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Introduction

Manuela Mosca

1. In an article published in 1898 in the Economic Journal, the Italian
marginalist Maffeo Pantaleoni claimed that the perspective of eco-
nomic theory was “singularly narrow” (Pantaleoni 1898, p. 184). For
him, the only phenomena studied by economists were those of a con-
tractual, voluntary and peaceful nature, excluding the possibility of
considering the strengths and weaknesses of the parties. He identified
three political settlements resulting from the division of the world into
weak and strong: the predatory settlement where the strong eliminates
the weak, the parasitic one where the strong exploits the weak, and the
mutualistic one in which there are no opportunities for conflict (and
which he considered merely utopistic).! This work by Pantaleoni was

'De Cecco (1997, p. 192) called this work “a masterpiece”.

I would like to thank Piero Bini, Bruna Ingrao, Heinz D. Kurz and Stephen Martin who helped
me a lot in the preparation of this volume. I am particularly indebted to Bruna Ingrao for her
precious suggestions, especially on the structure of the book.

M. Mosca ()
University of Salento, Lecce, Italy
e-mail: manuela.mosca@unisalento.it
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2 M. Mosca

perhaps the first in which an economist had pointed out that the eco-
nomic theory springing from the marginalist revolution excludes the
treatment of power.”

Since Pantaleoni’s time, in every decade, various voices from econo-
mists belonging to different schools of thought have lamented the lack
of the concept of power within economic science and have suggested
various ways of introducing it. In the 1940s, Yasuma Takata stated
that the “effects of power upon an economy are conspicuous, but for
the most part ignored” (Takata 1995, p. 3). Building on the assump-
tion that “if rents and wages are distorted by the wielding of power,
then their displacement would extend to the price of other commodi-
ties and general equilibrium values would be influenced across the
board” (Morishima 1995, p. xxiv), he developed a power-based theory
of economics. Other attempts made in the 1940s, 1950s and 1960s
are collected in a book edited by K.W. Rothschild (1971), who attrib-
uted the lack of power considerations in the hundred years after the
marginal revolution both to the “complete victory of ‘perfect competi-
tion’ as the basic model for economic theorizing” (p. 8) and to the
specialization of disciplines inside the realm of the social sciences
(p- 11). However, Rothschild mentioned the “important exception” of
“monopoly and trade union questions” (p. 9), and the “big exception”
of the Marxist, institutionalist and historical schools (pp. 13—14). The
essays included in his book?® dealt with power in the realms of game
theory and bargaining theory; some of them focused on the influence
of economic power in the political sphere, others analyzed the power
of managers and experts, or expressed doubts on the effectiveness of
the countervailing powers, and inquired into the causes and conse-
quence of the uneven distribution of wealth and power at the national
and international level. In the 1970s, we find very different approaches
to the issue of the relation between power and economics. For the

? According to Groenewegen (1998, p. 58) Pantaleoni’s “essay is ... an insightful attempt at defin-
ing what economics can, and what cannot, offer on issues of power, relative strength and
weakness”.

3The book includes essays written by H. Albert, E. Ronald Walker, E Perroux, J. Harsanyi, J. Pen,
E. Preiser, M.D. Reagan, D. Lynch, R.A. Brady, J.K. Galbraith, C.S. Wilson, T. Lupton,
M.J. Ulmer, A. Hunter, PA. Baran, PM. Sweezy, T. Balogh, G. Adler-Karlsson.
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libertarian anarchist M.N. Rothbard (1970), the two elements in the
title of his book, Power and the Market, cannot co-exist: he stated that
where there is the market (the place of voluntary exchanges), there is
no power (present in the coercive and “unnecessary” institution of the
state). From an opposite perspective, E Perroux (1973), after stating
that the neglect of power in economic theory does not occur by chance
(p. 5), proposed an ambitious plan to construct a general theory of
power in economic relations (p. 13) incorporating this concept in
micro- and macroeconomics.? Then, A.O. Hirschmann (1977) inves-
tigated “the salutary political consequences of economic expansion”
(p. 117) seen as a victory for the disciplinary effect of interests over
passions, including those of the powerful. Finally, Foucault (1978-79)
has shown how, after the collapse of a state (as in the case of post-Nazi
Germany), political reconstruction can take place starting from eco-
nomic institutions, especially the market. We also mention his notion
of “biopower”,” and his analysis of the intimate relationship between
knowledge and power, also considered in its economic dimension.°
The 1980s opened with the institutionalist book 7he Economy as a
System of Power (Tool and Samuels 1980, second edition completely
revised 1989) the subject of which was the “locus and use of the power
to determine economic institutions and their operation and outcomes”
(p. viii).” Then, in 1983, another author associated with the institu-
tional school, J.K. Galbraith, wrote a book intended to be a “general
theory of power”,® but “not especially concerned with economics or
economic power” (Galbraith and Bartel 1983, p. 26). At the end of
the decade, there was a systematic attempt to develop an economic
theory of power by R. Bartlett (1989, p. 198), who considered the
“possibility of social influences on human utility functions” (p. 170)

“Notice that Perroux (1973, p. 5) cites Pantaleoni, and uses his categories in some of his other
works.

>'The term “biopower” refers to the power exercised over the lives of individuals.

¢The theme of power is central in Foucault’s philosophy. These are only a few examples of his con-
tribution on the subject of power and economics.

7'The book contains articles published in Journal of Economic Issues. Most of the articles in the sec-
ond edition were written in the 1980s.

8This was the title Galbraith initially intended to give his book 7he Anatomy of Power (1983). See
the interview with the author (Galbraith and Bartel 1983).
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and focused on decision-making processes in order to pinpoint how
an “external human intervention into the constrained maximizing
behavior of individuals” could affect their final utility (p. 37).” Bartlett
identified power relations in cases of asymmetric information and
uncertainty, underlined the role of power as the rationale behind the
existence of organizations, its centrality in employment relation and in
the creation of rights. He showed that, in many examples taken from
microeconomics, power was indeed present, but it was not recognized
as such. In the 1990s, S. Bowles and H. Gintis introduced power into
the theory of competitive markets by relaxing the “exogenous enforce-
ment axiom”'’: basing power on the possibility of imposing “sanctions
to further one’s interests” (1993, p. 325), they show how it is exercised
by owners over managers and workers, by employers over employees
and by creditors over debtors. At the end of the decade, the volume
edited by S. Bowles et al. (1999) analyzed the power relations deriving
from transaction costs, incomplete contracts, bargaining costs and
opportunistic behavior. The papers therein included' showed, for
example, the counterintuitive idea that “[t]he exercise of power is a
characteristic of voluntary exchange under quite general conditions”
(p. 14). They also built on Hirschman’s exit/voice categories, propos-
ing a sanctioning/recontracting response to opportunistic practices
(Chap. 3), and, following in the footsteps of Hirsch, considered power
as a positional good (Chap. 5). Despite these contributions, the dis-
satisfaction with the absence of power in economic theory continued
in the new century. Rothschild (2002) complained again that “the
treatment of power problems ... [was] almost completely restricted to

. monopoly power and bargaining power in goods and labor mar-
kets” (p. 433) and identified “deliberate strategies to remove power
questions to a subordinate position” (p. 437). In 2014, a conference

’He considered his theory “suited to an examination of strategic decisions made by identifiable
individuals secking explicitly and intentionally to change the behavior of other identifiable indi-
viduals” (1989, p. 68).

Tt “holds that exchanges between agents in the economy can be enforced by a third party (for
example, the judicial system) at no cost to the exchanging parties” (1993, p. 328).

"""The book includes essays written by S. Bowles, M. Franzini, . Milgrom, J. Roberts, U. Pagano,
J. Dunn, A. Breton, G. Galeotti, V. Vanberg, E. Gellner, R. Hardin, R. Wintrobe, U. Witt.
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was organized in France, on the subject of “The Economists and
Power”,'* mainly devoted to the role of the economists as experts and
policymakers. In the same year, M. Perelman (2014) again denounced
“the systematic absence of power in economic analysis ... except for
what it considers to be abuse of power by government and labor
unions” (p. 284). However, in the recent book Economics and Power,
its author G. Palermo (2016) does not claim that economic theory
neglects the role of power but denounces the fact that power is com-
monly linked to some imperfection in the competitive process. His
Marxist critique is addressed to all the approaches which dealt with the
concept of power on the basis of the hypothesis of rational individuals.
The author develops “an explicit ontology of coercion and power in
the capitalist mode of production” (p. 112), surprisingly showing that
this “coercive mechanism” is due to the presence (not the absence) of
competition. In 2016, the conference “Economics and Power: An
Historical Perspective” was organized,'> which was at the origin of the
present book.

2. In order to directly verify whether or not the category of power is pres-
ent in contemporary economic theory, I made a search in three main-
stream economic journals' for articles that in the last twenty years
used the word “power” in a title.”” My criterion of selection is there-
fore far more restrictive than that of Bartlett, who looked for power
even where it was not recognized.'® Despite the limited size of my
sample, I found a large number of articles, and their treatment of
power falls into four broad areas, in each of which power emerges
prevalently from situations of asymmetric information or from bar-
gaining problems, and is mainly dealt with using the formal approach

12 Les économistes at le pouvoir, XV¢ Colloque international de I'Association Charles Gide pour
Iétude de la pensée économique, Lyon (France), 2—4 June 2014.

13 Economics and Power: An Historical Perspective, XIV Conference of the Italian Association for the
History of Economic Thought (AISPE), Lecce (Italy), 28-30 April 2016.

'“The journals are American Economic Review, Journal of Political Economy, and Economic Journal. 1
thank Raimondello Orsini for his suggestions.

51n the case of American Economic Review, also in the abstract. I obviously excluded articles in

which the word power had a meaning that was irrelevant for this research.
16

In the Journal of Economic Perspective, 1 also considered both a longer time span (1987-2018) and
the articles containing the word power in the whole text. This expanded form confirmed the results.
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of game theory. The first area is political power. It includes economic
models of the political process, the analysis of legal power, rent-
seeking, lobbying, elections, voting behavior and all the aspects related
to the decision-making process in the political sphere. The second
concerns asymmetric positions in private organizations, that is, the anal-
ysis of collective decision-making in private institutions, the power of
leaders, elites and private authorities. It also includes the analysis of
labor markets, the economics of gender and of minorities. The third
area, market power, is related to the study of market structures (monop-
oly, oligopoly, imperfect competition), market performances, firm
strategies and firm behaviors. The fourth area is economic policy, which
deals with the policies decided by the Central Bank and by the govern-
ment (monetary, fiscal, regulatory, trade policies). The articles I have
identified testify to the interest in the subject of power by recent eco-
nomic theory, an interest also confirmed by the inclusion of the entry
“power” into The new Palgrave dictionary of economics for the first time
since its first publication in the 1890s (Bowles and Gintis 2008).

. Scholars who complain of the exclusion of power from economic the-
ory seem to be nostalgic for the era when it was an integral part of the
discipline. However, their references to economists of the past are
brief and infrequent, or not particularly focused on the link between
economics and power. Rothschild (2002) sometimes cited Smith and
Marx; Perroux (1973) mentioned Ricardo and Bohm-Bawerk, too.
Foucault investigated the role played by the economists in the emer-
gence of “biopolitics”, that is the form of power exercised over biologi-
cal elements of human beings (see Guizzo 2015). Hirschmann (1977)
reconstructed seventeenth- and eighteenth-century social thought
focusing on the rise of the spirit of capitalism. However, a systematic
reconstruction of the notion of power in the history of economic
thought has never been made, and neither will it be in the present
volume. In fact, this book is not intended to be a history of economic
thought on the issue of power itself, that is, an examination of the
theories of the scholars who dedicated their studies to the specific rela-
tion between power and economics, as was the case with the names we
reviewed above. Its aim is rather to consider some significant examples
of the way economists of the past have used the concept of power in
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its different meanings, considering it as pertaining to their realm of
inquiry. It is an overview of how this concept has been employed in
the various domains in which it was found helpful, and how it was
brought into economic theorizing by economists of different orienta-
tions. This last point is very important in characterizing the present
research: in fact, while it does not attempt to cover all the authors, the
book draws on a multiplicity of traditions of thought, offering a plural
vision of the many ways in which the concept of power has been
employed by economists. A transversal reconstruction of a theme like
power is not frequently found in historiography.

4. 'This book is structured around the four broad areas identified earlier
with reference to the articles from recent years. To allow for reflection
on the possible parallel between the past and the present, let us focus on
the themes it includes, without specifying a time reference for the
moment. The first part considers the way economists have handled the
issue of political power, ranging from authoritarian to democratic forms;
it analyzes the theories they elaborated to place limits both on the arbi-
trary power of the sovereign and on that of political institutions in
democratic regimes. The second part examines the way economists have
tackled the asymmetries of economic power associated with inequality of
income and wealth and their position concerning social legislation. The
third part focuses on the market power of large firms from the stand-
point of the institutions, theories and policies; as examples it takes a war
of power between educational institutions, such as business schools and
the university; it also considers the mathematical treatment of non-
competitive markets, and the goals of antitrust policies. The fourth and
last part concerns the power of economists in the role of both policymak-
ers and experts,'” and compares their different visions of how to manage
amarket economy. As can be seen, there is a certain overlapping between
these four areas as dealt with in the more distant past and those linked
to the articles of the last twenty years that we have examined before. But
there are also remarkable differences. A serious comparison between
past and present on the issue of power as analyzed by economists would
deserve a deeper analysis that we shall put off to another occasion.

17 A discussion on the role of experts, also in historical perspective, can be found in Levy and Peart
(2017).
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5. As we said, these chapters are merely examples of how the concept of
power has been used in economic thought. However, we can try to
link them together, showing the pathways and derivations of ideas so
as to draw up a possible history of the four aspects of power men-
tioned above.

5.1 As for the first aspect, political power, our history begins in the
second half of the eighteenth century in France, when the
Physiocrats “expressed the utopia of a rationally governed soci-
ety, where arbitrary power was tamed”. This ideal of enlightened
despotism was then criticized by Adam Smith, who had a more
realistic vision of the state; for him “the deviation of govern-
ment towards oppression and tyranny is intrinsic to the very
goal of controlling the natural course of things” (Chap. 2). At
the turn of the century, the complexity of the relation between
state power and individual self-determination was fully recog-
nized by the Swiss “scholar of liberty” Sismondi who, under the
influence of both Smith and Rousseau, proposed a “slow,
repeated and articulated process of plural and inclusive delibera-
tion” in order to “integrate different interests in the expression
of a common will” (Chap. 3). The nineteenth century was an
age in which different visions of government power co-existed.
On the one hand, economists like Cournot and Walras embraced
the utopia of a “growing expansion of the rule of rationality
with the effect of reducing the turbulence of political life”, while
also recognizing in the state a “benevolent role, complementary
to private activity” (Chap. 2). On the other hand, Marx and the
socialists saw the state as an instrument in the hands of the
bourgeoisie for pursuing its own interests. The great effort to
respond to the Marxist theory of the state, and to its immense
political impact, in particular through the development of the
workers’” movement and the progressive extension of the suf-
frage, pushed many economists of the following generation to
fight a battle of ideas in defense of liberalism and the market
economy. It is in this context that the very influential group of
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Italian marginalists (Vilfredo Pareto, Maffeo Pantaleoni,
Antonio de Viti de Marco and Enrico Barone) tackled “the
question of the distribution and the exercise of the political
power in a democratic system”. In the years between 1882 and
1924, they proposed a new theory of the state based on the cir-
culation of elites, defended social selection against the growing
egalitarianism, and denounced the degeneration of parliamen-
tary democracies (Chap. 4). Then, in the 1940s, after the emer-
gence of the totalitarian regimes in Europe, two outstanding
economists (Schumpeter and Hayek) reacted to “the cultural
atmosphere of hostility to capitalism ... from [two] radically
different perspectives”, in particular, they had divergent ideas on
the relation between centralized economic power and democ-
racy (Chap. 2).

The second aspect, the asymmetries of economic power, is associ-
ated with inequality of income and wealth. At the origin, the
economists’ view was influenced by Hobbes’s Leviathan, seen as
the creature who “brings about a condition of social equilib-
rium”. Hobbes’s idea that “wealth is an important source of
power” was taken up by Adam Smith, for whom the “persis-
tence of social classes [reflects the] persistence of power asym-
metries” due to “differences in property, political power and
access to information and knowledge”. Smith suggested a mea-
sure for the asymmetry of “economic power of capitalists rela-
tive to that of workers”; he also thought that the way to remedy
these asymmetries could only be through the action of a “good
government” (Chap. 5). It was the trust in an active govern-
ment that in the eighteenth century prompted the call for pub-
lic policies aimed at improving “the social conditions of the
poor”. The reforms of the English system of social legislation in
the 1780s and 1790s reflected Adam Smith’s suggestions to
adopt “policies fostering income redistribution”, as well as the
criticisms he made to the previous systems of assistance for the
poor based on workhouses (Chap. 6). At the beginning of the
nineteenth century, David Ricardo, greatly influenced by
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Adam Smith, gave his well-known explanation of income
distribution. For him rents were “tied to the legal institution of
private property of land”, which gave “power to landlords”,
whose interests are always opposed to those of the other classes.
He also showed that “certain forms of technical change ...
affected the balance of power between capitalists and workers in
favor of the former”. The classical approach was then developed
by Karl Marx and followed both by the Marxian current, which
included scholars such as Hilderfing and Kalecki, and by the
neo-Ricardian tradition, among which Dimitriev, Bortkiewicz
and Sraffa: the latter’s concept of the standard commodity
echoed the measure of power suggested by Smith (Chap. 5). At
the end of the classical period, the need to help those in a weak
position was also felt inside the French liberal school, with the
non-secondary aim of limiting the rise of socialism. The ques-
tion they faced was: “how to help the workers, without giving
too much power to the government”? The answer—debated by
Guyot, Leroy-Beaulieu, Colson and Cheysson—was that a sys-
tem of social insurance was needed, but not to be managed by
the state (Chap. 7). With the last two engineer-economists
(Colson and Chysson), we enter the marginalist period, in
which the concern with the asymmetries of power due to
income distribution was put aside, following the argument set
forth in 1914 by the Austrian marginalist Eugen von Béhm-
Bawerk that power can never change economic laws (Chap. 5).

5.3 At the beginning of the twentieth century, the diffusion of new

phenomena like trusts and big corporations brought the ques-
tion of power back to center-stage, this time in the form of mar-
ket power, the third aspect we consider. In a context in which
“the distribution of corporate ownership ... became the central
concern”, Thorstein Veblen and the institutionalist economists
(like Wesley C. Mitchell) were particularly well equipped to
analyze the influence of industrial and financial power on all
kinds of institutions, including education. One of the problems
they tackled was whether business training should take place
inside the university or in private business schools and, in both
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cases, how to deal with the interference of the big companies in
the content of the teaching (Chap. 8). Another consequence of
the diffusion of phenomena like cartels, mergers and vertical
integrations was that the economists tried to improve their
understanding of the functioning of markets characterized by
few firms endowed with market power. After the first mathemat-
ical treatments of non-competitive markets by Cournot,
Edgeworth and the other pioneers, in the interwar period this
study became a very active research field. The intense debate that
took place on how to deal with the interdependence of firm
behaviors saw the effective participation of economists belong-
ing to the Paretian tradition. As always, the “contrast ... between
the rigor of mathematical models and interpretative realism was
very strong” and, despite their undoubted mathematical skill,
“in the interwar period, the pendulum swung in favor of the
request for greater realism” (Chap. 9). Market power was exam-
ined not only from a theoretical point of view but also in its
policy dimension. One of the goals attributed to the US anti-
trust was “the dispersion of economic and other kinds of power”,
which was initially pursued by promoting competition. The
objectives ascribed to US antitrust policy from its formative
period through the early 1970s were very hotly debated. In par-
ticular in the 1960s, the Chicago economist Robert Bork criti-
cized the received antitrust policy, holding that it “should
concern itself with and only with practices that reduce welfare”.
Although his analysis “has been rejected by the Academy ..., the
Academy has failed to persuade the judiciary” and today US
courts still adhere to this “indefensibly narrow” policy prescrip-
tion (Chap. 10).

The fourth aspect we consider is the power of economists as manag-
ers and advisors of economic policies. We start with an economist
whose liberalism marked the history of economic thought: Jean-
Baptiste Say, the “staunch republican” belonging to the “second
generation of the Enlightenment”. He conducted his political
struggle directly as a member of the finance commission in the
Tribunat, and indirectly through his teaching and his works. In
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criticizing the 1793 French Constitution, he claimed that “there
was no such thing as general will ..., only individual wills existed
and those that could express themselves were those with a fortune
or an education”. The fundamental role he attributed to the state
in disseminating education was due to his conviction that the
“passage from the individual to the collective was ... achieved
through the voluntary adherence to a morality of duty”. At the
end of his life, “Say sought to define the rules that should govern
[the] state action in society”, insisting above all on the importance
of “responsible individualism” (Chap. 11). As we know, Say’s law
was accepted for almost 150 years,'® it was such an essential ele-
ment in the “classical”" analytical scheme that its rejection over-
threw that paradigm. The rejection of /zissez faire and the problem
of how to manage a market economy gave rise to two very influ-
ential non-socialist policy orientations, among others: demand
management and rule-oriented ordoliberalism. The different
visions of the two economists who elaborated them, John
M. Keynes and Walter Eucken, were strictly linked to their con-
ceptions of power: “if Keynes put his faith in the complementary
nature of private and public bodies as a way to reach a balance of
interests, Eucken favored the existence of an independent office in
charge of monitoring competitive market structures, disempower-
ing private agents” (Chap. 12). The calls for an active government
from the interwar period produced their major effects in the
1970s, when most of the economists advocated a “greater inter-
vention by the government in the economy, also supporting some
forms of planning”. In the Italian case, Srafhan, post-Keynesian
and Marxist scholars suggested economic policies in favor of the
workers. After the 1980s, an ineffective disinflationary policy, the
use of “public resources to maintain electoral consensus” and a
contractionary monetary policy were described as “a schizophrenia

%In the words of Keynes (1936, pp. 32-33), “Not only was his theory accepted by the city, by
statesmen and by the academic world. But controversy ceased; the other point of view completely
disappeared; it ceased to be discussed”.

I am using the word “classical” as used by J.M. Keynes, meaning all the economists of the past
who accepted Say’s law.
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in ruling powers”. Then, with the measures adopted for
convergence toward the Maastricht parameters in the 1990s,
accompanied by very unsatisfactory productivity and growth
rates, and @ fortiori with “the Great Recession in 2008, various
criticisms towards the EMU began to emerge”, mostly addressed
against the policies imposed by Brussels (Chap. 13).

6. This book provides an historical overview of how economists have
employed the concept of power in western economic thought. In spite
of its inevitably sketchy character, it provides a broad survey of the
development of economic ideas on four different aspects of power by
economists with different theoretical approaches and political posi-
tions, coming from different countries, such as Austria, France,
Germany, Great Britain, Italy, Switzerland and the US, and stretching
from the age of the Physiocrats to the current debates over the policies
of the European Union. Of course, there are lacunas, even significant
lacunas. However, the history that emerges shows us in a sufficiently
convincing way that power plays an important part in the economic
discourse. The economists’ different perspectives on the four aspects of
power we have identified have since been clarified and criticized, they
have disappeared and resurfaced, some have influenced the following
generations, others are still lost to history.
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The Dream to Tame the Leviathan:
Authoritarian Power and the Market

Bruna Ingrao

2.1 Ideas and Definitions of Power

Ideas of power form a large semantic field in political philosophy and in
economic thought. What is power is controversial, and the word ‘power’
admits alternative interpretations in social science. As the political phi-
losopher R. Dahl suggests, its open semantics with the broad range of
meanings it involves might be an insidious trap more than a sound scien-
tific conception (Dahl 1957: 201). In popular imagination, power is
often identified with the extraordinary capacity some elite circles are
endowed with, whose members complot in secrecy with formidable
underground resources to change the course of events. These may be
banks, multinational corporations, financial speculators or the media,
which are deemed to globally regulate the state of markets or world
events. In social science, the range of meanings involves disparate notions
such as the institutional state authority on subjects or citizens, the unsta-
ble equilibrium of States on the international scenery, the hierarchical
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order among social groups, the conflicts on income distribution and the
norms that regulate status by gender or age. Philosopher Foucault tried to
decipher the underground, reticular web of power built in by the shaping
of personal identities and the control over bodies in repressive social insti-
tutions. The Panopticon, the ‘ideal’ prison born out of Bentham’s imagi-
nation, becomes the theoretical model to portray the impersonal,
pervasive nature of power through the dominance on bodies and minds."

In 1789, Bentham defined power in terms of the pleasures experienced
in exercising it:

The pleasures of power are the pleasures that accompany the persuasion of
aman’s being in a condition to dispose people, by means of their hopes and
fears, to give him the benefit of their services: that is, by the hope of some
service, or by the fear of some disservice, that he may be in the way to ren-
der them. (Bentham 1789 [1909], Cap.V, VIII, 6)

Dahl, echoing Bentham’s definition, looks at power as a relationship
between two ‘actors’: on the power basis including all the resources that
actor A has the capacity to mobilize, A forces the choices or influences the
behaviour by actor B, against or beyond B’s will. Power works by threat,
promise or persuasion; it may be evaluated in terms of its amount or the

range of scopes to which it extends (Dahl 1957: 203):

My intuitive idea of power, then, is something like this: A has power over
B to the extent that he can get B to do something that B would not other-
wise do. (Dahl 1957: 202)

This open definition covers a large range of social interactions. In
political science, authoritative scholars such as ]J. March, H. Simon,
L.S. Shapley or J. Harsany advanced alternative ideas of power, some of
which formalized within game theory (Harsanyi 1971). Controversies on
definitions dealt with their overall consistency or compatibility, or with
the residual ambiguities in the underlying ideas of causality and the core
scope of power relationships (Riker 1964; Wittman 1976). In political

' Digiser signals the distance of Foucaults idea of power from both the ‘liberal’ and the ‘radical’
vision (Digiser 1992).
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science, concepts of power aim at explaining and measuring the capacity
various political actors have to influence political choices, government
and the voting process in general elections (Parsons 1963a, b).
Controversial is the idea of power in international relations, in the theo-
retical constructions that address the issue; in historical interpretation,
the label ‘power’ may be too easily applied as a shortcut, in lieu of appro-
priate reconstruction of the context to deal with (Guzzini 1993: 478).

In this chapter, we deal with the controversial notion of power as related
to State authority within societies with established and more or less stable,
fragile, contested, political institutions; notably, we deal with arbitrary
power as built up in authoritarian or totalitarian States, looking both at the
tragic experiences of totalitarianism in the twentieth century and at the
return of authoritarianism in the contemporary global world. The focus is
on arbitrary power as the capacity to force choice or behaviour on indi-
vidual persons or communities through threat, promise, or persuasion not
explicitly sanctioned by the rule of law, or extending well beyond what the
law dictates. The instruments include discretionary, hierarchical command,
acts of violence and physical coercion, acts of cruelty, abuse of legal power,
but also the building up of political charisma, the apparatus for organized
persuasion, the systematic abuse of asymmetric information, spying activi-
ties with the intrusion in private life, the imposition of personal stigma and
social exclusion. In the twentieth century, authoritarian power was a devas-
tating force that left deep marks on economic life. How should scholars in
economics deal with the arbitrary exercise of power that shapes the work-
ings of the markets and affects the economic aspects of social life?

In the first half of the twentieth century, totalitarian rule forced vast
communities in the territories under the control of totalitarian States to
face arbitrary power in the most cruel and brutal aspects that contempo-
rary history witnessed, in peace and war. Let the numbers speak. More than
one million® people died in the Armenian genocide during World War
L. The victims under Nazi rule were 17 million or up to 21 million or even
more, including 6 million Jews who died in concentration camps. Around
three million or more civilians died in the ‘Holodomor’, the terrible famine
in Soviet Ukraine between 1932 and 1933; in the estimates including

? According to other estimates up to 1.5 or 2 million lives were lost.
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persecuted people or people forced to escape from Soviet Ukraine, the vic-
tims go up to four or five million. In the two years 1937-1938 of Stalin’s
Terror, the victims were around 1.6 million, counting casualties and arrests;
in the 1930s almost 25% of the adult population was hit by repression under
Stalin’s rule. Historians calculate that more than 20 million people were
affected (Graziosi 2007: 426). Beyond such tragic figures, in the first half of
the twentieth century, totalitarian States destroyed human capital by killing
intellectual elites. Totalitarian rule caused the massive, irreversible destruc-
tion of skills and knowledge, including technical training, administrative
capacities, political and managerial abilities. Millions of children were
deported or taken away from their families; the survivors suffered devastating
trauma in their psychical growth to adulthood.? In the second half of the
century, in communist China during the 1958-1962 period, famine killed
23 million people, cautious estimates say; recent calculations have raised the
losses to up to 36 or 38 million people, if not 47 million (Dikétter 2011:
324). Military rule in authoritarian regimes in South America, notably in
Brazil, Chile and Argentina extolled high number of losses. In the years
1975-1979, in Cambodia the Khmers Rouge genocide murdered 1.5 to 2
million people.? To these figures should be added the victims of African con-
flicts during the Cold war; the Tutsi genocide in Rwanda in 1994; the civil-
ian deaths in Congo between 1998 and 2003, which might reach more than
five million people, and the massacres still are ongoing. It is a long, tragic list.

After the fall of the Soviet bloc and the end of Maoist China, authori-
tarian rule with aspects of brutal arbitrariness and patrimonialism is still
widespread in the world; it affects the lives of millions. In the milder
experience of partially authoritarian States, with an apparent democratic
base, political power and economic interests mingle; a legitimate question
arises on where the dividing line runs separating private interests and the
State apparatus. A complex picture emerges of how the State and the
market interact in parliamentary democracies set up in postcolonial
States or after the disintegration of the Soviet bloc, where in the market
space the commixture prevails of public influence and private activity,

*On the hardship and trauma children suffered under Soviet repression till Stalins death, see
Frierson and Vilensky (2010).

# According to some estimates, the victims were two million or more.
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affecting the opportunities for growth. In tragic circumstances, the com-
mixture nurtures vicious paths, capturing in poverty traps the countries
involved in political conflicts or civil wars. How to draw a line between
the State and the market, political power and economic activity, indi-
vidual and collective choice, if political elites arbitrarily restrict personal
freedom, appropriate both private and collective resources, and system-
atically use threat and promises to force choices? Does the demarcation
line that is supposed to distinguish private interests in the market from
public choices disappear? Research on contemporary authoritarian
regimes calls into question the disciplinary borders separating economics,
political science and historical studies.

In economic thought, authoritarian power was examined in specific
research niches, such as the studies on imperialism in the first half of the
twentieth century. Since the late eighteenth century, the damages and
distortions created by the excess of public control over economic life have
been a major theme in economic literature, from the elementary visions
of laissez-faire to the sophisticated contributions in the public choice
approach, which refuse to deal with the decisions by public bodies as if
they were the enlightened dictates of a benevolent dictator. In the theory
of markets at the core of economics, the image prevailed of exchanges
regulated by the rule of law protecting property rights, under the benevo-
lent State. Even the Marxist approach proposing the polemical image of
the State as the managing committee of the bourgeoisie accepts the inner
legality regulating markets in capitalism, though in a dialectic evolution.
The State is the instrument of class interests, not of individual whimsical
wills. The idea of competitive markets is built on the dream to tame the
Leviathan, erasing the disturbing influences of discretionary authoritar-
ian power or totalitarian terror.

2.2 History and Reason: The Dreams to Tame
the Leviathan in Economic Thought

In the second half of the eighteenth century in Europe, at the fluid frontier
between economics and political science, so rich in ideas within the unify-
ing framework of moral philosophy, illustrious intellectuals came face to
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face with the task of fighting to free civil society from the stranglehold of
the powerful. This stranglehold could distribute favours or ruin, and it was
feared because it was capricious, subject neither to transparent rules nor to
adequate checks, perceived as threatening because it dissipated human
lives in war or burnt them with unjust sentencing. It was felt to smother
positive energy that could bring about the transformation to achieve goals
of wellbeing and safety. The holders of capricious power over life and
death are the sovereigns, the courts, the great landowners, but also the
magistrates who make laws and administer justice, the financiers who col-
lect taxes, the coalitions of rich shopkeepers or the extremely powerful
trading companies. This theme traverses the whole of Enlightenment cul-
ture and there is no need here to mention Montesquieu, Beccaria or Kant.

In France, the Physiocrats expressed the utopia of a rationally governed
society, where arbitrary power was tamed and the exercise of power took
the form of enlightened despotism, with a monarchic government legiti-
mized by subordination to the natural law, that is, by a system of princi-
ples and rules dictated by reason, spread by education to all social classes
and learned by the sovereign himself, who was supposed to be its greatest
guarantor. The lack of transparency, the ambiguity and uncertainty of
fiscal and juridical norms, as well as their arbitrary interpretation by
courts or officials in charge of their enforcement, with very high costs for
the security and wellbeing of citizens, are central themes in the writings
of Turgot. They are recurrent in the Eloge de Vincent de Gournay, in
Mémoire sur les préts d'argent, in the letter about La Marque des fers, in the
Lettres au Controleur Général sur le commerce des grains, just to mention
the best known texts (Ingrao 2013, cap. I.). A major theme in Turgot’s
writings is the ill-defined and variable feature of the French judicial sys-
tem. He repeatedly points to the capricious application of the laws, which
puts the subjects of the French kingdom at the mercy of the power of
single officials and magistrates. In the Eloge, he critically refers to how
crucial issues such as succession rights could be determined by custom
and courts could arbitrarily pronounce death sentences for some crimes.
He credited de Gournay with constant attention for the reform of the
‘abuses” due to the excessive, arbitrary intervention of public authority in
economic activities and also due to the powerful influence of coalitions of
vested interests in trade corporations.
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It would be wrong to see in these political projects, in which there is a
clear central role of the state represented in the power of the absolute
monarch, projects of extreme economic liberalism in the (controversial)
sense of the contemporary debate. Both the Physiocrats and Turgot felt
the central state should have an active yet enlightened role in education,
taxation, public works, transport and in the promotion of technical prog-
ress. In his role as intendant and then minister, Turgot, more pragmatic
and flexible in his conception of the art of governing than the Physiocratic
circle around Quesnay, managed during his brief periods in government
to promote immediate interventions and wide-ranging reforms, with a
rationalizing activism that was only partly successful and, as we know,
accelerated his fall.

In 7he Wealth of Nations Smith’s disenchanted dream of taming the
authoritarian Leviathan appears to be more sober and realistic, with over-
tones of scepticism on the possibility of mitigating or controlling the
follies of the government, explicitly critical of the Physiocratic claim that
the perfect government regime could be achieved. He wrote in 7he Wealth
of Nations: “The violence and injustice of the rulers of mankind is an
ancient evil, for which, I am afraid, the nature of human affairs can scarce
admit of a remedy’ (Smith 1776 [1976], IV.iii.: 493). The arbitrary
nature, the abuse and the rapacity of power are among the great themes
of Smith’s historical discourse not only in 7he Wealth of Nations, but also
in Lectures on Jurisprudence and The Theory of Moral Sentiments. They
recur in his interpretation of the ancient world and its historical catastro-
phes, in his analysis of slavery and colonization, in his denunciation of
the imbalance among peoples on the international scene, in his vision of
the conflict between monarchs, feudal lords and free cities in medieval
Europe, in the denunciation of the power of life and death applied
arbitrarily in commercial legislation, in the critique of trading companies
and destructive experiences such as the dispossessions and impoverish-
ment produced by the colonial government in Bengal. Many scholars
have pointed out Smith’s lack of faith in the rationality of politics and in
the correct behaviour of the government and the public administration.
As Viner has acutely observed, Smith was dealing with cynical and cor-
rupt state powers (Viner 1927: 221-223). At the time of the first coloni-
zation of the Americas, the international scene had been a theatre
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of terrible violence and abuse against indigenous populations, a tragic
experience recalled by Smith in 7he Wealth of Nations. Wars for the con-
trol of the seaways and commercial traffic, the expansion of the British
empire, the conflict with the colonies in North America offered ample
first-hand material on the abuses of authoritarian state power unmiti-
gated by the law or the control exercised, though to a limited extent, by
elected assemblies.

Smith’s ideal of natural liberty is among the fertile utopias that fuel
the dream of taming the Leviathan. It would be reductive to interpret it
from the viewpoint of the contemporary debate, forgetting the historical
context and Smith’s emphasis in all his works on justice as the founda-
tion of the social order and specifically of the institutional order, which
has to regulate and moderate the interplay of private interests (Rosenberg
1960; Hollander 1977). In its first formulation, which we know only
indirectly, the deviation of government towards oppression and tyranny
is intrinsic to the very goal of controlling the natural course of things,
deforming it.’

In Smith’s work, history is central, as a reasoned narration of events, a
reconstruction of paths of development, an evolutionary anthropology
of human societies. The image of the markets is contaminated by history
even in the vision of the natural course of the ‘commercial society’. In the
nineteenth century, the mathematization that progressively conquered
economic theory expurgated market theory from history, and with it the
impure interweaving of markets and authoritarian state power in histori-
cal experience. The idea of the market—the theoretical space of human
interaction established by the contract of exchange—is represented in
the mathematical model as a place of interpersonal relations dominated
by legality, that is, governed by its own laws. This theoretical vision, for-
mulated in different ways by different authors, explores the space of
social interaction based on the voluntary contract, conceived as the

> ‘Little else is requisite to carry a state to the highest degree of opulence from the lowest barbarism,
but peace, easy taxes, and a tolerable administration of justice; all the rest being brought about by
the natural course of things. All governments which thwart this natural course, which force things
into another channel, or which endeavour to arrest the progress of society at a particular point are
unnatural, and to support themselves are obliged to be oppressive and tyrannical’ (quoted in
Stewart 1795 [1980]: 322).



The Dream to Tame the Leviathan: Authoritarian Power... 25

product of agents’ far-sighted rationality; it excludes the individual’s
arbitrary power over the choices of another person and, a priori, the
arbitrary use of power by the political elite of the authoritarian state. The
market is a system of social relations governed by internal laws: in the
conflict of desires and in the allocation of resources, what prevails is the
objectivity of social relations, never the arbitrary will of one individual
against the other.

History is still a large presence in the work of A.A. Cournot, a central
figure in the mathematization project, but also the author of hundreds
of pages of epistemological, philosophical and anthropological reflec-
tions in an ambitious attempt to systematize and classify knowledge
ranging from probability theory to the theory of evolution, from biology
to linguistics and anthropology. The uneasy balance between material-
ism, vitalism and rationalism or, in human affairs, between history and
rationality, are aspects of his thought of controversial interpretation. As
argued by E Vatin, a careful scholar of Cournot, as civilization evolves
the ‘historical’ phase follows the prehistoric one and precedes the one at
the end of history, dominated by rational behaviour (Vatin 2006: 119).
In 1838, in the Recherches, Cournot foresaw the drive towards rational
order that dominates the development of the market economy. In the
rationalized, global society towards which human experience is moving,
market relationships, purified of any crude form of power, are made
fluid by moderation and by far-sighted rationality (Cournot 1838
[1971]: 10). In the 7raité published in 1861, he repeated the prediction
of the growing expansion of the rule of rationality with the effect of
reducing the turbulence of political life (Cournot 1861 [1982]: 482,
484, 552). However, the political sphere is deeply rooted in the collec-
tive imagination based on emotions and identity, and it remains elusive,
extraneous to full rationalization and open to fresh turmoil. Cournot
conceives it from the viewpoint of the ‘social body’ rather than from that
of mechanical equilibrium. In 1875, in Matérialisme, vitalisme, rational-
isme the risk of ‘shocks’ heralding disaster in the political sphere is
announced in almost pessimistic tones. Governing men requires ‘an
organism that has the flexibility and spontaneity of life’ (Cournot 1875
[1987]: 130). The hope of stabilization for the political sphere emerges
from the distinction between the ‘regime’ of government and politics, in
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the strict sense. By ‘regime’, Cournot means the institutional and nor-
mative system (e.g. the monetary or judicial regime) that is established
in a sovereign state and can be governed with intelligence and honesty by
the administration, competently carrying out functions that are distinct
and separate from political action, which nevertheless remains its driving
force (Cournot 1875 [1987]: 131-132). Cournot has some faith in this
moderate utopia of successful, competent management of public func-
tions, free from political interference, despite underlying its ideal char-
acter. If the ideal were to prevail the disturbances caused by the repeated
turbulence of politics would remain confined to the surface level
(Cournot 1875 [1987]: 132). Whatever the faith in this form of taming
the Leviathan, Cournot’s theory of the market still remains firmly
anchored to the foundations laid in 1838, although in the Principes, in
1863, the emphasis on the possibility of mathematizing the economic
discourse is toned down and caution is explicitly expressed (Cournot
1863 [1981]: 329-330).

The dream of markets without power and of the benevolent Leviathan
is clearly embodied in the Walrasian construct of the general economic
equilibrium. The definition of the market given by Walras in Eléments
d’économie politique pure, which lies at the heart of the vast construction of
the model of general economic equilibrium, is a market of perfect compe-
tition where the price is formed as a ‘natural fact’ depending on the objec-
tive nature of scarcity, beyond the will and arbitrary power of any individual
trader (Walras 1900 [1952]: 26-27). While Walras admits the possibility
of voluntary actions to alter the price established according to scarcity, for
instance by destroying part of the stocks of some good, in his epistemol-
ogy, the science of pure political economy deals with the determination of
relative prices in perfectly competitive markets, where such prices are
formed transparently without arbitrary interference (Walras 1900 [1952]:
45). The long-standing dispute about the normative or descriptive nature
of the Walrasian model cannot disregard the importance Walras attributes
to the pure theoretical model in scientific explanation, side by side with its
role as the normative ideal. The theoretical model of the system of mar-
kets, the key to interpret reality, must be an abstract, ideal representation
of exchange in perfect competition precisely because it is pure science; it is
a normative ideal, because it responds to the criterion of commutative
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justice: markets not subject to arbitrary power in relations between private
parties. The equilibrium relative prices depend neither on discretion nor
on the ability to exercise pressure by this or that trader or by institutions
outside the trading process. In the market interaction, individual free will,
which underlies the individual traders’ optimizing decision-making, is
subject to the law of price regulation operationalized by the auctioneer.
The desire for power and subjugation does not disappear, but is curbed by
the mechanism of competition operating in trade. This ideal model of the
perfectly competitive market is totally lacking in elements of power. In the
paradise of ideal markets, nobody exercises pressure on others to force
them to act by way of threat or promise. Nobody could even imagine
doing so, if the premises of the ideal model are upheld. The images of the
ideal market in the writings of Walras include, in the 34th lesson in
Eléments d'économie politique pure, the famous one that compares the maj-
esty of the economic world as governed by the law of supply and demand
to the system of the astronomical world governed by universal gravitation
(Walras 1900 [1952]: 362).

The legality of the market is grounded on the condition of ‘legiti-
mate appropriability’ of goods and therefore on the definition of prop-
erty rights; but in pure market theory, there is no discussion of the
fundamental principles that should regulate them, nor precise refer-
ences to their normative definition in the institutions of a state or a
time in history. The capital good of which Walras at length discusses the
conditions of legitimate appropriability is land, with evaluations that
do not concern pure political economy but the complementary field of
the social economy (économie sociale). In Eléments d’économie politique
pure, Walras deals with the question of property in a double register,
historical and theoretical, relegating appropriability by force and
through conflict to past ages and expressing the faith that human his-
tory will evolve towards ‘the final order of principles’ (Walras 1900
[1952]: 36). The final order has the connotation of a rational ideal cor-
responding to the epistemological fusion of the normative ideal and the
scientific one.® According to the perspectives of applied science and

6See Walras (1898 [1992]: 434). The constructive standard defined in applied science should be
based on the principles of pure science.
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social economy, the scientific disciplines constituting the theoretical
architecture of social science along with pure political economy, Walras
formulates the dream of the state that embodies distributive justice: it
is a scientific ideal towards which positive action must be rationally
addressed and towards which the course of history moves.” In a note
written in 1875 about the possible nationalization of the railways, criti-
cal of Chevalier and the French free trade school, Walras reaffirmed the
importance of the state’s effective and benevolent role, complementary
to private activity (Walras 1898 [1992]: 211-212). In constructive
terms, he conceived the possibility of building the state administration
with well trained, dedicated civil servants, honest magistrates and com-
petent engineers, driven by the desire to serve the public good. He reaf-
firmed his faith in the efficiency and effectiveness in the actions
belonging to public responsibility (Walras 1898 [1992]: 212). The
theme runs through all the essays collected in Etudes déconomie poli-
tique appliquée, as well as being of central importance in Etudes
d’économie sociale (Walras 1896 [1992], 1898 [1992]).

In the Lausanne school, Pareto separated pure market theory from his
broader conceptual construct, although he was engaged in the analysis of
power, to which he devoted a large part of his sociological work. In the
Manuale, the realm of theoretical economics is confined to the sphere of
repeated logical actions alone (Ingrao 2013: 429-430). In his late politi-
cal writings, Pareto anticipated an explicit interest in the connections
between markets and institutional construction, with a very critical atti-
tude towards liberal democracy.

The ideal character of Walras’s vision of the market is accentuated in
the neo-Walrasian general equilibrium model, which still plays an impor-
tant role as a reference point among economists, despite the composite
nature of the core of economic theory today. Recent literature underlines
the normative value of the general equilibrium model between the 1940s
and 1960s, and its connection to the literature of ‘mechanism design’,
openly oriented to constructing mechanisms of social engineering for the

purposes of planning (Boldyrev and Ushakov 2015). In the vision of

7See Walras (1898 [1992]: 413).
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centralized planning as overlapping with the Walrasian model, which
marked the literature of the 1940s called market socialism,? as well as in
its later developments in stability theorem research, and more explicitly,
in the search for social engineering mechanisms designed for planning,
the public authority immediately takes the rational, transparent form
devoid of any trace of power that Walras attributed to ideal competitive
markets that do not violate commutative justice. The image of the state
as the organizer and rationalizer of economic activity is built looking at
the ideal image of transparent markets governed by laws that exclude
irrationality, abuse, violence, oppression or the individual’s arbitrary
power over the destiny of his fellow man.

In the current state of economics research, there are no dominant
models of markets, which might claim the theoretical primacy attributed
to the neo-Walrasian general equilibrium model in the 1950s and 1960s.
After having been at the frontier of research till the late 1970s, the neo-
Walrasian model was superseded by new families of partial models, many
of them in game theory, with applications in different fields. Whole
research fields, like behavioural economics, reject the Walrasian premises
advancing new epistemological perspectives and behavioural hypotheses.
However, difficulties in conceptualization and formalization hinder the
emergence of a unified paradigm that coherently incorporates cognitive
biases, asymmetric information, transaction costs or disequilibrium
dynamics in the market mechanisms, abandoning the transparency of
perfect competition. For ideological reasons and a lack of alternative, uni-
fying visions, the neo-Walrasian model remained the reference point until
the start of the twenty-first century in New Classical Macroeconomics
and, with appropriate variations, in New-Keynesian Macroeconomics.
Today it is still the basic image of the market in the economist’s tool box,
although a new anarchy is advancing in economic theory.’

8‘But market socialists took Walrasian construct not just as a general model of market, but also as
a guide to action, a normative ideal one needed to achieve. It turned out that the same mathemati-
cal object (equilibrium) could be interpreted both as an outcome of spontaneous decentralized
market process and as a result of centralized socialist planning duly organized and implemented’
(Boldyrev and Ushakov 2015: 5).

