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Director’s Welcome
As Monash’s Director of Publications for 2016 I have been
tasked with overseeing various projects. Our orientation
week magazine, ‘Irrational Expectations,’ was a successful
venture, a testament to the hard-work of our writing staff,
editors, committee members, and graphic design team. We
have continued to produce high-calibre pieces for our website,
ranging from the housing market, to superannuation, and even
the economics of Game of Thrones. Our efforts culminated in
election coverage with our partners at Melbourne University
on election eve.
The second edition of Short Supply promises to be as
entertaining and informative as the first. This year’s theme,
History of Economic Thought, touches on the contributions of
many great economists throughout the last 500 years – some
well-known, others often overlooked. The aim of this edition
is to highlight the progress of economic thought, as well as to
document the origins of the field as we know it today.
We are excited to have contributions from two leading
academics at Monash University – Dr. Elias Khalil and Dr.
Simon Angus. These academics complement our capable
team of budding economics writers, who have worked tirelessly to create the articles in this publication. If writing about
economics interests you then we would love to hear from you!
Relevant details for potential applicants can be found on the
back page of this magazine.
Finally, I would like to express my thanks to a few key
contributors to this magazine. First, the ESSA committee (past
and present) for its assistance in producing this publication.
Secondly, the department of economics at Monash for its continued support of the publications department and ESSA as a
whole. Last, but certainly not least, our graphic design team,
particularly Marion Cristobal who has designed this magazine
(among others) and the illustrators who have contributed. A
full list of contributors can be found on the inside front cover
of this year’s Short Supply.
We look forward to continued support from all our stakeholders so that we can maintain our high standards for publications in the future.

David Hurley
Director of Publications (Monash University)
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Rethinking the
Rationality paradigm…
BY HUGH OLIVER

Rationality is often assumed, yet far from perfect.
The question remains, does rationality still have a place
in modern economic thought? Oliver discusses…
The neoclassical normative ideal, that humans are unboundedly
rational, is - and has been for some time now - losing traction. At
the same time, theories identifying significant practical limits on
human decision-making in the real world have steadily gained
momentum in the sphere of behavioural economics. Economics is no longer divorced from the reality in which it applies.
Though academics at the extreme end of the spectrum contend
that models of unbounded rationality should be discarded
entirely because they lack any predictive power, I will argue
that this is a simplistic solution to a complex problem. Whilst
human behaviour cannot be modelled according to reductivist
rules and methodologies, there is currently no single theory
of human behaviour that is immune from criticism. The better
solution is not singular; it is multi-faceted. It is to recognise
that neoclassical economics is normative and indicates how
we should make decisions. Conversely, bounded rationality or
behavioural economics is descriptive - it shows how we do make
decisions. By understanding how these theories interrelate,
we can better understand how to modify our actual decision
making to bring it more in line with normative decision-making.
Neoclassical rationality
So what is neoclassical rationality?
Neoclassical rationality (or Rational Choice Theory - RCT) is
underpinned by a number of assumptions as to how a ‘rational’
person supposedly makes decisions. Rational decision-makers
have well defined and consistent preferences and consider all
available information when making decisions. For example, the
efficient market hypothesis assumes there are rational investors that are able to incorporate all available information when
making investments and therefore capitalise on unexploited
profit opportunities as soon as they materialise. Rational individuals are not constrained by context. Nor are they limited
by environmental factors (framing, advertising etc), cognitive
factors (memory constraints etc) or time constraints. It does
not take a Nobel Prize winner to realise that this conception

of human behaviour is reductive, simplistic and approximate.
However, as I will show later, I do not believe that neoclassical rationality is entirely superfluous.
Behavioural economics
Neoclassical economics is sharply contrasted by behavioural
economics, which paints a very different picture of human
decision-making. Though there are a range of separate theories that have evolved in this field, I will focus on the work of
Daniel Kahnman and Amos Tversky (two respected behavioural
economists).
Kahnman and Tversky deconstruct human decision-making
into two separate ways of thinking: system one and system two.
System one is a metaphor that describes intuitive, automatic
and effortless thinking. In contrast, system two describes slow,
controlled and deliberate thinking. Many examples of sub-rational and even irrational decisions are the product of system one
and result from the fact that people often accept their intuitive
decisions without question. Excessive and undue reliance on
system one leads to a range of predictable cognitive biases
that translate into systematic errors in judgement and choice.
These cognitive biases are pervasive in actual human
decision-making. And fundamentally, these cognitive biases
stem from heuristics. Put simply, heuristics are simplifying
mental short cuts that we rely on when making decisions.
The human mind is not well designed to deal with uncertainty,
probability and excessive complexity. Heuristics therefore
enable us to simplify our subjective realities. But they come
at a corresponding cost. Cognitive biases can manifest in
misunderstandings of probabilities, a propensity to construct
simplistic causal explanations for inherently random events
and a vulnerability to make different decisions purely on the
basis of how information is framed (see the Asian Disease
Experiment, the Linda problem etc).
Self-evidently, the model of human behaviour described
by Kahnman and Tversky is a more accurate characterisation
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of human decision-making. But it is also inconsistent with the
predictions yielded by RCT.
Reconciling theory with reality
So does this mean that rationality should be discarded from
mainstream economics?
My answer is no.
I believe that the previous bounded rationality theories
are fundamentally descriptive. They characterise how people
do make decisions. But bounded rationality is not normative. It
does not indicate how people should make decisions. The fact
is, people can make better decisions in line with RCT. RCT represents the standard of decision-making that we should aspire.
And here is why…
1. Firstly, there are enormous difficulties in incorporating
bounded rationality - as a collection of insights - into a coherent economic theory. Macroeconomic models are often
reasonably good approximations of reality. Attempting to
incorporate the intricacies of human decision-making may
improve the predictive capacity of economic models, but
at a higher cost in terms of complexity. Moreover, unless
bounded rationality can be analysed predictably, it may
lead to ambiguous and conflicting insights when included
in economic models. This would undermine the analytical
clarity that is associated with assuming humans are rational.
2. Secondly, RCT is based on objective axioms of probability and statistics. When a person makes decisions that
violate consistency of choice, probability and transitivity
they become prone to systematic errors in judgement
and choice. Kahnman shows that by describing a fictional
female character as passionate for ‘social justice’ and
‘outspoken’ subjects were more likely to rate her as a
feminist bank-teller than a bank teller. But, feminist bank
tellers are a sub-set of bank-tellers more generally; and
so there is a higher probability that Linda is a bank-teller.
Failing to make decisions in line with RCT can lead to
objectively incorrect answers.
3. Thirdly, the study of economics is concerned with aggregates. Ross Don (2013) argues that there is little difference
between assuming humans are rational versus assuming
humans are boundedly rational when conducting macroeconomic analysis. This is because bounded rationality, in
the context of markets, is often determined by institutional
and informational factors that are specific to the market in

4.

question. This varies from market to market. Consequently,
there is no general theory of bounded rationality that can
explain how people behave across all markets.
Fourthly, it is possible to ‘nudge’ individuals towards making
better decisions in line with RCT. Richard Thaler and Cass
Sunstein (2008) refer to this policy as ‘libertarian paternalism.’ They argue that people’s decision making can be
influenced by ‘choice architecture.’ In other words, policy
makers can create conditions that will encourage people
to make better decisions. One simple example of this is
making healthy food more accessible in supermarkets or
introducing plain packaging for cigarettes. By manipulating cues in the environment, policy makers can therefore
guide a person’s decision making to bring it more in line
with RCT. On this basis, RCT remains a useful normative
standard for policymakers.

