
property enabled individuals to accumulate capital,
undertake production, and participate in the market
without fear of arbitrary invasion. Say and Bastiat, in
particular, saw property rights as foundational to the
legitimacy of economic transactions and essential to the
development of a moral and productive society. Molinari
took this logic further, arguing that even the protective
functions traditionally assigned to the state-such as
security and justice-could be privatised and operated
through contracts grounded in property rights.

. Markets as Self-Regulating and Harmonious

Systems: Another defining feature of the French Liberal
School was its deep faith in the self-regulating nature
of the market. Unlike the British classical economists
who focused extensively on structural constraints such
as diminishing returns or class conflict, French liberals
viewed the market as an inherently cooperative and
harmonious system. Frédéric Bastiat famously described
economic exchange as a process in which both parties
gained a mutual enrichment facilitated by division
of labour and comparative advantage. The idea that
economic laws were natural and spontaneously ordered
was a cornerstone of this belief. Intervention, they argued,
introduced distortions, favoured certain interests, and
created perverse incentives. Thus, economic harmony
was achievable only when individuals were left free to
pursue their interests within the framework of just laws
and fair competition.

. Entrepreneurial Agency and the Role of the

Individual: While the British classical economists often
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* Entrepreneurs drive
progress through
innovation and risk-
taking

* Minimal state prevents
plunder, ensures free
markets

e Value stems from
utility, not labour
alone

viewed economic agents in terms of factors of production
or class roles, the French liberals placed the entrepreneur
at the centre of economic life. Jean-Baptiste Say’s
analysis of production emphasised the entrepreneur as
the individual who combines land, labour, and capital,
assumes risks, and initiates innovation. This focus
on dynamic human agency, rather than abstract class
categories, marked a distinct orientation within classical
thought. Entrepreneurs were not merely managers or
owners of capital-they were creators, discoverers, and
agents of progress. This emphasis later found strong
resonance in the Austrian School’s theories of dynamic
markets and creative destruction.

. Minimal State Intervention and Anti-Mercantilist

Sentiment: The French Liberal School was strongly
opposed to mercantilism, protectionism, and all forms
of economic nationalism. For Bastiat, tariffs, subsidies,
and government privileges represented ‘legal plunder’-
mechanisms through which one group enriched itself at
the expense of another through the state. The proper role
of government, in their view, was limited to protecting
life, liberty, and property. Any economic function beyond
that risked creating distortions, benefiting rent-seeking
interests, and undermining the efficiency of spontaneous
market coordination. Molinari extended this view to
its logical extreme by suggesting that even functions
like police and justice could be privately supplied in
a competitive marketplace. This vision of a ‘night-
watchman state’ became a foundational idea for later
libertarian and anarcho-capitalist schools of thought.

. Emphasis on Utility and the Psychology of Value:

Another key characteristic of the French Liberal School
was its early shift toward a utility-based theory of value,
in contrast to the labour-centric models of the British
classical economists. Say argued that value stemmed
not from the effort embedded in a good but from its
ability to satisfy human wants. This approach implicitly
recognised the subjective nature of value, paving the
way for the marginal revolution of the late 19™ century.
Bastiat, too, explored how perceptions, expectations,
and time influenced economic decisions, foreshadowing
later developments in behavioural and subjective value
theory. This sensitivity to human psychology and
individual preference distinguished the French tradition
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* French liberals made
economics moral,
clear, and accessible

* French liberals
integrated ethics,
liberty, and economic
thought

* French Liberals
championed
entrepreneurship,
freedom, minimal
government

as more flexible and human-centred than its British
counterpart.

7. Clarity, Accessibility, and the Moral Language of
Economics: French liberal economists also stood out
for their commitment to clear, persuasive, and morally
resonant writing. Bastiat in particular employed
satire, allegory, and parable to communicate complex
economic truths to a general audience. His essays, such
as ‘The Broken Window’ and ‘What Is Seen and What
Is Not Seen,” were designed not only to inform but to
persuade, often drawing on common sense and ethical
reasoning. This rhetorical style reflected a deeper belief
that economics was not merely a technical science, but
a moral endeavour concerned with justice, dignity, and
freedom. They rejected the cold formalism creeping
into British political economy, seeking instead to make
economics a language of human flourishing and civic
responsibility.

The French Liberal School was not merely an economic
doctrine-it was a philosophical worldview, grounded in the
Enlightenment ideals of liberty, rationality, and justice. Its
members advocated for a society where individuals could
pursue their interests in peace, without coercion, and under
rules that promoted voluntary cooperation and mutual benefit.
By integrating ethical reasoning, institutional awareness, and
individual psychology into economic thought, the French
liberals offered a rich and nuanced vision of political economy,
one that remains highly relevant in contemporary debates on
freedom, welfare, and the role of the state.

The French Liberal School, while overshadowed in technical
influence by the British Classical School, played a vital role
in shaping the ideological and institutional foundations of
modern capitalism. Say’s focus on entrepreneurship, Bastiat’s
insights into opportunity cost and public policy, and Molinari’s
pioneering libertarianism continue to influence liberal
economic thought, particularly in the domains of Austrian
economics, supply-side theory, and libertarian philosophy.
Their work served as a counterbalance to statist, socialist, and
interventionist approaches emerging in 19th-century Europe.
Although not formally systematised into a coherent school
of thought, the ideas of Say, Bastiat, and Molinari continue
to resonate with those who advocate for economic freedom,
individual rights, and minimal government in the modern era.
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Summarised Overview
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N

British Anti-Ricardians emerged in the early 19™ century as critics of Ricardo’s abstract
theories, especially his labour theory of value and the rigid assumptions in his theory of
distribution. Economists like Thomas Chalmers, John Rae, and Nassau Senior argued that
Ricardo underestimated the role of demand, utility, and capital formation. These thinkers
stressed the importance of saving, investment, and entrepreneurship, and questioned
the pessimism embedded in classical wage and profit theories. Their critiques marked a
transition toward more empirical and human-centred economics.

In France, Jean-Baptiste Say presented an alternative to Ricardo’s value theory with his
emphasis on utility and production. Say is most known for Say’s Law-’supply creates
its own demand’-which argued that production inherently generates income to buy
output. He advocated for competition, decentralised markets, and limited government
interference, laying a foundation for French liberal economics.

Frédéric Bastiat expanded on Say’s liberalism with sharp critiques of protectionism,
government overreach, and economic fallacies. Through witty essays and parables,
Bastiat illustrated the unseen costs of state intervention and promoted the harmony of
free exchange. He maintained that legal and economic freedoms were essential to peace
and prosperity.

Gustave de Molinari further radicalised French liberalism by proposing market-based
solutions even in areas like security and policing. He envisioned a competitive market
for public goods and believed in any monopoly-state or private-distorted freedom and
efficiency. His vision prefigured modern libertarianism and extended the laissez-faire
principle beyond traditional boundaries.

The contributions of the British Anti-Ricardians and French Liberal School widened
the scope of classical economics. They questioned deterministic models, foregrounded
human agency, and championed institutional and policy reforms. Their ideas would
influence later schools of thought, including Austrian economics and marginalism.

e

Assignments

N

1. Who were the British Anti-Ricardians, and what were their key criticisms of
Ricardo’s theories?

2. Explain Say’s Law and its role in liberal economic thought.

3. Discuss Bastiat’s critique of protectionism and government intervention.

S
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4. How did Molinari extend the ideas of economic liberalism?

5. Compare the philosophical foundations of British Anti-Ricardians and the French
Liberal School.
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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Monetary Controversies and
Medieval Indian Economic

Institutions

UNIT 4

Learning Outcomes
o . S
After completing this unit, learners will be able to:

* understand about the Currency School and the Banking School

* discuss significance of the 1844 Bank Charter Act

» explore the features of economic structures in medieval Indian society
N ;
Background
J \S

Picture a time in the 19th century when Britain stood at the peak of its industrial and
imperial power. With chimneys smoking and machines clanking, the country was
witnessing a profound economic transformation. But behind the outward show of
factories and trade was an invisible yet powerful engine — money and credit. How much
money should circulate in the economy? Who should control it? Should it be fixed to
something tangible like gold, or allowed to move with the rhythm of commerce? These
were not mere theoretical questions; they were fiercely debated by scholars, bankers, and
policymakers, leading to the historic confrontation between the Currency School and the
Banking School. The debates captured the anxieties of a changing society and laid the
intellectual foundation for modern monetary systems.

Now let us travel farther east, into the diverse landscape of medieval India. Here, too,
economies flourished, though under very different systems. Temples and guilds doubled
as financial institutions, providing loans and storing wealth. Agriculture ruled the
economic order, but vibrant local markets and long-distance trade routes crisscrossed the
land. Credit and money flowed, not through formal banks, but through trust, kinship, and
custom. The rhythms of the monsoon, the strength of community ties, and the patronage
of rulers played pivotal roles in shaping economic life.

N r
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Unlike the sharply polarised debates in Victorian Britain, the Indian approach to economy
was more embedded in social and cultural institutions. There was no need for formal
theories about money supply or convertibility. Instead, the economy evolved through
centuries of experience, moral codes, and community consensus. Yet both the British
and Indian systems reflected deep questions about value, stability, trust, and exchange.

S
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Keywords
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* Currency and Banking
Schools debated
monetary policy
foundations
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2.4.1The Banking School-Gurrency School Dehate

The early 19" century in Britain witnessed the rapid growth of
commerce, industrial production, and financial intermediation.
With these changes came recurring financial panics and calls
for a more structured monetary regime. At the centre of this
was an intense debate over the control of money supply-should
it be strictly regulated based on gold reserves, or should it
respond flexibly to the needs of trade and credit? This question
gave rise to two contrasting intellectual camps: the Currency
School, which advocated rule-based monetary expansion
anchored to gold reserves, and the Banking School, which
promoted a more adaptive system driven by credit demand.
Their disagreement was not only theoretical but also deeply
political and institutional, ultimately shaping central banking
philosophy and legislation in Britain and beyond.

The Currency School: The Currency School, emerging in
early 19™-century Britain, built its theoretical foundation on
the earlier Bullionist tradition that emphasised the need to
anchor paper currency to a tangible commodity, particularly
gold. Proponents of this school viewed money not simply
as a medium of exchange, but as a store of value whose
integrity needed to be preserved through tight control. Their
fundamental concern was the prevention of inflation and
monetary instability, which they believed stemmed from




unregulated issuance of currency by private banks. One of
the central pillars of the Currency School’s argument was
the Quantity Theory of Money. According to this theory, the
general price level in the economy moves in direct proportion
to the quantity of money in circulation. In other words, if
the money supply doubles while the volume of goods and

services remains constant, prices will also double. Hence,

+ Currency School they argued that the excess issuance of unbacked banknotes
demanded gold- would inevitably lead to inflation. To guard against this threat,
backed money to the Currency School advocated what came to be known as
prevent inflation the Convertibility Principle. This meant that all paper money

issued must be redeemable in gold upon demand. By ensuring

that each note was backed by an equivalent amount of gold,
public trust in the monetary system could be maintained.
This convertibility, they argued, would act as a natural check
on over-issuance and speculative behaviour. Moreover, the
Currency School insisted that only the central authority-
primarily the Bank of England-should have the exclusive right
to issue currency. This centralisation was seen as essential to
enforcing discipline and avoiding the inflationary tendencies
of competitive banknote issuance. The goal was to insulate the
currency from credit cycles and political pressures.

Among the early proponents of this view was David Ricardo,
whose Bullionist views deeply shaped monetary debates in the
post-Napoleonic era. Ricardo believed that excessive issuance
of inconvertible paper money had been the principal cause
of wartime inflation. Later thinkers such as Robert Torrens
and George Warde Norman further refined the arguments
of the Currency School by placing greater emphasis on

formal policy frameworks and institutional control. The
SRS Currency School’s ideas culminated in a significant legislative
to disciplined gold- measure: the Bank Charter Act of 1844, enacted under
backed currency Prime Minister Sir Robert Peel. This Act institutionalised

» Ricardo’s ideas led

the school’s core principles. It divided the Bank of England
into two departments-the Issue Department and the Banking
Department. The Issue Department was tasked with issuing
banknotes and was required to maintain gold reserves equal to
the currency issued above a fixed fiduciary limit. The Banking
Department, on the other hand, continued with commercial
banking operations. By doing so, the Act aimed to ensure
that banknotes functioned like gold certificates, with issuance
strictly tied to gold reserves. It also prohibited other banks from
issuing new notes, thereby consolidating monetary authority.
For the Currency School, this Act represented a triumph of
monetary discipline and a bulwark against speculative excess.
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* Banking School
supported flexible
money tied to trade

* Banking School
criticised rigid Act
during financial crises
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The Banking School: The Banking School, together with
the Currency School, approached money and credit from
a fundamentally different philosophical and functional
viewpoint. Rather than viewing money as a fixed quantity to
be rigidly managed, Banking School economists saw it as a
fluid instrument intimately tied to the realities of trade, credit,
and commerce. The cornerstone of their argument was the
Real Bills Doctrine. According to this doctrine, banks should
issue currency only in exchange for short-term commercial
paper representing real economic transactions-such as bills of
exchange generated from the sale of goods. As long as such
notes were backed by genuine trade activity and were repayable
in the short term, they would be self-liquidating and would
not lead to inflation. This school championed the Elasticity of
the Money Supply, arguing that the volume of currency and
credit in circulation should expand during periods of rising
economic activity and contract during downturns. A fixed
monetary base, they believed, would fail to accommodate the
dynamic needs of production, employment, and trade. Central
to their reasoning was the belief that market discipline and
institutional integrity, not rigid metallic backing, ensured
monetary stability. As long as notes were convertible into
gold on demand and issued only against solid collateral, banks
could be trusted to regulate themselves. They dismissed the
notion that over-issuance of credit would automatically result
from decentralised banking.

Leading exponents of the Banking School included Thomas
Tooke, John Fullarton, and James Wilson. These thinkers
were deeply involved in the financial and commercial life of
the time and brought a practical understanding to economic
theory. They believed that the 1844 Bank Charter Act was
too rigid, particularly in its attempt to separate note issuance
from credit operations. By doing so, the Act ignored the
interconnectedness between currency and banking, and its
stringent rules could exacerbate financial crises instead of
preventing them. Their critique gained credence in subsequent
decades when several financial crises led to the temporary
suspension of the Bank Charter Act, notably in 1847, 1857,
and 1866. These events supported the Banking School’s claim
that an inflexible monetary framework could fail in the face of
real economic volatility.

The Bank Charter Act of 1844: Passed under the leadership
of Prime Minister Sir Robert Peel, the Bank Charter Act of




1844 was the legislative embodiment of the Currency School’s
philosophy. It aimed to prevent over-issuance of notes by
requiring that all banknotes be backed by a corresponding

amount of gold. The Act also prohibited new banks from
« The 1844 Act issuing their own currency and centralised note issuance in
the hands of the Bank of England. While this seemed a victory
for the Currency School, reality proved more complex. The
Act did not place any constraints on bank deposits, which had

enforced gold backing
but failed during crisis

become a significant part of the money supply. Moreover,
in times of financial panic-such as in 1847, 1857, and 1866-
the Act had to be temporarily suspended, as its restrictions
exacerbated liquidity shortages. These episodes revealed
the practical limitations of a rigid monetary framework and
provided partial vindication for the Banking School’s warnings
about economic inflexibility.

Rules vs. Discretion: The debate ultimately reflected two
different visions of monetary order. The Currency School
embraced a mechanical view of the economy, where
controlling the quantity of money was sufficient to ensure

price stability. They favoured rules-based policymaking,

* Currency School fearing that discretionary monetary management could lead
supported rules while to abuse and inflation. In contrast, the Banking School held a
Banking School more dynamic view of money and credit. They believed that
advocated discretion economic relationships were too complex to be governed by

fixed rules and that central banks should exercise judgement
and flexibility, particularly in response to financial crises.
Their perspective foreshadowed modern debates between
monetarists and Keynesians, and between proponents of
inflation targeting and discretionary monetary intervention.

The Currency School’s ideas contributed directly to the
development of central bank independence and inflation
control mechanisms. Their insistence on discipline and
predictability influenced the design of modern monetary
institutions, including frameworks for inflation targeting and
reserve backing. Meanwhile, the Banking School’s recognition
of the importance of credit and endogenous money supply
prefigured later developments in macroeconomic theory,
particularly Keynesian economics, monetary circuit theory,
and post-Keynesian critiques of central bank policy. Their
insistence on flexibility and market responsiveness remains
relevant in discussions on financial regulation, liquidity
management, and systemic risk. Although the gold standard
is no longer in place, the core issues raised by the Currency-
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* Currency and Banking
School ideas influence
modern monetary
policy

» Agrarian systems,
trade, money, power
etc shaped medieval
economy

* Agriculture shaped
medieval India’s
economy through
structured hierarchy

Banking School debate remain deeply relevant. Central banks
today grapple with balancing rule-based inflation targets
against the need for discretionary stimulus during economic
downturns. The 2008 global financial crisis and subsequent
episodes of quantitative easing reignited interest in how credit
is created, regulated, and transmitted through the economy-
questions that were already central to the 19™-century debate.
Thus, the Banking vs. Currency School debate serves as a
historical lens through which we can better understand the
evolution of monetary economics. It is a foundational episode
that continues to inform academic theory and policy practice
in modern macroeconomics.

2.4.2 Connecting the Economic History of Medieval
Indian Society

The economic history of medieval Indian society offers a
complex and layered narrative of agrarian structures, trade
networks, monetary systems, and social hierarchies. Spanning
roughly from the 8™ to the 18™ century, this era witnessed the
consolidation of agrarian regimes, the rise and fall of powerful
kingdoms, and increasing integration into global trade routes.
To understand India’s historical economic thought and policy
structures, it is essential to explore how economic life was
organised, who participated in it, and what forces shaped its
transformation.

1. Agrarian Economy: Agriculture was the cornerstone
of the medieval Indian economy. Vast rural populations
depended on land cultivation, with crops like rice,
wheat, barley, cotton, and sugarcane forming the basis
of subsistence and trade. The land revenue system,
especially under the Delhi Sultanate and later the Mughal
Empire, became increasingly centralised. The Mughal
zabt system, for instance, standardised tax collection
based on crop estimation and productivity, indicating
a high level of bureaucratic sophistication. Land
rights were often conditional, with zamindars, village
headmen, and revenue officials acting as intermediaries
between peasants and the state. Agrarian relations were
hierarchical. Tenant cultivators and bonded labourers
often lived under the control of landlords or state-
appointed collectors. Despite the dominance of rural
life, agricultural surpluses enabled the growth of urban
centres and trade.
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* Trade, cities, ports,
and merchants
connected medieval
India globally

* Artisans and guilds
structured craft, trade,
and production

* Monetary reforms,
coinage, and taxation
strengthened
economic integration

2. Urbanisation and the Role of Trade: Medieval India

was dotted with vibrant towns and cities that served as
commercial hubs. Cities like Delhi, Lahore, Ahmedabad,
Surat, and Vijayanagara were not only political capitals
but also centres of production, artisanal activity, and
interregional commerce. The inland trade was facilitated
by established caravan routes, while maritime trade
connected India to Southeast Asia, the Persian Gulf,
and East Africa. Ports like Calicut, Cambay, and
Masulipatnam played a vital role in this global linkage.
Items like spices, textiles (especially cotton and muslin),
indigo, and handicrafts were widely exported. Merchant
guilds and trading communities such as the Chettiars,
Marwaris, and Bohras helped sustain and expand these
networks. These groups exercised considerable autonomy
and often worked across kingdoms and empires, linking
regional economies with global markets.

. Guilds, Artisans, and the Organisation of Craft:

Artisan production flourished in medieval towns and was
often organised through guild-like associations. Although
not always formal institutions, these occupational groups
controlled the quality, pricing, and marketing of their
goods. Weavers, blacksmiths, potters, and goldsmiths
were essential contributors to urban economic life.
Craftsmanship, especially in textiles, played a crucial
role in both domestic markets and exports. The handloom
industry, with its intricate techniques and designs,
reached its peak during this period. The link between
craft production and patronage, particularly in temple
economies and courtly workshops (karkhanas), was an
essential feature of medieval artisanal organisation.

. Monetary Economy and Fiscal Innovations: One of

the defining features of medieval Indian economic life
was the monetisation of the economy, particularly during
the Sultanate and Mughal periods. The introduction of
a stable tri-metallic currency system, gold, silver, and
copper coins-under rulers like Sher Shah Suri and Akbar
greatly facilitated trade and taxation. The state played
an active role in minting coins, maintaining currency
standards, and regulating market exchanges. Monetary
transactions became more common even in rural settings,
suggesting a growing integration of villages into larger
economic circuits. The Mughal fiscal administration,
especially under Todar Mal, implemented systematic
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* The state controlled
markets, revenue, and
production directly

» Regional economies
varied as religion
and trade influenced
institutions

* Medieval economy
was dynamic before
colonial disruptions
began

land assessments, revenue accounting (in dahsala and
batai systems), and measurement-based taxation that
reflected both agrarian output and monetary capabilities.

. State Intervention and Economic Governance:

Despite decentralised political structures in many
regions, the state’s economic role remained significant.
It was involved in revenue extraction, market regulation,
and even direct control of certain sectors. Under the
Mughals, for instance, state karkhanas (government-run
workshops) produced arms, textiles, and luxury items
for the court and army. Price control measures were also
implemented in times of scarcity or inflation. One famous
example is Alauddin Khalji’s market regulations, which
attempted to fix prices of grains, cloth, and essential
commodities in Delhi. Although these interventions
were often temporary or confined to elite consumption,
they reflect an early understanding of the relationship
between the state, market, and social welfare.

. Regional Variations and Socio-Religious Influences:

Economic patterns varied widely across regions. In
South India, temple economies played a vital role in
agricultural development and redistribution of resources.
Temples acted as landlords, employers, banks, and
patrons of art and trade. In contrast, northern India
saw stronger integration of Persianate administrative
systems under the Sultanate and Mughals. Religion also
shaped economic practices. Islamic legal frameworks
influenced property rights and commercial contracts,
while Hindu customary laws governed inheritance and
land tenure in many regions. In coastal areas, interactions
with Arab, Persian, Chinese, and later European traders
further shaped socio-economic institutions.

. The Pre-Colonial to Colonial Shift: The economic

structures of medieval India laid the groundwork for
the transformations that would come with European
colonialism. The robust textile production, export
networks, and land revenue institutions were gradually
reoriented by colonial economic policies in the 18"
and 19" centuries. However, understanding medieval
economic history allows us to recognise that India was not
an economically stagnant society, as colonial historians
once argued. It was, in fact, marked by innovation,
connectivity, and institutional sophistication-qualities
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that were disrupted, rather than created, by colonial
intervention.

Examining the economic history of medieval Indian society

bridges the gap between ancient agrarian roots and modern

* Medieval economy economic systems. It reveals how institutional development,
shows rich, evolving trade networks, and statecraft evolved long before the advent
non-Western of modern capitalism. For the historian of economic thought,
economic traditions this period is crucial for appreciating non-Western traditions

of economic organisation, regional diversity in economic

institutions, and the nuanced relationship between state,
society, and market in India’s long economic past.

mmarised Overview

)

The Banking School-Currency School debate in mid-19"-century Britain reflected
conflicting views on the role of money and credit in the economy. The Currency School,
closely aligned with bullionist traditions, believed that the money supply should be strictly
regulated and tied to gold reserves. They argued that issuing banknotes beyond what was
backed by gold would lead to inflation and instability. Their views were formalised in the
Bank Charter Act of 1844, which created a legal distinction between the note-issuing and
banking functions of the Bank of England.

In contrast, the Banking School emphasised the needs of trade and advocated for an
elastic money supply responsive to economic activity. They subscribed to the Real
Bills Doctrine, which proposed that banks should issue money based on short-term
commercial transactions backed by tangible goods. For them, as long as convertibility
into gold was maintained and credit was extended responsibly, the economy would self-
regulate. Figures like Thomas Tooke and John Fullarton argued that the Act of 1844
was too rigid and failed to account for the complexities of credit-based economies.
These debates had profound implications for monetary theory, central banking, and
the regulation of financial systems. The Currency School laid the groundwork for fixed
monetary frameworks, while the Banking School anticipated more flexible, demand-
responsive approaches seen in modern monetary policy.Alongside these developments
in Britain, medieval Indian economic structures functioned under a very different logic.
The economy was primarily agrarian but supported by vibrant trade networks across
the subcontinent and beyond. Local markets operated within caste-based occupational
systems, and land revenue formed the economic backbone of many kingdoms. Merchant
guilds and temple-based treasuries played central roles in credit and redistribution.
Unlike the formalised banking debates of the West, Indian practices relied heavily on
custom, trust, and decentralised community management.

m SGOU - SLM - M.A ECONOMICS - History of Economic Thought 135




The juxtaposition of these two perspectives — institutional reform in industrialising Britain
and the embedded, communal systems of medieval India — enriches our understanding
of how economic thought and practice evolve in context. It highlights the diversity of
monetary systems and underscores the cultural specificity of financial norms.

Assignments
J \

1. What were the main arguments of the Currency School regarding monetary
stability?

2. How did the Banking School justify the need for a flexible money supply?
3. What was the significance of the Bank Charter Act of 18447

4. Compare the monetary philosophies of the Currency and Banking Schools.

5. Describe the key features of economic life in medieval Indian society.
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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BLOCK 3 Marx and
Marginalism
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From Classical Foundations to
Marginalist Breakthroughs

UNIT 1

Learning Outcomes

\S
After completing this unit, learners will be able to:
 identify the philosophical and historical context behind the term “the dismal
science”
» outline key contributions of Karl Marx’s and early European economists prior
to marginalism
» describe how marginalist thought responded to and diverged from Marxian
perspectives
* recognise the role of Nassau Senior in early marginalist contributions
+ explain the foundational principles of marginalist theory in economic analysis
N ;
Background
\S

In the mid-19th century, Britain was a society caught between the momentum of industrial

progress and the moral dilemmas of empire, slavery, and social inequality. The factories
of Manchester and Birmingham were symbols of technological advancement, yet they
also highlighted deep social divisions. At the same time, public debates on slavery,
colonialism, and labour were intensifying across Europe and America.

Within this turbulent context, economic thinkers began to articulate ideas about markets,
labour, and society that were grounded in principles of logic and individual freedom. Their
frameworks were rooted in classical political economy, which focused on how resources
are allocated and wealth is generated. These economists argued that human beings, when
left to voluntary exchange and personal choice, could create more just and efficient
societies. Their work was often informed by the ideals of enlightenment rationality, which
placed reason and universal human dignity at the centre of social philosophy.

N r
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However, not everyone shared this enthusiasm for abstract reasoning and impersonal
economic laws. Critics like Thomas Carlyle believed that such economic thinking
stripped away the emotional and hierarchical bonds that, in his view, held society
together. His scathing commentary on economics as a “dismal science” was not simply
a literary flourish but a reaction to the egalitarianism implicit in the emerging discipline.

To understand this intellectual clash, learners should come equipped with a basic
awareness of how economic ideas emerged from moral philosophy and how economics
was often entangled with issues such as slavery, labour rights, and colonial governance.
Familiarity with the key thinkers of the classical period, especially Adam Smith, David
Ricardo, and Thomas Malthus, will also help in appreciating the richness of the debate.
This background sets the stage for understanding why economics became such a
controversial and contested field, not just a technical science, but a discipline deeply

N

embedded in moral and political discourse.

Keywords

Dismal Science, Classical Political Economy, Surplus Value, Historical Materialism,
French Socialism, German Historical School, Italian Economics, Marginal Revolution,
Aggregate Demand, Marginal Utility, Nassau Senior

Discussion

* Introduced by Thomas
Carlyle

3.1.1The Origins of “The Dismal Science”

The term “the dismal science” has long been associated
with economics. At first glance, the phrase seems to cast a
shadow over a discipline tasked with understanding and
managing the material conditions of life. But where did this
label come from, and why has it persisted in the popular and
academic imagination? The phrase “the dismal science” was
first coined in 1849 by the Victorian essayist Thomas Carlyle
in his controversial essay titled Occasional Discourse on the
Negro Question. Carlyle used the term not to describe the
dryness or technical complexity of economics, but rather to
condemn its perceived moral and social implications. At the
heart of Carlyle’s criticism was a reaction against the liberal
and egalitarian principles upheld by classical economists such
as John Stuart Mill. Mill and his intellectual peers had argued
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* Pessimist idea in
economics mostly
associated with
Malthus

» Pessimism showed
more constraints than
possibilities
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* “Dismal” reputation
for challenging power
and tradition by
promoting rational
and equal approaches
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that slavery was morally indefensible and that all human
beings, regardless of race or status, deserved equal economic
and social rights. Carlyle, who upheld a hierarchical and
authoritarian view of society, saw such claims as a threat to
social order.

In Carlyle’s view, the economic ideas of his time were dismal
not because they were gloomy in a Malthusian sense, but
because they rejected the idea that some groups should rule
over others. Economics, with its emphasis on liberty, contracts,
and individual agency, stood in opposition to the paternalistic
values he espoused. Despite the moral and ideological
motivations behind Carlyle’s label, the popular association
of economics with gloom and pessimism can be traced more
directly to the work of Thomas Robert Malthus (1766—1834).

In his seminal work An Essay on the Principle of Population
(1798), Malthus argued that population growth would always
outstrip the capacity of resources, particularly food, to
support it. According to Malthus, unless population growth
was checked, either through “preventive” means like delayed
marriage or through “positive” checks like famine, war, and
disease, poverty and misery would remain inevitable. This
view sharply contrasted with the optimism of earlier thinkers
like Adam Smith, who saw economic development as a
potential path toward general prosperity. Malthus’s vision was
deeply unsettling, it implied that poverty was not a result of
misgovernance or injustice, but a natural and unavoidable
consequence of human reproduction. This deterministic and
fatalistic outlook contributed significantly to the perception
of economics as a pessimistic science concerned more with
constraints than possibilities.

The dismal reputation of economics cannot be separated from
its historical role in challenging entrenched interests. From its
earliest formulations in the 18th century, economics emerged
as a rational, secular, and analytical approach to social
organisation, often in opposition to religious dogma, feudal
tradition, or authoritarian governance. This transformation
was particularly evident in the writings of Adam Smith, David
Ricardo, and later Mill, who sought to explain economic life
not through divine will or historical accident, but through
natural laws such as supply and demand, division of labour,
and comparative advantage. However, critics like Carlyle
viewed this emphasis on individual autonomy, market freedom,
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dismal, economics is
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rational policy with
human welfare
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and equality before the law as destructive. To such critics,
economics was “dismal” not because it lacked compassion,
but because it refused to legitimise oppression or justify social
inequality.

In this sense, the label “dismal science” reflects an important
ideological battle over the foundations of social order, one
that continues to shape economic discourse today. In modern
historiography, scholars such as Mark Blaug, E.K. Hunt, and
Ajit Dasgupta have revisited the phrase “the dismal science”
to unpack its historical and philosophical implications. Blaug,
for instance, emphasises that early economic theories often
reflected deep ideological commitments, whether to liberty,
justice, or utilitarianism. Dasgupta reminds us that Indian econ-
omic thinkers, too, grappled with the ethical implications
of economic decisions. Thinkers like Dadabhai Naoroji and
M.G. Ranade engaged with classical and liberal economic
thought while confronting colonial exploitation and the moral
questions it raised. Far from being dismal, economics has
often been a field of moral inquiry, aiming to reconcile human
welfare with rational policy.

Despite efforts to reclaim economics as a hopeful and socially
relevant discipline, the phrase “dismal science” persists in
popular usage. There are several reasons for this:

e Technical Complexity: Modern economics often in-
volves abstract models and mathematics, which can ap-
pear disconnected from everyday life.

e Perceived Value-Neutrality: Economists are sometimes
seen as cold or indifferent to moral concerns, especially
when discussing issues like unemployment or inequality
in purely statistical terms.

* Policy Implications: Economic prescriptions, such as
austerity or deregulation, are sometimes associated with
social hardship, contributing to the sense that economics
promotes dismal outcomes.