?'The evolving core of mainstream economics is fragmentary; a single theoretical tool box has van-
ished (Ingrao 2018).
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2.3 The Many Leviathans in Contemporary
History

Hobbes’s Leviathan is an artificial giant playing a civilizing role; it is built to
establish some measure of reciprocal security founded on recognized natural
laws.'® The totalitarian Leviathans in the time of wolves, as the poet Osip
Mandel’stam named the epoch being himself a victim of the wolves, were not
so reassuring. In Europe, great minds tried to unveil the hidden nature of the
authoritarian States that emerged in the 1930s, under the pressure of the
dramatic change in the political scene. In 1936, historian Elie Halévy, who
underlined the similarities among the power apparatus of Nazi rule, the vari-
ous forms of fascism, and the new Bolshevik power, connected them as the
various faces of the age of tyrannies (Lére des tyrannies). He looked at their
common roots in the devastating political experience of World War I. Halévy
chose the word ‘tyranny’ with Greek root in continuity with Aristotle’s politi-
cal thought; he preferred it to ‘dictatorship’ that in its original Latin meaning
indicated the power that established the transitory suppression of freedom in
a situation of emergency (Halévy 1938 [1990]: 214). On the contrary,
Hannah Arendt emphasized the novelty of twentieth-century totalitarian-
ism, marking its difference from authoritarian forms of government as
already classified in political thought (Arendt 1951 [1967]; Arendt 1954a
[1994]: 309-310, 313; Arendt 1954b [1994]: 339-340). In her book on 7he
origins of totalitarianism and in the essay prepared for 7he Partisan Review, she
argued that the emergence of totalitarian regimes was the crucial challenge
for the understanding of the contemporary history. She placed totalitarian
regimes at the heart of historical change in the twentieth century, comparing
the difficult task of deciphering totalitarianism to deciphering the “central
event of our world” (Arendt 1954a [1994]: 308). Arendt underlined the ter-
rible novelty of both the Nazi and the Stalinist rule, distinguishing these

1“The final cause, end, or design of men who naturally love liberty, and dominion over others, in
the introduction of that restraint upon themselves, in which we see them live in commonwealths,
is the foresight of their own preservation, and of a more contented life thereby; that is to say, of
getting themselves out from that miserable condition of war which is necessarily consequent, as
hath been shown (Chap. 13), to the natural passions of men when there is no visible power to keep
them in awe, and tie them by fear of punishment to the performance of their covenants, and obser-
vation of those laws of nature set down in the fourteenth and fifteenth chapters’ (Hobbes 1651
[2014]: 131).
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regimes at their peak from other contemporary dictatorships, such as the
fascist one party rule or the early Bolshevik one party dictatorship. At the
roots of totalitarian power are ideologies, which believe in the inevitable
evolution of history moving towards the purification of the race or the
eschatological purification of society. The ideologies on which the totali-
tarian regime is built deny all rights to life and freedom to entire groups
of people, perceived as not belonging to the purifying evolution.
Individuals or minority groups, who by stereotype classification or by
mere accident are perceived as not belonging to the privileged final des-
tiny, obstruct the revelation of history: they must be destroyed by the
power machine. The superior evolution dictated by nature or by society
justifies killing them, even in mass massacres. For inferior human beings,
the Leviathan is no more a protecting power; on the contrary, the totali-
tarian Leviathan should accelerate their annihilation in the advance of
times. In the terror justified by natural or social transformation, human
beings disappear as such; they are just instrumental agents of the imma-
nent, inevitable change according to the final law of evolution. Those
who clean the world from inferior races or individuals, or from decadent
classes and peoples, may tomorrow be the ones who will be sacrificed in
the march towards the inevitable, eschatological future (Arendt 1954b
[1994]: 349). According to Arendt, in Nazi Germany and Stalinist Russia
these are the tragic marks of totalitarian rule at its peak. Power is the
kingdom of terror (Arendt 1953 [1994]).

In Crowds and Power, Elias Canetti identified another aspect of power
relations.! The ‘crowd’ is a psychic phenomenon, in which individuals
lose the separateness of their individual identity that is usually accompa-
nied by a repugnance at being touched: ‘the dense crowd, in which body
is pressed to body; a crowd, too, whose psychical constitution is also
dense, is compact’ (Canetti 1962 [1981]: 15). Canetti’s ‘crowd’ is a pow-
erful psychic experience in the mass rituals of authoritarian regimes. As
regards German historical experience, Canetti argued that in the unifica-
tion of Germany the army became the founding symbol of the nation in
the collective experience of German citizens. After the Versailles treaty,
in Hitler’s speeches against the ‘Diktat’ of Versailles, the claims against

"In the book, Canetti explores the crowd in the most varied and diverse historical circumstances.
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the disbanding of the German army acted, by inversion, as a powerful
appeal to national cohesion, with immediate hold over his listeners
(Canetti 1962 [1981]: 181 fI). Canetti evoked the ‘crowd’ in German
hyperinflation as a collective experience of devaluation of both the cur-
rency and personal identities. He looked at the paroxysm of anti-Semitism
as rooted in the same psychic experience (Canetti 1962 [1981]: 186 ff.).

In her works, Arendt carefully distinguished the various authoritarian
governments with reference to the analysis of power in Montesquieu’s
and Kants political thought; but in some paragraphs on totalitarian
regimes, she placed the focus on liquid institutions, pointing out at the
ruthless power of the secret police or of elite paramilitary corps, whose
members could in turn be crushed by the terror machinery (Arendt 1951
[1967]: Part 3, chap. XII)."? Although her lesson cannot be forgotten, her
interpretation of totalitarianism does not account for all authoritarian
regimes."” Historical studies on the evolution of the Soviet State after
Stalin’s death, or of communist States in Eastern European countries
before 1989, show how these regimes developed a complex institutional
architecture to legitimate government and capture the consensus of civil-
ians. The capture of consensus is built by building collective values and
aspirations through the machinery of active propaganda; these may be
anchored in deep cultural roots in national history. On a parallel path,
consensus is built by building welfare systems or networks of cronyism
relationships, which provide to individuals or groups better incomes, sta-
tus advancement and social visibility, in strict connection to economic
life. Violence and consensus are the two poles for the longer-term stabil-
ity of authoritarian rule."

"2 Arendt’s book offers an articulate analysis of the institutions in the terror machinery in the later
phases of totalitarian regimes, after their first stage as revolutionary movements (see Arendt 1951
[1967], chaps. XI and XII).

13 For the same reason her interpretation of totalitarianism is controversial, even if some scholars,
and notably R. Aron, recognize its dramatic relevance (Martinelli 2009; Forti 2009). On the cul-
tural roots of totalitarianism see also Shorten (2012).

"D. Augustine effectively underlined this balance in his history of the German Democratic
Republic (GDR). ‘GDR history stands between the opposing, yet connected poles of coercion and
consent, neither of which can be ignored. In fact, this is true of all regimes known to historians. It
. : ) : -©. S ;
is even true of the most ruthless, dictatorial and violent phases of Stalinist and Nazi rule’ (Augustine

2011: 633-652).
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2.4 Hayek and Schumpeter on Totalitarianism

During the 1940s, two outstanding economics scholars, J.A. Schumpeter
and E Hayek, dealt with totalitarian institutions and the emerging new
totalitarian States. In 1942, Schumpeter examined political institutions
and the idea of socialist planning in Capitalism, Socialism and Democracy;
in 1944, Hayek argued the irreversible drift towards totalitarianism in
centrally planned economies in 7he Road to Serfdom. Both scholars
reacted to the anti-market climate prevailing in Europe in the 1930s and
early 1940s even within democratic countries.” They were both con-
cerned with the cultural atmosphere of hostility towards capitalism they
perceived in intellectual circles, but reacted from radically different per-
spectives and with divergent interpretations.'

In Schumpeter’s thought, power is an important subject. In his theo-
retical construction, markets are still conceived in isolation from the
political sphere, but Schumpeter deeply eroded the Walrasian core in
economics dealing with innovation, historical change and the evolution
of institutions. In 1912, in 7he Theory of Economic Development, the
abstract view of the market economy (‘the circular flow’) brings the mark
of the Walrasian idea of equilibrium, though with adaptations and miss-
ing something of Walras’s refined theoretical purity (Schumpeter 1934
[2012]: 41). For ‘the purpose of theory’, the system of competitive mar-
kets is static and stable, as Schumpeter remarked in his essay on the insta-

bility of capitalism in 1928:

The economic system in the sense of conditions and processes reduces itself
for the purpose of Theory to a system in the scientific sense of the word —a
system, that is, of interdependent quantities — variables and parameters —
consisting of quantities of commodities, rates of commodities and prices,

15See Furet (1995: 180).

1°Schumpeter wrote in chapter XIII in Capitalism, Socialism and Democracy: ‘From the analysis of
the two preceding chapters, it should not be difficult to understand how the capitalist process
produced that atmosphere of almost universal hostility to its own social order to which T have

referred at the threshold of this part’ (Schumpeter 1942: 143).
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mutually determining each other. This system has been found to be stable,
and its stability amenable to rational proof, under static conditions.
(Schumpeter 1928: 364)

In his essay, Schumpeter drew a clear line of demarcation to cut out
issues of political or social instability from the discourse on economic
instability to be focused on the endogenous volatility in economic pro-
cesses, notably endogenous business cycles' (Schumpeter 1928:
361-363). He defined ‘capitalism’ as the combination of private prop-
erty, the market economy and the credit system, the latter being its dis-
tinguishing characteristic. The long-term evolution of capitalism as a
social and institutional order of society was neatly distinguished from the
instability of the market economy in consequence of endogenous eco-
nomic fluctuations. Obviously, Schumpeter did not deny that events out-
side the economic sphere, as properly defined, influence economic trends;
he explicitly reminded ‘the breakdown of Russia’ (Schumpeter 1928:
364). Political shocks belong to the exogenous environment; they are out
of the core of properly defined economic discourse.

If absent from the circular flow, power is at the heart of Schumpeter’s
conception of competitive capitalism, being at the core of the idea of
entrepreneurship. Innovative entrepreneurs win thanks to the leadership
they exercise on other people, though such leadership is not akin to the
political charisma acting by confidence, glamour and persuasion. The
entrepreneurial leadership requires the capability to stand resistance, and
get things done, influencing other peoples’ behaviour. Leadership in
innovative change, as distinguished by the entrepreneur’s role according
to Walras or Marshall, requires the ability to convince the bankers, who
will provide the funds for the innovative projects. The successful entre-
preneur raises the motivations of technicians and workers, who collabo-
rate in innovative projects; he forces new products on consumers; he
drags imitators. The illusion of power is moving him to action. Such
non-romantic leadership creates economic change, though it has nothing

'7“In short, the economic stability we mean, although it contributes to stability in other senses, is
not synonymous with them, nor does it implies them’ (Schumpeter 1928: 362). In 1927, Schumpeter
had underlined how economic cycles had to be explained by endogenous economic phenomena,
excluding shocks from political events (Schumpeter 1927).
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to do with the affective charisma of politicians, or the State Leviathan as
guarantor of the social order. In markets, it spreads disorder by ‘destruc-
tive creation’.

Seemingly to Cournot, Schumpeter looks at economic phenomena
within social, institutional and political evolution in history; the dynam-
ics in the political sphere has its own degree of liberty, with disquieting
effects of turbulence or autonomous change. In 1942, in Capitalism,
Socialism and Democracy, Schumpeter eventually argued the prophecy of
the dissolution of the capitalist order. In his analysis, as in Cournot’s
theorizing, political power gains legitimacy and stands only when
grounded on deep emotions. If the entrepreneur builds endogenous eco-
nomic change, the bourgeoisie as a social group is incapable to sustain the
charismatic foundations of power that rule societies, because of its indi-
vidualistic values, its training and the myopic concentration on profits.
Markets and the creative destruction process stand on State institutions
in continuity with the feudal order. The innovative entrepreneur is not
the charismatic leader of the political community; capitalism survives
thanks to its temporary symbiosis with public powers of feudal roots.
Government, as the force to impose order and establish orderly, collective
conditions of life (Hobbes’s Leviathan fundamental role) rests on institu-
tional pillars from the feudal age. The symbiosis works thanks to the
metamorphoses of class and status roles; governing elites enclose both
people from the new classes and representatives from the old dominant
groups (Schumpeter 1942: 136-137):

With the utmost ease and grace the lords and knights metamorphosed
themselves into courtiers, administrators, diplomats, politicians and into
military officers of a type that had nothing whatever to do with that of the
medieval knight. And -most astonishing phenomenon when we come to
think of it- a remnant of that old prestige'® survives even to these day, and
not only with our ladies. (Schumpeter 1942: 137)

This symbiosis is unstable, and Schumpeter reads the growing hostil-
ity towards capitalism in contemporary society as the visible signal of a

'8The reference is to ‘the mystic glamour and lordly attitude’ of ancient feudal lords.
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self-destruction process by capitalism itself. Capitalism as a social order
is mined by the disgregating nature of its values, by the failing legitimacy
of its leading characters, by the progressive decomposition of ‘protective’
social groups, that is the stable strata of small proprietors, craftsmen,
farmers, whom technical progress and great enterprises destroy
(Schumpeter 1942: 139-142). Schumpeter wrote in the Preface:

In the second part — Can Capitalism Survive — I have tried to show that a
socialist form of society will inevitably emerge from an equally inevitable
decomposition of capitalist society. Many readers will wonder why I
thought so laborious and complex an analysis necessary in order to estab-
lish what is rapidly becoming the general opinion, even among conserva-
tives. (Schumpeter 1942 [1992]: 409—-410)

The political arena is portrayed in a dismal way. Schumpeter looks at
politics as dominated by the perverse competition operating through the
manipulation of opinion and the deception of constituencies, which are
easily cheated because the common voters have myopic views. After the
progressive disintegration of the capitalist order, he forecasts the
combination of democratic institutions deprived of real power with cen-
tralized market socialism leaded by a number of great trusts. Paradoxically,
the adumbrated system represents a return to the Walrasian dream to
tame the Leviathan. Market socialism, whether fully or partially central-
ized, even if dominated by monopolies, is managed according to inner
rational laws of effective administration; it is autonomous from the
inflammable world of politics, and only apparently in the grips of demo-
cratic institutions. In the hypothetical socialist society thus constituted,
the equilibrium between democracy and socialism, in the meaning
Schumpeter attributes to these concepts, may be unstable; it requires a
certain degree of welfare and economic growth to smooth social tensions.
To maintain the balance between centralized economic power and
democracy, people should be highly civilized, and the political elites fairly
stable; citizens should freely legitimate the institutional structures
(Schumpeter 1942 [1992]: 301-302). If the balance breaks down, the
centralized socialist structure attributes to political elites a tremendous
amount of power over common people. Socialist democracy, then,
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becomes a terrible imposture, much more than it is in any mature democ-
racy in capitalism (Schumpeter 1942 [1992]: 302). A subtle poison
comes to light in cynical tones: Schumpeter was conscious of the impos-
ture in Soviet Russia as regards the brutality of the socialist discipline. In
some pages, he highlights the ‘sinister connotations’ of Soviet rule, argu-
ing that they are the effects of the historical context and the underdevel-
oped economy (Schumpeter 1942 [1992]: 212 ff.). The brutality of the
totalitarian Leviathan, although remarked, looks as far apart from the
inner laws of socialist markets.

On the contrary, in 1944, in 7he Road to Serfdom Hayek argued that
the planned economy centralizing resources under government control
escalates towards the centralization of political power leading to totalitar-
ian rule. Totalitarian rule drives society towards both ethical and eco-
nomic disasters. The centralization of control on resources in socialist
planning blocks the creative impulse that nurtures discovery and innova-
tion, and severely undermines the efficient use of dispersed knowledge.
The main thesis of the book is that central planning, far from being a
neutral frame for the collective organization of production and distribu-
tion, forces political institutions to degenerate into totalitarian rule.
Liberal democracies cannot survive under the hierarchical frame of com-
mand that central planning requires; such command erodes the respon-
sible initiative, the values and the shared norms of trust on which open,
free market societies stand. In his vision of totalitarianism, Hayek echoes
themes similar to those Halévy, and later Arendt, refer to. Nazi and
Bolshevik ideologies share the dream of returning to a compact society,
whose members have no value as independent persons; they are grains of
the whole governed by the common end. Under totalitarian rule, the very
idea of ethics disappears. The attribute of humanity pertains to the indi-
vidual person only as far as he or she is recognized as belonging to the
community, in conformity to totalitarian ideology (Hayek 1944 [2008]:
162). To continue with the metaphor above, according to Hayek, the
totalitarian Leviathan has no limit in ethical principles, all being admit-
ted by the collective end cementing society. Cruelty becomes the effective
tool of historical logic. This gloomy vision of totalitarianism and plan-
ning was neatly opposed to Schumpeter’s arguing, although Schumpeter
was not openly attacked in the book. Two chapters notably dealt with
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how totalitarian rule progressively undermines habits and norms of civil
ethics by harassment and propaganda, the diffusion of official lies, the
reward of ferocity and intrigue, the promotion of ruthless individuals to
top positions. Totalitarian rule destroys moral identity, and the inner tex-
ture of values which frame social intercourse in liberal societies. In 7he
Road to Serfdom, two sets of arguments are strictly linked: the impossibil-
ity to democratically manage the political institutions in societies with
centralized planning; the consequent totalitarian drift in State power,
with the ethical decay of political elites, and the loss of moral values in
society at large. Hayek will develop these subjects in some of his writings
soon after the war, concerned for the fragile rebuilding of liberal constitu-
tions in European countries.

In their opposed prophecies on the Leviathan and the market in
dynamic interaction in socialist societies both Schumpeter and Hayek
dealt with the complex evolution linking changes in institutions, the
building up of individual identities and social values, and economic
activities. Both dealt with ideologies, and the ways in which people sub-
jectively perceive their links to the political community, or how moral
feelings influence economic life. There is no doubt that Hayek captured
effectively the bias towards totalitarianism inherent in the illiberal ideolo-
gies extolling collective governance. In the contemporary world, most
authoritarian Leviathans take milder forms with respect to the totalitar-
ian regimes of the 1930s and 1940s; in a number of countries, the bor-
ders between autocracy, democracy and the market economy seem
blurred. They are also highly unstable, just as Schumpeter and Hayek

guessed.

2.5 Institutions and Authoritarian Power
in Development Economics

After the end of the cold war and the fall of the Soviet Empire, political
changes towards democratic transformation took place in various areas of
the world. Many of these processes get stuck, and the emerging demo-
cratic States remain hybrid. Formally liberalized, they are dominated by
political elites, which in various ways violate human rights, block the
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access to power to opposition forces according to alternation rules, use
and abuse public resources to support their leaders or their cronies. The
contemporary world sees authoritarian Leviathans, whose political elites
manage discretionary power in the use and abuse of State functions, even
when they rule within the legal frame of constitutional law, under com-
petitive elections for the nomination of State authorities, legislative
assemblies or local municipalities. Scholars in political science propose
alternative classifications of such hybrid regimes, debating their persis-
tence and stability versus their evolution towards full democracy or
totalitarianism.

In a recent study, Levitsky and Way explore the political experience in
35 States classified as ‘competitive authoritarian regimes’ (Levitsky and
Way 2010). These scholars refuse the label ‘transitional’ democracies, as if
these States were in sure transition towards democracy; the evolution of
unfinished democracies admits a variety of outcomes: the progressive
transformation in stable democracies, the stabilization of hybrid struc-
tures or the reversal to authoritarian rule. To the procedural definition of
democracy on the criterion of competitive elections, with Schumpeterian
roots, they add the requirement that both the ruling elite and the oppo-
nents share fair access and opportunities in the elections’ competition."
In fully authoritarian regimes, which still exist in the global world, the
political opponents have no access to power by legal means in competi-
tive elections. Authoritarian regimes are classified as closed regimes,
where no democratic institutions exist at the national level, and hege-
monic regimes, where the political opponents are persecuted or forced to
exile, and elections are divested by human rights violations, obstacles in
accessing them, or frauds.

We define full authoritarianism as a regime in which no viable channels
exists for opposition to contest legally for executive power.(...) Competitive
authoritarian regimes are distinguished from full authoritarianism in that

1“Competitive authoritarian regimes are civilian regimes in which formal democratic institutions
exist and are widely viewed as the primary means of gaining power, but in which incumbents’ abuse
of the state places them at a significant advantage vis-a-vis their opponents. Such regimes are com-
petitive in that opposition parties use democratic institutions to contest seriously for power, but
they are not democratic because the playing field is heavily skewed in favour of incumbents.
Competition is thus real but unfair’ (Levitsky and Way 2010: 5-7).
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constitutional channels exist through which opposition groups compete in
a meaningful way for executive power. Elections are held regularly and
opposition parties are not legally barred from contesting them.(...) What
distinguishes competitive authoritarianism from democracy, however, is
the fact that incumbent abuse of the state violates at least one of three
defining attributes of democracy: (1) free elections, (2) broad protection of
civil liberty, and (3) a reasonably level playing field. (Levitsky and Way
2010: 6-7)

In regimes of competitive authoritarianism, the ruling elites try to
manage elections by committing local frauds, intimidating political activ-
ists, committing legal abuses, appropriating public resources, silencing
the press on charges of defamation or other spurious charges, or imprison-
ing political opponents on false allegations under formally legal proce-
dures. Public funds are systematically used to support the campaign of
members of the elite running for office; electoral promises or cronyism
capture the votes of individuals and communities in the constituencies.?

In political science, the classification of ‘illiberal democracies’ is con-
troversial (Zacharias 1997). Alternative definitions of hybrid regimes are
adopted, all relevant to the contemporary international scenario: consti-
tutional autocracies, with limited access to vote; regimes whose elected
assemblies are under the superior guard of religious, military or dynastic
authorities; restricted democracies, where some political forces are
excluded from the competition (Diamond 2002). The dynamics of these
regimes is complex.”! Various interpretations contest the idea of ‘modern-
ization’, that is the assertion that the evolutionary processes of democra-
tization basically depend on the trend of per capita income. Levitsky and
Way underline that effective political apparatuses play an important role
in the middle-term evolution of political institutions. They influence the
capacity of elites to stay in power, much as the stability and the cohesion
of the State administration on which elites depend. International rela-
tions in terms of alliances, agreements, sanctions, aid have a primary role;
the amount of trade flows, tourism, foreign investment, participation in
international networks for training or education also play a relevant role

2 See the summary table in Levitsky and Way (2010: 13).

2'On divergent paths of evolution, see for example, Pepinsky (2009) or Slater (2010). On the
evolution of political regimes see also Huntington (1968 [2006]).
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(Levitsky and Way 2010: 13). The plurality of actors involved in patterns
of economic development, in international geopolitics, and in domestic
political governance affect the evolution of political regimes: the stabiliza-
tion of the authoritarian regime versus the stabilization of democracy; the
regime change, new political forces emerging within the old institutional
structure; the dissolution of the State, if the political competition opens
dramatic crises that end into civil war in contested States.

The contemporary hybrid regimes manage market economies; their
elites intrude into market activities. There is a wide literature dealing with
neo-patrimonialism in postcolonial African States, many of which are
competitive authoritarian regimes, or authoritarian hybrid regimes
according to other definitions.*” Patrimonialism is associated to foreign
aid and the complex bargaining on aid and debt with international orga-
nizations and foreign governments. International or local NGOs work
within the market economy, supplying services which should be provided
by public institutions. Military commercialism, that is the systematic
presence of the military in economic activities, is a worldwide phenom-
enon. Moyo, who studied the case of Zimbabwe, lists a number of coun-
tries where it is prominent in economic life.* In hybrid authoritarian
States, the political dynamics calls into question the ambiguous relations
of the incumbents in power with the market space, and the way markets
work at the junction of private interests and public power. Which new
questions does this commixture present to the old core or the new disor-
der of economic theory?

The literature of public choice and the ‘new political economy’ explores
the dynamics of political choice starting from optimizing decision-making
according to optimal decision theory, assuming rational choice and the
intelligent forecasting of costs and benefits also by actors in the public sec-
tor (Lazear 2000; Waterman 2002; Besley 2007). Economic modelling of

22See Englebert and Dunn (2014) for a survey on neo-patrimonialism in African States.

#“The contemporary phenomenon of military intrusion into the political economy is not unique
to Zimbabwe. It appears in a number of countries around the world, including Angola, Bangladesh,
China, Cuba, the Democratic Republic of Congo (DRC), Egypt, El Salvador, Guatemala,
Honduras, Indonesia, Pakistan, Rwanda, Thailand, Turkey, and Vietnam. These countries were a
mix of communist-oriented regimes or post-communist societies and military dictatorships,
authoritarian and semi-authoritarian regimes” (Moyo 2016: 352).
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political behaviour is applied to issues of public finance, administrative
decisions, electoral systems, regulation and incentives. This ample research
field (with disputable results) does not lead to the radical rethinking of the
neo-Walrasian paradigm, or to the investigation of market dynamics in
the shady mixture of public decision-making and private choice in coun-
tries where government invasiveness is that of hybrid or fully authoritarian
regimes. Meanwhile, in contemporary theory, the breakdown of the para-
digm of Olympian rationality, to put in Simon’s terms, is a theme of grow-
ing relevance. Bowles and Gintis coined the term contested exchanges to
account for the capacity to impose a contractual obligation in exchange:
such capacity is assumed a priori in the neo-Walrasian model, including a
built-in enforcement clause; in real markets it operates thanks to disciplin-
ary mechanisms regulated by power relations (Bowles and Gintis 1993).
Bowles and Gintis refer to various scholars who studied the interaction
between internalized social norms, sanctioning mechanisms for contrac-
tual violations and power hierarchies. The capacity for power relations to
impose sanctions is relevant in long-term contracts, or in contracts with
personal and trust aspects.

These issues arise in the studies on advanced market economies, within
the frame of reasonably functioning institutions protecting property
rights and democratic rights. They are of primary importance for markets
in societies ruled by authoritarian regimes, where access to resources is
subject to political whim, sanctions can be set arbitrarily, public decisions
are tied to influence peddling, and likewise. Agency problems, transac-
tion costs, contested or uncertain property rights, the unequal distribu-
tion of income and wealth, the entanglement between political hierarchy
and market transactions, affect how markets work, their roles depending
on political change and the stability or instability of State power. There is
an urgent need to recognize the gap between the ideal model of the ratio-
nal economic agent and behaviour under authoritarian rule. The ideo-
logical machine that fuels authoritarian power, silencing free choice in
repression, captures support thanks to cognitive, emotional and identity-
based pressures aimed at promoting mimetic behaviour. The agent is not
an isolated individual, whose preferences are independent of the dynam-
ics of social interaction. In the totalitarian society, even when individuals
fight to defend their private space and resist, they are affected in their
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decisions by promise, persuasion, threat and brutal violence exerted by
the State. The control over the body, the techniques of mass repression,
the fabrication of opinion and information by propaganda, spying and
the wiping of historical memory, all impose heavy pressure; it weights on
the youth, vulnerable in education or in family uprooting. The elimina-
tion of the opposition destroys the heritage of political, ethical and spiri-
tual experience; it weakens the capacity for criticism and intellectual
dialogue. Carnage cancels social groups, which are the bearers of techni-
cal, moral or cultural knowledge. The rational foresight paradigm is
meaningless for totalitarian experiences like the massacre of a quarter (or
a third) of the population in Cambodia, the Stalinist purges in the 1930s,
Hitler’s plan to exterminate the Jews and Romani or the mass deportation
of Slavs, the famines caused by crazy policies in Ukraine and China. In
milder authoritarian regimes, the invasive manipulation of opinion
hardly justifies ideas of consumer sovereignty within given preferences.
Without denying the ugly presence of opportunism, identity-based
dynamics make it difficult to explain political allegiance as the optimal
solution to a cost-benefit computation.

In such broader perspective, economists need new theoretical tools, as
much as studies on specific historical experiences. In development eco-
nomics, interpretations based on the dynamics of institutions have long
remained in the background compared to the neoclassic growth model,
the various endogenous growth models, or the econometrics of growth
differentials, where supposedly exogenous long-term factors (ethnic frag-
mentation, tropicality, closed boundaries, etc.) play a crucial role. These
attempts confine the understanding of development to methods of
applied econometrics, without deep knowledge of context and events.
Even if the models include several variables, they signal again the elimina-
tion of authoritarian rule from the market picture, not only in atemporal
equilibrium but in reading long-term evolution. In recent literature, the
many Leviathan’savatars return to the forefrontin historical-developmental
narrations, presenting dynamic change in the economies in a discursive
style (North et al. 2012; Acemoglu and Robinson 2012; Fukuyama
2014). In the course of history, the forms of state power, property rights
and other social institutions, the extent and the types of markets create
stories of successful economic development, or cases of stagnation or
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decline. Among these narratives, let us recall the scenarios Acemoglu and
Robinson outlined in Why Nations Fail, and the alternative vision
Fukuyama proposed in Political Order and Political Decay.

In Why Nations Fail Acemoglu and Robinson collect historical episodes
to explain, within a unified theoretical framework, the foundations of
power, institutional evolution and the wealth or poverty of nations. They
range over diverse ages and places to argue that institutional arrangements,
not geography or culture, promote paths leading to prosperity or to vicious
circles trapping communities into stagnation and poverty. They focus pri-
marily on property rights and freedom of initiative, but they acknowledge
the importance of the contingencies of history, with the accumulation of
differences. ‘Inclusive’ institutions promote growth in contrast to ‘exclu-
sive’ ones, which defend constituted social powers aimed at extracting
rents, in a conventio ad excludendum (Acemoglu and Robinson 2012: 73
ff.). Freedom in economic activity fuels technological innovation and cre-
ative destruction; the supply of public services and infrastructure, and the
defence of justice play their part. In development, there are no dynamic
‘laws’ of capitalism but different frames of society and many kinds of equi-
librium (Acemoglu and Robinson 2012: 462, 2015: 4). Their extensive
picture is oversimplified; but the book emphasizes the temporality of his-
tory. In theoretical explanation, complex transition processes play the cru-
cial role, beyond the formal dynamics of growth models; historical
experience is acknowledged, and historical narration is the language of
investigation. The authoritarian state and its methods of exclusion are at
the centre of the discourse, although the authors deal only in passing with
the political dynamics of authoritarian regimes. The authors bluntly reject
the paradigm of modernization, forecasting a difficult transition towards
democracy in hybrid authoritarian regimes such as China or Russia, which
promoted growth and enjoyed its benefits to support their patrimonial
elites under authoritarian rule. The symbiosis between markets and hybrid
authoritarian regimes cannot produce sustainable prosperity in the long
run (Acemoglu and Robinson 2012: 441 ff., 446).

In Political Order and Political Decay, Fukuyama reflects on the ways
political institutions change, claiming that their evolution cannot be
reduced to the economic discourse, and affirming the specificity of their
dynamics, even within the theoretical schematization of what he calls
political universals. In his picture, a great deal of space is devoted to the
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weakness of the state in its inability to provide adequate public services,
perform the function of guaranteeing security, assuring justice and respect
for the law. States that are strong in the ‘despotic’ power of repression can
be weak in the infrastructural power of making laws and making people
obey them, providing quality public services in the fields of security,
education and health® (Fukuyama 2014: 38). According to Fukuyama,
today the construction or consolidation of the state according to these
broader parameters is the disturbing theme in many of the world’s
nations, apart from the processes of democratization, which may leave
patrimonialism intact in the management of public authority, or even
consolidate it.

Modern political systems are built on a tripod consisting of a modern State,
rule of Law, and democratic accountability. States are about accumulating
and using power, while law and accountability seek to constrain and chan-
nel power. If the tripod becomes unbalanced in either direction, it falls over
into either dictatorship or weak — or at an extreme, failed — government.
Patrimonial or neo-patrimonial governments — political systems in which
the rulers regard the state as a species of private property from which they
can privately profit — are universally present throughout the developing
world and are in fact one of the primary cause of underdevelopment and
poverty. Getting from such a patrimonial state to ‘Denmark’ — that is, an
impersonal state that treats citizens equally, protects their rights, and
observes a clear line between public and private interest- is a much more
difficult transition for most societies than moving from authoritarian gov-
ernment to democracy. (Fukuyama 2014: 550)

A broad area of research is open from the historical and theoretical
point of view on the economy of the authoritarian state, on the ways the
state and the market intermingle in different institutional models and
paths of development. It is a crucial theme for the prospects of the world
economy. This is the spectrum of issues we should be looking at, rather
than focusing solely, as is too often the case today, on the conventional
opposition between the State and the market as regards the macroeco-
nomic and welfare policies of advanced economies.

% Fukuyama adopts the terminology introduced by the sociologist Michael Mann (Fukuyama
2014: 38).
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Sismondi’s Political Economy:
Translating Power into Sociability

Francesca Dal Degan

3.1 Introduction

The question of the relationship between the State and individual self-
determination becomes crucial when economic activity is consolidated as
an area of civil action, thus taking on a specific organizational form. Such
an organizational form provides an opportunity to emancipate from, on
one hand, some pressing needs by distributing the surplus produced,
and, on the other, from the “tight embrace of the powerful” by improving
the human lot through the exercise of citizens’ capabilities. Therefore, it
is not surprising that throughout the eighteenth century when a particu-
lar organization of the economy based on the division of labour and the
market became widespread, and a scientific reflection on the ongoing
economic phenomena developed almost simultaneously in different cul-
tural contexts (civil economists in Italy, physiocrats in France, Scottish
philosopher-economists), the need to identify the limit between the sov-
ereign’s spectrum of action and that of the single citizens stood out. This
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identification was made possible by asking the following questions: to
what extent the enlightened sovereign’s will or the various wills of the
single citizens influence economic choices and determine the shaping of
reality? Do economic actions reflect a set of natural laws or they are rather
the historical by-product of social evolution? Are they the causal result of
interactions taking place in a complex reality or rather the result of some
exogenous coordination mechanisms? Asking such questions does not
only mean addressing the limits of State intervention or the regulation of
individual action, but more significantly, it redefines the “reason” which
is no longer considered to be the privilege of a single central authority, no
matter how enlightened it is, but rather the fruit of a wider set of social
interactions.

Whereas during the eighteenth century, Frangois Quesnay laid the
foundations of his analysis of economic action on the idea of a rationally
governed society based on enlightened despotism able to interpret and
execute natural laws, Adam Smith conceived a reasonable action to be
the result of an exercise of judgement embedded in the relationship
between individuals. In this sense, he recognized as rational those actions
capable of triggering socializing processes and those objectives that
could be empathically shared. In the nineteenth century, Sismondi
reverted to Smith’s position and, by interpreting it in the light of the
contract theory categories formulated by Rousseau, managed to grasp
even more profitably the political dimension of rationality of human
action, especially understood as citizens’ plural activity within society.
In this sense, the concept of sociabilitcy—a bridge concept that reveals
its nodal nature between moral and anthropological theory, politics and
political economy—serves to penetrate Sismondi’s concept of “reason”
and to thoroughly evaluate the hermeneutical power of his institutional
analysis.

The author’s exceptional personal experience “between revolution and
reaction” and his immersion in different cultural traditions (mainly Swiss,
English and Italian), helped him elaborate an original or “heterodox”
view of the political and economic relationships. Jean Charles Léonard
Sismondi was born in Geneva in 1773 in an upper class, Calvinist family
of Italian origins. Similarly to several Swiss intellectuals, he had to emi-
grate to England during the Swiss Revolutionary period (1792-94) and,
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finally, to take refuge in Italy in the final years of the eighteenth century,
before going back to Geneva (albeit continuing to frequently visit Italy
afterwards).

During the historical period starting with the process of annexation to
France (1798) until its adherence to the Swiss confederation, Geneva was
transformed from a city-state into a Swiss canton. From a centre of com-
merce, in contact with both European and Mediterranean countries, it
turned into a “lieu” where the consequences of a widespread system based
on the industrial production threatened the economic organization based
on both “trade” and high-quality products, and the distribution of prop-
erties fostering processes of reciprocal recognition and access of citizens
to wealth.

During this crucial period, the political and economic debates adopt-
ing different preferences for different forms of governments or systems of
production and exchange of goods were imbued with a particular sensi-
tivity towards the possible ways “to be together while remaining our-
selves”. In a nutshell, they reveal a particular idea of sociability, which
constitutes the “invisible” but effective “cement” of the social context. In
the circle of Coppet liberty, it was considered as individual capacity for
judgement, choice and creativity but fully flourishing only in a plural
context and through a complex and fragile system of positive interactions
with others. This idea of liberty was at the basis of social evolution and of
economic well-being. In the Genevan debates, the deep aspiration to
contribute to both independence, and human happiness, are often associ-
ated through the process of reconciliation of different social interests, and
not simply yield to those of the majority but establishing concrete condi-
tions for an effective experience of “unity”. As a consequence, Sismondi’s
institutional research often overlaps with a search for structures and
dynamics of aggregation of the various individual interests able to bring
about a social order that reflects the underlying intrinsic and vital diver-
sity, and avoids the risk of absolutism or centralization of power.

During his stay in England, Sismondi thoroughly read from the
English tradition of historical and constitutional thought, namely
Delolme, Blackstone and Woodeson, whose writing had an important
formative influence on his view of the necessity for institutional guaran-
tees to establish political and civil liberty and promote a well-functioning
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economy. In England, he also appreciated Adam Smith’s views of
economic activities seen as a space open to the expressions of individual
and collective decisions concerning the production of wealth (a term
encompassing here both well-being and goods). In Italy, he discovered
the historical and economic tradition of civic humanism which, with its
main focus on the importance of the plural dimension of civil life, became
a pivotal reference for the author who devoted one of the most articulated
and extended studies of the period to “social science”.!

According to Sismondi, by exercising their individual capacity and col-
laborative actions citizens become more aware of their own “social
power”, especially as a means of attaining wealth and bonbeur. As a co-
author of collective well-being, each citizen could be considered the agent
of reason and, thus, aspire to obtain some degree of recognized sover-
eignty rights. Sismondi’s political and economic reflection is right at the
heart of this interaction between the need to redefine the areas of civic
action in order to rethink the substance of being reasonable, and there-
fore, to readjust the idea of wealth to a different notion of sovereignty. As
far as his political reflection is concerned, Sismondi examines the difficult
relationship between state power and individual self-determination by
drawing on the republican tradition, especially identified with the experi-
ence of Medieval Italian republics, in order to delineate the modalities of
a wider participation in the exercise of sovereignty. At the economic level,
the author developed a historical, contextual and causal analysis of the
different forms of production and their effects on the production of real
wealth and happiness. Thus, in Essais sur les constitutions des peuples libres
(1796-97) and in Tableau de l'agriculture toscane (1801), he began point-
ing out how the distribution of properties among citizens produces posi-
tive effects on the creation of wealth and well-being, due to the fact that
a surplus share could be owned by workers.

Furthermore, the analysis of the specific property distributional struc-
ture serves to penetrate the crucial relationship between wealth and power
within society thus distinguishing “real” wealth (effectively appropriated
and enjoyed by every citizen) from “artificial” wealth (appropriated only
by a social class or a group). This becomes clear in the course of Sismondi’s

! Etudes sur les sciences sociales, published in 1836-38.
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economic reflection constantly crossing the political one and starting
from Essais sur les constitutions des peuples libres (1796) and Tableau de
Lagriculture toscane (1801), until Etudes sur ['économie politique (1830).
The size and the specific property structure of a social organization was,
in Sismondi’s opinion, the “political” element that needed to be taken
into account in an economic analysis aimed at establishing the correct
causal relationships between different kinds of social revenues, as well as
between wealth and happiness. Farms or manufactures are not only con-
sidered by the author to be neutral spaces of production; their political
dimension is also important. Thus, within the economic discourse,
frameworks derived from political studies can become powerful tools that
serve to detect the non-neutral value of the form of social institutions and
to establish the wide and multi-stratified bases of economic analysis, as
we can see in the 7ablean developed in the text.

At the same time, in De la richesse commerciale ou Principes déconomie
politique appliqués a la législation du commerce (1803), Sismondi was par-
ticularly interested in showing that an institutional organization articu-
lated around manufactures based on specialized work and decentralized
markets as the ones present in Geneva in that time, could produce the
most of income for each single citizen, fostering not only her spending
capacity but also her access and enjoyment of goods. Finally, in Nouveaux
principes d économie politique ou de la richesse dans ses rapports avec la popu-
lation (1819, 1827) and Etudes sur les sciences sociales (1836-38), he
sought to distinguish the industrial structures better at generating real
growth, that is, not consisting simply of transfer of wealth from one social
class to the other, thus making the “few” increasingly richer to the detri-
ment and impoverishment of the “great part of a nation”.

3.2 A Narrative of Liberty

It is difficult to adequately qualify Sismondi’s scientific work using rigid
disciplinary distinctions. Yet this cannot be avoided if our aim is to encap-
sulate his intellectual and human perspective within the image of a vague
eclecticism rather than to enhance his intellectual need to narrate “lib-
erty” through the lens of historical, political and economic discourse.
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This statement is not based merely on an abstract observation of
Sismondi’s multidimensional approach evident in thousands of pages of
economic, political and historical (and literary, philosophical and socio-
logical) inquiry. It stems from the “ex ante” basis of all of Sismondji’s sci-
ence, that is, it was born as a “narrative” of the experience of liberty and
because of this, it maintains all the features of its complexity as well as
necessary nuances. lhis becomes clearer when Sismondi entrusts his
vision of freedom to correspondence, diary pages or popular texts. But it
remains true even when we refer to his scientific texts where the need to
narrate and describe the experience of being free with different languages
is repeatedly stressed:

Political economy is not based solely on calculation since a host of moral
observations cannot be subjected to it as they constantly alter the facts.
Constantly leaning towards abstraction is tantamount for the mathemati-
cian to randomly removing essential figures from each of his equations.

Or when the author stresses the importance of adopting history as the
basis of social sciences because “it presents a collection of all the lessons
given by experience”.?

Furthermore, in the author’s opinion, it is through history that the
objects of economics, politics and social sciences, in general, have acquired
a structure that can be studied from a scientific point of view.

Beginning with Medieval cities and republics, a modern idea of lib-
erty emerged from a political experience characterized by associations
and mutual relationships. This new idea of liberty was understood pri-
marily as non-domination, as a non-dependence on a single figure, as
well as an expression of virtuous attitudes achieved thanks to experience

of unity within society:

The Italians [...] shared all that life, all that activity that their neighbours
missed. In the middle of the chaos of the Middle Ages, their souls heated

2]. C. L. Sismondi (2012a [1803]) p. 80.
*]. C. L. Sismondi (1821), I, p. iv.

#Analysed by the author in the 16 volumes of Histoire des republiques italiennes published in
1809-18.
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up; it is the right motto incaluere animi, of the learned Muratori, who
himself contributed so much through his work to unravel this chaos.
Indeed a powerful and universal fermentation led to a new existence a dead
and inert matter [...] The Italians, convinced that they had nothing to
hope for from the empire, sought support in themselves; they associated,
they promised each other mutual help, and even before coming together
for defence and engaging in this noble league, they were learning devotion,
patriotism, love of freedom, and that with these generous sentiments came
the seeds of all virtues.

But also modern economy® emerged as a fruit of a process of liberation
of work that began with the abolition of slavery, the emancipation of
feudal servitude, and the organization of work based on the division of
labour and market exchange. Once the bonds that had subjugated indi-
viduals to the authority and control of the feudal dominus that guaran-
teed subsistence were broken, the citizens could produce surplus through
their industrious activities, and discovered the value of individuality in
being able to depend on one’s own economic decisions. On different
occasions, Sismondi stated that the complexity of actions resulting from
the cooperation with others, required by the modern system of produc-
tion and exchange, opened the field to experiencing a greater liberty.

This new and modern form of liberty, as well as the connected system
of creation of wealth, required a “narrative” to be expressed in scientific
terms.

As Sismondi wrote in Nouveaux Principes,” at first it was the “advisers”
of the king (Sully, Colbert are among those he recalls) and the mercantil-
ists who tried to thoroughly investigate the causes of the wealth of the
nations, then the physiocrats who, even though they first recognized the
production of surplus within the economic system, erroneously attrib-
uted its origin to a gift of nature, that is to the productivity of the earth
and not to the work of man. It was the historical reflection on “the nature
and causes of the wealth of nations” inaugurated by Adam Smith that

°]. C. L. Sismondi (1835), II, pp. 406-407 but also Idem (1809-18), I, p. 352.

¢ As Sismondi specifies in the first chapter of Richesse commerciale and further upholds in the second
book of Nouveaux principes.

"Book I, Ch. 5.
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proved decisive for the affirmation of political economy as a modern sci-
ence. The latter was, thus, born with the reflections and historical narra-
tive of the Scottish philosopher, of whom Sismondi several times declared
to be a “disciple”, and was then fully admitted to the social sciences by
Sismondi’s own writings:

We have given the name social sciences to this whole division of the human
sciences which relates to the formation and maintenance of societies, to all
the speculations of theory, to all the layers of experience which can enlighten
men and make them better attain the goal for which they unite and associ-
ate, namely their common good.?

3.3 “lI Am a Liberal or, Rather, a Republican”®

In order to tackle the issue of “modern liberty” and its link to the notion
of power, it is useful to refer to a tradition initiated in the context of the
intellectual debates in the Coppet’s circle, where classical liberalism was
integrated with a republican perspective.'

The beginning of the intellectual, relational and cosmopolitan adven-
ture of the Coppet group dates back to the Enlightenment. In fact, the
founder of the Movement was Germaine de Stael who grew up in her
mother’s Paris “salon”, a place where intellectuals of her time gathered to
defend the ideas of her father M. Necker. In 1786, Germaine de Stael
opened her own “salon”, debating on and exchanging ideas with a new
generation of intellectuals such as Benjamin Constant, Charles Victor de
Bonstetten, August Wilhelm Schlegel, Wilhelm von Humboldt and,
from 1804, Sismondi himself.

8Sismondi (2018a [1836-38], I, p. 5).

7 As Sismondi states in 1835 in a letter to Eulalia de Saint-Aulaire: “I'm liberal and, better yet,
Republican, but never Democratic. I have nothing in common with the part that frightens you by
its violence, by wild theories, any more than with the one who is drunk with order and furious
with tranquility”. Sismondi (1933-54), II1, p. 284.

1%On “liberty of the moderns” in Constant’s terms, see Constant (1820), pp. 238-374 and more

generally on Sismondi and Coppet republican tradition of thought see Jaume (2000), Sofia (2000,
2007), Romani (2005), Urbinati (2012) and Dal Degan and Sofia (2014).
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In particular, in the “light” of the Coppet culture, Sismondi sought to
reinterpret the main “object” of liberalism, the difficult, dangerous and
fragile relationship between individuals and social community, within a
context signed by the profound reflection on tangible liberties and social
relationships. In such an environment Sismondi developed a set of politi-
cal ideas which, as he himself admits, would later change only slightly
with respect to his first political writings.!' Sismondi endeavours to give
the outlines of Swiss liberalism:

true liberalism as opposed to democracy, which dominates among practical
men. With the former, I recognize rights to sovereignty only in the nation
itself; but it is the sovereignty of intelligence that I invoke, not that of
material force or number. It is the sovereignty of the constant as well as
enlightened will; and I have endeavoured to establish how all should com-
pete, how some should resist; how all rights, all feelings, should have their
organs, so that the national reason matures, is purified, calmed down,
before pronouncing its judgments.'?

The doctrine of liberties had to be revised in the light of the need for
participation in the new framework of modernity. As Constant wrote in
his 1819 lecture at the Athenée Royale, while the ancient notion of lib-
erty was based on the direct participation of citizens in political life, the
modern one involved the protection of the rights of the individual to the
pursuit of her own goals and, thus, required a more complex system of
expression and transmission of individual to collective decisions:

Far, then, gentlemen, from giving up either of the two kinds of freedom I
have mentioned to you, we must, as I have demonstrated, learn to combine
them with each other. By respecting their individual rights, by preserving
their independence, by not disturbing their occupations, they must never-
theless consecrate their influence on public affairs, call upon them to com-
pete, by their determinations and by their votes, in the exercise of power,
guarantee them a right of control and supervision by the manifestation of

"In particular the Essais sur les constitutions des peuples libres (published in 1998 but written in
1798) which constitute a first draft of Recherches sur les constitutions des peuples libres and Recherches.

12Sismondi (1836-38), I, p. VI.
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their opinions, and thus train them by the practice to these high functions,

give them both the desire and the faculty to fulfil them."