Future directions
No single theory of human behaviour accurately describes our
decisions in every set of circumstances. Each theory brings
with it a unique set of insights into human behaviour. Each
theory brings with it a corresponding set of criticisms. It is not
inconceivable that these theories will one day be reconciled
and combined into a coherent general theory of human behaviour. Until then, behavioural economics serves an important
descriptive function. Importantly, bounded rationality can only
be meaningfully understood relative to unbounded rationality
(RCT). After all, bounded rationality purportedly demonstrates
the fact that humans do not always act rationally. This presupposes that rationality is - and should remain - the normative
ideal of human decision making.
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Why lemons don’t
always make lemonade:
The importance of
information asymmetry
BY EDMUND KEMSLEY

Is perfect completion feasible in a world where there is
imperfect knowledge? Edmund Kemsley explores how
information asymmetry can lead to market degradation
and, in extreme cases, failure.
Think about the first major economic transaction that most
people face: buying your first car. Being an attentive consumer,
you had to carefully consider numerous details from safety
features to fuel efficiency and so on. Yet, being limited to the
second-hand market meant one factor was more important
than any other: the condition of the vehicle. If one thing was
certain, you didn’t want your first car to be lemon.
Assuming that you aren’t a mechanic, the seller of a used
car will know more about the good’s condition than the buyer;
that means that they are in an advantageous position. In economics terms, this is due to what is known as information
asymmetry. Economist George A. Akerlof considered the
problem of information asymmetry to be very important to the
field of economics. In the 1960s, the general school of thought
in the economic community largely lent on the single model of
perfect competition.i This model relied on the assumption that,
more often than not, perfect information was available to both
participants of a transaction and that information asymmetry
wasn’t of any significant concern.
In order to demonstrate the short comings of the perfect
competition model, Akerlof wrote the now-influential article,
The Market for ‘Lemons’. Akerlof used the second-hand car
market to show that without institutions, certain markets can
experience degradation and eventually complete failure. In
the used car market, sellers of ‘lemons’ (cars in bad condition)
are at an advantage; only they know that their car is a lemon.
Because a buyer must assume that some cars are lemons- but
cannot distinguish between a lemon and a ‘peach’ (the immaculate high-quality cars)- the buyer will be forced to factor in the

probability of buying a lemon, lowering the maximum price they
are willing to offer. Consequently, the sellers of ‘peaches’ are
deprived of any appropriate offers for their pristine cars and
this drives the sellers of peaches out of the market. In turn,
the quality of goods in the market will degrade, causing the
cycle to repeat until the point in which only the ‘lemons’ remain.
The Market for ‘Lemons’ was concerned with three concepts: information asymmetry, the role of institutions in market
efficiency and the link between microeconomics and macroeconomics. Firstly, Akerlof demonstrated that asymmetric
information - if concerning a fundamental factor - could lead to
complete market failure, questioning the assumption that free
markets always lead to mutually beneficial outcomes. Secondly,
Akerlof produced a convincing argument for the incorporation
of strong institutions in an economy. In order to preserve market
efficiency and protect the needs of both sellers and buyers,
some sort of mechanism was necessary - think pre-purchase
checks or consumer protection regulation.ii Lastly, Akerlof’s
findings raised an important question: if asymmetric information could lead to market failure and the market in question
were large enough, could that market’s failure affect the entire
economy? (Hint: Arkerlof thinks yes).
Like many before him, Akerlof’s ideas were considered
to be provocative. After receiving his Ph.D. from MIT in 1966,
Arkerlof got to work trying to tackle the problem of introducing information asymmetry to the perfect competition model.
Akerlof started by considering the inefficiency of the “egg-grader” model of education (I have an economics degree, you have
an economics degree, but are we equally educated?) before
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the lemon theory reminds us that
we are all susceptible to the risks
posed by asymmetric information.

progressing to the used automobile market. In 1967, Akerlof
submitted his paper to The American Economic Review, it was
rejected for being too trivial. Akerlof tried again, this time The
Review of Economics Studies, he received the same response.
The third rejection was perhaps the most intriguing. The Journal
of Political Economy responded by declaring that if he were
correct, no used cars would ever be sold, so he must be wrong.
iii
It was a case of fourth time lucky for Akerlof as in 1970 his
paper was published in the Quarterly Journal of Economics.
There is an important lesson to be learned from the lemon
story. The first three journal editors were bogged down by
the literal details of Akerlof’s theory. An astute economist
should avoid this at all costs, although many can’t. This being
said, since being published many people have used Akerlof’s
theory to explore the implications of information asymmetry
in the economy. Akerlof’s work played a central role in inspiring the well-regarded work of Michael Spence and Joseph
Stiglitz, two economists with whom he shared a Nobel Prize
in Economics in 2001. More importantly, his theory has also
inspired successive economists to question the assumptions of
traditional economic models. As a result, his ideas have played
an important role in the development of economic thought into
the more comprehensive field it is today.
Not surprisingly, some critics have continued to test and
challenge the ‘lemon’ theory. Hoffner and Pratt, declare that
“known defects provision” laws found in some U.S. states
are ineffectual at creating better quality second-hand car
markets.iv For Akerlof and co., however, the economic debate
has progressed and more advanced economic questions are

demanding their attention. The foremost of these surfaced in
the aftermath of the latest global financial crisis. Something
about the GFC sounds familiar: a worldwide economic crisis
brought on by the dissemination of toxic debt deemed to be
safe by an unreliable credit rating system or maybe it’s the
financial market failure that followed. If one thing is assured,
the lemon theory reminds us that we are all susceptible to the
risks posed by asymmetric information. I have no doubt that
The Market for Lemons will remain significant to economic
discussion for years to come.

"The Market for 'Lemons'": A Personal Interpretive Essay.
“George A. Akerlof.": The Concise Encyclopedia of Economics. Library of
Economics and Liberty
iii
"The Market for 'Lemons'": A Personal Interpretive Essay.
iv
Hoffer, George E., and Michael D. Pratt. 1987. "Used Vehicles, Lemons
Markets, And Used Car Rules: Some Empirical Evidence". J Consum Policy
10 (4): 409-414.
i

ii
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The Swedish Brains
Behind the Welfare State
BY EDDIE GO
Few places in the world have managed to maintain strong
economies with high tax rates and welfare spending.
Eddie Go delves into the Swedish origins of the unique
Scandinavian model.