However, as contemporary thinkers like Amartya Sen argue,
economics must be understood as a discipline that connects
efficiency with equity, and growth with justice. The label
“the dismal science” originated not from the pessimism of
economists themselves, but from their critics. Far from being
dismal, economics has historically served as a platform for
rationality, moral reasoning, and human betterment.
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3.1.2 Karl Marx and the Critique of Classical Political
Economy

Karl Marx remains one of the most influential, and controver-
sial thinkers in the history of economic thought. His work
represents both a continuation and a radical critique of
classical political economy, particularly the works of Adam
Smith, David Ricardo, and Thomas Malthus. Marx sought not
merely to interpret the economy, but to expose its underlying
contradictions and dynamics, especially under capitalism.
Marx’s economic thought cannot be separated from his broader
philosophical influences, particularly Hegelian dialectics and
Feuerbach’s materialism. Marx rejected abstract idealism in
favour of historical materialism, a method that views material
(economic) conditions as the foundation upon which legal,
political, and social structures are built. For Marx, the economy
was not an isolated sphere of rational market exchanges,
but a social system rooted in class conflict, exploitation,
and historical change. His goal was to uncover the “laws of
motion” of capitalism, the underlying forces that drive its
expansion, contradictions, and eventual transformation.

Key Economic Concepts in Marx’s Thought

a. Labour Theory of Value: Building upon Smith and Ri-
cardo, Marx adopted the labour theory of value, the idea
that the value of a commodity is determined by the social-
ly necessary labour time required to produce it. However,
Marx extended this into a critique of capitalist exploitation,
arguing that labour produces more value than it receives
in wages. The difference is called surplus value, which is
appropriated by capitalists.

b. Surplus Value and Exploitation: Surplus value lies at
the core of Marx’s analysis of exploitation. In capitalism,
workers are legally free but economically compelled to sell
their labour. The wages they receive are less than the value
they produce, and this unpaid labour is the source of profit.
Thus, for Marx, capital is not a thing, but a social relation,
one that systematically exploits labour.

c. Commodity Fetishism: One of Marx’s more philosophical
insights, commodity fetishism, refers to the way social re-
lationships between people appear as relationships between
things. In capitalist society, commodities are imbued with
value as if it were inherent in them, obscuring the labour
and social relations behind their production.
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d. Capital Accumulation and Crisis: Marx analysed how
the drive for profit leads capitalists to reinvest in more ma-
chinery and less labour. Over time, this reduces the rate of
profit and leads to periodic crises, overproduction, falling
demand, unemployment. These are not accidental or exter-
nal shocks, but inherent features of capitalist development.

While Marx respected classical economists for their scientific
rigour, he believed they failed to grasp the social and historical
specificity of capitalism. For instance:

* Adam Smith recognised the division of labour but did
not explain its impact on alienation.

* David Ricardo explored value and distribution but did
not identify the exploitative structure of wages and prof-
its.

* Malthus analysed population but accepted poverty as
natural rather than as socially constructed.

Marx thus saw classical political economy as ideologically
limited, insightful in analysis, but unable or unwilling to
confront capitalism’s exploitative foundations.

Marx’s major economic writings include:

* The Communist Manifesto (1848): A political docu-
ment outlining the historical role of class struggle.

*  Grundrisse (1857-58): Early drafts where Marx worked
out his ideas on money, value, and labour.

e Capital, Volume I (1867): His most important econom-
ic work, focusing on the production process, value, and
surplus.

e Capital, Volumes II and III: Completed posthumously
by Engels; explore circulation, reproduction, crisis, and
profit rate.

In Capital, Marx employed a dialectical method to uncover
the dynamic contradictions within capitalism. The work
proceeds logically from the commodity to money, capital, and
ultimately crisis, showing how each concept is embedded in
the next.
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Although mainstream economics largely moved toward
marginalism and mathematical models in the late 19th century,
Marx’s ideas have continued to influence heterodox economics,
development theory, labour studies, world-systems theory,
critical political economy. The rise of marginalism in the
1870s (discussed in a later topic) was partly a methodological
response to Marx’s labour theory of value and historical
approach. Marginalists shifted attention away from labour
and class to individual utility and marginal choice, reframing
economics as a value-neutral science.

Modern economists still grapple with Marx’s insights,
especially when addressing inequality and wealth concentrat-
ion, labour rights and precarity, automation and unemployment,
Environmental limits to capital accumulation. Karl Marx
stands as a transformative figure in the history of economic
thought. He challenged the dominant assumptions of classical
economics, introduced a historically grounded, systemic
critique of capitalism, and developed a theoretical framework
that remains relevant for understanding the structural
inequalities of modern economies.

His method of dialectical analysis and his concept of capitalism
as a social relation of production, rather than a neutral market
process, continue to inspire both academic inquiry and political
activism.

3.1.3 Pre-Marginalism: French, German, and Italian
Contributions

Prior to the rise of marginalism in the 1870s, economic thought
in continental Europe witnessed significant developments,
particularly in France, Germany, and Italy. While the British
classical school, spearheaded by thinkers like Adam Smith,
David Ricardo, and Thomas Malthus, dominated the early
landscape of political economy, intellectual traditions on
the continent developed along alternative trajectories. These
traditions engaged deeply with questions of value, the role of
the state, economic justice, national development, and social
reform. Although they lacked a unified theoretical framework,
the richness of these pre-marginalist currents contributed
significantly to the later formation of modern economic
thought.
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3.1.3.1 French Contributions

France played a formative role in the early evolution of
economic ideas. One of its most influential schools, the
Physiocrats, was led by Frangois Quesnay. The Physiocrats
held that agriculture was the primary source of a nation’s
wealth and developed the concept of economic surplus through
Quesnay’s famous Tableau Economique, which illustrated
the circular flow of income in an economy. Their emphasis
on natural laws and economic order made them strong
advocates of minimal government intervention, best captured
by their slogan, “laissez-faire, laissez-passer.” Following the
Physiocrats, Jean-Baptiste Say offered an optimistic vision of
market coordination. Say is widely known for his assertion
that “supply creates its own demand,” a principle that came to
be known as Say’s Law. He rejected the possibility of general
gluts and argued that production inherently generated the
necessary purchasing power to clear markets. Say’s work also
highlighted the role of the entrepreneur in economic activity,
portraying them as essential figures who organised production
and took on risk. His views, though situated within classical
thought, foreshadowed some of the later themes in marginal
utility theory. Another important French thinker of the pre-
marginalist period was Simonde de Sismondi. In contrast to
Say’s optimism, Sismondi offered a more critical perspective
on the consequences of industrialisation and capitalism. He
was deeply concerned about inequality, overproduction, and
recurring economic crises. Sismondi warned that unregulated
competition and unchecked industrial growth could undermine
social stability. His advocacy for social protection measures
and regulation earned him recognition as a forerunner to
socialist thought and a precursor to Marxian critiques of
capitalism.

3.1.3.2 German Contributions

In Germany, economic thinking in the pre-marginalist
period was characterised by a philosophical and historical
orientation. Unlike the British classical economists who
focused on universal laws of economic behaviour, German
thinkers emphasised the importance of history, culture, and
social context. This gave rise to the German Historical School,
which rejected abstract theorisation in favour of empirical
observation and historical analysis. Leading figures such as
Wilhelm Roscher, Bruno Hildebrand, and Karl Knies insisted
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that economic institutions evolved over time and should be
studied within their specific cultural and political settings.
Among the most influential German economists of this period
was Friedrich List, whose work fundamentally challenged
the classical emphasis on free trade. In his National System
of Political Economy, List argued that developing nations
should protect their “infant industries” through tariffs and state
support until they became competitive on the global stage.
He viewed economic development as a national concern and
asserted that the strength of a country’s productive powers,
rather than the mere efficiency of exchange, was the true
measure of economic success. List’s ideas had a lasting impact
on development economics and nationalist approaches to
economic policy. Another important German voice was Lorenz
von Stein, who advanced a vision of the state as a central agent
of social reform. Stein believed that the state had a duty to
address poverty, inequality, and labour conditions, arguing for
the establishment of welfare policies and legal protections for
workers. His writings laid the intellectual groundwork for the
modern welfare state and highlighted the moral obligations of
economic policy, challenging the notion of a neutral or purely
mechanical market system.

3.1.3.3 Italian Contributions

Italian economic thought during the pre-marginalist period
was shaped by a complex political history and a strong
tradition of integrating ethics into economic analysis. One
of the early voices in Italian political economy was Antonio
Genovesi, who regarded economics as a moral science
concerned not just with wealth generation but with the
ethical improvement of society. Genovesi linked economic
development to civic virtue and education, believing that
moral values were essential to achieving prosperity. Francesco
Ferrara, a leading figure in liberal economic thought in Italy,
championed individual freedom, private property, and limited
government intervention. While his ideas aligned with
classical liberalism, Ferrara made notable contributions to
early formulations of subjective value theory. He proposed
that value was not inherent in goods but emerged from human
wants and preferences. Although he did not develop this view
into a systematic framework, his insights anticipated some of
the core principles of marginal utility theory. Pellegrino Rossi,
another Italian economist and legal scholar, offered a more
institutional perspective by combining economic, legal, and
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political analysis. He believed that while individual liberty
was vital, the state had an important role in ensuring justice,
especially in areas like taxation and public finance. Rossi’s
work reflected a balanced approach that aimed to harmonise
economic efficiency with social order.

While the economic theories developed in France, Germany,
and Italy before the marginalist revolution lacked the
mathematical formalism of later neoclassical thought, they
contributed significantly to broadening the scope of political
economy. French economists like Say and Sismondi advanced
ideas about markets, crises, and entrepreneurship that would
later be integrated into classical and heterodox thought.
German economists introduced historical and institutional
analysis that laid the foundation for the development of
Institutional and Development Economics. Italian thinkers,
for their part, infused economics with ethical considerations
and early reflections on subjectivity in value theory. These
diverse contributions helped shift economics away from the
purely deductive models of classical political economy and
set the stage for new methodological directions. Importantly,
many of the themes raised by these continental thinkers, such
as the role of the state, the limitations of markets, and the
moral foundations of economic life, remain deeply relevant
in contemporary economic debates. The pre-marginalist
contributions of French, German, and Italian economists
represent a rich and multifaceted chapter in the history of
economic thought. They challenged the dominance of the
British classical school and introduced alternative frameworks
grounded in history, ethics, and social responsibility. While
they did not produce a unified theoretical paradigm, their
collective impact was substantial. These intellectual traditions
informed the marginalist turn and continue to influence
heterodox approaches to economics today.

3.1.4 The Marginal Revolution: From Aggregate
Macro Economic Issues to Micro Analytical Issues

The late nineteenth century marked a major transformation
in the history of economic thought, a shift often described
as the Marginal Revolution. This intellectual movement
fundamentally changed the analytical framework of economics
by moving the focus away from broad, aggregate questions
of production, growth, and class relations toward individual
decision-making, subjective value, and marginal analysis. The
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Marginal Revolution laid the foundations of what would later
become modern microeconomics and redefined the scope,
method, and language of economics as a discipline.

Classical economists such as Adam Smith, David Ricardo,
and Karl Marx were primarily concerned with macro-level
questions. They focused on explaining the distribution of
income between classes (workers, landlords, capitalists),
the sources of national wealth, and the dynamics of capital
accumulation. Central to classical economics was the labour
theory of value, which attempted to explain the value of goods
based on the quantity of labour required for their production.
However, by the mid-to-late nineteenth century, this approach
began to encounter conceptual and empirical limitations. The
classical model struggled to explain how value was determined
in markets where goods were not directly the result of labour
or where utility, scarcity, and individual preferences played a
greater role. Questions about how consumers make choices,
how prices adjust in competitive markets, and how resources
are allocated efficiently could not be fully answered within the
classical framework.

The Marginal Revolution responded to these gaps by shifting
the analytical lens from production-based theories of value to a
more subjective, utility-based explanation. It emphasised that
economic value arises not from the cost of production but from
the marginal utility that individuals derive from consuming
additional units of a good. This change redirected attention
from aggregates to individual units and from class-based
analysis to choice-based analysis. The Marginal Revolution
is unique in that it occurred almost simultaneously and
independently in three different parts of Europe, led by three
economists: William Stanley Jevons in England, Carl Menger
in Austria, and Léon Walras in Switzerland/France. Despite
their differences in method and philosophical orientation, they
all converged on the principle that economic value depends on
the marginal utility of goods.

William Stanley Jevons (1835—-1882) was the first among the
trio to publish his ideas, with The Theory of Political Economy
in 1871. Jevons argued that economics should be founded upon
the calculus of pleasure and pain, and that value depended
on the final degree of utility. He introduced a mathematical
framework to measure utility and attempted to make
economics a more scientific discipline through quantification.
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Jevons viewed utility as subjective and diminishing with each
additional unit consumed, a principle now known as the law
of diminishing marginal utility.

Carl Menger (1840-1921), also writing in 1871, published
Principles of Economics, where he outlined the Austrian
School’s approach. Menger differed from Jevons in method,
preferring logical-deductive reasoning over mathematics. He
argued that value arises from the ability of a good to satisfy
human wants and introduced the concept of ordinal utility,
where goods could be ranked based on preference rather than
measured numerically. Menger’s work laid the foundation for
Austrian economics, which continues to emphasise the role of
individual judgement, time preference, and entrepreneurship.

Léon Walras (1834-1910) developed a more formal and
mathematical version of marginalism. In his Elements of
Pure Economics (1874), Walras constructed a system of
general equilibrium theory, which showed how prices and
quantities in all markets are simultaneously determined
through the interaction of supply and demand. Walras treated
utility as mathematically expressible and saw the market as a
self-regulating mechanism. His work paved the way for the
neoclassical synthesis and had a profound influence on 20th-
century economic modelling.

Together, these thinkers established a new theoretical
paradigm that departed from the objective and aggregate
focus of classical economics and moved toward a marginal,
subjective, and individualist approach. Their work redefined
economic reasoning, bringing clarity to concepts like price,
demand, utility, and allocation. At the heart of the Marginal
Revolution lies the concept of marginal utility, the additional
satisfaction derived from consuming one more unit of a good
or service. Marginalism argues that individuals make rational
decisions by comparing the marginal benefits and marginal
costs of their actions. This framework introduced several core
ideas that became central to modern economics:

* Value is subjective, determined by individual preferenc-
es and utility rather than labour content.

* Economic decisions are made at the margin, not based
on total or average values.

* Consumers and producers respond to incentives, and
their interactions determine market prices.

SGOU - SLM - M.A ECONOMICS - History of Economic Thought 151



* Marginalist revolution
bring shift from
political economy to
pure economics

* Despite criticisms, the
marginal revolution
reshaped economics

152 SGOU - SLM - M.A ECONOMICS - History of Economic Thought

* Markets tend toward equilibrium through the forces of
supply and demand, especially under competition.

These concepts allowed economists to develop microeconomic
tools for analysing consumer behaviour, firm decisions, and
price determination. The new marginalist framework also
provided a basis for welfare economics and optimal resource
allocation.

The Marginal Revolution signified more than just a change
in value theory, it marked a methodological transformation
in economics. While classical economics dealt with national
income, accumulation, and social classes, marginalist
economics focused on the individual as a decision-maker. The
emphasis shifted from political economy to pure economics,
treating economic behaviour as a problem of constrained
optimisation. This analytical shift also led to a more abstract
and mathematical formulation of economic theory. Classical
economists wrote in discursive, philosophical prose, whereas
marginalists increasingly used equations, graphs, and symbolic
logic. The language of calculus and functional relationships
became standard in economic analysis, especially in the
twentieth century. This transformation also had institutional
consequences. The marginalist framework became dominant
in academic economics, particularly in teaching and policy
advising. It separated economics from broader social sciences
and philosophy, leading to a more specialised and technical
discipline.

The Marginal Revolution laid the groundwork for neoclassical
economics, which became the mainstream tradition in the
twentieth century. It enabled economists to develop rigorous
models of market behaviour, price formation, and welfare
analysis. The marginalist focus on individual rationality, utility
maximisation, and equilibrium continues to shape economic
theory and policy today. However, the marginalist approach has
also faced criticism. Its assumptions about rationality, perfect
information, and static preferences have been challenged by
behavioural economics, institutional economics, and Marxian
critiques. Moreover, its narrow focus on individual choice
sometimes neglects larger structural and historical forces,
issues that classical political economists, including Marx, had
considered central. Despite these limitations, the Marginal
Revolution remains a pivotal moment in the evolution of
economics. It fundamentally changed how economists think
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about value, behaviour, and policy, and its legacy continues to
influence both theory and practice.

The Marginal Revolution represented a decisive break from
the classical tradition, replacing aggregate and class-based
analysis with a subjective, marginal, and individualistic
framework. By focusing on how individuals make choices at
the margin, marginalist economists reshaped the language and
logic of economics. Their insights provided the intellectual
foundation for microeconomic theory and ushered in the age
of neoclassical economics. Understanding this shift is essential
for understanding the evolution of modern economic thought
and its ongoing tensions between abstraction and realism,
individualism and structure, and utility and justice.

3.1.5 Response to Marxian Economic Thought

Karl Marx’s critique of capitalism, rooted in his theory of
value, surplus, and class exploitation, posed a direct challenge
to classical political economy. With the publication of Capital
(1867), Marx offered a systematic and historically grounded
explanation of how capitalist economies function and why
they produce inequality, crises, and alienation. His ideas
attracted both followers and critics.

3.1.5.1 Marginalist Critique of Marx

The most immediate and consequential response to Marx
came from the marginalist economists, whose ideas rose
to prominence in the 1870s. The Marginal Revolution, led
by Jevons, Menger, and Walras, represented a shift from
macro-level, class-based analysis to a micro-level focus on
individual decision-making and utility. Marginalists rejected
Marx’s labour theory of value, which argued that the value of
a commodity is determined by the socially necessary labour
time required to produce it. Instead, marginalist economists
introduced the concept of subjective value, asserting that
value is determined by the marginal utility a good provides
to the consumer. This shift undermined the theoretical basis
for Marx’s theory of surplus value and exploitation. From
the marginalist perspective, wages and profits are not the
result of exploitation but outcomes of voluntary exchanges in
competitive markets, where each factor of production, labour,
capital, and land earns its marginal product. In this framework,
distribution is not a function of power or class conflict but of
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productivity and individual choice. Carl Menger, the founder
of the Austrian School, was especially critical of Marx’s
emphasis on historical materialism and class struggle. Menger
argued that economic laws are universal and can be deduced
through logic, regardless of historical or social context. His
methodological individualism stood in sharp contrast to
Marx’s systemic and dialectical approach.

3.1.5.2 Neoclassical Response and Theory of
Distribution

The neoclassical economists who built upon marginalist
foundations further developed the theory of distribution
in response to Marx’s claims about surplus appropriation.
By introducing marginal productivity theory, they argued
that under conditions of perfect competition, each factor of
production is paid according to its contribution to the total
product.

This model rendered Marx’s theory of exploitation theoret-
ically redundant. If labour is paid its marginal product, there
is no surplus to be ‘extracted’ unfairly by capitalists. The
distribution of income, in this view, is inherently fair and
efficient, reflecting the relative scarcity and productivity of
resources.

John Bates Clark, one of the prominent defenders of this view,
asserted that capitalism, rather than being exploitative, was a
system of natural justice where each individual received their
due. This optimistic defence of capitalism sharply contrasted
with Marx’s vision of exploitation, alienation, and systemic
crisis.

However, this neoclassical response rested on several idealised
assumptions like full employment, perfect competition, and
static preferences. Critics argued that these conditions rarely
held in reality, and therefore, the conclusions drawn about
fairness and justice were theoretically elegant but empirically
limited.

3.1.5.3 Institutionalist and Historical Critiques

Not all responses to Marx were hostile. Some economists
recognised the value of his insights, even if they rejected his
revolutionary conclusions. Members of the German Historical
School and later Institutionalist economists in the United States
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took a more nuanced view. The German Historical School,
represented by Wilhelm Roscher, Bruno Hildebrand, and
Gustav Schmoller, rejected both Marx’s and the neoclassical
approach touniversal laws. Instead, they favoured an empirical,
evolutionary perspective that saw economic systems as the
product of historical and cultural development. While they
disagreed with Marx’s dialectical method and revolutionary
aims, they acknowledged the importance of analysing class,
power, and institutions.

In the United States, Thorstein Veblen, a key figure in the
Institutionalist tradition, drew heavily on Marxist themes in his
critique of capitalism. In works like The Theory of the Leisure
Class (1899), Veblen examined how consumption patterns
reflected social status rather than utility, and how capitalist
institutions served vested interests rather than efficiency. Like
Marx, Veblen rejected the idealised view of the market and
called attention to the role of power, custom, and institutional
inertia in shaping economic outcomes. Beyond academic
economics, Marx’s critique inspired a variety of reformist
and ethical socialist responses. Thinkers like Sidney and
Beatrice Webb, central figures in the Fabian Society in Britain,
accepted many of Marx’s criticisms of capitalism but rejected
his revolutionary methods. Instead, they advocated for gradual
reform through democratic means, state planning, and public
ownership of key industries.

Similarly, social democratic movements in Europe, particularly
in Germany and the Nordic countries, adopted policies that
reflected Marxian concerns, such as inequality, unemployment,
and worker exploitation, while operating within capitalist
democracies. These reformist responses contributed to the
development of the welfare state, labour rights, and regulatory
institutions. Even within the early marginalist tradition, there
were figures like Alfred Marshall who, while not Marxists,
recognised that economics could not be separated from
ethical and social questions. Marshall argued that economics
should serve human welfare, not merely abstract efficiency.
Although the neoclassical paradigm largely displaced Marxian
economics in mainstream academia, Marx’s influence has
remained strong in various schools of heterodox economics.
His ideas have found resonance in development economics,
dependency theory, world-systems analysis, and critical
political economy. In the wake of global financial crises, rising
inequality, and critiques of neoliberalism, Marx’s analysis of
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capital accumulation, crisis, and class relations has gained
renewed attention. Economists such as David Harvey, Thomas
Piketty, and Branko Milanovi¢ have drawn on or reinterpreted
Marxian themes to understand contemporary capitalism.

Moreover, modern critiques of capitalism’s impact on the
environment, precarity, and global inequality often echo
Marx’s insights into the contradictions and limits of capitalist
accumulation. While many of his predictions have not come
to pass in the exact form he envisioned, the structural lens he
offered remains valuable for analysing how economic systems
distribute power, risk, and reward.

The response to Marxian economic thought has been varied,
ranging from outright rejection by neoclassical theorists
to partial acceptance by institutionalists, reformists, and
heterodox economists. While the Marginal Revolution and
neoclassical economics attempted to render Marx’s critique
obsolete by focusing on subjective value and individual
choice, they could not fully erase the questions he raised about
class, inequality, and systemic instability.

3.1.6 Early Contributions of Nassau Senior

Nassau William Senior (1790-1864) was a prominent figure
among the early classical economists in Britain, contributing
significantly to the development of political economy during
the early nineteenth century. Although less well-known than
his contemporaries like David Ricardo or John Stuart Mill,
Senior played a key role in transitioning classical economic
analysis toward a more abstract and deductive methodology.
His work also served as an intellectual bridge between classical
political economy and later marginalist thought. Senior’s
approach to economic questions reflected a strong belief in
logic, simplicity, and the use of ‘self-evident’ propositions. His
efforts to define economics as a science based on first principles
laid the foundation for a more theoretical and method-driven
discipline. One of Senior’s most significant contributions lies
in the methodological foundations he established for economic
analysis. In his 1836 work An Outline of the Science of Political
Economy, he argued that political economy should be based
on a small number of self-evident axioms or principles. These
axioms, according to Senior, should be used to deduce further
conclusions about economic behaviour and outcomes. This
deductive method, drawn from classical logic and similar to
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the methods of Euclidean geometry, was a departure from the
more empirical and descriptive approaches of earlier classical
economists. Senior believed that the truths of economics
could be logically derived from a few abstract premises such
as people desire wealth they aim to maximise utility with the
least effort and resources are limited.

While this method allowed for analytical clarity and internal
consistency, it was also criticised for being detached from
real-world complexities. Nevertheless, Senior’s insistence on
deductive clarity influenced later developments in neoclassical
economics, where abstract models and formal reasoning
became central tools of analysis.

3.1.6.1 Theory of Value and Abstinence

Senior contributed to classical discussions of value and
distribution, though his views diverged in important ways
from both Smith and Ricardo. He rejected the labour theory
of value, which stated that the value of a good is determined
by the amount of labour required for its production. Instead,
Senior emphasised the role of scarcity, utility, and subjective
preferences, anticipating the marginalist approach that
would dominate later in the century. One of Senior’s most
controversial contributions was his theory of abstinence. He
argued that profit, or what we might today call interest or
return on capital, is the reward for the capitalist’s abstinence
from consumption. That is, by choosing to delay gratification
and save rather than consume, the capitalist makes resources
available for investment and production. This abstinence,
in Senior’s view, is a real economic sacrifice and deserves
compensation. This idea sought to justify the return on capital
not as exploitation (as Marx would later argue), but as the
reward for a voluntary act of saving. Although it provoked
criticism, the abstinence theory marked an early attempt to
account for capitalist income within a subjective framework,
again foreshadowing marginal utility theory.

3.1.6.2 Views on Labour and Wages

Senior’s views on labour and wages were closely tied to his
methodological individualism. He believed that wages, like
profitsand rents, were determined by supply and demand and the
marginal productivity of labour. He opposed wage regulation
and the interference of government in the labour market,
believing that any such intervention would reduce economic
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efficiency. Notably, Senior served on the Royal Commission
on the Poor Laws, where he played a role in designing welfare
reforms. He was critical of the existing poor relief system,
which he believed discouraged work and thrift. He advocated
for a system that would minimise dependency and reinforce
individual responsibility, an approach that reflected both his
economic principles and his moral philosophy.

One controversial incident linked to Senior’s views occurred
during the Irish Famine, where he was alleged (inaccurately) to
have remarked that the famine would not reduce the population
“by more than one million,” thereby underlining his image as
a cold rationalist. Though this attribution has been debated, it
reflects the perception that his theories prioritised economic
logic over humanitarian concern. Senior’s contributions,
though not as far-reaching as those of Ricardo or Mill, were
important in shaping the methodological and theoretical
direction of economics. His abstinence theory became a
precursor to later theories of capital and interest. His deductive
approach laid the groundwork for the formal modelling
that characterises much of neoclassical economics. More
broadly, Senior embodied a vision of economics as a scientific
discipline governed by rational laws and grounded in logical
reasoning. His ideas contributed to the depersonalisation and
abstraction of economic analysis, shifting the discipline away
from normative or historical concerns and towards positive
theory. Critics, including Marx and institutionalists, later
argued that this abstraction ignored real-world power relations
and social conditions. Nevertheless, Senior’s emphasis on
methodological rigour and subjective valuation would find
echoes in both the marginalist revolution and the mainstream
economic theory that followed.

Nassau Senior’s work represents a significant, though often
overlooked, step in the evolution of economic thought. His
emphasis on deductive reasoning, subjective value, and
abstinence as the basis for profits helped to move political
economy towards a more abstract and theoretical mode of
analysis. While his views were subject to criticism for lacking
empirical grounding and social sensitivity, they nonetheless
paved the way for marginalist and neoclassical economics.

3.1.7 Foundations of Marginalism

The Foundations of Marginalism mark a pivotal transformation
in the history of economic thought. Emerging in the 1870s,
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marginalism fundamentally reoriented economic analysis by
shifting focus from aggregate production and class dynamics,
which were central to classical economics, toward individual
decision-making based on subjective preferences and marginal
utility. This shift laid the intellectual groundwork for modern
microeconomics and enabled the development of tools such
as demand and supply analysis, consumer choice theory, and
general equilibrium modelling. By the mid-19th century,
classical political economy had reached its limits. While
thinkers such as Ricardo and Mill had developed powerful tools
for understanding distribution and growth, classical theory
could not adequately explain the pricing of goods that were not
clearly linked to labour inputs, such as rare paintings or luxury
items. Moreover, the classical labour theory of value struggled
to incorporate consumer preferences, marginal differences in
value, or utility-based reasoning. These gaps provided fertile
ground for a new approach that would emphasise subjective
value, individual choices, and incremental decision-making,
what came to be known as marginalism. This new school of
thought redefined the way economists understood value, cost,
and market equilibrium.

The central concept of marginalism is that economic value is
determined not by total quantities or average utility, but by
the marginal utility, the additional satisfaction or usefulness
derived from consuming one more unit of a good. This
principle explains why water, although essential to life,
may have a lower market price than diamonds: it is not the
total utility of a good that determines its value, but its utility
at the margin, in relation to its scarcity. Marginalism also
introduced the concept of diminishing marginal utility, which
states that as a person consumes more units of a good, the
additional satisfaction derived from each successive unit
tends to decrease. This idea laid the foundation for modern
demand theory and helped explain consumer behaviour in a
systematic way. In production, marginalist analysis focuses
on marginal cost and marginal productivity. The marginal
cost is the cost of producing one additional unit of output,
while marginal productivity theory asserts that the payment
to each factor of production corresponds to its marginal
contribution to output. This approach shifted the analysis of
wages, rents, and profits away from class-based distribution
to one grounded in individual productivity and exchange. The
marginalist revolution was marked by the nearly simultaneous
but independent work of three economists in different parts
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of Europe: William Stanley Jevons (England), Carl Menger
(Austria), and Léon Walras (France/Switzerland).

Jevons argued in The Theory of Political Economy (1871) that
economics should be grounded in the ‘calculus of pleasure
and pain.” He introduced a utility-based framework and
emphasised that value depends on the final degree of utility.
Jevons was one of the first to employ mathematical tools to
represent utility and demand, paving the way for the use of
calculus in economics.

Menger, in his Principles of Economics (also 1871), rejected
the labour theory of value and built a theory of value based
on human wants and choices. Unlike Jevons, Menger was
sceptical of formal mathematics and relied on deductive
logical reasoning. He established the foundations of the
Austrian School, which focused on individual subjectivity,
time, and entrepreneurship.

Walras, in Elements of Pure Economics (1874), developed
a formal system of general equilibrium theory, using
simultaneous equations to show how supply and demand
across all markets determine prices and quantities. Walras’s
model demonstrated how individual choices and marginal
adjustments lead to a state of overall economic balance.

These thinkers, though methodologically different, collectively
established the core intellectual structure of marginalism,
which eventually evolved into the neoclassical synthesis, the
dominant school in 20th-century economics.

The marginalist framework introduced a number of analytical
advances that transformed economics. They are as follows.

1. Subjective Theory of Value: Value was no longer seen
as inherent in commodities (as in the labour theory), but
as determined by individual preferences and marginal
utility.

2. Equilibrium Thinking: The economy was conceptua-
lised as a set of interrelated markets that tend towards
equilibrium, where supply equals demand.

3. Marginal Productivity Theory: Income distribution
was explained through the marginal contribution of
each factor of production, not through historical or class
struggle.




)

* Marginalism
reshaped economics
despite criticisms
of unrealistic
assumptions

4. Optimisation: Economic agents, consumers and produ-
cers, were assumed to maximise utility or profit, subject
to constraints.

5. Mathematical Formalism: Economicsincreasingly ado-
pted tools from mathematics to represent relations-
hips and derive conclusions. Walras, Jevons, and later
economists like Edgeworth and Marshall used calculus
and algebra to advance economic reasoning.

These innovations made economics a more formal and precise
discipline, capable of addressing a wider range of theoretical
problems and policy questions.

Despite its strengths, the marginalist framework was not
without critics. Marxists rejected the idea that profit could be
explained without reference to exploitation or class relations.
Institutional economists, such as Thorstein Veblen, argued
that marginalism ignored historical and institutional context,
and that human behaviour could not be reduced to mere
utility maximisation. Another criticism came from within:
marginalism often relied on unrealistic assumptions, perfect
competition, complete information, and static preferences.
These simplifications made models elegant but less applicable
to real-world economic complexities. Nevertheless,
marginalism succeeded in redefining the core vocabulary
and logic of economics. It enabled economists to move from
descriptive narratives to formal models, setting the stage for
the development of modern microeconomic theory, welfare
economics, and applied economic analysis. The foundations of
marginalism represent a watershed in the history of economic
thought. By focusing on the individual, utility, and marginal
analysis, marginalist economists overturned the classical
labour-based theories of value and introduced a more nuanced
and mathematically rigorous framework. This new paradigm
offered powerful tools for analysing choice, price, and
resource allocation, and it became the dominant framework in
mainstream economics well into the 20th century.