And one year earlier, in the first volume of Histoire des républiques ital-
iennes published in 1818, Sismondi stated: “The liberty of the ancients,
like their philosophy had virtue as its goal. The liberty of the moderns,
like their philosophy, proposes no more than wellbeing”. The problem
was to find the way to combine the two, thus, “the legislator should no
longer lose sight of the security of the citizens and the guarantees that the
modern have into a system. But he should also remember that it is impor-
tant to find ways to promote citizens greater moral development”. And
the moral education of citizens was to be attained: “by multiplying their
rights, by inviting them to share sovereignty and to redouble their inter-
est in public affairs, they would come to know their duties and acquire a
desire and an ability to fulfil them”.'

In a nutshell, Sismondi’s main problem becomes understanding the
process that makes it possible to express the identity of the single indi-
viduals involved in modern social organizations which complexity could
hamper their direct participation in political life."> More precisely, accord-
ing to Sismondi, in modern societies political liberties are inseparable
from civil ones and, therefore, strictly connected to the participation of
citizens in social life with its multiple activities. The main issue here is, as
in ancient societies, neither the direct expression of will within the con-
text of the polis, nor untrusting citizens’ preferences with regard to the
voting mechanisms. What is needed is rather an effective presence of citi-
zens in concrete activities where they can meet each other, activating in
this way processes of dialogue, mutual relationships and association.
Therefore, at a first level, the political space is rooted in civil life which,
with its plural dimensions fosters the creation of “common values” and
agreement among citizens.'® Sismondi’s pragmatic idea of the social

3 Constant (1820) pp. 373-374.
14Sismondi (1809-18), I, pp. 405-406.

If the purpose of reconciling the individual and social dimension of human experience fails, the
ambiguity of modern age goals becomes blatant. Rousseau expressed this tragic characteristic of
modern times with words of rare incisiveness as Starobinski (1971) demonstrates.

16Bruni and Zamagni (2007).
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contract is conceived in order to identify and defend the integrity of these
civil spaces from political interference. His idea belongs to the social con-
tract tradition going back to Rousseau'” in which the social pact consists
of “thinking about what could be justified to others on grounds that they,
if appropriately motivated, could not reasonably reject”. The social con-
tract is therefore considered a form of shared will that, through performa-
tive acts of words, manages to mediate our private demands and find a
basis of justification that others also have reason to accept. Moreover,
following his predecessor Rousseau,'® Sismondi recognizes that “sover-
eignty belongs to the whole nation”,"” but he rejects the idea that the
social pact implies the transfer of all individual rights to the Government
and the political sphere. It rather serves to ensure the existence of the civil
sphere where liberty is perceived as an infinity of renewable ways of being
free and serves as the basis of the perception and experience of personal
development and concrete bonheur®® It is easy to imagine that for
Sismondi liberty was strictly linked to the possibility of activating human
capabilities contained in the acknowledgement of human rights.
Government is called to operate in a way to recognize and distribute
equal rights among all citizens so as to allow for the free expression of
capabilities. This perspective makes Sismondi’s approach similar to the
contemporary reflection of Amartya Sen. In fact, liberty becomes effec-
tive only when it is shared by all social parties; it is attained only if all citi-
zens can enjoy equal conditions of well-being.*! Finally, within modern
societies, liberty does not exclude the existence of moral and civil values
but is rather based on them. As a matter of fact, no actual contract

17Scanlon (1998), p. 5.

'8 Rousseau was read daily in Sismondi home as can be seen from the report that Sismondi’s mother
entrusts to her diaries, see Dal Degan (2006). More generally, on the influence of Rousseau on
Sismondi’s political thought, see Minerbi (1965), Sofia (1981, 1997, 2000), Paulet-Grandguillot
(2010).

1 Sismondi (1965), p. 86.

21n relation to the concept of liberty understood as the outcome of the historical process of civili-
zation after the rupture of feudal bonds which transforms individual differences (les intéréts divers)
into common values and ideas (opinion publique), see Pappe (1979), while for the Scottish histori-
cal school which has many affinities with Sismondi’s idea of liberty see Meinecke (1954),
pp- 155-196 and Cantimori (1959), pp. 557-563.

' As he precises in his Ressources de la Toscane (1799) now published in Sismondi (2012b), p. 26.
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between citizens would be possible without the presence of reciprocity
and mutual recognition which, as in the classical republican tradition, are
recognized to lay the basis for any experience of unity and association
within society. In a nutshell, the difficult relationship between diversity
and unity, between plurality and singularity, translating the age-old ques-
tion of the relationship among the many, the few and the individual,
could not be solved immediately by choosing a democratic or an absolut-
ist model. In these cases, minorities or individuals would be excluded
from political processes. It rather had to be submitted to a new ideal of
“participation” according to which the “ratio” of modernity, linked to the
perception of individual identity, would be embedded in the “relation-
ship” per se** as in the republican tradition.

Through this complex conception of social contract and liberties,
Sismondi combines, on one hand, the eighteenth-century heritage of a
civil life concept based on the concrete experiences of citizens who, by
meeting, talking and exchanging produce the substance of the social
dimension of life, and, on the other, the acquisitions of modernity in
terms of individual interests. The output of this scientific operation was
one of the last attempts undertaken in Europe to save the existence and
integrity of civil life from its submission to political conduct, in an
attempt to oppose State Government (Hobbes) and idealistic liberalism,
to the generative power of the concrete experience of human beings. This
clarifies why it would be simplistic to ascribe the author either to the
liberal tradition due to the simple fact that he acted without compulsion
and external impositions (Richesse Commerciale) or, alternatively, to the
interventionist positions (Nowwveaux Principes).” This clarification is
important in order to understand better that the juvenile and, later, more
mature phase of his thought and production did not reflect different
kinds of inspiration. Sismondi attempted to solve the issue of reconciling

2 Jaume brilliantly describes the drift of the reflection on liberty at Coppet which is deeply different
from the doctrine which will affirm based on an abstract idea of reason, cfr. Jaume (2000),
pp- 226-227. About the idea of participation see Dupuigrenet-Desroussilles (1972).

»The question of conversion has caused much discussion in our discipline over the years partially
compromising an adequate comprehension of some important aspects of Sismondi’s approach to
the study of social phenomena. On the idea of Sismondi’s “conversion” from Smithian to
Interventionist positions see Babel (1967), Nuccio (1974), Batignani Bartolozzi (1978), Roggi
(1979), Gislain (2013).
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different points of view by marrying the Smithian vision on the role
played by interests in supporting the processes of economic and social
development, with the ideas established in the Coppet circle, where
Rousseau’s social contract theory was interpreted in favour of the con-
crete participation in civil life.? The need to think of new ways of defin-
ing the difficult relationship between individuals and plurality, mainly
perceived in its economic dimension, becomes here imperative. In a nut-
shell, the quality of the processes of integration of different individuals in
a social group determines the conditions of liberty and allows avoiding
the distinct risks of absolutism (triumph of one) and slavery
(“separation”).” “Reciprocal independence” is one of the pivotal concepts
coined by Sismondi in his economic writings. It brings together ideas of
sociability and liberty and it is useful to describe human interactions at
the basis of modern experience of “unitiy” within society.

3.4 The Cement of Society

The topic of the theory of relationships recurs throughout the whole
intellectual production of Sismondi. It constitutes the field where Hume’s
gnoseological question on what did the “cement of the universe” consist
in,* was transposed. The problem of organizing human experience into
a rational and unified account was transformed into the pragmatic and
ethical question on the possibility of establishing an agreement among
different human beings. In this perspective, economic science assumes a
particular role. As a matter fact, as a science of “measure”, “commerce”,
of human competition to create wealth and of distribution, it is immedi-
ately concerned with the following challenge: to offer a pragmatic solution

In relation Sismondj’s critical reading of Rousseau, see Sismondi (1965) and Sofia (1981).

#In line with the Aristotelian tradition, Sismondi sees separation as the first precondition of
slavery.

2 Hume wrote: “It will be easy to conceive of what vast consequences these principles must be in
the science of human nature, if we consider that so far as regards the mind. These are the only links
that bind the parts of the universe together, or connect us with any person or object exterior to
ourselves. For as it is by means of thought only that any thing operates upon our passions, and as
these are the only that any thing operates upon passions, and as these are the only ties of our
thoughts, they are really 70 us the cement of the universe”, Hume (2007 [1740]), p. 417.
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to the question of the possibility of establishing social bonds and com-
mon evaluations within societies. A problem that Sismondi faced at the
political level in Essais and Recherches sur les constitutions des peuples libres,
and that, thanks to the economic processes, seems to find more effective
solutions.

In this perspective, it would be useful to underline that drawing a dis-
tinction line between two separate phases in Sismondji’s intellectual pro-
duction (the Smithian one associated with Richesse commerciale and the
critical one with Nouveaux principes) does not help us to grasp the theo-
retical message of the economist who describes himself as a Smithian
disciple in Richesse commerciale as well as in Nouveaux principes.”” It would
be rather more helpful taking into account Sismondi’s schemas of analysis
referring to specific structural #7ama and adopted with reference to differ-
ent productive contexts: agricultural, commercial or industrial. In par-
ticular, the two crucial elements to be focused on in order to describe the
economic functioning within these contexts, are property rights distribu-
tion implemented and the access to collective spaces such as markets.
While in economic systems like the one in the United States analysed in
Essais, or the one in Tuscany described in 7zbleau and Etudes, or the one
in Leman region focused in Richesse commerciale, a new form of indepen-
dence could be experienced thanks to a better distribution of property
rights and a more flexible access to the productive spaces and markets, the
same experience was not possible in industrial systems based on the divi-
sion of social classes and property rights concentration (of capitals and
means of production). In the latter case, establishing more equal condi-
tions for accessing civil spaces was of crucial importance in order to guar-
antee to every citizen a position within society and the possibility to strive
for well-being.?® More precisely, the possibility of moral and civil educa-
tion derives both “from another cause, a more distant cause, the nature of
properties®”, and wealth: “The less the rent of the land is, all things equal,
and the greater the part of its product to be distributed between the
farmer and the labourer, the greater will be the profit of the former, and

% On this topic, see editors’ Introduction to Sismondi (2015b).
#1n fact, Sismondi conceived property rights as “positional rights”.

» Sismondi (1998), pp. 568-569.
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the wage of the latter, but the rent of the land will be all the less as there
will be more good land to establish, and fewer farmers to take it”.

3.5 Reciprocal Independence

In his historical writings, drawing on Adam Smith’s view, Sismondi
states’® that by combining the perception of one’s personal independence
and being an important part of a whole, the modern sentiment of recip-
rocal independence becomes the reflection of the “reason”. Such a recip-
rocal independence is mainly experienced in the realm of commercial
activities which are based on a set of civil virtues, as if an “invisible hand”
had infused a sentiment of dignity and personal independence in the
human spirit:

An invisible hand, a liberal hand seemed to have sowed in all hearts at the
same time the feeling of man’s dignity and natural independence.’!

At a first stage, the feeling of independence overlaps with the percep-
tion of one’s personal identity and intangibility. According to Sismondi,
however, it has a plural, more complex value: it is the outcome of the
division of labour and market exchange which set the preconditions for
the production of surplus gains as well as the consequent emancipation
of human beings from feudal dependence:

It was then that the human race spread over the face of the earth, and that
in mutual independence, in the midst of abundance and virtues, the
nations whose fate would later be played by politics and war grew up*

In Adam Smith’s perspective, reciprocal independence represents the
most important achievement of modernity. In a famous paragraph of the
Wealth of Nations he writes:

39The concept of independence is largely reiterated in Etudes sur les sciences sociales. More precisely,
it is defined like “reciprocal independence” and described in relation to economic development in
the essay devoted to Richesse territoriale, see Sismondi (2018b [1836-38]), p. 355.

31 Sismondi (1809-1818), 1, p. 401.
32Sismondi (1836-1838), vol. II, p. 117.
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It is not from the benevolence of the butcher, the brewer, or the baker that
we expect our dinner, but from their regard to their own interest. We
address ourselves not to their humanity but to their self-love, and never
talk to them of our own necessities, but of their advantages.”

Smith underlines two possible perspectives to citizens’ choices: on the
one hand, it is possible to live like a dog or beggar depending on the
benevolence of the butcher for survival; on the other hand, one can
exchange with others. From Smith’s point of view, independence from
others is the result of multiplying human relationships. Since the single
individual is involved in a series of relationships with different actors, he/
she does not finally depend on anyone and has, therefore, greater free-
dom. Any tradesman or craftsman derives her income from hundreds or
thousands of customers. Although, to a certain extent, she is related to
each one of them, in reality she does not depend on anyone in an exclu-
sive way. In this sense, the “dispersion” or multiplication of relationships
with others as a consequence of the breakdown of the vertical and hierar-
chical bonds within society, reduce the risk of submission of one’s destiny
to the power of another person’s single will.

According to Smith, plural and market relationships make citizens
mutually independent. However, in order to gain such independence, the
stability of individual existence must be protected similarly to social plu-
rality. In this sense, the Smithian concept of “reciprocal independence”
had to be combined with a more accurate reflection on the underlying
institutional structures and forms that interpersonal relationships took in
a given social context. Following this perspective, the ideas established in
the Coppet circle,® helped Sismondi analyse the institutional and rela-
tional structure of societies in an attempt to identify which organizations
would be more appropriate for making citizen’s participation to civil life
more effective.

In History, Sismondi emphasizes that the energy or life principle of
individuals and human organizations is related to the bringing about of
unity among the different elements of society. Such unity has to be built

3 Smith (1976 [1776)), p. 17.

3 In relation to the critical reading of Rousseau by Sismondi, see Minerbi (1965), Sofia (1981) and
Raffaelli (1999).



Sismondi’s Political Economy: Translating Power into Sociability 67

upon mutual independence so as not to turn into dependence or
despotism,® and that constitutes the fundamental energy of a social
group as he stated in a beautiful page of Chute de l'empire romain:

this force resembles, by its effects, the vital principle found in man and in
all organized beings; but it is not like him a mystery of nature.?

This force is neither a mystery of nature, nor the product of an invisi-
ble hand, but rather the final product of a complex process of establishing
relationships within which reciprocity can be attained together with lib-
erty and equality.

In order to identify such elements, we may refer to one of the last
works of Sismondi which can, in a way, be considered a summary of his
thoughts on social organization and civil life: 7he colonies of the ancients
compared to those of moderns. This article published in “Bibliotheéque
Universelle” in 1837 opens with the following note: if we want to know
the causes that contributed to spreading all the advantages connected to
social life and civilization, we have to observe colonies and their history.
Regarding ancient colonies we can observe the elements that make their
political, social, cultural and economic organization “civil” because the
model of the ancient colonies was the cizé, while the model of the modern
ones is the empire.

Because the foundation act of a colony is destructive in itself of all
social links, the sentiment of social life is the most important to
re-establish:

for mutual need to bring them together, for fraternity to be established
between adventurers, often resembled only by chance, they must begin by
being small, they must feel weak between strangers.’”

Moreover, the distance between citizens should not be such as to cause
the decline of their direct relationships:

#]. C. L. Sismondi (1837), p. 378 and p. 104.
Idem, p. 247.
%7 Sismondi (2015a), p. 712.
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We must be careful not to allow them to disperse in the deserts, for if they
can establish their dwelling at a great distance from all their brothers, soon
they will no longer recognize any laws other than their own whims.

Without frequent and direct relationships with others, the human
being “foreign at his equals”, cannot exercise “the art of persuasion” and
enjoy the “art of conversation”. Moreover, away from the gaze of his fel-
lows, the single will be deprived of the experience of recognition, emula-
tion and limits. To see and to be seen is a sort of basic capability, a
“positional right”, in Sismondi’s terms, directly involved in the creation
of goods. According to Smith, the partially positive®® role of sight is high-
lighted by the metaphor of the “impartial spectator”’, who makes indi-
vidual behaviour, ideas and values uniform and socially acceptable, while
order is a consequence of the unintentional action of an invisible hand.
Bentham conceptualizes the existence of a central eye, exercising invisible
control on the thoughts and desires of individuals, leading to their re-
civilization, while from Sismondi’s point of view, it is thanks to the very
activity of meeting gazes that a fellow feeling is established among human
beings.

In a society where everyone, in her own social position, can meet the
gaze of others, recognizing their identity, the formation of the motiva-
tional bases of the single individual can be influenced by plurality. As
Sismondi recognized, there is a “power of attraction” of sight which
enables experiencing the feelings and perspectives of others.”” Meeting
someone else’s gaze, sharing their opinions and sentiments, in a frequent
exercise of putting oneself in the shoes of others, is a precondition of the
formation of the invisible “capital” consisting of civic virtues, confidence,
trust, social credit (in contemporary terms, social capital) on which good
economic functioning is grounded. When distance between agents
increases and results into an actual separation, this invisible but powerful
substance elapses. In Nouveaux principes, Sismondi further enriches his

38 “Positive” in the sense of “constructive” and having the effect of reinforcement on the agent’s

motivations. The opposite of exercising control and having a limiting effect on the individual agent.
% During Sismondi’s lifetime, many studies on the eye, vision and mind’s power of attraction were
undertaken. Goethe wrote Elective Affinities in 1809 which was translated into French in 1810;
Cabanis wrote about “elective attraction”, see Delon (1988), pp. 174-175.
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view of this ability “to see” and gives it an additional informative value®
as a crucial element of “economic” imagination. More precisely, in times
of economic crisis, the ability to see into the future becomes vital in order
to determine the right direction and measure of various investment deci-
sions, thus, foresee the potential levels of demand, wages and, subse-
quently, decide whether to diminish or increase production. As a matter
of fact, in a society in which workers are in a condition of submission to
capitalists, investment decisions are shaped by the “blind” and “narcis-
sistic” desire for profit without connection neither with the real condi-
tions of markets, nor with effective demand.

In a nutshell, a society where everyone, from her own social position,
has the possibility to meet each other’s eyes, in a basic social interaction
in which their identity is reflected, the formation of individual motiva-
tion is inclined to consider the presence of others.

3.6 "Positional” Power

Conscious of the political value of the spatial and temporal structure of
economic systems, Sismondi uses theoretical and analytical instruments
that can help reveal the contextual and historical nature of power. The
integration within his economic analysis of historical, political and even
psychological dimensions, responds to the need to detect the tacit or
implicit influence of the institutional context and moral attitudes of soci-
ety on economic functioning. As the author clarifies in 1837, he refers to
economic institutions in order to detect the architecture of human and
social relations, just as a naturalist or an antiquarian would:

Moreover, I am convinced that we have fallen into serious errors, for hav-
ing always wanted to generalize everything that has to do with the social
sciences. On the contrary, it is in the details that it is essential to study the
human condition. It is necessary to be attached sometimes to time, some-
times to a country, sometimes to a profession, to see well what is the man,
and how the institutions act on him.*!

“For an interesting comment on the topic, see Stiglitz (2000).

4 Sismondi J. C. L. (1836-38), 11, p. IV.
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In particular, Sismondi’s analytical progress highlights the existence of
some conditions that cannot be established ceteris paribus. This is clearly
stated in his article “Balance des consommations avec les productions™
in which Sismondi criticizes the Ricardian perspective to the natural eco-
nomic mechanism of adjustment between supply and demand, observing
that such adjustment appears spontaneous only if we take away consider-
ations of space and time, that is, the structural dimensions of our social

experience and life:

To study this social mechanism, we will choose agriculture, as an example,
and we will see in agriculture only ploughing, ignoring its other prod-
ucts... but at the same time, we will take society in its current organization,
with workers without property, whose salary is fixed by competition, and
that their master can dismiss, as soon as he no longer needs their work,
because it is precisely on this social organization that our objection bears.*

In particular, taking into account the specific structure of property
rights distribution in a certain context serves to analyse the relationship
between the increasing wealth at disposal of every citizen and the central-
ization of power within society, as I have already underlined taking into
account Sismondji’s reflection on United States and Leman region. Here I
shall focus on Sismondi’s first economic publication, 7zbleau de l'agriculture
toscane for the part dedicated to the size of farms.* In paragraph XXIII
“Grandeur des fermes”, Sismondi admits that he focused on one of the
questions “the most thorny and complicated”. The size and specific struc-
ture of properties present in a social organization was, in fact, the “politi-
cal” element that needed to be taken into account in an economic analysis
aimed at establishing the correct causal relationships among different
kinds of social revenues, and between wealth and happiness. Farms are not
only considered by the author to be neutral spaces of production; their
political dimension is also important. Therefore, frameworks derived

“Published in 1824 in Revue Encyclopédique and later reprinted in the second edition of Nouveaux
Principes.

# Sismondi (2015b [1827]) p. 573.

#“Which was imported from his political writing, Essais sur les constitutions des peuples libres. See Dal
Degan (2002).
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from political studies can be used as powerful tools also in the economic
analysis. More precisely, they can serve to detect the potentially non-neu-
tral value of the kind of social institutions adopted and to set wider and
multi-stratified bases for the economic analysis.

All this becomes more clear if we take into account an “episode”
described by Sismondi in his personal correspondence. A “short debate”
with his philosophy teacher at the Academy of Geneva, Pierre Prevost,*
led Sismondi to clarify that an important element had to be taken into
account in economic analysis in order to explain the dynamic of produc-
tion of social wealth: property rights distribution. In the 7ablean of agri-
culture toscane, Sismondi writes that the production of “produit brut”
(gross product),® the real indicator of wealth, also depends on the size of
farms, because only through a decentralized spread of petites fermes, the
surplus produced could be transformed into real wealth for people and
not just into profit for a few landowners: “The net product may be higher
in the vast domains but the gross product is more considerable in the
small ones; they feed a larger population”.?’

However, in interpreting Adam Smith’s view on this topic, Pierre
Prévost states that Sismondi could not make the increase in profit and the
progressive decrease of land revenues dependent on the farms’ size. There
was another crucial element: “wages increase in direct proportion to the
progress”.*® The automatic increase of workers’ income as a due to prog-
ress was precisely the core of the reasoning criticized by Sismondi. The
direction of changes in revenue levels depended, in his view, on the par-
ticular property right structure present in a specific context, that is, on
the institutional structure of society.

In particular, Sismondi invokes a decentralized property right struc-
ture, on the one hand, as a means to a greater efficiency in the distribution
of wealth among citizens. On the other hand, the specific distribution of

# Pierre Prévost translated the Philosophical Essays of Adam Smith and the Account of the life and
writings of Adam Smith of Dugald Stewart.

“TIn Sismondi’s economic analysis the distinction between “produit brut” and “produit net” has a
central value for identifying a real increasing of wealth for all participants to economic activity. On
these concepts, see Dal Degan (2014).

47 About this aspect, cfr. Gislain (2001), pp. 335-421.
4 Letter to Sismondi, March 3, 1802, in Sismondi’s Archive of Pescia (Florence), AS A 16 n. 182.
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property rights in a social context determines the direction of causal links
between economic factors such as profits and salaries.*” Moreover, prop-
erty enables the exercise of personal powers in the social production of
values and images, the participation in the organization of the polis, as well
as the control of the means of production to respond to the emerging
needs of society. A social position from which it is possible to directly
participate in the civic life, is a necessary condition to the attainment of
knowledge and contribution to the production of social values—the gpin-
ion publique in Sismondi’s terms—through the individual intellectual
activity, and, simultaneously, the control over the economic process. If
one has no opinion or perspective, he/she is excluded from social func-
tions, access to surplus and investment decisions. On the contrary, sharing
opinions is a precondition for the formation of the invisible “capital” con-
sisting of civil virtues, confidence, trust, social credit (in contemporary
terms, social capital) on which good economic functioning is grounded.

3.7 Managing Time as a Key
for Non-domination

In subsequent phases of his intellectual activity, Sismondi focused on the
mechanisms of concentration of capital and power characterizing indus-
trial societies. Nouveaux principes,® constitute the masterpiece of the
critical economist. In this work, Sismondi conducted an analysis of the
economic system based on salaried work, concentration of capitals and
division of classes with reference to the concrete experience of England
which he knew from the writings of J. B. Say (De [Angleterre), Lord
Brougham, and also thanks to his personal relationships with Carlyle and
Mackintosh. Sismondi focused, in particular, on time as an element
inherent to the structure of the social organization. Taking into account
the temporal dimension of our industrial organizations, he grasped the
entrenched and invisible powers linked to the capitalistic mechanism of
production and distribution of wealth, and denounced the negative

¥ Letter from Sismondi to Piérre Prevost, March 2, 1801, in Sismondi (1933-1954), pp. 14-16.
OWhich first edition was published in 1819, and a second one — in 1827.
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influence of this “historical” mechanism on the conditions of life in
industrial societies. It is as a consequence of this temporal structure that
workers depend on capitalists for their subsistence and are obliged to
accept bad work conditions. However, as Rousseau observed, it is not
possible to establish a contract in which one party is forced to accept the
conditions imposed by the other. Sismondi enhanced:

civil duties are destroyed, the social contract is nothing more than a cruel
fiction, for the individual who dies of misery.”!

Sismondi criticized the fact that the income of workers depended on
decisions taken by capitalists at the initial stage of production (ex ante),
and not on the basis of the effective surplus obtained through the market
exchange (ex post).>* Such decisions are determined by capital and not on
the basis of a social process of recognition of the value of the final product
on the market. Thus:

work which forms the poor’s income only acquires commercial value when
exchanged with circulating capital; it devotes itself entirely against this
capital and its price decreases when this capital decreases.*

Therefore, capitalist motivations are moulded by individual interests
to reduce the workers’ share of wealth and do not reflect the social inter-
ests which can be formed only in a system where capital and work are
somehow associated:

The attention of the manufacturer is therefore constantly directed to finding
ways to make savings in labour or the use of materials which would enable
him to sell at a better price than his competitors...these savings are con-
stantly reduced, in the end, to employing less work for the same product.™

°! Sismondi (2012b), p. 26.

52 As Schumpeter wrote about Sismondi’s analytical model: “(it) is a system of periodicities and lags,
the money income in the period ‘¢ responds to decisions taken in the same period but they are
spent for the product that is the outcome of the previous period ‘t-1” so that the imbalances between
two quantities can be frequent”, see Schumpeter (1954), p. 494.

53 Sismondi (2015b [1827]), p. 215.

>4 Idem.
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The economic dynamics based on such motivations and behaviours
become cumulative and contribute to producing a social structure char-
acterized by the concentration of wealth and a locked market. This struc-
ture can reproduce and reinforce itself by further enlarging exchanges:

In this way the concentration of fortunes among a small number of owners
means the interior market is increasingly squeezed and industry is increas-
ingly reduced to seeking outlets in foreign markets.>

Furthermore, shedding light on the intrinsic limits of the capitalist
system due to its temporary nature, enables recognizing the information
weakness of a system of production in which investment decisions and
demand for consumption are taken in two separate periods.”®

In Sismondi’s words:

The knowledge that isolated man had of his own means and needs had to
be replaced by knowledge of the market, including its demand and extent,
for which social man works.””

and

The number of consumers, their tastes, the extent of their consumption
and income, constitute the market for which each producer works. Each of
these four elements is variable independently of the other three and each of
these variations delay or accelerate sale... These market revolutions are dif-
ficult to understand in exact terms and are difficult to calculate.>®

According to Sismondi, attitudes towards sharing both losses and sur-
plus become the key factor to re-establish the system of production on
more reactive and efficient bases, taking into account the real distribution
of resources and the role of “demand”.

> Idem, p. 336.
%6 Sowell (1972) revealed: “Sismondi was concerned with production for the following year, with
reproduction. He was concerned with whether expectations ex ante were realized ex post”.

°7 Sismondi (2015b) p. 214.
8 Idem, p. 214.
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In order to underline in what way shared-oriented relations can help
facing critical situations between production and consumption whenever
they occur in his 1824 article “Sur la balance des consommations avec les
productions”, published in Revue Encyclopedique, he wrote:

The exchange of each year must cause a small loss, at the same time as it
improves the future condition. If this loss is small and well distributed,
everyone bears it without complaining about his income, that is what the
national economy is all about, and the series of these small sacrifices
increases capital and public wealth.”

According to Sismondi, following what can be seen as a paradoxical
logic, there is a value inherent the experienced “losses” that the economic
sphere needs to learn to appreciate. Losses, understood as small sacrifices,
are the necessary adjustments that each economic actor has to be ready to
incur so that everyone’s income can be proportionate to the surplus
achieved throughout the previous economic cycle (even when it has
decreased because the demand has not been adjusted yet).

Moreover, sharing the economic losses also means dividing the weight
of difficulties among all responsible individuals, and giving value even to
downturns in the economic cycle by fostering the use of time for human
training, socialization and innovation in the management of firms.

Following an even more interesting perspective, the element of sharing
losses means that “savings” necessary for investments, have to be sus-
tained by every participant of the production process. In fact, in
Sismondyi’s vision of the economic dynamics, the extension of the market
(and then of production) should not be obtained through the reduction
neither of prices, nor of the levels of the main factor directly controlled
by capitalists —wages. On the contrary, market expansion has to be
attained thanks to the real increase of wealth, that is, thanks to the
increased purchasing power resulting from a better surplus distribution.
It is, in fact, the expansion of demand that induces a real process of eco-
nomic growth and not the simple reduction of production costs.

As a matter of fact, focusing on enterprise organization and particu-
larly on the ways of distributing surplus gains, Sismondi displays a way to

% Sismondi (2015b), p. 91.
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share profits among all participants that can be considered as the out-
come of a sort of incomplete contract according to which the share due
to each party is decided ex post on the basis of the effective gain obtained
on the market.®

In relation to this aspect, Demaria observes:

The very important Sismondi, the one that will last for centuries is not so
much the literary Sismondi, the historical and passionate political corre-
spondent ...so much as another Sismondi...the theoretical economist”, in
his role as critic of the law of markets and advocate of the law of effective
demand. He was able to develop these two positions because he “formu-
lated economic analysis on the division of economic time in ‘theoretical’
periods of time, each inevitably distinctive and insisted on the technical

necessity of this division”.%!

In a similar perspective, scholars such as A. Aftalion, G. Demaria,
J.A. Schumpeter, T. Sowell, A. Parguez and ]. Gislain highlighted the
importance of the Sismondian operation which, through the construc-
tion of a dynamic model of the economic cycle, introduces time as a
fundamental dimension to explain the possibilities of economic growth

for the benefit of all.®?

3.8 Conclusion

Pointing out the importance that Sismondi recognized to structural ele-
ments such as distribution of properties, participative institutions, differ-
ent systems of production and organization of time, as well as to
non-material factors concerning the form of interpersonal relationships,
my objective was to emphasize the critical role of Sismondi’s economic
analysis. Sismondi would turn, through history, to politics and economics

% See Hart (1995) and Hart and Moore (1999). For a reflexion about incomplete contracts in rela-
tion to Sismondi, see Dal Degan (2013).

' Demaria (1973), pp. 263 ¢ ss.

2 As their writings confirm, the relevance of the Sismondian economic reflexion was obtained by
integrating the temporal dimension in analytical reconstruction.
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to find the traits of a social asset demonstrably effective in dissolving the
oxymoronic condition of man called on to challenge the paradox of a
bond that does not bond or liberty that constrains to a relationship. The
outcome of these inquiries, in thousands of pages, makes up the material
of his social science. In particular, the social scientist taking into account
spatial and temporal dimensions of reality and maintaining the dynami-
cal nature of phenomena into rational reconstruction, could bring the
concept of sociability back to the hearth of economic theory.
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The Question of Democracy
for the Italian Marginalists (1882-1924)

Manuela Mosca and Eugenio Somaini

4.1 Introduction

In the forty years between the early 1880s and the first quarter of the twen-
tieth century, an influential close-knit group of four Italian economists
combined the commitment to theoretical and applied economics with a
deep and passionate interest for political problems and especially for the
nature of power relations in a democratic regime. The group which we will
call “Italian marginalists” was formed by Vilfredo Pareto (1848-1923),
Maffeo Pantaleoni (1857—1924), Antonio de Viti de Marco (1858-1943),
and Enrico Barone (1859-1924). They were all endowed with a cosmo-
politan culture and in consonance with the main intellectual developments

'On the idea that the Italian marginalists constitute a specific cultural tradition, see Mosca (2018).
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of the time. In addition to their personal links, they shared the adoption of
the marginalist theory, to which each of them made fundamental and orig-
inal contributions. At that time in Italy, the historicist approach inspired
by the German historical school was still dominant, and their works
marked a clear turning point in the history of economic thought.

Their attitude towards economic theory stands out for the ability to
associate a high level of abstraction and formalization with a realistic vision
that emphasized the dynamic and institutional aspects of economic phe-
nomena. This attitude, reflected in their political thought, bears the
imprint of a typically Italian tradition of political realism, which dates back
to Machiavelli* and also characterized the contribution they made to the
origins of Public Choice.? Along with their scientific work, they showed a
lively, lasting interest in politics, which led to a considerable amount of
publicist writings as well as to active militancy. De Viti de Marco was an
MP for almost twenty years (from 1901 to 1921 with a few brief interrup-
tions); Pantaleoni was elected to Parliament in 1900 but stayed only four
years; Pareto unsuccessfully actempted a political career twice (in 1880 and
in 1882),* and Barone too stood in vain for election in 1904. They also
carried out their commitment through the pages of a prestigious journal,
which they took over in 1890°: the Giornale degli Economisti, which they
thought should “deal with the economic issues of the day in a scientific spirit”,
without ruling out “questions of pure and theoretical economics”.®

Their political involvement covered a crucial, dramatic period of Italian
history, which saw the gradual transition from a combination of consti-
tutional monarchy and parliamentary regime to a full parliamentary

*References to Machiavelli are explicit, for instance, in Pareto who, as we see, frequently refers to
the Machiavellian figures of the fox and the lion.

3'This applies to all of them, but especially to the Italian school of Public Finance, of which De Viti
de Marco was the founder. See Giuranno and Mosca (2018).

“He would later say that nothing was further from his mind than the desire to get into politics
because “whoever is a liberal must now necessarily stay out of active politics” (Letter from Pareto to
Pantaleoni of 11 February 1898, Pareto 1960, vol. II, p. 171). Pareto often repeated that he wanted
to stay au dessus de la mélée. The translations of quotations are ours, except where indicated
otherwise.

>Tt was purchased by De Viti de Marco and Pantaleoni (with Mazzola and Zorli); later Pareto was
a regular contributor (from 1891 to 1897), writing Cronache, a column of harsh political com-
mentary. It also published numerous articles by Barone.

¢Letter from Pantaleoni to Loria of 11 April 1890, in Fiorot (1976, p. 481).
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democracy. It also saw the development of the workers’ movement and
the appearance both of socialist forces and of movements inspired by
democratic Catholicism. The period prior to the First World War (which
for Italy began in 1915) witnessed the alternation of governments of con-
servative and nationalist orientations with governments aiming at the
integration of the working classes into the system through an alliance
with moderate factions of socialism. These years were marked by the phe-
nomenon of “transformism”, a system of political patronage, of shifting
political alliances, and frequent crossing of party lines by parliamentari-
ans. [t was condemned in unison, despite their differences, by the authors
we are examining. The war marked the end of this phase and highlighted
in rapid succession the culmination of the process of democratization
and its dramatic conclusion. The first was achieved at the 1919 elections
with the introduction of universal male suffrage (extended also to the
illiterate) and of the proportional system and the party list vote. The sec-
ond was due to the inability of the political forces to form stable and
effective governments in the troubled aftermath of the war and to cope
with the social tensions triggered by the government’s failure to keep the
promises made during the war in order to convince the lower classes to
bear the immense sacrifices asked of them. These tensions were exacer-
bated by the widespread public belief that, in the post-war treaties, the
allies had not upheld the pledges they had made to bring Italy into the
war on their side. These years culminated in Mussolini’s seizure of power
in 1922. Similar phenomena occurred in these same years in other
European countries, where the attainment of democracy was rapidly fol-
lowed by its overthrow, signalling the dramatic conclusion of what
Huntington (1991) has called the “first wave of democratisation”.

These events were strongly felt and acutely debated by the authors we
are dealing with and had a deep impact on their writings. They started
out from radical-liberal positions, an initial faith in the development of
democracy, and an alliance with the socialist reformists in support of the
free market and free trade, as part of a general process of moral regenera-
tion of Italian politics. This prospect, however, turned out to be short
lived. Pantaleoni became a nationalist but remained essentially loyal to
the ideal of an intensely socially selective political system. His concept of
democracy as competition open to all classes of society had strong
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anti-socialist connotations and, as we shall see, made it easy for him to
support the early stages of fascism, confident that it would be able to
retain the “Manchesterian” features of its initial programme. At the end
of the century, Pareto became profoundly sceptical. He regarded demo-
cratic regimes as highly dynamic systems, profoundly unstable, and, in
general—particularly in the case of Italy—destined to be short lived.
Especially in his Zreatise on General Sociology (1916), he tried to main-
tain the attitude of a purely detached, objective scholar, though clearly
not a sympathizer with democracy. Barone was aware of the fact that
none of his models of the state was realizable in practice, neither the
planned economy (Barone 1908b) nor the private-property market
economy with a minimum role for an enlightened government.” De Viti
alone preserved his original faith in democracy: parallel to the idealized
view of democracy as cooperation expressed in his First Principles of
Public Finance (1928), he presented in his political works (De Viti de
Marco 1929) alucidly realistic vision of the political processes. Pessimism
gradually gained the upper hand, but it never made him give up his early
vision, at least as a theoretical construction.

In the following sections, we will examine issue by issue the most sig-
nificantand original aspects of the political thought of the four economists,
comparing their opinions about the distribution and the exercise of the
political power in a democratic system.

4.2 The Circulation of Elites and Its
Implications

According to the theory of the circulation of elites, populations are always
ruled by a minority holding power; in turn, the ruling class is subject to
a perpetual turnover. The distinction between a ruling class and a class of

7The following quote sums up his position very well: “There is not any general principle that says
when it is appropriate for the state to intervene and when it is not: both the Spencerian thesis and
that of the socialists are aprioristic” ([1911-12] 1937, p. 7). Barone also writes: “the limit of the
functions that one must and can assign to the state is a question of opportunity [...]. It is not a
question that can be solved with a priori criteria” (Barone [1914-15] 2002, p. 141). Similar state-
ments are also found in Barone ([1911-12] 1937, p. 119).
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ruled was first expounded in 1884 by the political scientist G. Mosca®
and was espoused, albeit in different terms, by all the economists we are
considering.’

Pantaleoni identified the ruling elite with the small, educated, indus-
trious, innovative, and civilized class, which had emerged in the Western
world. He saw it as the only class interested in reproducing the condi-
tions for selection, the only one capable of recognizing and pursuing the
general interest, as he thought that the interest of this class coincided
with the collective hedonistic maximum.'® Pantaleoni (1892 1925,
pp- 31-32) claimed that—as in nature, selection saves the species—in
society, collective interests have to prevail over individual interests; there-
fore, the elite had to recourse, if necessary, to coercion. For Pantaleoni
inequality was both the premise and the inevitable effect of the struggle
for existence. He distinguished a kind of social mobility, that we might
call natural, which originated in competition under shared rules, and
another brought about by the intervention of an external authority. He
believed that the socialist version of equality was simply unnatural, and it
would cause the rebellion of the skilled who, deprived of a reward, ceased
to work, causing the return to primitive, violent systems of conflict
through which selection continued to operate, since it could never be
suppressed, and finally the end of collectivism itself ([1900] 2001,
p- 279). Society had neither to violate nor to hinder natural selection by
protecting the incapable.

Pareto’s reply to Pantaleoni’s was sceptical; he asked: “how to entrust
power to the best people, without them abusing it? ... it seems a less evil

¥Without referring to the word “class”, the phenomenon had already been pointed out by
H.S. Maine in essays published from 1882 onwards in the Quarterly Review and collected in
1885 in Popular Government (Maine 1886), where the author clearly refers to the circulation of
elites, which he calls aristocracies.

?'The idea that political power was by its nature elitist was also shared by eminent exponents of the
left like Antonio Gramsci and Piero Gobetti, who linked the revolutionary perspectives to the
formation of workers aristocracies.

"°In 1892, Pantaleoni referred to Sidgwick’s idea of the collective hedonistic maximum, then, in
1897, he regarded the question of the general interest as questionable, while, in 1907, he stated that
the concept had still not been clarified by economic theory. He complained about the absence of
theoretical tools to calculate it, and later he concluded that only history could reveal a country’s zrue

interests ([1916b] 1917, p. 197).
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that power should be in the hands of those who ... do not pursue the
interests of too small a group of people”.!" Some years later, he (Pareto
1896-97) statistically demonstrated his “law” of the invariability of
income distribution over time, which was at the base of his version of the
theory of the circulation of elites. For him, the inevitable mobility
between the classes never changes the shape of the income distribution
curve: he thought that no aristocracy lasts, but that there is no society
without an aristocratic class. Finally, in 1900, Pareto formulated for the
first time his theory of the circulation of the elites: the aristocracy'? is
always made up of those most capable of conquering and remaining in
power. At the same time, it is doomed to decline: the inner energy and
force needed for ruling are inevitably waning, while some select elements
of the lower classes are naturally endowed with such qualities."® The cir-
culation of elites can occur both at individual level, with gifted members
from the ruled classes replacing the less capable members of the old rul-
ing class, or in a collective revolutionary form with the replacement of an
entire ruling class by a new one, usually including defectors from the old
class. The fact that the members of the ruling class combine power and
wealth'* led Pareto to refer to them as a “plutocracy”. Unlike Marx, to
explain the class nature of society, Pareto referred above all to psychologi-
cal traits and not to structural features. For him, power and wealth coin-
cide because the gifts needed to procure and make use of power coincide
with those required to procure and make use of wealth. The difference
between the two approaches is that, while Marx’s classes tend to main-
tain indefinitely the same characteristics until the system finally col-
lapses, those of Pareto tend to alternate or to change their character due

! Pareto (1960, vol. I, pp. 99-100, Letter to Pantaleoni of 6th December 1891).

2Up until 7he Mind and Society. A Treatise on General Sociology (1916), the elite and aristocracy
were synonymous for Pareto. See Barbieri (2003, p. 55).

" For instance, when he mentions “the movement which enables part of the working class to earn
high wages; which group therefore constitutes a first nucleus of the new elite” (Pareto [1900] 1991,
p. 74). The theory of the circulation of the elites was then developed in Pareto (1902-03) and
finally in Pareto (1916).

14 Although usually with the specialization of one component (made up of politicians and/or the
military) focused mainly on power and of another (made up of businessmen) focused above all on
wealth.



The Question of Democracy for the Italian Marginalists... 87

to the effects of circulation.” In his Treatise on General Sociology, Pareto
(1916) further clarified the theory, linking it to the presence of two basic
elements (which he called residues'®) common to everyone but developed
to different extents in single individuals. The first, which he linked to the
Machiavellian metaphor of the fox, is the “instinct of combinations”
(residues of the first type), especially developed among members of the
ruling class, and expressed in adroitness and the ability to take advantage
of the opportunities that are presented. The second, linked to the meta-
phor of the lion, is the “persistence of the aggregates” (residues of the
second type), predominant in the ruled classes, manifested in loyalty to
traditions, ability to resist, and in the propensity to believe in and to be
inspired by myths, which can sometimes give rise to violent outcomes in
times of crisis. According to Pareto, every political regime, especially the
one he analysed and experienced, which he called “demagogic
plutocracy”,'” goes through a cycle, which follows the trajectory of a
parabola through three different stages. The first is the stage of its affirma-
tion, usually marked by expansion on the economic, social, and cultural
planes but within which there gradually emerge the signs of the involu-
tion to come. The second is the intermediate stage, in which the negative
potential already present in the first stage develops, and there is an abnor-
mal growth of residues of the first type in the ruling class, a more and
more intensive pursuit of immediate advantages, and an unscrupulous
exploitation of opportunities. This is accompanied by the emergence of
tensions and conflicts which the rulers try to overcome through conces-
sions which, instead of settling the tension and conflict, perpetuates and
increases it. The third stage is the actual crisis, in which the ruling class
intensifies its use of its typical weapons, while in the ruled classes the resi-
dues of the second type intensify and radicalize, giving rise to violent

If one compares the dichotomy of ruling class and ruled classes, based on power and the ability
to use it, with the Marxian one of proletarians and capitalists, based on the control of the means of
production, it must be acknowledged that the first has decidedly more power to explain political
phenomena than the second. Buchanan (1960) too pointed out that the conception of the state
according to the theory of the ruling class is broader than that of Marx.

1 Pareto calls “residues” all the permanent drives of human action.

'7The notion of plutocracy, and more specifically that of demagogic plutocracy, refers to the com-
bination of wealth and power, represented, respectively, by speculators and demagogic politicians
and to their interaction, that is, the use of wealth to acquire power and power to acquire wealth.



88 M. Mosca and E. Somaini

reactions that can lead to the emergence of a new potential ruling class,
at least temporarily immune from the vices of the old one. This class may
be helped by defectors from the old ruling class who see in the emer-
gence of the new class the opportunity to gain a power from which the
leaders of their original class had excluded them.'®

The theory of the ruling class elaborated by G. Mosca certainly inspired
De Viti de Marco' who, in 1886, contrasted two ideal types of state
organization based on the “participation of the ruled in the government”
(1888, p. 92). For him, the general interest coincided with the interests
of the majority: “the politics that I work for is a democratic politics, and
it must benefit the greatest number” (De Viti de Marco [1919] 1929,
p- 379). In order to defend the interests of the majority of citizens, he
opposed class legislation, defined as laws that grant benefits to small
groups in collusion with political power, at the expense of the most
numerous class. In his view, the links between “the executive power and
other organs of economic and judicial and administrative life” aimed “to
monopolise the legislation ... to the detriment of the great number”
([1897] 2008, pp. 86—87 e p. 98). As a Public Finance Scholar, De Viti
de Marco was particularly focused on the problem of redistribution of
wealth. He proposed a system of fiscal levy, which he called “degressive”,
combining features of proportionality and progressivity. This system
excludes taxation for lower-income brackets, applying gradually increas-
ing tax rates to higher ones up until a ceiling, reached in correspondence
with the intermediate tax brackets, beyond which the marginal rate
becomes constant. The logic underlying this approach may be summed
up as follows: (1) the coverage of the production costs of public goods
with a tax proportional to income®® corresponds to a large extent to the
application of a single price for the utilization of the services of these
goods; (2) the rule of the single price is not, however, constraining for the
state, which enjoys a monopoly position; (3) the state may use this posi-
tion to carry out functions additional to the production of public goods;

¥ For a reconstruction of these aspects of Pareto’s thought, see Somaini (2017).

Y Cardini (1985, p. 366) recalls the friendship between Mosca and De Viti, as well as their
affinity.

»De Viti looks upon income level as a plausible proxy of the extent to which individuals utilize
public goods.
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(4) among the latter, there should be the guarantee of special benefits for
the less advantaged social categories®’; (5) the guarantee of these services
would probably turn out to be convenient for the members of the latter
and may, therefore, enjoy their consensus, satisfying feelings of solidarity
they share, encouraging a reduction in conflict in society, and the renun-
ciation by the lower classes of subversive and revolutionary attitude.
Progressivity, however, for De Viti, should be limited to these functions;
he decidedly rejected its employment to achieve a general and egalitarian
redistribution because it would represent a form of exploitation, analo-
gous to that of absolutist regimes, simply through an inversion of the role
of exploiter, and exploited.