Welfare capitalist policies are often touted as a means of addressing inequality in developed nations. A prime example of
this would be the presidential campaign of Bernie Sanders,
which has energised many American voters with the prospect
of universal health care and free college tuition. The term
welfare capitalism loosely describes an economy operating
under a capitalist framework, that also provides welfare to its
citizens through welfare distribution policies such as taxes.
Australia, for example, has initiated welfare-state reforms such
as Medicare and social security.
However, welfare capitalism tends to be more frequently
associated with the Scandinavian and Nordic countries in
Europe, such as Sweden and Denmark. These countries typically provide extremely generous welfare programs such as
free education, funded through high tax rates. Scandinavian
economies have performed surprisingly well over time, despite
a high level of taxation and government regulation. Indicators
such as high GDP per capita, strong global competitiveness and
low-income inequality have contradicted mainstream economic
theories, baﬄing many. The Scandinavian and Nordic models
remain a subject of debate, ridiculed by classical economists
whilst lauded by some progressives as a path towards equality.
Scandinavia’s continuing prosperity raises an abundance
of questions. How has this economic model, often tied to
socialism, stood the test of time? Which economic theories
underpin the welfare state? And will Scandinavia be able to
maintain the status quo into the future, or is it likely to implode?
Though the development of Scandinavian economics can
be attributed to a number of thinkers, it was during the 1930s in
which welfare policies and intervention practices really began
to gain traction in Northern Europe.i This of course was during
the midst of the Great Depression, and the decade in which
the famous John Maynard Keynes developed his demand-side
economic model. IIn particular Sweden’s government policies
have been based on theories presented by the ‘Stockholm
School’, a group of Swedish economists who independently

formed similar views to Keynes.
Among the Stockholm School was Gunnar Myrdal (18981987), a Nobel-winning economist who held a strong interest
in the relationship between social science and economics.
Myrdal was a frequent critic of the classical school of thought,
often advocating and developing arguments for further demand-side economic policies.ii Myrdal’s work on social policy
and his 1930s literature are often considered to have formed
the building blocks of today’s Scandinavian model.
Inspired by a fellowship to the United States and the effects
of the Great Depression, Myrdal began to propose policies
he believed would restore prosperity and full employment in
Sweden.iii His 1932 article “The Dilemma of Social Policy” argued
against the perception of social spending as costs, but rather
investments in human capital as a means of improving social
and economic outcomes.iv Welfare spending has of course
helped in narrowing the income gap, but the economic payoff
from investing in citizens remains debatable.
Myrdal’s most influential text during the 1930’s was Crisis
in the Population Question, co-authored with his sociologist
wife. Though the book wasn’t heavy on economics, it delivered some compelling insights into how social policies could
be implemented to address the economic threat posed by
declining fertility in Sweden. The authors outlined a rationale
behind implementing bold economic policies, such as passing
the financial burden of parenthood onto the community. The
book sparked the establishment of a Swedish Population Commission in 1935, with policies such as parental subsidies coming
to fruition shortly afterwards.v Sweden became perceived as
i
Musial, K. (1998). Tracing Roots of the Scandinavian Model. Image of
Progress in the Era of Modernisation. Berlin: European University Institute.
ii
Carlson, B. (2013). Gunnar Myrdal: Ideological Profiles of the Economics
Laureates. Econ Journal Watch, 10(3), 507-520
iii
Jackson, W.A. (2014). Gunnar Myrdal and America's Conscience: Social
Engineering and Racial Liberalism (Rev. ed.). North Carolina: UNC Press
Books.
iv
Eliaeson, S. & Kalleberg, R. (2009). Academics as Public Intellectuals.
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only time will
tell whether
welfare
capitalism
should remain
Scandinavia’s
economic model
of choice.

a leader in Scandinavia, and similar policies were eventually
adopted throughout the region.
The Stockholm School and Myrdal’s early work are seldom
discussed in economics today. The group’s influence waned
after the 1930s, and prominent members such as Myrdal pursued
other interests such as politics. Their failure to remain relevant
globally is often attributed to the lack of a general, unifying
model capable of describing their many theories.vi Language
was also a barrier – theories presented by English economists
such as Keynes were more widely accessible.vii Regardless,
the Stockholm School certainly made an impact within the
Scandinavian region, laying the foundations for a welfare state
during what was probably one of Sweden’s most significant
transitional periods.
Many explanations have been tossed around as to how
Scandinavia has managed to prosper. The view on the left is
reminiscent of Myrdal’s – decades of investment in education
and health has contributed towards economic growth. An educated population implies a more valuable labour force, and
a healthy population results in more people being physically
able to work.
Skeptics of the model believe there is more to the story.
Milton Friedman, the famous Chicago School economist, cited
the small and homogeneous populations as major contributors
to Scandinavia’s prosperity.viii Citizens of Scandinavian populations such as the Swedes do indeed tend to share similar
cultural values and a common purpose, but how does this
relate to economics? Scandinavians have a high level of social
trust, and economically unproductive activities such as corruption are frowned upon.ix A willingness to pay taxes, absence
of unscrupulous behaviour, and trust within the population
ensures resources are used efficiently and that transactions
are conducted swiftly.
Looking ahead, an ageing population and influx of immigration pose the greatest threat to the sustainability of Scandinavia’s economic model. Refugee inflows are likely to place
initial pressure on welfare spending, since many arrive poorly
trained and educated. However, countries such as Sweden have
undertaken efforts to train and employ refugees with moderate
success.x An ageing population may be more troublesome,
as more Scandinavians will be exiting the workforce with care
needs. Nonetheless, the Scandinavians have demonstrated
that balancing government regulation with capitalism is far
from impossible. Future economic success will rely heavily
on social cooperation and the ability to adapt to demographic
changes. Only time will tell whether welfare capitalism should
remain Scandinavia’s economic model of choice.

Newcastle: Cambridge Scholars Publishing.
v
Jackson, W.A. (2014). Gunnar Myrdal and America's Conscience: Social
Engineering and Racial Liberalism (Rev. ed.). North Carolina: UNC Press
Books.
vi
Jonung, L. (1991). The Stockholm School of Economics Revisited.
Cambridge. Cambridge University Press.
vii
Jonung, L. (1987). The Stockholm School after Fifty Years: A Conversation
with Lars Jonung. Eastern Economic Journal, 13(2), 93-97.