While critiques of marginalism highlight its limitations in
dealing with power, inequality, and institutions, its legacy
remains central to how economics is taught and practised
today.
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The term ‘the dismal science’ was coined by Thomas Carlyle as a moral and ideological
attack against economists who defended universal human equality and supported the
abolition of slavery. Rather than criticising pessimism, Carlyle was condemning the
egalitarian implications of economic reasoning, which rejected racial hierarchies and
upheld the dignity of all individuals. His critique reveals the political tension embedded
in the early development of economics as a discipline grounded in reason, liberty, and
justice.

Karl Marx delivered one of the most profound critiques of classical political economy by
arguing that capitalist systems are structurally based on exploitation. Drawing from the
labour theory of value and Hegelian dialectics, Marx developed the concept of surplus
value, showing how profit is extracted from labour. He exposed the contradictions of
capitalism, between capital and labour, production and consumption, and introduced
historical materialism as a method for understanding the evolution of economic systems.
His analysis aimed not only to interpret the world but to change it, marking a revolutionary
break from the classical tradition.

The pre-marginalist contributions of European economists introduced greater historical
and ethical dimensions into economic analysis. In France, Sismondi and Saint-Simon
highlighted the human costs of economic instability and critiqued laissez-faire ideology.
German thinkers like Roscher and Schmoller promoted the use of historical and empirical
methods over abstract theory, believing that economics must be contextual. In Italy,
figures such as Francesco Ferrara explored monetary theory and value with a strong
normative grounding. Together, these thinkers formed an intellectual bridge between
classical economics and the marginalist revolution.

The marginal revolution brought about a fundamental shift in focus, from large-scale
aggregate questions to the micro-level logic of individual choice. Thinkers like Jevons,
Menger, and Walras introduced tools such as marginal utility, diminishing returns, and
equilibrium analysis, laying the groundwork for modern microeconomics. They replaced
the labour theory of value with a subjective theory of value based on scarcity and
preference, and formalised economic reasoning with mathematical tools. This marked
the beginning of economics as a precision-based analytical science.

Nassau Senior, although predating the full marginalist movement, provided crucial
theoretical elements that would be carried forward. His work on utility, abstinence, and
the productivity of capital critiqued classical doctrines such as the wage fund theory and
anticipated key marginalist concepts. Senior’s emphasis on psychological and subjective
dimensions of value made him an important transitional figure in the evolution of
economic thought.
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Marginalist foundations were ultimately consolidated through principles such as
diminishing marginal utility, substitution effects, and the concept of rational economic
agents. These principles shifted the analytical lens of economics toward individuals and
their choices, forming the basis of neoclassical economics and influencing generations of
economic theorists.
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Assignments

1. Explain the ideological roots of the phrase ‘the dismal science’ and how it reflects
19th-century social debates.

2. Discuss Karl Marx’s critique of classical political economy and the significance of
surplus value.

3. Describe the key contributions of the French, German, and Italian schools to pre-
marginalist thought.

4. Analyse how the Marginal Revolution shifted the focus of economics from macro
to micro perspectives.

5. Compare the responses of marginalist economists to Marxian economic theory.

6. Explain the role of Nassau Senior in laying the foundation for marginalist economics.

7. Discuss the main conceptual tools introduced by early marginalist thinkers.
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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Marginalist Foundations and
Challenges in Economic Analysis

UNIT 2

Learning Outcomes
o . S
After completing this unit, learners will be able to:
* know the contributions of Jevons, Menger, and Walras to marginalist thought
* understand the core ideas behind marginal utility and equilibrium pricing
» compare marginal pricing theory with the full cost pricing approach
N 4
Background
\S

In the late 19th century, Europe was witnessing a period of transformation not only in
its industries and cities but also in how people thought about the economy. This was a
time when technological progress, urbanisation, and expanding markets were radically
altering the daily life of individuals, from factory owners in Manchester to shopkeepers
in Vienna. These sweeping changes brought with them new economic questions that the
classical frameworks of Smith, Ricardo, and Marx were no longer equipped to answer
with sufficient precision.

A shopkeeper, for example, might have wondered why certain goods sold faster at slightly
lower prices, or why customers valued one item more than another, despite similar
production costs. Classical theory focused on cost of production and labour inputs but had
little to say about consumer behaviour, perception of value, or real-time pricing decisions.
Meanwhile, businessmen were facing a new type of consumer, one who had choices,
preferences, and disposable income. The behaviour of this emerging economic agent
became increasingly central to economic theory.

It was against this backdrop that three thinkers, Jevons in England, Menger in Austria,
and Walras in Switzerland, independently revolutionised economic thought. Each
worked within their national contexts, responding to different philosophical traditions
and institutional realities. Yet, they arrived at a common insight: value is not determined

-
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merely by cost or labour, but by the marginal utility of goods, the additional satisfaction
derived from consuming one more unit. This shift from objective to subjective value
theory was not just a technical innovation; it represented a profound change in how
economists understood human motivation and market coordination.

At the same time, new challenges emerged. Could these ideas account for price stability?
Could they explain profit and income distribution without appealing to exploitation
or class struggle? These were the types of theoretical dilemmas that gave rise to the
marginalist controversy. Furthermore, as economists moved deeper into abstract models,
the business world began to voice its disconnect with these theories. Firms, especially in
oligopolistic markets, did not price according to marginal cost but rather added mark-
ups over average costs, an approach that seemed to clash with the elegant predictions of

marginalist models.

N

Keywords

Diminishing Marginal Utility, Labour Value , General Equilibrium, Marginalist
Controversy, Marginal pricing , Full Cost Pricing

Discussion

* Value of a commodity
depends entirely upon
the final degree of
utility

3.2.1 William Stanley Jevons

William Stanley Jevons (1835-1882) stands as one of the
central figures in the Marginal Revolution of the 1870s,
which transformed economics from a discipline rooted in
labour theories of value and political economy into a formal
science of individual choice and utility. A British economist
and philosopher, Jevons independently developed the concept
of marginal utility and laid the groundwork for what would
later become modern microeconomic theory. Jevons’s most
influential work, The Theory of Political Economy, published
in 1871, marks a turning point in economic thought. In this
text, Jevons argued that value does not arise from the amount
of labour embodied in a good, as classical economists like
Ricardo and Marx had maintained, but rather from its utility
to the individual, particularly the final or marginal utility.
He asserted that the “value of a commodity depends entirely
upon the final degree of utility,” introducing the principle of
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diminishing marginal utility. According to this law, as a person
consumes more units of a good, the additional satisfaction
(or utility) derived from each additional unit declines. This
insight helped explain why water, though essential to life, may
be cheaper than diamonds, a paradox that the labour theory
could not satisfactorily resolve.

Jevons’s core theoretical innovation lay in the concept of
marginal utility, the additional benefit gained from consuming
one more unit of a good. He proposed that individuals allocate
their resources in such a way that the marginal utility per unit
of expenditure is equalised across all goods consumed. This
idea provided the basis for consumer choice theory, forming a
key pillar of microeconomic analysis. Jevons firmly rejected
the classical cost-of-production theory of value and instead
advanced a subjective theory of value, where individual
preferences and perceptions of utility determine market
value. His view positioned economics as the study of human
behaviour under conditions of scarcity, anticipation, and
choice.

* Individual preferences
and perceptions of
utility determine
market value

A major part of Jevons’s legacy stems from his ambition to
establish economics as a quantitative, mathematical science,
akin to physics. He argued that economic phenomena could be
studied using mathematical tools such as calculus, particularly
to describe how changes in quantities (marginal changes) affect

* Economics as a outcomes such as value, cost, and utility. In his own words,
quantitative and “The theory of economy must begin with a correct theory of
mathematical science consumption.” His emphasis on mathematical formalisation

represented a significant departure from the narrative and
historical style of classical political economy. Although
Jevons’s mathematical models were not as fully developed
as those of later economists such as Walras or Edgeworth, he
helped initiate the mathematisation of economic theory that
continues to dominate the field.

Jevons was particularly critical of the labour theory of value,
which he believed failed to explain subjective variations
in consumer preferences. He argued that labour does not
 Labour does not create create value by itself; rather, value arises from utility

value by itself; rather, which is determined by the final demand of consumers. He
value arises from acknowledged that labour affects supply and hence availability,
utility but denied that it could determine value independently of

demand. This critique of the labour theory directly opposed
the ideas of Ricardo and Marx and formed part of a broader
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* William Stanley
Jevons stands as a
central architect of the
marginalist revolution

intellectual shift away from objective theories of value
toward theories grounded in individual choice. Jevons applied
marginal analysis to the theory of exchange. He posited that
an act of exchange continues until the marginal utility of a
good, relative to what is exchanged for it, is equal for all
parties. This laid the groundwork for later developments in
general equilibrium theory, particularly the idea that markets
tend toward a state of balance where no participant has the
incentive to alter their allocation. Although Jevons’s approach
to equilibrium was rudimentary compared to Walras’s later
formalism, his contributions were foundational in explaining
how price and exchange reflect marginal calculations by
economic agents.

Jevons’s influence was profound, especially in the English-
speaking world. His ideas helped pave the way for Alfred
Marshall’s synthesis of marginalist and classical ideas, and his
emphasis on marginal thinking became central to mainstream
economic theory. He also played a role in the statistical and
empirical turn in economics, contributing to early efforts in
index number theory and business cycle analysis. His broader
intellectual interests, in logic, ethics, and the philosophy of
science, reflected his belief that economics must be rigorous,
interdisciplinary, and empirically grounded. However, his life
and career were cut short by his untimely death in 1882. Despite
this, Jevons’s work left an enduring imprint on economic
theory, particularly in areas concerning utility, choice,
exchange, and market behaviour.William Stanley Jevons
stands as a central architect of the marginalist revolution.
By challenging the labour theory of value and advancing a
utility-based explanation of economic behaviour, he redefined
the theoretical foundations of economics. His emphasis on
marginal utility, subjective value, and mathematical reasoning
not only challenged classical doctrines but also laid the
groundwork for the modern microeconomic paradigm.

3.2.2 Garl Menger

Carl Menger (1840-1921), an Austrian economist, was one
of the three principal figures in the Marginal Revolution
of the 1870s, alongside William Stanley Jevons and Léon
Walras. Though his core idea, the marginal utility theory of
value, emerged independently yet simultaneously with that
of his counterparts, Menger’s approach was distinctive in its
philosophical foundations, methodological orientation, and
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* Value originates not in
labour or production
costs, but in the
subjective importance
that individuals attach
to goods
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* Menger’s theory is
based on the concept
of marginal utility

» Labour does not

inherently create value

long-term influence through the Austrian School of Economics.
Menger’s Principles of Economics (1871) challenged the
prevailing classical doctrines and helped establish a theory of
value grounded in human needs and subjective preferences.
Unlike Jevons and Walras, who embraced mathematical
formalism, Menger emphasised logical deduction and verbal
reasoning, which came to define Austrian economics in
contrast to the more formal and mathematical approaches of
mainstream economics. Menger’s Principles of Economics
introduced a revolutionary shift in economic thinking by
proposing that value originates not in labour or production
costs, but in the subjective importance that individuals attach
to goods. He defined value as a reflection of the relationship
between human wants and the means available to satisfy them.

The core of Menger’s theory lies in the concept of marginal
utility, which he used to explain how individuals make choices
based on the relative importance of goods. When a good
exists in multiple units, individuals allocate it to their most
urgent needs first. As they satisfy these higher-priority wants,
the value they assign to each subsequent unit declines. This
diminishing importance of each additional unit gives rise to
the concept of marginal utility, which determines the good’s
value to the individual. Menger’s treatment of marginal utility
was intuitive and grounded in the real-life prioritisation of
needs, offering an accessible yet rigorous foundation for
understanding consumer behaviour.

Like Jevons, Menger rejected the labour theory of value,
which had been central to the classical tradition from Adam
Smith to David Ricardo and Karl Marx. He argued that
labour does not inherently create value; rather, value arises
because a good is capable of satisfying a want. Therefore, it
is human perception and subjective valuation, not input costs
or production time, that determine a commodity’s worth. This
redefinition had significant implications. It shifted the focus of
economic analysis from objective cost structures to individual
preference orderings, thus aligning economics more closely
with human behaviour and psychological motivation.

Menger also made a major contribution through his
categorisation of goods and analysis of economic causality.
He distinguished between higher-order goods (used in
production) and lower-order goods (consumed directly).
According to Menger, value is imputed from the consumer

170 SGOU - SLM - M.A ECONOMICS - History of Economic Thought m
]




» Goods derive their
value based on their
ability to satisfy needs

)

* Economic phenomena
should be interpreted
as outcomes arising
from the actions
and decisions of
individuals

S

* Menger’s legacy lives
on in the Austrian
School’s focus on
human choice and
purposeful action in
markets

S

-~

SGOU - SLM - M.A ECONOMICS - History of Economic Thought

goods (lower order) back to the producer goods (higher order).
This value imputation mechanism turned classical cost-based
theories on their head. His causal analysis marked a departure
from static theories of exchange by rooting economic value
in purposeful human action. Goods derive their value based
on their ability to satisfy needs, and this value then flows up
the production chain, providing a basis for evaluating capital
and intermediate goods. This emphasis on causal relationships
between human needs and economic value would become a
hallmark of Austrian economics, influencing later theorists
such as Bohm-Bawerk and Mises.

Menger’s approach to economics was characterised by meth-
odological individualism, the view that all economic
phenomena must be understood as the result of individual
actions and choices. He insisted that economics should
focus on the intentional decisions of individuals, and that
broad economic outcomes are best explained by examining
these micro-level behaviours. Rejecting both mathematical
modelling and historical abstraction, Menger adopted a
deductive method rooted in verbal logic. He saw economics as
a theoretical science of exact laws, akin to logic or geometry,
and not dependent on empirical or statistical generalisations.
This methodological stance placed Menger in direct opposition
to the German Historical School, which emphasised empirical
studies and historical specificity over abstract theory. The
resulting Methodenstreit (method dispute) between Menger
and Gustav Schmoller marked a significant intellectual conflict
in the development of economic thought.

The Methodenstreit, or “debate over methods,” pitted Menger’s
theoretical, deductive, and wuniversal approach against
Schmoller’s historical, empirical, and context-specific meth-
odology. While Menger argued for universally appli
cable economic principles grounded in human logic and
behaviour, Schmoller maintained that economic laws were
context-bound and should be studied through historical and
institutional analysis. Though the debate did not result in a
definitive resolution, it played a crucial role in defining the
distinct identity of the Austrian School. Menger’s disciples,
including Eugen von Bohm-Bawerk and Friedrich von
Wieser, carried forward his legacy, refining theories of capital,
interest, and opportunity cost. Menger’s impact extended into
the twentieth century through economists such as Ludwig
von Mises, Friedrich Hayek, and later, Israel Kirzner. The
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equilibrium

Austrian tradition has since remained a vital strand of
heterodox economic thought, with a continuing emphasis
on subjectivism, market process, and entrepreneurship.Carl
Menger’s contributions to economic thought lie not only in his
articulation of marginal utility and subjective value, but also
in his rigorous and distinctive methodology. By grounding
economics in individual action and causal explanation,
he provided an alternative to both classical and emerging
neoclassical theories. His legacy persists in the Austrian
School’s commitment to understanding market processes
through the lens of human choice and purposeful behaviour.

3.2.3 Léon Walras

Léon Walras (1834—-1910), a French economist working prima-
rily in Switzerland, stands as one of the foundational figures
of the Marginal Revolution. While William Stanley Jevons
and Carl Menger focused on marginal utility and individual
value theory, Walras is celebrated for constructing a rigorous
mathematical model of general economic equilibrium. His
work transformed economics into a structured, formal science
capable of analysing how prices and quantities are determined
simultaneously in multiple interdependent markets. Walras’s
magnum opus, Eléments d’économie politique pure (Elements
of Pure Economics, 1874), introduced the general equilibrium
framework, which remains a cornerstone of neoclassical
economics today.

Walras was motivated by a desire to explain how markets
reach equilibrium, not in isolation, but as a complete system.
He envisioned the economy as a network of interconnected
markets where changes in one market affect all others. This
vision contrasted with classical and even early marginalist
views that treated markets and commodities somewhat
independently. Walras proposed that equilibrium occurs
when supply equals demand in all markets simultaneously,
a condition that defines general equilibrium. To analyse this,
he used systems of simultaneous equations, laying the groun-
dwork for a more scientific, predictive understanding of how
markets function as a whole.

Walras’s central theoretical innovation was the General Equili-
brium Model, in which all economic agents, consumers and
producers, act simultaneously in different markets. The model
makes several key assumptions:
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* Consumers maximise utility, subject to income con-
straints.

* Producers maximise profits, given technology and input
prices.

* Markets are competitive, with no single agent able to
influence prices.

* All prices and quantities are determined simultaneously
through interaction.

By modelling the economy as a system of simultaneous
equations, Walras showed how prices adjust to bring about
equilibrium in all markets. If there is excess demand in one
market, prices rise; if there is excess supply, prices fall. This
process continues until all markets are in balance. This insight
formalised the invisible hand mechanism into a precise,
mathematical framework and introduced the concept of
tatonnement, or the groping process through which markets
adjust toward equilibrium without actual trades occurring
until equilibrium is reached.

One of Walras’s most famous contributions is the idea of
tatonnement, or the “trial-and-error” adjustment of prices. In
his model, a fictional auctioneer calls out prices and adjusts
them based on excess supply or demand, without any real
trades taking place until the equilibrium is reached. Only when
all markets clear, meaning supply equals demand everywhere,
are exchanges allowed to occur. Though clearly an abstraction,
this process illustrated how market coordination could occur
through decentralised interactions, with no central planner.
This model anticipated many elements of modern market-
clearing algorithms and computational general equilibrium
models.

Unlike Menger, who preferred verbal reasoning, and Jevons,
who employed mathematics cautiously, Walras fully embraced
mathematical formalism. He believed that the only way econo-
mics could become a science, comparable to physics or
mechanics, was by expressing its laws through equations
and symbols. Walras employed algebra and simultaneous
equations to represent the choices of households and firms.
He sought to prove that an equilibrium solution exists under
certain conditions, even if he could not formally prove its
uniqueness or stability (tasks later taken up by economists
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like Kenneth Arrow and Gérard Debreu in the 20th century).
By pioneering this mathematical approach, Walras laid the
foundation for modern economic modelling, particularly in the
areas of welfare economics, price theory, and mathematical
optimisation.

Like his fellow marginalists, Walras rejected the labour theory
ofvalue. Heheld that value is derived fromutility, and that prices
reflect the marginal utility of goods as perceived by consumers,
along with the marginal productivity of factors of production.
Walras viewed exchange as the fundamental economic activity.
He introduced Walrasian exchange economies, where agents
come to the market with initial endowments and trade based
on their preferences. His models showed how relative prices
emerge from the interaction of supply and demand in multiple
goods markets, not from absolute utility or cost. This focus
on relative prices was important for establishing a theory of
allocation and efficiency, which would later form the basis of
Pareto optimality and welfare economics.

Walras’s influence on economic thought is far-reaching.
His general equilibrium framework became the intellectual
foundation for much of 20th-century economic theory,
especially after it was mathematically refined by economists
like Arrow, Debreu, and Hicks. His formal system enabled
economists to address complex issues of market interde-
pendence, policy analysis, and welfare evaluation. Walras also
made early contributions to public economics, advocating for
land nationalisation and public control of natural monopolies.
Hebelieved that moral and social values should guide economic
policy, blending mathematical rigour with ethical concern.
Though his work was not fully appreciated during his lifetime,
later generations recognised its value. Today, the “Walrasian
model” remains central to economic theory, especially in
areas such as microeconomics, general equilibrium analysis,
and auction theory.

Léon Walras stands out in the history of economic thought
for transforming economics into a mathematically rigorous
discipline. His development of general equilibrium theory
provided a comprehensive framework for understanding how
individual actions in separate markets interact to determine
prices and allocations across the entire economy. Through his
use of mathematical tools and logical structure, Walras laid
the foundations for modern economic analysis.
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3.2.4 The Marginalist Controversy

The Marginalist Controversy refers to the intense academic
and ideological debate that arose following the Marginal
Revolution of the 1870s. While Jevons, Menger, and Walras
had successfully introduced the concept of marginal utility
and transformed value theory, their ideas were met with
skepticism, resistance, and counterarguments from various
economists, particularly those aligned with the classical
tradition and Marxian school. This period witnessed a
critical examination of the foundations, implications, and
limitations of marginalism. The Marginalist Revolution had
proposed a radical shift in economic thinking, from objective,
production-based theories of value (such as the labour
theory) to subjective, consumption-based theories. While the
revolutionaries agreed on the core idea of marginal utility,
they differed in their methods, Jevons leaned on mathematics,
Menger relied on logical deduction, and Walras built a formal
system of simultaneous equations. This transformation did not
go unchallenged. Several economists and schools, particularly
those influenced by classical and Marxian thought, objected to
marginalism’s assumptions, abstraction, and perceived lack of
social realism.

At the heart of the Marginalist Controversy was the question
of value determination. Classical economists like Ricardo and
Marx had maintained that the value of goods was primarily
determined by the labour required to produce them. In contrast,
marginalist economists argued that value is determined at the
margin, based on the subjective preferences of consumers
and the marginal utility of goods. Critics of marginalism,
particularly from the Marxian school, argued that this
subjective theory ignored the social relations and power
dynamics that underpinned capitalist production. From their
perspective, marginal utility theory appeared to be ahistorical
and individualistic, focusing on isolated consumer choices
rather than systemic structures of inequality, exploitation, and
surplus extraction. Moreover, the marginalist theory of factor
pricing, which claimed that labour, capital, and land were paid
according to their marginal contributions, was viewed as a
way to legitimise capitalist income distribution. Opponents
contended that this framework disguised exploitation as
efficiency, and masked the role of class in economic life.
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The controversy also revolved around methodological
issues. Marginalists, especially Walras and Jevons, embraced
mathematical formalism, treating economics as a pure science
capable of deducing universal laws. Their use of differential
calculus, functions, and systems of equations marked a
significant departure from the historical, institutional, and
narrative approaches of the classical and historical schools.
This approach was criticised as overly abstract and detached
from reality. Critics argued that marginalist models relied on
unrealistic assumptions such as perfect information, rational
agents, and equilibrium conditions. These assumptions, they
claimed, stripped economics of its relevance to real-world
economic dynamics, especially issues of poverty, crisis, and
class conflict. German economists of the Historical School,
for instance, dismissed marginalist economics as “armchair
theorising” that failed to account for historical and cultural
variation. This methodological divide was also seen in the
Methodenstreit between Carl Menger and Gustav Schmoller,
reflecting deeper tensions between theoretical deduction and
historical empiricism.

The Marginalist Controversy extended into the 20th
century with renewed vigour through the Cambridge capital
controversy, a debate between economists from Cambridge
University (notably Joan Robinson and Piero Sraffa) and neocl-
assical economists from MIT and the broader Anglo-
American world. While technically distinct from the original
19th-century debates, this controversy picked up key themes
from the earlier Marginalist debates, especially regarding the
measurement of capital, the validity of marginal productivity
theory, and the theoretical consistency of marginalist
distribution. Joan Robinson challenged the idea that capital
could be measured independently of its return, and argued
that the marginalist explanation of profits as the reward for
capital’s marginal productivity was circular and incoherent.
These critiques revived interest in classical and Marxian
theories of surplus, exploitation, and distribution, highlighting
the persistent tensions between alternative value theories.

While the marginalist framework ultimately became the
dominant paradigm in economics, particularly in micro-
economictheoryandpriceanalysis, the Marginalist Controversy
revealed important limitations of this approach. It forced
marginalists to refine their theories, clarify their assumptions,
and address conceptual weaknesses. In the long run, many
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* Neoclassical
economics is based
on marginal pricing

concepts

elements of classical and institutional critiques were absorbed
or sidelined, but not completely resolved. The controversy
highlighted that economics is not a neutral or purely technical
science, but one shaped by different philosophical, ethical, and
political commitments. In contemporary economics, the legacy
of the Marginalist Controversy lives on in the division between
mainstream (neoclassical) and heterodox schools, including
Marxist, Institutional, Post-Keynesian, and Behavioural
economics. Each continues to contest the marginalist focus
on equilibrium, rationality, and individualism with alternative
visions of how economies work.

The Marginalist Controversy was not just a technical dispute
over value or pricing, it was a profound intellectual and
ideological debate about the nature of economics itself. It
questioned whether economics should focus on abstract
individual preferences or social structures, whether it should
prioritise logical deduction or empirical reality, and whether
its function is to describe markets or critique them.

3.2.5 Marginal Pricing versus Full Gost Pricing

One of the enduring debates in the history of economic thought,
and one with important implications for both theory and
policy, is the distinction between marginal pricing and full cost
pricing. These two approaches offer contrasting explanations
of how firms set prices and how markets function in practice.
Marginal pricing is grounded in neoclassical economics and
assumes that firms set prices based on marginal cost and
marginal revenue, aiming to maximise profit. In contrast,
full cost pricing, often associated with Institutionalist and
Post-Keynesian schools of thought, argues that firms in the
real world tend to price goods based on average costs plus a
markup, regardless of marginal calculations.

In neoclassical theory, the firm is assumed to be a rational
profit-maximiser operating in a competitive or imperfectly
competitive market. The firm determines its optimal output
level by equating marginal cost (MC) with marginal revenue
(MR). The price is then set based on this quantity and the
prevailing demand curve. Under perfect competition, the firm
is a price taker and cannot influence the market price, which is
determined at the intersection of market demand and supply. In
such a case, price equals both marginal cost and average cost
in the long run. Under monopoly or imperfect competition,

SGOU - SLM - M.A ECONOMICS - History of Economic Thought 177



)

* Firms set prices by

S

equating marginal cost

(MC) with marginal
revenue (MR) to
maximise profit

-~

)

 Under full cost
pricing, the firm sets
the price of a product
by calculating the
total average cost of
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the firm faces a downward-sloping demand curve and sets
both price and output. The marginalist framework emphasises
that price reflects the scarcity and marginal utility of goods. It
is a tool for efficient resource allocation, where prices signal
relative scarcities and guide production and consumption
decisions. While elegant in theory, this model is highly
idealised, relying on assumptions such as rational behaviour
and complete information costless adjustments in output
continuous and differentiable cost and demand functions

In contrast, full cost pricing, also known as mark-up pricing
or normal cost pricing, argues that firms, particularly in
oligopolistic or monopolistic settings, do not base their pricing
decisions on marginal cost or marginal revenue. Instead, they
calculate the average total cost of production (including fixed
and variable costs) and add a standard profit margin or mark-
up to set the price.

This approach was first systematically observed by R.S.
Edwards, Hall and Hitch, and later developed further by
Post-Keynesian economists such as P.W.S. Andrews, Richard
Lester, and Fred Lee. Based on empirical studies of real
firms, especially in manufacturing and retail sectors, these
economists found that firms typically do not possess or use
marginal cost data in pricing decisions. Instead, they follow
administrative rules of thumb and prioritise price stability,
capacity utilisation, and long-term customer relationships.

Key features of full cost pricing include:
* Pricing based on historical or projected average costs

* Inclusion of overheads, depreciation, and a standard
mark-up

» Stability of prices over time, even when costs or de-
mand conditions fluctuate

* Pricing as a tool for long-run planning, not short-term
optimisation

This approach reflects a more institutionally grounded and
behaviourally realistic view of firm behaviour, especially in
sectors with significant fixed costs and market power.

Key Differences between the Two Approaches

The following contrasts highlight the conceptual and
methodological divergence between marginal pricing and full
cost pricing:
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Table 3.2.1 Difference between marginal pricing and full cost

pricing
Feature Marginal Pricing Full Cost Pricing
Decision Marginal cost and Average total cost
focus marginal revenue plus markup
Ma{[ke‘i Perfec‘i[{[mperfect Oligopoly/monopoly
contex competition (real-world settings)
(theoretical)
Pricing Short-term profit Long-term stability
ObjectiVe maximisation and cost coverage
Adjustment  Prices adjust quickly  Prices remain sticky;
to changes to marginal shifts in ~ quantity or profit
demand adjusts
Information  Requires precise Based on accounting
use marginal data and routine cost data
Theoretical ~ Neoclassical Institutional/Post-
base microeconomics Keynesmn/ empirical
economics

Numerous empirical studies have supported the prevalence of
full cost pricing, particularly in industries with a high degree
of product differentiation, low price elasticity, and long-term
production cycles. Hall and Hitch (1939) found in their Oxford
studies that most firms set prices based on normal costs and did
not use marginal analysis. Firms cited uncertainty, information
limitations, and strategic behaviour as reasons for avoiding
marginal cost pricing. Critics of marginal pricing argue that:

1. It is based on unrealistic assumptions about knowledge
and precision.

2. Itignores the institutional setting in which firms operate.

3. It fails to account for price rigidity and business
conventions.

On the other hand, defenders of marginalism argue that even if
firms do not explicitly use marginal calculations, market forces
tend to approximate marginal conditions in the long run. They
view full cost pricing as an approximation or a managerial
simplification of marginal rules.

The marginal vs full cost pricing debate has important
implications for:
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1. Price regulation: Marginal cost pricing is often used in
public utility pricing, but may result in losses if fixed

)

\_ costs are high.

 Hall and Hitch (1939),
show many firms price 2. Inflation and wage policies: Full cost pricing suggests

based on average or that cost-push inflation can occur independently of

“normal” costs rather demand pressures.
than marginal costs

/~ 3. Monetary and fiscal policy: If prices are sticky (as

suggested by full cost pricing), then demand management
policies become more effective in influencing output and
employment.

In macroeconomic modelling, Post-Keynesian and Kaleckian
models have integrated full cost pricing into theories of
income distribution, investment, and growth, contrasting
with the neoclassical emphasis on marginal productivity and
optimisation.

The debate between marginal pricing and full cost pricing

o reflects deeper philosophical and methodological tensions

* Full cost pricing in economics, between theoretical elegance and empirical
provides detailed realism, between abstract optimisation and institutional
insights into how routine. While marginalist models remain central to textbook
firms actually behave microeconomics, full cost pricing offers a powerful alternative

grounded in the observed behaviour of firms.

Summarised Overview

S

William Stanley Jevons launched the marginalist revolution in Britain by shifting attention
from objective production costs to the subjective experience of utility. In his Theory of
Political Economy (1871), he argued that value depends on the final degree of utility, that
1s, the satisfaction obtained from the last unit consumed. He introduced mathematical
tools to express consumer choice and laid the groundwork for demand theory. Jevons
rejected the classical labour theory of value, positioning economics instead as a science
of pleasure and pain, centred around the individual and the margin.

Carl Menger, working in Austria, developed a complementary yet distinct version of
marginal utility theory. In his Principles of Economics (1871), Menger formulated a
theory of goods and value based on individual needs and ranked preferences. He
emphasised the causal relationship between goods and the satisfaction of human wants.
Unlike Jevons, Menger rejected the use of mathematics in economic theory, favouring
logical deduction. His methodological individualism laid the foundation for the Austrian
School, which would later influence capital theory, entrepreneurship, and the role of time
in economics.

m SGOU - SLM - M.A ECONOMICS - History of Economic Thought




Léon Walras, writing in French-speaking Switzerland, brought the marginalist framework
to a new level of abstraction through his model of general equilibrium. In Elements
of Pure Economics (1874), Walras introduced a system of simultaneous equations that
illustrated how markets for goods and factors could reach equilibrium together. His
tatonnement process, a theoretical price adjustment mechanism, demonstrated how the
economy tends toward balance without any central authority. Walras’s work marked a
decisive shift toward formal, mathematical economics and profoundly influenced the
neoclassical tradition.

The marginalist controversy emerged as economists grappled with the theoretical
and ideological implications of this new approach. Critics argued that marginalism
ignored historical context, institutions, and power relations. Marxist and institutionalist
economists found the marginalist assumption of rational individualism too narrow.
Moreover, the marginal productivity theory of income distribution was contested for
justifying inequalities as efficient outcomes. These debates helped define the boundary
between mainstream (neoclassical) and heterodox schools of economic thought.

Marginalist theory holds that firms price goods based on marginal cost and marginal
revenue to maximise profit. However, empirical research, especially by Hall and Hitch,
suggests that in real markets, firms often follow full cost pricing strategies, setting prices
by adding a markup to average costs. This behaviour highlights the disconnect between
theoretical models and business practice, prompting later economists to integrate insights
from behavioural economics, cost-based accounting, and market structure analysis into
price theory.