As for Barone, he explicitly stated that “the classes that hold the eco-
nomic power also hold the political power” ([1898] 1928, p. 34), and he
thought that the rise “of chosen individuals from the lower classes”
([1914-15] 2002, p. 96) had to occur only on the basis of skill and in a

context of dynamic changes in income distribution.*

4.3 Democracy and the Masses

At that time, the term “democracy” implied the involvement of the popular
masses in politics, through the extension of the right to vote for all. In
Pantaleoni’s view, the fundamental principle of the real democracy was that
of “selection and competition” as opposed to the “crystallization of positions
achieved selectively” (1918, p. 179). This is a feature of strong continuity in
his thought, which characterized his vision from the beginning until the
end (Mosca 2015). Pantaleoni claimed that selection was needed to elimi-
nate the “social slag” of losers, overcoming the protection they were offered
by the state (Pantaleoni [1900] 2001, p. 359). For him, the extension of the
suffrage induced parliamentarians to protect the mass of losers, who repre-
sented the most numerous class of voters, and transformed authentic

! An anticipation of the welfare state may be glimpsed here.
#20On these dynamics, see Michelini (2007, pp. 404—405).
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democracy into a pseudo-democracy.”> He saw real democracy as equivalent
to the recognition of the social conditions that emerged from the selection
after a battle on equal terms (Pantaleoni 1902, p. 68). Otherwise, there was
the return “to the old domination by an upper-class oligarchy, or [a degen-
eration] into a caricature of a democratic regime which will be the reign of
litle oligarchies, formed amongst the masses, that is, the reign of the new
privileged, worse than the old class” (1902, p. 68). Authentic democracy for
him occurred when no individual or group enjoyed privileges from which
others were unjustifiably excluded and in which each might freely enjoy the
fruits of what he had obtained in the competitive contest with others. The
task of a democratic state of this kind, according to him, therefore, consisted
in simply guaranteeing these conditions. For Pantaleoni, with the develop-
ment of democracy, economic policy decisions ended up “in the hands of
the masses that are less and less educated and intelligent” (1907, p. 196). He
thought that the masses were terrified of change, and that they asked for
protection from the state, as in the case of public employees ([1913] 1925,
pp. 151-152). He shared Pareto’s belief that the masses were guided by
myths (Pantaleoni [1916a] 1917, p. 167).%

Barone is commonly considered a non-democratic thinker, due to his
clear opposition to the form of parliamentary democracy that he wit-
nessed. However, he shared an ideal of an impartially selective democracy
with Pantaleoni and came to regard the idea of the circulation of elites as
a democratic doctrine, but democratic in the real sense, insofar as it
requires that the rise of individuals coming from the lower classes be
based “not on metaphysical premises or on the hypothetical rights of

 Pantaleoni’s writings provide what could be called a scathing version of political economics. In his
words: “the distribution of sovereignty among all citizens via universal suffrage, pulverizes this
sovereignty into such small quotas that they end up by not having any value at all, even in the eyes
of the innumerable little sovereigns themselves. This can be seen through the fact that they abstain
from taking part in the elections, unless induced to either by money distributed by the candidates,
by the parties or by the government itself transformed for the occasion into a party, or by sporadic
attacks of political or religious fervour, or by iron discipline and organization, in other words by
serious damage inflicted on them by party leaders” (Pantaleoni 1918, p. 160).

24 According to Pareto (1916), the strength of myths was due to the fact that individuals tended to
rationalize their behaviour and motivations using constructions that were seemingly logical but
actually arbitrary and based on mere abstractions and common beliefs, which he called
“derivations”.
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man, but ... on the social organism’s own need for preservation”
([1914-15] 2002, p. 96). To preserve this character, he thought it would
be indispensable to limit the power of parliamentary democracies. Barone
opposed universal franchise and the participation of the masses in run-
ning the country. He considered as irrational the behaviour of the masses,
moved by instinct, and he was severely critical of mass democracy which
he considered part of a trend towards statocracy (Barone [1914-15]
2002, p. 140).

As for Pareto, there is certainly a discontinuity in his initial positive
vision of democracy which characterized his thought at the end of the
nineteenth century. In 1916, in his 7reatise he stated that:

Evolution towards “democracy” seems to stand in strict correlation with
the increased use of that instrument of governing which involves resort to
artifice and to the “machine”, as against the instrument of force ... A
.. . . « b2l . « . » .
political system in which “the people” expresses its “will” — given but not
granted that it has one — without cliques, intrigues, “combines”, “gangs”,
exists only as a pious wish of theorists. It is not to be observed in reality,
either in the past or in the present, either in our Western countries on in
any others. ... Such phenomena ... are usually described as aberrations, or
« . b « » .
degenerations”, of “democracy”; but when and where one may be intro-
duced to the perfect, or even the merely decent, state from which said
aberration or “degeneration” has occurred, no one ever manages to tell

(1916, pp. 1589-1591).

According to him, universal suffrage would, in the expectations of its
supporters, strengthen the democratic mechanisms and, if not facilitate
the achievement of a consensus, at least expand its scope. In fact, he
thought it would produce the opposite effects, that is, an increase in con-
flict, a tendency to seek solutions outside formal democratic channels,
and finally the generalized use of force by all those involved. As we said,
the 1919 elections with universal suffrage were followed by a rapid radi-
calization of political debate, with the occupation of factories by workers
and of landholdings by farm labourers, which triggered, especially in the
countryside, the reaction of fascist squads supported and financed by the
landowners. Pareto felt that, in theory, the extension of the suffrage could
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favour the working class who, thanks to the nature of the industrial pro-
cesses in which they were involved, had acquired a level of concentration
and organization that made of it the potential embryo of a new ruling
class. In reality, Pareto observed that universal suffrage worked at the
same time as a unifying and as a divisive factor between the various com-
ponents of the socialist movement. Unifying, because it created favour-
able conditions for the development of class consciousness, and provided
a useful training ground for the emergence of leaders coming from the
working class.” Divisive, since the various socialist factions had different
or even incompatible ideas of the best use of parliamentary action and of
its relation with other forms of struggle.

De Viti de Marco’s attitude towards democracy was totally different. In
1897, his position aroused criticism from Pareto (1960, vol. II, p. 102)
who called him: “an optimist ... who believes that with fine words one
may change a country’s system for the better”. De Viti’s definition of the
democratic state as cooperative was a direct result of the idea that public
finance relations boil down to paying taxes and using public services and
of the fact that with the advent of democracy, there were no longer tax-
exempt classes that had the exclusive power to decide how the state’s tax
revenues were spent. Once it was clear that in the democratic state every-
one was at the same time producer and consumer, De Viti believed that
conflicts of interest would gradually lessen and finally disappear, thanks
to the alternation in government that he thought democracy would not
only allow but guarantee. He was aware of the purely ideal (and, in real-
ity, utopian) character of this model but thought that in the long run
there would be a tendency to move in that direction.?® De Viti de Marco
continued to believe in the necessity of maintaining the consensus of the
masses, especially of the workers of the agricultural sector who were pay-
ing the price of the protectionist policies of most governments of the

#Or also only for the formation, within and around it, of the core of a ruling class. He wrote: “It
is an illusion to believe that it is the people who stand at the head of the dominant class today.
Those who stand there —and this is a very different matter — are part of a new and future elite which
leans upon the people. Already there are some slight signs of contrast between the new elite and the
rest of the people” (Pareto [1900] 1991, p. 72).

% During the Great War, De Viti credited Wilson’s America with the actual achievement of this

democratic ideal (see Martelloni and Mosca 2018).
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period.”” For him, universal suffrage would give all classes access to politi-
cal representation and, sooner or later, leverage on government. He
thought that the main beneficiaries would be the peasant masses, the
weaker sectors of the northern working class, and the consumers in gen-
eral. The electoral reform of 1913 was welcomed by De Viti as a magnifi-
cent event:

with the extension of the suffrage we have [...] broken the electoral
monopoly, by which the few trampled on the masses [...] but it is only
now that [...] we can break the administrative and bureaucratic, tax and
customs, financial and banking monopolies that made up the real content
of the electoral monopoly just destroyed (1913, p. 318).

He was not, however, unaware of the risk it entailed: organized groups,
especially new parasitic groups, including sections of the working class,
could turn universal suffrage to their own advantage. They could exert
electoral pressure on the leaders of the people’s parties and encourage
them to join forces with the old parasitic groups of the bourgeoisie,
exchanging protectionism and privileges for those groups with social leg-
islation favouring the section of the working class of the industrial north

they represented (De Viti de Marco 1929).

4.4 The State in Parliamentary Democracies

As regards the nature of the state and the role of political parties, the posi-
tions of the four economists were very far apart.

Following Spencer and social Darwinism, Pantaleoni thought that
competitive selection operates not only among individuals but also at the
level of institutions.”® According to both of them, in the course of his-
tory, institutional selection had witnessed a shift from forms of competi-
tion based on submission or expropriation, brute force or military

¥ As an agricultural entrepreneur, he was an opponent of the kind of protectionism demanded by
a large section of the industrialists of the north and continued to hope in a stable alliance between
the farmers of the south and at least a part of the working class of the north.

*This aspect of Pantaleoni’s thought has been explored in detail in Mosca (2015).
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capability, towards more peaceful, consensual forms, based on sponta-
neous adherence, contracts, stable forms of cooperation, and shared
rules.”” The strong normative connotation of Pantaleoni’s idea of selec-
tion, soon noticed by Fisher (1898), had the important political impli-
cation that the government had to be at the same time very small, and
very strong.’® As for the role of political parties, Pantaleoni made an
interesting distinction between parties vertically and horizontally struc-
tured.’ He thought that in political systems like those of the United
States, the parties were of a vertical type, embracing various classes, or
even the entire spectrum of significant social classes. The parties of the
horizontal kind were the expression of just one numerous and poten-
tially majority class and promoted “class privileges in the name of democ-
racy”! (1918, p. 177).

The analysis made by Pareto in his 7reatise of what he called “dema-
gogic plutocracies” revolves around the interaction of three pairs of
dichotomies or poles: (1) ruling class and ruled classes, (2) residues of the
first and of the second type, and (3) consensus and force as the basis of
power. We have already dealt with the first and the second poles. As for the
third, according to Pareto, the preservation of power was based on the
combination of the consent of those who are subject to it and the readi-
ness to make use of force by those who hold it. According to him, the crisis
of the plutocratic-demagogic regimes was due to an exasperated search for
the former and the inability to resort to the latter. In fact, he thought that
the plutocratic ruling class was extremely reluctant to using force or
signalling willingness to use it. He always scorned the parties that had
dominated the Italian political scene and was largely sceptical about the
role of Parliament, even though he considered it an indispensable institu-
tion that could not be eliminated. The clearest expression of his ideas on
this point is found in a work known as his “political last will and testament”

#This approach also reflects the influence of H.S. Maine, in particular, of his fundamental work
Ancient Law (1861), which Pantaleoni had discussed early on.

39This vision of government of Pantaleoni’s was highlighted by Sraffa (1924, p. 650).

3! Pantaleoni writes: “When there is a vertical division of the parties, the government party includes
a considerable part of every social class, and every sector of the population has direct participation
in government. By contrast, if the division is horizontal, the party is essentially made up of one class
and the others do not take part in governing” (1918, p. 161).
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(Pareto 1923)%* in which he proposed a constitutionalization of the fascist
regime. He saw Parliament as the place where the different groups and
classes could freely manifest their aspirations but suggested that it should
not have the right to constitute the government through the vote of con-
fidence, or power over ordinary legislation and the budget, and that its
task should be limited to matters of general relevance: “The Chamber
should retain the higher part of politics”, he wrote, “in which it can do
well. It can express feelings, interests, even prejudices, as long as they are
general, of many people, therefore of the State” (1923, p. 797).

Barone’s approach was more pragmatic. He shared the idea that every
government is a class apparatus that always represents specific interests
(Barone [1914-15] 2002, p. 140) and, in general, is not enlightened.*
The lesser evil according to him was a capitalism regulated by a govern-
ment in the hands of a class endowed with economic power, which “lim-
its itself ... to its essential functions and carries them out with the
maximum effectiveness” (p. 141). For him, the members of the ruling
class had to be always subject to competition from new comers (p. 141),*
but their replacement had to take place without destroying constituted
power (p. 176). This could only occur if the state was strong enough to
stand up to the attacks of the old and new elites, both of which wanted
to alter political organization to their own advantage (p. 183). He also
thought that a government expressed by Parliament would put “the deli-
cate apparatus into the hands of the audacious and irresponsible, of
shameless improvisers, of ignorant empiricists” (Barone [1908a ed.
1919-20] 1936, p. 699) and recommended limiting as far as possible the
power of parliamentary governments.

De Viti de Marco identified two ideal types of state, respectively, des-
ignated as absolute (monopolist) and democratic (cooperative),’ both of

32The piece opens with the statement that “the following is like an index of propositions deduced
from historical experience, and of possible applications to present-day cases. The model is 7he
Prince by Machiavelli” (1923, p. 795).

3 Barone writes, “the individuals brought to power [do not become] more enlightened than they
were before, only because they exercise power” (Barone [1914-15] 2002, p. 139).

3 See also Gentilucci (2002, p. 50, fn. 2) and Michelini (2005, pp. 772-773).

35 A similar contrast between the state “of conquerors” and the “modern state” is found in Pantaleoni

([1908] 1925, p. 364).
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which he interpreted in terms of a dichotomy between producers and
consumers of public services. In the Ancien Regime “the ruling class was
distinguished from the ruled class” (1912-13, p. 15), and the interests of
the two classes were in conflict: the aristocratic ruling class was a class of
pure consumers who performed no productive activity, paid no taxes, had
full (monopolistic) control of the state, and were the main beneficiaries
of state action; by contrast, the ruled classes only played the role of tax-
payers or producers, without gaining any benefit. He thought that, start-
ing with the French Revolution, a diametrically opposed concept of the
state was established, from which grew the modern state, democratic or
cooperative, in which, in principle, there is no “conflict of interests
between the ruling class and the ruled class: in strictly legal terms we are
all rulers and ruled” (1912—13, p. 16). He was a supporter of proportional
representation and the list vote, seen as a remedy to the degenerations of
parliamentarianism.*

4.5 Socialism

At the end of the nineteenth century, the newborn Italian Socialist Party
included revolutionary maximalists, trade unionists, and reformers.
Thanks to moderate policy of the latter, in these years, the socialists
obtained reforms in the field of social policies, trade unions, and the right
to strike. The extension of male suffrage in 1913, and then in 1919,
resulted in a strong representation, but short of a majority, for the social-
ist and catholic parties. After the war, the so-called biennio rosso or “ewo
red years” (1919-1920), witnessed attempts by the more radical socialist
forces to repeat the experience of the Bolshevik revolution. The socialists
were divided between those who felt that seemingly revolutionary actions
could be part of a successful negotiating strategy for further reforms and
those who, taking the teachings of historical materialism literally, believed
that since control of the means of production was the foundation of
bourgeois power, the occupation of the factories by workers and of the
landholdings by farmhands represented the first and necessary step

36 As said, Italy passed from the majoritarian to the proportional system in 1919.
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towards the conquest of power. Even those revolutionaries inspired by the
Soviet model ignored Lenin’s lesson on the priority of the armed con-
quest of power and its subsequent ruthless use to eliminate the adversary.
This tumultuous period was followed by the victorious counter-
mobilization of fascist squads and nationalist forces.

Until the 1910s, the Italian radical-liberals envisaged, and then real-
ized, an alliance with the moderate socialists on an anti-statist and anti-
protectionist programme.?’ This idea having soon proven to be a delusion,
hope gave way to anguish at the growing threat of a socialist success.

Pantaleoni thought that the socialist version of democracy consisted in
the use of the coercive powers of the state to alter the results of free and
fair competitive processes to the advantage of certain groups. To him,
socialist democracy was the extreme form of pseudo-democracy or dema-
goguery. Socialism, basically, would have merely been a new version of
those forms of exploitation and abuse of power that, in the past, the
dominant and ruling classes made use of. The only difference was that the
role of exploiters was now performed by the losers in the competitive
process. Pantaleoni contemptuously defined the Socialist Party as “the
syndicate of all those who appeal to the state or local council so that it
realises in their favour that which their activity and spontaneous disci-
pline cannot produce”.?® He proceeded by arguing that “the political syn-
dicate, that of the inept, does not suppress competition, but transforms
it, reinstating types of competition which historical selection has already
suppressed, as the least fecund of progress” (Pantaleoni [1900] 2001,
p. 362).

In 1897, Pareto discussed the problem in private with Pantaleoni.
They came to different conclusions, which found expression in two arti-
cles published in 1900—the first by Pantaleoni denying that socialism

%0n 31 December 1891, Pareto wrote to the socialist MP Napoleone Colajanni: “it seems to me
that a stretch of road should be travelled together by socialists and economists, to oppose the bad
arts of those who govern us” (Pareto 1973, p. 175). It should be remembered that the authors we
are examining did not believe that Marxism, especially in its Leninist version, was the only authen-
tic expression of socialism but rather one lacking in ethical appeal.

3% Pantaleoni ([1900] 2001, p. 359). Considering the Socialist Party as a particular case of league or
union is a parody and does not imply a condemnation of the actions of socialist trade unions.
Pantaleoni, like the others, in fact, was in favour of trade unions.
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could ever prevail and the second by Pareto affirming instead that “its
victory is highly probable and almost inevitable”.” The reasons for this
prediction seem to have been based on the fact that, for Pareto, socialism:
(1) like every religion had the merit of instilling strength and morally
elevating the lower classes, (2) gave a noble guise to their feeling of greed
and envy, (3) appealed to the universal feeling of benevolence towards
our fellow men, a feeling that was taking root in the ranks of a decadent
bourgeoisie, and (4) was used by the dissident members of the older elite
to gain the support of the lower classes.®’ Pareto devoted a whole impor-
tant book to the analysis of socialism (1902-03). Moreover, he tried to
evaluate a socialist system in terms of welfare with the theoretical tools of
economics, but his result was that “pure economics provides us with no
truly decisive criterion with which to choose between a system of organi-
zation based on private ownership ... and a socialist system” (Pareto
[1906] 2014, p. 184). However, when put to the test, he said he was sure
that no other political regime could offer a “system more favourable to
the utility of the people” than the system then in force (Pareto 1919b,
p. 272). During the crisis that preceded the victory of fascism, Pareto
considered even more seriously the possibility of a socialist victory. He
saw it in the moral energy expressed by socialism and in the signs of the
emergence of a new aristocracy within the working class. Soon, to his
unstated but evident relief, this prospect was undermined by the hesitant,
contradictory conduct of the socialist forces. In spite of this, and main-
taining his (presumed) detachment, Pareto predicted that a possible
socialist victory would inevitably be followed in a short time by its failure
(Pareto 1919a).

Barone, too, in different terms from both Pantaleoni and Pareto, tar-
geted socialism. He developed Pareto’s idea to analyse socialism with eco-
nomic tools, and the outcome was his famous essay on the “Ministry of

¥ Pareto ([1900] 1991, p. 36) wrote: “Professor Pantaleoni, in a recent treatise denies that socialism
will win; I have maintained that this victory is most probable and almost inevitable”. See Pantaleoni
(1900).

“Busino ([1979] 1980, p. 348) rightly thinks Pareto highlighted “the logical inconsistency of all
the socialist doctrines and at the same time their extraordinary success, being catalysts of passions,
instinct, feelings, will-power”.
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production in the collectivist state” (1908b). There he showed that, theo-
retically, both a perfectly competitive equilibrium and a collectivist equi-
librium were characterized by optimality, but he thought that, in practice,
socialism was “actually harmful to the maximum collective utility”
(Barone [1914-15] 2002, p. 140), as it inevitably destroyed wealth and
lowered social welfare. In fact, he affirmed that the planned economy
could zheoretically be achieved, while demonstrating that it did not cor-
respond at all to the Marxist idea of collectivism, since it would have
included the same economic categories found in the market economy.
However, he reiterated its rea/ impossibility, unless there were “higher
beings, capable of achieving outcomes that are obtained with free compe-
tition” (Barone [1908a] 1936, p. 63). For mere mortals, reaching the col-
lective optimum would have required a process of trial and error and
large-scale economic “experiments”.*! All the same, he claimed that, in
practice, this wouldn’t have happened in the collectivist regime, because
even the omniscient Ministry would have been under political pressure to
let “firms survive that it would be in the interests of society if they disap-
peared” ([1908a ed. 1909] 19306, p. 340). He, therefore, stated the impos-
sibility of economically efficient collectivism in practice. The difference
in the assessments made by Pareto, on the one hand, and Pantaleoni and
Barone, on the other, must not be overstated: while for a certain time
Pareto did believe in a possible victory by socialism, his opinion on the
economic unsustainability of a regime of collectivization was in full agree-
ment with that of his friends.

After the breaking of the agreement between socialists and free traders,
De Viti de Marco did not miss a chance to denounce the collusion of the
socialists with other forces favourable to government intervention in the
economy. Like Pantaleoni, he saw the Italian socialists as a pressure group
demanding social laws for the benefit of the industrial workers, offering
their electoral support in exchange.

1 Barone argued that “having to proceed by trial and error and experiments [...] the collectivist
ministry of production could not in any way avoid for higher cost firms [...] those destructions that
one thinks are an exclusive effect of the present economic regime” (Barone [1908a ed. 1909] 1936,
p. 645). Michelini (2005) has gone very thoroughly into this subject.
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4.6 Fascism

To complete the picture, let’s see briefly their attitudes towards fascism,
or more precisely to early fascism, since three of them died before the
establishment of Mussolini’s fully authoritarian regime in 1925, while the
fourth retired to private life.

During the war and in the subsequent years, Pantaleoni’s vision had
taken on markedly nationalistic tones, and it had led him to welcome
the role played by fascism, in which he saw a sort of muscular version of
liberalism. In it he thought to recognize a pro market orientation and a
model of selective democracy. He saw clear signs of this approach in the
“Manchesterian” speech Mussolini delivered in Parliament on 21 June
1921.%2 Pantaleoni was advisor to Alberto de’ Stefani, the free-market-
oriented Minister of Finance in Mussolini’s first government (1922-24),%
and in 1923, he was appointed Senator.* For him, the elitist liberalism
of the previous century had been swept away by the “great tide of dema-
gogic democracy that swept over our country and to which no resistance
could be made until ... fascism’s ‘march on Rome” ([1924] 1938,
p. 345). Barone too was in favour of Mussolini’s rise and of his first
government’s economic policy with de’ Stefani and expressed the hope
that Mussolini would succeed in strengthening the Italian economy by

» o«

1t is worth noticing that Mussolini calls this speech “reactionary”, “anti-democratic”, and “anti-
socialist”, while Pantaleoni sees in it the core of what he considered to be authentic democracy.
Pantaleoni ([1921] 1922, p. 212) summed up his model in the following passage: “The functions
of the state should be reduced to those that create the general conditions for the carrying out of
individual activities in economic life ... the state should not give privileges to any class, and hence
subjugation to others; it should not be the industrialist, the farmer, the trader, the mariner, the
railway-man, the banker, the co-operator, the journalist, the monopolist and censor of thought
through the postal service, the school, the maintainer of do-nothings with unemployment pay paid
for by those who work, the monopolist of migration flows, nor should it provide profits for some
and losses for others through protectionism and through state procurements awarded to the most
costly producer for him to employ the least efficient workers. Only in this way will the bureaucracy
be reduced. Only in this way will the state avoid bankruptcy. Only in this way will there be eco-
nomic and intellectual development. Only in this way will there be equality before the law for citi-
zens. It should guarantee safety and security to people and their property. It should provide rapid
justice. It should guarantee security of contract and not provide examples of dishonesty”.

#This government was a coalition of liberals, Catholics, and members of the Fascist Party.

#For a contemporary comment on Pantaleoni’s positions in these years, see Dalton (1923).
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fostering nationalist feeling (Barone 1923, p. 139). Both of them saw in
fascism the final defeat of the socialist threat and the victory of a new
energetic and strong elite.

Pareto, giving up the detachment and scepticism that he had long
shown, rediscovered after decades his youthful political enthusiasm.* He
looked with relief at the crumbling of the weak bourgeois government
(Pareto 1921, p. 120) and saw the declining elites finally challenged by
“forceful men of the new elite” (1921, p. 79). We have already mentioned
his proposal of a constitutionalization of the fascist regime (Pareto 1923).
His enthusiasm was also due to the fact that, for him, the crisis of democ-
racy and the rise of fascism represented a striking confirmation of his
theory and proof of his own remarkable forecasting ability.

Only De Viti survived the initial stage of fascism; he was, therefore, the
only witness of its transformation into a real dictatorship. He described
the years preceding the victory of fascism as a “fearful period of total
anarchy”, “typical of civil war” culminating in the disappearance of the
state (1929, pp. v—ix). In 1922, before the fascist regime decreed the end
of democracy, he withdrew from Parliament, from every corner of the
political scene (in the twenties), and from university (in the thirties),*
devoting himself almost exclusively to the revision of his lecture notes,
which he would transform into a proper textbook.

4.7 \Were They Liberals?

The Italian marginalists shared the opposition to an active government,
although in different shapes and degrees. Pantaleoni’s authentic democ-
racy, represented by the individualistic and selectionist regime, may
undoubtedly be described as liberal. Witness the following passage, a mark
of the true Pantaleoni that may be considered the expression of a classical
liberalism, with the explicit accentuation of its non-egalitarian character:

“There is a historiographical debate concerning Pareto’s support to the fascist regime. We think
that Pareto was a fascist, but, as said, his support was directed only to the initial stage of fascism, as
he died in 1923.

41In 1931 De Viti de Marco applied for retirement so as not to have to swear the oath of allegiance

to the fascist regime imposed on university professors.
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Fundamental principles of a democratic regime are that no class, no citi-
zen, may be above the law; that the laws do not allow the formation of
privileged classes; that there must be equality of the citizens only in the use
of the laws, but freedom of action in their area, this would entail inequality
in their social and economic situation as a result of selection and
competition, of activity, intellect, good sense, foresight, skilful manage-
ment, boldness, courage and luck.?’

De Viti de Marco was a liberal democrat to the core: he saw in every
country a conflict between liberal forces and authoritarian ones and
fought all his life against the latter.*® Pareto’s position was different. He
always stated that freedom of thought and speech were indispensable,
and he even urged Mussolini to respect them after he came to power
(1923, p. 798). Equally clear was his rejection of any state interference in
religious questions.”” However, the limitation of the role of legislation
(and, therefore, ultimately of the state) that Pareto had in mind at the end
of his life was not of the sort typical of the liberal tradition. He did not
assign the power taken from the state to markets, entrepreneurs, and
individual initiatives®® but instead to a hierarchical organization ulti-
mately based on force. His position was similar to that of Barone, whose
military background predisposed him to favour some type of centralized
control and planning; in one of his works (Barone 1923), one can, how-
ever, find that his faith in the theory of elites corresponded to opposition
to open dictatorship.

¥ Pantaleoni (1918, p. 161). This text, occasional and not scientific, but crammed with theoretical
content, was published in March 1918 in La Vita Italiana, the review of militant nationalism des-
tined to merge with fascism. In this text, Pantaleoni’s anti-socialism is clearly outlined, as well as his
persisting liberalism and a great open-mindedness, shown in his scrupulously demonstrating the
conditions where the validity of his these would not apply, or at any rate be open to question. On
Pantaleoni’s liberalism, see also Ricossa (1976).

#The Anglo-Saxon source of De Viti de Marco’s liberalism is dealt with in Martelloni and Mosca
(2018).

4 “There are great currents of feeling that never disappear ... such as the current of faith and that
of scepticism, of materialism or idealism, of positive religions and free thought. He who thinks they
can be suppressed is deceiving himself” (1923, p. 799).

> Unlike Pantaleoni, Pareto had really turned his back on the free market. In a letter of 1 October
1921, he wrote, “Allow me to laugh, thinking of our campaigns for free trade, economic freedom,
and so many other wonderful things. Aren’t you content with the disillusionments?” (Pareto 1960,

vol. IIT, p. 293).
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All the economists we have examined, while differing in their opin-
ions, took the question of the distribution and the exercise of the political
power in a democratic system very seriously. They saw the advent of
democracy as a phenomenon of extraordinary importance and bearer of
profound changes. In their analysis, they made use of all the theoretical
and conceptual weapons they had elaborated: their particular interpreta-
tion of the nature of the state, their notion of classes, and of the psychol-
ogy of both the masses and the elites. This was all done by drawing heavily
not only on economic theory but also on a deep knowledge of ancient
and modern history of which it is hard to find an equal today.

References

Barbieri, G. (2003). Pareto e il Fascismo. Milano: Angeli.

Barone, E. ([1898] 1928). Le istituzioni militari e le condizioni politico sociali.
In Studi sulla Condotta della Guerra (Vol. 1, pp. 13-52). Torino: Schioppo.
Barone, E. ([1908a] 19306). Principi di Economia Politica (Vol. I1). In Le Opere

Economiche. Bologna: Zanichelli.

Barone, E. ([1908b] 1935). The Ministry of Production in the Collectivist State.
In E A. Hayek (Ed.), Collectivist Economic Planning (pp. 245-290). London:
Routledge & Kegan Paul.

Barone, E. ([1911-12] 1937). Principii di Economia Finanziaria. Bologna:
Zanichelli.

Barone, E. ([1914-15] 2002). La rivoluzione francese. In C. E. Gentilucci (Ed.),
La Rivoluzione Francese in Enrico Barone (pp. 53—187). Camerino: Affinita
elettive.

Barone, E. (1923). Italia e Stati Uniti. Per la Nostra Ricostruzione Economica,
1(5), 131-142.

Buchanan, J. M. (1960). “La scienza delle finanze”: The Italian Tradition in
Fiscal Theory. In Fiscal Theory and Political Economy. Selected Essays
(pp- 24-74). Chapel Hill: The University of North Carolina Press.

Busino, G. ([1979] 1980). Pareto Vilfredo. In M. Finoia (Ed.), I/ Pensiero
Economico Italiano 1850-1950 (pp. 345-351). Bologna: Cappelli.

Cardini, A. (1985). Antonio de Viti de Marco. In La Democrazia Incompinta
1858—1943. Roma: Laterza.

Dalton, H. (1923). Pantaleoni Fascist. 7he Economic Journal, 33(129), 66—69.



104 M. Mosca and E. Somaini

De Viti de Marco, A. ([1888] 2001). I/ Carattere Teorico dell’Economia
Finanziaria, Roma: Pasqualucci, trans. of the first charter 7he “Theory” and
Application” of Economic Doctrines. In M. Baldassarri & P. Ciocca (Ed.),
Roots of the Italian School of Economics and Finance: From Ferrara (1857) to
Einaudi (1944) (Vol. 111, pp. 505-529). New York: Palgrave Macmillan.

De Viti de Marco, A. ([1897] 2008). Discorso politico agli elettori liberali del
collegio di Gallipoli. In A. L. Denitto (Ed.), Mezzogiorno e Democrazia
Liberale (pp. 81-98). Bari: Palomar.

De Viti de Marco, A. (1912-13). Lezioni di Scienza delle Finanze, raccolte per
cura di 1. Foschi. Roma: Elli Ferri, lichography, n.d.

De Vid de Marco, A. ([1913] 1929). Per un programma d’azione democratica.
In Un Trentennio di Lotte Politiche (pp. 315-342). Roma: Collezione meridi-
onale editrice.

De Viti de Marco, A. ([1919] 1929). Discorso agli elettori. In Un Trentennio di
Lotte Politiche (pp. 371-392). Roma: Collezione meridionale.

De Viti de Marco, A. ([1928] 1936). First Principles of Public Finance. London:
Cape.

De Viti de Marco, A. (1929). Un Trentennio di Lotte Politiche. Roma: Collezione
meridionale.

Fiorot, D. (1976). Lettere di Maffeo Pantaleoni ad Achille Loria. Storia e Politica,
15(3), 439-495 and 15(4), 553-604.

Fisher, 1. (1898). Review of M. Pantaleoni “Pure Economics”. Annals of the
American Academy of Political and Social Science, 12, 122-125.

Gentilucci, C. E. (2002). Introduzione. La rivoluzione francese di Enrico Barone
tra storia e sociologia economica. In C. E. Gentilucci (Ed.), La Rivoluzione
Francese in Enrico Barone. Camerino: Affinita elettive.

Giuranno, M., & Mosca, M. (2018). Political Realism and Models of the State:
Antonio de Viti de Marco and the Origins of Public Choice. Public Choice,
175(3-4), 325-345.

Huntington, S. P. (1991). 7he Third Wave: Democratization in the Late 20th
Century. Norman: University of Oklahoma Press.

Maine, H. J. S. (1861). Ancient Law. London: Murray.

Maine, H. J. S. ([1886] 1976). Popular Government. Indianapolis: Liberty Fund.

Martelloni, F, & Mosca, M. (2018). De Viti de Marco, the “European War”
and President Wilson. Journal of the History of Economic Thought, 40(2),
179-199.

Michelini, L. (2005). Innovazione e sistemi economici comparati: il contributo
di Enrico Barone e il pensiero economico italiano (1894-1924). Societa ¢
Storia, 28(110), 741-797.



The Question of Democracy for the Italian Marginalists... 105

Michelini, L. (2007). Equilibrio generale e storia: I Principi di economia politica
di Enrico Barone. In M. M. Augello & M. E. L. Guidi (Eds.), Leconomia
Divulgata, Manuali e Trattati (Vol. 1, pp. 383—411). Milano: Angeli.

Mosca, M. (2015). “Io che sono un darwinista”: la visione di Maffeo Pantaleoni.
1l Pensiero Economico Italiano, 23(1), 23—45.

Mosca, M. (2018). Monopoly Power and Competition. The Italian Marginalists
Perspective. Cheltenham: Elgar.

Pantaleoni, M. ([1892] 1925). Cenni sul concetto di massimi edonistici indi-
viduali e collettivi. In Erotemi di Economia (Vol. 11, pp. 1-47). Bari: Laterza.

Pantaleoni, M. ([1900] 2001). The Twentieth Century Viewed by an
Individualist. In M. Baldassarri and 2. Ciocca (Ed.), Roots of the Italian School
of Economics and Finance: From Ferrara (1857) to Einaudi (1944) (Vol. 1,
pp- 347-368). New York: Palgrave Macmillan.

Pantaleoni, M. (1902). La legislazione di classe e la democrazia. Giornale degli
Economisti, 5. 2, 25(13), 67-83.

Pantaleoni, M. ([1907] 1925). Una visione cinematografica del progresso della
scienza economica. In Erotemi di Economia (Vol. 1, pp. 189-221). Bari:
Laterza.

Pantaleoni, M. ([1908] 1925). Della divisione del lavoro in attribuzioni mas-
chili e femminili. In Erotemi di Economia (Vol. 1, pp. 362—-375). Bari: Laterza.

Pantaleoni, M. ([1913] 1925). Latto economico. In Erotemi di Economia (Vol.
L, pp. 67-155). Bari: Laterza.

Pantaleoni, M. ([1916a] 1917). Tre categorie di problemi post-bellici. In 774 /e
Incognite (pp. 161-174). Bari: Laterza.

Pantaleoni, M. ([1916b] 1917). Aspetti post-bellici della politica estera degli
Stadi Uniti. In 77a le Incognite (pp. 197-212). Bari: Laterza.

Pantaleoni, M. (1918). Demagogia e democrazia. In Politica. Criteri ed Eventi
(pp. 157-189). Bari: Laterza.

Pantaleoni, M. ([1921] 1922). Plutocrazia ¢ bolscevismo giudaico sgretolano il
Jascismo, in Bolscevismo italiano (pp. 206-215). Bari: Laterza.

Pantaleoni, M. ([1924] 1938). In occasione della morte di Pareto: riflessioni. In
Studi di Finanza e di Statistica (pp. 327-358). Bologna: Zanichelli.

Pareto, V. ([1894] 2008). The Maximum of Utility Given by Free Competition.
Giornale degli Economisti e Annali di Economia, 67(3), 387—403.

Pareto, V. ([1896-97] 1971). Cours d’Economie Politique. Lausanne: Librairie de
LUniversité, Italian trans. Corso di Economia Politica. Torino: Utet.

Pareto, V. ([1900] 1991). The Rise and Fall of Elites: An Application of Theoretical
Sociology. New Brunswick: Transaction Publisher.

Pareto, V. (1902-03). Les Systémes Socialistes. Paris: Giard & Briere.



106 M. Mosca and E. Somaini

Pareto, V. ([1906] 2014). Manual of Political Economy. A Critical and Variorum
Edition (A. Montesano, A. Zanni, L. Bruni, J. S. Chipman, & M. McLure,
Eds.). Oxford: Oxford University Press.

Pareto, V. ([1916] 1935). The Mind and Society. A Treatise on General Sociology.
London: Cape.

Pareto, V. ([1919a] 1920). Il fenomeno del bolscevismo. In Fatti e Teorie
(pp- 251-268). Firenze: Vallecchi.

Pareto, V. ([1919b] 1920). Cose vecchie sempre nuove. In Faswti ¢ Teorie
(pp- 269-275). Firenze: Vallecchi.

Pareto, V. (1921). Trasformazioni della Democrazia. Bologna: Cappelli.

Pareto, V. (1923). Pochi punti di un futuro ordinamento costituzionale. In
G. Busino (Ed.), Seritti Politici (Vol. 11, pp. 795-800). Torino: Utet.

Pareto, V. (1960). Lettere a Maffeo Pantaleoni 1890-1923 (G. De Rosa, Ed., 3
Vols). Rome: BNL.

Pareto, V. (1973). Epistolario 1890-1923, (G. Busino, Ed., 2 Vols). Roma:
Accademia Nazionale dei Lincei.

Ricossa, S. (1976). Prefazione. In S. Ricossa (Ed.), M. Pantaleoni, I manicomio
del mondo e altre pagine scelte. Roma: Volpe.

Somaini, E. (2017). 1l Trattato di Sociologia di Pareto e il passaggio dal regime
plutocratico-demagogico al fascismo. In P. P. Portinato (Ed.), Vilfredo Pareto.
A 100 anni dal Trattato di Sociologia Generale (pp. 57-90). Torino: Accademia
delle Scienze.

Sraffa, P. (1924). Obituary. Maffeo Pantaleoni. 7he Economic Journal, 24(136),
648-655.



Part Il

The Asymmetries of Power: Income,
Wealth and Social Control



Check for
updates

5

Elements of a Science of Power:
Hobbes, Smith and Ricardo

Heinz D. Kurz

5.1 Introduction

According to Bertrand Russell (1938), economics ought to be a “science
of power”. Alas, in large parts of contemporary economics, power is not
even mentioned as a factor, let alone an important factor, shaping the
results of economic life.! There are, however, notable exceptions to the
rule. In non-mainstream economics, in the classical, the Marxian, the
Kaleckian and the Postkeynesian currents of thought, power is often a

!"The situation is quite different in sociology and political science.
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central analytical category. It also assumes an important role in Industrial
Organization and Game Theory. Yet in the main parts of mainstream
economics, especially in much of conventional micro- and macroeco-
nomics, power is largely absent. And when it is dealt with at all, it is typi-
cally done in a partial equilibrium framework, focusing attention on
single markets or agents, leaving out the importance of power relation-
ships in the economy and society as a whole, that is, systemic power.

Power is often difhicult to see: it is hidden and works secretly. There are
two common responses to this. Its low visibility is mistaken to mean that
it is unimportant or even inexistent. Its secret character gives rise to con-
spiracy theories of various sorts. And the powerful are often keen to cam-
ouflage their self-seeking activities as being in the public interest. How to
separate the wheat from the chaff in all this? How to find out the power
that effectively pulls the strings?

The classical economists deserve to be praised for their deep analyses of
power relationships. Alas, their respective contributions have largely
fallen into oblivion after the advent of the marginalist approach to the
theory of value and distribution in the latter part of the nineteenth cen-
tury. This should be enough to justify recalling their ideas and their view
of socio-economic affairs and outcomes as driven by, and reflecting,
power relationships. The view that economic matters are best studied by
assuming people living in a “powerless” vacuum, these authors would
probably have received with disbelief and qualified as utterly unrealistic
and contrived. If with the sung hero of our subject, Adam Smith, eco-
nomics is an Inquiry into the Nature and Causes of the Wealth of Nations
(Smith 1976 [1776]), and if according to Thomas Hobbes (1651) “wealth
is power”, a judgement Smith expressly shared, then the study of power
relationships should be a major concern of economists.

The composition of the chapter is the following. Section 5.2 deals
briefly with different meanings of power. Section 5.3 turns to Thomas
Hobbes’ treatment of power in Leviathan and the social theory he erected
thereupon. Hobbes™ advocacy of the absolutist state involved a major
challenge to scholars opting in favour of a social order based on the prin-
ciples of “equality, liberty and justice”, as Adam Smith famously put it.
Section 5.4, therefore, provides an account of the Scotsman’s sophisti-
cated approach to the problem of power, the reasons for his rejection of
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Hobbes’ social theory and his concern with “good government”. Section
5.5 turns to David Ricardo, who corrected and deepened Smith’s analysis
in important aspects. Section 5.6 concludes by drawing the attention first
to authors who elaborated on the classical economists’ analysis and then
to some marginalists who advocated its abandonment in favour of the
assumption of “perfect competition” according to which no agent has any
market power whatsoever.

5.2 Concepts of Power

Different Meanings of Power Power can have several meanings in eco-
nomics, yet all of these meanings boil down to an asymmetry or dispro-
portion in human relations, whether the reference is to pairs of individuals,
to different groups and social classes or to entire populations or nations.
Max Weber (1972: 28, 1947) defined power as “the opportunity that one
actor within a social relationship will be in a position to carry out his own
will despite resistance, regardless of the basis on which this opportunity
rests”.? In a similar vein, Herbert A. Simon wrote: “influence, power and
authority are all intended as asymmetric relations” (Simon 1957: 4).
With Robert Dahl (1957), we can express the asymmetry under consid-
eration as regards people in a causal way as follows: to say that person i
has power over person j is equivalent to saying that 7’s behaviour causes /s
behaviour, not the other way round.

While these definitions are useful, they are somewhat narrow, because
they do not connect power relationships and socio-economic institu-
tions, the legal, political and cultural systems that support given power
structures, and the mechanisms by means of which these structures are
reproduced.’ These institutions and mechanisms have an influence on

*In Weber’s writings, especially in Wirsschaft und Gesellschafi ([1922] 1972), the concepts of power
and domination played a significant role in numerous contexts. He discussed, for example, the
distribution of power amongst the different ranks of people in Italian towns in the middle ages, the
power of guilds at the time, the power assumed by bureaucracies in modern times, the power of the

»

Roman Catholic Church and the “power of capital”.
3 Jessop (2012: 3) speaks of power relations in the Marxist tradition “as manifestations of a specific
mode or configuration of class domination rather than as a purely interpersonal phenomenon lack-
ing deeper foundations in the social structure”.
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the perceptions, aspirations and mind-sets of people and typically cause
the dominated strata of society to acquiesce to the situation. Power typi-
cally allows some people to affect some other people’s needs and wants, or
preferences, and the financial and other constraints subject to which they
act. Closer inspection shows that power blurs the neat distinction between
preferences, on the one hand, and constraints, on the other, entertained
in mainstream economics. The impact of power may also limit the kind
of technical and organizational knowledge that can be employed by cer-
tain groups.*

As regards the origins or sources of power, numerous have been identi-
fied. They go from physical strength and various means and devices to
enforce one’s will upon others to the capability of capturing other peo-
ple’s minds.

Forms of Power At each step of a hierarchy (and not just that of a dicta-
torship), what matters are the means of the various ranks of people to
exercise their power and enforce their will. Power, the German sociologist
Heinrich Popitz ([1986] 1992: 22) maintained in accordance with Max
Weber, “is the capability to prevail over other forces [Krifte]”. He distin-
guished between various fundamental forms of the exercise of power, the
most important of which are the following three: (1) “Power of action” is
rooted in the fact that people can hurt others and can also be hurt. It
often involves the use of violence in seeking to change other people’s
behaviour (e.g., in the case of acts of revenge). Power of action is typically
short lived and disappears in the moment in which it is being used. (2)
“Instrumental power” is employed to influence the behaviour of other
people by means of promises or threats and generally positive or negative
sanctions. Instrumental power is more durable than the power of action
because itisapplied with regard to alonger time horizon. (3) “Authoritative
power” relies on the need of people to be respected by their peers (or at
least not give them the impression of being disobedient). Such respect,

“The set of data typically invoked by general equilibrium theory thus loses much of its appeal as
providing a solid platform to start from. We may already here renounce the widespread view that
general equilibrium theory managed to formalize Adam Smith’s social theory. This view cannot be
sustained vis-3-vis, inter alia, Smith’s insistence on the shaping of the needs and wants of agents by
the social milieu from which they come and the social strata to which they belong.
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whether real or imagined, may increase a person’s self-esteem and tie it to
its peers. This kind of power can be used to affect not only the observable
behaviour of people but also their unobservable attitudes and mind-sets
and the norms they follow. It typically does not employ force or violence
but suasion and professional excellence.

Each agent is typically in contact with several other agents. What we
may call “basic agents” (adopting a concept Sraffa (1960) coined with
regard to commodities in the theory of production) are bound to deal
with each other, being exposed to reciprocal influences. At the same time,
they exert some influence, directly or indirectly, via other agents, on all
“non-basic” agents, without being influenced by them. Agents belonging
to distinct groups of non-basic agents are exposed to reciprocal influences
by all other agents in the group and exert some influence, directly or
indirectly, on all non-basic agents of lower orders, and so on. The basic-
ness or non-basicness of some agents may be more or less closely related
to whether, for example, the firms they control produce basic or non-
basic products. A business leader in the energy sector, for example, can be
expected to be possessed of greater economic power than a business leader
in the industry producing napkins. The degree of concentration and
monopolization within an industry also matters a great deal and affects
the weight to be attributed to the business leader. This weight may differ
as between agents he does business with.?

For a given power structure, the location of a particular agent, that is,
whether he or she is a basic or a non-basic agent, and if the latter, whether
he or she is a non-basic agent of the first, second and so on order, is obvi-
ously a factor co-determining his or her power. Another factor is the kind
of means at the agent’s disposal relative to those at the disposal of his or
her counterparts or opponents. A third factor is the institutional setting,
the channels of communication, the rule of law and the rules of the game,
the opportunities to build coalitions or monopolies, the social security
system and so on that have an impact on the outcome of the socio-
economic process.

>With multiproduct firms, which are the normal case, the power or influence of a business leader
could be conceptualized as some weighted average of these product-specific powers.
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Reproduction and Transformation of Power Structures A specification
of the power structure in terms of a hierarchy can be the starting point of
an inquiry both into the reproduction of this structure and into its ero-
sion and eventual abandonment in favour of some new structure. As in
the theory of innovations, technical change and economic growth,
important movers and shakers of a given power structure are break-
throughs in technical and organizational knowledge. These may have
various effects. First, they may affect the magnitudes of what we may call
the “coeflicients of power” to be attributed to agents in the hierarchy,
retaining the dimension of it. Second, they may elevate a non-basic agent
of a given order to some higher order or even to the position of a basic
one, or, conversely, downgrade the agent in a variety of ways. Third, dis-
ruptive changes may affect the dimension of the matrix: some rows may
disappear and others enter the picture. The increase in variety (new posi-
tions of power) need not be exactly matched by a parallel decrease in it
(the elimination of certain positions). Hence, the dimension of the matrix

will change in all probability.

5.3 Thomas Hobbes and the Absolutist State®

In Chap. X, “Of Power, Worth, Dignity, Honour and Worthiness”, of
Part I, “Of Man”, of his Leviathan, published in 1651, Hobbes defined
“the power of man, to take it universally, as his present means to obtain
some future apparent good”. This power, he added, “is either original or
instrumental” (Hobbes 1651: 53). He distinguished between “Natural
Power” possessed by people with extraordinary qualities, such as intel-
lectual eloquence, physical strength, prudence and so on and “Instrumental
Power”, which refers to means or devices used to increase one’s personal
power; these include especially wealth but also reputation, influential
friends and networks. The quest for power, Hobbes was convinced, is
ultimately a quest for command over the power of other people. If a person

¢ Another influential and much earlier author was Niccold Machiavelli (1469-1527), whose book
1] Principe was published posthumously in 1534. It was read and commented upon by many econo-
mists, including Adam Smith.
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can get another person to use his or her power on behalf of the first per-
son’s interests, then the latter can add this power to his or her “arsenal”.
Hobbes observed: “The greatest of human powers is that which is com-
pounded of the powers of most men, united by consent, in one person,
natural or civil, that has the use of all their powers depending on his will;
... Therefore to have servants is power; to have friends is power; for they
are strengths united” (Hobbes 1651: 53—4).