Friedman, M. (2006). Free Markets and the End of History. New
Perspectives Quarterly, 23(1), 37-43.
ix
Kommunekredit, Kommuninvest & MuniFin. (2012). The Nordic Model
- Local government, global competitiveness in Denmark, Finland and
Sweden. Retrieved from https://www.munifin.fi /invest-munifin/nordic-model
x
International Monetary Fund. (2016). The Refugee Surge in Europe:
Economic Challenges. Retrieved from https://www.imf.org/external/pubs/ft/
sdn/2016/sdn1602.pdf
viii
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Ibn Khaldûn
and Adam
Smith—The
Heroes of
Modern Times
BY DR. ELIAS L. KHALIL
Ibn Khaldûn and Adam Smith cannot be further apart from each
other. Ibn Khaldûn, who died in 1406 in Cairo, Egypt, was at
the edge of the decline of the Arabic-Islamic civilization. Adam
Smith, who died in 1790 in Edinburgh, Scotland, was at the edge
of the rise of contemporary Western civilization.
Ibn Khaldûn was an Arabic-Islamic philosopher of history
and considered the father of modern sociology. Adam Smith
was a Scottish philosopher of moral philosophy and considered
the father of modern economics. Ibn Khaldûn was a man of
the world. Aside from his scholarly pursuits, he was a notable
political operator. He acted as an ambassador to warring lords
in Spain, as a negotiator of treaties among diverse kingdoms
in North Africa, a conversant at the gates of Damascus with
Tamerlane, the Turco-Mongol conqueror and the founder of the
Timurid Empire in Persia and Central Asia. In contrast, Adam
Smith was reserved and a recluse, far away from the political
turmoil of his times.
Yet, both shared a common zeal. Both naturalized the study
of man, laying down the foundation of modern social sciences. Consequently, we can study human affairs as a scientific
subject, similar to how we study primates, bees, plants, and
the planets. However, Smith and Khaldûn naturalized the study
of man in different ways.
Ibn Khaldûn (1332-1406)
Ibn Khaldûn wrote his massive introduction, called in Arabic
Al-Muqaddimah (“The Introduction”) in 1377, while taking refuge
with one of the Berber tribes, in the west of modern Algeria. It
was supposed to be an introduction to his six-volume book of
history, Book of Lessons, Record of Beginnings and Events in
the history of the Arabs and Foreigners and Berbers and their
Powerful Contemporaries. However, Al-Muqaddimah became
a self-standing volume - even in his life-time.
In Al-Muqaddimah, Ibn Khaldûn (1967) argues that any
political community, and its development, obeys laws that are
independent of the intervention of God. Ibn Khaldûn criticized
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fellow historians on many counts; most important for us is their
failure to uncover the laws governing the transformation of
human society. One of these laws covers the rise and falls of
dynasties. In a single stroke, Ibn Khaldûn defied a long intellectual tradition. Most historians viewed the affairs of men and
their polities as interweaved with the lives of the gods. Or at
least, in their writings, these historians failed to provide deterministic laws of the development of dynasties and kingdoms.
Ibn Khaldûn was the first social scientist—over two hundred
years prior to Vico—to posit that the fate of polities is the
outcome of human action. He reasoned that a new dynasty
arises out of the ashes of a corrupt one. A dedicated chieftain
who comes from the periphery and who has led an austere
life-style usually leads the new dynasty. The new leader, with
his ascetic-like way of living, makes strong impression on his
new subjects. As a result, the leader and the new ruling elite
acquire allegiance, which he calls “’assabiya.” ‘Assabiya is a
group bond that constitutes tribalism, clanism, or, in the modern
context, nationalism. The second and third generations of the
dynasty strengthen its institutions, given the strong ’assabiya
that the founding generation has mustered. However, with the
fourth generation, the ascetic life of the elite gives in to the
lure of luxury and lavish life-styles. The people start to feel
less loyalty to the ruling elite, initiating a decline that usually
ends the dynasty by the fifth or sixth generation. Such decline
sets up the stage for the replacement of the current elite with
a new, ascetic elite. And the cycle repeats itself.
In 1378, Ibn Khaldûn returned to his native Tunis after a
long absence. The conservative religious establishment did not
treat him kindly, opposing his effort to reform the educational
system. This forced him to flee to Cairo, where he spent the
last two decades of his life as a religious judge.
Adam Smith (1723-1790)
Adam Smith takes up the challenge posed by Bernard Mandeville: If we remove the church, is there anything to regulate
the passions and guarantee a moral order? Smith answers
Mandeville in his book, The Theory of Moral Sentiments, written
in 1759.
Smith (1976) argues that humans, by their very nature,
possess the ability to sympathise with their fellow human
beings. Neither the church nor commands from any authority
instructs humans to have sympathy. To wit, person A sympathises with B like a neighbour, in the same way that A would
sympathise with himself. Insofar as the pursuit of self-interest
is not commanded by God, neither is the act of benevolence
towards others. One pursues self-interest for the same reason
why one acts with benevolence—both geared to enhance
wellbeing. Both motives (what economists call “preferences”)
are hence virtuous.
The main point is not that Smith legitimised the pursuit of
self-interest, the core operative in the nascent market-centred
economies. The main point is rather that, in a single stroke,
viz., sympathy as the basis of self-interest and the moral order,
Smith manages to cut the cake differently from a long intellec-
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tual tradition starting with Plato, canonized by St. Augustine’s
philosophy as the basis of the Catholic Church dogma, and
affirmed by the scientific-sounding Descartes. Smith argues
we should not, contrary to this long Western tradition, place
self-interest as part of the passions, to be seen essentially as
“selfishness,” and turn around and oppose the passions to
reason. Rather, we should think of the passions as the basic
elements, the primitives, from which reason arises. One has a
passion to help the self. One also has the passion to help others.
One has to evaluate which action, given the circumstances as
defined by comparative costs and degree of sympathy, takes
precedent over other alternatives. So, the passions (to put it
in the economist terms) are the primitives that make up the
preference set. On the other hand, the comparative costs and
sympathy are constraints that define for us the optimal action.
So, rationality is about the procedure of selecting the
proper passion among all possible sympathies (Khalil, 1990).
In addition, sympathy plays another important goal. Once
reason decides what the optimal action is, it is another matter
of having a strong will to carry it out. More often, under the
heat of the moment, the actor may execute an action that is