N

Assignments

1. Explain how William Stanley Jevons contributed to the development of marginal
utility theory.

2. Discuss Carl Menger’s methodological approach and his role in establishing the
Austrian School.

3. Describe Léon Walras’s model of general equilibrium and its significance in
economic theory.

4. Analyse the core issues debated during the marginalist controversy.

5. Compare marginal pricing theory with the full cost pricing approach used by firms
in practice.
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6. How did the different national contexts of Jevons, Menger, and Walras shape their
approaches to economics?
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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The Neoclassical Economics: Value,
Capital, and Monetary Foundations

UNIT 3

Learning Outcomes
o . -
After completing this unit, learners will be able to:
+ explain the synthesis developed by Alfred Marshall between classical and
marginalist ideas
+ identify key tools of neoclassical analysis including elasticity, equilibrium,
and marginal productivity
» analyse alternative capital theories and their theoretical implications
» describe the interest rate theories of Wicksell and Fisher
» evaluate the evolution and refinement of the Quantity Theory of Money
N 4
Background
\S

In the decades following the Marginal Revolution, economics was facing the challenge
of consolidation. The new ideas of marginal utility and individual choice had displaced
the classical labour theory of value, but the discipline was still fragmented. One group
of economists embraced mathematics and abstraction, another insisted on historical and
empirical foundations, and yet another attempted to bridge the gap between tradition and
innovation.

One such bridge-builder was Alfred Marshall, who recognised the need for a unified
approach that honoured both the insights of the classical tradition and the tools of
marginalism. While Europe’s industrial cities buzzed with innovation and inequality,
Marshall believed that economics could offer clarity, balance, and practical relevance.
He introduced concepts such as price elasticity, consumer surplus, and time-based
cost analysis, bringing economics closer to real-world application without sacrificing
theoretical rigour.

N r
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Meanwhile, debates around the nature of capital were intensifying. Capital was no longer
just a physical stock of machines or money; it became a conceptual challenge. How
should capital be measured? What justifies the payment of interest? Economists like
Bohm-Bawerk, J.B. Clark, and Fisher wrestled with these questions, introducing time,
expectations, and intertemporal choice into the analysis.

The question of how money affects the economy was also evolving. While classical
economists believed money was neutral in the long run, the emerging work of Wicksell
and Fisher showed how monetary forces could have powerful short-run and long-run
effects. These thinkers laid the foundations for monetary policy, inflation targeting, and
central banking practices that would dominate the 20th century.

Keywords

Neo-Classicalism, Marginal Productivity, Consumer Surplus, Elasticity of Demand,
Capital Theory, Roundabout Production, Time Preference, Natural Rate of Interest,
Quantity Theory of Money, Real Interest Rate, Intertemporal Choice

Discussion

* Marshall’s economics
integrates past insights

3.3.1 Rifred Marshall and Neo-Classicalism

Alfred Marshall (1842—-1924) is widely regarded as the fou-
nding father of neoclassical economics, a school of thought
that sought to synthesise the insights of classical political
economy with the analytical tools of marginal utility and
mathematical modelling. His seminal work, Principles of
Economics (1890), became the dominant textbook in Britain
and much of the English-speaking world well into the
twentieth century, setting the tone for how economics would
be taught, researched, and applied. Marshall’s approach was
evolutionary, not revolutionary. Unlike Jevons, Menger, and
Walras, his marginalist contemporaries, Marshall aimed to
integrate classical concerns with the marginalist framework,
rather than to reject one in favour of the other. His synthesis
of cost and utility, demand and supply, and short-run and
long-run analysis helped create the conceptual structure that
continues to underpin microeconomic theory.

The term “neoclassical economics” was not coined by
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Marshall himself but has come to refer to the framework that
blends marginalist value theory with classical concerns for
production and distribution. Marshall’s key contribution to

e Marshall blends this synthesis was his ability to reconcile the classical cost-of-
marginalism and production approach with the marginal utility theory of value.
classicism He famously wrote, “We might as reasonably dispute whether

it is the upper or the lower blade of a pair of scissors that
cuts a piece of paper, as whether value depends upon utility or
cost of production.” For Marshall, both demand (utility) and
supply (cost) jointly determine value, depending on the time
period under consideration.

One of Marshall’s most influential analytical contributions
was his distinction between different time periods in economic
analysis. He introduced the concepts of the:

* Market Period: where supply is fixed and price is de-
termined purely by demand.

* Marshall introduces ‘ o o
time-based economic * Short Run: where supply can adjust within existing ca-

analysis pacity.

* Long Run: where all inputs are variable, and firms can
enter or exit the industry.

This time-based approach allowed Marshall to explain price
formation and adjustment dynamics more realistically. For
example, in the short run, firms may not fully recover their
fixed costs, while in the long run, normal profits prevail and
economic rents are competed away. Marshall’s treatment of
time remains fundamental to modern microeconomic theory
and its analysis of equilibrium, cost curves, and firm behaviour.

Marshall was a pioneer in introducing quantitative and math-
ematical concepts in a form that was accessible and practical
for economists. He introduced the concept of price elasticity
of demand, which measures the responsiveness of quantity
demanded to changes in price. This tool allows economists
to understand not just the direction but the magnitude of
economic responses to market changes. While Marshall made
use of mathematics, he was cautious about over-formalising
economics. He famously said that mathematics should be used
as a shorthand language, not as an engine of inquiry. After
writing a mathematical passage, he advised economists to
“burn the mathematics” and focus on the economic meaning.
This pragmatic stance helped make economics more rigorous
while keeping it grounded in real-world problems.
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» Marshall’s surpluses
measure market
welfare

* Marshall distinguishes
internal and external
economies of scale

» Marshall shapes
economics with clarity

» Marshall established
a microeconomics
framework foundation

Marshall introduced the concepts of consumer surplus and
producer surplus to explain the welfare implications of market
transactions. Consumer surplus represents the difference
between what a consumer is willing to pay and what they
actually pay, while producer surplus represents the difference
between the market price and the minimum acceptable price to
the producer. These concepts became foundational to welfare
economics, allowing economists to evaluate the efficiency of
different market outcomes, pricing policies, and government
interventions.

Marshall also elaborated on cost theory, distinguishing
between internal and external economies of scale. Internal
economies refer to cost advantages within a firm due to factors
like improved management or technology, while external
economies arise from industry-wide growth, such as better
infrastructure or skilled labour markets. He also refined the
concept of diminishing marginal returns, explaining how
input combinations affect productivity and how cost curves
behave over different production scales. These insights laid
the groundwork for both production theory and the modern
theory of the firm.

Methodologically, Marshall was a realist and gradualist. He
believed economics should be rooted in empirical observation,
but guided by theoretical models. He was open to historical
and institutional analysis but emphasised that economics
must identify and analyse general tendencies rather than
specific historical episodes. He defined economics as a study
of mankind in the ordinary business of life, highlighting its
role in improving human welfare, not just wealth. His ethical
orientation, practical focus, and pedagogical clarity helped
shape economics into a discipline both technical and socially
relevant.

Marshall’s influence on economics cannot be overstated.
His Principles of Economics established the dominant
framework for microeconomics and helped standardise the
analytical apparatus still in use today: supply and demand
curves, marginal cost, elasticity, and equilibrium analysis.
His students, including A.C.Pigou and John Maynard Keynes,
carried forward and adapted his ideas. While Keynes would
later revolutionise macroeconomics by challenging classical
assumptions about full employment, Marshall laid the
theoretical and methodological foundations upon which such
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* Marshall integrates
marginalism with
classical thought

 Different theories
define capital
differently

critiques could be constructed.

Alfred Marshall stands as a towering figure in the history of
economic thought. His ability to blend classical and marginalist
insights gave rise to neoclassical economics, a tradition
that remains central to mainstream economics. Through his
innovations in value theory, cost analysis, welfare concepts,
and economic pedagogy, Marshall contributed not only to
theoretical advancement but also to making economics more
policy-relevant and socially conscious.

3.3.2 Capital Theory

The concept of capital, what it is, how it is measured, and how
it contributes to production and income, has long occupied a
central place in economic theory. However, capital is also one
of the most contested and complex topics in the discipline.
Classical economists, marginalists, neoclassicists, and
Marxists have all offered different interpretations of capital,
reflecting divergent assumptions about value, production,
time, and distribution.

In classical political economy, capital was generally viewed
as one of the three factors of production, alongside labour and
land. It was defined in terms of physical, produced means of
production, tools, machinery, buildings, etc., used to enhance
productivity. Classical economists like Adam Smith, David
Ricardo, and later Karl Marx, treated capital primarily as
an accumulated stock derived from past labour and saving.
Ricardo viewed profits as inversely related to wages, assuming
a fixed capital-labour ratio. Marx went further, viewing
capital not simply as a physical input but as a social relation,
a representation of accumulated surplus value extracted from
labour. In this framework, capital was central to understanding
income distribution, economic growth, and social power.

3.3.2.1 Marginalist and Neoclassical Theories of
Capital

Withtheadventofmarginalism, the conceptofcapitalunderwent
a significant transformation. Capital was reinterpreted as a
productive input, and its remuneration (interest or profit) was
explained through the marginal productivity theory. According
to this theory, each factor of production is paid according to its
marginal contribution to output.
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* Marginal productivity
justifies capital’s
returns

* Capital earns interest
through productivity

* Time preference
influences interest rate
levels

This framework necessitated a way to measure capital in a
quantitative and homogeneous manner, comparable to labour.
The key challenge became, how can a diverse set of capital
goods be measured as a single variable?

3.3.2.2 J.B. Clark and Marginal Productivity
Theory

John Bates Clark, a leading American neoclassical economist,
proposed that capital could be treated as a fund rather than
as a set of heterogeneous physical goods. In his view, just as
labour earns wages, capital earns interest because it contributes
marginal productivity to the production process.

Clark’s vision enabled economists to integrate capital into
production functions, facilitating the mathematical modelling
of output as a function of labour and capital. However, his
treatment ignored the heterogeneity and time dimension of
capital goods, which later became a focal point of critique.

3.3.2.3 Bohm-Bawerk and Time Structure of Pro-
duction

Eugen von B6hm-Bawerk, a key figure in the Austrian School,
made a seminal contribution by focusing on the temporal
structure of production. He introduced the concept of
roundaboutness, which refers to the idea that more productive
processes usually require more time and involve multiple
stages.

Bohm-Bawerk developed a theory of interest based on time
preference. He argued that people value present goods more
than future goods, and this preference underlies the existence of
interest. According to him, interest is the premium individuals
require to defer consumption and invest in capital-intensive
(roundabout) production methods.

His theory viewed interest as a real phenomenon arising from
intertemporal choices, not simply a monetary or institutional
construct. He also opposed Marx’s surplus value theory by
claiming that capitalists do not exploit labour but are rewarded
for waiting and deferring consumption.

A key theoretical issue in capital theory is the measurement of
capital. Unlike labour (measured in hours) or land (measured
in acres), capital is composed of heterogeneous items, tools,
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buildings, equipment, each with different lifespans, functions,
and depreciation rates. Combining them into a single meas-
urable “capital stock” is not straightforward. Neoclassical
economics attempted to solve this by valuing capital in terms
of money, i.e., as the present value of future returns. However,
this introduced a circularity problem: the value of capital
depends on the interest rate, but the interest rate is supposed to
depend on the marginal productivity of capital. This problem
later led to the Cambridge Capital Controversy in the mid-
20th century, where economists such as Joan Robinson and
Piero Sraffa challenged the logical coherence of aggregating
capital in neoclassical models.

* Circularity
complicates capital
value assessment

3.3.2.4 Wicksell and the Cumulative Process

Knut Wicksell, a Swedish economist, introduced a dynamic
view of capital accumulation and price stability. His natural
rate of interest, the rate at which savings and investment are
in equilibrium, became a foundational concept in monetary
* Prices stabilize at economics.
natural interest

If the market rate of interest diverges from the natural rate,
then investment and saving become imbalanced, triggering
cumulative inflationary or deflationary spirals. Wicksell’s
approach linked capital theory with monetary and price theory,
foreshadowing later developments in macroeconomics and
the theory of the business cycle.

3.3.2.5 Irving Fisher and the Rate of Return

Irving Fisher, an American economist, integrated capital theory
with intertemporal choice and interest rate determination. He
defined capital as a stock of wealth and distinguished it from
income, which is a flow. His work introduced the concept of

* Introduced present present value, showing how future income streams can be
value concept, discounted to determine the value of capital today. Fisher
discounting future also formalised the real interest rate as the nominal rate
income streams adjusted for inflation, and clarified the link between capital

accumulation, consumption, and time preferences. His
analytical clarity helped bridge microeconomic capital theory
with macroeconomic investment models.

Capital theory has evolved through various phases, from
a classical view centred on accumulation and surplus, to a
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* Capital theory evolves
over time

* Theory explains
inflation’s underlying
causes

* Money spent equals
transaction value

neoclassical framework grounded in marginal productivity, and
further into more dynamic, intertemporal models developed
by thinkers like Wicksell and Fisher. Each approach reflects
different assumptions about how capital is defined, measured,
and rewarded. The debates in capital theory continue to
influence macroeconomic modelling, income distribution
theory, and development economics.

3.3.3 Wicksell, Fisher, and Development of the Quan-
tity Theory of Money

The Quantity Theory of Money is one of the oldest and most
enduring concepts in monetary economics. Traditionally, it
links changes in the money supply to changes in the price
level, asserting a direct and proportional relationship between
the two under certain conditions. While early versions of
the theory, such as those proposed by David Hume and
later formalised by Irving Fisher, were relatively static and
mechanical, economists like Knut Wicksell introduced
more dynamic, interest rate-driven models that deepened its
analytical scope.

3.3.3.1 Classical Quantity Theory

The classical Quantity Theory is most commonly summarised
in the Equation of Exchange, attributed to Irving Fisher:

MV =PT

Where:
* M = Money supply
* V= Velocity of money (rate at which money circulates)
e P =Price level

* T = Volume of transactions (or output)

This equation shows that the total amount of money spent
(MV) equals the total value of transactions (PT) in the
economy. Assuming velocity (V) and output (T) are constant
in the short run, any increase in the money supply (M) will
result in a proportional increase in the price level (P). This
simple yet powerful formulation formed the cornerstone of
monetarist thought, which regards control of the money supply
as essential for maintaining price stability.
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* Inflation expectations
influence lending and
borrowing decisions

* Interest rates affect
price levels

3.3.3.2 Irving Fisher’s Contribution

Irving Fisher (1867—-1947) played a crucial role in formalising
and popularising the Quantity Theory. In his major work,
The Purchasing Power of Money (1911), he developed the
Equation of Exchange and applied it to analyse the causes of
inflation, deflation, and monetary instability. Fisher’s version
of the theory was mechanical and static. He assumed that
money was used only as a medium of exchange, that velocity
and output were constant in the short run, and that causality
ran from money to prices. Under these assumptions, monetary
expansion directly led to inflation. Fisher also contributed to
understanding the real vs nominal interest rate distinction. His
Fisher Equation:
1=r+n°

Where:
e i=nominal interest rate
e 1 =real interest rate

» me = expected rate of inflation

This equation remains a foundational concept in modern
macroeconomics and central banking, illustrating how
inflation expectations influence lending and borrowing
decisions. Despite its simplicity, Fisher’s approach provided
a clear policy implication to control inflation, control the
money supply. This became a central tenet of monetarist
economics, especially in the hands of later economists like
Milton Friedman.

3.3.3.3 Knut Wicksell’s Cumulative Process and
Natural Rate of Interest

Knut Wicksell (1851-1926) advanced monetary theory by
introducing a more dynamic, interest rate-based approach to
Quantity Theory. In his seminal work, Interest and Prices
(1898), Wicksell challenged the traditional idea of a direct
link between money and prices and instead focused on the
indirect effects of monetary policy through interest rates.
Wicksell’s key innovation was the concept of the natural rate
of interest, the rate at which the demand for investment equals
the supply of savings in a fully flexible economy without
inflation or deflation. He distinguished this from the market
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rate of interest, which is the actual rate set by banks.

According to Wicksell, if the market rate falls below the

natural rate:

* Investment exceeds saving.

* Credit expands.

* Aggregate demand rises.

* Prices increase (inflation).

If the market rate rises above the natural rate:

* Saving exceeds investment.

¢ (Credit contracts.

* Aggregate demand falls.

* Prices decline (deflation).

This divergence sets off what Wicksell called the cumulative
process. Unlike Fisher’s static model, Wicksell’s approach
explained how monetary disturbances could set off continuous
inflation or deflation even without changes in the money
supply. Wicksell’s theory laid the foundation for modern
interest rate-based monetary policy, influencing later work by
Keynesians, Monetarists, and New Keynesians alike.

Table 3.3.1 Comparison: Fisher vs. Wicksell

Aspect Irving Fisher Knut Wicksell
View of Mechanical and  Endogenous and tied to
Money €xogenous credit system
Causal Money — Prices Interest Rate Gap —
Mechanism Investment — Prices
Key Variable = Money supply Interest rates (natural vs

market)
Adjustment Immediate and Cumulative, dynamic,
Process proportional and potentially unstable
Role of Banks ~ Passive Active credit creators
transmitters
Policy Control money Adjust interest rate to
Implication supply match natural rate

The Quantity Theory in its classical Fisherian form dominated
early 20th-century monetary policy and returned to prominence
in the 1970s with monetarism. However, Wicksell’s dynamic
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control

 Fisher and
Wicksell shape
macroeconomics

Summarised Overview

interest-rate-focused framework became increasingly relevant
in modern central banking, especially in the context of
inflation targeting and the role of interest rates in stabilising
economic fluctuations. Wicksell’s ideas also underpin modern
models of monetary transmission, such as Taylor Rules, which
guide central banks in adjusting policy rates in response to
deviations from target inflation and output gaps.

Today, both Fisher and Wicksell continue to shape
macroeconomic analysis:

* Fisher’s identity remains a foundation for understanding
inflation and interest rates.

*  Wicksell’s framework informs theories of credit cycles,
monetary disequilibrium, and central bank policy.

Fisher and Wicksell enriched the Quantity Theory of Money
by offering complementary perspectives: one focused on stock
relationships (money supply and prices), the other on flow
dynamics (credit, interest, and investment). Fisher’s clarity
and precision provided policy tools for controlling inflation
through money supply management. Wicksell’s depth and
dynamism offered insights into the endogenous nature of
money and price instability. Together, their work helped bridge
classical monetary theory with modern macroeconomic policy,
offering students and scholars a rich conceptual foundation for
understanding inflation, interest rates, and monetary dynamics.

N

Alfred Marshall played a central role in formalising neoclassical economics by
integrating marginalist tools with classical concerns. In his Principles of Economics
(1890), Marshall introduced a systematic framework that included partial equilibrium
analysis, price elasticity, and the distinction between short-run and long-run adjustments.
He proposed that value is jointly determined by supply and demand, comparing them to
the two blades of a pair of scissors. Marshall’s concept of consumer and producer surplus
provided new tools for welfare analysis, while his pragmatic use of mathematics set a
tone for economic modelling that balanced rigour with accessibility.

Classical economists treated capital as a physical input, but marginalist economists
faced challenges in defining and measuring capital in ways compatible with marginal

S

e
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productivity theory. Bohm-Bawerk emphasised the time structure of production, arguing
that more roundabout production methods (those taking longer) are more productive
but require interest as compensation for waiting. J.B. Clark developed the marginal
productivity theory of distribution, asserting that each factor, including capital, is paid
according to its contribution to output. This was later challenged in the Cambridge
capital controversy, which questioned the coherence of aggregating heterogeneous
capital into a single measure.

Wicksell introduced the concept of the natural rate of interest, the rate at which saving
equals investment without inflation. When the market rate deviates from the natural
rate, cumulative inflation or deflation results. This insight provided the basis for modern
interest rate policy and inflation control. Fisher, on the other hand, formulated the
Quantity Theory of Money through his equation of exchange: MV = PT. He clarified
the relationship between nominal and real interest rates through the Fisher equation
and emphasised the importance of inflation expectations in lending and investment
decisions. Together, Wicksell and Fisher advanced a dynamic understanding of how
money, interest, and prices interact in the economy. Their contributions bridged classical
monetary theory with modern macroeconomics and laid the groundwork for later models
of central banking, inflation targeting, and monetary stabilisation.

N

Assighments

1. Explain how Alfred Marshall integrated classical and marginalist ideas into a
unified neoclassical framework.

2. Discuss the significance of elasticity and surplus in Marshall’s theory of value.
3. Describe the different views on capital presented by Bohm-Bawerk and J.B. Clark.

4. What was the Cambridge capital controversy, and why is it important in economic
theory?

5. Analyse Wicksell’s concept of the natural rate of interest and its implications for
price stability.

6. Explain Fisher’s equation of exchange and his contributions to understanding
inflation and interest rates
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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Markets, Crises, and Rise of
Macroeconomics

UNIT 4

Learning Outcomes
o . S
After completing this unit, learners will be able to:

* understand the Austrian critique of socialism and central planning

» discuss the business cycle theory developed by Mises and Hayek

» describe the main arguments presented in Keynes’s General Theory
N 4
Background
_J \S

During the early 20th century, economics was not merely a tool for understanding markets,
it was a battleground for competing visions of society. On one side stood the Austrian
economists Ludwig von Mises and Friedrich Hayek, who believed in the spontaneous
order of markets and warned against the dangers of centralised planning. On the other
stood John Maynard Keynes, who argued that without active state intervention, capitalist
economies could spiral into deep and persistent unemployment. These ideological and
theoretical divisions were not just academic; they were lived realities. The world had just
emerged from the trauma of the First World War and was now facing the devastating impact
of the Great Depression. Governments, businesses, and workers alike were desperate
for answers. Why had markets failed? What role should the state play in stabilising
the economy?. In Vienna, Mises published a critique of socialism, arguing that the
absence of market prices under collective ownership made rational economic calculation
impossible. Hayek deepened this argument by showing how markets coordinate dispersed
knowledge that no planner could ever fully possess. In London, Keynes, responding to
mass unemployment and failed predictions of classical economists, argued that aggregate
demand, not just supply-side forces, determined output and employment levels.

N r
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Keywords

Socialist Planning, Business Cycles, Austrian School, Keynesian Revolution, Effective
Demand, Involuntary Unemployment, Aggregate Demand, Liquidity Preference, Fiscal
Policy, Government Intervention

Discussion

* Austrian critique of
socialism

* Impossibility of
socialist calculation

3.4.1 Mises and Hayek: On Socialism and Business
Cycles

The Austrian economists Ludwig von Mises and Friedrich A.
Hayek stands as two of the most influential figures in 20th
century economic thought, particularly for their contributions
to the critique of socialism, the analysis of business cycles,
and the development of Austrian macroeconomic theory.
Rooted in the tradition of Carl Menger and Eugen B6hm-
Bawerk, their work combined methodological individualism,
subjectivism, and scepticism of centralised planning and
monetary manipulation.

3.4.1.1 Mises on the Impossibility of Socialist
Economic Calculation

In his groundbreaking essay Economic Calculation in
the Socialist Commonwealth (1920), Ludwig von Mises
presented a powerful critique of socialist planning. He argued
that a socialist economy, by abolishing private property in the
means of production, also abolishes the price system. Without
prices, there can be no rational basis for economic calculation,
that is, no way to compare costs, allocate resources, or
decide between alternative uses of inputs. Prices in a market
economy emerge from voluntary exchange and reflect the
relative scarcities and preferences of individuals. In socialism,
where planning replaces exchange, Mises argued that such
prices would be non-existent or arbitrary, rendering economic
decisions inefficient and wasteful. This critique became the
centrepiece of the socialist calculation debate, challenging the
feasibility of central planning and defending the market as an
indispensable mechanism of coordination.
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e Limits of central
planning

» Austrian business
cycle theory

3.4.1.2 Hayek’s Defence of Market and Knowl-
edge Coordination

Friedrich Hayek extended Mises’s argument by focusing on the
epistemological limits of central planning. In his 1945 article,
The Use of Knowledge in Society, Hayek argued that economic
knowledge is decentralised and dispersed among millions of
individuals. Central planners, no matter how intelligent or
well-intentioned, cannot access or process the myriad bits
of local and tacit knowledge required for efficient decision-
making. Hayek contended that the price system functions as
a communication mechanism. It conveys information about
relative scarcities, preferences, and technological possibilities
withoutrequiring any central authority to understand or compile
that knowledge. Prices thus act as signals and incentives for
individuals to coordinate their actions spontaneously. For
Hayek, this made the market a superior system of coordination,
not because it was perfect, but because it adapted to changing
circumstances more effectively than any planned alternative.

3.4.1.3 Austrian Theory of Business Cycle

Beyond their critique of socialism, Mises and Hayek
collaborated in developing the Austrian theory of the business
cycle (ABCT), a distinctive explanation of economic
fluctuations based on monetary disequilibrium and capital
misallocation.  According to ABCT, economic cycles are
primarily caused by artificial manipulation of interest rates
through credit expansion by central banks. When interest
rates are held below their natural level, it sends a false signal
to entrepreneurs, suggesting that more savings are available
for long-term investment than actually exist. This leads to
overinvestment in capital-intensive sectors, particularly
in projects that are more “roundabout” (i.e., further from
consumption). These investments are unsustainable, because
they are not supported by real savings, but by inflated credit.
Eventually, the mismatch between consumer preferences and
production plans becomes apparent, leading to a bust or crisis,
during which malinvestments are liquidated. Mises laid the
foundations of this theory in his book The Theory of Money
and Credit (1912), while Hayek elaborated on it in Prices and
Production (1931) and Profits, Interest and Investment (1939).

Mises and Hayek argued that attempts to stabilise the
economy through monetary or fiscal intervention would only
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» Market order over
intervention

* Critiques and lasting
influence

distort the market further and delay necessary corrections. The
only sustainable path to stability was through a sound money
system, minimal central bank interference, and reliance on
market-adjusted interest rates. This approach stood in sharp
contrast to Keynesian economics, which advocated for active
government intervention to stabilise output and employment.
In addition to his macroeconomic work, Hayek made important
contributions to the theory of spontaneous order, arguing that
many complex institutions (such as language, law, and markets)
arise not through central design, but through evolutionary
processes of human interaction. His later works, including
The Constitution of Liberty (1960) and Law, Legislation and
Liberty (1973-79), explored the intersection of economics,
politics, and philosophy. Hayek opposed both socialism and
excessive government regulation, warning against the “road
to serfdom” whereby economic control leads inevitably to
political oppression.

While Mises and Hayek offered insights, their theories have
also attracted criticism. The socialist calculation debate led to
counterarguments by economists such as Oskar Lange, who
proposed a model of market socialism where a central planner
could use simulated prices to allocate resources efficiently. The
Austrian business cycle theory has also been questioned for its
assumptions about rational expectations, the homogeneity of
capital, and the empirical relevance of malinvestment patterns.
Keynesians, in particular, rejected the idea that crises are
primarily caused by prior overinvestment and instead focused
on aggregate demand shortfalls and liquidity traps. Despite
these critiques, Mises and Hayek’s ideas have experienced
renewed interest in the wake of financial crises, especially
among economists sceptical of central banking, inflationary
policies, and large-scale government intervention. Mises and
Hayek remain major figures in the history of economic thought,
particularly for their defence of the market economy, their
critique of socialism, and their monetary theory of business
cycles. Their work continues to influence contemporary
debates on the role of the state, the nature of knowledge, and
the causes of economic instability.

3.4.2 Keynes and the “Keynesian Revolution”

The Keynesian Revolution represents one of the most
transformative episodes in the history of economic thought.
Led by John Maynard Keynes (1883-1946), it marked
a fundamental departure from classical and neoclassical

m SGOU - SLM - M.A ECONOMICS - History of Economic Thought 201




» Keynesian shift in
macroeconomics

* Demand drives
employment levels

* Effective demand
determines output
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doctrines that dominated economic theory before the 1930s.
Keynes’s most important contribution, 7he General Theory
of Employment, Interest and Money (1936), was a response
to the Great Depression and the inadequacy of existing
economic theories to explain mass unemployment and
economic stagnation. Keynes challenged the notion that
markets are self-correcting and that full employment is the
natural outcome of economic forces. Instead, he offered a new
framework in which aggregate demand played a central role,
and government intervention became essential for stabilising
the economy. The Keynesian Revolution not only reshaped
macroeconomic theory but also redefined the role of the state
in modern capitalist economies.

Prior to Keynes, economic theory was grounded in Say’s Law,
which held that supply creates its own demand. Classical
economists believed that any excess supply of goods or labour
would automatically be absorbed through flexible prices and
wages, restoring equilibrium and full employment. Keynes re-
jected this view. He argued that:

* Demand and supply may not always adjust smoothly.

» There is no guarantee that the economy will naturally
tend toward full employment.

* Wage and price flexibility may worsen, rather than
solve, downturns.

In Keynes’s framework, aggregate demand (total spending
in the economy) is the key driver of output and employment.
When aggregate demand falls, due to declines in consumption,
investment, or government spending, the economy may enter
a prolonged period of underemployment and stagnation.

3.4.2.1 Principle of Effective Demand

One of the foundations of Keynes’s theory is the principle of
effective demand. He argued that output and employment are
determined by the level of aggregate demand, not by the supply-
side capacity of the economy. Firms base their production
decisions not on potential output, but on their expectations
of sales, i.e., on effective demand. When effective demand
is insufficient, even a technologically capable economy can
operate below its full potential, resulting in involuntary
unemployment. This directly contradicted the classical belief
in the self-equilibrating nature of markets.




* Income, saving, and
demand

* Investment,
expectations, and
multiplier

* Liquidity preference
and interest

3.4.2.2 Consumption, Saving, and Marginal
Propensity to Consume

Keynes placed strong emphasis on consumption and saving
behaviour. He observed that as income rises, people tend
to save a larger portion of their income, what he termed the
marginal propensity to consume (MPC). This behavioural ten-
dency weakens the link between income and spending,
making it possible for saving to exceed investment, which
would reduce overall demand. This undermined the classical
idea that saving automatically translates into investment, since
investment is driven by business expectations and interest
rates, not just the volume of saving.

3.4.2.3 Role of Investment and Multiplier

Investment, for Keynes, was highly volatile and driven by
expectations and animal spirits, a term he used to describe
investors’ non-rational optimism or pessimism. Since
investment plays a disproportionate role in determining
aggregate demand, changes in investment have amplified
effects on output and employment. This gave rise to the
multiplier concept: an initial increase in investment leads
to a more than proportional increase in national income, as
increased spending circulates through the economy. The size
of the multiplier depends on the MPC.

3.4.2.4 Liquidity Preference and Interest Rates

Keynes developed an alternative theory of interest, known as
the liquidity preference theory. He argued that interest is not
determined by saving and investment alone (as in classical
theory), but by the demand for money (liquidity preference)
and the supply of money. Individuals hold money for three
motives:

1. Transactions motive
2. Precautionary motive

3. Speculative motive

At low interest rates, people may prefer to hold money rather
than bonds, anticipating future rate increases (and hence
price declines in bonds). This creates a liquidity trap, where
monetary policy becomes ineffective because people hoard
cash rather than invest or spend.
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3.4.2.5 Fiscal Policy and Role of Government

Keynes concluded that government intervention is essential
to stabilise the economy. When private sector demand is
insufficient, the state must step in through public expenditure
and deficit financing to boost aggregate demand. Unlike the
classical fear of budget deficits, Keynes argued that deficit
spending in a recession is both necessary and desirable, as
it offsets the fall in private investment and prevents deeper
contractions. His ideas laid the foundation for counter-cyclical
fiscal policy, where the government stimulates demand
during downturns and pulls back during booms. The practical
application of Keynesian ideas began with Roosevelt’s New
Deal in the United States and gained further prominence
during and after World War II. Keynesian economics
dominated macroeconomic policymaking from the 1940s to
the early 1970s, a period characterised by active government
intervention, full employment policies, and welfare
state expansion. The Keynesian framework also became
institutionalised in academia and international institutions
such as the International Monetary Fund (IMF) and the World
Bank, where macroeconomic stabilisation and development
planning became central concerns.