Hobbes then enumerated the following sources of instrumental power:
riches, reputation, popularity, to be loved or feared, good success, affabil-
ity if already in power, reputation of prudence, nobility, eloquence, form
and appearance (ibid.: 54). Instruments of war, fortifications and so on
contribute to a sovereign’s power. Wealth and riches are seen as an impor-
tant source of power (see ibid.: 57). One form of increasing one’s power
is to buy the compliance of others. Hobbes stressed: “The value or worth
of a man is, as of all other things, his price; that is to say, so much as
would be given for the use of his power” (ibid.: 54; emphasis added).

Hobbes insisted that power is a relative concept—relating the powers
of several people. If one person has less power than another one, then the
former person is effectively powerless in the presence of the latter. In his
opinion, this was the origin of a perpetual struggle for power amongst
men, initiated by “puer robustus”, a troublemaker, vying for greater and
greater power and seeking to acquire the power of others. The condition
of men, Hobbes insisted, “is a condition of war of every one against every
one, in which case every one is governed by his own reason, and there is
nothing he can make use of that may not be a help unto him in preserv-
ing his life against his enemies.” He concluded:

it followeth that in such a condition every man has a right to every thing,
even to one another’s body. And therefore, as long as this natural right of
every man to every thing endureth, there can be no security to any man,
how strong or wise soever he be, of living out the time which nature ordi-
narily alloweth man to live. (1651: 80)

According to Hobbes, there is only one possibility to escape the state
of nature and perpetual war, the bellum omnium contra omnes: in the
interest of peace, man is to cede all power to a central authority. This



116 H. D. Kurz

N cnl pustrtas Sig

741r Marrer FORM
A Powwvrn of A ComMoN’

“Erzn FecrrsiastIcA-

and (rvIL

By Tiranas Honnrs
of MALMESBVRY .

Fig. 5.1 Leviathan



Elements of a Science of Power: Hobbes, Smith and Ricardo 117

leads to a monarch or absolutist state endowed with absolute power—
Hobbes’” “Leviathan” (see Fig. 5.1), the monstrous and fearsome sea crea-
ture in the book of Job that ends the state of nature and brings about a
condition of social equilibrium by keeping the “children of pride” in
check.

Numerous authors after Hobbes took up his view that wealth is an
important source of power. For example, Sir James Steuart (1713-1780)
in his Inquiry into the Principles of Political Oeconomy, published in 1767,
ten years before Adam Smith’s Wealth of Nations, supported Hobbes’ con-
viction by stating: “wealth will give power” (Steuart 1966 [1767]: 213).
With the rise of nation-states in Europe, the discovery of new worlds, the
expansion of long-distance trade and the growing tensions amongst
nations over their overseas dominions, a major concern of mercantilist
authors was with a nation’s performance in foreign markets and its capa-
bility to prevail in the case of war. This directed the attention to a nation’s
economic and military power. In addition, these authors were often con-
cerned with the relative power of the monarch and the great lords of the
country. The dispersion of power within a nation and struggles over it
could weaken the position of a nation relative to that of its competitors
in the dispute over spheres of influence abroad.

We now turn to Adam Smith, who took issue with Hobbes  doctrine.
The richness of his argument and the influence he had on Ricardo and
Marx justify a detailed treatment of his ideas.

5.4 Adam Smith and the Well-Governed
Society

The Systemic Aspect of Power The problem of power—economic,
political, institutional—permeates Adam Smith’s 7he Wealth of Nations.”
The characteristic features of his perspective on the problem are the fol-
lowing: Smith saw power rooted in various kinds of asymmetries, espe-
cially regarding wealth, education, information and the ease or difhculty

’For the following, see also Samuels (1973, 1979), Elliot (2000), Kurz and Sturn (2013) and Kurz
(2016a).
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with which groups of people can organize and defend their interests. He
was perfectly aware of the problem of collective decision and action large
groups (e.g., workers) face vis-a-vis smaller ones (e.g., employers). His
attention focused on the systemic aspect of the problem—zhe working of
the socio-economic system as a whole. The power relationships in any such
system are typically expressed in the existence and continual reproduc-
tion of social classes. These are defined in terms of the roles of their mem-
bers in the process of the production, appropriation and use of the social
product; their different degrees of information about and understanding
of what is going on in the economy and their very uneven participation
in public life. The persistence of social classes and the low rate of circula-
tion of elites reflect a remarkable persistence of power asymmetries, which
often erode only slowly, if at all. At the root of such asymmetries, Smith
saw essentially differences in property, political power and access to infor-
mation and knowledge. Society moulds people, and while people also
mould society, the latter is hardly noticeable in the short run. The social
backgrounds of people and how they have been brought up shape their
motives, mind-sets and economic opportunities. Needs for achievement,
attitudes and behaviours, consumption patterns and so on are shaped in
no small degree by the social milieu from which a person comes. Treating
tastes and preferences as givens that deserve no further examination, as in
marginalist theory, mistakes the effects of the social fabric for its ultimate
cause. The widespread idea that marginalist economics is deeply rooted in
the Smithian tradition is difficult to sustain.?

Smith on Hobbes Smith advocated a socio-economic order in which
large parts of economic life are coordinated via interdependent markets
in conditions of free competition. Such an order, he was convinced, was
not only economically highly successful, by favouring “equality, liberty
and justice” (WN IV.ix.3) in society, it was also to be welcomed from an

#We only mention in passing that Smith, the moral philosopher, was convinced that the acquisition
of power and riches does not keep the promises man associates with them. He insisted: “Power and
riches ... keep off the summer shower, not the winter storm, but leave [man] always as much, and
sometimes more, exposed than before to anxiety, to fear, and to sorrow; to diseases, to danger, and
to death” (TMS: 302). He added: “And it is well that nature imposes upon us in this manner. It is
this deception which arouses and keeps in continual motion the industry of mankind” (TMS:

303).
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ethical point of view. He was convinced that pursuing one’s interests did
not necessarily lead to chaos and anarchy—at least not in a well-governed
society. The Wealth of Nations was explicitly designed to elaborate a “sci-
ence of the legislator” that showed the way towards good government.
Smith was decidedly not of the opinion that is frequently, but wrongly,
ascribed to him, that nothing but selfishness was needed to yield socially
beneficial outcomes (see the discussion in Kurz 2016a, c). This view was
exactly the opposite of the one Hobbes had advocated. To Smith both
were fundamentally flawed: the former shut its eyes before the dark sides
of man, whereas Hobbes ignored the bright sides.

In 7he Theory of Moral Sentiments (1969 [1759]), Smith attacked
Hobbes' doctrine head-on by calling it “odious” and “offensive to all
sound moralists, as it supposed that there was no natural distinction
between right and wrong; that these were mutable and changeable, and
depended upon the mere arbitrary will of the civil magistrate” (TMS:
504). In order to refute Hobbes” doctrine, Smith stressed, “it was necessary
to prove that, antecedent to all law or positive institution, the mind was
naturally endowed with a faculty, by which it distinguished, in certain
actions and affections, the qualities of right, laudable, and virtuous, and
in others those of wrong, blameable, and vicious” (TMS: 504). Peace and
an agreeable state of social affairs, Smith was convinced, could not be
attained by means of a Leviathan, who would spell trouble for most of his
subjects but rather by good government that did not unduly limit the
freedom of action of agents.

While Smith rejected Hobbes overall construction, there is an element

in it, which in 7he Wealth of Nations, he firmly endorsed:

Wealth, as Mr. Hobbes says, is power. But the person who either acquires, or
succeeds to a great fortune, does not necessarily acquire or succeed to any
political power, either civil or military. ... The power which that possession
immediately and directly conveys to him, is the power of purchasing; a cer-
tain command over all the labour, or over all the produce of labour, which is
then in the market.

This echoes Hobbes’ concept of the price that would have to be given
for the use of someone else’s power. Smith went on:
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His fortune is greater or less, precisely in proportion to the extent of this power;
or to the quantity either of other men’s labour, or, what is the same thing,
of the produce of other men’s labour, which it enables him to purchase or
command. The exchangeable value of everything must always be precisely
equal to the extent of this power which it conveys to its owner. (WN Lv.3;
emphases added)

Labour Commanded Versus Labour Embodied: Smith’s Measure of
Power The difference between the amount of labour embodied in a
commodity and the amount of labour that can be commanded by the
owner of a unit of it is Smith’s measure of the owner’s power. His idea can
be explained with the help of some simple formal analysis. Assume a clas-
sical Smithian system of “natural prices” in the simple case of circulating
capital only (and abstracting from scarce natural resources),

p= (1+r)(Ap+wl),
with p as the #-dimensional price vector, A as the 7 x 7 material input
matrix, 1 as the #z-dimensional vector of (homogeneous) labour inputs, »
as the general rate of profits and w as the wage rate (see Kurz and Salvadori

1995: Chap. 4). All value magnitudes are expressed in terms of some stan-
dard of value, a single commodity or a bundle of commodities d, that is,

dp=1.

Labour commanded prices, p°, equal natural prices or prices of pro-

duction divided by the wage rate, p° = p/w, and thus:
p°=(147)(Ap°+1).
Solving for p’, gives.
p°=(1+r)[I-(1+r)A] 'L,

with I as the 7 x 7 identity matrix.
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The vector of quantities of labour embodied in the different commodi-
ties, v, is instead given by:

v=Av+]1 or V=(I—A)7ll.

Comparing the last two systems of equations, one can see at a glance
that when the rate of profits happens to be equal to zero, labour com-
manded and labour embodied magnitudes coincide:

p°=v iff r=0.

Yet when the rate of profits is positive, labour commanded prices
exceed labour embodied values:

p°> v iff r>0,

where 0 < 7 < R, with R as the maximum rate of profits for the given
system of production corresponding to zero wages. Since, as can be shown
(see, e.g., Kurz and Salvadori 1995: Chap. 4, especially 116), labour com-
manded prices are positive functions of the rate of profits, that is,

dp°
dr

>0,

the higher is 7, the larger is the difference between labour commanded
and labour embodied.

This corresponds to Smith’s conviction that all property incomes indis-
criminately imply a “deduction from the produce of labour” (WN L.
viii.7). Here, this “deduction” is caused by the existing asymmetry with
regard to the economic power of capitalists relative to that of workers.
The size of the deduction reflects the magnitude of the asymmetry.

Sraffa’s Standard Commodity The measure of power Smith suggested
found an echo in Piero Sraffa’s concept of the Standard commodity.’

? See also the related concepts of the integrated wage-commodity sector and the profit function in
Garegnani (1984).
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While the latter evolved from a reformulation of David Ricardo’s concept
of an invariable measure of value (i.e., invariable with regard to changes
in income distribution), Sraffa (1960: 94) pointed out that it “should be
found to be equivalent to something very close to the standard suggested
by Adam Smith, namely ‘labour commanded’™. With the Standard com-
modity employed as the measure of value and wages taken to be paid post
factum (i.e., at the end of the production period), the constraint binding
changes in the rate of profits, 7, and the share of wages in national income,
£, or wage frontier, is given by

r=R(1—.Q),

with R as the maximum rate of profits. Solved for £2, we get

0- R-r
R
The inverse gives the labour commanded value of the net social
product,
Q'= R
R-r
Obviously,
(27)
d >0
dr

With 7 approaching its finite maximum value R (and, correspondingly,
the share of wages vanishing), the labour commanded value of the net
social product tends to infinity. In Fig. 5.2, the abscissa gives the rate of
profits and the ordinate the labour commanded value of the net social
product. At 7 = 0 the share of wages equals unity, € = 1, and so does the
labour commanded value of the net social product, Q™' = 1, which for »
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Fig. 5.2 A measure of the power of capital

= 0 equals also its labour embodied value.' If 7 approaches its upper limit
R, the labour commanded value rises without limit. The upward bending
curve [Q (7)] 7" illustrates the relationship. Following Smith’s suggestion,
for any given value of 7, such as, for example, 7= ¥ the difference between

[Q (#9]7" and unity is a measure of the power of capital relative to
labour."!

Different Stages of Society Smith distinguished between three stages of
society with regard to the distribution of the product amongst the various
claimants. The stages are defined in terms of whether or not the objects
and instruments of labour are in private ownership and are unevenly dis-
tributed amongst people. In the “original state of things”, there are no
significant means of production employed by men, and land is not yet
privately appropriated. In this case, “the whole produce of labour belongs
to the labourer. He has neither landlord nor master to share with him”
(WN Lviii.2). All economic power is in the hands of producers.

'Sraffa normalizes the system by taking total employment as equal to unity.

"' A measure of power alternative to Smith’s and Sraffa’s is, of course, Karl Marx’s concept of the rate
of surplus value or “exploitation”; see Garegnani (1984).
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As soon as land becomes private property in the hands of only a few
members of society, a two-class society with workers and landlords
emerges, the latter demanding, and obtaining, a rent for the use of land,
which “makes the first deduction from the produce of the labour which
is employed upon land” (WN Lviii.6). Smith called rent explicitly a
“monopoly price” (WN I.xi.a.5) to be paid to the feudal aristocracy. It
has to be paid because landlords could otherwise withdraw their lands
from productive use by others and thus threaten their survival.

With regard to the third stage, in which produced means of produc-
tion play a significant role and are in private and concentrated ownership,
Smith provided a first reason why the workers’ bargaining position in the
conflict over the distribution of the product is weak: “It seldom happens
that the person who tills the ground has wherewithal to maintain himself
till he reaps the harvest” (WN Lviii.7). The same applies essentially also
to “all arts and manufactures”, to which masters, that is, the proprietors
of “stock” (plant and equipment and all kinds of means of production
and subsistence), “advance the materials of their work, and their wages
and maintenance till it be compleated” (WN Lviii.8). This leads to a
“second deduction” from the produce of labour, which constitutes

profits.

The “Dispute” over Income Distribution Smith then asked what deter-
mines the “common wages of labour”. These depend, he observed, “every
where upon the contract usually made between those two parties, whose
interests are by no means the same”, which is shown by the fact that “The
workmen desire to get as much, the masters to give as little as possible.
The former are disposed to combine in order to raise, the latter in order
to lower the wages of labour” (WN Lviii.11; emphasis added). Smith
insisted that:

It is not, however, difficult to foresee which of the two parties must, upon
all ordinary occasions, have the advantage in the dispuze, and force the other
into compliance with their terms. [1] The masters, being fewer in number,
can combine much more easily; and [2] the law, besides, authorises, or at
least does not prohibit their combinations, while it prohibits those of the
workmen. ... [3] In all such disputes the masters can hold out much longer.
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A landlord, a farmer, a master manufacturer, or merchant, though they did
not employ a single workman, could generally live a year or two upon the
stocks which they have already acquired. Many workmen could not subsist

a week, few could subsist a month, and scarce any a year without employ-
ment. (WN Lviii.12; emphasis added)

Because of reasons [1]—[3], the bargaining position of the “labouring
poor” is weak, which compels them to succumb to the conditions dictated
by employers in the “dispute” over wages. “Masters”, Smith added, “are
always and every where in a sort of zcit, but constant and uniform com-
bination, not to raise the wages of labour above their actual rate. To vio-
late this combination is every where a most unpopular action, and a sort
of reproach to a master among his neighbours and equals”. He went on:
“We seldom, indeed, hear of this combination, because it is the usual, and one
may say, the natural state of things which nobody ever hears of’ (WN 1.
viii.13, emphases added). We might say: power walks on silent paws.

Power Due to Information Asymmetries Workers, Smith observed, are
typically little educated, they often do not know what their interests
really are and how these can most effectively be pursued, and they hardly
understand the working of the socio-economic system in which they live.
They are thus easily the victims of others who deliberately mislead them
in favour of their own interests.

Information asymmetries permeate 7he Wealth of Nations. Interestingly,
Smith’s classification of people as landlords, workers and capitalists cor-
responds not only to whether or not they possess some property but also
to their access to information and knowledge. Landlords, as we have
already heard, “love to reap where they never sowed”: they receive reve-
nue (rent) that “costs them neither labour nor care, but comes to them ...
independent of any plan or project of their own”. This makes them indo-
lent and “renders them too often, not only ignorant, but incapable of that
application of mind which is necessary in order to foresee and understand
the consequences of any publick regulation” (WN Lxi.p.8).

The situation is a great deal worse with respect to the great majority of
people, its second order: the worker’s “condition leaves him no time to
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receive the necessary information, and his education and habits are com-
monly such as to render him unfit to judge even though he was fully
informed”. The worker, Smith stressed, is most in danger of being manip-
ulated: “In the publick deliberation, therefore, his voice is little heard and
less regarded, except upon some particular occasions, when his clamour
is animated, set on, and supported by his employers, not for his, but their
own particular purposes” (WN Lxi.p.9, emphasis added). The idea enter-
tained in much of modern economics that all people are well (and often
even perfectly) informed and capable of sound judgement is entirely alien
to Smith’s view.

According to Smith, the people who are best informed about economic
and political matters are merchants and master manufacturers, who “dur-
ing their whole lives ... are engaged in plans and projects” and who there-
fore “have frequently more acuteness of understanding than the greater
part of country gentlemen” (WN ILxi.p.10). These men, possessed of a
“superior knowledge of their own interest”, are, on the one hand, the
source of economic development. Their selfishness may, on the other
hand, harm the interests of the other classes and society at large. Smith
emphasized with special reference to the “dealers” or market intermediar-
ies that their interest “is always in some respects different from, and even
opposite to, that of the publick. To ... narrow the competition, is always
the interest of the dealers” because it allows them to raise their profits and
thus “levy, for their own benefit, an absurd tax upon the rest of their
fellow-citizens.” Smith inferred from this:

The proposal of any new law or regulation of commerce which comes from
this order, ought always to be listened to with great precaution, and ought
never to be adopted till after having been long and carefully examined, not
only with the most scrupulous, but with the most suspicious attention. /r
comes from an order of men, whose interest is never exactly the same with thar
of the publick, who have generally an interest to deceive and even to oppress the
publick, and who accordingly have, upon many occasions, both deceived and
oppressed ir. (WN L.xi.p.10, emphases added)

Those who are better informed and able to assess the facts—Dbusiness-
people of all kinds—can be expected to use their superior knowledge to
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the disadvantage of others, whether in discussions of political or commer-
cial matters. Their counterparts—consumers and workers—are exposed
to what nowadays is called “moral hazard”. Smith did not use the notion,
but he was perfectly familiar with the concept and illustrated it in terms
of numerous examples. He also stressed variously that asymmetric infor-
mation in combination with moral hazard may lead to what is now called
“adverse selection”. An important case in point is the banking sector, as
was evidenced by then recent events in Scotland and France: bankers are
willing to take risks, knowing that in case of failure the potential costs of
their decisions will be borne by others (see Kurz 2016a: Sect. 6).

Smith left no doubt that the banking trade ought to be regulated. The
question was, which regulations would look after “the security of the
whole society” and at the same time leave enough room for the pursuit of
self-interest and allow banks to provide the needed credit for doing so.
He was clear that a regulatory framework installed at one time could not
settle the matter once for all but had to be adjusted in response to innova-
tions carried out in the banking trade, many of which were designed to
circumvent the regulations. Success or failure in this area tended to
diminish or strengthen existing power asymmetries.

Free Versus Perfect Competition The importance of power in the classi-
cal economists can be put in sharp relief by contrasting the classical con-
cept of “free competition”, on the basis of which Smith, Ricardo and
many others developed the main parts of their analyses, with the margin-
alist concept of “perfect competition” (see also Salvadori and Signorino
2013). In the literature, the two are frequently confounded, although
they ought to be strictly kept apart. The system of equations giving natu-
ral prices mentioned earlier reflects a situation of free competition but
not a state of affairs in which none of the agents is possessed of economic
power. Free competition means that there are no significant barriers to
entry into or exit from any market. In such a state of things, there will be
a tendency towards a uniform rate of profits throughout the economic
system and hence across all industries and towards a uniform wage rate
for each kind of labour (and a uniform rent per acre for each quality of
land). It does 7or mean that there will be a tendency for profits (and
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rents) to vanish: the resulting prices exceed costs of production and
include a positive rate of profits as an expression of capital’s power.'

Whether the rate of profits is high, and the real wage rate correspond-
ingly low, depends on a number of factors, including those mentioned
earlier in the context of a discussion of the dispute over wages. Two
important factors are now added. They concern, firstly, the pace at which
capital accumulates in the economy and, secondly, the rate at which pop-
ulation grows. Smith stressed that it is only in conditions of rapid eco-
nomic expansion, when the growth rate of the “demand for hands”
exceeds that of supply, that masters tend to violate their combination:
“The scarcity of hands occasions a competition among masters, who bid
against one another, in order to get workmen, and thus voluntarily break
through the natural combination of masters not to raise wages” (WN
L.viii.17). Concerned predominantly with the causes that improve the
living conditions of the “labouring poor”, it comes as no surprise that
Smith would focus attention first and foremost on factors affecting capi-
tal accumulation and economic growth.

The “Wretched Spirit of Monopoly” The concern mentioned also
explains Smith’s repeated attacks on what he called the “wretched spirit
of monopoly” that was constantly seeking to restrict competition and
establish monopolistic conditions. The monopolist does not have to fear
competitors, who underbid his price, reduce his market share and curtail
his profits. Monopolies are able “to keep up the market price, for a long
time together, a good deal above the natural price” (WN Lvii.20). This
allows them to pocket the difference as supernormal or extra profits.
Restricting competition, Smith was convinced, is another device for sin-
gle firms or entire sectors of the economy to increase their profitability."

?For a more general formulation that includes also the use of fixed capital and scarce natural
resources, see Sraffa (1960: Chap. XI) and Kurz and Salvadori (1995: Chap. 10).

¥ Because of incessant attempts of firms to restrict competition, Smith would have in all probability
received with disbelief Bohm-BawerK’s view that it is legitimate to start from the assumption of
perfect competition. Smith was aware that “improvements” of the productive apparatus would give
the innovating firms a temporary monopoly, but this case was different from trying to be granted
privileges by the Crown as, for example, in the case of the East India Company.
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Fig. 5.3 The wage frontier

We may illustrate the argument with the help of the wage frontier (see
Kurz and Salvadori 1995: 50-51) in the case in which there are only two
industries, one of which manages to reap supernormal profits. The wage
frontier in the example under consideration gives the constraint binding
changes in the distributive variables, the real wage rate, @, and the rates
of profit in the two industries, 7 and 7,, where 7;> 0, j = 1, 2. Each set of
(feasible) rates would typically lead to a different set of relative prices. In
Fig. 5.3, the real wage rate (in terms of one of the commodities or a
bundle of them) is measured along the vertical axis, whereas the industry-
specific profit rates are measured along the two axes on the bottom plane.
In conditions of free competition, at a given natural wage rate @™, the
rate of profits would tend to be uniform, that is, 7*= 7, = r,. It would be
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given by the intersection of the 45° line and the intersection of the wage
frontier and the plane parallel to the level @ * of the real wage rate.

Clearly, if in one industry, because of a monopolistic privilege, a higher
rate of profit than the natural one can be obtained, and if the real wage
rate happens to be unaffected by this, then the rate of profit in the other
industry will have to be smaller than the natural one. In the figure, 7,> r*
> r; represents such a constellation. Obviously, the three distributive vari-
ables are not independent of one another: given any one of them, the
other two are inversely related. Smith showed some awareness of this
(although there are passages in 7he Wealth of Nations that shed doubts on
the depth of his understanding). He also saw that changing income dis-
tribution, that is, hypothetically moving on the surface of the wage fron-
tier is typically accompanied by changes in relative prices (see Kurz and
Sturn 2013: Sect. 2.6.3).

To Smith, the English East India Company and similar companies in
the Netherlands and France were frightening examples of the enormous
power monopolies can have and the damage they can cause. And while
Smith was a fervent advocate of free trade, he left no doubt that his
respective doctrine was incompatible with such monopolies. He deplored
“The savage injustice of the Europeans [that] rendered an event, which
ought to have been beneficial to all, ruinous and destructive to several of
those unfortunate countries” (WN IV.i.32).

Unintended Consequences of Human Actions One of the central doc-
trines of authors of the Scottish Enlightenment was the doctrine of the
unintended consequences of human action. In Smith’s works, the reader
encounters numerous cases exemplifying this doctrine. He famously dis-
cussed the relationship between the Roman Catholic Church, the secular
lords and the masses, how the Church was able to defend its position as
the monopoly supplier of religious services for centuries and how the
monopoly broke down during the Reformation. While the Church had a
disadvantage compared to the secular lords as regards military power and
violence, it had an advantage as regards appeasing and controlling the
masses. This prompted the worldly rulers to cooperate with the Church.
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The price to be paid for this was stunted growth because economic devel-
opment and increasing wealth of the people were understood by the
ecclesiastic lords to threaten the authority and power of the Church.
Poverty and ignorance kept people dependent and easily manipulable.

The Reformation changed all this. Newly emerging religious sects
contested the Church’s monopoly and weakened the dependence and
subordination of the masses. As a consequence, also the relationship
between the secular lords and the Church changed significantly, with
the Church gradually losing its political influence and privileges. As
Max Weber was to stress later, and much more than Smith had done,
the fact that Protestants were supposed to read the Bible by themselves,
and thus had to learn how to read and write, contributed greatly to the
erosion of the power and influence of the Catholic clergy and, at the
same time, paved the way towards a climate of innovation and eco-
nomic growth.

Certain innovations in religion, the economy and other fields may
look small and insignificant when they first make an appearance, but as
time goes by, their full potential becomes visible. Some of these innova-
tions affect fundamentally the received distribution of economic and
political power. A case in point is Smith’s discussion on the rise of towns
and manufacturing and the concomitant decline of the power of the
feudal lords. Smith argued: “what all the violence of the feudal institu-
tions could never have effected, the silent and insensible operation of
foreign commerce and manufactures gradually brought about” (WN
I1I. Iv.10). Foreign trade and industry gave the wealthy access to extrava-
gant “luxuries”. While in the past the feudal lords for a lack of alterna-
tive uses had to share their surplus with tenants and retainers, now they
could follow the “vile maxim of the masters of mankind”—All for
themselves, and nothing for other people ... and thus, for the gratifica-
tion of the most childish, the meanest and the most sordid of all vanities,
they gradually bartered their whole power and authority” (WN
III. 1Iv.10). Selfishness may be self-defeating: it may be good for others
but bad for oneself.
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5.5 David Ricardo on Individual
Versus Collective Interests

David Ricardo thought highly of Smith’s achievements and saw his own
contribution as concerned essentially with correcting what in his,
Ricardo’s, view was incorrect or based on too narrow a foundation or
adding what he felt was missing in Smith’s analysis. For the rest, he was
in agreement with the doctrine of the Scotsman.'* Here, we limit the
discussion to just four aspects: Ricardo’s theory of profits and rents, his
criticism of the Corn Laws, his sophisticated analysis of different forms of
technical progress and their impact on workers and his criticism of the
Bank of England and its monetary manoeuvres."

The Surplus Approach to Property Incomes Prompted by a move before
Parliament to restrict the corn trade in early 1813, Ricardo began to
study in abstract terms the impact of such a restriction on the rate of
profits and the rate of capital accumulation. He saw swiftly that Adam
Smith’s doctrine was flawed. In February 1815, Ricardo published his
Essay on Profits, which laid the ground for his theory of value and distri-
bution that was further developed in his magnum opus, On the Principles
of Political Economy, and Taxation, which came out in April 1817. He
insisted that “Profits come out of the surplus produce” (Works 11: 128),
which remains after all necessary costs of production, including the nec-
essary wages of labour, have been deducted from gross outputs. For a
given system of production characterized by given outputs and given
methods of production used to produce these outputs, different levels of
proportional wages would be associated with different levels of the gen-
eral rate of profits. This is Ricardo’s “fundamental law of distribution”—
the inverse relationship between the rate of profits () and the share of
wages (see Works VIII: 194)—arguably one of his most important ana-
lytical discoveries. Both real wages and the rate of profits could not rise,
given the system of production in use, as some writers had contended.

'4On Ricardo’s political economy, see Sraffa (1951), Kurz (2015, 2016b) and King (2013).

'>For a more detailed discussion, the reader might wish to consult Kurz (2015, 2016a, b) and Kurz
and Salvadori (2015).
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The harmonious view of society implicit in this contention was not only
naive—it was wrong.

Smith had explained the rent of land as a “monopoly price” and had
argued in a physiocratic manner that rents reflect the “generosity” of
nature: in agriculture, he opined, nature collaborates with workers but
does so for free. This led him to the peculiar view that productivity in
agriculture is higher than anywhere else in the economy, from which he
concluded that economic policy should promote first and foremost the
development of agriculture and not that of manufacturing and other sec-
tors. Ricardo disagreed. First, rents reflect the “niggardliness” of nature
and not its generosity: if land of the best quality was available in an
unlimited quantity, there could be no rent. Only because its quantity is
limited, also lands of inferior quality will eventually have to be cultivated
in case effectual demand for wheat rises. The differences in unit costs
between the least fertile quality of land that has to be employed in order
to meet effectual social demand, later called “marginal land”, and intra-
marginal lands give rise to differential rents obtained by the proprietors
of these lands. The price of wheat has to rise as the quantity produced of
it increases, but since the price is determined on the no-rent-bearing
quality of land, rent “cannot enter in the least degree as a component part
of its price” (Works 1: 77), contrary to Smith’s view. Rent was not the
cause but the effect of a high price of corn.

Ricardo developed his argument on the assumption of free competi-
tion and showed that no “monopoly price” concept was needed in order
to understand the phenomenon of rent. He confirmed, however, Smith’s
proposition that the proprietors of (intra-marginal) lands reap where they
never sowed and are the lucky beneficiaries of economic growth that
tends to increase the scarcity of lands and swell the rents of land. Since
according to the formula for a perpetual rent, the price of an acre of a
given quality of land (an asset with infinite life) equals the rent divided by
the rate of interest, the price of land will also rise (given a constant or
even a falling rate of interest) and make landlords richer and richer,
although they have done nothing at all for this to happen. Rents are
effortless incomes, tied to the legal institution of private property of land;
they reflect the dynamism of the economic system as a whole. The
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institution of property of land gives power to landlords, which tends to
increase together with an expansion of the system.

Criticism of the Corn Laws Ricardo developed his theory of value and
distribution in a deliberate move to provide a solid foundation for his
criticism of the Corn Laws, which, after having been suspended during
the late eighteenth century, were reinstated again after the Napoleonic
Wars in 1815. Against the background of Ricardo’s new theory, the effects
of the Corn Laws were straightforward. By reducing imports, the price of
corn would rise on the English isle. This would be immediately favour-
able to landlords, whose money rents would increase, and it would be
immediately detrimental to workers, whose real wages would decrease,
given money wages, and to consumers at large. Eventually, money wages
would have to rise in case population growth happened to be negatively
affected by a fall in real wages. This would in turn depress profitability
and decelerate the accumulation of capital and economic growth. Because
of rising domestic costs of production, the Corn Laws would also nega-
tively affect the international competitiveness of the manufacturing sec-
tor. Clearly, the reinstatement of the Corn Laws was not in the interest of
society as a whole: the only class that benefited were the landlords,
whereas both workers and capitalists suffered from it. The Corn Laws
were thus a typical case in which private interests were misleadingly
passed off as collective ones. In Parliament, Ricardo belonged to a small
minority of advocates of free trade. According to him, the reinstatement
of the Corn Laws was just an expression of the fact that “the interest of the
landlord is always opposed to that of the consumer and manufacturer”
(Works 1: 335; emphasis added).'® He insisted: “All classes, therefore,
except the landlords, will be injured by the increase in the price of corn”,
and added: “the loss is wholly on one side, and the gain wholly on the
other; and if corn could by importation be procured cheaper, the loss in

16Vis-a-vis statements like these, it comes as no surprise that the landed gentry was hostile towards
Ricardo; see expressions of Ricardo’s anticipation in this regard and his expectation to be exposed
to “all the charges and vituperation of the landed gentlemen against me” (Works IX: 262; see also
X: 349). Landlords, he also argued, had a permanent interest in restricting trade in corn and other
agricultural products, whereas the manufacturers’ interest in protecting their business was only
temporary.
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consequence of not importing is far greater on one side, than the gain is

on the other” (Works 1: 336)."7

Redressing the Balance of Power Between Capitalists and Workers:
Machinery and Unemployment Ricardo had a much clearer under-
standing than Smith that technical change was an essential part of the
development of modern society. He also saw that different types of tech-
nical change ought to be distinguished because they typically entail dif-
ferent effects. The widespread view that Ricardo saw the stationary state
lurking around the corner mistakes his method of counterfactual reason-
ing—what would happen in the absence of technical progress>—for a
statement concerning an actual tendency towards the stationary state.
While Smith had argued that the manufacturing sector produced essen-
tially only luxuries for the rich, Ricardo glimpsed its key role for eco-
nomic development as an engine of growth.

Ricardo was also clear that certain forms of technical change were det-
rimental to the interests of workers. Under the impact of the Luddite
movement, he re-considered his position on the question of improved
machinery, and in the third edition of the Principles, published in 1821,
added a new chapter. In “On machinery”, he recanted his previous view
that “the application of machinery to any branch of production, as should
have the effect of saving labour, was a general good, accompanied only
with that portion of inconvenience which in most cases attends the
removal of capital and labour from one employment to another” (Works,
I: 386; emphasis added). Previously, he had been convinced (in accordance
with John R. McCulloch’s theory of automatic compensation) that any
displacement of workers due to technical change would swiftly be com-
pensated by a growth in effectual demand in either the same or some
other sectors. Technical progress, Ricardo now insisted, was not an unam-

7Tt deserves to be mentioned that Nicholas Kaldor, inspired by Ricardo, took the repeal of the
Corn Laws in 1846 to exemplify the compensation criterion he suggested as a solution to the prob-
lem in welfare theory that policy measures typically have gainers and losers. According to Ricardo’s
above argument, landlords benefiting from the Corn Laws could not compensate workers and capi-
talists because their gains in physical terms were smaller than the losses incurred by the other classes
of society.
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biguous and immediate blessing for all members of society. The system
may rather experience prolonged periods of what was later called “tech-
nological unemployment”. Ricardo stressed: “I am convinced, that the
substitution of machinery for human labour, is often very injurious to the
interests of the class of labourers” (Works, I: 388).

Whereas prior to the third edition Ricardo had maintained that maxi-
mizing profits came almost to the same thing as maximizing employment
levels, he had now convinced himself that there are cases in which this
need not be so. In such cases, technical progress will increase the “net
income” (profits), but decrease the “gross income”, which equals the
amount of productive labour performed during a year and thus employ-
ment: “the same cause which may increase the net revenue of the country,
may at the same time render the population redundant, and deteriorate
the condition of the labourer” (Works I: 388).

Ricardo called machines the “mute agents” of production (Works, I:
42) because, unlike workers, they do not ask for higher wages or better
working conditions. He saw machinery and labour “in constant competi-
tion” with one another (Works I: 395) and even contemplated the limit-
ing case of a fully automated system of production: “If machinery could
do all the work that labour now does, there would be no demand for
labour. Nobody would be entitled to consume anything who was not a
capitalist, and who could not buy or hire a machine” (Works VIII:
399-400). Obviously, the introduction of improved machinery affected
the balance of power between capitalists and workers in favour of the
former. In the extreme case, when no labour was needed any longer,
workers were deprived of any power whatsoever. One is reminded of
Adam Smith’s statement: “In the long run the workman may be as neces-
sary to his master as his master is to him; but the necessity is not so
immediate” (WN Lviii.12)."® In the hypothetical case of a fully auto-
mated system, this necessity would completely vanish.

'8 Smith’s earlier idea was developed by Anonymous (1821) and recurs in Piero Sraffa’s papers and
notes drafted in the late 1920s and early 1930s, which eventually led to his 1960 book; see Kurz
(2012). In the perspective assumed, the claims of the different parties to the product resided in
their power to threaten society by “withdrawing” their productive resources. Workers have to be
paid, Smith stressed, at least a real wage that allows their “race” to reproduce itself. In case of a lack
of alternatives to the use of their land, landowners, Sraffa surmised, have to be paid a zero rent if
their land is not scarce. To capitalists, interest (profits) has to be paid, Sraffa argued at the time—
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Criticism of the Bank of England Ricardo was highly critical of the
Bank of England (which remained a private institution until 1946) and
the governor’s and bank directors’ policy, which often had a single goal
only: self-enrichment. In February 1816, Ricardo published some
Proposals for an Economical and Secure Currency (see Works IV: 43-141),
in which he put forward anew his “Ingot Plan”. The plan suggested a
return to the Gold Standard by making bank notes convertible not into
specie (coins) but into bullion (gold ingots), which implied the demon-
etization of gold in domestic circulation. This would have several desir-
able effects: it would allow Britain to continue to use paper money as the
actual means of payment, which Ricardo endorsed; it would reduce the
need for gold reserves held by the Bank of England and thus dampen the
upward pressure on the value of gold; and, last but not least, it would
curb the huge profits pocketed by the governors and directors of the
Bank, who benefited from the appreciation of gold. These profits, Ricardo
insisted, belonged to the public. The House of Commons decided on a
plan for the gradual return to note convertibility in bullion, starting in
early 1820 and ending in May 1821 at the pre-1797 parity. During this
period, Ricardo’s Ingot Plan was implemented. However, immediately
after the old parity had been restored, the Bank of England decided to
return to note convertibility in coin. This led to huge profits being reaped
by its directors, who in anticipation of the move and reflecting some sort
of insider trading avant la lettre had amassed large amounts of gold,
which they now sold to their bank at very favourable terms—precisely
the kind of self-enrichment Ricardo chastized.

In 1823, Ricardo composed a Plan for the Establishment of a National
Bank, which was published posthumously in February 1824 (see Works
IV: 271-300). His plan had first taken shape in 1815 while he was com-
posing the pamphlet Economical and Secure Currency and was then put
forward in the first edition of the Principles (Works 1: 361-3). Of the two
operations that the Bank of England performed—issuing paper currency

again in accordance with Smith, in order to prevent capitalists from withdrawing their circulating
capital (including the wear and tear of fixed capital), thus thwarting the “self-replacement” of the
economy.
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and advancing loans to merchants and other investors—the former
should be taken away from it and given to independent commissioners,
who acted as bankers to the government but were “totally independent of
the control of ministers”. This would not thwart the provision of the
economy with money, but “in a free country, with an enlightened legisla-
ture” (Works I: 362), it would transfer a part of the profits of the Bank to
the national Treasury and thus to the public, where they belonged.

5.6 Concluding Remarks

The classical economists’ ideas resound in the writings of many authors.
Karl Marx provided a critical account of them and elaborated on impor-
tant classical doctrines. Scholars such as Vladimir K. Dmitriev, Ladislaus
von Bortkiewicz and, in particular, Piero Sraffa reformulated the classical
approach to the theory of value and distribution, with Sraffa providing a
logically coherent and comprehensive version of it. As regards the Marxist
tradition, the work of the Austrian economist Rudolf Hilferding on
finance capital (Hilferding 1910) and the Polish economist Michal
Kalecki on economic dynamics (Kalecki 1939) deserve to be mentioned,
amongst others. The Italian philosopher Antonio Gramsci (1971),
inspired by Marx’s concept of “commodity fetishism”, elaborated the
concepts of “hegemony” and “manufacture of consent” designed to cap-
ture the pacifying effect of institutions and rules that keep the tensions
besetting a socio-economic system that is antagonistic and inherently cri-
ses ridden under control.

The abandonment of a concern with power in (what was to become)
mainstream economics is to no small degree due to Eugen von Bohm-
Bawerk’s highly influential essay “Macht oder ckonomisches Gesetz”
(Power or economic law) (1914). Bohm-Bawerk argued that while in the
short run power may exert some influence on economic outcomes, com-
petitive forces will never sleep and swiftly undermine the foundations of
such power. Therefore, economists do not go significantly astray when
basing their reasoning on the assumption of perfect competition. This
view still dominates important fields in mainstream economics. However,
already at the time when Bohm-Bawerk’s essay was published, its message
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looked anachronistic vis-a-vis the trend towards monopolization and
trustification, stressed, for example, by American institutionalists from
Thorstein Veblen to John Maurice Clark. Some mainstream economists,
most notably Arthur Cecil Pigou and Abba Lerner, responded to the
challenge by dealing with the impact of power in terms of persistent
monopolistic distortions of product and factor markets. In this perspec-
tive, power is reflected by deviations of product prices from their mar-
ginal costs and of rates of remuneration of factors of production from
(the value) of their marginal productivities.

This was not the end of the story. Non-mainstream economists contin-
ued to emphasize and analyse the impact of power in the economy,
whereas large parts of mainstream economics went on cherishing the uto-
pia of a powerless state of affairs. In 1971, the Austrian economist Kurt
Rothschild published a widely circulated Penguin modern economics
reader entitled Power in Economics (Rothschild 1971), which deplored
the neglect of power in much of marginalist analysis and contained a
fervent plea to take power seriously in economics. Alas, the book’s success
was modest, to say the least. Things might, and hopefully will, change.
On the one hand, financialization has deeply affected capitalism and had
a substantial impact on the distribution of economic and political power
in favour of the banking and financial sector of the economy. The liberal-
ization of the sector has caused a major economic crisis, threatening the
world economy. On the other hand, what is occasionally called the
“Fourth Industrial Revolution” can also be expected to affect profoundly
the distribution of power among members of society, away from workers
in general and towards capital owners and especially those that control,
and are able to manipulate, the most important resource in modern
times: information and big data. The old question of how to ward off the
dangers involved in the amassment of power in a few hands, discussed
since the times of Plato and Aristotle, poses itself forcefully today.

Power is a pervasive phenomenon in the economy and society, associ-
ated with inequality of income, wealth, race, gender, information and so
on. If wealth is power, as Adam Smith had insisted, and if wealth is get-
ting more and more concentrated, as has been the case in many countries
recently, an irreconcilable contradiction obtains between the democratic
logic of “one voter, one vote” and the market logic of “one Dollar, one
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vote”. Democracy is in danger of becoming an empty shell. Economic
policies have amplified if not precipitated this trend. It is high time for
them to reverse it.
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Power and Poverty: Social Legislation
in the Years of Adam Smith

Cosma Orsi

6.1 Introduction

The eighteenth century was a fascinating period of gradually changing
political, economic, and social structures and institutions. Especially dur-
ing the last quarter of the century, England was forced to deal with the
speed of the Parliamentary enclosure process, the fear induced by the
French Revolution, the subsequent Napoleonic wars, and a series of eco-
nomic crises that, by the 1790s, threatened to slash the social fabric to its
core. In a period marked by growing inequality (Kuznets 1966, 217), the
call for public policies on behalf of the poor increased markedly.!

Until that moment, the assistance to the poor was codified by the wuzil-
ity of the poor doctrine (Furniss 1920); its main tenet was the acceptance

'During the seventeenth and the eighteenth centuries, the poor were those “without income from
property or profession and, therefore, dependent upon their manual labour for living” (Cowherd
1977, 2). Providing relief to the most needy was never an issue. The problem was how to deal with
the able bodied—no matter whether they were unemployed or working poor.
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of labour by the poor as a necessary condition for national prosperity.? In
order to become operational, the u#ility of the poor doctrine required not
only a State that reduced the wage of labourers to the maximum possible
extent’ but also the establishment of a network of workhouses, both pub-
lic and private, with the express purpose of putting the poor to work.
From the mid-seventeenth century to the mid-eighteenth century, the
number of workhouses increased exponentially. The zenith of this process
was reached in 1723, when the Parliament passed the Workhouse Test Act.
The system of relief, from then onwards, became even more closely linked
to the commercial needs of local economic elites—always eager to avail
themselves of the supply of cheap labour (Ashcraft 1996, 48)—than to
those of the mass of unemployed and labouring poor—locked in filthy
workhouses, and unable to relocate in search of gainful employment.*
Under the new legislation, not only could parishes deny relief to those
who chose not to enter the workhouses, but they were also legitimised to
apply “commercial methods to the poverty problem” (Fideler 2006, 154).
The legislation put in place one of the most odious practices which
enabled parishes to exploit the poor (privately contracting them out—

>This mindset rested on a biased understanding of the poor’s human nature and their attitude
towards work. Excluding any social or economic cause of poverty, the uzility of the poor advocates
endorsed the a priori view that the poor did not work because they were naturally idle and inclined
towards licentious behaviour (Mun 1664; Manley 1669; Dunning 1686; Cary 1695; Locke
1697/1997; Pollexfen 1700; Defoe 1704; Mandeville 1725).

3Tts advocates maintained that wages above bare subsistence would have not only destroyed the
poor’s productivity, but they would have also encouraged insolent and impertinent behaviour
(Furniss 1920, 118). Thus, low wages were seen as a disciplining tool for transforming the poor
into subordinate economic agents.

It should be remembered that from the mid-Seventeenth century, Parliament passed 7he Poor
Relief Act (1662), designed to establish to which parish a person belonged. Better known as the Acz
of Settlement and Removal, it stood at the very heart of the Poor Law until 1795, clarifying—should
a poor person be in need—which parish was responsible for his relief. Although the Act of Settlement
and Removal firmly established the responsibility to provide the poor with a minimum subsistence,
it became the cornerstone for the control of the labouring poor’s mobility on the part of local gov-
ernment (Landau 1988, 391, 407). Even if the law was often emended and poorly enacted
(Marshall 1926; Fideler 20006), it deprived vast sectors of the workforce of its freedom to move.
Furthermore, when enacted, it was often accompanied by manifest acts of brutality (Parliamentary
History 1814, XVII, 844). For these reasons, no other piece of legislation received so much criticism
as the Act of Settlement and Removal. See Hay (1735, 10, 119), Bentham (1792 [1823], 234), Eden
(1797).
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better known as farming), sustaining that it was the easiest method for
reducing the financial burden of parishes (ibid., 154).

However, as time passed, these schemes for employing the poor gener-
ated an array of criticism.” Even if workhouses were ideally meant to
provide the poor with a chance to reinforce their membership within the
broader community, they became a reminder of social dissonance. By
closely adhering to the utility of the poor doctrine, their administrators put
into effect the idea that it was necessary to “resist any [...] forces which
promised to break up class status and facilitate the social advance of the
lower orders” (Furniss 1920, 145). The way in which the entire system
was managed shows that the major concern was controlling the poor and
not addressing poverty as such. Namely, workhouses were not conceived
as means to improve the social conditions of the poor. They were assisted
only in case of extreme hardship (to avoid them dying of starvation), but
no one expected inmates to cease to be poor (Mandeville 1725, 213;
Alcock 1752; Temple 1758; Young 1771; Townsend 1786).

As a result of the round of reforms the Parliament passed between
1780s and 1790s, up to the establishment of the New Poor Laws (1834),
the English system of social protection ceased to be shaped by the uzility
of the poor doctrine. The poor were no longer considered “as a set of some-
what troublesome tools”, they became instead, fully fledged “human
beings whose own comfort and happiness were the proper and primary
object of concern for statesmen” (Viner 1927, 56-7).

Social and economic historians have provided a variety of explanations
for this shift.® The array of different, even contrasting, claims expressed

>To some authors of the day, it was an established fact that workhouses were lacking in expediency
and justice. Earlier in the seventeenth century, John White (1630, 20), Samuel Hartlib (1649, 8),
and John Graunt (1662, 351) had already expressed their concerns about the economic and admin-
istrative rationale governing the system of indoor relief. From the last quarter of the century, other
influential writers like Thomas Firmin (1678, in Eden 1797, 1 204), John Bellers (1696, 28),
Daniel Defoe (1704), and Lawrence Braddon (1722) expressed concern for the results obtained by
indoor relief. In 1715, the anonymous drafter of an official Report stated that out of 12,000 babies
born in workhouses, only a quarter survived; it also reported of stolen money, falsified accounts,
paupers starving to death, or being killed (anon. 1715). In 1732, an unknown Ouverseer reported
that “we have many here who would choose to starve, rather than be maintained in [...] the house
of correction, as they call it” (anon. 1732, 127).