These two heroes
opened the single
gate needed for
the flourishing of
human sciences
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its proper dimensions. And the impartial spectator, if he or she
sees that the principal is over-agitated, the spectator naturally
cannot carry the self and place it in the station of the principal,
i.e., express sympathy. Given that the principal wants such
sympathy, the principal starts to examine his or her situation
from a distance - from the station of the impartial spectator.
Such examination leads the principal to lower the pitch of
the emotion, mitigate the temper, and refrain from actions
that invite self-blame. Such lowering of the pitch enables the
impartial spectator to travel the distance and place the self in
the station of the principal. This means that sympathy entails
the approval of the action of the principal, i.e., the principal
has acted rationally.
What Smith calls the cooling off mechanism, and what I
regard as the execution of the optimal action (Khalil, 2010), is
“the virtue of self-command.” In this fashion, the action of the
principal exhibits the unity of passion and reason. Further, such
unity, once coupled with sincerity, amounts to a moral action,
where the agent’s intention is transparent, such as in the case
when the principal does not pretend, seek public applause, or
try to make virtue out of necessity. The desire to be authentic
and sincere (what Smith calls the desire to be praiseworthy,
and not just seek praise) stems also from one’s desire for true
sympathy, to exhibit and act according to the recommendation
of the impartial spectator, who is ultimately a fiction of the voice
that resides deep in one’s breast.
For Smith, in short, the moral order can arise from the
biology of the passions. There is no need for metaphysical rules
of morality to explain human behaviour. This is similar to the
thesis of Ibn Khaldûn: there is no need to appeal to the anger
or approbation of God to explain the fall and rise of dynasties.
These two heroes opened the single gate needed for the
flourishing of human sciences. This gate permits us to explain
micro behavior and the behavior of polities as we are able to
explain the motion of planets and behavior of plants and bees.

suboptimal. Therefore, it is beneficial for the actor to restrain
the self, to pull the self out of the situation, and reflect from a
distance on the optimal way to act.
But how does the “cooling off ” period take place? Do we
need, after all, the intervention of commands from the heavens?
For Smith, again, the answer is no. The person, under the heat
of the moment, usually wants sympathy from what Smith calls
the “impartial spectator.” The impartial spectator, who stands
at a distance, is usually free from the heat of the moment. So,
the sympathy of the impartial spectator is neither automatic nor
guaranteed. The impartial spectator can assess the situation in
Ibn Khaldûn. The Muqaddimah: An Introduction to History, 3 vols., 2nd
edition. Trans. Franz Rosenthal. Princeton: Princeton University Press, 1967
(1377).
Khalil, Elias L. “Beyond Self-Interest and Altruism: A Reconstruction of
Adam Smith's Theory of Human Conduct.” Economics and Philosophy,
October 1990, 6:2, pp. 255-273.

“Adam Smith's Concept of Self-Command as a Solution to Dynamic
Inconsistency and the Commitment Problem.” Economic Inquiry, January
2010, 48:1, pp. 177-191.
Smith, Adam. The Theory of Moral Sentiments, eds. D.D. Raphael and A.L
Macfie. Oxford: Oxford University Press, 1976 (1759).
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W Brian Arthur
the Complexity Economics vision

BY DR. SIMON ANGUS
What is an ‘Economy’?
For much of modern economic thought, the economy has
been presented as a system which not only tends towards, but
habitually, announces itself at ‘equilibrium’, for which the transient,
inter-equilibrium, state is of little interest. Here, the economy is
an efficient information processing and allocation mechanism,
aggregating vast quantities of information (billions of preferences,
offers, production and transaction costs) and deftly allocating
scarce resources and time to the highest marginal gain. Where
the economy fails to be this model of efficiency, it is because
of distortions to its underlying modus operandi — things are
getting in the way of efficiency. Such distortions can be identified,
policies developed, and (politics-willing) efficiency regained.
So far so good.
But what if the time spent by any economy in a state of ‘equilibrium’ is actually a blip in time — a rare moment of dynamic rest
— before the system plunges again into a long-lived transient,
a period characterised by all manner of complicated feedback
mechanisms, dynamic preferences, learning and behavioural
shifts, of temporal dynamics characterised by long ‘build' periods
and short-lived ‘release' events?
In other words, what if non-equilibrium is the normal state
of economic systems? What then?
Thankfully, Santa Fe Institute economist W Brian Arthur has
devoted his life to thinking about just such non-equilibrium economics (Arthur, 2010). He coined the term complexity economics
in a 1999 Science article to denote such a situation (Arthur, 1999).
Three themes could be said to sum Arthur’s counter-cultural
complexity economics perspective: I. non-equilibrium dynamics; II. perpetual novelty; and III. inductive reasoning (Arthur,
2010). Arthur summarises elsewhere, "complexity economics
sees the economy as in motion, perpetually ‘computing' itself
— perpetually constructing itself anew. Where equilibrium economics emphasizes order, determinacy, deduction, and stasis,
complexity economics emphasizes contingency, indeterminacy,
sense-making, and openness to change.” (Arthur, 2013:p.1)
Indeed, complexity economics draws on a broader movement in the sciences called ‘complexity science’ (Holland, 2014),
that studies, "how the interacting elements in a system create
overall patterns, and how these overall patterns in turn cause
the interacting elements to change or adapt. It might study how
individual cars together act to form patterns in traffic, and how
these patterns in turn cause the cars to alter their position. Complexity is about formation — the formation of structures — and

how this formation affects the objects causing it.” (Arthur, 1999:p.2)
Notice Arthur’s emphasis on formation. For Arthur, questions
of allocation are reasonably investigated with notions of equilibrium, the formation of the economic system, and its onward
sectorial and networked trajectory need to employ other tools
(Arthur, 2013). A good example of these tools is found in Arthur’s
fascinating combinatorial and computational study of technology,
“the evolution of technology within a simple computer model”
(Arthur & Polak, 2006).
Whereas much of neo-classical and even new-growth
theory treats technology as a simple multiplier, Arthur is deeply
fascinated by how the process of invention, modularisation,
and recombination that stands behind all of our productive
methods actually comes about. In the paper, Arthur and Polak
use software to model the evolutionary process of discovery
itself. Small pieces of code are built from primitive operators,
which, after trial-and-error, combination and re-combination,
are built up over successive iterations into complex functional
operators capable of mimicking advanced computing tasks.
In doing so, Arthur and Polak shed new light on the very
nature of technology itself, "technology”, they write, “the collection of devices and methods available to human society —
evolves by constructing new devices and methods from ones
that previously exist, and in turn offering these as possible
components — building blocks — for the construction of further
new devices and elements. The collective of technology in
this way forms a network of elements where novel elements
are created from existing ones and where more complicated
elements evolve from simpler ones.” (Arthur & Polak, 2006:p.23,
see also Arthur, 2011) Here is theme II: perpetual novelty — the
ability for economic systems, driven by the creativity of mankind,
to constantly re-form, re-fashion, re-skill, re-build themselves.
Arthur classically applied complexity thinking to the nature
of economic decision making. In, ‘Inductive reasoning and
bounded rationality’ (Arthur, 1994) Arthur explains that in ill-defined, ‘messy’ decision environments, humans typically employ
a kind of behaviour which ‘may not be familiar in economics’
(p.407), called ‘inductive reasoning’ (theme III).
Arthur explains, “Modern psychology tells us that as humans
we are only moderately good at deductive logic, and we make
only moderate use of it. But we are superb at seeing or recognizing or matching patterns — behaviours that confer obvious
evolutionary benefits. In problems of complication then, we
look for patterns; and we simplify the problem by using these
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to construct temporary internal models or hypotheses or schemata to work with. We carry out localised deductions based
on our current hypotheses and act on them. As feedback from
the environment comes in, we may strengthen or weaken our
beliefs in our current hypotheses, discarding some when they
cease to perform, and replacing them as needed with new
ones. In other words, when we cannot fully reason or lack full
definition of the problem, we use simple models to fill the gaps
in our understanding. Such behaviour is inductive.” (Arthur,
1994:p.406-407)
In the paper, Arthur describes the results of perhaps his
most famous complexity economics experiment: the El Farol Bar
problem. The El Farol is a real tapas bar in Santa Fe, New Mexico,
USA. Arthur used the El Farol as the setting for a complex,
many-agent, decision-problem: when to go to the bar? Each
agent will go to the bar if their current best-performing predictor
rule estimates that less than 60 people will be at the bar on a
given night (the bar seats 100 but we assume they prefer it not
too crowded). Arthur endowed 100 agents with a sub-set of
prediction rules from a ‘soup’ of such rules such as ‘the same
as last week’, or ‘the rounded average of the last four weeks’,
’the same as 2 weeks ago’, .. and so on .. The key is that some
agents have access to a few such rules (say, 3), others to many
(say, 24). Each week the actual attendance is learned by all
agents and their personal rule-sets ranked, with each agent's
new rank 1 rule being used to decide their attendance in the
following week.
Remarkably, this complex, yet ‘simple’ inductive reasoning,
pattern-forming, algorithm, sees a very stable 60 or so people