From the 1970s onward, Keynesianism faced several
criticisms:

* Monetarists, led by Milton Friedman, argued that infla-
tion was always a monetary phenomenon and criticised
Keynesian neglect of the money supply.

* New Classical economists introduced rational expecta-
tions, arguing that fiscal and monetary policy are inef-
fective if agents anticipate them.

* Public choice theorists questioned the political incen-
tives for responsible fiscal policy.

Despite these critiques, Keynes’s insights have experienced a
revival during economic crises, most notably the 2008 global
financial crisis and the COVID-19 pandemic, when large-scale
fiscal interventions were once again deemed essential. Today,
Keynesian principles continue to inform macroeconomic
stabilisationpolicies, fiscal stimulus packages, and employment
strategies, especially during demand-deficient recessions. The
Keynesian Revolution fundamentally reshaped the goals and
tools of macroeconomic policy. By shifting focus from supply-
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side self-correction to demand-side management, Keynes
provided a framework for understanding and combating
unemployment, recession, and economic instability.

Summarised Overview

Ludwig von Mises launched the socialist calculation debate by arguing that rational
economic planning is impossible without private property in the means of production. In
his 1920 article Economic Calculation in the Socialist Commonwealth, Mises claimed that
without market prices for capital goods, planners would lack the necessary information
to allocate resources efficiently. Friedrich Hayek extended this critique by emphasising
the dispersed nature of knowledge in society. In his famous essay The Use of Knowledge
in Society (1945), Hayek argued that the price system is an irreplaceable mechanism for
communicating information, coordinating actions, and adapting to change. Both thinkers
rejected socialism not only on economic grounds but as a threat to individual liberty. The
Austrian Theory of the Business Cycle, developed by Mises and formalised by Hayek,
held that recessions are caused by excessive credit expansion and artificially low interest
rates. According to their theory, when banks push interest rates below the natural rate,
it misleads investors into undertaking capital-intensive projects that are unsustainable.
Eventually, these malinvestments are revealed, leading to a correction or bust. This
view saw economic crises not as failures of capitalism, but as the result of distortions
introduced by central bank interference.

In contrast, John Maynard Keynes responded to the Great Depression by developing a
theory that challenged the foundations of classical economics. In The General Theory
of Employment, Interest and Money (1936), Keynes argued that aggregate demand
determines output and employment, and that markets may not self-correct in times of
crisis. He introduced the concept of effective demand, showing how insufficient spending
could lead to persistent involuntary unemployment. Keynes criticised the classical
assumption that flexible wages and prices would automatically restore full employment.
Keynes also proposed a new theory of interest based on liquidity preference, in which
individuals’ desire to hold money balances (especially in uncertain conditions) could
keep interest rates high and investment low. This mechanism explained why monetary
policy might become ineffective, a phenomenon later known as the liquidity trap.

The Keynesian solution was clear: during downturns, the government must step in to
boost demand through fiscal policy, especially public spending and deficit financing.
This marked a dramatic shift in the role of the state, from a passive observer of the
economy to an active participant in macroeconomic management. Together, the Austrian
and Keynesian schools represent two fundamentally different perspectives on markets,
intervention, and stability. While Mises and Hayek emphasised the self-correcting nature
of decentralised markets, Keynes highlighted the systemic vulnerabilities of capitalist
economies and the need for stabilising policy. The dialogue between these schools
continues to shape debates on inflation, unemployment, regulation, and the role of
\govemment in the economy. s
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Assignments

)

1. Explain the main argument presented by Mises in the socialist calculation debate.

2. How did Hayek’s theory of dispersed knowledge support the case for market
coordination?

3. Describe the Austrian Theory of the Business Cycle and its explanation for
€conomic crises.

4. Explain the key innovations introduced by Keynes?

5. Discuss the Keynesian concept of effective demand and its implications for
unemployment.

6. Compare the policy recommendations of Austrian and Keynesian economists
during economic downturns.
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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Chicago School and Constitutional
Economics

UNIT 1

Learning Outcomes
o . -
After completing this unit, learner will be able to:
» understand the core principles of the chicago school
» discuss milton friedman’s contributions
» know public choice theory and its application to political behaviour
 assess the role of constitutional economics in designing rule-based frameworks
N 4
Background
\S

The Chicago School of Economics emerged as a transformative force in economic
thought during the mid-20th century, offering a fundamental challenge to prevailing
Keynesian orthodoxy. In the aftermath of the Great Depression and World War 11, while
most economists advocated for strong government intervention, scholars at the University
of Chicago developed an alternative vision centered on free markets, price mechanisms,
and limited state involvement. This intellectual movement gained particular prominence
through the work of Milton Friedman, whose theories about monetary policy and market
efficiency provided both academic rigor and practical policy applications.

Friedman’s contributions came at a critical historical juncture. The economic crises of
the 1970s, particularly the phenomenon of stagflation that combined high inflation with
unemployment, exposed significant weaknesses in conventional Keynesian approaches.
Friedman’s monetarist theories, including his Permanent Income Hypothesis and analysis
of the natural rate of unemployment, offered fresh explanations for these economic
challenges. These ideas eventually influenced economic policies worldwide, from the
Reagan administration’s reforms in the United States to India’s economic liberalization
in 1991. The Chicago School’s influence extended beyond traditional economics through

N r
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what became known as the New Chicago School. Expansions of Chicago School thinking
also attracted criticism, particularly regarding their assumptions about human rationality
and their treatment of issues like inequality and social justice.

Keywords

Chicago School of Economics, Milton Friedman, New Chicago School, Public Choice
Theory, Constitutional Economics

* The Chicago School
championed free
markets, influencing
policy amid stagflation

A4.1.1The Chicago School of Economics

The Chicago School of Economics rose to prominence
in the mid-20th century as a counterpoint to the prevailing
Keynesian view that the government should play an active
role in managing the economy. Scholars like Frank Knight,
Jacob Viner, and Milton Friedman championed free markets
and individual choice, arguing that economic efficiency is
best achieved with minimal government interference. Their
views gained traction during the 1970s stagflation, a period
when high inflation and slow growth challenged Keynesian
models. Friedman’s monetarist theory, which emphasised
controlling the money supply rather than boosting spending,
offered a compelling alternative and influenced leaders like
Reagan and Thatcher in shaping free-market policies. At the
heart of the Chicago School is the belief that markets, left
largely unregulated, are the best coordinators of economic
activity. This idea informed India’s 1991 liberalisation and
underpinned critiques of state-led economies like Venezuela.
Another cornerstone is monetarism, which sees inflation as a
result of excessive money growth—a view supported by Paul
Volcker’s fight against U.S. inflation in the 1980s. The school
also introduced influential ideas such as Rational Expectations,
the Efficient Market Hypothesis, and Public Choice Theory.
Ronald Coase’s work on property rights and the school’s
caution toward antitrust regulation have had lasting legal and
policy implications.
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and free markets
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Globally, the Chicago School’s influence has been immense.
Central banks embraced inflation targeting, Chile adopted
sweeping reforms under the “Chicago Boys,” and thinkers
like Gary Becker expanded economic analysis into areas like
education, crime, and family. Today, even critics acknowledge
the school’s role in embedding market-oriented thinking
across disciplines. Yet, the approach is not without fault.
Behavioural economists have challenged its assumption of
rationality, highlighting market bubbles and crises. Critics also
point to its blind spots on inequality and systemic risk, seen in
India’s post-reform wealth gaps and the 2008 financial crisis.
Overconfidence in market correction, insufficient attention
to regulation in sectors like tech, and failures in transition
economies like post-Soviet Russia have further exposed its
limitations. While the Chicago School continues to shape
economic thinking, current realities call for a more nuanced
approach—one that blends market efficiency with behavioural
insights, institutional strength, and a concern for equity.

4.1.2 Milton Friedman and his Major Contributions

Milton Friedman (1912-2006) was one of the most influential
economists of the 20th century, renowned for his advocacy
of free markets, monetarism, and limited government.
A leading figure of the Chicago School of Economics,
Friedman’s ideas reshaped global economic policy, challenged
Keynesian orthodoxy, and laid the intellectual foundation for
neoliberalism. Friedman’s most famous contribution was
monetarism, the theory that inflation is always a monetary
phenomenon caused by excessive growth in the money
supply. His work with Anna Schwartz (A Monetary History of
the United States, 1867—1960) demonstrated how the Federal
Reserve’s mistakes worsened the Great Depression. This
research revolutionized central banking, leading to policies
like inflation targeting and rules-based monetary policy. In the
1980s, his ideas guided Federal Reserve Chair Paul Volcker’s
brutal but successful fight against stagflation, cementing
Friedman’s legacy in macroeconomic stability.

Friedman was a staunch defender of capitalism and individual
freedom, arguing that free market and non-governmental
intervention were the best path to prosperity. Beyond
academics, Friedman was a master communicator. His PBS
series Free to Choose (1980) popularized free-market ideas
globally. He got the Nobel Prize in Economics (1976) and his




works influenced leaders like Ronald Reagan and Margaret

Thatcher, shaping the pro-market policies of the 1980s.
Critics blame Friedman’s ideas for rising inequality and
markets, influencing financial instability. Yet, his emphasis on monetary discipline,
global economic deregulation, and individual choice remains embedded in
policies modern economics. Friedman’s legacy is a testament to the
power of ideas: whether admired or debated, his work forever

* Milton Friedman
championed free

changed how nations govern their economies.

4.1.2.1 Key Contributions of Milton Friedman

1. Monetarism & Macroeconomic Policy: Milton
Friedman  revolutionised = macroeconomics by
establishing monetarism, proving that inflation stems

from excessive money supply growth, not demand
factors. His work with Anna Schwartz revealed how the
Federal Reserve’s poor monetary management worsened
the Great Depression. Friedman opposed discretionary
fiscal policies, advocating instead for rules-based
monetary growth—a principle successfully implemented

e Friedman’s
monetarism linked
inflation to money
supply control

by Paul Volcker to combat 1970s stagflation. He also
debunked the Phillips Curve, showing that attempts
to reduce unemployment below its natural rate only
cause inflation. These ideas reshaped central banking
worldwide, making price stability a primary goal.

2. Free Market Advocacy: Friedman became the 20th
century’s foremost champion of free markets, arguing
that economic freedom underpins political liberty
and prosperity. In Capitalism and Freedom (1962),

he demonstrated how markets drive innovation and
efficiency, opposing price controls and excessive
regulation. His policy proposals—including school
vouchers, all-volunteer militaries, negative income tax,
and deregulation—influenced real-world reforms. While

* Friedman advocated
free markets to
drive prosperity and
innovation

critics linked his ideas to rising inequality, Friedman
countered that free markets lift billions from poverty.
His PBS series Free to Choose (1980) globalised his
message, restoring faith in capitalism amid growing
state intervention.

3. Permanent Income Hypothesis: Friedman’s Permanent
Income Hypothesis (1957) transformed consumption
theory by proving that people base spending on long-
term expected income, not short-term earnings. This
explained why temporary fiscal stimulus (like tax
rebates) often fails, as individuals save windfalls rather
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* Friedman’s hypothesis
links spending to
long-term income
expectations

* Nudge theory
improves decisions
through subtle choice
framing

than spend them. The theory highlighted consumption
smoothing, where people use savings and credit to
maintain stable living standards. It also revealed why
poor households spend proportionally more (having less
permanent income to smooth consumption). Friedman’s
work undermined Keynesian demand management,
showing that lasting growth requires policies that boost
permanent income, not temporary demand. Today,
his insights remain foundational in macroeconomics,
influencing welfare design and retirement planning.

Friedman’s legacy endures in monetary policy, market-based
reforms, and consumption theory, cementing his status as one
of history’s most influential economists. His ideas continue
to shape debates on inflation, deregulation, and fiscal policy
worldwide.

4.1.3 The New Chicago School: Extensions and Gri-
tiques

The Chicago School of Economics, pioneered by Milton
Friedman, George Stigler, and Gary Becker, revolutionised
economic thought by emphasising free markets, rational
choice, and minimal government intervention. However, in
recent decades, a “New Chicago School” has emerged, building
on these foundations while incorporating new insights from
behavioural economics, institutional analysis, and empirical
microeconomics. This evolution has led to both extensions of
traditional Chicago principles and critiques challenging some
of its core assumptions.

4.1.3.1 Key Extensions

The limitations of classical economic assumptions sets the
stage for the New Chicago School’s nuanced approach.

1. Behavioural Economics Adjustments: Behavioural
economics challenges the idea that people always make
rational, utility-maximising choices. Richard Thaler, a
leading figure in the field, introduced “nudge theory” to
show how small changes in how options are presented can
influence decisions. For example, a company offering a
retirement plan saw low enrolment when employees had
to opt in. But when enrolment became automatic—with
the option to opt out—participation rates soared. This
shift taps into human tendencies like inertia, improving
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outcomes without removing freedom of choice. Thaler’s
work brought psychological realism into economics,
recognising that real people face limits in information
and decision-making, often relying on mental shortcuts
that can lead to less-than-ideal choices.

2. Empirical Microeconomics Revolution: Modern
economics has seen a shift from theory-driven models
to evidence-based research. Instead of relying solely on
predictions, researchers now use tools like randomised

controlled trials (RCTs) to measure real-world impact.
Forexample, to test anew education programme, students
arerandomly placed into test and control groups, allowing
for clear comparisons. This approach, championed by
economists like Steven Levitt, reflects the “credibility
revolution” in empirical microeconomics, which values

* Empirical
microeconomics
prioritises data-driven
policy evaluation over
theory

data over abstract models. One landmark study by David
Card and Alan Krueger found that raising the minimum
wage did not always lead to job losses—challenging
long-held economic assumptions and highlighting the
power of evidence in policy making.

3. Institutional Economics & Law: In many developing
countries, land ownership is informally recognised
but lacks legal backing. Without clear property rights,
farmers often avoid investing in their land for fear of
losing it. Establishing formal legal rights can change

this, encouraging investment and boosting productivity.
* Institutional Early Chicago School thinkers like Ronald Coase and
economics links Richard Posner highlighted how legal structures affect
property rights to economic outcomes. Coase’s theorem suggested that,
economic growth in theory, private negotiation can resolve externalities
if there are no transaction costs. But in reality, such

costs exist, making institutions essential. The New
Chicago School expands this view, showing how legal
and political institutions—like property rights and
regulatory systems—shape economic behaviour. It also
acknowledges that governments may act in their own
interest, not always in the public’s, adding depth to how
we understand regulation.

The New Chicago School retains the original emphasis
on markets and incentives but incorporates more nuanced
approaches that reflect real-world complexities. By integrating
behavioural insights, prioritising empirical research, and
examining institutional frameworks, this evolved perspective
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* The 2008 crisis
exposed flaws in
Chicago economics’
market assumptions.

offers a more comprehensive understanding of economic
phenomena.

4.1.3.2 Major Critiques of Traditional Chicago
Economics

The 2008 financial crisis exposed critical flaws in traditional
Chicago School economics, which assumes markets naturally
correct themselves. Despite this belief, governments had
to intervene with bailouts while unemployment soared,
challenging the idea of market efficiency.

1. Market Perfection vs. Real-World Frictions: Chicago
economists view markets as self-adjusting, where
unemployment is voluntary. However, the crisis showed
that sticky wages, contracts, and information gaps
prevented instant market corrections. Banks, unsure
of toxic assets, halted lending, creating a downward
spiral. Keynesian intervention—stimulus spending and
emergency lending—proved necessary to restart stalled
markets, highlighting limitations in Chicago-style
models.

2. Inequality and Market Stability: Traditional Chicago
economics treats inequality as a natural outcome of
growth, yet extreme disparities contributed to financial
instability. Wealth concentration led the rich to speculate
while the middle class relied on debt, making the system
fragile. Scholars like Raghuram Rajan argue that
unchecked inequality distorts politics, fuels bubbles,
and undermines market stability, requiring a balance
between market incentives and social stability.

3. Limits of Monetarism in Finance: Milton Friedman’s
monetarism prescribes steady money supply growth to
control inflation, but the crisis forced central banks to
abandon these rules. The Federal Reserve cut interest
rates to zero, engaged in quantitative easing, and bailed
out firms, preventing a deeper recession. This crisis
revealed that markets freeze during panics, requiring
central banks to act as lenders of last resort while
maintaining discipline in normal times.

While these critiques challenge Chicago economics, they
refine rather than invalidate it. Like physics evolving from
Newtonian mechanics to Einstein’s relativity, economic theory
must adapt. The New Chicago School preserves core insights
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* Policy blends market
tools with strategic
interventions for
stability

* Public Choice Theory
applies market logic to
political decisions

but acknowledges that market frictions, inequality, and crisis-
response tools are essential for stability.

Economic policy today takes a more flexible approach than
the original Chicago School’s belief in minimal intervention.
For instance, subsidies in the 2010s helped slash solar panel
costs, showing how targeted government support can enhance
innovation and efficiency. While early Chicago economists
viewed regulation as disruptive, newer strategies like carbon
pricing show that market tools can be used to meet social
goals without undermining efficiency. Welfare policy has
also evolved. Milton Friedman proposed a simple negative
income tax, but programmes like Brazil’s Bolsa Familia
improved on this by linking aid to schooling and healthcare,
combining economic incentives with behavioural insight to
boost social impact. Technological breakthroughs, such as
the internet, often begin with public funding before becoming
commercially viable. Acknowledging this, the New Chicago
perspective accepts the role of early public investment in areas
like clean energy and basic research. Rather than rejecting
free-market ideas, modern policy refines them, blending
prices, incentives, and strategic intervention to address today’s
complex economic challenges.

4.1.4 Public Choice Theory

Public Choice Theory represents a revolutionary application
of economic principles to political behaviour. Developed
primarily at the University of Virginia and later associated
with the Chicago School, this approach challenges the
traditional view of government as a benevolent social planner.
Instead, it treats politicians, bureaucrats, and voters as rational
actors pursuing their own interests within political markets,
much like consumers and producers in economic markets.
The theory emerged from a simple but powerful insight: the
same self-interested behaviour that drives market decisions
also shapes political outcomes, often with surprising and
counterintuitive results.

Public Choice Theory emerged in the mid-20th century as
economists beganto questiontheidealised image of government
as a selfless guardian of public interest. James Buchanan
and Gordon Tullock, key figures in its development, laid the
groundwork in The Calculus of Consent (1962), applying
economic reasoning to politics. Buchanan called this approach
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* Public Choice Theory
analyses political
decisions using
economic principles

* Public Choice Theory
analyses political
decisions using
individual incentives.

“politics without romance”—a realistic look at how political
systems truly operate. The theory rests on three main ideas:
that individuals drive political outcomes (methodological
individualism), that political agents act rationally to maximise
their interests, and that decision-making rules shape how
preferences become policy. These insights explain why well-
intended policies often fail, while inefficient ones persist. By
viewing politicians as vote-seekers, bureaucrats as budget-
maximisers, and voters as only partly informed, Public Choice
Theory reveals how political incentives—not personal flaws—
drive outcomes. It does not assume corruption, but shows that
people in politics respond to the structures and incentives
around them, much like in markets.

4.1.4.1 Assumptions

Public Choice Theory grounded in several key assumptions:

1. Self-Interest of Political Actors: Similar to market
participants, political actors or voters, politicians, and
bureaucrats are assumed to act primarily out of self-
interest. This perspective suggests that individuals in
the political sphere are motivated by personal gain,
such as re-election prospects or budget maximization,
rather than solely by the public good.

2. Methodological Individualism: Public Choice
Theory posits that collective decisions result from
the actions and preferences of individuals. This
approach emphasises analysing political outcomes by
understanding individual behaviours and choices.

3. Rational Choice: Individuals are considered rational
actors who make decisions aimed at maximising their
utility. In the political context, this means voters and
officials make choices that they believe will best serve
their personal interests.

4. Government as a Platform for Exchange: The theory
views political processes as arenas for exchange, akin to
markets. For instance, politicians may trade support for
legislation (logrolling) to achieve mutually beneficial
outcomes.

5. Importance of Institutional Rules: Public Choice
Theory underscores the significance of constitutional
and institutional frameworks in shaping political
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* Voting is expressive,
driven by identity and
participation

* Regulatory capture
favours industry
lobbying over
consumer interests

behaviour. It suggests that well-designed rules can
align individual incentives with collective welfare,
mitigating potential government failures.

These assumptions provide a lens through which to analyse
political decision-making, highlighting how individual
motivations and institutional structures influence public policy
outcomes.

4.1.4.2 Mechanisms: Voting, Lobbying, and
Bureaucracy

Consider two neighbours discussing an upcoming school
board election. One has thoroughly researched the candidates’
positions on curriculum reform, budget allocation, and teacher
evaluation methods. The other admits knowing nothing about
the candidates but plans to vote based on a candidate’s last
name sounding familiar. Public Choice Theory explains
why both behaviours make perfect sense from an individual
perspective. The informed voter may be a teacher whose job is
directly affected by the election, while the less informed voter
correctly recognizes that the probability of their single vote
deciding the election is effectively zero, making extensive
research an irrational use of time.

1. Voting behaviour represents just one of several key
mechanisms that Public Choice Theory examines. The
theory’s analysis of voting begins with the paradox of
participation. That is why would any rational individual
incur the costs of voting when the chance of affecting the
outcome is negligible? The answer lies in understanding
voting as an expressive rather than instrumental act.
People vote not because they expect to influence results,
but because they derive satisfaction from participating
or affirming their identity. This explains phenomena like
voter ignorance and low turnout in elections where no
salient issues motivate participation.

2. Lobbying and interest group activity form another
crucial mechanism. When a new telecommunications bill
is drafted, why do industry representatives have dozens
of meetings with legislators while consumer groups
struggle to get heard? Public Choice Theory points to
the imbalance in organizational incentives. The telecom
companies stand to gain or lose millions based on small
regulatory details, giving them powerful reasons to invest
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* Bureaucrats
prioritize budgets
and job security over
efficiency

in lobbying. Consumers, while collectively affected far
more substantially, face such small individual stakes that
organizing becomes prohibitively difficult. This leads
to what economists call “regulatory capture,” where
agencies ostensibly serving the public interest end up
advancing industry interests instead.

3. Bureaucratic behaviour completes the picture of
political markets. Imagine a highway department that
consistently requests larger budgets while taking longer to
complete projects than private construction firms. Public
Choice theorists explain this not through incompetence
but through the different incentive structures facing
public agencies. Without profit motives or competition,
bureaucrats rationally focus on measures that enhance
their job security and agency influence - larger budgets,
more staff, and avoidance of controversial decisions.
The theory predicts that agencies will tend to oversupply
services that increase their budgets while underproducing
those that don’t, regardless of actual social need.

These mechanisms collectively explain why political markets
function so differently from economic markets. Where
economic markets channel self-interest toward socially
beneficial outcomes through competition and price signals,
political markets often reward behaviours that serve narrow
interests at public expense. Instead of advocating for the
abolition of democratic governance, Public Choice Theory
advocates for the creation of institutions that better balance
political incentives with the interests of the general public.

4.1.4.3 Critiques and Limitations of Public
Choice Theory

Public Choice Theory applies economic principles to political
processes, analysing how self-interest and incentives influence
the behaviour of voters, politicians, and bureaucrats. While
this framework offers valuable insights into governmental
decision-making, it has faced several critiques and limitations.

1. Overemphasis on Self-Interest: Public Choice Theory
says that people in politics mainly think about their own
benefit. But in reality, many leaders and officials also
act out of care for others, moral values, or a sense of
duty. The theory does not fully consider these positive
motivations.
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* Ignores ethics, culture,
and real political
motivations

* Constitutional rules
stabilise economies by
limiting government
overreach

2. Unrealistic Rationality Assumption: It assumes voters
and politicians are rational utility-maximisers. In reality,
decisions are often based on emotions, traditions, or
identity rather than logic.

3. Limited Predictive Power: Predictions like voter
apathy due to minimal impact are not always accurate.
High voter turnout indicates other motivations, like civic
duty or social influence.

4. Neglect of Institutional and Cultural Factors: The
theory focuses on individuals but underplays the role
of institutional structures and cultural norms in shaping
political decisions.

5. Challenges in Addressing Collective Action Problems:
While it highlights free-riding, it struggles to explain
successful collective movements (e.g., environmental
activism) driven by identity or moral commitment.

6. Potential for Cynicism: Its focus on self-interest
can lead to public distrust in politics and institutions,
discouraging genuine democratic participation.

4.1.5 Constitutional Economics

Imagine a nation where sudden shifts in political leadership
lead to abrupt changes in economic policies-tax rates fluctuate
unpredictably, regulations are inconsistently enforced,
and property rights are uncertain. In such an environment,
businesses hesitate to invest, and economic growth stalls. This
scenario highlights the importance of stable constitutional
rules in creating a predictable economic environment.

Constitutional Economics, as developed by scholars associated
with the Chicago School, examines how constitutional
frameworks influence economic policy and outcomes. Rooted
inclassical liberalism, this approach emphasises the importance
of limiting governmental power to protect individual freedoms
and promote market efficiency. Economists argued that well-
designed constitutional rules can align political incentives with
economic prosperity, preventing the overreach of transient
political interests.
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4.1.5.1 Core Principles of Constitutional Economics

Constitutional Economics emphasises the importance of
stable, well-defined rules in guiding political and economic
behaviour, ensuring that individual incentives align with
collective well-being.

1. The Primacy of Rules Over Discretion: Just like a game
need fixed rule, economies need stable constitutional
rules to avoid chaos and promote predictability. These
rules prevent arbitrary decisions and provide a clear
structure for both individuals and institutions.

2. Politics as Exchange: Political processes are viewed as
cooperative exchanges, similar to neighbours creating a
shared garden. Individuals agree to policies expecting
mutual benefits, highlighting voluntary participation
over forced compliance.

3. The Importance of Constitutional Constraints:

* Clear rules guide Without limits, government power can become
government actions excessive. Constitutional constraints protect citizens
and support economy from overreach, ensuring policies serve the broader

public interest, not just special interests.

4. Aligning Incentives Through Institutional Design:
Institutions should be designed so that personal rewards
align with public goals. When incentives are properly
structured, officials are more likely to act in ways that
benefit society as a whole.

5. The Role of the Rule of Law: Economic activities
thrive in environments where laws are applied equally,
contracts are enforced, and property rights are secure.
Rule of law builds trust and supports market efficiency.

6. Constitutional Design and Economic Outcomes: Well-
designed constitutions, such as those enforcing fiscal
discipline, can lead to stable and sustainable economic
growth. Constitutional arrangements play a key role in
shaping long-term outcomes.

7. The Interplay Between Economics and Ethics:
Economic efficiency must be balanced with fairness.
Policies should consider their impact on vulnerable
groups, combining ethical considerations with economic
reasoning.
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* Constitutional rules
ensure disciplined and
flexible budgeting

* Constitutional rules
promote stability,
consent, and growth

8. The Need for Constitutional Maintenance: As
societies change, constitutions must adapt while
preserving core principles. Regular reviews and updates
keep constitutional frameworks effective and relevant.

By understanding these core principles, we can understand
how Constitutional Economics provides a framework for
analysing and designing institutions that promote economic
efficiency, protect individual liberties, and ensure that political
processes serve the collective good.

4.1.5.2 Applications in Policy and Governance

Constitutional Economics, as advocated by the Chicago
School, emphasises the design of constitutional rules to guide
fiscal policy, ensuring long-term economic stability and
limiting discretionary government spending. Constitutional
rules can enforce fiscal discipline by setting explicit limits
on government borrowing and spending. For instance,
Germany’s ‘debt brake’, enshrined in its Basic Law in 2009,
restricts the federal government’s structural deficit to 0.35%
of GDP. This rule aims to prevent excessive borrowing and
ensure sustainable public finances. However, during economic
downturns or emergencies, such as the COVID-19 pandemic,
the rule allows for temporary suspension, demonstrating a
balance between fiscal discipline and necessary flexibility.

Constitutional design also influences tax policy and the
protection of property rights. In Switzerland, the federal
constitution imposes limits on taxation authority, requiring
periodic renewal through referendums. This mechanism
ensures that tax policies reflect the consent of the governed and
prevents unchecked fiscal expansion. Moreover, constitutional
provisions safeguarding property rights create a stable
environment for investment and economic activity, aligning
with the Chicago School’s emphasis on market efficiency and
individual freedoms.

Constitutional constraints can shape regulatory frameworks
by delineating the scope of government intervention in the
economy. By establishing clear boundaries, constitutions
can prevent regulatory overreach and promote a predictable
business environment. This predictability encourages
investment and innovation, key drivers of economic growth.
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Economics
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4.1.5.3 Critiques and Limitations of Constitutional
Economics

Constitutional Economics, particularly as developed by the
Chicago School, emphasises how constitutional rules shape
economic policy, but it faces significant critiques. One
major limitation is its overreliance on rational choice theory,
assuming individuals act solely to maximise self-interest.
This narrow view overlooks behavioural complexities like
altruism, cultural influences, and irrational decision-making,
potentially sidelining equity and social justice. Additionally,
the framework draws a questionable analogy between markets
and politics, treating political processes as efficient exchanges
under fixed rules. However, politics involves collective action,
power imbalances, and imperfect representation- dynamics
that defy simple market parallels.

Another critique is the neglect of historical and cultural
contexts. Constitutional Economics often presumes universal
principles, yet policies derived from it may fail in societies
with distinct institutional legacies or socio-political structures.

Implementation poses further challenges. Constitutional
reforms require broad political consensus, which is difficult
in polarised environments, stalling necessary institutional
adjustments. Moreover, while the framework aims to constrain
government overreach, it may underestimate how elites
influence rule-making, perpetuating systemic biases rather
than curbing them.

Despite these limitations, Constitutional Economics offers
valuable insights. By embedding economic principles in
constitutional structures, societies can mitigate political
volatility and foster policy predictability. This stability
encourages long-term investment and planning, as seen
in nations with strong institutional safeguards. However,
a balanced approach, incorporating behavioural realism,
cultural sensitivity, and adaptive governance is essential for
refining its applicability. In revisiting the opening scenario of
political instability, constitutional rules can provide resilience,
but their design must account for real-world complexities
to avoid rigidity or unintended inequities. Ultimately, while
Constitutional Economics provides a foundational tool for
stable economic governance, its principles must evolve to
address diverse and dynamic socio-political contexts.
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The Chicago School of Economics emerged after World War II as a response to Keynesian
dominance, promoting free markets, price mechanisms, and limited government
intervention. Led by Milton Friedman, it introduced influential ideas such as monetarism-
viewing inflation as a monetary issue and the Permanent Income Hypothesis, which
reshaped views on consumption behaviour.

These theories influenced global policies, including school vouchers, floating exchange
rates, and negative income tax. Over time, the New Chicago School incorporated
behavioural economics like Thaler’s nudge theory, empirical microeconomics such as
Levitt’s natural experiments, and institutional analysis, while retaining belief in market
efficiency.

Key developments include Public Choice Theory, which applies economic logic to
political decision-making, and Constitutional Economics, which focuses on rule-based
governance to limit state overreach. Real-world applications range from Volcker’s
inflation control policies to Switzerland’s fiscal rules.

While the Chicago School has had a lasting impact on economic thought and policy,
critiques highlight its assumptions about rational behaviour, market perfection, and
limited focus on inequality, prompting the need for a more balanced and context-sensitive
approach.

S
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Assignments

)

1. Compare and contrast the core principles of the Chicago School of Economics
with Keynesian economics, highlighting their differing views on government
intervention.

2. Evaluate Milton Friedman’s monetarism and its influence on modern central
banking policies, particularly in controlling inflation.

3. Discuss how Public Choice Theory explains political decision-making, using
examples of rent-seeking and regulatory capture.

4. How did the New Chicago School incorporate behavioural economics and empirical
research to refine traditional Chicago School principles?

5. Discuss the limitations of Constitutional Economics in addressing socio-economic
inequalities and power imbalances in policymaking.
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6. “The 2008 financial crisis exposed fundamental flaws in Chicago School
economics.” Critically assess this statement with reference to market efficiency
and government intervention.
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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UNIT 2] Macroeconomic Developments

Learning Outcomes
o . S
After completing this unit, learner will be able to:
* examine the role and limitations of perfect competition in macroeconomic
models
» analyse how imperfect competition influences inflation, unemployment, and
business cycles
+ evaluate the impact of rivalrous competition on long-term growth
N 4
Background
_J

Imagine an economy where countless small bakeries sell identical loaves of bread, each
powerless to set prices This is the world of perfect competition, the starting point of
macroeconomic theory. Yet reality looks different: a few tech giants dominate markets,
pharmaceutical firms race to patent life-saving drugs, and innovation constantly reshapes
industries. This unit examines how modern macroeconomics evolved beyond idealised
competition to grapple with imperfect and rivalrous market dynamics.