¢See Hammond and Hammond (1911 [1929], 120, 123, 170), Webb and Webb (1927-29, 223,
419), Marshall (1956, 153—4), Coats (1958, 1960), Cowherd (1960, 1977), Poynter (1969, 16),
Himmelfarb (1984), Mandler (1987, 134), Boyer (1990, 2).
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on this topic calls for further analysis of a period that has been somewhat
neglected as a result of the far-reaching shadow cast on the period by the
Poor Law Commissioners Report of 1834, which led to the New Poor Laws
(1834).

What role, if any, did the British political economists play in this shift?
In order to answer this question, we pursue an analysis into the reflec-
tions on poverty and its remedies offered by the leading classical econo-
mist, Adam Smith. His reasoning represented the culmination of a long
train of thought that targeted the wzility of the poor as an unsound doc-
trine for national prosperity and, once implemented, as a tool to exercise
strict power and control over the poor, thereby accentuating the gap
between social classes.” While Smith’s direct influence on the round of
reforms which occurred in the latter quarter of the eighteenth century
cannot be proven, if we look at the matter from the perspective of power
relationships within the commercial society, the link between his eco-
nomic theory and social legislation would appear clearer. In elaborating a
new understanding of power relations within the economic (and social)
spheres, as precondition to the kind of economic development he envi-
sioned, Smith drew a map for the legislator to deal with the plight of
poverty. It is suggested here that although Smith never explicitly men-
tioned the doctrine, his inclination towards the lower ranks of society can
be better understood if we consider his reasoning as a stern critic of the
utility of the poor and the unbalanced power relationship it entailed.® We
shall devote our attention to Smith’s policy suggestions for reducing the
imbalance of power that continued to pervade the commercial society
looking for possible signs of influence on the shaping of the round of
reforms, which took place in the last quarter of the seventeenth century.
This, we hope, offers a broader and insightful perspective of the historical
and cultural context in which the Gilbert Act (1782), the Rose Act (1793),

7This understanding reflects closely the one put forward by Krishna Bharadwaj when she pointed
out that power relationships ought to be framed as relationships where “one side possessed of a
superior socio-economic position ... may even imply the domination or subjugation of the other
side” (Bharadwaj 1989, 1).

#As Christopher Martin noted, while not proving that he read them, both “James Bonar’s and
Hiroshi Mizuta’s catalogs show that Smith owned many works that discuss the doctrine of the util-
ity of poverty” (Martin 2015, 568).
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and the Speenhamland system (1795) were formulated, approved, and
eventually implemented.

6.2 Higher Wages, Inequality, and Economic
Development: A New Perspective

By the mid-eighteenth century, England was experiencing “a great expan-
sion and an apparent growth of national income” (Marshall 1926 [2007],
79), but simultaneously, vast sectors of the population, which in the
meanwhile had dramatically increased, suffered severe poverty due to
high food prices, low wages, and the effects of enclosures. At any rate, the
convergence of the above factors was balanced by the emergence of a
more vibrant and innovative industrial sector of the economy. That pas-
sage definitively altered the traditional restraints on economic growth by
creating non-landed wealth in unprecedented abundance.” Within a few
decades, the industrial revolution would render the English pre-industrial
socio-economic landscape almost unrecognisable, and its parish-centred
poor relief obsolete.

The industrial revolution was accompanied by the rise of a new and
dynamic idea of economic development.'” Challenging the general wis-
dom that England might become rich thanks to the poverty of its sub-
jects, it endorsed the view that a prosperous economic system called for a
healthy population that, by obtaining greater reward for their labour,
would play a non-secondary role in enlarging the domestic market.
Corollary to this understanding was the acknowledgment that “causation
runs from the poor relief and the minimisation of risk and uncertainty
that it entailed to economic success” and not the other way round (Smith
1986, 2006). From this perspective, the utility of the poor doctrine was an
ethics of subjection designed for a dominated population of labouring
poor. It was saturated with an alleged moral superiority of the wealthy

?'The idea of the industrial revolution as a divide between the premodern and modern era has been
discussed, among others, by Rostow (1960), Landes (1969), and Hobsbawn (1969).
"Between 1725 and 1737, a minority strand of writers anticipated the case against the uzility of the

poor doctrine proposing instead a high-wage society (Gouldsmith 1725; Defoe 1728; Vanderlint
1734; Berkeley 1737).
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local landowners over the poor, thereby legitimising the former to view
the latter as mere instruments for the achievement of their interests—
namely the maintenance of their economic privileges and status.

While the advocates of the wutility of the poor doctrine presented make-
work schemes as the soundest guideline for remedying poverty, its oppo-
nents pointed out the extent to which the existing system of poor relief
was built on self-deception with the tendency to do more harm than
good. Thanks to the insights of authors like Joseph Maisse (1757), John
Scott (1773, 36), Robert Potter (1775, 52), Henry Zouch (1776, 6,
19-21, 34, 41-3), Edward Jones (1776, 11-5), and William Blackstone
(1776 [1803], 439), it became even more apparent to what extent the
combination of indoor relief and the Act of Settlement and Removal com-
pleted the connection between assistance and control/subjection of the
poor. It was in this context that Adam Smith offered his influential ideas
in the fields of both social philosophy and economics, thus paving the
way for a new vision of poverty and the poor. According to Kurt
Rothschild, Smith had the ability to “provide the scientific foundations
for the creation of a ‘civilized society’ based on freedom, justice, and
material welfare” (Rothschild 2002, 434). In Smith’s analytical frame-
work, the issue of power is at the forefront of the analysis (Kurz [in this
volume, page to be determined]). Smith was conscious that “power can
play a considerable role affecting the economic process in several ways,
creating privileges on one side and discrimination on the other”
(Rothschild 2002, 436). Moving from this premise, Smith’s writings
show a true concern with both the plight of severe poverty (Himmelfarb
1984, 31-35 and 46-62; Fleischacker 2005, 66; Kurz, 13—19 [pages in
this volume, to be reviewed]) and the imbalances of economic power
among social classes (Baum 1992, 144).

In sharp contrast to the advocates of the uzility of the poor, Smith had
a good opinion of the poor and their motivation to work. In his
questioning the received wisdom, he upheld a view of human nature that
drew attention to the fact that the labouring poor were not mere beasts
of burden. Rather, they were decent, prudent, reflective, industrious, and
trustworthy persons owning and selling a commodity—their labour—
for a wage. Thus, laziness and intemperance were not inherent traits of
the poor, but rather the result of adverse institutional or economic
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circumstances (Smith 1776 [1976], 19). For instance, those who were
unemployed due to sickness or disability bore no responsibility for their
condition. It was neither deserved nor a fate that they could escape from
with the resources at their disposal. Accordingly, Smith saw no faults in
the morals of the labouring poor. The poor were so concerned with their
social position that “a creditable day-labourer would be ashamed to
appear in public without a linen shirt” (ibid., 399). Most significantly,
Smith saw the labouring poor as the rightful owners of their own labour
(ibid., 128)."

By claiming that the main drive governing human action was not
necessity but rather the desire to better one’s condition, Smith rejected
the argument according to which people work harder when they are
afraid, or when real wages are low (ibid., 85 and 92). Such a desire “comes
with us from the womb, and never leaves us till we go to the grave” (ibid.,
362-63). A poor labourer like any other citizen, was motivated by the
prospect of “ending his days perhaps in ease and plenty” (ibid., 91).

6.3 Smith’s Understanding of Poverty
and Power

For Smith, the unequal distribution of economic power between the
social classes, which still pervaded the commercial society,'* was among
the most relevant causes of poverty.

Smith’s conviction that economic freedom led to economic growth
was coupled with his concern for social and economic inequality.'

"'On these premises, he upheld the natural liberty of all British subjects “of exercising what species
of industry they please”. To deny such a liberty would have been an “evident violation of natural
liberty, and therefore unjust” (ibid., 530).

2 Fiore and Pesciarelli (1999, 95).

13 Smith shared with Hume the concern for unbalanced power relationship. Hume was well aware
that in the real world, power relationships did exist. In 1740, he wrote that “... when a person
acquires such an authority over me, that not only there is no external obstacle to his actions; but
also that he may punish or reward me as he pleases, without any dread of punishment in his turn,
I then attribute a full power to him, and consider myself as a subject or vassal”. About ten years
later, he still believed that “where the riches are in few hands, these must enjoy all the power, and
will readily conspire to lay the whole burthen on the poor, and oppress them still farther, to the
discouragement of all industry”, concluding that a “too great disproportion among the citizens
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Though the Wealth of Nations primary focus was economic growth,' he
did not fail to emphasise inequality intrinsic to the commercial society:
“Wherever there is great property, there is great inequality. For one very
rich man, there must be at least five hundred poor, and the affluence of
the few suppose the indigence of the many” (ibid., 232). At any rate,
Smith was aware of the fact that wealth entails power.”” And economic
power among different classes tends to establish a social order based on
social relations geared around two pillars, authority and subordination.'
According to his stadial theory, the birth of such relations should be
placed in the period of pasturage.

The second period of society, that of shepherds, admits of very great
inequalities of fortune, and there is no period in which the superiority of
fortune gives so great authority to those who possess it. There is no period,
accordingly, in which authority and subordination are more perfectly

established. (ibid., 713)

To explain the passage from the pasturage age to the agricultural one
and the transformation of the latter into the age of commerce, Smith
described the historical trajectory of the progressive relaxation of such
relations, which eventually led to a decisive increase of incentives to
labour. These incentives, in turn, brought about an increase in the pro-
ductivity of the land."”

weakens any state” (Hume 1752 [1955], 15). Building upon these premises, he offered a powerful
statement anticipating a modern concept of welfare economics: “Every person, if possible, ought to
enjoy the fruits of his labour, in a full possession of all necessaries and many of the conveniences of
life. No one can doubt, but such equality is most suitable to human nature, and diminishes much
less from the happiness of the rich than it adds to the poor” (ibid.).

1“Smith believed that economic growth was the goal to be achieved because in it “the condition of
the labouring poor, of the great body of the people, seems to be the happiest and the most comfort-
able” (Smith 1776 [1976], 43).

Y (ibid., 35).

16 As Kurz cogently noted in his introductory essay “power relationships [...] are typically expressed
in the existence and continual reproduction of social classes. These are defined in terms of the roles
of their members in the process of the production and appropriation of the social product, their
different degrees of information about and understanding of what is going on in the economy and
their very uneven participation in public life” (Kurz 7).

'7For an account of these passages, see Fiori and Pesciarelli (1999, 91-95).
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By pointing out that a society based on excessive inequality would
have been deleterious to economic growth, Smith attacked the landed
aristocracy’s way of life and interests in favour of small proprietors. Too
much inequality fosters a kind of sterile consumption on the part of the
rich depresses industry, and consequently weakens the social order. By
underlining that within a flourishing society, consumption, productivity,
and wages ought to increase hand in hand, he suggested that letting the
labouring poor take part in the benefits generated by economic growth
would broaden the potential for further economic progress. From this
perspective, keeping the vast sectors of the population in poverty hin-
dered the economic development of a country.

Accordingly, Smith upheld the view that while those who occupy the
lowest ranks of today’s society were significantly better off than those at
the top of a primitive society, their position should be even further ele-
vated. Bettering their living conditions was advantageous to all (ibid.,
88). In this fashion, Smith argued that “universal opulence” should
“extend itself to the lowest ranks of people” (ibid., 15).

It was on these grounds that he championed fair wages for the labour-
ing poor. Smith considered high wages as an indicator of a flourishing
and healthy economy as well as an essential feature of a fair society. As the
liberal reward of labour would lead to “the greatest publick prosperity”,
Smith believed that it ought to become a policy goal (Cannan 1926,
127). This was a sound course of action because high wages would not
lead to a decrease in labour supply. He acknowledged that “When wages
are high [...] we shall always find the working man more active, diligent
and expeditious, then when they are low” (Smith 1776 [1976], 85). It is
improbable, he added, “that men in general should work better when
they are ill fed than when they are well fed, when they are disheartened
than when they are in good spirits, when they are frequently sick than
when they are generally in good health” (ibid., 92). “The wages of labour
are the encouragement of industry, which, like every other human qual-
ity, improves in proportion to the encouragement it receives” (ibid., 91).'®

However, Smith knew that relying on market forces alone would not
lead to the achievement of the social welfare he had in mind. Smith’s

'8This idea has been already expressed by Vanderlint (1734), Berkeley (1737), and Hume (1752).
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liberal reward of labour seems to represent a normative ideal. For him,
the commercial society had inherited some of the subordination relations
that had already characterised the agricultural age. In a capitalist society,
the “common wages of labour is established by contract, usually between
those two parties whose interests are by no means the same”. On the one
hand, “the workmen desire to get as much” as possible; on the other
hand, “the masters to give as little as possible. The former are disposed to
combine in order to raise, the latter in order to lower the wages of labour”
(ibid., 83). Smith concluded that in the confrontation between the two
parties, the economic power of the rich allowed them to better organise
their interests against the poor (ibid., 83-84).

6.4 Smith’s Policy Suggestions

Even if he was convinced that, in the long run, the economic inequality
between labourers and capitalists would be reduced because wages would
rise and profits fall, he did “not wish merely to wait for the realization of
the society he envisaged” (Niimura 2016, 903). Rather, he believed that
poverty redress called for the implementation of policies fostering income
redistribution. Because Smith identified in the unbalanced power rela-
tions between social classes, one of the main causes for generating and
maintaining poverty, he envisaged a society where the State would be
responsible for correcting such inequality. It should mobilise resource to
the benefit of the poor.

Smith’s reasoning rested on the idea that there were shortcomings in
economic progress. If, on the one side, the division of labour improved
the worker’s dexterity, on the other, it corrupted his “intellectual, social,
and martial virtues” (bid., 327). The shortcomings of the division of
labour thus brought about a loss of “civic sense, the cement which binds
cives and community together”. However, a man who has lost his civic
sense

is as much mutilated and deformed in his mind as another is in his body.
The same thing may be said of the gross ignorance and stupidity, which, in
a civilised society, seem so frequently to benumb the understandings of all
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the inferior ranks of people. A man, without the proper use of the intel-
lectual faculties of a man, is, if possible, more contemptible than even a
coward and seems to be mutilated and deformed in a still more essential
part of the character of human nature. (76id., 787-88)

It was for this reason that Smith’s idea of social welfare called for a
government concerned with the health of both the mind and the body of
its subjects. “Even though the martial spirit of the people were of no use
towards the defence of society, yet to prevent that sort of mental mutila-
tion, deformity, and wretchedness, which cowardice necessarily involves
in it, from spreading themselves through the great body of the people,
would still deserve the most serious attention of government” (ibid.,
739).

Although Smith was very cautious in expressing a view with regard to
government intervention on the behalf of the poor,"” namely “to prevent
the almost entire corruption and degeneracy of the great body of the
people” (ibid., 734 emphasis added), he praised publicly funded schools
for the working class (7bid., 306). In such institutions, the poor children
would acquire “the most essential parts of education [...] to read, write
and account” (ibid., 785). Smith’s policy suggestion, to enforce an educa-
tional programme financed by general taxation, not only entailed a trans-
fer of income from taxpayers to the poor, but also it would provide
“children with basic technical education to make them skilled labourers
who can earn high wages” (Niimura 2016, 903).

Furthermore, in order to mitigate the negative effects of the division of
labour, besides public education for the poor, Smith was favourable to
modestly progressive taxation (ibid., 368-9).

For him, it was a matter of “the greatest delicacy” (Smith 1759 [1976], 734). This said, one can-
not but agree with Blaug’s statement that Smith’s overall opinion on the Poor Laws has been cither
ignored or, worse, misinterpreted (Blaug 1978, 157). Though Smith was uncomfortable with the
Act of Settlement and Removal (Smith 1776 [1976], 157), his opposition to it was limited to the
hindering of the free circulation of labour throughout the country, which interfered with his system
of natural liberty. “To remove a man who has committed no misdemeanour from the parish where
he chooses to reside, is an evident violation of natural liberty and justice ...” (ibid.). Nothing in this
argument can be taken as a general attack on Poor Laws as such. Geoffrey Gilbert’s inference seems
to be accurate that Smith had no objections to the principle of Poor Laws, or he would have
expressed them explicitly (Gilbert 1997, 287; see also Viner 1927 [1958], 241).
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The subjects of every State ought to contribute towards the support of the
government, as nearly as possible, in proportion to their respective abilities,
that is, in proportion to the revenue which they respectively enjoy under
the protection of the State (ibid., 825).

He furthermore argued that

The necessaries of life occasion the great expense of the poor. They find it
difficult to get food, and the greater part of their little revenue is spent in
getting it. The luxuries and vanities of life occasion the principal expense of
the rich .... It is not very unreasonable that the rich should contribute to
the public expense, not only in proportion to their revenue, but something
more than in that proportion. (ibid., 842)

Above all, Smith underlined that taxes ought to be levied on rent and
not on wages and profits. According to Smith, rent is a “species of reve-
nue which the owner, in many cases, enjoys without any care or attention
of his own” (ibid., 844). Hence, “a part of this revenue should be taken
from him in order to defray the expences of the state”. Smith was confi-
dent that “no discouragement will thereby be given to any sort of indus-
try” (ibid., 845). A further redistributive tax, Smith suggested, was an
excise upon the luxuries and not on the primary goods necessary of life.
“It must always be remembered, however, that it is the luxuries, and not
the necessary expense of the inferior ranks of people, that ought ever to
be taxed”. As they were “just and equitable”, he also praised State regula-
tion on behalf of workers, for example, establishing that workers’ wages
be paid in cash rather than in kind (76id., 159) and welcomed public
works—roads and channels (ibid., 165).

Smith’s ideas were not to remain confined to intellectual debates, but
spread to the political arena, of his and later times. Both social reformers
and political leaders during the 1780s and 1790s would take most of
Smith’s reflections very seriously. 7he Wealth of Nations “became a text-
book for statesmen seeking to avoid the twin specters of famine and des-
titution” (Cowherd 1977, xiii).

In the following section, we evaluate whether the line of defence devised
against the plague of poverty during the last quarter of the century was
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consistent with the social and economic considerations that emerged
from the field of political economy.

6.5 The Political Economy of Inclusion
in Action

From the mid-eighteenth century, the system of indoor relief began to
crack due to its inability to cope with the sudden rise in the overall popu-
lation and the concentration of poor people in cities and countryside
alike. From an economic stance, Defoe’s warning, that the conditions of
an unstable labour market impeded the workhouse system to become
what it was intended for, is correct. On the institutional side, the pater-
nalistic element strictly linked to an economic vision dear to the landed
aristocracy and the bourgeois-industrial approach were destined to col-
lide. The ongoing commercialisation of the economy meant that the
middle and upper classes grew in size and wealth to the point that their
members began questioning the idea that landed aristocrats alone should
run the country as they pleased. In their search for political power match-
ing the economic power they had obtained, most of them found
Enlightenment philosophy appealing due to its questioning of absolute
power. As soon as the industrial revolution gained momentum, the old
merchants now wealthy bourgeoisie, controlled rural industry more and
more actively, paving the way to the incipient capitalist mode of produc-
tion. Business magnates and bankers not only rivalled aristocracy in terms
of wealth and prestige but also in the number of employed people work-
ing for them.?® Under these circumstances, the political struggle for the

» Discussing the period from 1753 to 1797, Eden argued that: “the Poor Laws seems to have
attracted very general attention both in and out of Parliament” (Eden 1797, 1 317-8). In this same
period, it would appear that a conspicuous number of wealthy bourgeoisies made their appearance
in the House of Commons (Namier and Booke 1963, 103). The issue of who was ruling the country
after 1688 has always been a captivating problem for historians. Even if the bourgeoisie took power
in 1688, the landed aristocracy continued to control Parliament until the mid-nineteenth century
(Pinkham 1963, 85). Engels attempted to provide an explanation to this apparent contradiction,
in 1847: “Ever since 1688, separate sections of the bourgeois class have been ruling in England.
But, in order to facilitate their seizure of power, the bourgeoisie has allowed the aristocrats, its
dependent debtors, to retain their rule in name” (Engels 2010/1848, 520).
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control of the State machinery (including poor relief) became even more
fundamental.

The first blow to the Workhouse Test Act came from Thomas Gilbert
(1719-1798), a zealous reformer whose main goal was to raise the poor’s
standard of living whilst reducing the tax burden.”’ Considering the
changed economic conditions, Gilbert believed that a system based upon
stern vigilance and refusal for outdoor relief was no longer sustainable.
For the sake of both the poor and the Rates, Gilbert proposed to repeal
the practice of farming out the poor, to extend mobility to the labouring
poor, and to provide outdoor relief to the vast possible number of needy
persons.”> In 1783, Parliament passed three Bills that substantially
amended the Workhouse Test Act. Gilbert’s Bills made provisions for the
unemployed, the rogues, vagabonds, sturdy beggars, and the impotent
poor. To meet the needs of the first category, he proposed to make it
easier for the unemployed to move from rural parishes to industrial towns
whilst creating more job opportunities through public works. Parishes
had “to provide for the Maintenance and Employment of their Poor at a
common Expence, without farming them out” (Gilbert 1781, 6). For the
second group, rather than in workhouses, he proposed to lodge them in
Houses of Correction since they were less severe in handling the poor
(Cowherd 1960, 331). Thus, workhouses were transformed into resi-
dences for children, the old, and the infirm. The rationale for this

2 His first atctempt to reform the Poor Law in 1764 was firmly grounded in the workhouse system.
It was Richard Burn’s argument that indoor relief was much more expensive than outdoor relief
that induced Gilbert’s change of attitude (Slack 1990, 35). In 1781, he wrote that workhouses were
“generally inhabited by all Sorts of Persons ... Hence arise Confusion, Disorder, and Distresses, not
easily to be described. T have long thought it a great Defect in the Management of the common
Workhouses, that all Descriptions of poor Persons should be sent thither; where, for the most Part,
they are very ill accommodated” (Gilbert 1781, 6-8). What is interesting is that Adam Smith not
only praised Burn’s scholarly approach but also quoted his work in the Wealth of Nations. (Smith
1776 [1976], 153). In order to support his preference for allowances rather than indoor relief,
Gilbert also pointed out the inadequacy of wages at a time when the changing economic situation
pushed entrepreneurs to “rely on the free competitive market to determine the price of labour”
(Mencher 1967, 110).

22 Gilbert believed that, in most cases, it was preferable for the impotent poor “to remain in their
own Habitations (if they have any) or to be placed with any Friend or Relation, at weekly
Allowances, adapted to their Circumstances and Situation; it being understood, in all these Cases,

that the Persons who keep them shall have the benefit of such Labour as they are able to perform;
and weekly Pay to be fixed accordingly” (Gilbert 1781, 8).
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resolution rested on the twofold idea that workhouses had high running
costs compared to their productive capacities, and that inmates were
deprived of their freedom.

Within a decade, England was at war with France and foodstuffs were
difficult to import from abroad. Life became extremely harsh and the
price of bread soared. The already precarious conditions of the poor were
further worsened by a series of scarce harvests, which gave rise to food
shortages and riots. It was in this context that a second major reform
would play a fundamental role in the demise of the system of indoor
relief. By the close of the century, Friendly Societies began to be increas-
ingly perceived as the solution “for the dependence of the labouring pop-
ulation on the Poor Law” (Ruggles 1793, II 5; see also Richard Price
(1771), Francis Maseres (1772), Thomas Gilbert (1786), Joseph
Townsend (1786), John Acland (1786), Eden (1797, xvii, 1801, 10-11),
and Colquhoun (1806, 137)).

Yet, not ready to consider the possibility of increasing wages by law, in
1793, the Parliament passed the Act for the Encouragement and Relief of
Friendly Societies, better known as the Rose Act. It was designed to protect
and encourage Friendly Societies “in the raising of funds voluntarily for
the mutual relief and maintenance of members in sickness, old age, and
infirmity” (Cowherd 1960, 333). On his part, Rose was quite optimistic
with regard to the industriousness of the Friendly Societies members. His
Act unambiguously stated that they were necessarily industrious, as they
had worked hard enough to save the money needed to become a member.
This demonstrated their willingness to work, which rendered them
unlikely to become “chargeable”. Rather than asking assistance to the
parish during hard times, a member of a Sociezy would go to his club to
receive assistance. The Act rested upon a solid economic rationale. Rose
was conscious of the speed at which industry was expanding and pro-
duced an increasing demand for labour, especially in wealthy districts and
towns (Vernon-Harcourt 1860, 525). In order to help the labouring poor
to move where job opportunities were greater, he established that “No
member of a Friendly Society was to be removed from any parish until he
should become actually chargeable” (33 Geo. I11. c. 54). Furthermore, the
increased mobility of the labour force brought about by the Rose Act,
albeit partially, addressed the problem of the increasing costs of poor



158 C. Orsi

relief. The Act introduced the idea of voluntary “separate funds for the
mutual relief and maintenance of the said member in sickness, old age,
and infirmity, is likely to be attended with very beneficial effects, by pro-
moting the happiness of individuals, and at the same time diminishing
the public burthens” (33 Geo. II1. c. 54).

The combination of mutual aid and fraternity entailed by the Rose Act
had resulted insufficient to alter the dreadful conditions of the poor. The
severity of the situation, however, called for drastic measures. While
assessing how best to compensate rural labourers for the decreased stan-
dards of living caused by nearly 50 years of Parliamentary enclosures
(Thompson 1963, 237; Deane 1965, 52-7; Hobsbawm and Rude
1970),% in February 1795, the authorities considered Samuel Whitbread’s
(1720-1796) Minimum Wage Bill. Whitbread maintained that “in the
course of two centuries, the price of labour had not increased more than
three or at most four-fold; whereas the price of meat had increased in the
proportion of six or seven; and that of clothing, no less than fourteen or
fifteen fold in the same time” (Parliamentary History XXXII 1818, 703).
He believed that the Parliament could effectively protect the labouring
poor’s living standards by giving them “a right to a part of the produce of
[their] labour”, and that charity had a negative effect on the labouring
poor as it took away his independence. On the contrary, the introduction
of a minimum wage would “rescue the labouring poor from a state of
slavish dependence; to enable the husbandman, who dedicated his days
to incessant toil, to feed, to clothe, and to lodge his family with some
degree of comfort” (ibid.).** Opposed by admirers of Smith (Himmelfarb
1984, 71-2)—Sir William Pitt (1759-1806) and his Tory government—
Whitbread’s Bill was defeated.

Almost at the same time, the governing elite of Berkshire County, fear-
ing popular upheaval after a poor harvest, decided to pass a resolution
based on the premise that “the present state of the poor does require
further assistance than has been generally given them” (Berkshire Session

Order of Book 1791—1795, in Aspinall 1959, 414). The Justice of the Peace

2 The main outcome of this practice was a redistribution of income from small farmers to landown-
ers; see Yelling (1977, 209-13) and Allen (1982, 937-53).

In Whitbread’s sentence, we find an echo of the longstanding tradition initiated by Berkeley and
reiterated by Smith.
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established “that every man has the right to a minimum subsistence, and
that if he can earn only part of it then society owes him the difference”
(Mantoux 1905, 437). With the blessing of all the parties concerned, it
was thus decided that “subsidies in aid of wages should be granted in
accordance with a scale dependent on the price of bread, income so that
a minimum should be assured to the poor irrespective of their earnings”
(Polanyi 1944 [1998], 78). Even if this rule was never formally trans-
posed into law, it radically altered the workings of the Poor Law for the
40 years that followed.”

The Speenhamland system represented a partial, but significant, shift of
the cost of production from entrepreneurs to taxpayer. The latter included
non-entrepreneurs and often the inhabitants of parishes different from
those in which the productive plants were located. A transfer of wealth
based on general taxation, from the rich to the poor, was a serious attack
to the established social hierarchy since, in due time, it would have oblit-
erated the landed aristocracy’s ability to control rural communities.

In 1796, the Prime Minister, Sir William Pitt, presented 7he Poor Law
Reform Bill. Reluctant to interfere with the regulation of wages, Pitt pre-
ferred to increase the mobility of the labouring poor.*® He believed that
“The poor laws of this country, [...] had contributed to fetter the circula-
tion of labour. [...] They had prevented the workman from going to that
market where he could dispose of his industry to the greatest advantage
and the capitalist, from enjoying the person who was qualified to procure
him the best returns for his advances” (Pitc 1796 [1817], 132). Only
when this vicious circle will be broken “the wealth of the nation would be
increased, the poor man rendered not only more comfortable but more
virtuous, and the weight of the poor rates [...] greatly diminished” (ibid.,
133). He further called for the provision of casual outdoor relief to large
families and single mothers along with the establishment of Schools of
Industry in order to offer some kind of education to poor children in the
hopes that they would, one day, improve their position in life. The grant-
ing of credit to the poor for the “purchase of a cow or other capital which

»In 1797, Pitt attempted—and failed—to press the Parliament into passing the Speenhamland
system into legislation.

26 Pitt feared “that if once wages were raised to meet the rise in prices it would not be easy to reduce
them when the famine was over” (Hammond and Hammond 1911 [1929], 144).
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would help them to help themselves” or “for setting up the needy in busi-
ness where there was a prospect of self-support” (Cowherd 1960, 336)
was an integral part of his proposed Bi/l. Pitt’s reform was so far reaching
that it raised general alarm.” He withdrew it realising that an across the
board political obstruction would have made it impossible for the B:// to
pass in any case. His supporters, however, were able to pass the Bi// piece-
meal over the following years.

What is of interest for our discussion is the influence that the Wealsh
of Nations had on both Whitbread and Pitt. Whitbread’s plea for high
wages and Pitt’s call for the elimination of restrictions on the free circula-
tion of the unemployed workforce were both ideas clearly borrowed from
Smith (Rothschild 1992, 84; McLean 2006, 90—1). Above all, in his Bi/l,
Pitt adopted Smith’s idea that poverty should not only be relieved but
possibly more importantly—be prevented. As Pitt put it, “The law which
prohibits giving relief where any visible property remains should be
withdrawn; no temporary occurrence should force a British subject to
part with the last shilling of his little capital, and compel him to descend
to a state of wretchedness from which he could never recover, merely that
he might be entitled to a casual supply” (Pitt 1796 [1817], 136).

What was the impact of this formidable legislative effort? The Gilbert
Act signalled the suspension of the workhouse system, unchaining vast
sectors of the labouring population from being locked within the bound-
aries of their parishes. Membership to a Friendly Society protected the
labouring class from risks to which they were particularly exposed: unem-
ployment, industrial accidents, sickness, and so forth. The Speenhamland
system helped the labouring population to cope with the inability of the
labour market to offer sufficient wages (income) and employment
(Smelser 1959, 357). It aided the “victims” of technological change by
helping (or preventing) both the labouring poor and the unemployed
from becoming dependent on parish relief by providing a wage subsidy
on which to subsist (Snell 1985, 104-5). Above all, the system allowed
for a considerable amount of resources to be transferred from the land-
owners, upon which most of the tax burden under the Poor Law fell, to

7 Concern for Pitt’s proposal also derived from the fact that it was based on the Speenhamliand
System (Deane 1965).
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the manufacturing entrepreneurs, who benefited from the relatively lower
wages permitted by the payment of allowances to their workers.

6.6 Conclusion

Between 1780 and the end of the century, political leaders and social
reformers took very seriously the idea that an opulent, yet more equal,
society was possible. The depth of Smith’s analysis showed the legislator
that the commercial society, in the process of laying its foundations,
required less unbalanced relations among social classes. To run smoothly,
the envisaged social order needed to escape from the arbitrary demands
of rent-seeking landowners whose understanding of economic prosperity
no longer met the needs of the emerging industrial capitalism. Social
relations based on stern discipline, control, and subordination of the
poor were, in fact, likely to weaken the economic dynamism of the
nation. In shifting from a static economy, based on farming, trade, and
the cottage industry, to a more dynamic one dominated by industrial
production of consumer goods, vast sectors of the population, kept in a
perennial state of poverty, were highly incompatible with the need of
expanding the domestic market—a precondition for steady economic
growth. In addition to economic evolution, the achievement of this tall
order involved the gradual loss of political power on the part of the landed
aristocracy.

While revolutionary France took the path of the bloody revolt against
the Ancien Régime, disseminating violent social conflicts across the conti-
nent, in England, the emerging bourgeoisie class and the most enlight-
ened aristocracy favoured the establishment of social relations no longer
based on the wuzility of the poor doctrine but rather on liberty, flexibility,
and inclusion. Thus conceived, the social environment was meant to
favour modernisation and economic dynamism, without provoking the
misery and resentment of the great mass of the population.

While the rationale for reforming social policy in the last quarter of the
eighteenth century basically rested on a wide range of political and social
concerns, it certainly gained force from the widespread belief that the
introduction of public standards of fairness and support to the labouring
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poor, was not inconsistent with the requirements of a growing—and rap-
idly changing—economy.

From 1782, the year Parliament passed the Gilbert Act, to the estab-
lishment of the New Poor Laws in 1834, English social legislation shifted
from a safety net scheme devised to deal with emergencies to a social
security system implemented to cope with the threat of unemployment
and poverty, at any point in time, over a worker’s life cycle. Thanks to this
legislative effort, in the late seventeenth century, English society ceased to
perceive the poor as a collective body of others. By being constantly
engaged in capitalist exchange relationships (both as producers and as
consumers), wage earners came to be viewed as fully integrated economic
agents acting within the broader framework of society.
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Debates on Social Insurance
in the French Liberal School

Joachim De Paoli

7.1 Introduction

From the mid-nineteenth century onwards, the development of industry
led to great social inequality between employers and workers. Liberal
economists were faced with the dilemma of what policy to adopt with
respect to people in a weak position. This gave rise to debates on the
problems of social inequality and possible solutions. At the end of the
century, governments developed a solution for helping the vulnerable:
social insurance.

The first laws are passed in Germany under Bismarck, followed by
other European countries, as set out in Table 7.1.
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Table 7.1 Social insurance laws in Europe

Workplace accident Occupational illness Pension

insurance insurance insurance
Germany 1884 1883 1889
France 1898 1930 1910
Great 1897 1911 1906

Britain

Belgium 1903 1894 1900
Spain 1900 1942 1919
Italy 1898 1898 1919

Brasseul (2004) p. 159

This chapter is to report on the debate among liberal economists when
said laws making social insurances compulsory were established. The
analysis will allow us to highlight the fact that the liberal economists
feared political power. However, they recognised the weakness of the
workers’ position with respect to the power of employers. This conflict
gave rise to an interesting and rich debate on what remedies to adopt:
how to help the workers without giving too much power to the
government?

To demonstrate this, we will focus on the case of the economists of the
French Liberal School. We will analyse the contributions of four authors
having links with the men holding political and economic power, active
in debates on this issue of the very liberal Société d’économie politique'—
scientific society composed by French liberal authors—and representing
the different currents of Liberal School: the ultraliberal Yves Guyot?
(1843-1928), the moderate liberal Paul Leroy-Beaulieu® (1843-1916),

'On the liberal aspect of this scientific society, we refer to Le Van-Lemesle (2004), particularly,
Chap. 3, and Lutfalla (1972).

2 According to Marco (1991 p. 158), he was one the most extremist authors. Guyot has close ties
with the political world. He became deputy in 1885 and Transport Minister from 1889 to 1892.
He influenced too the ideas of the Alliance républicaine démocratique, main political formation of
center left, then center right of the 3rd Republic. In his writings, as in his political functions, he
argued for free trade and against socialism.

3See Baslé (1991) pp. 203-246. Several members of his family, including his father and his brother,
had functions of civil servant and were elected deputy. His step-father is Michel Chevalier, one of
the authors of the free trade agreement between France and Great Britain in 1860. Leroy-Beaulieu
held the Chair of Political Economy at the Collége de France and taught at the Ecole libre des sciences
politiques. He was one of the few liberal economists to defend colonisation. In his political and
economic writings, he was interested in labour issues and in the fight against socialism.



Debates on Social Insurance in the French Liberal School 171

the economist engineer? Clément Colson’® (1853-1939), the “leplaysien”
economist Emile Cheysson® (1836-1910) and one of the most famous
students of Colson, namely, Jacques Rueft” (1896-1978), for the analysis
of unemployment insurance.

In the first section, it will be shown that the different members of the
French Liberal School had divergent opinions on insurance as a means of
protecting workers against risks they face and on the role the State should
play. It will subsequently be demonstrated that depending on the risk
entailed, the analysis of the different types of social insurance was not the
same.

First of all, a few words about social insurance in France. Social insur-
ance became gradually compulsory by law as from the end of the nine-
teenth century:

— 'The law of 9 April 1898 recognises the no fault liability of the employer
for workplace accidents. The employee victim of an accident can claim
compensation without having to prove the fault of his employer. It
encourages the latter to take an insurance to cover such an eventuality.
Prior to this law, the regime of civil liability had been in force since
1804. The employee then had to prove the employer’s liability to
obtain compensation since, according to this regime, the person who
harms another person must remedy it;

“Economist engineers group together with economists trained in one of the French engineering
grandes écoles institutes, including Ecole Polytechnique, Ecole Nationale des Ponts et Chaussées and
Ecole des Mines.

> See De Paoli (2017). Colson was professor at Ecole Nationale des Ponts et Chaussées. He is described
by Bousquet (1960 p. 1) and Divisia (1951 p. 13) as the greatest French economist of the first
quarter of the twentieth century after Walras; he also had a teaching career in French higher educa-
tion institutes outside the main framework of the university system Les Grandes Ecoles, of which
Ecole des Hautes Etudes Commerciales, Ecole Nationale des Ponts et Chaussées, Ecole libre des sciences
politiques or Ecole Polytechnique. He was also a civil servant: he was Director of railways in 1894 and
1895 and Vice President of the Conseil d’Etat—the highest function—from 1923 to 1928. In these
functions, he advised and trained political and economic leaders (Picory 1989 pp. 680, 703).
¢See Le Van-Lemesle (2005) p. 80, Luciani (1991) p. 584. Cheysson was also an economist engi-
neer (Divisia 1951 p. 444). He was Director of Ponts et Chaussées and Professor of political or
social economy at the Ecole libre des sciences politiques and at the Ecole des Mines. He was associated
with works of numerous official commissions. In his researches, this specialist of statistic and
monographs was interested in issues regarding population and workers’ life conditions.

’Rueff advised several governments, in particular on monetary issues, especially the Poincaré gov-
ernment from 1926 to 1928 and the general De Gaulle from 1958.
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— The law of 5 April 1910 makes insurance for old age compulsory for
trade and industry employees, the professions, farmers, stipendiaries
and civil servants. It took more than ten years to adopt the obligation:
under the Law of 29 June 1894, a pension scheme can be set up for
miners, with compulsory employee and employer contributions, the
employers being free to choose the type of insurance they want. In
1895, employers had to deposit the amounts in funds approved by the
State. A first bill of compulsory insurance managed by the State is
proposed in 1901. It was rejected;

— The laws of 5 April 1928 and 30 April 1930 establish compulsory
insurance to cover illness, maternity, disability, old age and death.
Insurance funds are funded by State contributions and payments pay-
able in half by the employer and in half by the employee.?

7.2 The Intervention of the State
and the Question of Social Insurance

The State Should Not Manage Social Insurance:
Different Analyses Lead to the Same Conclusion

In accordance with their liberal principles, economists agree that the
State should not manage social insurance. However, two different analy-
ses justify this idea: for Guyot, in line with his ultraliberal positions, it
would be bad for the country’s wealth, for Leroy-Beaulieu, Cheysson’
and Colson, the State does not have the capacity to do so.

In his books, Guyot spoke little about social insurance. The only chap-
ter he devoted, in particular, to social insurance is about its results in
Germany where he criticises the very characteristic socialism (Guyot 1914
pp- 211-222). He presents his view of social insurance in the debates of
the Société d’économie politique. He did not theorise the question, he just
argues the State should not intervene taking the argument that one

8Pollet and Dumons (1995), Sécurité sociale (online).

?'This author’s thought on this point will be treated at the same time as the system he proposes.
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should not modify the natural distribution determined by the law of sup-
ply and demand. However, when the State intervenes to manage social
insurance, it modifies this natural distribution. According to him, the
effect thereof is

— To destroy some of the public wealth (Guyot 1923 pp. 180-183).
Indeed, as the price of labour increases with the additional social con-
tributions, the costs of production increase, which increases the price
of products, of which demand is then reduced and which thus decreases
the country’s wealth.

— To lead to communism (SEP February 1909a p. 269).!° He did not
further develop this point, but it illustrates the fear of liberals of the
time against the surge of socialist ideas and of protectionism.

Leroy-Beaulieu and Colson had another analysis: the State should not
intervene in the management of social insurance, not because this is bad
for the country’s wealth but because it does not have the capacity to man-
age it.

Leroy-Beaulieu uses a more political than economical argument. He
thinks that the State insurance plans arise from jealousy and illusion:

— Jealousy on account of the financial success of insurance companies.
He thinks that this is not why the State should put its hands on the
insurance company industry which succeeded after taking risks.

— 'The illusion is to believe the State could collect the profits of the
success. Indeed, according to him, the administration is character-
ised by passivity and uniformity in that it does not have the organ-
isational flexibility needed to adapt to the variable needs of
customers while seeking to make savings. Insurance needs this flex-
ibility, only private companies are able to do this (SEP March 1905
pp- 432-433).

Colson develops the aspect that Leroy-Beaulieu calls “illusion,” by
writing that State formalities are long (SEP March 1905 p. 434). However,
this is not why he is against its intervention. His analysis is based on

!%In his opinion, the communists disregard the law of supply and demand (Guyot 1893 p. 43).
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practice, which illustrates the strong link between theory and practice for
this author, as stressed by Zoubloulakis (2000 pp. 582-583). He is
against the monopoly of social insurance managed by the State because
this system would face an insurmountable difficulty, namely, the recogni-
tion of premature disability, without the employer being able to deter-
mine it. Indeed:

Only [...] the boss who directly provides pensions to his own personnel is,
at the same time, the proper judge of when the insured can no longer earn
a wage higher than the annuity to which he is entitled, and is deemed to be
an interested party in not getting things wrong, since he pays the salary, on
the one hand, and supplements the reserves of pension funds in case of
deficit, on the other hand. Give agents appointed by the State the right to
grant or deny annuities, when the allocation thereof would be based on
something as difficult to appreciate as the inability to earn a specified frac-
tion of the salary, seems to us to be an absolute impossibility, in a country
in which public powers arise from the election.!! (Colson 1917

pp. 399-400)

On this latter point, he thinks that insurance that has to take disability
into account is not compatible with universal suffrage. Indeed, to be
elected, politicians can promise to take popular but bad decisions for the
State’s budget. We conclude that Colson here is wary of what the discre-
tionary policies of politicians will become.'?

So, our analysis highlights the distrust of liberal economists towards
State intervention and political power. Indeed, from this sample, it
appears that they agree with the conclusion: the State must not manage
social insurance. But this unanimity disappears when we enter into the
details of possible State intervention in social insurance to encourage
workers to take out insurance and so reduce social inequality, as we are
going to explain now.

"1n this quotation, Colson speaks about pension insurance but his reasoning is the same as for the
other types of social insurance.

12 Friedman insisted on the need not to let economic policy at the discretion of politicians (Friedman
1962, Chap. 3). Politicians, to please voters, would be tempted to implement short-term policies
to favour their election to the detriment of long-term economic stability.
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Civil Liability, Social Insurance or Savings

We highlight here that liberal economists do not have the same view of
the role that the State and social insurance must play, particularly, that
concerning workplace accidents. Three different analyses appear: Guyot
defends the civil liability, Leroy-Beaulieu insurance without State inter-
vention and Cheysson and Colson social insurance.

Guyot explains that there are two systems to remedy workplace acci-
dents': the first one is the French system of civil liability,'* the second
one the German system of compulsory insurance. In this system, firms
are grouped into corporations which manage the insurance; the State and
workers do not participate in the insurance. When an accident occurs,
the payment is made from the fourteenth week of disability; prior thereto,
the health insurance supports the funding.

He criticises the German system by showing that the targets sought by
the law are not reached:

The system was to be less expensive for employers. In fact, charges
are high: premiums paid to the corporations increased from 0.49%
of wages in 1886 to 1.17% in 1892 (SEP February 1895
pp. 263-2064).

— 'The system was to reduce the number of accidents. However, the num-
ber of reported accidents increased by 145% from 1886 to 1892, the
allowances by 211%. Fatal accidents or accidents followed by total
disability changed little, minor accidents increased. In the same way,
healing time for the same accident increased. Guyot speaks of “annuity
hysteria” (Guyot 1914 p. 215) which means, according to him, that
social insurance develops habits of simulation and fraud.

— 'The system was to guarantee workers against all risks. Workers must be
compensated whether they are responsible for their accident or not. In
reality, compensation is not always paid.

— 'The system was to eliminate disputes. The insurer sets the compensa-

tion, the insured may appeal the decision and both parties may go to

1> Guyot writes prior to the law of 1898 on workplace accidents being passed.

14 See introduction.
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the Imperial Office as a last resort. The cases referred to the courts
increased from 14,879 in 1890 to 25,348 in 1893, which is one acci-
dent out of six;

— The system was to ensure social peace by State socialism (SEP February
1895 p. 267). However, the worker is under the impression that he is
an annoying and expensive object on account of how the insurance
works. As the indemnity is subject to review and decreases as and when
the worker’s health improves, the latter feels cared for in the interest of
the insurer, not in his own interest; the insurance becomes incentive
for him not to heal.

He defends the regime of civil liability, but, however, he claims that he
is in favour of the employer proving gross negligence or carelessness by
the worker injured while working (Guyot 1893 p. 158)."

Leroy-Beaulieu agrees with Guyot on one point: with a compulsory
insurance system imposed by the State, the latter would end up invading
all areas. But Leroy-Beaulieu does not defend the civil liability system.
For him, the solution is savings because it allows one to stimulate private
initiative. There are two types of savings, group savings—that is, insur-
ance—and free savings.

To safeguard the workers, Leroy-Beaulieu claims that he is in favour of
insurance. In his Précis déconomie politique, he makes no distinction
between insurance and social insurance. He mentions the different types
of insurances: fire, life, accidents, hail, livestock mortality, maritime
insurance (Leroy-Beaulieu 1888 p. 322). He writes, speaking about acci-
dent insurance, that it “would be desirable that all men [...] be affiliated
thereto” (ibid. p. 324).

However, he is against any State intervention in insurance, whether to
make insurance compulsory or for grants.

As regards the first point, the security that compulsory insurance
claims to provide is not complete because it concerns only employees,
some people are not covered, for instance, small rural proprietors.
Moreover, Leroy-Beaulieu highlights that an increase in contributions to
finance the insurance would equate to a high tax for small firms. It is an

15 According to the law in force up to 1898, the worker has the burden of proving that his employer
is responsible for his accident (see introduction).
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unequal system in his view. Finally, compulsory insurance discourages
contingency planning and effort. If it existed, he says:

We would substitute an automatic being, who will no longer have to think
of anything, to the responsible being of today. (Leroy-Beaulieu in SEP
February 1895 p. 277)

So, the State and the political power must not intervene. On the con-
trary, he maintains that insurance must be taken out through private
initiatives: mutual insurance and assistance organised by employers.
Indeed, employers have set up assistance and insurance funds for work-
ers; State intervention destroys these institutions. All these varied combi-
nations which are beneficial for the public disappear to make room for a
uniform organisation of the State (SEP February 1895 p. 277).

As regards the second point, Leroy-Beaulieu also criticises grants
because they can become a significant burden for the State’s budget.

We can note that thereafter he no longer speaks about insurance in his
Traité théorique et pratique d économie politique (Leroy-Beaulieu 1914).

Cheysson and Colson criticise the civil liability and defend social
insurance to protect workers against the risks they face.

Both of them also think, like Guyot and Leroy-Beaulieu, that compul-
sory insurance discourages contingency planning and effort. However,
they think that one must encourage employers and workers to take out
insurance. Contrary to Guyot and Leroy-Beaulieu, Cheysson and Colson
accept that the State may have a role to play by encouraging insurance.