attending the bar each iteration (week) of the simulation (refer to
fig. 1). However, the exact people attending are always different,
the best-performing rules in constant flux. Here is an example
of a complex adaptive system: agent behaviours and even
agent decision-rules are in constant flux, micro-actions lead
to aggregates which fold back and inform micro-behaviour.
‘Simple’ (boundedly rational), inductive rules give rise to seemingly ‘complex’ aggregate behaviour. No wonder the Santa Fe
Institute, the ‘birthplace’ of complexity science has as its motto,
‘From simplicity to complexity'.
Taken together, W Brian Arthur has made significant contributions to the developing mental models of complexity economics. From his work, and the work of several others, mostly connected to the Santa Fe Institute, a body of work has emerged
which takes the ‘messy’ complexity of the real economy at
face-value, in much the same way as Veblen, Schumpeter, and
Hayek did before.
Unsurprisingly, the non-equilibrium mindset of complexity
economics has made few inroads into mainstream Economics journals or departments. However, progress seems inevitable. Few economists who encounter the ideas of W Brian
Arthur leave with their prior conceptualisation of the Economy
unchanged.
Arthur concludes, "Complexity economics is still in its early
days and many economists are pushing its boundaries outward.
It shows us an economy perpetually inventing itself, perpetually creating possibilities for exploitation, perpetually open to
response. An economy that is not dead, static, timeless, and
perfect, but one that is alive, ever-changing, organic, and full
of messy vitality.” (Arthur, 2013:p.19)
Who knew the economy could be so interesting?

Figure 1 from Arthur, 1994: Bar attendance in the first 100 weeks (simulation results).
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evolves’, Free Press.
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Arthur Cecil Pigou
externalities and the answer to climate change

BY TAYLOR NUGENT
Prices contain an immeasurable amount of information.
They are the sum of an entire population’s private
preferences and an indispensable signal to achieve an
efficient allocation of resources. But what about the
information they don’t include? Taylor Nugent examines
the work of Author Pigou on externalities, and concludes
that his eponymous tax is the best way to make prices
reflect the costs of climate change.
Arthur Cecil Pigou remains an underappreciated contributor
to the economics discipline. Deeply involved in Cambridge
University economic thought throughout its most influential
years from the late 1800s through to the work of John Maynard
Keynes, his contribution to the field is even greater than his own
research. Pigou pioneered the discipline of welfare economics,
with his most enduring contribution being the conceptualisation
of a corrective tax, eponymously referred to as a Pigouvian tax.
The Pigouvian tax has recently seen renewed relevance, being
considered by many as the most suitable policy response to
climate change. It is that which will be the focus of this article.
Pigou was heavily influenced by the economics of Alfred
Marshall, who popularised the use of supply and demand
schedules, being the first to link changes in prices and consumer and producer welfare to shifts in these schedules.
During Pigou’s long tenure as Professor of Political Economy at
Cambridge, a position he held from 1908 to 1943, Marshallian
economics formed the basis for Pigou’s teaching. Marshall had
suggested that in industries with increasing returns - that is, an
increase in input leads to a more than proportional increase in
output - competitive markets may result in underproduction.
Pigou’s research built on this foundation. He focused on
the production side and how one firm’s production decision
changes the cost structures of other firms in the industry, with
implications for the market supply curve. Accordingly, the market
supply curve is not merely the sum of all individual firms’ supply
curves, because one firm’s production decisions impact the
supply options of other firms. As a result, supply curves need
to be adjusted for these externalities. The most enduring area
of his work, however, took these ideas further. He showed
that, because of externalities, producer and consumer surplus
were not representative of the welfare of the whole of society.
An externality is any cost imposed on or benefit accrued
to a third party who is not involved in a transaction. Producer
and consumer surpluses derived using supply and demand