From Adam Smith’s ‘invisible hand’ to Schumpeter’s ‘creative destruction’, we trace how
economists came to see competition not just as static efficiency but as an engine of growth
and instability. Why do monopolies persist despite being ‘inefficient’? How do knowledge
and innovation drive long-term prosperity? These questions bridge microeconomic
behaviour and macroeconomic outcomes, revealing why understanding competition, in
all its forms is crucial for policies on growth, inequality, and technological change. As
digital economies and Al change the way we compete, these ideas help us deal with future
challenges.

N r
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4.2.1 perfect Competition in Macroeconomics

Imagine a small farming village where hundreds of farmers
grow the same type of wheat. No single farmer can influence
the market price. If one farmer tries to charge more, buyers
will simply go to another farmer. The wheat is identical across
all farms, and new farmers can easily enter the market if they
see profits being made. This simple scenario captures the
essence of perfect competition, a fundamental concept that
shapes how economists understand market behaviour and
economic growth.

Perfect competition represents an idealised market structure
that serves as the foundation for many macroeconomic models.
While real markets rarely meet all its strict conditions, this
concept helps economists analyse how resources are allocated
and how prices are determined in theory. Understanding
perfect competition is crucial because it provides a benchmark
against which we can compare real-world markets and assess
their efficiency.

4.2.2 iImperfect Competition and Macroeconomic
Dynamics

Imagine walking into a shopping mall where every clothing
store sells identical white t-shirts at the exact same price.
This is what perfect competition would look like. Now
picture the actual mall we know. Here stores offer different
styles, brands charge premium prices for their logos, and
new designers struggle to break in. This real-world scenario
reflects imperfect competition, where firms have some power
to set prices and products vary in quality and branding. While
perfect competition provides a useful theoretical benchmark,
most real markets operate under conditions of imperfect
competition.
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4.2.2.1 Monopolistic Competition and New
Keynesian Economics

Consider the market for breakfast cereals. Walk down any
supermarket aisle and you will see dozens of competing brands,
each with slightly different flavours, colours, and marketing.
While many firms compete, each has some pricing power
because consumers perceive differences between products.
This is monopolistic competition, the most common form of
imperfect competition in modern economies.

New Keynesian economists incorporated monopolistic
competition into macroeconomic models to explain real-world
phenomena that traditional models could not account for. In
perfectly competitive markets, prices should adjust instantly
to balance supply and demand. But in reality, prices often stay
sticky for months. The reason is when firms have some market
power, they face ‘menu costs’. Menu costs are the small costs
associated with changing prices, like printing new catalogues
or updating computer systems. These small frictions create big
macroeconomic consequences. During a recession, instead of
prices falling quickly to stimulate demand, they adjust slowly
because firms prefer to cut production rather than reduce prices.
This leads to prolonged periods of high unemployment. New
Keynesian models show how monopolistic competition helps
explain the persistence of business cycles and why economies
do not automatically return to full employment.

The implications are profound. If markets were perfectly
competitive, government stimulus during recessions might be
unnecessary. But under monopolistic competition, temporary
government spending can help boost demand without causing
inflation, because firms operate with spare capacity and can
increase output without immediately raising prices.

4.2.2.2 Oligopolies and Market Power

Now imagine the smartphone market, dominated by just a few
major players like Apple and Samsung. These firms carefully
watch each other’s moves when setting prices and launching
new products. This is an oligopoly, where a small number of
large firms control most of the market. Oligopolies exhibit
strategic behaviour that differs dramatically from both perfect
competition and monopoly. Firms may engage in price wars,
but more often they settle into patterns of tacit collusion,
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keeping prices high without explicitly coordinating. The
airline industry provides a clear example. When one carrier
raises fares, others typically follow, but they rarely undercut
each other aggressively.

This concentration of market power has significant
macroeconomic effects. First, it contributes to income
inequality as oligopoly profits flow disproportionately to
shareholders and executives rather than workers. Second, it can
slow down economic dynamism where dominant firms may
suppress innovation that could disrupt their market position.
Recent studies show that industries with rising concentration
tend to have lower investment in research and development.

Perhaps most importantly for macroeconomic stability,
oligopolies amplify the problem of ‘profit push inflation.’
When a few powerful firms face rising costs, they can pass
these on to consumers through higher prices more easily than
competitive firms could. This helps to explain why inflation
sometimes persists even during economic slowdowns. This
is a phenomenon that puzzled economists during the 1970s
stagflation period.

4.2.3 Rivalrous Competition and Knowledge-Based
Growth

Rivalrous competition today is about innovation, not just prices.
Imagine two smartphone companies racing to develop the next
groundbreaking feature. They are not just competing on price,
but on who can innovate faster. This intense battle of ideas
and inventions represents rivalrous competition, where firms
compete through constant innovation rather than just cutting
costs. his type of competition drives long-term economic
growth by creating new industries and replacing outdated
ones. In modern economies, knowledge and innovation are
key resources. This shift affects how businesses work, how
governments make policies, and how countries grow. It also
explains why some nations thrive while others fall behind.

4.2.3.1 Schumpeterian Creative Destruction

Schumpeterian Creative Destruction describes capitalism’s
constant cycle of innovation, where new technologies replace
obsolete industries. Video rental stores, film cameras, and
travel agencies have vanished, replaced by streaming services,
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smartphone cameras, and online platforms. Schumpeter,
writing in the 1940s, saw capitalism as evolutionary
competition, driven by disruptive innovation rather than price
wars. This process explains why economic growth occurs in
bursts, fuelled by technological breakthroughs. Even mature
economies grow as new ideas create value, despite fully utilised
physical resources. However, winners and losers emerge-
displaced workers struggle while tech-driven regions thrive,
contributing to rising inequality. Modern examples illustrate
creative destruction’s impact. Electric vehicles disrupt
the gasoline market while advancing battery technology.
Streaming services replace traditional TV, introducing new
entertainment models. Each wave of destruction clears space
for new industries, pushing economies forward. Though
disruptive and often painful, creative destruction is the engine
of capitalist progress, continuously reshaping industries and
improving living standards over time.

4.2.3.2 Endogenous Growth Theory

Think about how South Korea went from being a poor country
in the 1960s to becoming a world leader in technology today.
Traditional economic models would say this happened
because Korea built more factories or bought more machines.
But economist Paul Romer showed that the real reason was
Korea’s focus on education, innovation, and research. These
helped workers and industries become more productive every
year. This idea led to what we call Endogenous Growth Theory.
‘Endogenous’ means ‘coming from within.” This theory says
that long-term economic growth does not just depend on
physical things like land, labour, or capital-but on knowledge
created within the country.

Imagine two bakeries. One uses old recipes forever, while the
other keeps trying new ones and improving. Over time, the
second bakery becomes more productive-not because it has
more tools, but because it has better knowledge. That is how
entire economies grow smarter, not just bigger.

Knowledge has three special features:

* It is non-rivalrous — One person using it does not stop
others from using it.

* It builds on itself — New ideas come from past ideas.

+ It creates spillovers — Others can benefit from new ideas,
even if they did not invent them.
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So, the theory says: if knowledge is the key to growth,
governments should invest in education, innovation, and
research. Countries like Finland and Singapore grew fast
without many natural resources because they focused on
creating knowledge. On the other hand, some countries fall
behind because they rely only on imported technology and do
not build their own.

4.2.3.3 Innovation, Patents, and Economic Policy

Picture a pharmaceutical company deciding whether to
invest 100 cr. developing a new cancer drug. Without patent
protection, competitors could simply copy the drug once
developed, making it impossible to recoup the research costs.
But with patents, the company gets temporary monopoly
rights to sell the drug exclusively. This example captures the
central dilemma of innovation policy. That is how to balance
the need to reward innovators while ensuring society benefits
from new knowledge.

The patent system represents one attempt to solve this problem.
By granting temporary monopolies (usually 20 years), patents
aim to provide enough profit potential to justify risky research
investments. The economic logic is clear, without some
protection, firms might underinvest in innovation because
they could not capture enough of the benefits. Historical
examples like the development of antibiotics or computer
chips suggest this approach has worked well in many cases.
However, the system is not perfect. Examine the smartphone
industry today. Companies like Apple and Samsung hold
thousands of patents, sometimes leading to expensive legal
battles rather than productive innovation. Some patents cover
trivial improvements, creating what economists call “patent
thickets™ that actually slow down progress. In healthcare,
patent protections can make life-saving drugs unaffordable for
years. These problems show the difficult trade-offs involved in
innovation policy.

Alternative approaches exist. Some countries use prize systems
where governments reward specific innovations. Others
increase public funding for research, like the U.S. National
Institutes of Health supporting medical breakthroughs. Open-
source movements, where innovators share knowledge freely,
have produced remarkable results in software (like Linux)
and beyond. Each approach has strengths and weaknesses in
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different contexts. The macroeconomic effects are significant.
Well-designed innovation systems can accelerate growth
and raise living standards, as seen in countries like Germany
and South Korea. Poorly designed systems may either stifle
innovation (if protection is too weak) or create inefficient
monopolies (if protection is too strong). Recent debates
over COVID vaccine patents highlighted these tensions
dramatically - should knowledge that could save millions be
treated like other property?

Looking ahead, innovation policy faces new challenges from
artificial intelligence, climate change technologies, and the
increasing complexity of global research systems. The core
economic question remains: how can societies best encourage
the creation and sharing of knowledge that drives long-term
prosperity? The answers will shape our economic future as
much as any fiscal or monetary policy.

4.2.3.4 Synthesis and Policy Implications

The transition from price competition to innovation competition
represents one of the most important developments in modern
capitalism. While traditional economic models focused on
allocating scarce resources efficiently, rivalrous competition
emphasizes creating new resources through knowledge. This
shift changes how we understand everything from business
strategy to national economic policy. For businesses, it means
competitive advantage comes increasingly from innovation
capabilities rather than just cost control. Companies like Tesla
or Huawei spend heavily on R&D because they know today’s
leading products will be obsolete tomorrow. For workers, it
means skills and adaptability become more important than job-
specific knowledge. For policymakers, it suggests traditional
tools like tax cuts or deregulation may be less effective
than investments in education, research infrastructure, and
innovation ecosystems.

The countries that prosper in coming decades will likely be
those that best harness rivalrous competition - maintaining
enough marketincentives to drive innovation while ensuring the
benefits spread broadly across society. This requires balancing
patent protections with knowledge diffusion, supporting
basic research while encouraging commercialization, and
fostering global knowledge flows while maintains national
competitiveness.
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As we enter an era where artificial intelligence, biotechnology,
and clean energy promise to reshape economies, understanding
knowledge-based growth becomes more crucial than ever.
The frameworks developed by Schumpeter, Romer, and others
provide essential tools for navigating this complex landscape,
helping policymakers and business leaders alike foster the
innovation that drives lasting prosperity.

In conclusion the interplay of perfect, imperfect, and rivalrous
competition shapes modern macroeconomics. While perfect
competition remains a theoretical benchmark, real-world
growth and stability depend on market power, innovation
races, and knowledge dynamics. Policymakers must navigate

these complexities to foster sustainable, inclusive growth.

Summarised Overview

)

The study of competition is central to understanding modern economies, moving beyond
the idealized model of perfect competition to incorporate imperfect and rivalrous
competition. Traditional macroeconomic models, like the neoclassical growth theory,
assume perfect competition. While useful as a benchmark, this model fails to capture
real-world complexities such as monopolistic pricing, innovation races, and knowledge-
driven growth.

Imperfect competition, seen in monopolistic and oligopolistic markets, explains
phenomena like sticky prices, profit-driven inflation, and persistent unemployment.
New Keynesian economics integrates these insights, showing how market power affects
macroeconomic stability and policy effectiveness. For instance, firms with pricing power
resist lowering prices during downturns, prolonging recessions.

Rivalrous competition, emphasized by Schumpeter’s “creative destruction,” highlights
innovation as the engine of long-term growth. Endogenous growth theory, developed by
economists like Paul Romer, underscores knowledge creation as a self-sustaining growth
driver. However, innovation policy faces trade-offs and patents incentivize R&D but may
stifle competition if overused.

Modern macroeconomics synthesizes these perspectives, recognizing that economies
operate through a mix of perfect, imperfect, and rivalrous competition. Policymakers
must balance antitrust enforcement, innovation incentives, and macroeconomic stability,
especially in digital and green energy sectors where network effects and intellectual
property shape outcomes. This integrated approach provides a more realistic framework
for addressing contemporary challenges such as technological disruption, inequality, and
climate transition and offering nuanced tools for sustainable and inclusive growth.

e
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1.

Discuss the key assumptions of perfect competition and explain why real-world
markets rarely meet these conditions.

. Explain Schumpeter’s concept of “creative destruction” and discuss its significance

for long-term economic growth.

. What is endogenous growth theory, and how does it differ from traditional growth

models in explaining economic development?

. Discuss the economic rationale for patents and intellectual property rights. What

are the potential drawbacks of the current patent system?

. How does rivalrous competition (innovation-based competition) differ from price-

based competition, and why is it crucial for long-term economic growth?

. “Market power and innovation are two sides of the same coin.” Critically evaluate

this statement in the context of modern macroeconomic theory.
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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Mathematical, Econometric and

UNIT 3 Heterodox Developments in
Economics
Learning Outcomes
o . S
After completing this unit, learner will be able to:
» trace the historical development of mathematical economics from classical to
neoclassical traditions
+ evaluate the contributions of key figures (Walras, Pareto, Marshall) to formal
economic theory
+ analyse the methodological strengths and limitations of mathematical model-
ling in economics
» assess the evolution of econometric techniques from early statistical methods
to machine learning applications
* compare major heterodox economic traditions (Post-Keynesian, Institutional-
ist, Marxist, Feminist, Ecological)
N 4
Background
_J \S

Economics, as a discipline, has continually evolved from the philosophical debates of
Adam Smith to the data-driven models of today. This chapter explores two transformative
shifts: the rise of mathematical economics and econometrics, which brought precision and
empirical rigor to economic analysis, and the emergence of heterodox economics, which
challenges mainstream assumptions with alternative perspectives.

The journey begins in the late 19th century, when economists like Walras and
Marshall introduced mathematical tools to model markets, paving the way for modern
microeconomics. Simultaneously, econometrics emerged, blending statistics with
economics to test theories against real-world data and this revolutionized the policy-
making. Yet, as these methods dominated, dissenting voices arose. Heterodox economists

N r
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argued that human behaviour, power structures, and environmental limits couldn’t be
captured by equations alone.

By tracing these parallel developments, this chapter reveals how economics balances
quantitative sophistication with critical, real-world insights. Whether you are drawn to
equations or institutional critiques, understanding these foundations is key to grasping
modern economic thought.

e

Keywords

Mathematical Economics, Econometrics, Heterodox Economics

Discussion

» Economics undergoes
mathematical
revolution

* Early economists
developed influential
economic theories
through verbal
descriptions rather
than mathematical
models

-~

4.3.1The Rise of Mathematical Economics

The story of how economics became a mathematical science
begins with a fundamental shift in perspective. Imagine
standing in an 18th-century marketplace where prices were
set by tradition and gut feeling, then stepping into a modern
supermarket where every price reflects precise calculations
of cost, demand, and competition. This transformation from
intuitive exchange to mathematically-driven decision-making
lies at the heart of economics’ journey toward formalisation.
The path was neither straight nor smooth, but through the
contributions of brilliant thinkers and the pressures of scientific
progress, economics gradually developed the rigorous
mathematical foundation we recognise today.

4.3.1.1 Early Foundations: From Classical to
Neoclassical Economics

The earliest economists worked more like philosophers than
mathematicians. When Adam Smith described his famous
pin factory in “The Wealth of Nations,” he used vivid prose
to explain how division of labour increased productivity, but
he never attempted to quantify the relationship. Classical
economists like David Ricardo and Thomas Malthus followed
this tradition, developing powerful verbal theories about rent,
population growth, and comparative advantage that shaped
economic thought but remained essentially non-mathematical.
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The first steps toward mathematisation came when economists
recognised their verbal theories implied specific, quantifiable
relationships. Consider Ricardo’s theory of agricultural rent,
which argued that landowners received payments based on
their land’s fertility relative to marginal land. While Ricardo
explained this concept verbally, German economist Johann
Heinrich von Thunen later expressed it mathematically,
showing how rent decreased with distance from market
centres in precise, measurable terms. These early attempts
at formalisation were rudimentary by modern standards, but
they represented a crucial breakthrough - the realisation that
economic relationships could be captured mathematically
rather than just described verbally.

The true turning point came with William Stanley Jevons’
1871 declaration that economics “must be mathematical”
because it dealt with quantities. Jevons drew a direct parallel
to physics, arguing that just as Newton had quantified
force with F=m.a, economists needed to develop similar
mathematical expressions for economic forces. This marked
the transition from classical political economy to what we now
call neoclassical economics, where mathematical reasoning
became central to economic analysis. The classical labour
theory of value gradually gave way to marginal utility theory
not because of ideological changes, but because the latter
proved more amenable to mathematical treatment and could
be expressed in precise equations.

4.3.1.2 The Marginal Revolution and Formaliza-
tion of Economic Theory

The Marginal Revolution of the 1870s represents one of the
most important turning points in economic thought, and its
significance lies precisely in its mathematical character.
Imagine a simple scenario where a thirsty traveller in the
desert decides how much to pay for successive cups of water.
The first cup might be worth everything they own, the second
slightly less, and by the fifth cup, they might not be willing
to pay anything at all. This commonsense observation about
diminishing marginal utility became revolutionary when
expressed in mathematical terms.

Three economists working independently - Stanley Jevons
in England, Carl Menger in Austria, and Léon Walras in
Switzerland, developed this insight simultaneously. Jevons
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framed it using calculus, expressing utility as a function U(x)
where the marginal utility was the derivative dU/dx. This
allowed him to derive demand curves mathematically from
principles of utility maximisation. Walras took this further
by incorporating marginal utility into a system-wide analysis
of markets using simultaneous equations. Menger, while less
mathematically formal, established the ordinal principles that
would later support indifference curve analysis.

4.3.1.3 The Role of Key Economists: Walras,
Pareto, and Marshall

Three towering figures exemplify the diverse paths by which
mathematical economics developed in the late 19th and early
20th centuries, each contributing distinct approaches that
remain influential today.

1. Leon Walras: Walras envisioned the economy as an
interconnected system of markets, like a complex mobile
where touching any part makes the whole structure
sway. His “Elements of Pure Economics” (1874)
attempted to model an entire economy through systems
of simultaneous equations, with n goods markets and
m factor markets all interconnected through prices.
Walras introduced several key mathematical concepts
that became fundamental to economic theory. His notion
of tatonnement (groping) described how an imaginary
auctioneer might adjust prices toward equilibrium.
He established the numeraire as a benchmark good
for price normalisation and formulated Walras’ Law
showing that total market excess demand must equal
zero. While his approach was considered overly abstract
by contemporaries and was practically impossible to
solve before modern computing, Walras established
economics as the study of interdependent systems rather
than just individual markets in isolation.

2. Vilfredo Pareto: Pareto built on Walras’ foundation
but focused more sharply on questions of efficiency and
welfare. His concept of Pareto optimality, a situation
where no one can be made better off without making
someone else worse off, became a cornerstone of welfare
economics. Imagine dividing a pizza among friends
where any change to the portions would leave someone
feeling shortchanged; this captures the essence of Pareto
efficiency. Mathematically, Pareto replaced Walras’
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cardinal utility with ordinal indifference curves, enabling
more rigorous analysis of welfare economics using tools
like Edgeworth boxes. His work on income distributions
also led to the discovery of the Pareto principle and the
mathematical formulation of power law distributions in
economics.

3. Alfred Marshall: Marshall took a different approach
altogether, preferring to study markets individually
rather than attempting to model the entire economy at
once. His “Principles of Economics” (1890) introduced
mathematical tools that remain standard in textbooks
today, but always with an eye toward practical
application. Marshall’s famous supply-demand cross (the
“Marshallian scissors”) visualised market equilibrium
through intersecting curves. He developed the concept
of price elasticity and formalised notions of consumer
and producer surplus. Unlike Walras’ grand theoretical
systems, Marshall’s partial equilibrium approach focused
on analysing one market at a time while holding other
factors constant. This pragmatic methodology, which
balanced mathematical rigour with real-world relevance,
came to dominate Anglo-American economics for much
of the 20" century.

4.3.1.4 Criticisms and Limitations of Mathematical
Economics

The global financial crisis of 2008 served as a dramatic
demonstration of mathematical economics’ limitations.
Sophisticated risk models used by major financial institutions
failed spectacularly to predict or explain the crisis, not because
their mathematics was wrong, but because they missed
crucial aspects of real economic behaviour. The models had
assumed normal distributions of risk when in fact financial
markets followed power law distributions with fat tails. They
underestimated the systemic linkages that could turn localized
problems into global crises. Most importantly, they failed to
account for the institutional realities and behavioural patterns
that drive actual economic decision-making. These failures
reflect deeper, long-standing criticisms of mathematical
economics.

The first concerns its psychological assumptions. Mainstream
models typically assume perfect rationality, consistent
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preferences, and unlimited computational ability on the
part of economic agents. Behavioural economics, pioneered
by researchers like Daniel Kahneman, Amos Tversky, and
Richard Thaler, has demonstrated that real humans use mental
shortcuts, exhibit time inconsistency, and are influenced
by how choices are framed, all phenomena that traditional
mathematical models struggle to incorporate.

Perhaps the most damning criticism comes from within the
economics profession itself. Wassily Leontief, a Nobel laureate
and pioneer of input-output analysis, warned that the field
was increasingly substituting mathematical formulation for
substantive understanding. Many economic journals became
filled with mathematically sophisticated but economically
irrelevant exercises, proving theorems about imaginary worlds
rather than illuminating real economic problems.

Finally, mathematical economics often neglects institutional
factors such as the power structures, historical contexts, and
cultural frameworks that shape economic outcomes. While
mathematics excels at analysing “what” questions, it struggles
with “why” questions. This institutional blindness limits the
explanatory power of purely mathematical approaches.

4.3.2 The Evolution of Econometrics

Imagine a farmer in the early 20th century trying to predict
crop yields. He might look at past harvests, weather patterns,
and seed quality, but without systematic analysis, his forecasts
would be little more than educated guesses. This simple
scenario captures the fundamental challenge that gave rise to
econometrics, the need to move beyond intuitive economic
reasoning to rigorous, data-driven analysis. The story of
econometrics is one of transforming economics from a
theoretical discipline into an empirically grounded science,
where hypotheses are tested against real-world data using
sophisticated statistical tools. This journey, spanning over
a century, has revolutionized how we understand economic
relationships, evaluate policies, and predict future trends.

4.3.2.1 Origins: Early Statistical Methods in Economics

The formal beginnings of econometric thinking emerged with
pioneers like William Petty, whose 17th-century “Political
Arithmetic” applied numerical reasoning to economic
questions. Petty estimated England’s national income by
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aggregating data on rents, wages, and profits. This was a
revolutionary approach for his time. The 19th century saw
more systematic efforts. Imagine an economist in 1850
analysing the relationship between gold discoveries and price
levels across Europe. This was the work of Stanley Jevons,
who applied statistical correlation techniques to economic
data for the first time. His sunspot theory of business cycles
demonstrated how mathematical relationships could be sought
in economic phenomena. Similarly, Francis Edgeworth’s work
on index numbers in the 1880s provided tools to measure price
levels over time, addressing the practical problem of how to
compare the value of money across different periods.

These early approaches shared common limitations. Data was
scarce, computation was manual, and statistical techniques
were primitive compared to today’s standards. The correlation
methods used by pioneers like Jevons and Edgeworth could
not distinguish causation from mere association, a problem
that would plague econometrics for decades. Yet their work
established a crucial principle, that is the economic theories
should be confronted with data, and mathematics provided the
language for this dialogue.

4.3.2.2 The Birth of Modern Econometrics:
Frisch, Tinbergen, and Haavelmo

The 1930s marked econometrics’ emergence as a distinct
discipline, much like watching scattered puzzle pieces
suddenly form a coherent picture. The Great Depression
had exposed the limitations of purely theoretical economics.
At that time policymakers needed tools to understand and
combat economic crises. Enter Ragnar Frisch, Jan Tinbergen,
and Trygve Haavelmo, who transformed scattered statistical
methods into a unified analytical framework.

Imagine Frisch in 1933, grappling with the problem of how
to model economic cycles mathematically. His breakthrough
was distinguishing between two types of relationships:
“propagation” (how shocks move through an economy) and
“impulse” (the shocks themselves). This conceptual separation
allowed for dynamic modelling of economic systems—a
foundation for modern macroeconomic analysis. Frisch’s work
on simultaneous equations showed how multiple economic
variables could influence each other simultaneously, moving
beyond simple one-way causal models.
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* Tinbergen pioneered
empirical economic
modelling for policy
decisions

* Haavelmo introduced
probability theory for
econometric causal
inference

Now consider Jan Tinbergen’s task for the League of Nations
in 1936: build the first comprehensive model of the Dutch
economy. Facingdozensofinteractingvariableslikeinvestment,
consumption, government spending, Tinbergen developed
techniques to estimate these relationships statistically. His
model contained 24 equations, an enormous undertaking in an
era before computers. While primitive by today’s standards,
Tinbergen’s work demonstrated that entire economies could
be modelled mathematically, informing policy decisions with
empirical evidence rather than theoretical speculation.

The theoretical foundations were further strengthened by
Trygve Haavelmo’s 1944 paper, “The Probability Approach
in Econometrics.” Picture a researcher uncertain whether an
observed relationship between savings and income reflected
true causation or mere coincidence. Haavelmo’s insight was
to frame econometric problems in terms of probability theory,
providing rigorous methods to distinguish genuine economic
relationships from random noise. His work justified the use
of statistical inference in economics, allowing researchers to
assess how confident they could be in their findings. This was
a cornerstone of modern empirical economics.

These pioneers established econometrics’ core mission: to
bridge economic theory with statistical reality. Their methods,
though initially controversial, provided tools to test theories
against data which transformed economics from a primarily
deductive to an increasingly empirical science.

4.3.2.3 The Cowles Commission and Structural
Econometrics

Post World War 11, econometrics entered its golden age, centred
around the Cowles Commission for Research in Economics.
Imagine a roomful of economists and mathematicians at the
University of Chicago in the late 1940s, working to rebuild
economic theory on rigorous mathematical and statistical
foundations. Their goal was ambitious. They developed
methods to identify true causal structures in economic data,
distinguishing genuine economic relationships from spurious
correlations. The key challenge they addressed was the
identification problem. Imagine trying to determine the true
relationship between price and demand when both influence
each other simultaneously. We know that higher demand
may raise prices, but higher prices may reduce demand. The
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» The cowles approach
was both influential
and controversial

* Cowles Commission
pioneered causal
inference in
econometric models

» Key challenges have
emerged related
with econometric
modelling

Cowles Commission’s solution was structural econometrics:
systems of simultaneous equations that could capture these
bidirectional relationships. Their work provided methods to
estimate parameters in systems where variables influenced
each other reciprocally.

Under leaders like Jacob Marschak and Tjalling Koopmans,
the Cowles group made several groundbreaking contributions.
They developed limited information maximum likelihood
(LIML) and two-stage least squares (2SLS) estimation
techniques. These methods still standard in econometric
textbooks today. These approaches allowed researchers to
isolate specific causal channels in complex economic systems.
For instance, when studying how education affects earnings,
they could account for the reverse causality where higher
earnings might enable more education. The Cowles approach
was both influential and controversial. Its emphasis on
structural models contrasted with the emerging “measurement
without theory” approach associated with researchers like
Milton Friedman. The debate mirrored a fundamental tension
in econometrics, that is, should models be tightly constrained
by economic theory, or should they let the data speak
more freely? This tension remains unresolved in modern
econometrics, visible in ongoing debates about proper model
specification.

By the 1960s, the Cowles methods had become econometric
orthodoxy, enabling sophisticated analysis of economic
systems. However, their complexity and reliance on strong
theoretical assumptions would later face criticism, especially
after Robert Lucas’s 1976 critique showed how policy changes
could alter the very economic relationships these models
sought to estimate.

4.3.2.4 Challenges and Debates in Econometric
Modelling

The replicability crisis that hit psychology around 2010 also
shook econometrics. Picture a graduate student trying to
replicate a famous study linking minimum wage increases
to employment effects, only to find the results vanish with
slightly different specifications. Such experiences revealed
troubling fragility in many econometric findings, sparking
methodological reform. Key challenges have emerged related
with Econometric modelling. First, the problem of p-hacking.
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* Econometrics tackles
replication, bias,
complexity, and causal
inference

It means unconsciously tweaking models until they produce
statistically significant results. This is like testing 20 different
fishing spots and only reporting the one where you caught
something. It inflates false positive rates. Second, the curse of
dimensionality. With abundant data, it is tempting to include
numerous control variables, but this can overfit models to
peculiarities of specific datasets.

Simultaneously, the credibility revolution emphasised
transparent, pre-specified research designs. Methods like
randomized controlled trials (RCTs) and natural experiments
gained prominence, leveraging real-world randomization to
establish causality. Imagine studying the economic impact
of a policy change that affected some regions but not others.
Here the unaffected areas serve as a natural control group.
Debates persist about proper model complexity. Should
econometrics prioritise simple, interpretable models that
may miss nuances, or complex models that risk overfitting?
How should we balance theoretical guidance with data-driven
discovery? These questions have no universal answers, but
modern econometrics increasingly emphasises robustness
checks, transparency, and replication.

Looking ahead, econometrics faces both challenges and
opportunities. Big data offers unprecedented measurement
possibilities but requires new methods to extract meaningful
signals. Machine learning provides powerful prediction tools
but must be adapted for causal inference. Through all these
developments, econometrics’ core mission remains as to
ground economic understanding in empirical reality, using
statistical methods to test theories, measure relationships, and
inform policy.

4.3.3 The Development of Heterodox Economics

Imagine walking into a restaurant where the menu offers only
one dish. No matter what your dietary needs or preferences
might be, you are served the same meal. This is similar to
how mainstream economics often operates - presenting one
dominant way of understanding economic systems while
ignoring other valuable perspectives. Heterodox economics
represents the diverse menu of alternative approaches that
have developed to address the limitations of conventional
economic thinking. These alternative schools of thought
provide different ways to analyse economic problems,
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* Heterodox economics
offers diverse,
critical alternatives to
mainstream theory

* Mainstream
economics follows
strict models,
while heterodox
economics adapts and
incorporates diverse
approaches

S
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* Heterodox economics
challenges mainstream
assumptions

often focusing on aspects that mainstream economics tends
to overlook - such as power relations, historical context,
environmental limits, and social justice. The development of
heterodox economics is not just about criticising mainstream
views but about offering constructive alternatives that can help
us better understand real-world economic challenges. From the
instability of financial markets to growing income inequality
and environmental degradation, heterodox approaches provide
tools to analyse these complex issues in ways that traditional
economics cannot. This section will explore how these
alternative economic traditions emerged, what distinguishes
them from mainstream economics, and why they matter for
addressing today’s most pressing economic problems.

4.3.3.1 Defining Heterodox Economics: Alternative
Paradigms

Consider two chefs preparing the same ingredients. One
follows a strict recipe, measuring everything precisely
and never deviating from the instructions. The other tastes,
adjusts, and improvises based on experience and the particular
situation. Mainstream economics resembles the first chef,
adhering strictly to established models and assumptions.
Heterodox economics is more like the second chef, adapting
methods to fit the specific problem at hand and incorporating
insights from various traditions.

Heterodox economics encompasses a range of theories and
approaches that differ from the mainstream neoclassical
framework. What unites these diverse perspectives is
their shared scepticisms toward the core assumptions of
conventional economics, particularly the ideas that markets
always tend toward equilibrium, that individuals are perfectly
rational, and that economic analysis can be separated from
social and political contexts.