More precisely, Cheysson criticises the civil liability system because it
is not enough to meet the needs.'® Indeed, in Germany, one quarter of
the accidents is attributable to the employer, one quarter to the workers
and one half is attributable to force majeure. Assuming that the propor-
tion is the same in France, under the French system of civil liability, only
one quarter of accidents gives rise to worker compensation, provided that
the employer’s fault has been proved and that the employer’s fund is not
empty. The regime has survived because it was not applied: big compa-
nies help the injured, without taking account of the law; the courts try to

'¢ Cheysson writes prior to the law of 1898 on workplace accidents.
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hold the employer liable, even if he should not be held liable. Cheysson
thinks compensation for accident must be guaranteed (SEP February
1894 pp. 267-268, February 1895 pp. 269-270). We will develop the
solution he proposes in the next paragraph.

Colson also thinks that the employer ought to pay indemnities to
workers victims of accidents. For him, it is normal that insurance is pay-
able by the employer because he is responsible for the accidents. However,
to ensure the true security of the worker, this insurance must be com-
bined with insurance covering illnesses and death due to other causes.
Indeed, most illnesses and accidents are partly attributable to occupa-
tional hazards and partly to the victim. He thus thinks that one should
combine the two insurance schemes to deal with the reality (Colson 1917
pp- 321-324).

At the end of this debate, it appears that, even though Guyot favours
the civil liability system, Leroy-Beaulieu accepts that workers must be
protected against risks and then defends the mechanisms set up by pri-
vate initiative to develop contingency planning. The Colson position,
which is close to that of Cheysson, is opposite to that of Guyot and
Leroy-Beaulieu who consider that the State and the political power must
not intervene. So Colson hesitates, on the one hand, between his liberal
positions which are against compulsory insurance and, on the other
hand, his recognition of practice which accepts that workers must be
protected by an insurance. So he defends State intervention.

The State Can Intervene to Encourage Workers’
Protection

As Guyot and Leroy-Beaulieu are against any State intervention in social
insurance, only Cheysson and Colson propose State intervention to
encourage insurance by employers and workers. Cheysson develops the
idea of a private social insurance system with State intervention'” at the

'7Cheysson (1894) also presents the system at Société déconomie politique (SEP February 1894
pp. 261-271) and in the Revue politique et parlementaire (Cheysson 1895).
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International Congress of accidents at work in Milan in 1894.'® Colson
says nothing about Cheysson’s model; however, we will show that he
develops a rather close analysis.

Cheysson thinks that an economist must not, on principle, reject any
State intervention but he must try to scientifically determine if some
State intervention might have a positive effect (SEP February 1894
p. 262). The State protects children and women; it is its role to defend
those who are too weak to defend themselves, all the more so in cases of
social inequality. Adults can be concerned by disease," accident® and old
age. With insurance, one can avoid these crises and so workers must take
out insurance. He then defends the State intervention to favour workers’
insurance and proposes a system where the State encourages workers to
protect themselves by means of social insurance while leaving private ini-
tiative to organise the insurance. He calls his system State liberalism (SEP
February 1894 p. 270). We present its main aspects.

Cheysson too is against compulsory insurance managed by the State
but it must act by setting up regulations on employers’ responsibility so
that workers are protected against the risks they face. To avoid too much
State intervention, he thinks that one needs an intermediate between the
individual and the State and it is for this reason that he defends an asso-
ciation system: he accepts that the State compels the employers to take
out insurance for their workers and regulates the responsibility of employ-
ers, providing that they are left the choice of their insurance.

So he defends a system where there is association between the insur-
ance companies and the State. The latter can encourage the insurance
societies and make grants to them subject to the related documentary
evidence: the insurance companies must publish reports and accept State
financial and technical inspections.

If it is worth it for individuals to manage their own interests, the State, for
its part, has the double benefit of relieving its responsibility and of contrib-
uting to the country’s administrative education. Leaving the association

'8 Luzzati develops a closely-related system at this congress (Luzzatti 1894). For this reason, econo-
mists speak about the Cheysson-Luzzatti system.

" Cheysson develops the system that he proposes with the example of illness and accidents.

2 Cheysson develops the question of accident compensation in Société d’économie politique (SEP)
(March 1888) pp. 427-440.
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act, the State overcomes the obstacles: it encourages, guides, even inspects
the association in consideration of the favours granted. This is a fruitful
division of labour, which lets the association and the State operate in their
legitimate sphere to prompt these public interest services, such as the

investment of regulated savings, the organisation of assistance against dis-
ease. (SEP February 1894 p. 267)

According to Cheysson, the State would then intervene only in a pub-
lic interest which firms would not take into account without its interven-
tion: to allow workers to be protected against risks they face. This
intervention underlies the private initiative: the State monitors the ser-
vices which the associations are free to provide. The State, the association
and the individual collaborate in that each is left its legitimate sphere of
action. He explains that this system gives control to the State and the
interested parties are allowed their action (SEP February 1895
pp- 269-273).

Cheysson argues that in this way it is not insurance that is compulsory
but the guarantee, that is, the worker is guaranteed benefits in case of
accident or illness. With this system, social inequality is taken into
account by the political powers while leaving plenty of scope for private
initiative. He adds that, to ensure that the employer takes out a guaran-
tee, the State must intervene if the employer does not do anything. The
rates then applied by the State fund must be higher than normal rates so
that the employer does not opt for this form.

We must point out that even though he defends a system where insur-
ance is not compulsory, if the employer does not take insurance of his
own accord, he must then take out State insurance. In fact, the employer
really has to take out insurance.

Colson’s analysis is close to that of Cheysson. He is against State
monopoly and compulsory social insurance but he is not against State
intervention (Colson 1917 pp. 320-353). He explains why workers must
take out insurance: the worker, when unable to work, can become poor.
With insurance, one can obtain resources to meet needs given that the
resources are proportional to the loss incurred and they do not disappear
early, since they are only paid when unable to work. Colson is therefore
in favour of social insurance because of social inequality. Indeed, he adds
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that the insurance is not intended only for workers; while it is just a pre-
caution for the well-to-do class, it is necessary for the working classes
(ibid. pp. 289-291).

He does not present a system to ensure that the employers take out
insurance, he just thinks, like Cheysson, that the State can intervene with
grants in order to encourage insurance and savings (Colson 1912
pp- 154-158). He gives the reason thereof: to wit, how difficult it is for
workers to take out insurance against risks is justification for the public
grants. But grants must not account for an important share of the insur-
ance budget so that workers do not think that they make huge dips into
State’s funds. This would discourage workers from making efforts.

Finally, Colson is in favour of the Law of 1898 on workplace accidents
at work although this new law is still imperfect. According to him, the
professional risk weighing on the employer makes insurance a necessity;
firms can choose the insurance they wish. The interest that employers
have to seeing their workers insured justifies their intervention in devel-
oping insurance. By encouraging their workers to adopt a provident atti-
tude, the employers are of useful to them (Colson 1912 pp. 158-164,
1917 pp. 353-402).

We conclude that Cheysson and Colson’s analyses are complementary.
They are aware that social inequality exists. While Cheysson argues for a
means of workers’ protection without making insurance compulsory,
Colson places more emphasis on why the State must intervene in order
to protect the workers: how difficult it is to them to make payments and
the risk of their falling into poverty. We will see now that their analyses
differ for the various types of social insurance.

7.3 The Various Types of Social Insurance

Social insurance is insurance to face temporary inability to work—illness—
permanent inability to work—the early disability due to an accident—pen-
sion and unemployment.

Since Guyot and Leroy-Beaulieu do not devote passages to various social
insurance, only Colson’s and Cheysson’s positions are analysed; added
thereto is the position of Rueff, Colson’s student, for unemployment
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insurance. We show that even though Colson gives the State an important
role, as just emphasised, he also leaves an important share of initiative to
the employers, in accordance with his liberal positions.

Insurance Against lliness and Workplace Accidents

Cheysson and Colson are in favour of insurance against illness and against
workplace accidents. Indeed, Cheysson develops his system, by taking,
for example, these two types of risks. Colson, for his part, analyses the
reasons which justify this insurance.

Colson speaks about the insurance against inability to work. The
inability to work affects the worker by depriving him of his wage and by
imposing medical expenses on him. A distinction must be made at insur-
ance level between the work stoppage whose duration is limited—ill-
ness—and the permanent inability—disability.

He thinks that insurance against illness and disability are needed to
give security to workers who would have not built up a reserve and it
must be organised at the expense of the employer and of workers.

Colson explains that the main risk of insurance against illness and dis-
ability is the risk of fraud. When the insurance has been properly set up,
it is an incentive to rest. Effective oversight is essential or the medical
service must be severe. He also gives employers an important role. Indeed,
he writes that it is not easy for the State to take early disability into
account without letting the employer check it. He thinks that the dis-
ability pension must be managed by an employer fund which will arbi-
trate between continuing to pay the wage with reduced labour or paying
an allowance lower than the wage. This reveals once again his mistrust of
State intervention.

Pension Insurance

Cheysson and Colson disagree on this type of insurance. Cheysson thinks
that it is difficult to provide a pension, but that it must be encouraged.
Colson maintains exactly the opposite.
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For Cheysson, the pension is the most difficult problem. Indeed, as
pension insurance concerns the long term, as the aim is not to remedy
very short-term damage, this type of insurance implies that one is able to
properly anticipate, which seems difficult. And in the case of errors in
anticipation as regards the duration of working life, it will be very difhi-
cult to change the system: the damage will have been done. Moreover, as
the employer holds back a part of the wage to give back in 30years, pre-
cautions must be taken to ensure that the debt is paid, especially if the
firm goes bankrupt. However, with social inequalities, Cheysson thinks
the State must promote this insurance because worker is destined to mis-
ery and to requiring social assistance if he has not funded a pension.

Cheysson is, as we can imagine after having studied the system he pro-
poses, against the law of 1910 which makes the old age insurance com-
pulsory. In his opinion, when the State is provident instead of the worker,
the state of mind changes and men take it easy. On account of the obliga-
tion, the worker no longer has resources for contingency planning: if the
State takes a part of the wage for the pension, worker can no longer save
(SEP July 1901 p. 112). Moreover, he assumes that the State does not
have the capacity to manage the insurance. For this reason, he thinks that
the State should not impose contingency institutions; it must establish,
as the other types of insurance, technical and financial security rules. It
can encourage and make grants in consideration of inspections.

Only, a free attitude in the matter has the necessary flexibility and elasticity
to adapt the solutions to the infinite variety of particular cases, in the same
time as it toughens the moral drive instead of upsetting it, as it spares the
country’s finances instead of crushing them, and as it saves State interfer-
ences in private life, which are an inevitable source of embarrassment, sus-

picion and unpopularity. (SEP July 1901 pp. 109-110)

Colson argues to the contrary that pension insurance is easy to apply.
Pension is calculated on the numbers of years of service and the last sal-
ary, as payments are proportional to the wage. He recognises it is impos-
sible to calculate exactly the reserves to provide for the pension because
the amount thereof depends on the increase of wages and of the develop-
ment of the firm, but he does not see this as a problem because charges
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greater than the reserves can be deducted from profits. Moreover, there
cannot be fraud with the pension as one has just to set the retirement age.
On the other hand, another difficulty crops up there because the retire-
ment entitlement age is set according to a presumption of incapacity
(Colson 1917 pp. 370-381). The quotation below is very clear on this
point:

Setting this age is not an easy matter because the age at which different
individuals cease to be fit to work varies a lot and absolute inability is usu-
ally preceded by an increasingly accentuated period of partial inability. If
the age at which the pension is acquired [...] is set low enough to meet the
needs of all, the insurance charges rose in a huge proportion [...]. If; on the
contrary, we defer the retirement age, many workers will suffer from total
inability to work, before this age and almost all will see their wages decrease
significantly in the preceding years. The only solution, which meets all
needs without imposing excessive charges is the one that sets a quite remote
age for obtaining [...] a full pension, but by broadening, during the pre-
ceding years, the eligibility for a disability annuity. (Colson 1917 p. 370)

Although he thinks that pension insurance is easy to apply, Colson is
against it because according to him it undermines the family ties, which
shows the important role he gives to this theme.?' He explains that old
age insurance is presented by its defenders as a real act of solidarity and of
social progress whereas, on the contrary, it tends to destroy the only real
solidarity, family solidarity. For Colson, this theme is more important
than reducing social inequality. Pension insurance is the most selfish form
of savings because it consists in encouraging each individual to look after
his future only. He even writes that no aid of any kind whatsoever must
be paid to those who have no children even if they have no resources.

Adding this analysis to his objection to the obligation, it is not surpris-
ing that Colson, who writes in 1917, states that he is against the law of
1910 which makes old age insurance compulsory.

I For Cheysson too, the State imposes a method of contingency planning which is against the fam-
ily but he pays less attention to it since this does not prevent him from being favourable to pension
insurance.
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Unemployment Insurance and Colson’s Influence
on Rueff’s Unemployment Theory

Cheysson does not analyse unemployment insurance. We can conclude
therefrom that he does not think that unemployment needs to be covered
by insurance since he writes that the risks which threaten workers are
limited to illness, accident and old age (SEP February 1894 p. 265). It is
not the case for Colson and Rueff who develop an analysis of the unem-
ployment insurance. Their analysis shows the hostility of liberal econo-
mists towards this type of insurance. For them, social inequality created
by unemployment is due to the workers, and the State should not inter-
vene to reduce it. Indeed, Colson argues not only that unemployment
cannot be insured®* but he maintains even with Rueff that unemploy-
ment insurance leads to unemployment. We will show that Rueff’s analy-
sis is inspired by Colson’s analysis.

Colson thinks the solution to deal with unemployment is savings.
Indeed, unemployment cannot be insured because the risk is not inde-
pendent of the insured:

Undoubtedly, there are general crises that affect all the industry’s person-
nel, good and bad workers. But at these times, unemployment can no lon-
ger be characterised as an accident affecting some only of the insured,
which is the very basis of all insurance. As regards normal unemployment,
it mainly impacts the worker who does not satisfy any employer or else
who leaves the workshop at any time and does not find other work as soon
as he wants. It always will be difficult to convince the good workers to regu-
larly pay an insurance premium in their favour and it would be unfair to
force them to do so, whether in the form of a compulsory insurance or in
that of a tax burdening the entire industry in order to subsidise the unem-
ployment insurance, which is particularly beneficial to the mediocre work-
ers. (SEP November 1909b pp. 286-287)

Colson and Rueff claim that the trade unions and unemployment
insurance lead to unemployment. Rueff builds a theory of unemploy-

2 Leroy-Beaulieu also thinks that this insurance does not reduce unemployment but without fur-
ther developing this point (SEP November 1909b p. 289). As Guyot is against social insurance, he
does not mention this insurance.



186 J. De Paoli

ment in which he shows that real wage and unemployment vary in the
same direction. After presenting his theory and showing that it was
applied in England after the war, Rueff criticises the minimum wage and
unemployment insurance: according to him, they are the cause of perma-
nent unemployment. Rueff’s paper will have a significant impact in
England, more particularly after its translation in the 77mes of 11 and 12
June 1931 (Alcoufte 1999 p. 10).* We show that not only is this theory
supported by Colson but that it is also inspired by him.

Before presenting Rueff’s analysis of unemployment, a few words need
to be said about unemployment insurance in England. In 1911, the
country passed the National Insurance Act. The first section sets up social
insurance for illness, second section sets up a social insurance for unem-
ployment. To deal with it, the worker and the employer each pay 2.5
pence a week and the State pays 3 pence. After one week of unemploy-
ment, the unemployed can receive up to 7 shillings* per week from the
State for a period of 15 weeks per year.

Rueff studied the unemployment trend in England where the number
of unemployed increased from 120,000 in August 1920 to 2,170,000 in
June 1921. He secks the reasons (SEP December 1925 pp. 515-523,
May 1931 pp. 242-247, Rueff 1925, 1931).

He noted that the changes in unemployment are related to the changes
in the gap between the level of wages and that of prices. Unemployment
increases when the gap increases and decreases when the gap decreases.

Based on experience it can be asserted that, during the entire 1919-1925
period, there was a permanent causation in England between the number of
unemployed and the ratio of the level of wages to the general level of prices as
any change in the value of this ratio immediately brought about a concomitant
change in the unemployment index. (SEP December 1925 p. 519, italics
from author)

3 Alcouffe (1999, 2017) analyses the relation between Keynes and Rueff that will follow from this
paper. For Keynes, decreasing wages and removing the insurance is not the only way to face
unemployment.

% Up to 1971, when the United Kingdom adopted the decimal system: 1 shilling is equal to 12
pence.
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The ratio is also observed from 1928 to 1931. It is not observed from
1926 to 1927 because of the general strike: during the strike, the changes
in wage had no impact on employment.

The immediate cause of unemployment is thus that nominal wages
were not adapted to the general level of prices.

He looked then for the deep cause of unemployment. He thinks that,
during the period of a rise in the general level of prices, wages increase
more slowly than prices; unemployment is at the minimum level; in the
period of a drop in the general level of prices, wages decrease more slowly
than prices; unemployment increases. He observes too that before the
war, the nominal wage decreased until unemployment disappeared, this
is no longer the case with unemployment insurance.”

From 1923 to 1925, the wages index and prices index stabilised; the
number of unemployed was still high. The wage index was still high even
though labour supply was higher than demand. Trade union discipline
and assistance to the unemployed prevent wages from decreasing; this is
the real reason unemployment continues. Trade unions prevent wages
from being adapted to the new conditions; assistance to the unemployed
allows workers to maintain trade union discipline. The unemployed pre-
fer to collect the dole rather than work for a lower wage. So permanent
unemployment appears. The following quotation is clear on this point:

The consequence of such a regime was to establish a minimum wage level,
as from which the worker prefer collect the “dole” rather than work for a
wage which would give him only a rather weak surplus over the amount he
collects as an unemployed. (SEP May 1931 p. 230)

Rueff presents his theory to the Société déconomie politique (SEP
December 1925 pp. 515-523) in the presence of Colson and it seems
clear that the mentor supports the student.

Indeed, Colson takes the floor just after Rueff to highlight the princi-
pal points of the theory:

¥ Note that from 1911 to the beginning of the war, England experienced prosperity, thus there is
no unemployment. During the war, men are at combat and not at work.
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— The coincidence between the changes in unemployment and in real
wages is pointed out. The experience shows that no individual will can
prevail against the play of natural laws.

— Unemployment insurance is not possible, it disorganises industry;

— Workers must adapt themselves to production conditions, the wage
must not exceed the value of the object produced. Trade unions pre-
vent adaptation by wanting to maintain the standard of living of work-
ers whatever the economic conditions. Before the 1911 unemployment
insurance law, trade unions agreed to decrease wages when their funds
were empty following a period of limited unemployment; since 1911,
the benefits are paid by the State; trade unions maintain their claims
and unemployment continues (ibid. pp. 523-525).

Moreover, Colson replies to the questions put by Société d'économie poli-
tigue members after Rueff’s presentation.

Finally, even though Rueff speaks only of “hypothesis” (ibid. p. 518) in
the relation between the level of wages, of prices and of unemployment,
Colson speaks of “law” (ibid. p. 529).

We find too that Rueffs theory is strongly influenced by Colson.
Indeed, Colson criticises trade unions and unemployment insurance,
using arguments close to those used by Rueff. He writes, in 1909, that
England, a country where workers’ associations are the most developed
and where labour legislation was born, is the country where unemploy-
ment is the highest. Associations and regulations increase unemploy-
ment. Trade unions standardise working time and do not regulate work
needs. When demand for goods increases, the industrialist must employ
new workers because he cannot increase work time; when the demand
decreases, he must lay off the additional worker; he creates then an unem-
ployment. Labour demand undergoes the oscillations observed by Juglar;
the interest of the working class is that this demand be met by changing
working time, not the number of workers employed (SEP November
1909b pp. 284-285).

Rueff analyses the effect of a minimum wage and of unemployment
insurance. They prevent the wage from spontaneously stabilising; perma-
nent unemployment crops up. In our opinion, these points are already in
Colson’s analysis.



Debates on Social Insurance in the French Liberal School 189

As regards the English situation, according to Rueff, unemployment
insurance corresponds to a minimum wage because the unemployed pre-
fer not to work and collect benefits close to their working wage rather
than working for a salary of the same level or lower. Unemployment
insurance thus causes permanent unemployment.

We suggest that Rueff only develops these lines of his mentor:

Suppose, for instance, that workers find a way, following a strike, by union
pressure or by the intervention of a law, to be paid a wage higher than the
normal rate arising from the market situation [...]. By distorting prices,
one brings in this army of unemployed which does not exist in a normal
situation, and its presence will allow to entrepreneurs to reduce unduly

high salaries. (Colson 1915 p. 367)

Rueff explains that the minimum wage is liable to be higher than the
market wage. Labour supply is then higher than demand without the
wage being able to decrease to restore the equilibrium. Entrepreneurs
then will replace the work by capital to be able to produce the same quan-
tity at a lower cost price. Workers who are not hired on account of the
minimum wage then stay without work; the effect of a minimum wage is
thus to cause permanent unemployment.

He takes the example of rickshaw men in China. They get a very low
remuneration; establishing a minimum wage is not a good solution to
improve their situation:

But what will happen if, in China, one set a minimum wage for rickshaw
men somewhat higher than their current remuneration? They will be
replaced by more modern means of traction, but they will still be unable to
find work elsewhere; they will become unemployed and their suffering will
certainly not be decreased. (SEP May 1931 p. 241)

We notice Colson’s strong influence here; indeed, we see his theory of the
joint setting of wage and of the interest rate.”* Moreover, Rueff quotes the

2 We will not go into detail on this theory and its paternity; we will just sum up the result of this
theory: the wage rate and interest rate settle at the level where their marginal productivity is equal.
If the wage increases, firms will replace the work by capital, if interest increases, firms will replace

the capital by work (Colson 1915 pp. 359-372).
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latter, by explaining that he was the first to demonstrate this link and he
also describes this theory as “an essential discovery for the interpretation
of economics facts” (Rueff 1933 p. 314). Rueff explains that by letting
the market act, wages and interest rate settle at a level where the entire
population finds a work, under Colson’s law: for a same level of produc-
tion, entrepreneurs prefer to replace the work by machines because at this
wage level, marginal productivity of the capital is higher than that of the
workers. Entrepreneurs then obtain a lower cost price with machines
than by keeping on workers, unemployment remains high.

We point out too that Colson is aware of the concept of permanent
unemployment as he considers that there are two types of
unemployment:

— Permanent unemployment: it is the time that a worker who changes
work needs to find new work. It mostly concerns bad workers who
often change work.

— Unemployment of exceptional intensity, due to crises. It concerns
good workers; it can be decreased by increasing labour flexibility (SEP
November 1909b p. 285).

Colson and Rueff explain that the State should not intervene to
reduce social inequality caused by unemployment. Indeed, the unem-
ployed are generally bad workers, so it is unfair to force good workers to
pay for them. Moreover, unemployment insurance is responsible for
unemployment, because workers prefer not to work rather than to work
for a lower salary. For these reasons, the political powers should let the
market act.

7.4 Conclusion

Based on this analysis, we can emphasise that the liberal economists fear
State intervention and political power. Indeed, they are against the State
intervening to manage social insurance: the State does not have the capac-
ity to do so and it would be bad for the country’s wealth. Moreover, to be
elected, politicians can promise popular but bad decisions to the State’s

budget.
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But economists are aware of social inequality and that workers are in a
vulnerable situation, which leads some of them to propose limited State
intervention. We can emphasise the French Liberal School is not a
homogenous school of thought since the defended positions go from no
State intervention where accidents must be referred to the civil liability of
the employer and where social insurance is viewed as socialism to State
intervention to encourage the protection of workers by social insurance.
Indeed, while the more liberal authors like Guyot think the State must
not intervene because it would modify the natural spread of wealth—this
would have a negative effect—others take social inequality into account
and think workers must be protected from the risks they face. Some
authors, like Leroy-Beaulieu, argue in favour of savings without insurance
being compulsory, others, like Cheysson and Colson, social insurance.
The practical solutions they propose combine State intervention to
encourage the protection of workers and giving employers considerable
freedom to take out insurance. We thus see a liberal analysis which does
not grant too much latitude to State intervention: the State should allow
workers to be insured; the employer should have the power to choose the
insurance company and whether it is worth continuing to employ the
worker with reduced work or paying him insurance premium.

Likewise, even though the most accepted social insurance is that
against workplace accidents and illness and unemployment, insurance is
rejected because the risk is not independent from the insured; all authors
do not think there should be pension insurance.

We think this attitude is not independent of the political context.
Indeed, at the end of the nineteenth century, protectionists were back in
the government®” and socialists were beginning to represent an important
political force threatening the established liberal order.”® Each author

#In the 1890s, one sees a revival of protectionism. In France, there is a calling into question of the
free trade agreement signed with Great Britain in 1860. The Méline law is voted on 11 January
1892. A double tariff protectionist customs tariff is adopted: there is a minimum rate for the nor-
mal tariff and a minimum rate for State that grants customs privileges to France; it is the end of free
trade set up by the 1860 treaty.

28\We can note in France the creation of Confédération Générale du Travail (CGT)—trade union
drawing one’s inspiration from socialist ideas—in 1895 and of Section Frangcaise de I'Internationale
Ouvri¢re (SFIO)—political party bringing together the different socialist currents in a unique
party—in 1905.
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develops a practical vision that can potentially be applied by politicians
they train or advise, if they are not politicians themselves. We think that
in this way political leaders were able to take decisions which, while still
being decisions guided by a liberal approach without giving too much
power to the government, took account of the social inequalities and thus
contributed to limiting the rise of socialism and interventionism so feared
by liberals of the time. Seeing that their plight was being taken into
account, workers did not turn to socialism, one of the targets of which
was to reduce social inequality. The existing liberal order was not threat-
ened. Like this, seeing their misery is taken into account, workers don’t
turn towards socialism, one of the targets of which is to reduce social
inequalities. The existing liberal order is not threatened.
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Power Wars Between Institutions:
Business Training in Higher Education

Marion Dieudonné

8.1 Introduction

The second industrial revolution and its upheaval triggered what is known
as the Progressive Era (1890-1920). As H.'T. Warshow pointed out in
1924, “the distribution of corporate ownership in the United States”
became the central concern.! Indeed, capitalism at the beginning of the
century was a period of commercial struggle between large companies
seeking to capture market power, which led to conflicting relations that
affected society in all its institutions, including education. The new cul-
ture of the firm highlighted the importance of new needs, among which
is the need for business training.

This era saw the emergence of new figures in the US higher education,
a system of education considered as modern (Goldin and Katz 1998, 6).

"There is generally a relative lack of interest in contextualizing these major transformations in the
United States and work on the history of corporate finance education, which took place more in
Europe from 1819 onwards.

M. Dieudonné (52)
University of Paris-Dauphine, PSL Research University, Paris, France
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In this respect, various economists of the time, including Thorstein
Veblen, debated the consequences on the system of education of these
economic and social transformations. The problem they saw was that of
the relation between economic structures and business training. The cre-
ation of the first business schools also raised the question of their relation-
ship with the university system: was it a question of transmitting academic
knowledge? Or just practical? A war of power between institutions
erupted when the explosion in the number of business schools came to
compete with the university. The confrontation of different market visions
(what should be and what is according to different ideologies) was
reflected in competing visions of business education, whether this new
subject had to be taught by scholars or by businessmen. The task of the
teachers had to be that of analysing the reality of the new market power
relationships established through the concentration of companies, the
capital structure, the exacerbation of credit, the use of new governance
operations and financial arrangements to dilute property. Our objective is
to underline the market power of the large companies that set up at the
turn of the century in an already exacerbated balance of power between
the power of universities and the growing one of business schools.
Businessmen thus impose their power within all the institutions thanks to
their power of capitalization which marks the authority of the industrial-
financial environment facing the educational system. New consequences
and new stakes arise from this domination of businessmen.

In this chapter we present the American debate around education and
in particular about the institutionalization of business training in higher
education. Through Veblenian categories, we raise the question of author-
ity in the relationship, the power to decide between industry, finance and
education in the United States.

8.2 A Period of Change for Industrial
Financial Capitalism

The 1890s marked a real turning point in the United States, with the
transition to the major financial markets and the trustification of the
American economy. At the end of the nineteenth century, finance and
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industry joined forces. The result was a concentration of the management
and organization powers of companies, and therefore of the market, in
the hands of a few captains of finance. Indeed, at the turn of the century,
capitalist companies and institutions saw their structures change under
pressure from the industrial captains, who became finance captains with
growing market power. These oligarchic captains were able to assess the
performance of business managers’ work and draw a signal to guide the
market. In this, they dominated its functioning. During the Gilded Age?
the “robber barons” were the embodiment of charismatic businessmen,
for they monopolized market power in their hands.> While they acted to
increase the company’s market value because of imperfect market condi-
tions, they were also responsible for fraud and conflicts of interest (De
Long 1991, 206, 208). Then, the era of business enterprise (1904—-1910)
saw the transition from a savage capitalism to an organized capitalism
that turned away from industrial preoccupations to focus on trade.

For Veblen (1904), these captains were distinguished according to
whether they held preferred or common shares. The captains of industry
were the managers (owners of common shares) of the company, while the
capitalists were mere contributors of capital and held the preferred shares.
In Veblen’s view, from 1910 onwards began the predatory phase, a phase
in which the industrial captains became strategic captains of business,
assisted by experts, technicians and engineers. The category of absent
owners, vested interests, captains of finance, asserted itself. With the cor-
poration finance revolution, from the 1920s onwards, the finance
captains took over the market, the industrialists became finance business
lieutenants (managers), and a powerful Sovier engineer was consolidated.
In Veblenian vocabulary, the Sovier was an institutional response to his-
torically dated means and modes of production. It is a centralization of
the technical knowledge of engineers and technicians that offers an alter-

2The period between 1870 and 1900 is known as the Gilded Age.

3“Growing up as he did during the Age of the Robber Barons, Veblen had good reason to be critical
of American business practices” (Cowley and Hefferlin 1957).

4We use the world revolution because large companies experienced both a technological revolution
during the 1910s and a consequent industrial and technological reorganization, marking the end
of the progressive era and opening a period of revolution in practices where the new corporate
finance discipline emerged. In particular, American Economic Association theorists such as Taussig,
Tullock, Ripley, Gay or Young were at the origin of the movement (Carlson 1968).
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native to the absentee owners to counter the financial logic that is imposed
against the industrial one. Indeed, it was these captains of industry who
gave birth to what Veblen called captains of finance or of solvency (1923,
114) in the industrial-financial sector and, as we shall see, captains of
scholarship in the academic sector (Veblen 1923 [1997], 354).° The
problem that then arises was that of the gains derived from business activ-
ity and captured by the hands of capitalists “not by virtue of having pro-
duced or earned them ... but because they own them.” (Veblen 1923
[1997], 51). Thus, the financial practice of the modern company appeared
at the time of the transition from trusts to holding companies and was
accompanied by new power relations between different captainships.
Indeed, this excess of financial power in collusion with industry intro-
duced a power of manipulation, hence Veblen’s question on the impor-
tance of the institutions’ captainships in order to preserve balanced
relations between the forces involved. The transformations were such that
they brought the economy towards a free-market capitalism regime.
Indeed, all these mergers and reorganizations motivated by the financial
aims of magnates and shareholders disrupted the common industrial
relations. There was of course a contradiction between the necessary
handing over of power in the hands of these economic subjects, the
industrial and financial magnates, and the search for the general interest
(Laughlin 1906, 100-1).

Exciting literature emerged at that time, denouncing these changes in
society. William Zebina Ripley, for example, in 1927 portrayed early
twentieth century corporate governance and fraudulent practices in his
work Main Street and Wall Street, “a book severely critical of corporate
practices, including the public utility holding company device which
allowed a few insiders to exercise enormous power on a very narrow
investment base” (Carlson 1968, 103).

’Burton J. Hendricks took up the notion again in 1919 without ever mentioning Veblen; and
Geoffrey Todd discussed in 1932 the contrast between “sleeping partners” and “active directors”,
even though they forgot Veblen’s work as a potential source of inspiration. However, Veblen was
rooted in the reality around him as a privileged witness. R.T. Ely spoke of managers as dummy
directors who, thanks to the acquisition of power, became part of the executive committee or finance
committee. Veblen also drew on the work of Ely Monopolies and Trusts (1900) for his writings as
carly as 1904 and shared a similar vision.



Power Wars Between Institutions: Business Training in Higher... 203

8.3 The Need for Business Education

As said, in this changing context for corporate structures, new needs
emerged. Among them, the need for business education had an impor-
tant role. This leads us to deal with business training in higher education.
As we know, in the United States, the practice of corporate finance had
been very active in the last quarter of the nineteenth century. The new
entrepreneurial functions in mergers and acquisitions, the new power
relations within the company, as well as the new business practices and
their massive imposition on the market required theorization. Thus, these
new internal power relations within the company imposed new rules and
standards that must be reflected in business training. Corporate finance
then exercises a coercive power over educational institutions by guiding
all of the country’s economic activities. In fact, they raised a real academic
interest in a practice that became a scientific discipline. Between the
1880s and the crisis of 1929, a new academic field of study appeared:
corporate finance. As simultaneously also the science of education became
a discipline, scientific considerations emerged about this new field of
training. In this period, business training in America was considered to
be “unique in its vigor” but also “in its lack of guidance” (Lyon 1922, ix).

In order to propose structures that could meet the expectations for
professional training in business, an adaptation of higher education was
required: the university had to adapt both in terms of research and cur-
ricula, while at the same time the offer of training courses was completed
by private business schools, which questioned the supremacy of the uni-
versity. 'This is referred to as the commercialization of universities
(Bertrams 2008), leading to internal contradictions in the institution’s
principles. The transformations in society determined new power rela-
tions between academia and the business community.

Competition between educational authorities due to the need for spe-
cialization and adaptation did not stop at the level of institutions, it also
concerned conflicts between economists and managers who sought to
position their influence and impose themselves inside the institutions.
The already exacerbated internal conflicts within companies also gave rise
to divergent pedagogical orientations, despite the immediate needs of
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businessmen’s practice. The changing financial, entrepreneurial and gov-
ernance context had strong repercussions in terms of setting up training
courses for businessmen.

8.4 The Institutions for Business Education

Between 1880 and 1915, there were three levels of business training
structures: first, the universities®; then, the private schools, called “com-
mercial colleges”, “normal schools” or “technical schools” (Cheit 1985,
44); third, the “University based-business schools”, also known as “sec-
ondary schools” or “graduate schools”, which were of better quality than
the aforementioned schools, but which developed later. They depended
on the university,” which made it possible to obtain a university degree at
the end of the training.

As we shall see, the evolution was such that professional studies were
fully oriented towards an applied approach, while academic studies took
a theoretical turn. This is why this was an era marked both by the neces-
sary dependence between university and business, in order to adapt train-
ing courses for future businessmen, but at the same time by a hostility of
entrepreneurs, whose vision of the practical needs of the company dif-
fered from the pedagogical objective and the knowledge of academics.
These secondary schools were then supposed to make a link between
academic and applied approaches. They took an important and compet-
ing place in the training of American youth.

Initially, business schools appeared as a parallel offer to that of univer-
sities, which did not have the capacity and/or willingness to accommo-
date all students. The first business school, in 1881, was the Wharton
School of the University of Pennsylvania,® which was founded by a
wealthy businessman, Joseph Wharton, who wanted to donate $100,000
to the University of Philadelphia to establish the first American school of

¢Public or private. It is in a private form that the first universities were created and this system is
still widespread in the United States.

7 Colleges were absorbed by the University at the turn of the century (Ollivier-Mellios 2004, 63).

#Redlich pointed out that “Wharton, according to James, had created a model of education for
successful business management and efficient public service by businessmen” (1957, 83).
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finance and commerce. The answer given by the university was that such
a school had no place in it (Cheit 1985, 43—45). That's why the Wharton
School remained for a long time the only independent institution dedi-
cated to professional business training for aspiring businessmen.

It was these considerations, then, that determined Mr. Wharton to estab-
lish this school. First: the belief that the business classes of our country
need a higher training as much or more than any other classes; second, the
view that the Commercial of Business College, however valuable its cur-
riculum, is by its very nature unable to give this higher training; third, the
fact that the American college, however real and valuable its higher train-
ing, does not in its present form furnish a kind of higher training which
appeals to the business sentiment of the community, as is shown by the fact

of the small number of youths looking to business careers who enter college
(James 1892, 14).

It took 17 years before the practical needs for orientation towards
entrepreneurial training were taken into account. Indeed, at the begin-
ning of the century, there was a debate on the diversification of educa-
tional pathways, the so-called curriculum. The Chicago Booth School of
Business and the Haas School of Business in Berkeley were both founded
in 1898. With regard to the Chicago school, the impetus was given by
the arrival of J.L. Laughlin in 1892 and in 1898 to the College of
Commerce and Politics whose vocation was to seek, according to William
Rainey Harper (1895), then president of the University of Chicago, “sci-
entific guidance and investigation of great economic and social matters of
everyday importance” because they were “the crying needs”.” The Haans
School was affiliated with the University of California and became the
first public business school.

The first graduate business school in the United States appears to be
Dartmouth’s Amos Tuck School, which was established at the same time

?In 1892 before the Convention of the American Bankers’ Association, on the theme School of
Finance and Economy, Edmund J James “perhaps the best observer of business education of the
time” (Lyon 1922, 282) gave a speech entitled “Education for Business” to praise the merits of the
Wharton School of which he was director. To this end, it recalls the importance of the needs of
institutions in relation to the growing number of students, while the number of vocational schools
(Lyon 1922, 3) was not growing fast enough (James 1892, 12-3, 19).
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as the School of Commerce, Accounts and Finance in New York in 1900.
The Harvard Business School' was founded in 1904, but only opened in
1908. Twenty-five schools of this type were established between 1900
and 1913 in the United States, while the country became a “temple of
consumption”, in which advertising, marketing and management played
a prominent role (Butler 2008, 349). Indeed, the manager was built and
developed as an agent who had integrated all these new sub-disciplines to
manage the company on a large scale. The trust, authority and legitimacy
of this business manager were owed to the institution that had formed i,
whether it was the controversial business schools or the university in
internal conflict with the graduate schools that were progressively afhli-
ated with it.

At the turn of the century, the American university was in a very dif-
* alert to society’s practices,
aware of the changes and adaptation costs it had to face. Its original goal
was that of providing all undergraduate students with the most culturally
comprehensive education. As it had still a central role in the transforma-
tion of societies, it was a flagship institution." But it also had to maintain
its place among the diversified and competitive range of training courses
for young businessmen. The questions were whether or not education
was destined to the elite (economic/managerial or intellectual/academic).
Were the various needs being met in a utilitarian perspective? Or should
the university have proposed a new cultural model in the face of societal
and social changes? Faced with the first schools that did not offer much
“useful” (Cheit 1985, 45) to their students the vocational training was
not well adapted to the needs. That was why it was necessary to find a way
to make higher education more dynamic and attractive. This opened two
avenues: on the one hand, the establishment of special schools and, on

ficult situation." It was relatively young,'

Tt initiated a marked influence in the orientation of business schools at the beginning of the
century, whose core curriculum was based on the case study (A.M. Kantrow 1986, 82).

"Veblen (1918a, b, 1923), RTEP box 16 folder 10, Redlich (1957), Chandler (1959), Ollivier-
Mellios (2004), Huret (2005), Bertrams (2008), Payen-Variéras (2009).

'2 American universities were established between 1636 (Harvard University) and 1890 (Chicago
University), particularly during the second half of the nineteenth century.

Y1t is on the university, in particular, that innovation capacities and diversity management were
based; it ensured objectivity, access to culture for all and the resolution of a number of challenges
facing it after the Civil War.
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the other hand, the internal modification of curricula at the university,
which made it possible to integrate the need for vocational training. At
the time, it was clearly difficult to know what adaptation to choose and
Harvard and many universities were no exception. The university tried to
defend its principles of autonomy, dissemination of culture and research
organization. At the same time, it sought funding from partners with
whom it would develop partnerships and a benevolent paternalism and
did not want to lose face in front of schools offering professional careers
that attracted students, teachers and professionals. The gap between the
university’s principles and role, and the answers it had to provide to soci-
etal issues, was at the centre of a lively debate. But despite the fact that the
university was aware of this—particularly with regard to the financial
interests at stake—it could only fight against this phenomenon. Indeed,
the university was caught up in a contradiction between ethical risks and
financial profit-sharing.

8.5 The Corporate Problem and the Business
of Training

As already said, the development of large business enterprises between
1880 and 1929 coincided with the emergence of corporate finance as a
practical activity and then as an academic discipline. The appearance of
business schools as early as the 1880s, and their relationship with univer-
sity, was a reflection of a change in society. The difhiculty facing educational
institutions was linked to the fact that entrepreneurial ethos developed
and intruded everywhere as a central value and created power relations
with other institutions.

At the dawn of the twentieth century, despite a number of experiences
in both Europe and the United States, the attempt to set up a high-level
business training course was still unsuccessful (Redlich 1957, 35). The
place of the university in modern life was a real challenge in an American
context where business and entrepreneurial training was becoming
increasingly important. This can also be linked to current issues that
revolve around the involvement of companies in universities or the “cor-
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porate university” (Donoghue 2008, 12) to enrich training and skills
development structures in the company. Capitalism opened the door to
this “corporate problem”* that had spilled over into the training of busi-
nessmen. It was a reconfiguration of the university that did not have, a
priori, to make the apology of finance that spread throughout society.
The company interfered in the finance of the university, in its manage-
ment, as well as in the organization and in the content of its teaching. As
soon as the first school in Pennsylvania was founded, the Wharton School
raised the issue of the relationship between schools and universities. This
is all the more true as businessmen paid massive amounts of money for
training programmes and took an interest in what happened in these
courses.

We are therefore confronted with an opposition from both types of
institutions that stemmed from a war between the central figures of the
“captains” of institutions (the captainships at their head evolving with
these institutions) but also from the search for domination between train-
ing units and disciplinary methods. This opposition confronts two visions
of capitalist society and a repositioning of disciplines. In the last quarter
of the nineteenth century, there was a rupture between economics and
management, with economic theory appropriating management themes.
In addition, the new schools, in search of prestige, sought to link up with
the university. At the very beginning of the twentieth century, managers
tried to consolidate management discipline through the argument of
scientificity. The secondary school system saw the businessman enter the
university as a “competitive university” (Veblen 1918a, 129), because the
university was now challenged by the entrepreneurial system and busi-
ness schools. Veblen talked about a change in the ethical codes of univer-
sities and the imposition of performance criteria. This is what he calls the
subordination of erudition to autocracy (Veblen 1904, 299).

Education is central to a country, both for the diffusion of ideas, eco-
nomic efficiency and techniques, but also because it is through it that life
in society is conceived. This period was the death knell for small busi-
nesses and academics in the United States, who defended their institu-

'“This theme appeared later in the writings of Berle and Means (1932), Lippman (1914), Veblen
(1923), Carver (1925), Ripley (1927), Wormser (1931).
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tions against big business, forcing an end to democracy and transparency.
Finally, little by little, the school and the productive market lost their
institutional weight in favour of the company and the financial market.
As a result, new production processes, new technologies and financial
management methods emerged. Indeed, the priorities of universities
under pressure from companies changed. The consequences of the con-
solidation phase of managerial culture (1900-1920) were also passed on
to the university as a legitimate culture.

These educational reforms were a solid foundation for guiding the cul-
ture of a country that derived from its industrial culture the principles
and values of several generations. When power relations, habits and val-
ues changed, the reorganization of work required bursting with educa-
tional reforms.

Indeed, it is a matter of raising the problems linked to the modes of
regulation of capitalism, since the concentration of power in this business
community was nothing more than the emergence of oligarchic capital-
ism. These new relationships and hierarchies reflected the excesses of the
society at the end of the century, with the extreme power of their finan-
ciers, which imposed itself on the society as a whole. The result was a new
power relationship between education and practical bent. From then on,
business education itself became a big business of training.

The institutions—business and market—that directed the economy,
drove the institution-school towards a monetary goal, and the question of
property rights appeared to be a significant one. The needs were obvious:
the engineering profession grew from 7000 engineers in 1880 to
136,000 in 1920." In the same way, just as accounting and managerial
practices normalized as a profession, clubs and associations of managers
were formed, as the title of Louis Brandéis (1914) book indicates, Business
[is] a profession.

The power relations were increasingly marked because they broke with
the traditional problems of the university elite, namely the issues around
currency, fiscal policy and free trade. From 1907 onwards, an impulse
was given to the United States to integrate industrial organization con-
cerns into curricula. This impulse stemmed in particular from discus-

5US Bureau of the Census, 1943, table 8 p. 11; quoted by E. Layton (1962, 70).
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sions, forums and scientific communications on industrial and business
education (Taksa 2007, 139). Indeed, the analysis of capitalism was
henceforth inseparable from that of management in the dynamics of the
rent mechanics, and managerial leverage became central to the corporate
culture. This managerial culture was then inculcated in the university
among students because the institution adhered to it.

Moreover, this managerial logic was also introduced into the universi-
ty’s governance rules. As said, the university had to adapt its training to
the teaching needs of knowledge and business management processes.
The management of the education units itself was partly run by business-
men. The managerial corporate culture permeated all areas of economic
and social life. In this way it naturally became legitimate in the eyes of all.
Donoghue (2008) points out the tendency of universities to function as
companies. According to him, this is part of a long tradition of “corpo-
rate [...] hostility toward higher education” (2008, xiii), and Veblen was
the first to identify it (1918a, b, 15).

8.6 Different Visions of Education

While the period 1855-1895 corresponds to the emergence of education
as a field of study, the years 1895-1938 refer to the effervescence of its
issues and practical recommendations (Knox 1971, 1). This scientific
inclination to think about education led to the reform of the American
system that gave rise to the High School Movement (Goldin and Katz
1998, 1) between 1910 and 1940. Thus, in the face of a society that was
becoming more complex, knowledge did not escape this phenomenon of
complexity and opened up a debate because of the de facto relationship
between financial tycoons.'®

We have seen that during the 1910s business education asserted itself
as “elective systems with many school subjects became popular, and con-
solidated high schools offering vocational as well as academic curricula

!John D. Rockefeller, for example, financed the Harvard Business School budget from 1908 to
1913 through the creation of a General Education Board. It was an essential funding channel for
that institution.



Power Wars Between Institutions: Business Training in Higher... 21

were established” (Knox 1971, 3). Faced with the many students who
were looking for business training, the establishment of these new courses
also gave rise to a debate between two visions of business education, com-
peting practical and ideal needs. After the structures of business, it was a
matter of teaching to change, in its content and methods.

On the training side, we find the academics. Within the framework of
the university, they developed their theories and disseminated their prin-
ciples through their teaching in a generalist formation consisting of
knowledge and culture. However, with the emergence of independent
schools, businessmen, who were concerned with the practice of business,
showed the need for training and know-how applied to their large com-
panies. They required management training. It was at this moment that
appeared indistinctly what is called business training, business education,
business studies, vocational training or part of management studies. The
vision of higher education disseminated by the university and the needs
of vocational training met by specialized schools were opposed, high-
lighting a strong ethical antagonism with the universal values of
scholars.

As a “university is in competition with other corporations “of learning”
(Chandler 1959, 193), and despite the prosperity of universities and
related training schools, there was a climate of hostility between academ-
ics and businessmen. Businessmen tended to impose their economic-
financial power and principles in university education. Conversely, some
of the academics who supported an academic education were opposed to
the philosophy diffused in the company. Indeed, the latter—among them
Veblen, or L. S. Lyon—intended to retain their symbolic power within
the university, which was essentially philanthropic.

Academics struggled to impose their vision of education in the face of
a strong entrepreneurial lobby: this was the strength of large American
industrial families and financial institutions in the industrial and banking
sector. For example, J.P. Morgan, which was both present in the banking
market but also had a major influence on the corporate market, allowed
for reorganizations and consolidations. These coalitions, vectors of both
stability and instability, transformed the market and shook up power
relations, games of domination, sometimes leading to lobbying and cor-
ruption to gain a privileged position in the market. Moreover, educa-
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tional authorities raised the question of financial partnership, and fears of
potential corruption, which ran counter to the collective interest and
quality of education. The fact that these businessmen took part in the
governance of universities gave rise to fears of corruption on the part of
universities in the orientation of the training and research institution for
their benefit.