curves only measures benefits accrued to the parties of the
transaction. Thus, externalities are not included. Smoking
contains a negative externality, for example, because people
affected by second hand smoke are incurring a cost that was
not reflected in the price between the smoker and the cigarette
seller. The net benefit to society of this transaction is smaller
than the smoker’s personal net benefit of smoking that cigarette.
As consumption and production decisions are made removed
from the broader impact of society, it is overconsumed.
Pigou reconceptualised supply and demand, considering
instead private marginal benefit and collective marginal benefit
on the demand side, and private marginal cost and collective
marginal cost on the supply side. The Marshallian demand
and supply analysis reveals the price and quantity supplied in
the market are set by the intersection of the private marginal
benefit and private marginal cost curves. This is the point at
which the two parties to the transaction both maximise their
welfare. Pigou showed that this point was distinct from the point
at which the welfare of society was maximised, which was the
intersection of the collective marginal benefit and cost curves.
The vertical distance between these curves is the positive or
negative externality from the transaction.i
Pigou’s work strongly influenced Harvard economist
N. Gregory Mankiw. In 2006 Mankiw started the Pigou Club
to campaign for a Pigouvian tax as a response to the issue of
global climate change.ii A Pigouvian tax is a tax to offset the
negative externality of climate change from carbon emitting
activities. A tax of this sort has the effect of moving the marginal
private cost of emitting one unit of pollution upward to the marginal collective cost, which in turn would reduce production of
carbon emissions and increase the price of consuming goods
that pollute the environment.
Such a policy has a lot of support among economists.
Nonetheless, other economic initiatives have been proposed
to tackle climate change.
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The ‘cap and trade’ mechanism sets limits on carbon
emissions, with companies able to trade carbon allowances.
In comparison to a cap-and-trade scheme, which has very
similar effects, a Pigouvian carbon tax would provide ongoing
revenue to the government, which could be used to reduce
other taxes or fund other worthwhile projects. From an international perspective as well, agreement on a carbon tax should
theoretically be more achievable than a cap-and-trade system
because revenue could go to national governments, whereas
a global cap-and-trade would necessarily include a transfer of
wealth from one country to another. If permits were allocated
on historical pollution, we would likely see a transfer of wealth
from developing countries to the USA, for example. If it were
based on population, a transfer of wealth would occur from
developed countries to China and India. It is unlikely either of
these outcomes would be universally agreeable.
Alternatively, ‘direct action’ is the Coalition government’s
favoured policy. The Government’s Direct Action Plan, which
involves paying polluters to reduce emissions, essentially
creates a market for Coasian bargaining. Coasian bargaining
is named after Ronald Coase, who argued in 1960 that, in the
Aslanbeigui, N., & Oakes, Guy. (2015). Arthur Cecil Pigou (Great Thinkers
in Economics).
ii
Mankiw, N. (2009). Smart Taxes: An Open Invitation to Join the Pigou
Club. IDEAS Working Paper Series from RePEc,IDEAS Working Paper
Series from RePEc, 2009.
iii
Coase, Ronald H. (2013). The problem of social cost. Journal of Law and
Economics, 56(4), 837-877.
i
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absence of transaction costs, the market allocation would
always be efficient, even with the existence of externalities.
iii
In other words, the cost of the externality would already
be included in the production and consumption decisions of
parties to the transaction. This is because with clearly defined
property rights, affected third parties can bargain to achieve an
efficient outcome. This remains an effective critique of Pigou’s
work, as it demonstrates that externalities can be included in
prices without intervention, and that collective marginal costs
and benefits are not necessarily different from private marginal
costs and benefits.
Importantly, an efficient outcome is achieved regardless
of who holds the property rights. Take for example, a polluted
river. Whether those downstream on a river pay to prevent its
pollution, or the polluter pays those downstream to pollute it,
the optimal level of pollution is found by the market. Coase
used this to argue against government intervention, and his
ideas work best in concentrated markets like the river example.
However, because effects of climate change are so diffused
both geographically and over time, such a market does not exist.
With direct action, the government effectively acts as broker for
all those affected, representing everyone affected by pollution
in bargaining with the polluter. Perversely, however, the right to
pollute the environment is owned by corporations, and direct
action sees society paying them to refrain from polluting. The
underlying premise is that wealth should be transferred from
current and future populations to polluters up to the value
citizens collectively place on a healthy climate. In contrast, a
Pigouvian tax would be fairer, forcing polluters, rather than the
public, to pay the cost of their damage to the environment.
Apart from Coase’s critique, the main argument against
Pigouvian taxes is that externalities are hard to measure. The
distortive effects of an incorrectly set tax, especially combined
with the administrative costs of implementation, outweigh any
potential benefit. Pigou himself accepted that, more often than
not, this would be the case. But with the costs of pollution and
climate change so large and widespread, the wrong increase
in the cost of pollution is almost certainly better than none at all.
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The Economics of Beauty
and Discrimination
BY SUVI LOKUGE

Does the best person always get the job? Suvi Lokuge
explores the economic implications of discrimination.

Gary Becker
Gary Becker (December 2, 1930 – May 3, 2014) was a
professor of sociology and economics at the University of
Chicago. A prominent figure in the social sciences, Becker was
awarded a Nobel Prize in Economic sciences in 1992 for applying economic theory to analyse complex social issues such as
racial discrimination, drug addiction and family organisation.
Becker challenged the Marxist view that discrimination
helps the person who discriminates.i Becker’s analysis showed
that discriminators, in accommodating their tastes, miss out
on opportunities to hire inexpensive qualified labour.ii Consequently, firms that discriminate should have lower profits.
Becker’s theory was developed through the 1950s, a time
which saw significant race-based discrimination against African
Americans in USA. During the 1950s, African Americans earned
lower wages than their Caucasian counterparts for exactly
the same work. Becker developed his theory by showing that
non-discriminatory firms that hired African Americans would
earn higher monetary profits than discriminatory firms. While
still a pertinent issue in many regions of the world, much of
Becker’s work has extended beyond that of racial discrimination.
“Beauty pays”
Beauty is significantly related to whether a respondent is
employed or not, and unfortunately has been proven to be an
important factor within job interviews. A person who is viewed
as ‘below average’ in attractiveness on average has a 12-18%
lower chance of being employed. The effect of beauty on
employability is similar in magnitude for males and females.iii
More attractive people typically earn higher hourly wages,
also. This is true in places as diverse as Britain and Shanghai
but also occurs within occupations. Further, it is seen within
the education sector, with lecturers who are deemed to be
more attractive receiving higher instructional ratings by their
students, which could lead to university administrators setting
higher salaries for these lecturers.iv

Beauty-based discrimination
All people should have equal opportunities to be employed; unfortunately, this is not always the case. The fact
that beauty is being used as a perquisite to employment is
a clear form of discrimination. Beauty based discrimination
has been recognised as an issue in Victoria, which led to
legal protection based on appearance. Victoria is the only
Australian state where “beauty based discrimination” is illegal.
In the “physical features” provision of the equal opportunity
legislation, it is illegal to discriminate on the basis of “height,
weight, a disfiguring birthmark or any other feature an employer
might consider unattractive”.v
Discrimination does not pay
Returning to Gary Becker’s economic theory of discrimination, from a firm’s perspective, discrimination does not pay. In
other words, firms that discriminate have lower profits. Becker
successfully challenged the Marxist view that discrimination
helps the person who discriminates.vi In basing their selection on
their own preferences, instead of minimising the cost of labour,
discriminators are burdened by higher costs. Consequently
firms that discriminate should have lower profits.
For example, say there are two candidates, who are have
the same skills and can be considered perfect substitutes. If
the employer does not discriminate, they will hire whichever
candidate is cheaper. In other words, the non-discriminating
firm would hire based on optimal productivity and minimize their
costs by hiring the cheaper candidates. A prejudiced employer
hires based on their tastes instead of minimum costs. Discrimii
Gary Stanley Becker: The Concise Encyclopedia of Economics. Library of
Economics and Liberty
ii
Lazear, EP 2015, Gary Becker’s impact on economics and policy American
Economic Review: Papers & Proceedings 2015, 105(5): 80–84 http://dx.doi.
org/10.1257/aer.p20151107
iii
Borland, J & Leigh, A 2014, Unpacking the beauty premium: What
channels does it operate through and has it changed over time? Economic
record, vol. 90, no. 288, March, 2014, 17–32
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natory firms would pay a wage above the competitive wage and
would not hire enough workers. This would lead to lower output
and profits.vii This was the case with Becker’s research of race
based discrimination in the US. Becker’ far-reaching implication
is that in a competitive market, discriminating employers will
eventually disappear or abandon discrimination. Either way,
firms that discriminate cannot survive in the long run.vii
Similarly, firms that discriminate based on beauty could be
missing out on hiring the most productive workers. This would
present itself as a higher opportunity cost to the discriminating
firm, which could lead to lower profits.
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because attractive people are more productive?x The literature
is mixed, but one thing we can all agree on is that for employees,
being beautiful pays and (for employers) discrimination doesn’t.