These alternative approaches tend to share several important
characteristics.
1. They generally take a broader view of economic systems,

examining how economic activity is embedded within
social and institutional structures.

ii. They often emphasise dynamic processes of change rath-
er than static equilibrium conditions.
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» Heterodox economics
has diverse traditions

* Post-Keynesians
emphasise economic
uncertainty

iii. They frequently incorporate insights from other disci-
plines like sociology, history, and political science.

iv. They typically pay more attention to real-world problems
and policy applications than to abstract mathematical
modelling.

The value of heterodox economics becomes particularly
apparent during times of crisis. When the global financial
system collapsed in 2008, mainstream models failed to predict
or adequately explain what happened. Heterodox economists,
with their focus on financial instability and systemic risk, were
better positioned to understand the crisis and propose solutions.
This pattern has repeated throughout history, from the Great
Depression to the current climate crisis demonstrating the
importance of maintaining diverse economic perspectives.

4.3.3.2 Major Schools of Heterodox Thought

The landscape of heterodox economics contains several
distinct but sometimes overlapping traditions. Each emerged
in response to particular historical circumstances and offers
unique insights into economic processes. Understanding these
different schools provides a richer, more nuanced picture of
how economies actually function.

Post-Keynesian Economics

Imagine a small town where everyone suddenly decides to
save more money. At first glance, this seems like responsible
behaviour. But as people spend less, local businesses earn
less revenue. This leads to layoffs, which means even less
spending, creating a downward spiral. This simple example
illustrates a key Post-Keynesian insight - that what appears
rational for individuals can be problematic for the economy
as a whole. Post-Keynesian economics builds on the work of
John Maynard Keynes but extends his ideas in important ways.
While mainstream economics absorbed some of Keynes’s
concepts, it largely ignored his most radical insights about
uncertainty, money, and effective demand. Post-Keynesians
kept these ideas alive and developed them further.

A central Post-Keynesian contribution is the analysis of
how money and finance shape economic outcomes. Unlike
mainstream models that treat money as neutral, Post-
Keynesians show how the financial system can -create
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* Post-Keynesian
economics highlights
uncertainty, finance,
and demand-driven
instability

* Institutional
economics links
economic outcomes to
social structures

* Marxist economics
analyses class,
labour, and systemic
contradictions

instability. Economist Hyman Minsky’s Financial Instability
Hypothesis, for example, explains how periods of economic
stability often contain the seeds of future crises by encouraging
excessive risk-taking. Post-Keynesians also emphasise the
fundamental uncertainty that characterises economic decisions.
In contrast to mainstream models that assume people can
assign probabilities to future events, Post-Keynesians argue
that many important economic decisions - like investments
or innovations - involve true uncertainty where probabilities
cannot be known. This leads them to different conclusions
about how economies function and what policies work best.

Institutional Economics

Consider why two neighbourhoods with similar residents might
develop very different economic outcomes. One might have
thriving small businesses while the other has mostly vacant
storefronts. Institutional economists would examine factors like
local banking practices, business networks, and government
policiestounderstand these differences. Institutional economics
focuses on how actual economic systems operate, rather than
how they might function under idealised conditions. Early
institutionalists like Thorstein Veblen and John R. Commons
observed that economic behaviour cannot be understood
apart from its social and cultural context. Veblen’s concept of
“conspicuous consumption,” for example, showed how social
status influences spending patterns in ways that contradict
simple utility maximization. Modern institutional economics
examines how formal and informal rules shape economic
performance. Douglass North’s work demonstrated how
institutions that protect property rights and enforce contracts
contribute to economic development.

Marxist and Radical Political Economy

Picture a successful technology company where engineers
create valuable products but see little of the wealth their work
generates. Marxist economists analyse this disconnect between
labour and rewards as part of capitalism’s fundamental
dynamics. Marxist political economy provides a critical
perspective on capitalist systems. Building on Karl Marx’s
analysis, it emphasises class relations, historical change,
and systemic contradictions. Unlike mainstream economics
which generally takes capitalist institutions as given, Marxist
economics examines how these institutions developed and
how they might transform.
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links growth,
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Feminist Economics

Imagine an economic report that counts all paid work in
factories and offices but ignores unpaid childcare, cooking,
and cleaning. Feminist economics challenges this narrow
view by asking: What counts as “real” economic activity,
and who gets to decide? Feminist economics emerged from
the recognition that mainstream economic analysis often
overlooks women’s economic roles and experiences. It
examines how gender structures economic life and how
economic theories themselves reflect gendered assumptions.
Feminist economics also analyses how labour markets
segregate by gender, why women earn less than men for
similar work, and how economic policies affect men and
women differently. For example, austerity policies that cut
social services often increase women’s unpaid care burdens
while financial deregulation tends to benefit male-dominated
sectors. Beyond these specific issues, feminist economics
challenges fundamental economic concepts like ‘“rational
economic man,” showing how this model reflects particular
cultural assumptions about human nature. By broadening
these concepts, feminist economics provides a more inclusive
framework for understanding economic behaviour.

Ecological Economics

Think of the economy as a tree growing in a pot. Mainstream
economics focuses on making the tree grow faster. Ecological
economics asks: What happens when the tree outgrows the
pot? Ecological economics starts from the recognition that
the economy is a subsystem of Earth’s finite ecosystems. It
challenges the mainstream assumption that economic growth
can continue indefinitely, arguing instead that physical limits
constrain all economic activity. Key figures like Nicholas
Georgescu Roegen and Herman Daly showed how the laws of
thermodynamics apply to economic processes. All economic
activity requires energy and materials that ultimately come
from nature and return as waste. Conventional economics
often ignores these biophysical foundations. Ecological
economists have developed important alternatives to GDP that
account for environmental costs and resource depletion. They
also study how to design economic systems that can thrive
within ecological limits, exploring concepts like steady-state
economics and degrowth. In Unit 4, we will discuss these
economies in detail.




4.3.3.3 Critiques of Mainstream Economics from
Heterodox Perspectives

Imagine a map that shows all the streets but leaves out the hills,
traffic patterns, and weather conditions. You could follow it
perfectly and still get lost. Heterodox economists argue that
mainstream economic models are like this incomplete map,
technically accurate in some ways but missing crucial features
of the actual terrain. The heterodox critique of mainstream
economics centres on several key limitations.

1. First is the unrealistic nature of many core assumptions.
The standard model assumes that people are perfectly ra-
tional, have complete information, and make decisions
to maximise utility. Heterodox economists point out that
real people use rules of thumb, are influenced by social
norms, and often act against their own economic interests.
Behavioural economics has recently incorporated some of
these insights, but mainstream models still rely heavily on
unrealistic assumptions about human behaviour.

ii. Heterodox economists criticise the mainstream focus on

equilibrium states. The economy is portrayed as a sys-

« Heterodox economics tem that naturally tends toward balance, with deviations
critiques assumptions, caused by external shocks. Heterodox approaches empha-
equilibrium, power, sise that economies are constantly evolving systems where
and formalism instability and crisis emerge from normal functioning. The

financial crisis of 2008 appeared as a shock to mainstream

models but fit within heterodox theories of financial insta-
bility.

—

iii. Heterodox economists argue that mainstream analysis
often ignores power relations. Markets are treated as neu-
tral mechanisms when in reality they reflect and reinforce
existing inequalities. Corporate power, class interests, and
institutional privilege shape economic outcomes in ways

that mainstream models frequently overlook.

iv. The heavy reliance on mathematical formalism comes un-
der criticism. While mathematics can clarify economic re-
lationships, heterodox economists argue that mainstream
economics often prioritises mathematical elegance over
real-world relevance. Complex models may score well
on theoretical grounds while failing to explain actual eco-
nomic phenomena.
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v. Finally, heterodox approaches challenge the narrow scope
of mainstream economics. By focusing primarily on mar-
kets and individual choices, conventional analysis ne-
glects important aspects of economic life - from unpaid
care work to environmental impacts to the role of culture

and history in shaping economic institutions.

These critiques do not that mainstream economics is worth-
less, but they suggest its limitations need to be recognised.
Heterodox approaches provide complementary perspectives

that can help create a more complete understanding
economic systems.
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The rise of mathematical economics transformed the field from philosophical speculation
to a rigorous science, beginning with classical economists like Adam Smith and David
Ricardo, who relied on verbal theories. The Marginal Revolution of the 1870s, led by
Jevons, Menger, and Walras, introduced calculus and optimization frameworks, shifting
economics towards mathematical formalisation. However, mathematical economics
faces criticism for unrealistic assumptions, equilibrium bias, and neglect of behavioral,
institutional, and crisis dynamics. Despite these limitations, mathematics remains
essential for precision and empirical testing, though it must be complemented with
broader perspectives.

Econometrics emerged to bridge theory and data, evolving from early statistical
methods to sophisticated techniques like simultaneous equations (Frisch, Tinbergen) and
probability-based inference (Haavelmo). The Cowles Commission advanced structural
econometrics. Challenges like replication crises and causal inference persist. Meanwhile,
heterodox economics-encompassing Post-Keynesian, Institutional, Marxist, Feminist,
and Ecological approaches-critiques mainstream models for ignoring power, uncertainty,
and sustainability.

S

Assignments

N

1. How did the Marginal Revolution transform economics from a philosophical
discourse into a mathematical science?

2. Why has time series analysis become crucial in econometrics, and what challenges
does it pose for economic forecasting?

S
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3. How does Post-Keynesian economics differ from mainstream neoclassical
economics in its treatment of uncertainty and financial instability?

4. What are the core principles of institutional economics, and how do they challenge
traditional economic assumptions about markets?

5. How does feminist economics redefine the concept of “economic activity” by
incorporating unpaid care work?

N
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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Alternative Schools of Economic
Thought

UNIT 4

Learning Outcomes

After completing this unit, learner will be able to:

+ analyse the core principles of Gandhian economics and evaluate its relevance
in contemporary economic systems

» compare and contrast institutional economics with mainstream neoclassical
theories

 critically assess feminist economics’ critique of traditional economic models,
particularly in terms of unpaid labour, gender biases in policy, and intersec-
tional inequalities

+ explain the foundational theories of Post-Keynesian and Marxist economics
and its implications for macroeconomic policy

N r

Background
_J \S

In the evolving landscape of economic theory, alternative paradigms have emerged to
challenge and enrich the traditional neoclassical framework. This unit discuss on five
such schools of thought viz. Gandhian, Institutional, Feminist, Post-Keynesian, and
Marxist economics, each offering unique insights into the functioning of economies and
the pursuit of societal well-being.

Gandhian economics, rooted in the principles espoused by Mahatma Gandhi, emphasizes
simplicity, self-sufficiency, and ethical considerations in economic activities. It advocates
for decentralized economies and prioritizes human values over material wealth.
Institutional economics focuses on the role of institutions and formal and informal rules
in shaping economic behaviour and outcomes. It underscores the significance of historical
and social contexts in understanding economic phenomena. Feminist economics brings
to light the gendered dimensions of economic analysis, highlighting the importance of

N r
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unpaid labour, care work, and the systemic undervaluation of women’s contributions in
traditional economic models. Post-Keynesian economics builds upon the ideas of John
Maynard Keynes, emphasizing the role of effective demand, uncertainty, and the non-
neutrality of money in influencing economic activity. It challenges the assumptions
of market equilibrium and rational expectations prevalent in mainstream economics.
Marxist economics offers a critique of capitalist systems, focusing on class struggles,
labour exploitation, and the dynamics of capital accumulation. It provides a historical and
materialist analysis of economic structures and their implications for social relations.

By examining these diverse economic paradigms, this chapter aims to broaden the
analytical lens through which students understand economic systems, encouraging critical
thinking and a more inclusive approach to economic inquiry.

S

e

Keywords

Gandhian Economics, Institutional Economics, Feminist Economics, Post Keynesian
Economics, Marxists Economics

* Gandhian economics
emphasises ethics,
self-sufficiency, and
equitable growth

258 SGOU - SLM - M.A ECONOMICS - History of Economic Thought

4.4.1 Gandhian Economics

Imagine a village where every family produces enough food
for itself, crafts its own clothes, and relies on local resources
for all basic needs. There is no rampant industrialisation, no
exploitation of labour, and no excessive consumerism. Wealth
is distributed fairly, and everyone has dignified work. This
vision reflects the essence of Gandhian economics, a system
that prioritizes human well-being over profit, sustainability
over exploitation, and self-reliance over dependency.

Mahatma Gandhi, though not a formal economist, developed a
unique economic philosophy rooted in ethics, decentralization,
and equitable growth. His ideas emerged as a response to
colonial exploitation, industrialisation’s dehumanising effects,
and the widening gap between the rich and the poor. Unlike
mainstream economic theories that emphasize GDP growth
and capital accumulation, Gandhian economics focuses on
moral principles, village self-sufficiency, and the dignity of
labour.




* Gandhian economics
presents a human-
cantered alternative to
mainstream economic
systems

* Gandhian economics
promotes ethics, self-
reliance, dignity, and
sustainability

This section explores the structure and theory of Gandhian
economic thought, analysing its core principles, theoretical
foundations, and relevance in contemporary economics.

4.4.1.1 Core Principles of Gandhian Economics

Gandhian economics presents a human-cantered alternative
to mainstream economic systems, emphasising ethical
responsibility, sustainability, and equitable development. At its
core lies the principle of #rusteeship, which holds that wealth
should serve society rather than enrich individuals- businesses
must act as custodians, ensuring fair wages and reinvesting
profits into community welfare instead of pursuing unchecked
accumulation.

Equally vital is Swadeshi, the concept of local self-reliance
that resists exploitative trade dependencies. Gandhi advocated
for village-based production, reviving indigenous crafts like
khadi to empower communities while reducing environmental
harm from mass industrialization. This aligns with his vision of
a decentralised economy, where self-sufficient villages (Gram
Swaraj) minimise corporate and state dominance, ensuring
balanced regional development and fair resource distribution.

Gandhi also emphasised bread labour, asserting that all work,
especially manual labour holds dignity. He rejected exploitative
wage systems, insisting that intellectual and physical labour
must coexist harmoniously. This principle remains relevant as
modern economies increasingly devalue human labour.

Finally, Ahimsa (non-violence) extends to economics,
mandating ethical trade, living wages, and eco-conscious
production. Businesses must avoid exploitation of workers,
animals, and nature, prioritizing sustainability over profit.

Together, these principles challenge conventional growth-
centric models, offering a framework where economic justice,
ecological balance, and community welfare take precedence.
Gandhian economics remains a vital critique of inequality,
consumerism, and environmental degradation in today’s
globalized world.

4.4.1.2 Theoretical Foundations of Gandhian
Economics

Gandhian economics presents a radical alternative to
mainstream economic theories, prioritising human dignity,
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sustainability, and moral responsibility over profit and
exploitation. Its foundations emerge from Gandhi’s critique of
colonial industrialisation and offer a distinct path for equitable
development.

1. Critique of Industrial Capitalism: Gandhi fundam-
entally opposed industrial capitalism’s exploitative

nature. He argued that mechanisation displaces workers,

 Gandhi opposed as seen when handloom weavers became underpaid
capitalism’s factory labourers while owners amassed wealth.
exploitation, His critique focused on three flaws: First, machines
inequality, and worker destroy livelihoods by replacing human labour without
alienation creating meaningful alternatives. Second, capitalism

concentrates wealth among elites, draining resources

from communities, a prescient observation of modern
inequality. Third, factory systems reduce workers to
“cogs,” stripping them of creativity and autonomy, an
early analysis of alienation. Gandhi’s opposition was not
to technology itself, but to its use for profit over people.

2. Alternative to Socialism: While Gandhi shared
socialism’s concerns about inequality, he rejected state
coercion. His “trusteeship” model proposed that the

wealthy voluntarily manage resources for society’s
benefit. For instance, a landowner might retain property
but share its produce fairly- a middle way between
laissez-faire capitalism and state socialism. This
reflected Gandhi’s belief in moral transformation over

* Gandbhi’s trusteeship
model promotes
ethical, decentralised
wealth distribution

force, creating what economist J.C. Kumarappa called
an “economy of permanence.” Unlike socialist systems
that centralize power, Gandhian economics advocates
decentralized, ethical wealth distribution.

3. Human-Centric Development: Gandhian theory
redefines development beyond GDP. For example, it
would favour a village ensuring universal food security
over a mining project boosting GDP but displacing
livelihoods. Key principles include:

* Gandhian * Real wages over income metrics: Prioritizing what
development earnings can actually provide locally.
prioritises local
wages, appropriate * Appropriate technology: Like the charkha (spinning
technology, and wheel), tools should suit community needs rather
sustainability than disrupt them.

-~

» Sustainability: Gandhi’s warning that “the earth pro-
vides enough for need, not greed” foreshadowed
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ecological economics. His emphasis on renewable
resources and circular systems challenges extractive
industrial models.

4. Moral Foundations: Gandhi embedded economics in
ethics, contrasting sharply with amoral market theories.
His framework rests on:

« Gandhian economics » Satya (Truth): Rejecting exploitative practices like
integrates truth, profiteering or speculation as economic violence.
simplicity, and ethical

* Aparigraha (Non-possession): Advocating voluntary

responsibilit RS . o
p Y simplicity to curb consumerist exploitation.

e Dharma (Duty): Emphasising responsibilities (e.g.,
fair wages, honest labour) over individual rights.

This moral science of economics, as scholar Romesh Diwan
noted, offers a transformative lens, one where justice and
sustainability supersede growth alone. Gandhian economics
remains vital today, challenging systems that prioritise profit
over people and the planet.

4.4.1.3 The Structure of Gandhian Economy

1. Village Republies: The Gandhian economic model is
builton self-governing village units where agriculture and

cottage industries form the economic foundation. Each
* Gandhian village village functions autonomously, with democratically
republics ensure self- elected councils making decisions based on community
sufficiency and local welfare rather than profit. This decentralized structure
governance ensures food security through local farming, employment
through small-scale industries, and participatory

governance. Gandhi envisioned these self-sufficient
communities as the antidote to both colonial exploitation
and modern economic centralization, creating systems
where production meets real local needs.

2. Labour-Intensive Production: Gandhian economics

prioritises human labour over mechanisation, valuing
 Gandhian economics employment and craftsmanship above efficiency. Unlike
values labour, factories that replace workers with machines, Gandhian
craftsmanship, and production units - like pottery workshops or spinning
employment over cooperatives - use tools that enhance productivity while
efficiency. preserving livelihoods. This approach maintains the
dignity of labour, provides creative satisfaction, and

ensures widespread employment. Historical evidence
shows such labour-intensive methods often delivered
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* Gandhian economics
emphasizes mindful
consumption and
resource efficiency

* Gandhian trade
prioritizes fairness,
ethics, and community
welfare

better wages and job satisfaction than industrial work,
proving that economic systems can prioritize people
over productivity.

3. Sustainable  Consumption: Rejecting  modern
consumerism, Gandhian economics advocates conscious
consumption through the principle of non-possession.
Households focus on durable, necessary goods rather
than excessive accumulation, distinguishing between
real needs and artificial wants. Studies of Gandhian
communities show extraordinary resource efficiency-
with waste generation minimal and recycling rates
exceeding 85%. This system demonstrates that true
prosperity comes not from endless consumption, but
from mindful use of resources and reduced ecological
footprints.

4. Non-Exploitative Trade: Gandhian market principles
eliminate profiteering middlemen and speculative
practices. In this ethical trade system, producers sell
directly to consumers at fair prices reflecting true
labour value. During crises like the 1943 Bengal
famine, Gandhian networks successfully distributed
food equitably while commercial markets collapsed,
proving that trade can be both efficient and just. The
model prioritises community welfare over individual
profit, creating balanced exchange systems that benefit
all participants.

Modern implementations like Maharashtra’s self-reliant
villages and Kerala’s Kudumbashree program validate
Gandhian economics as a practical alternative. This structure
addresses contemporary challenges of inequality and
environmental degradation by realigning economic activity
with human welfare and ecological limits. It offers not just
theory but proven practice - demonstrating that sustainable,
equitable economies are achievable when systems prioritise
people over profits and well-being over wealth accumulation.

4.4.1.4 The Relevance of Gandhian Economic
Thought in Modern Economics

Gandhian economics provides sustainable, equitable, and
ethical solutions to contemporary economic challenges.
Its emphasis on localised production, social welfare, and
ethical consumption presents an alternative to conventional
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* Gandhian
economics promotes
sustainability,
equity, and ethical
consumption

market-driven models. Gandhi’s “Economy of Permanence”
anticipated modern concerns about sustainability. His focus
on closed-loop, localised economies aligns with today’s
ecological goals. Studies show that organic farms using
Gandhian methods achieve 20-30% higher net incomes while
reducing energy use by 45%, proving that sustainable practices
can also be economically viable. The UN’s Sustainable
Development Goals reflect these principles, demonstrating
Gandhi’s foresight.

As global inequality widens, Gandhian trusteeship offers
an equitable wealth distribution model. Initiatives like
India’s Amul dairy cooperatives, where farmers collectively
own production units, exemplify decentralised economic
structures that promote fairness. Impact investing and B Corps
certification further validate Gandhi’s belief that businesses
should serve communities rather than just shareholders. In
an era of automation-driven job losses, labour-intensive
production models championed by Gandhi remain relevant.
Programs like Kerala’s Kudumbashree, which established
over 300,000 women-led micro-enterprises, demonstrate
how decentralized economies foster employment. The global
artisan revival and maker movement reinforce his concept of
“production by the masses” as a countermeasure to jobless
growth. The pandemic exposed vulnerabilities in global
supply chains, strengthening the case for Gandhian swadeshi
(local self-reliance). India’s khadi institutions, for instance,
quickly produced millions of masks when imports failed,
proving the resilience of localized economies. Economists like
Dani Rodrik now advocate for “smart globalisation”, echoing
Gandhi’s concerns about excessive economic integration.
Gandhi’s critique of GDP as the sole measure of progress
is gaining traction. Alternative metrics like Bhutan’s Gross
National Happiness Index and Kerala’s human development
model emphasise well-being over financial indicators, aligning
with his vision that economic success must prioritise human
welfare. His philosophy of ethical consumption, once seen as
simplistic, now resonates globally. Movements like Sweden’s
“lagom” lifestyle and the booming organic market embody
his belief that sustainability depends on conscious consumer
choices.

As Amartya Sen observed, Gandhi’s once-marginal economic
ideas are now essential for tackling climate change, inequality,
and economic instability. His approach offers not nostalgia but
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* The productivity
paradox argues that
Gandhian economics
limits efficiency

* Gandhian models
underestimate the
demand for global
opportunities

necessary course correction, showing that development can be
both people-cantered and sustainable. The challenge lies not
in questioning its relevance, but in adapting his principles to
modern contexts.

4.4.1.5 Criticisms Against Gandhian Economic
Thought

While Gandhianeconomics offers valuableinsights, its practical
application faces significant challenges in modern economies.
Critics highlight fundamental tensions between Gandhian
ideals and contemporary development needs, emphasising
limitations in productivity, scalability, employment aspirations,
and global interdependence. The Productivity Paradox argues
that Gandhian economics limits efficiency. Traditional,
labour-intensive methods, such as handloom weaving, cannot
match mechanised production, risking lower living standards.
Amartya Sen criticised this “romanticization of poverty,”
arguing that rejecting technological advancements preserves
culture but restricts economic progress.

Scale limitations challenge self-sufficiency inaddressing global
crises. Drought-stricken villages refusing imports highlight
the risks of rigid swadeshi principles. The COVID-19 vaccine
development demonstrated the necessity of international R&D
collaboration, reinforcing economists’ views that global trade
and interdependence solve large-scale challenges. Employment
vs. Aspirations presents another conflict. Youth prefer tech-
driven careers over traditional crafts, reflecting a shift towards
higher-skilled jobs and upward mobility. Manmohan Singh
argued that Gandhian models underestimate the demand for
global opportunities, making pure Gandhian approaches less
compatible with modern workforce expectations.

The Trusteeship Fallacy assumes wealth holders voluntarily
redistribute resources, yet empirical evidence contradicts this.
India’s top 10% holds 77% of national wealth (Oxfam, 2023),
proving that elites rarely surrender financial advantages.
Prabhat Patnaik asserts that ethical appeals cannot substitute
structural reforms, evident in the limited impact of corporate
social responsibility (CSR) efforts. Measurement challenges
hinder policy adoption. Gandhian values like “dignity” and
“simplicity” lack quantifiable metrics, making decision-
making difficult. Governments prioritise measurable
economic indicators like GDP over subjective well-being,
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* Technological
neutrality limits
Gandhian thought in a
digital economy

* Gandhian economics
faces efficiency,
scalability, and global
integration challenges

* Institutional
economics prioritises
institutions in shaping
economic behavior

often sidelining qualitative benefits that Gandhian principles
emphasize. Technological neutrality limits Gandhian
thought in a digital economy. While Gandhi opposed factory
dehumanization, modern innovations like 3D printing and
digital payment systems (UPI) create high-skilled jobs and
expand economic access. Critics argue Gandhian economics
overlooks empowering technologies, making adaptation
necessary. Global interdependence further complicates self-
reliance. India’s pharmaceutical sector depends on Chinese
ingredients and Western research, proving that absolute
swadeshi is impractical. Even khadi production adopted
Japanese spinning technology, showing that practical
compromises are inevitable.

Despite its limitations, Gandhian economics remains relevant
for sustainability and ethical considerations. Hybrid models
integrating Gandhian values with selective technological
adoption and global cooperation offer more viable solutions. A
balanced study of these critiques encourages adaptation rather
than outright rejection of Gandhian thought in contemporary
policymaking.

4.4.2 Institutional Economics

Picture two identical fishing villages located on the same
coastline. In Village A, fishermen compete aggressively every
morning, rushing to catch the most fish before others do. Over
time, fish stocks dwindle, incomes fall, and conflicts erupt.
Village B operates differently - fishermen follow agreed-
upon rules about when to fish, which areas to use, and how
much to catch. Decades later, Village B maintains healthy
fish stocks and stable incomes while Village A struggles.
This real-world scenario captures the essence of institutional
economics - how formal and informal rules shape economic
outcomes in ways that standard market analysis often misses.
Institutional economics represents a paradigm that examines
how institutions - the formal and informal “rules of the game”
- structure economic behaviour and performance. Unlike
neoclassical economics which treats institutions as peripheral,
institutional economists place them at the centre of analysis.
The approach originated in the early 20th century with
Thorstein Veblen’s critique of traditional economics and was
developed further by John Commons, Wesley Mitchell, and
later by Douglass North and Oliver Williamson.
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Institutional economics examines how formal and informal
rules shape economic behaviour and outcomes. Its foundational
concepts explain why identical market forces produce different
results under varying institutional frameworks.

1. Institutions as the Rules of the Game: Economist
Douglass North defined institutions as society’s formal
and informal rules. Formal institutions include laws
like India’s GST system that standardise commerce,
while informal norms like Japan’s business card rituals
build trust beyond contracts. Research shows effective
institutions reduce uncertainty and transaction costs in
economic exchanges.

2. Transaction Costs: Ronald Coase demonstrated how
economic actors face hidden costs - searching for
partners, negotiating terms, and enforcing agreements.
India’s digital land records reform significantly lowered
property transaction costs, illustrating how institutional
innovation can improve market efficiency by reducing
these frictions.

3. Property Rights: Clear ownership structures determine
resource sustainability, as seen when villages with
defined forest rights-maintained productivity while
open-access areas faced depletion. The Bundelkhand
water management success proves how well-designed
property regimes (private, communal or state) create
better economic and environmental outcomes than
unregulated systems.

4. Path Dependence: Historical institutional choices
create lasting constraints, like India’s license raj legacy
still affecting entrepreneurship rates decades after
reform. This path dependence explains why similar
policies yield different outcomes - existing institutional
frameworks shape implementation and reception of new
economic measures.

5. Institutional Change: Institutions evolve gradually
through three processes: layering (adding new rules
alongside old ones), conversion (repurposing existing
rules), and drift (changing external conditions altering
institutional effects). China’s Township and Village
Enterprises transformed communist collectives into
market hybrids through such incremental adaptation
rather than sudden overhaul.
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These concepts provide a powerful lens for understanding

economic development challenges. They reveal why technical
solutions often fail without institutional support, and how both
formal policies and informal norms collectively determine
whether economies thrive or stagnate. The framework
emphasises that sustainable growth requires building rules

* Institutional
economics links
rules, costs, property,
history, and adaptation

that align individual incentives with collective welfare.

4.4.2.1 Criticisms and Limitations

1. Overly Broad Definitions: The expansive
conceptualisation of “institutions” — encompassing
everything from formal laws to informal norms — creates
analytical ambiguity. While comprehensive, this makes
it difficult to isolate which specific institutional factors
drive economic outcomes. The lack of clear boundaries
between institutional and non-institutional effects limits
precise policy applications.

2. Static Analytical Framework: Traditional institutional
analysis often provides snapshots of institutional
arrangements rather than dynamic models of change.
This proves problematic when examining transitional
economies or persistent institutional inefficiencies, where
historical path dependencies and complex evolutionary
processes resist simple explanations or reforms.

3. Measurement Challenges: The field struggles
with quantifying institutional variables like “legal
effectiveness” or “cultural norms.” Reliance on
qualitative case studies, while valuable for depth,
hinders systematic cross-context comparisons and
rigorous empirical testing of institutional theories. This
measurement problem constrains causal analysis and
policy evaluation.

4. Inadequate Global Perspective: The approach
tends to overemphasise domestic institutions while
underestimating  transnational influences. In our
interconnected world, global trade agreements, supply
chains, and capital flows increasingly shape local
economic outcomes, requiring more sophisticated multi-
level institutional analysis.

5. Technological Blind Spots: Institutional economics has

been slow to adapt to digital transformations. Emerging
phenomena like platform economies and blockchain-
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* Institutional
economics faces
definitional,
methodological, and
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based governance challenge traditional institutional
categories, demanding new analytical frameworks to
understand technology-driven institutional innovations
and disruptions.

6. Underestimating Individual Agency: The focus on
structural constraints often overlooks how individuals
circumvent or reshape institutions through personal
networks and innovations. This limits explanations
of institutional change originating from grassroots
initiatives rather than systemic evolution.

7. Limited Predictive Power: While excellent for post-
hoc analysis, the approach struggles with forecasting
institutional evolution or identifying breaking points.
The complex, path-dependent nature of institutions

makes predicting crises or transformation exceptionally
difficult.

8. Design Paradox: The field sometimes overestimates the
potential for deliberate institutional engineering while
simultaneously recognising that effective institutions
emerge organically. This unresolved tension between
planning and organic development leads to either
excessive optimism or pessimistic determinism in policy
applications.

These limitations highlight key challenges institutional
economics must address to maintain  relevance
particularly in analysing rapid technological change,
global interconnectedness, and nonlinear institutional
transformations. While providing powerful analytical tools,
the approach requires greater precision in definition, more
dynamic modelling techniques, and better integration of
individual agency within structural frameworks. Future
development of the field depends on overcoming these
conceptual and methodological constraints without sacrificing
its core insights about how rules shape economic behaviour.

Institutional economics highlights how both formal rules
and informal norms shape stable economic outcomes.
Take cryptocurrencies: while they promise speed and
decentralisation, they often face issues like fraud and
instability. In contrast, traditional banks continue to thrive
thanks to regulations and trust-based systems, underscoring
the value of institutional oversight. Digital platforms like

268 SGOU - SLM - M.A ECONOMICS - History of Economic Thought m
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economics ensures
stability, governance,
and adaptive market
rules

* Feminist economics
examines gendered
impacts on economic
systems

Uber and Airbnb also reveal the importance of institutional
design. These businesses don’t just facilitate transactions—
they create new forms of governance. Uber’s rating system,
for example, replaces traditional supervision with algorithmic
rules. Platforms with strong internal governance succeed,
while those without often fail. In climate policy, strong
institutional frameworks improve effectiveness. California’s
cap-and-trade system works because it enforces rules and
allows flexibility through tradable permits. Similarly, during
COVID-19, countries with solid supply chain institutions
adapted more quickly, using trust-based contracts and public-
private cooperation. Institutions also influence inequality.
Biased credit scoring systems have historically excluded
marginalised groups, but models like India’s Self-Help
Groups offer inclusive alternatives by building on community
trust. Reforms like India’s GST or the EU’s GDPR show
how institutional changes can simplify systems and protect
citizens. Ultimately, institutional economics reminds us that
markets don’t operate in a vacuum—they need well-crafted,
adaptive rules to function effectively and equitably.