It’s not about discrimination, it’s about productivity.
Others argue that beautiful people earn more because
beautiful people are more productive. One study focuses on
the impact of beauty on university examination results. In their
results, beauty had a positive impact on written examinations
for male students.ix That is, attractive male students performed
better in written examinations. In written exams, the student’s
physical appearance is unobserved by the professor. Therefore, there is no beauty based discrimination occurring. Since
beauty discrimination does not account for beautiful people
performing better, this suggests that the attractive students
were inherently more productive.
Is it discrimination or survival of the most productive?
Research has shown that attractive people are more likely
to receive higher hourly wages. But are these higher wages
caused by “lookism” (discrimination against the ugly) or is it
Pietro Cipriani, G & Zago 2011, A Productivity or Discrimination? Beauty
and the exams, Oxford bulletin of economics and statistics, 73, 3 (2011)
0305-9049 doi: 10.1111/j.1468-0084.2010.00619.x
v
www.rense.com/general12/notp.html
vi
Gary Stanley Becker: The Concise Encyclopedia of Economics. Library of
Economics and Liberty
vii
Borjas, George J. Labor Economics. 5th ed. Boston, MA: McGraw-Hill/
Irwin, 2010
iv

viii
Borjas, George J. Labor Economics. 5th ed. Boston, MA: McGraw-Hill/
Irwin, 2010
ix
Pietro Cipriani, G & Zago 2011, A Productivity or Discrimination? Beauty
and the exams, Oxford bulletin of economics and statistics, 73, 3 (2011)
0305-9049 doi: 10.1111/j.1468-0084.2010.00619.x
x
Kamenica E, Beauty pays: why attractive people are more successful,
Journal of Economic Literature 2012, 50:2, 513–546
http://dx/doi=10.1257/jel.50.2.513
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The ‘Creative Destruction’
of Capitalism
BY DAVID HURLEY
Joseph Schumpeter reluctantly offers a stark account of
the future of capitalism. Alarmingly, Schumpeter’s thesis
is looking increasingly accurate.

For Joseph Schumpeter, the story of capitalism is of constant
change; slowing or expanding, but never stagnating. The
system itself is reliant on always creating new and better – new
industries, new products, new demand, and new consumption
are its staples. Once the ‘new’ has been introduced, the ‘old’
ceases to be relevant – this is what Schumpeter means when
he references ‘creative destruction.’ The creation of the ‘new’
necessarily entails the ‘destruction’ of the old.
The idea of creative destruction isn’t particularly controversial, nor is it a perfect encapsulation of the essence of
capitalism. But it is a reasonable narrative and one could not
take major issue with the idea that capitalism worships the ‘new’
over the ‘old.’ But here Schumpeter’s argument shifts into an
increasingly pessimistic, dark narrative of the fate of capitalism.
It is through the process of creative destruction that capitalism
sows the seeds of its own destruction (more on that later).
Entrepreneurs are concerned, Schumpeter argues, in
competitor’s creation of new products “which strikes not at
the margins of the profits and the outputs of the existing firms
but at their foundations and their very lives”i. Competition is
the force which “disciplines before it attacks”ii. The time spent
as a monopoly is short, in relative terms, and always getting
shorter. The businessman cannot predict future activity with
any certainty. Schumpeter likens long-term investing in this
environment to “shooting at a target that is not only indistinct
but moving—and moving jerkily at that”iii. The monopolist is
then forced to insure himself against future uncertainty – this is
achieved in the form of ‘excess’ profits. Innovation, then, is only
possible if it were “known from the outset that exceptionally
favorable situations are likely to arise which… will produce profits
adequate to tide over exceptionally unfavorable situations.”iv
Hence, the motivation for innovation is a monopoly on an idea,
which allows the firm to charge excess profits in order to insure
themselves against the uncertainty of the long term.
Schumpeter is critical of general theory, aiming at the idea
that prices are stabilizing in a recessionary period, rather than

destabilizing (as he suggests). Further criticism is found in his
dismissal of the exaltation of perfect competition (a situation in
which zero profit is realized by individual firms, and price equals
the marginal cost of production). Schumpeter instead promotes
the economies of scale, access to capital reserves, and the
ability to influence the product market – characterizations of
oligopolies and monopolies. The theory of capitalism being
in a constant stage of flux is at odds with the idea of a stable
equilibrium suggested in the neoclassical school. Schumpeter
strays far from the doctrines of neo-classical economics.
Now to the end of capitalism. Regrettably, according to
Schumpeter, the future belongs to socialism.v This is entirely
distinct from the socialist revolution Marx wrote of – a class
system replaced by a dictatorship of the proletariat. Schumpeter
envisioned that capitalism would be taken over by the intellectuals which were naturally opposed to it. Those out of work
(due to being replaced in the system of creative destruction)
would engage in unrest, led and inspired by the intellectuals.
Democracy would enable the popular movement to take hold,
restricting the ability for creative destruction to take place (perceived as the enemy of progression). The future, then, belongs
to a socialist system which is popularly elected by the people.

the theory of
capitalism being in
a constant state of
flux is at odds with
the idea of a stable
equilibrium.
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The worst financial crisis in over 70 years has left many in
long term unemployment, disinterested in the merits of capitalism and alienated from the government which purports to
represent them. Is Schumpeter right? Do we have reason to
fear a socialist future? Elections in Europe and the US don’t
allow us to discard Schumpeter’s theory. If, as he suggests, the
essence of capitalism is creative destruction, then to remove
it would be to remove capitalism itself.
Governments are seemingly without an answer to the
growing discontent in their ranks. Democracies are replacing
leaders as fast as they come in. Just like Schumpeter, we can
use current trends to predict what the future may bring. Perhaps,
as Schumpeter suggests, the future does belong to socialism.

i
Schumpeter, J. A., 1976. Capitalism, Socialism, and Democracy. 5 ed.
London: Routledge, p.83.
ii
Schumpeter, J. A., p.84
iii
Schumpeter, J. A., p.88
iv
Schumpeter, J. A., p.89
v
Schumpeter, J. A., p.84
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