4.4.3 Feminist Economics

Feminist economics emerges as a critical school of thought
that examines economics through a gendered lens. It is defined
as the study of economies that recognises how gender roles,
power imbalances, and social norms shape economic systems
and outcomes. Unlike traditional economics that often treats the
economy as gender-neutral, feminist economics demonstrates
how economic theories, policies and institutions affect men
and women differently. At its core, it asks fundamental
questions: Why is women’s work consistently undervalued?
How do economic policies reinforce or challenge gender
inequalities? What would economic systems look like if
they truly accounted for all human activity, not just market
transactions?

Feminist economics emerged from early critiques of classical
economic theory’s gender biases. Mary Wollstonecraft’s 1792
work hinted at women’s economic marginalisation, while
Charlotte Perkins Gilman’s 1898 analysis explicitly linked
gendered labour divisions to women’s financial dependence.
These foundations remained peripheral until second-wave
feminism (1960s-70s) reinvigorated challenges to economics’
male-centric models. The discipline formalised in the 1990s
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* Feminist economics
evolved from critique
to systemic reform

* Feminist economics
analyses gendered
inequalities in markets
and care work
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through key institutional developments: the International
Association for Feminist Economics (1992) and the journal
Feminist Economics (1995). This era produced seminal
works like Marilyn Waring’s exposure of unpaid care work’s
exclusion from GDP and Amartya Sen’s studies on gender-
based resource allocation disparities.

Global recognition came with the UN Millennium Development
Goals (2000) and later the Sustainable Development Goals
(2015), which adopted feminist economics’ core premise that
gender equality is fundamental to economic equity. Today,
feminist economics continues evolving by:

* Analysing intersectionality - how gender interacts with
race, class and other identities in economic systems

* Addressing contemporary issues like digital economies
and climate justice

» Transitioning from critique to solution-building for eq-
uitable economic systems

From its origins as a marginalised critique to its current status
as an established framework, feminist economics’ historical
trajectory demonstrates both the persistence of gender biases
in mainstream economics and the growing acceptance that
gender analysis is essential for understanding economic
realities. The field now moves beyond identifying problems to
proposing transformative alternatives for inclusive economic
systems.

The scope of feminist economics is vast, challenging
conventional economic paradigms by incorporating gendered
realities. It studies productive economies (markets, industries,
trade) alongside reproductive economies (caregiving, domestic
labour, community work). For instance, while mainstream
economics might analyse India’s GDP growth, feminist
economics would question how this growth distributes benefits
between genders. It also explores intersectional inequalities,
revealing how caste, race, and class compound gender
disparities in economic outcomes. A Dalit woman farmer faces
different constraints than an upper-caste woman entrepreneur,
yet both experiences gendered economic barriers. Feminist
economics further examines macroeconomic policies, how
austerity measures or trade liberalisation impact women
differently than men, or how fiscal policies could be redesigned
to value care work.




* Feminist economics
values unpaid labour,
equity, and policy
reform

* Feminist economics
drives gender-
responsive policies
and systemic reforms

Feminist economics has three core objectives. First, it seeks
to make visible the invisible. To quantify and value unpaid
care work that sustains human life but is excluded from GDP.
When a mother spends hours cooking and cleaning, her labour
enables others to participate in paid work, yet it remains
statistically absent in economic measurements. Second, it
aims to challenge and reconstruct economic theories that
assume gender-neutral rational actors. Traditional models
ignore how social norms constrain women’s choices. For
example, why girls in rural India might drop out of school
not due to “preference” but because families prioritise sons’
education. Feminist economics replaces these assumptions
with frameworks that account for power imbalances and social
contexts. Third, feminist economics strives to transform policy
and practice. It advocates for gender-responsive budgets that
allocate resources equitably, labour laws that protect informal
workers and social protections like paid parental leave. Its
ultimate goal is to create economies that prioritise human well-
being over profit, where care is valued as much as corporate
growth, and where economic systems serve all genders justly.
By expanding what counts as “the economy” and redefining
what it should achieve, feminist economics offers not just
critique, but a roadmap for inclusive, sustainable futures.

Feminist economics rethinks how we understand and shape
economic policy by placing gender at the centre of analysis. It
questions why, despite higher education levels, many women
still remain out of the labour force—pointing to factors like
social expectations, lack of childcare, and workplace bias that
traditional models often overlook. A core focus is unpaid care
work, such as childcare and household tasks, which is vital to
the economy but rarely counted. If valued even at minimum
wage, this work could represent a significant share of GDP—
up to 15% in India—prompting calls for new metrics like time-
use surveys. Feminist economics also takes an intersectional
view, recognising that economic disadvantage is shaped by
more than gender alone. A Dalit woman, for instance, may
face layered challenges tied to caste, class, and gender, which
single-axis policies often fail to address. More than theory,
feminist economics pushes for real change. Initiatives like
Kerala’s gender-responsive budgeting reflect this, using public
funds to address women’s specific needs. At its core, the
discipline seeks to build a more just and inclusive economic
system.
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4.4.3.1 Critics of Feminist Economics

Feminist economics faces critiques from multiple perspectives
regarding its methodology, cultural applicability, and policy
implications.

1. Market Efficiency Concerns: Mainstream economists
argue gender-focused policies disrupt labour markets,
citing examples where wage increases led to female
worker replacement by automation. They contend
wage gaps reflect productivity differences rather than
discrimination. Feminist economists counter that
existing market structures already distort women’s
choices through systemic barriers like lack of childcare.

2. Measurement Challenges: Traditional economists
criticize attempts to quantify unpaid care work in GDP
calculations as subjective and ideologically driven. They
argue feminist economics relies too heavily on qualitative
data like lived experiences rather than standardised
metrics. Feminist scholars respond that their work
exposes biases in conventional economic measurements
while developing more inclusive indicators.

3. Western Bias Allegations: Postcolonial scholars

* Feminist economics highlight how Global North solutions often fail
faces efficiency, in different cultural contexts, such as microcredit
measurement, and programs increasing women’s burdens in some Indian
cultural applicability communities. Critics note the field sometimes overlooks
critiques intersectional factors like caste or religion. Feminist

economists acknowledge these challenges while pointing
to growing inclusion of Southern perspectives.

4. Structural vs Individual Debate: Libertarian critics
argue the field overemphasizes structural barriers while
underestimating personal choice, citing persistent
gender divides even in egalitarian societies. Feminist
economists demonstrate how removing institutional
barriers alters outcomes, showing how societal pressures
shape apparent preferences.

5. Policy Feasibility Questions: Opponents question the
economic viability of feminist policies like extended
maternity leave in developing economies. Feminist
economists counter with successful models like Chile’s
copper-funded childcare programmes, demonstrating
alternative financing approaches.
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* Post Keynesian
economics challenges
equilibrium, focusing
on instability and
uncertainty

* Post Keynesian
economics reinterprets
Keynes, emphasizing
uncertainty and
instability

These critiques reveal ongoing tensions between feminist
and mainstream economic paradigms, while also pushing the
field toward more nuanced, context-sensitive approaches. The
debate underscores the challenge of integrating gender equity
concerns within existing economic frameworks.

The path forward demands three changes. First, academic
integration - moving beyond token gender modules to
embed feminist analysis in core courses on labour, trade and
development. Second, addressing policy implementation gaps,
like India’s progressive maternity laws failing informal sector
workers. Third, expanding research frontiers through queer
economics and decolonial approaches. These developments
promise more inclusive economic paradigms. When a Kerala
fisherwoman’s knowledge informs marine policy, or when care
work finally enters national accounts, we will know feminist
economics has shifted from margin to mainstream.

4.4.4 Post Keynesian Economics

In 2008, the global financial crisis shook the foundations of
modern economics. Mainstream economists who steeped
in neoclassical theories of efficient markets and rational
expectations failed to predict the collapse. Central banks
slashed interest rates to zero, governments bailed out banks,
and unemployment soared. Yet, a small group of economists
were not surprised. Post Keynesian economists, following
the ideas of John Maynard Keynes, Hyman Minsky, and
Joan Robinson, had long warned that financial markets
were inherently unstable, that unemployment was not just a
temporary glitch, and that the economy did not naturally return
to equilibrium. Unlike neoclassical economics, which relies on
mathematical models of perfect competition and equilibrium,
Post Keynesian economics emphasizes uncertainty, money,
power relations, and institutional dynamics as central to
understanding real-world economies.

Post Keynesian economics (PKE) emerged as a distinct
school of thought in the mid-20th century, rooted in a
critical reinterpretation of John Maynard Keynes’ work.
Unlike the neoclassical synthesis, which sought to reconcile
Keynesian macroeconomics with classical microeconomic
principles, Post Keynesians argued that Keynes’ most
radical insights, particularly on uncertainty, money, and
economic instability were being diluted or ignored. Let’s
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* Post Keynesians
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emphasising
uncertainty and power
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* Post Keynesian
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uncertainty in
decision-making and
markets

look into how Post Keynesian economics broke away from
mainstream Keynesianism and the key thinkers who shaped
its development.

The neoclassical synthesis of the 1950s and 1960s reduced
Keynes’ General Theory (1936) to a set of demand management
tools, while maintaining classical assumptions about long-
run market equilibrium. Economists like Paul Samuelson
and John Hicks framed Keynesian economics as a short-term
deviation from a naturally self-correcting, full-employment
equilibrium, which Post Keynesians strongly rejected. Post
Keynesians argued that Keynes’ theory was incompatible with
neoclassical economics due to his emphasis on uncertainty and
money, asserting that markets do not inherently stabilise. They
criticized the IS-LM model, claiming it misrepresented Keynes
by assuming stable investment functions and overlooking
financial instability. Additionally, mainstream Keynesians
were faulted for ignoring power structures, such as wage
bargaining and corporate pricing, which significantly impact
inflation and unemployment. This intellectual divide was
evident in the Cambridge Capital Controversies (1950s—60s),
where Joan Robinson and Piero Sraffa demonstrated that
neoclassical production theory was logically flawed. Their
critique undermined the belief that wages and profits are
determined by marginal productivity, reinforcing the Post
Keynesian view that income distribution is shaped by power
relations, not just market forces. By the 1970s, stagflation
exposed the limitations of mainstream Keynesianism, leading
to greater acceptance of Post Keynesian theories. Their
alternative framework rejected equilibrium-based models,
emphasized money as non-neutral, and focused on institutional
and behavioural factors over pure optimization.

4.4.4.1 Core Principles of Post Keynesian
Economics

The core principles of the Post Keynesian Economics are the
following:

1. Fundamental Uncertainty: Post-Keynesian economics
highlights that many decisions are made under deep
uncertainty—not just calculable risk. For example, a
farmer in Punjab choosing a crop months before harvest
can’t predict weather, market prices, or policy changes.
Unlike a game of dice, the future here is unknowable,
not just unpredictable. Keynes introduced this idea to
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* Post Keynesian
€conomics sees
money creation as
bank-driven

* Post Keynesian
economics links
employment to
expected demand

explain why investment levels swing sharply, and Post-
Keynesians extended it to show how uncertainty shapes
all economic behaviour. During crises, banks often stop
lending—not because risks are higher, but because they
can’t even measure the risks. Similarly, workers may
avoid changing jobs due to uncertain future prospects.
This challenges standard economic models, which
assume people can assign probabilities to future events.
If uncertainty is truly fundamental, then market prices
are guesses, not accurate reflections of value; business
planning becomes fragile; and government intervention
becomes crucial to stabilise the economy.

. Endogenous Money: When Priya, a first-time

homebuyer in Bengaluru, takes a mortgage, the bank
doesn’t use existing deposits—it creates new money
by simply updating its books. This reflects the Post-
Keynesian idea of endogenous money: money is created
within the economy by bank lending, not handed down
by central banks. Mainstream economics sees money
supply as centrally controlled, but Post-Keynesians
argue that banks create money when loans are issued,
and the overall supply depends on loan demand. Central
banks largely respond to this process rather than drive
it. That’s why monetary policy can fall short—during
downturns like COVID-19, low interest rates don’t spur
borrowing. In contrast, during booms, excessive lending
can inflate bubbles. The 2008 crisis showed this clearly,
as shadow banks generated vast sums of new money
outside regulatory oversight.

. Effective Demand and Unemployment: In a Surat

textile factory, Mr. Patel won’t hire more workers just
because wages are low—he hires based on how much
demand he expects for his goods. This reflects the Post-
Keynesian idea of effective demand, where employment
is driven by expected spending in the economy, not just
wage-productivity equations. Keynes used this to explain
why unemployment can persist even when wages fall,
as seen during the Great Depression. Post-Keynesians
added that wage cuts reduce workers’ spending power,
worsening joblessness; government spending can revive
demand and jobs; and rising inequality can slow growth
since wealthier people tend to save more. Modern cases
like the Eurozone crisis show how slashing public
spending during downturns only deepens economic pain
by crushing demand.
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* Minsky’s hypothesis
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4. Financial Instability Hypothesis (Minsky): Watch
how a typical Indian housing bubble develops. First,
cautious buyers put down 30% deposits (what Minsky
called “hedge finance”). As prices rise, buyers take
riskier loans with 10% deposits (“speculative finance”).
Finally, investors buy multiple properties with interest-
only loans, betting prices will keep rising (“Ponzi
finance”). When prices stop rising, the whole pyramid
collapses. This is Minsky’s Financial Instability
Hypothesis in action. Minsky showed that: (i) Stability
is destabilizing- long booms encourage ever-riskier
behaviour, (i1) Financial systems evolve from stable to
fragile structures and (iii) Crashes are inevitable features
of capitalism, not accidents. The 2008 global crisis
followed this exact pattern.

These four principles form the core of Post Keynesian
economics’ alternative vision. While mainstream models
assume stable, self-correcting markets, Post Keynesians see
an economy that is fundamentally uncertain, shaped by money
creation, driven by demand fluctuations and prone to financial
crises. These principles explain why crises keep happening,
why unemployment persists, and why conventional policies
often fail. Most importantly, they suggest that better economic
management is possible, if we move beyond mainstream
myths about how economies work.

4.4.4.2 Criticisms and Debates of Post Keynesian
Economics

Post Keynesian economics faces several key criticisms that
shape ongoing academic and policy debates:

1. Mathematical Rigor Challenges: Mainstream
economists criticize Post Keynesianism for lacking
formal mathematical models. While Post Keynesians
have developed alternative approaches like stock-flow
consistentmodels, tensions remain between mathematical
precision and analysing real-world uncertainty.

2. Inflation Theory Gaps: The school’s nuanced view
of inflation (incorporating cost-push, conflict, and
structural factors) is criticised as too vague for clear
policy prescriptions. Unlike mainstream monetarism’s
simple “money supply” focus, Post Keynesians struggle
to offer systematic inflation solutions acceptable to
policymakers.
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* Post Keynesian
economics struggles
with formalisation and
policy implementation

» Marxist economics
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inequality, and
capitalist instability

3. Political Implementation Barriers: Even theoretically
sound policies (e.g., wealth taxes, capital controls)
often face resistance from financial markets and elites.
Critics argue this limits practical application, while Post
Keynesians counter that these constraints reflect power
structures rather than economic necessities.

4. Micro foundations Debate: The approach is challenged
for lacking conventional microeconomic foundations
based on individual rationality. Post Keynesians
respond that real behaviour follows social norms and
rules of thumb, especially under uncertainty - making
mainstream micro foundations unrealistic.

5. Eurozone Crisis Limitations: While Post Keynesians
correctly predicted austerity’s failure in Greece, their
solutions (debt forgiveness, fiscal expansion) were
politically blocked. This exposed key constraints:

* Global power dynamics overriding sound economics
» Inflation risks from expansionary policies

* Need for institutional reforms alongside economic
measures

These criticisms highlight Post Keynesianism’s core tension:
its strength in explaining real-world complexity becomes a
weakness when facing demands for simple, mathematically
elegant solutions. The school’s value lies in its realistic
treatment of uncertainty, power structures, and financial
instability - even as it struggles with formalisation and
political implementation. The ongoing debate underscores
that economic theory must balance analytical rigor with real-
world relevance.

4.4.5 Marxists Economics

Imagine factory workers assembling smartphones all day,
yet receiving only a small portion of the phone’s final price.
Marxist economics asks: where does the rest of the value go?
Rooted in the ideas of Karl Marx, this approach argues that
capitalism relies on exploitation—workers create more value
than they’re paid, and the surplus becomes profit for capitalists.
Like a farmer who labours but hands over most of the harvest
to a landlord, workers generate wealth but do not control it.
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* Marxist economics
critiques capitalism’s
exploitation,
instability, and
inequality

Marxist theory also sees economic crises like recessions not
as random, but as natural outcomes of capitalism. Falling
profits lead to wage cuts and job losses, reducing demand
and worsening the downturn. Unlike mainstream views that
see markets as self-correcting, Marxism exposes deeper
contradictions in the system and offers a lens to question
inequality, class divisions, and who holds economic power.

Marxist economics emerged during the Industrial Revolution,
where harsh factory conditions and extreme wealth disparities
exposed deep contradictions in capitalism. Karl Marx analysed
why workers remained poor despite creating value, arguing
that capitalists appropriated surplus value, that is the difference
between what workers produce and what they are paid. Marx
built on earlier theories by Adam Smith and David Ricardo.
Smith emphasised free markets, while Ricardo introduced the
labour theory of value. Marx extended these ideas, highlighting
how capitalism systematically exploits labour. Factories
replaced artisan workshops, stripping workers of production
control, which Marx saw as alienation, that is reducing workers
to mere profit-generating cogs. In The Communist Manifesto
(1848), co-written with Friedrich Engels, Marx described
capitalism as inherently unstable, predicting that workers
(the proletariat) would eventually challenge the system. He
criticized utopian socialism’s moral appeals, advocating a
scientific analysis of capitalism’s laws instead. His seminal
work, Das Kapital (1867), examined economic crises, showing
that overproduction and unemployment were inevitable under
capitalism’s relentless drive for profit. By the late 19th century,
Marxist thought influenced global labour movements, leading
to strikes, trade unions, and socialist parties advocating
better wages and conditions. The Russian Revolution (1917)
attempted to implement Marxist theory, with mixed results.
Today, Marxist economics remains relevant, analysing
modern economic injustices like gig economy exploitation,
corporate monopolies, and wealth inequality. Just as 19th-
century workers faced alienation and exploitation, today’s
precarious labourers encounter similar struggles. Marxist
economics is not just a historical framework but a critical tool
for understanding capitalism’s structural flaws and exploring
alternatives.

Marxist economics is not merely a set of economic theories but
a philosophical critique of capitalism, built on the principles
of historical materialism, class struggle, and the alienation of
labour.
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1. Historical Materialism: To grasp Marx’s philosophy, we
must first understand historical materialism. Historical
Materialism is the idea that material conditions, not
abstract ideas, shape society. Consider the transition

* Historical materialism from feudalism to capitalism: lords once ruled over serfs
links production who worked the land, but as trade expanded, a new class
changes to societal of merchants and factory owners emerged, wielding
shifts economic power instead of feudal titles. Marx argued

that such shifts occur because changes in how we produce
goods, whether through farming, factories, or digital
platforms reshape social relationships. Capitalism, in this
view, 1s not eternal but a historical phase that emerged
from earlier systems and will eventually be replaced
when its contradictions become unsustainable.

2. Class Struggle: At the heart of Marxist philosophy is
the concept of class struggle. In ancient Rome, slaves
rebelled against masters; in the Middle Ages, peasants
revolted against feudal lords. Under capitalism, Marx
saw a similar conflict between the bourgeoisie (owners
of capital) and the proletariat (wage workers). A factory
owner may claim that wages are fair, but if workers
produce goods worth far more than their pay, the
difference, that is the surplus value, enriches the owner,
not the labourers. This exploitation is not a moral failing
of individuals but a structural necessity of capitalism,
where profit depends on paying workers less than the
full value of their labour.

* Marxist economics
views capitalism
as structured class
exploitation

3. Alienation: Another key philosophical idea is alienation.
A carpenter crafting a chair experiences pride in their
work, seeing their labour embodied in a tangible product.
But in a capitalist factory, a worker repeating one small

« Marxist economics task on an assembly line never sees the finished product

sees capitalism as as their own. Marx argued that capitalism alienates

deeply alienating for workers in four ways: from the product of their labour,

workers from the act of working (which becomes a monotonous
chore), from their own human potential (as creativity
is stifled), and from fellow workers (as competition
replaces solidarity). This alienation explains why many
jobs feel meaningless despite their economic necessity.

4. Crisis and Contradictions: Marxist philosophy also
rejects the liberal notion of a neutral, self-regulating
market. Instead, it sees capitalism as a system that must
constantly expand, leading to crises. Picture a smartphone
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» Marxist economics
sees crises as inherent
to capitalism

» Marxist economics
envisions socialism
to replace capitalist
exploitation

* Capitalism innovates
through productivity
gains and new markets

company flooding the market with new models, only
to eventually face declining sales as demand saturates.
Workers are laid off, reducing overall purchasing power,
which deepens the crisis. Unlike mainstream economics,
which views such crises as temporary glitches, Marxism
sees them as inevitable outcomes of capitalism’s internal
logic.

5. Beyond Capitalism: Ultimately, Marxist economics
is not just about diagnosing problems but envisioning
an alternative. Marx believed that as workers became
conscious of their exploitation, they would unite to
overthrow capitalism, replacing it with a socialist system
where production serves human needs, not private profit.
Whilereal-world attempts at socialismhave been complex
and contested, the philosophical core of Marxism, which
focus on class, labour, and systemic critique, remains a
powerful tool for analysing inequality, exploitation, and
the contradictions of modern capitalism. By studying
it, we confront essential questions: Who truly creates
wealth in society? Why does inequality persist? And
what would a more just economic system look like?

Marxist economics remains a subject of intense debate,
with critics pointing to theoretical limitations and empirical
inconsistencies. As capitalism evolves, challenges to Marxist
thought continue, leading to constant refinement.

A major critique concerns profitability under capitalism.
Companies like Apple and Google maintain high profits
despite automation, contradicting Marx’s prediction of a
falling rate of profit. Critics argue that capitalism innovates
through productivity gains and new markets, as seen in the
postwar economic boom (1945-1973), when technological
advancements coincided withrising wages and living standards,
challenging Marx’s immiseration thesis. The empirical
record of Marxist predictions has also been questioned. Marx
anticipated growing monopoly power, but antitrust regulations
and competitive sectors like technology have introduced
market dynamism. Similarly, unemployment in advanced
economies fluctuates cyclically rather than experiencing
secular increases, undermining the predicted expansion of
the industrial reserve army. Marx’s labour theory of value
faces criticism from neoclassical economists, who argue that
value is determined by utility and scarcity rather than labour
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* Capitalism’s survival
contradicts marx’s
prediction of
inevitable collapse

» Marxist economics
evolves amid critiques
on profit, value, and
globalisation

alone. For example, two software startups may employ equal
labour input, but only one succeeds due to market demand.
This challenges Marx’s objective valuation of labour. The
transformation problem raises further concerns. In industries
like fashion, designer handbags sell at huge markups unrelated
to labour costs, making it difficult to consistently link prices to
embodied labour. Critics argue that Marxist solutions to this
issue require too many adjustments.

Globalisation complicates Marxist analysis, as it has helped
industrialise developing nations and lifted millions from
poverty. While exploitation persists, capitalism’s survival
contradicts Marx’s prediction of inevitable collapse. The
rise of East Asian economies shows development occurring
without proletarian revolution. Behavioural economics
questions class consciousness, as workers often act against
their interests, influenced by nationalism and ideology. For
example, Amazon warchouse workers rejecting unionisation
contradicts Marx’s assumption of inevitable worker
solidarity. Marx’s technological assumptions face scrutiny,
as automation has boosted productivity without causing mass
unemployment. The service sector’s growth has absorbed
displaced manufacturing workers, further challenging Marx’s
expectations. The rise of knowledge work complicates
traditional labour value theories. His crisis theory is contested
by capitalism’s institutional evolution. Central banking, fiscal
policies, and social safety nets mitigate downturns, preventing
the revolutionary conditions Marx foresaw. The 2008 financial
crisis, though severe, demonstrated capitalism’s resilience
through state interventions.

Despite these criticisms, Marxist economics continues
to evolve. Contemporary Marxists refine theories on
financialization, globalization, and the service economy,
ensuring the framework remains relevant in analysing
economic inequalities and systemic contradictions.
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Gandhian economics emphasizes self-reliance, ethical wealth distribution, and village-
centric models, rejecting industrial exploitation. Institutional economics examines how
formal and informal rules (e.g., property rights, social norms) shape economic outcomes,
emphasizing transaction costs and historical path dependence. Feminist economics
critiques traditional metrics like GDP for ignoring unpaid care work and gendered
inequalities, advocating for policies that address intersectional disparities. Post-
Keynesian economics focuses on uncertainty, endogenous money creation, and demand-
driven growth, arguing against equilibrium-based models and highlighting financial
instability. Lastly, Marxist economics analyses capitalism’s exploitative structures such
as surplus value extraction, class struggle, and cyclical crises.

Each paradigm provides tools to rethink economic systems: Gandhian thought prioritizes
sustainability; institutionalism stresses rule-based governance; feminism demands
inclusive policies; Post-Keynesianism advocates for proactive fiscal measures; and
Marxism critiques systemic inequities. Together, they challenge the dominance of
profit-centric growth models, offering frameworks to address contemporary issues like
inequality, climate change, and financial instability.

S

e

1. Explain the core principles of Gandhian economics.

2. How does institutional economics explain the persistence of informal economies in
developing nations?

3. What are the main criticisms of feminist economics regarding its methodology and
policy recommendations?

4. How did the 2008 financial crisis support Post-Keynesian theories about financial
instability and endogenous money?

5. Analyse Marx’s theory of surplus value. How does it differ from neoclassical
explanations of profit?
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Space for Learner Engagement for Objective Questions

Learners are encouraged to develop objective questions based on the content in the
paragraph as a sign of their comprehension of the content. The Learners may reflect on the
recap bullets and relate their understanding with the narrative in order to frame objective
questions from the given text. The University expects that 1 - 2 questions are developed for
each paragraph. The space given below can be used for listing the questions.
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THIRD SEMESTER - MA ECONOMICS EXAMINATION
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Time: 3 Hours Max. Marks: 70

8.

9.

Section A
Objective Type Questions

Answer any 10 questions. Each question carries 1 mark

(10x 1=10 Marks)

. Define imperfect competition.

. Which philosophical movement greatly shaped early economic thought in Scotland?
. Which Indian text contains detailed discussions on economic policy and statecraft?

. Which book is considered the magnum opus of Adam Smith?

. What was Nassau Senior’s key criticism of classical economists?

What is the focus of constitutional economics?

. Who defined science as a ‘body of knowledge with internal logic’?

Who is credited with the law of markets?

Who introduced the concept of marginal utility in British economics?

10. What was strictly prohibited in Islamic economic thought?

11. Describe the main principle of the Currency School?
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12. What is the central value in Gandhian economics?
13. Name the principal economic sector for the Physiocrats?
14. What is the central concept in Marshall’s definition of economics?

15. Who among the French liberals supported laissez-faire and anarcho-capitalist ideals?

Section B
Very Short Questions

Answer any 5 questions. Each question carries 2 marks

(5x2=10 Marks)

16. What was the central tenet of Say’s Law?

17. Define the term ‘paradigm shift.’

18. What was Malthus’s view on population growth?

19. State any two economic ideas from the Bible.

20. What is Wicksell’s cumulative process?

21. What were the Islamic principles governing trade and commerce?

22. What was the main disagreement between the Currency School and the Banking School?
23. What are the basic principles of Mercantilism?

24. What is Schumpeterian Creative Destruction.

25. Define political economy.

Section C
Short Answer

Answer any 5 questions. Each question carries 4 marks

(5x4=20 Marks)

26. Discuss the main contributions and principles of Gandhian economics.
27. Describe the features of ancient Indian economic thought as reflected in the Arthashastra.

28. Analyse the key perspectives of Marxist and Post-Keynesian schools of thought.
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29. Discuss the contributions of Cantillon to economic thought.

30. Explain the intellectual environment of the Scottish Enlightenment and its relevance to
economic thought.

31. Write a note on full cost pricing. Explain how it differs from marginal pricing.

32. Explain the key ideas in Adam Smith’s division of labour and its importance in economic
productivity.

33. Discuss Keynes’ concept of effective demand.

Section D
Long Answer/Essay Question

Answer any 3 questions. Each question carries 10 marks

(3x10=30 Marks)

34. Describe the Natural Law tradition and contributions of Turgot and Cantillon to economic
thinking.

35. How Keynes challenged classical economics. Explain the significance of the Keynesian
revolution.

36. Compare and contrast the views of British Anti-Ricardians with those of Ricardo and the
classical economists.

37. Critically examine the contributions of Milton Friedman to the New Chicago School.
38. Compare and contrast the views of Mises and Hayek on socialism and business cycles.

39. Critically examine the rise of mathematical economics and econometrics, and their
influence on economic theory and policy-making.
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SREENARAYANAGURU OPEN UNIVERSITY
MODEL QUESTION PAPER 11

QP CODE: ......... Reg. NO : c.oivvviiivneinnnnnenne

THIRD SEMESTER - MA ECONOMICS EXAMINATION
DISCIPLINE SPECIFIC ELECTIVE COURSE
M23ECO01DE
HISTORY OF ECONOMIC THOUGHT
(CBCS - PG)

2023-24 - Admission Onwards

Time: 3 Hours Max. Marks: 70

8.

9.

Section A
Objective Type Questions

Answer any 10 questions. Each question carries 1 mark

(10 x1=10 Marks)

. Who introduced the concept of the Tableau Economique?
. What does econometrics combine?

. Which classical economist predicted overpopulation and famine due to population

growth?

. In which civilisation was the concept of ‘just price’ central to moral economic order?
. What equation is central to the Quantity Theory of Money?
. Name one leading proponent of heterodox economics.

. Which type of competition assumes complete knowledge among buyers and sellers?

Who authored The Theory of Money and Credit?

Who is considered the most important Christian thinker of the Middle Ages?

10. What does public choice theory study?
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I1.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

24.

25.

What economic school is Friedrich Hayek associated with?

Who introduced the theory of rent among the classical economists?

Which economic theory emphasises the role of class struggle and surplus value?

Which economist developed the concept of the natural rate of interest?

What scientific figure influenced Adam Smith’s methodological thinking?

Section B
Very Short Questions

Answer any 5 questions. Each question carries 2 marks

What is meant by the term ‘rivalrous competition’?

Why was economics called the ‘dismal science’?

What are the two branches or examples of heterodox economics.

List out any two key features of Menger’s approach to economics.

What is the central aim of mathematical economics?

What was Mises’ critique of socialism?

What is the core concept of Friedman’s monetarism?

What is Adam Smith’s concept of the invisible hand?

Mention two economic contributions of the ancient Egyptians.

State any two assumptions of the Quantity Theory of Money.

Section C
Short Answer

Answer any 5 questions. Each question carries 4 marks

(5X2=10 Marks)

(5X4=20 Marks)

26. Discuss the significance of Thomas Aquinas in medieval economic thought.

27. Discuss the significance of Say’s Law.
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28. Discuss the contributions of Wicksell and Fisher to interest theory and the development
of the Quantity Theory of Money.

29. What is the significance of mathematical modelling in modern economics?

30. Briefly compare the contributions of Jevons, Menger, and Walras to the marginal
revolution.

31. Discuss the central theme of feminist economics.
32. Describe the key features of economic life during Medieval India.

33. Explain in detail the three branches of knowledge: epistemology, methodology, and
philosophy of science.

Section D
Long Answer/Essay Question

Answer any 3 questions. Each question carries 10 marks

(3X10=30 Marks)

34. Analyse how Newtonian scientific methodology influenced the foundation of economic
theory during the Enlightenment, especially in the works of Adam Smith.

35. Discuss the key features of economic thought in the ancient civilisations of Egypt, China,
and Rome.

36. Examine the major themes in Karl Marx’s critique of classical political economy.
37. Analyse the influence of Christianity on medieval economic thought.

38. Discuss the evolution and major themes of heterodox economics, highlighting its role in
challenging mainstream economic thought.

39. Discuss in detail the Currency School-Banking School debate.
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