However, a rapprochement between society and university was neces-
sary. The problem was that society was represented here by the business
community, whose values were neither in the collective interest nor in
that of a disinterested culture. The newly created business schools rein-
forced their influence at the turn of the century.

8.7 The Institutionalist View

It is in this context, “destined to affect not only the social and business
existence of the every-day American but even his political and legal insti-
tutions” (Hendrick 1919 [2005], 25), that the writings of Veblen (1904,
1918a, b, 1923, TVP) were anchored, very much in phase with the
changes of his time, when educational institutions were perfectly inte-
grated into the organized capitalism of the time. The reformist authors
(like Veblen and Dewey) who examined this question at the beginning of
the century, sought to raise awareness of the changing role and incarna-
tion of the “education function” (Knox 1971). In this war between uni-
versities and companies or between theory and practice, they contributed
to the debate by defending an academic point of view against financial
capitalists. The question was: who would have the power in the face of
the reorganization of the company? This was reflected in the curriculum
because institutions had to adapt.

Institutionalists offered a particularly interesting point of view of ana-
lysing the business enterprise and had extremely realistic insights into the
evolution of different powers and power relations. In fact, their socio-
economic vision provided an interesting and atypical discourse on the
understanding of the interactions between business and academia, which
were rapidly transforming into a relationship of power between the mar-
ket on the one hand, and knowledge on the other, which is traditionally
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understood by education as a universal value. Although little studied, and
having had little posterity on these themes, institutionalists had much to
say about capitalism and especially about the links between machine pro-
cess and business enterprise.

8.8 The Importance of Veblen’s Voice
in Education

As Shute (1974) stated, Veblen’s “writings on education, vested interests,
absentee ownership, nationalism and so forth merit close attention”. In
1918, he published a work with an explicit title, 7he Higher Learning in
America: A Memorandum on the Conduct of Universities by Business Men,
which was considered as a “highly controversial book on education"’
(Chandler 1959, 7). His commitment can certainly be explained by his
academic positions in Chicago—the nerve centre of social science change
where a dynamic, multidisciplinary discussion circle was taking place—
and in Wisconsin where he was in contact with R.T. Ely'® and A.A. Young.

Veblen’s voice was particularly important for the study of these educa-
tional philosophy pleas that were established in the face of the powers of
businessmen. Chandler' insisted that Veblen belonged to a broad move-
ment, had a keen interest in the training of American youth, but he com-
plained that “Veblen’s writings have been largely neglected by the professional
educator” (Chandler 1959, 1).

Innis’s 1929 biography underscored the importance of Veblen’s aware-
ness of the place of business training in a more global social critique
(Bertrams 2007, 3). The Veblenian positioning, concerning the role of
education and the insertion of businessmen in training, is in line with his
well-known theories on the separation between industry and finance,

17 And visibly inspired by James McKeen Catell ‘s book University Control (1860).

"8 However, it should be noted that Ely did not share Veblen’s view on the generalist training of
students (Jones and Monieson 1990, 104). So, Ely considered the feedback of experiences as the
best of the trainings while J. R. Commons considered that over-practice did not allow for satisfac-
tory training. Institutionalists therefore did not speak with one voice on these issues either.

Y1In his thesis nstitutionalism and Education: An inquiry into the implications of the philosophy of
Thorstein Veblen, defended in 1959 in Michigan.
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manager and owner, the theory of instincts and the problems of gover-
nance within the entrepreneurial structure. Dorfman (1934) also pre-
sented him as a pedagogue. In a letter from C. Hasek Marx to Dorfman
of 10 May 1934,% the latter gave an account of Veblen’s ambitions:

On October 19, 1919, Veblen wrote me in part as fellows: ‘Now, it is an
intimate part of the ambitions of the New School to come into touch with
the technical men who have to do with the country’s industry and know
something about the state of things and the needs of industry. In fact, some
of us are beginning to see that ‘social research’ means, in good part, indus-
trial research of a very objective and even mechanical character, if it is to
mean anything substantial’.?!

However, Veblen was not seen as an “educational reformer” in the lit-
erature but almost as a traditionalist in his way of perceiving corporate
finance in the educational world. Despite his disciples (W. Hamilton,
W.C. Mitchell), his overly pessimistic social philosophy made him one of
the most pessimistic educators (Chandler 1959, 219), without any real
impact in reality. He had no faith in the efficiency of society’s ability to
obtain a meaningful result from the education system (ibid., 210, 222).

8.9 Veblen on Businessmen in University

Veblen was a pioneer in defending the university system in higher educa-
tion against the hostility of the entrepreneurial environment (Donoghue
2008, xiii). He reacted against “the greater bulk, of the printed matter
issued” (1918b, 35), conservatism and the superficiality they conveyed.
He wished to disseminate teaching based on pure knowledge and know-
how and attacked in order against these capitalist principles that inter-
fered in all areas of social life. He argued that the knowledge and
development of a certain curiosity without constraint had to be the only

20\ CMP, Box 46.
2'Marx to Dorfman, 10 May 1934, WCMP.
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goals of the university (Veblen 1923 [1997], 43).?* Applying his pragmatic
logic to education, he made it clear that for him learning was as an end in
itself (1918a, b, 1943, xxvi). Indeed, Veblen seemed to want to guide soci-
ety against the domination of vocational training. As he pointed out,

no gain comes to the community at large from increasing the business
proficiency of any number of its young men. There are already much too
many of these businessmen, much too astute and proficient in their calling,
for the common good. A higher average business efficiency simply raises
activity and avidity in business to a higher average pitch of skill and fervor,
with very little other material result than a redistribution of ownership;
since business is occupied with the competitive acquisition of wealth, not
with its production. (Veblen 1918b, 108-9)

The challenge for Veblen is thus to show that the power relations
between the main institutions are redefined at the turn of the century and
involve the entire integrity of society (Chandle 1959, 242). Thus, he
appears as an observer of the rise of business in university boards
(Chandler 1959, 43) “under the canons of conspicuous consumption
and conspicuous leisure” (Chandler 1959, 185) and he denounces the
changes in standards, the progressive separation of academic norms for
more practice, which take place at the University and which come to
lower the level of schools.

He was particularly convinced by the idea that the “classes” who were
interested in the functioning of the business enterprise and its practical
problems were in fact unable to implement the necessary learning to
ensure its proper functioning and sustainability. Veblen’s concern was
that this class of rentiers was driven by much more short-term concerns
than engineers and academics. For him, the businessman presented the
figure of the one in whose hands there was no responsibility, neither
entrepreneurial nor academic.

Veblen wanted to provide theoretically developed university courses
on core business concepts such as credit or management principles
(Mayhew 2007). His conception was that this formation had to be

2 However, “Presidents, governing boards, administrative staff and faculty are all part of the com-
munity that has created modern educational accounting” (Mayhew 2007, 165).
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detached from the hands of businessmen, who developed a practical bent,
and therefore should not be entrusted with the conduct of universities or
the choice of training courses that would only be oriented towards finan-
cial concerns (Parish 1973, 149-150).?% In a letter to Mitchell, Veblen
expressed his commitment to teaching about “trusts and corporations” at
the time of writing 7he Instinct of Workmanship.** Vocational education
must be excluded from university because it is not its function. In this
Veblen can appear conservative and narrow-minded.?

The 1918 book is central to Veblen’s study because it concentrated the
important values concerning the functioning of companies and the influ-
ence of executive boards on education in the broadest sense (Veblen
1918a, b, 59).%° He felt that business people should not encroach on the
prerequisites of the academic community by wanting to interfere in
choices and introduce their values to the university. In his fight against
the “predatory system”, he put forward the idea that “the institutions of
the higher learning furnish a good example of what happens to ostensibly
non-invidious enterprises under the guidance of pecuniary canons’
(Dorfman 1934 [1961], 189). Indeed, the control of businessmen in uni-
versities was actually concentrated where power lay, namely in the board
of directors. Veblen said:

A college of commerce is designed to serve an emulation purpose only —
individual gain regardless of, or at the cost of, the community at large — and
it is, therefore peculiarly incompatible with the collective cultural purpose
of the university. It belongs in the corporation of learning no more than a
department of athletics (Veblen 1918a, 154).

He appeared to be very critical of the institutions he visited. Optimally,
the businessman sought to ensure that the hierarchy was the same in the

2 “Doubtless the larger and more serious responsibility in the educational system belongs not to the uni-

versity but to the lower and professional schools. Citizenship is a larger and more substantial category
than scholarship; and the furtherance of civilized life is a larger and more serious interest than zhe
pursuit of knowledge for its own sake” (Veblen 1918b, 50).

2]DP Archives, 20 February 1913.

» However, this vision will be shared by professional trainers who wish to eliminate the theory and
not the practice of training.

26 See Rosenberg (1956), Cowley and Hefferlin (1957).
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company, in the administration and at the university (Veblen 1918a, b,
Chap. 3).” Veblen rebelled against the “pecuniary welfare of the univer-
sity corporation” (1918a, 50), because the university system allowed itself
to impose a capital of rents on its orders. The class trained in speculation
interfered to direct the teaching at the university from the moment when
industry and finance leaders positioned themselves in the boards of all the
institutions. A reproduction of conservative class thinking was main-
tained in the academic institution with a rejection of culture and knowl-
edge, facing the proposal of methods of corruption and a utilitarianism
of technical functions. Veblen presented vocational training as an assumed
utilitarian aim, meeting the commercial requirements of large firms with
a view to profitability. The teaching which was necessary sought to pro-
mote the for-profit counterpart and it is politics (in the broad sense)
which had put this in place, the argument of scientificity no longer being
“popular” (1918a, 31). With his 1918 work, he presented the academic
institution as having to seek not the reproduction of social classes (as can
be done by business) and the permanent dichotomy between industry
and finance but to orient the behaviour of businessmen towards other
practices, in this golden age of the “capitalistic system” (1904 [1996], 1).
Veblen justified the misguided orientation of American higher education
in the fact that it copied the European model (Veblen 1918a, 16, 22).
According to Chandler (1959, 243), “Veblen has grossly exaggerated
the influence of business in the American culture. He has almost entirely
neglected the countervailing power of such groups as organized labor”.
However, for Veblen, the businessman not necessarily had a future, since
he thought that the Sovier should have replaced this hierarchy and
industrial-financial domination. He believed that a new structure of
power, ownership and management of the means of production was
bound to prevail, eliminating the role of the businessman. In the long
run, the idle business elites were not profitable or productive for society.
Businessmen seemed disgusting to him as they corresponded to what he
defined as the leisure class. They had to disengage themselves from corpo-

¥ 'The same idea was expressed by Dorfman: “The training given by the American school of ‘com-
merce’ is detrimental to the community’s material interests, because the principles which dominate
them are the business community’s principles of financiering and salesmanship” (Dorfman 1934

[1961], 407).
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rate life, as they had an ambiguous positioning relative to technical prog-
ress, while only seeking profit. For Veblen, industry had to prevail over
business. Thus he was convinced that in the long term, engineers and
academics would have regained power. And concerning the boards and
the administration of the university, he adopted a radical point of view by
proposing to abolish them (Chandler 1959, 195).%® Veblen was guided by
an anthropological approach and an understanding of industry’s early
developments, as E.W. Taussig pointed out in a letter of 20 November
1911 to George Woodwards.” For this, he turned to the Carnegie
Institution, but in order to develop a completely different ideology than
what was woven into the business schools of the time.

8.10 Other Voices on Education

Veblen was not the only one to reflect on the case of conscience posed to
the educational institution by the evolutions of which he was contempo-
rary. A number of theorists interested in corporate finance, management
and business training such as E.S. Mead, W.H. Lyon, EW. Taylor,
E.E Gay, A.W. Shaw, and others, gravitated around Veblen and developed
a related analysis of this transition period that disseminated and created
new power relations. An intellectual connection took place between these
authors. And this was as much in the content of their theory as in their
vision of the training and education of businessmen.

In parallel to Veblen’s words, also Taylor and his disciplines®® made
known and imposed their theories. Their visions of teaching conflicted,
although they shared a common position on the need for the pre-
eminence of engineers and a weak belief in the power of the academic
institution to train managers. Thus, although Veblen shared a certain
number of views concerning the reality of business with EW. Taylor, E. E.

28This seems impossible, however, as long as academic power is in the hands of businessmen.
2TDP, Box 54.

39With the creation of the Taylor Society in 1912 to disseminate ideas and practices, Edwin F. Gay
and Harlow Pearson, among others, advocated the dissemination of the lessons of professional
experience so as not to confine themselves to theoretical and abstract knowledge.
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Gay and A. W. Shaw, they did not share the same conclusions about
teaching.

This antagonistic relation that gave power to Taylor’s ideas underlines
the importance of the business dynamic, which was seen as social and
economic progress. But the university as an institution was obliged to
adapt and in fact the curricula changed in favour of the managerial and
professional path. In stating “The rest of my work as instructor has to do
with the modern organization of business enterprise” (JDP, December
17, 1904), Veblen encouraged his progressive “followers” and in particu-
lar Mitchell to set up (in 1919) the “New School for Social Research”,?!
“a triumph of clever business management” (WCMP, Box 7). In February
1922, during a conference on “Sciences in Business” Mitchell still
wondered:

Why is there less science in business than in industry? Of what branches of
sciences can business make use? What conditions favor applications of sci-
ences to business? What is the present status of science in business? What
are the prospects of progress in the calculable future?” (Mitchell, February
1922, WCMP).

This debate took also place during the handover of power from neo-
classical to institutionalist hands in major American academic institu-
tions. But the critics could not withstand the shock of the wave of business
school creations, and the young students would become the captains of
the much criticized business. Most economists who were interested in
clarifying the rules of business enterprise operation during the decade
1910 were important members of the American Economic Association
and also heads of educational institutions. They tried to understand what
degree of specialization to give to their business training courses, a teach-
ing that had until then been marginalized and which had been taught in
social science departments. One might wonder what role these emerging

3Tt was during this period that Veblen met Howard Scott. The latter was one of the supporters of
the technocratic movement of the 1920s and 1930s on which Veblen worked—even if this social
movement was slightly after Veblen’s death; he initiated it in his last works. It was in 1920 accord-
ing to a letter from Mitchell to Dorfman of 18 May 1934, (JDP, box 7) or between 1918 and 1920
according to R. W. Evans (2007, 127). (see Ardzrooni, L. (1933). Veblen and Technocracy. Living
Age, 344, 39-42.)
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theorists of corporate finance, particularly institutionalist, played in the
“American entrepreneurial revolution” at the turn of the century.

It is also important to underline that Veblen trained or had an influ-
ence on many New Deal contributors such as Clarence E. Ayres, Walton
Hamilton, John R. Commons and W.C. Mitchell, among others, who
guided and contributed to economic policy in the early 1930s (R. Tilman
1988, 155). These institutional economists shared a relatively similar
view of how the economy should be approached: for them the centrality
of institutions determined economic behaviour. They sought to reorga-
nize economics on a new scientific basis and to make it a progressive and
critical science. In particular, it is these progressive economists in an insti-
tutionalist tradition who appear as the first theorists of business enter-
prise and its power relations with other bodies that are essential to the
functioning of a society.

8.11 New Directions for Higher Education

Despite these objections, higher education followed new directions,
guided by the challenge of standardizing training courses across the coun-
try. The syllabuses of courses and curricula proposed by the universities
changed, specialized journals appeared, as well as doctoral training, which
did not deal with corporate finance until late in the 1930s.

Legislation made vocational education a priority from the end of the
nineteenth century onwards, but major changes did not appear until
1917. Although in 1910 a report on Academic and Industrial Efficiency
was published,? it was not until 1917 and 7he Smith-Hughes Act that
there was a first federal act on vocational training. It was adopted to iso-
late this training from the general curricula and allow it to receive federal
funding. These segregated curricula were thus created in a response, start-
ing at the end of the 1910s, distinguishing between professional and aca-
demic training.

2By Morris Cooke, who was a fervent defender of Taylorism. Taylor’s thinking spread particularly
to the Harvard Business School and the Amos Tuck as early as 1907-1911.
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American educational philosophy emerged in 1925, especially with
the School of Education at Columbia University. Their dean raised then:

What does it mean that in the ten leading American universities enrolling
87,000 students, 50,000 are registered in professional schools directly pre-
paring for professional careers? It means, in a few years, 50,000 men and
women released for trained leadership, free from the bias of creed, free
from the blight of pseudo-science, free from the curse of the mere techni-
cian, practitioners imbued to a certain extent, we trust, with university
ideals of culture, of service, and of public devotion. From them will arise
lawyers and businessmen who are also economists, teachers who are also
educators, engineers who are nation builders, physicians who are humani-
tarians and clergymen who are social leaders (Rosett 1982, 4).

However, despite the clarifications made, the subject of corporate
finance and its teaching remained difficult to deal with. This is the reason
why firms adopted new internal development strategies, thus changing
the company’s boundaries with the absorption of training. As a result,
between 1900 and 1940 the research community reacted, and many
“independent research organizations” appeared to face a lack of research
on industry in the academic community (Mowery 1983, 353). In 1905,
Henry Pritchett, then President of the Carnegie Foundation for the
Advancement of Teaching, ironically asked, “Are universities on the way
to becoming industrial enterprises?” (Bertrams 2007, 9). But in 1921,
Joseph Willis and Anne Bezanson created the first “business school
resecarch centre” with the financial sponsorship of the Carnegie
Corporation, hence the symbol against which many academics rose up,
namely the disappearance of independent professional institutions, from
the moment these schools became part of the university.

At the end of the century (1897-1900) 48% of students in vocational
schools were in independent schools, compared to 19% in 1934 (Goldin
and Katz 1998, 14). Regardless of the fact that there was a relative inertia
of academic research, it was the schools that took over, welcoming more
and more students and professors. That being said, the university tried to
respond, and all stakeholders benefited. In return, the university regained
students, but in this way, knowledge was enslaved to capital (Goldin and
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Katz 1998, 37-38). At the same time, the university marginalized those
who thought differently, more radically and who opposed administrators
and businessmen. Business schools in search of prestige abandoned their
independence to become graduate schools. It was therefore these voca-
tional schools that had enabled the university to develop fully and democ-
ratize, at the cost of profound changes in its principles. Academic
programmes dedicated to business were included in these related univer-
sity courses. Some professors, including those in business schools,
deplored this new trilateral education structure: “We have created a mon-
ster”, said H. Edward Wrapp, Professor of Business Policy at the University
of Chicago (cited after Cheit 1985, 43). Thus, businessmen (J. P. Morgan,
Carnegie, Cooke, Piermont and Co.) affirmed their real interest in the
curricula that took place during this period in educational institutions, as
they had to correspond to the practical efficiency needs of the company.
This is also the reason why they financed training programmes on a mas-
sive scale, allowing them to orient™ these curricula and trainings accord-
ing to their needs.* One could almost consider that the corporate finance
discipline, emerging from practice, was born through the lack of stan-
dardization, manipulations and aberrations.

8.12 Conclusion

As pointed out by Reinhold Niebuhr in Moral, Man and Immoral Society
(1933), the notion of power is everywhere, including in the educational
institution which is confronted with a conflict of interest between the
methods of financing higher education and its purpose:

conflict is inevitable, and in this conflict, power must be challenged by
power. That fact is not recognized by most of the educators. (Niebuhr
1933, xiv)

3 See the report of the Carnegie function on the effectiveness of academic and industrial circles
(1910).
3 Marian V. Sears following the Industrial Commission (Vol. XIX, 1902, 636), 1956, 409).
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To conclude, we can state that a real challenge of market power man-
agement was raised in the relations between the industrial-financial sector
and the education sector. These relations of political power reflected the
influence of businessmen in society at the turn of the century and espe-
cially the importance of short-term financial aims in the face of the
industrial economy and of long-term knowledge. A dual reading of the
university’s role and the challenge of training students to be thinkers or
money-makers appeared. In this context, Veblen, “witnessed in American
higher education in his time” (Parish 1973, 146), was captivated by the
actors of power. He defended a university that disseminated knowledge
in order to guarantee scientific objectivity to a discipline that had become
academic and theoretical when it was only practical. In order to do so,
one could not let allegiance to businessmen become established. This
debate inaugurated a new economic thinking, at the frontiers of manage-
ment in these business concerns, which was shaped by the institutionalist
tradition, at a time when the United States was experiencing the first
consequences of the shock of industrialization.
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The Early Oligopolistic Models: Market
Power in the Paretian Tradition

Mario Pomini

9.1 Introduction

In economics, the idea of market power is often associated with the func-
tioning of non-competitive markets. In such markets, firms can set a
price over marginal costs." The study of non-competitive markets was a
very active research field in the period between the two World Wars also
called the years of high theory, to use George L.S. Shackle’s (1967) useful
expression. During that period, there was not only theoretical interest in
this topic but also the aim to find explorations for great emerging trans-
formations in the economic structure, chief among them the growing
concentration of large industrial and financial firms. Heinrich von

Stackelberg’s book, Market Structure and Equilibrium (2011), vividly

""This difference can be considered a rough measure of market power as in the case of Lerner Index
(Giocoli 2012).
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illustrates the complexity and richness of the debate among mathematical
economists of the period.

The mathematical treatment of non-competitive markets was pro-
posed by Francis Edgeworth in the seminal 1897 article, “La teoria
pura del monopoli,” published in Italian in Giornale degli Economisti.
Maintaining a critical attitude toward Cournot, Edgeworth concluded
that in a duopolistic market, it would be impossible to establish a
stable equilibrium in production, and therefore in price, because of
the interdependence of firms’ behavior. This problem would later be
taken up from the mathematical point of view by Pareto in the
“Mathematical Appendix” of the French edition of his Manuale
(1909). In the following decades, the mathematical economics litera-
ture grew owing to contributions by eminent scholars, such as Joseph
Schumpeter (1908), Pareto (1909), Cecil Pigou (1924), Luigi Amoroso
(1921, 1930), Arthur Bowley (1924), Edgeworth (1922, 1925), Knut
Wicksell (1926), Harold Hotelling (1929), Edward Chamberlin
(1929), and Wassily Leontief (1935). The Italian followers of Pareto
participated actively in this debate, and indeed Amoroso played a
prominent role. In Europe, the Italian economist had always been
considered the most authoritative figure in the field and a fierce
defender of Cournot’s approach. Other Paretians who made impor-
tant contributions were Arrigo Bordin (1934, 1936), Felice Vinci
(1944), and especially Emilio Zaccagnini (1947), who made novel
revisions to Pareto’s ideas in the 1940s.

This chapter focuses on a particular strand of literature from the inter-
war period, that is, the analytical developments developed within the
Paretian tradition, starting with the original position of Pareto. This his-
torical retrospective is useful for assessing the main problems that emerged
in the theory of non-competitive markets. First, the chapter discusses
how economists anticipated important analytical results, whose develop-
ments only emerged to their full extent in the postwar period. Second, by
considering the theory of non-competitive markets in relation to its his-
torical perspective, rather than in relation to other aspects of economic
theory, the chapter sheds light on the internal dialectic of economic rea-
soning between the search for analytical rigor and the necessity of recog-
nizing its full interpretative value.
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The chapter is structured as follows. The next section outlines the
Paretian approach, and the third section is dedicated to the change
brought about by Amoroso, the most brilliant exponent of the Paretian
School. In the fourth section, Edgeworth’s controversial response and
Amoroso’s subsequent reply are considered. The fifth section illustrates
the different perspective that Amoroso adopted in the 1930s. The sixth
section discusses the new mathematical tool developed by de Finetti, the
theory of simultaneous maxima. The seventh section examines the
renewal of Paretian theory by Emilio Zaccagnini, a mathematician and
exponent of the third Paretian generation. The final section provides the
concluding remarks.

9.2 Pareto’s Ambiguous Position

This section provides a brief overview of Pareto’s position. Pareto’s
“Mathematical Appendix” of the French edition of his Manuale (1909)
deals with the issue of non-competitive markets in mathematical terms,
focusing on the case of duopoly. Paragraph 69 of the text presents the case
of two firms and one good, and the subsequent paragraph 70 deals with
the case of two firms and two goods. For our purposes, the relevant case
is the former. In the discussion, Pareto confronts Edgeworth, albeit with-
out naming him. In a previous long essay published in Giornale degli
Economisti (1897), Edgeworth concluded that in the case of duopoly, the
solution presented an oscillatory character. The individualistic actions of
the two firms had continuous fluctuations in quantities produced, and
therefore in price. In mathematical terms, the solutions were indetermi-
nate. Therefore, Pareto contests this conclusion, affirming that the prob-
lem is rather impossible, since the number of equations is greater than the
number of unknowns.

As regards Pareto’s reasoning (Stackelberg would in 1934 speak of
Pareto’s monopoly), in the duopolistic market, price depends on quanti-
ties produced together, p = flg; + ¢). Assuming for simplicity, like Pareto,
that the costs are null, the profit will be 7, = ¢1(¢; + ¢,) for one firm and
7, = ¢fqi + ¢») for the other. Pareto assumes that each firm behaves like
a monopolist. This hypothesis, from a mathematical point of view,
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requires that we have four partial derivatives to consider in the process of
optimization. One of the four conditions can be eliminated using the
market demand function, but three equations remain in the two
unknowns—that is, the quantities produced by the two firms. At the end
of his brief discussion, Pareto (2014 [1909]) observes the following:

From a mathematical point of view it is inaccurate to say, as is often the
case, that in the case of two monopolists and one commodity, the equilib-
rium is indeterminate. On the contrary it is overdetermined since the con-
ditions are imposed that are incompatible. (p. 348)*

Pareto therefore refutes Edgeworth’s approach, and it is worth noting
that he also completely ignores Cournot’s approach. The reason for this
unsatisfactory state of oligopoly theory at the beginning of the century is
clearly stated by Pareto (2014 [1909]) in the following paragraph:

§ 73 From an economic point of view, [the duopoly] it may be observed in
the case of the problem in §69 [the duopoly] that by assuming there to be
a position in which one of the monopolists obtain s;, and the other obtains
sy, it is sufficient for the first one to lower his price to increase his gain and
reduce his competitor’s share to zero; and vice versa. It is therefore impos-
sible to obtain a solution of the problem we have posed, since no position
$1, s is an equilibrium position. (p. 350)

To find a solution, Pareto proposes abandoning pure economics and
viewing this problem from another angle, concluding as follows:

§ 75. It is idle to ask pure economics what will happen when two individu-
als who have the power to act as monopolists in the sale of one and the
same commodity confront each other. Pure economics, by telling us that it
is impossible for these two individuals to use their monopoly power in fact,
for them both to behave according to type 11, has answered as full as it can.

Pure economy cannot even tell us that the two individuals will go back
and forth infinitely between two extreme positions of equilibrium. This is
no way results from the fact that equilibrium is determined by two incom-
patible equations. (p. 351)

*The translation of quotations is mine, except when indicated otherwise.
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In the Paretian framework, the interdependence of oligopolistic behavior
creates situations that are impossible to model in mathematical terms. In
Pareto’s view, only factual experience can determine what the final economic
equilibrium will be. In this case, pure economics is overtaken by both
applied economics and sociology. In general, for Pareto, in the oligopolistic
market, the solution will not be unique; depending on the particular cir-
cumstances, there would be many solutions to verify on a case-by-case basis.
Therefore, for Pareto, the theory of non-competitive markets remains an
open theory depending on institutional and historical elements.

9.3 Amoroso’s Turn in Lezioni di Economia
Matematica (1921)

Pareto’s view was immediately adopted by the young Amoroso, the main
exponent of the Paretian School, whose early articles were devoted to dis-
seminating and clarifying his mentor’s ideas (Amoroso 1909). The theory
of general economic equilibrium was seen with some suspicion in Italy, as
it was judged to be too abstract, both for its unrealistic assumptions and
for the wide use of mathematics. Amoroso’s 1909 article, “La teoria
dell’equilibrio economico del prof. Pareto,” considers the case of duo-
poly and provides the following observation:

Edgeworth’s solution is incorrect: but Loria’s article adds nothing. A rigor-
ous solution is given to the problem in Manuale. There are two missing
equations in system (C), ¢;, and ¢,.. All the unknowns can be expressed in
function of two of them. These are determined by the two monopolists,
who can impose on each one a single condition. However, it is not possible
for both to achieve the maximum profit: these two conditions are incom-
patible. If they swing from one position to another, if they agree, if one
dominates the other, or if there is something else which changes the frame-
work of the problem, it is not a task of pure economics. It is a kind of
research belonging to applied economics or rather to sociology. Pure eco-
nomics tells us that the conditions set out in our problem are incompatible,

and that is enough. (Amoroso 1909, p. 364)*

?English transl. “The theory of general equilibrium by prof. Pareto.”

“The translation of quotations are mine.
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The young Amoroso was in agreement with Pareto. He shared the idea
that a mathematical treatment of this kind of markets was not possible
for logical reasons and that economic theory should have been supple-
mented with sociological considerations. However, his initial position
changed at the end of the subsequent decade. Before becoming an econo-
mist, Amoroso was a mathematician; thus, he could not be satisfied with
the solution proposed by Pareto.

The 1921 book Lezioni di Economia Matematica constitutes Amoroso’s
first mature and very innovative contribution to pure theory. The book is
a collection of his lectures on mathematical economics at the University of
Bari (Italy). These lectures present deep mathematical analyses—the first
in Europe—of the theory of oligopoly markets, or the theory of # monop-
olists, to use the term of that period. Seeking a coherent mathematical
treatment of this topic, Amoroso chose to adopt Cournot’s approach. In
Lezioni, whose content would be strengthened and further developed in
his 1930 article “La curva statica di offerta,” Amoroso develops oligopoly
theory following Cournot’s suggestions. Consequently, he would go on to
be considered in the interwar period as the main and most prestigious
defender of Cournot’s approach internationally (Edgeworth 1925).

Amoroso presents Cournot’s approach as the natural extension of the
monopolistic scheme in the case of 7 producers of the same good—that
is, the oligopolistic market. In analytical terms, the system to be solved
consists of 7+1 equations (7 profit equations of 7 monopolists and the
demand function) that determine 7#+1 unknowns, the quantities pro-
duced by each firm, and the price, in the spirit of general equilibrium.
The maximization of the profits of # firms, under the constraint of a
demand curve, determines the necessary equations to obtain equilibrium
in the market.

Amoroso’s published lectures focus essentially on two problems. The
first is the existence of a solution (§ 37) that is easily resolved by consider-
ing, similar to Cournot but unlike Pareto, that each oligopolistic firm
considers as given the production of all the others. This individualistic
behavior of the firm determines a very peculiar equilibrium defined by
Amoroso in metaphorical terms as an equilibrium of war (Lezioni, p. 210),
since it arises from the contrast of egoistic interests. Therefore, Amoroso
was able to overcome the difficulties encountered by Pareto without ever
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naming him. Following the strategy proposed by Cournot, according to
Amoroso, every firm maximizes its proper level of production, and it
makes no sense to assume that one firm takes into consideration the pro-
duction of other firms inside its profit function. The same criticism was
vigorously expressed by Chamberlin in the 1929 article, “Value where
sellers are few,” containing a detailed review of the literature on oligopo-
listic models including the Amoroso’s model.

In keeping with his usual style of reasoning, Amoroso proffers a
numerical example. After making the necessary calculations, he notes
that the equilibrium values found have a peculiar feature: neither of the
two firms has the convenience of varying the quantity produced, given
the production of the other. Thus, it is an equilibrium that is optimal in
a very restricted meaning. From the historical perspective, we can say that
we are faced with a rudimentary early definition of what would be the
equilibrium of optimal response or the Nash equilibrium 30 years later.
Amoroso does not capture all the potentialities of this new formulation
of economic equilibrium, which would be possible only after the publica-
tion of Theory of Games and Economic Behavior (1944) by John Von
Neumann and Oskar Morgenstern and the birth of game theory.

The second problem considered in Lezioni is the optimality of the
equilibrium reached not only for the individual firm but also for the soci-
ety. Amoroso observes that if the firms behave like a single monopolist
and try to maximize joint profits, a different position of equilibrium will
be achieved, which will be more convenient for each oligopolistic firm. In
this case, production is lower and the price is higher. Amoroso demon-
strates that whether the production in this collusion will be greater or
lower depends on the structure of the marginal costs of the single firm
compared with the marginal costs of the entire sector. The subsequent
problem of the distribution of total profit among individual firms is con-
sidered by Amoroso as an institutionally relevant element, but one that is
outside of economic theory. Amoroso’s approach, which is based on
Cournot’s model, was followed in the Paretian tradition by Arrigo Bordin,
a second-generation exponent of the Paretian School in Italy. The topic is
developed in his book, Lezioni di Economia Politica (1936), by introduc-
ing a novel formal analysis of the optimal dimension of a cartel in the case
of an oligopolistic market.
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Owing to these works, Amoroso earned a solid reputation as a math-
ematical economist. In particular, he was considered to be the main expo-
nent of Cournot’s approach to the analysis of non-competitive markets.
However, this assessment would prove not to be very rewarding, as the
community of mathematical economists viewed Cournot’s approach as
highly unsatisfactory (Chamberlin 1929). The main criticism concerned
Cournot’s lack of realism. If the mathematical argument was strong and
unquestionable, the relevant issue called into question the interpretative
power of the model. It seemed to the small community of mathematical
economists, from Edgeworth to Pigou and von Stackelberg, that
Cournot’s assumptions were erroneous because they were in stark con-
trast to the facts of the economic reality. The hidden contrast, always
present in economics, between the rigor of mathematical models and
interpretative realism, was very strong. In the interwar period, the pendu-
lum swung in favor of the request for greater realism.

9.4 Edgeworth’s Criticism and Amoroso’s
Response

The paragraphs on the theory of oligopoly contained in Lezioni had great
resonance internationally, as they induced Edgeworth’s criticism. In the
following year, Edgeworth responded in 7he Economic Journal via an
extensive review of Amoroso’s book, with the main part dedicated to pro-
viding a critical interpretation of Amoroso’s duopoly theory. Edgeworth
was very critical of the Paretian scholar, almost to the point of being
harsh. In his review, he observes the following:

We believe that Professor Amoroso is alone among high authorities in sid-
ing with Cournot in this matter. The view that in monopolistic competi-
tion “the output is indeterminate” ... “Is now commonly accepted,” says
Professor Pigou; And, he adds, “it seems to me to be the right one” (Wealth
and Welfare, p. 193). Altogether our author’s teaching about duopoly can-
not be considered as part of accepted science. We should recommend the
omission of this topic, if it was proposed to translate the work into English
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with the view of supplying the much-felt need of an introduction to math-
ematical economics. (p. 405)

The critical argument was directed essentially toward Cournot’s model,
which was considered a misleading representation of the functioning of
the oligopolistic market. Edgeworth’s reasoning, however, proceeded in a
indirect way. Since there were no formal or conceptual errors in Amoroso’s
analysis, Edgeworth chose to use the same numerical example employed
by Amoroso adopting prices as strategic variables, as in Bertrand’s model,
instead of quantities. He demonstrated numerically that in this case, a
position of stable equilibrium was impossible and that the price was ever
oscillating. Ultimately, Edgeworth intervened to defend the model that
he had advanced in 1897 rather than to contest that of Amoroso with
purely external criticism.

Amoroso did not respond to Edgeworth’s criticism. He revisited this
topic only in the 1930 article, “La curva statica di offerta.” This work
represents a highly relevant contribution (Keppler 1994) in which
Amoroso introduces new concepts for analyzing the construction of the
firm supply function, such as the relevance of the minimum average cost
or the concept of the monopoly power index, whose discovery would be
attributed to Abba Lerner in an article printed in English in 1934 (Giocoli
2012). In the third part of “La curva statica di offerta,” Amoroso returns
to the problem of the duopolistic market and reathrms the centrality of
the Cournot model, but adopts a different approach, focusing on the
problem of the stability of the equilibrium obtained. Through a numeri-
cal example, Amoroso shows that it is possible to determine a stable
equilibrium position depending on the slope of the reaction curves. Thus,
he rejects the cooperative solution and instead develops the case for using
a nonlinear demand function.

For our purposes, it is relevant to consider the final part of the article,
in which Amoroso distinguished his position from those of Bertrand—
Edgeworth and Pareto. According to Amoroso, the Edgeworth—Bertrand
approach was insufficient because it assumed that each of 7 monopolists
tried to put the other firms out of the market. In his opinion, this way of
thinking diverged widely from the methods of mathematical economics.

He observed the following:
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It also means that Cournot is right and Bertrand and Edgeworth are wrong.
In the mathematical theory of duopoly, it is not about predicting what one
or the other will do in a certain factual situation, but it is interesting to look
for what the two would find worth doing if either of them were pure homo
oeconomicus. (Amoroso 1930, p. 17)

He also rejected Pareto’s criticism of Edgeworth, since he thought it
was based on a logical mistake; that is, it was not reasonable to assume
that both duopolists could behave like monopolists. This strong hypoth-
esis was considered incorrect because “It means that it is not possible for
A to force B to do his will and even at the same time B forces A to do his”
(Amoroso 1930, p. 19). Cournots idea was different, according to
Amoroso, because it involved the assumption that each duopolist was
able to achieve the maximum profit within his sphere of action. At the
thresholds of the theoretical revolution provoked by Joan Robinson and
Edward Chamberlin with the appearance of the theory of imperfect com-
petition, Amoroso remained one of the few within the community of
mathematical economists to support the validity of the Cournot model.

9.5 The Partial Monopoly in Meccanica
Economica (1942)

In the 1930s, Amoroso’s research focused primarily on dynamic analy-
sis, returning to the youth project to dynamize the theory of general
economic equilibrium (Pomini and Tusset 2009). However, he also
revisited the topic of non-competitive markets from a different perspec-
tive. The international debate, above all with Chamberlin’s publication
in 1933, had taken a very specific direction, and Amoroso was trying to
adapt to the new context. His first contribution was “La produzione in
regime di concentrazione industriale” (1935), followed by Chapter X of
the textbook 7 Principi di Economia Corporativa (1938). He established
his definitive position in “Lezione XI. Monopolio totale e parziale”
included in a collection of lectures on mathematical economics deliv-
ered at Istituto di Alta Matematica in Rome entitled Meccanica
Economica (1942)
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Amoroso’s new and different perspective took up the problem of ana-
lyzing a specific criterion of price formation in the oligopolistic market or
in the context of a concentration of firms (Mistri 1970, Gaeta 1967).
Since Cournot’s scheme was inadequate in this case, it was necessary to
change the research direction. Amoroso resumed the equation of monop-
olistic pricing put forward in the 1930 article and introduced some mod-
ifications to account for the relevance of the market share of each firm.
The 1935 essay provides the following price equation:

p—m _ X
np _x+y(1+0)

9.1)

In Eq. (9.1), the term # indicates the elasticity of demand, x represents
the production of a single firm, y indicates the production of the other
firms, and the parameter o represents the new element, with respect to
the previous article, measuring the variation of the production of other
firms when the production of a single firm changes. According to
Amoroso (1935), this extension of the previous equation was necessary
because “in an industrial concentration scheme, the choice of production
of a single firm must take into account three things: its costs, what it
does, what the competitors do” (p. 951). The new element that Amoroso
tried to formalize using the traditional instruments was the interdepen-
dence of choices in the oligopolistic market. Equation (9.1) is generalized
in the lectures from 1941 to 1942 and assumes the following definitive
form:

p-m_u
np D+cocE

9.2)

In the new Eq. (9.2), the term D represents the total demand, £ the
residual demand of the market, and parameter # the quantity produced
by a single firm. In general terms, this equation can assume a value
between zero and one. The case S = 0 is perfect competition, where the
price coincides with the marginal cost. The case S = 1 is when the entire
production is concentrated in a single firm and the market becomes
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monopolistic. As Amoroso (1942) observes, “The quantity S can there-
fore be taken as an index of the power of the firm in the market: the
greater its value, the greater the possibility for the firm to influence the
price, the more accentuated its monopolistic character” (p. 116). In light
of Eq. (9.2), Amoroso can be said to have found the general expression
for price determination in different market forms (Giocoli 2012).

In the Paretian tradition, the next step of the theory of the oligopolistic
market is represented by the contribution of Zaccagnini, who tried to
adopt the approach of Pareto in a different mathemartical setting which
was advanced by the Italian statistician de Finetti in the second half of the
1930s.

9.6 Some Mathematical Developments: de
Finetti’s Theory of Simultaneous Maxima

In the second half of the 1930s, the young Bruno de Finetti was passion-
ately engaged in the field of welfare economics. His seminal article, “Il
tragico sofisma,” was published in 1935 (de Finetti 1935a, b), and in the
following years, he produced several related essays. His final contribution,
published in 1943, was “La crisi dei principi e I'economia matematica”®
(de Finetti 1943). The main target of de Finetti’s criticism was, in current
terms, the first theorem of welfare economics. De Finetti’s criticism of
Pareto’s general equilibrium theory led him to build the theory of simulta-
neous maxima, which is probably his most important contribution to the
field of economic theory. The starting point was a problem that remained
open in Pareto’s system. In fact, from a given initial allocation, Pareto’s
optimum position could not be determined uniquely; however, there could
be more than one optimum position, as in the well-known case of the
Edgeworth box. Consequently, once again, there was a problem of choos-
ing which allocation was preferable for the society as a whole. This problem
had no solution within Pareto’s approach, as the utilities of each individual
were not comparable like they were in traditional utilitarianism.

>English translation “The tragic sophism.”
English translation “The crisis of principles and the mathematical economics.”



The Early Oligopolistic Models: Market Power in the Paretian... 239

In his 1937 article, de Finetti dealt with a very general context, which
he defined as simultaneous maximization. This type of optimization dif-
fered from traditional constraint optimization, which is the common case
considered by economists, because the problem was to obtain the maxi-
mum values of many functions at the same time, in a particular way.
These maximum results were simultaneous in the sense that it was not
possible to increase the value of one function without decreasing that of
another. The analogy with the case of the Pareto optimum—whose simul-
taneous maximization constituted a generalization—is evident. De
Finetti offered an in-depth analytical discussion on this very peculiar
situation. We consider the simplified case of two functions in two vari-
ables, flx, y), g(x, y).”

De Finetti starts with the assumption that to obtain a solution of a
simultaneous optimum, it is necessary for the total differentials of the
two functions to cancel out; otherwise, it would be possible to increase
the value of one of the two without decreasing that of the other. In our
simplified case, the following expressions must not be greater than zero:

df =f’.dx+ [’ dy
9.3)

dg=g’ dx+g’ dy
This was because, if all equations in system (9.3) were positive, no
point of coordinates x, y could be the optimal one. Moreover, for both
differentials of (9.3) to be null, it was necessary that the determinant of
the coefhicients d, dy canceled out. Therefore, the following must occur:

fo
S =0 9.4)
g, &,

This equation represents the curve that contains the optimum points.
De Finetti concludes this first step by showing how, in general, the points
of the simultaneous maxima belong to a variety of dimension »—1, on

’In the article, de Finetti considers the general case with 7 functions and ¢ variables. In the exposi-
tion, we follow Zaccagnini (1947).
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which the determinant of the matrix of the partial derivatives of the func-
tions to maximize is zero.

De Finetti then takes an additional original step with the aim of offer-
ing an operational version of the condition of simultaneous maxima. If
the determinant of (9.4) is zero, it follows that the equations in (9.3) will
be represented by a linear relationship. In this case, we can find two coef-
ficients, 4, 4,, connected by the following relationship:

Adf +A,dg =0 9.5)

Substituting 4f; dg in (9.5) with their development given by (9.3), the
system obtained is as follows:

MfT +A8, =0 9.6)
M +2A8,=0 '
System (9.6) establishes parameters 4;, 4,. For these two parameters to
be consistent with (9.4), it is necessary for them to have the same sign.
These parameters are easy to determine because de Finetti shows that they
are defined by the cofactors of the initial Jacobian matrix (9.4). In gen-
eral, de Finetti shows that in order to verify if a specific arbitrary vector
represents a position of simultaneous maxima for 7 functions, two condi-
tions must be met: the determinant of the Jacobian matrix must be zero
and its cofactors must all be of the same sign. These are necessary condi-
tions that become sufficient to the extent that some restrictions are added,
such as the concavity of the functions being considered. De Finetti states
the following:

The optimal point belongs to a variety of #n—1 dimensions, for which the
determinant of the partial derivatives cancels out. Knowing the value of the
n cofactors, Ay, 4y, ..., 4, we can exclude that it is a point of optimum if two
of them have opposite signs (de Finetti 1937a, p. 54).

Lastly, de Finetti identifies the entire set of optimal points, starting
from the evident property that each point of the maximum of one of the
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n functions, given the value of the others, results in a point of optimum.
Since this property is true for all points of optimum related to 7 func-
tions, the conclusion is the topological hypothesis that the set of points
of optimum form a simplex of #—1 dimension, whose faces are the points
of optimum of a function with #—1 components, the (7/2) corners for
those of #7—2 components, and so on, up to 7 vertexes, with each one
representing the maximum of one of the » functions. This topological
analysis of the positions of a simultaneous optimum occupies a relevant
part of de Finetti’s 1937 essay and demonstrates the high level of mathe-
matics involved.

The question is what the implications of simultaneous maxima for eco-
nomic theory are. They are undoubtedly deep, because the optimization
process is at the basis of the economic agents’ behavior. The fundamental
implication for de Finetti is that, in this way, it is possible to prove for-
mally that the optimal points are infinite, and therefore the identification
between the Pareto optimum and free competition is purely arbitrary. For
de Finetti, anarchic market forces reach only one of the many positions
that have this property. Hence, it was de Finetti’s belief that he had
revealed the logical weakness of the sophism of economic liberalism.

According to de Finetti (1937a),

We demonstrate that normally in the case of n individuals, the points of
optimum areco” ~ '. Suppose set the ophelimities ©, = 4, ©, = a,, ....,
0©,_, =a,_, of n—1 individuals; on the variety so defined, the ©, = 4, will
admit a maximum value, and therefore at least a point of optimum. Of
such points there are at least 00"~ '; they actually constitute a variety at n—/
dimensions. (p. 62)

Thus, de Finetti formally demonstrated a result that would become
well known among Italian economists, especially those aligned with
the Paretian School (Bordin 1948). Considering the problem from a
different point of view, his result implied that the social optimum in
Pareto’s sense was always a relative optimum, depending on the ini-
tial distribution of resources for him. For him this fact was the essential
point of the matter and not just a pessimistic assessment of perfect
competition.
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9.7 Zaccagnini and the Return to Pareto

The theory of simultaneous maxima was then developed by Emilio
Zaccagnini.® As a graduate in mathematics, Zaccagnini can be consid-
ered as belonging to the third Paretian generation, along with Giuseppe
Palomba’ and Valentino Domined6.' He followed the Paretian
approach of his teacher Arrigo Bordin in Torino. His first contribu-
tions were wholly orthodox, dealing with barter theory and the prob-
lem of obtaining the demand function from the preference relation
(Zaccagnini 1942). Subsequently, the main focus of his research was
the application of de Finetti’s simultaneous maxima theory to some
topics of economic theory, in particular to oligopoly theory. In several
articles (Zaccagnini 1947, 1953, 1958), he attempted to offer the the-
ory of simultaneous maxima as a general methodology for studying
many economic phenomena. The main contribution was the article
“Massimi simultanei in economia pura” (1947) that was included in
the first edition of the International Economic Papers (1951) with the
title “Simultaneous Maxima in Pure Economics.” For our purposes, we
limit our attention to the theories of duopoly and oligopoly.
Zaccagnini’s project was to return to Pareto via the mathematical lens
offered by de Finetti.

The starting point of the 1947 article is the traditional criticism of the
lack of realism of Cournot’s approach. This criticism, as we have seen, was
widespread and had reached its peak in the 1930s. The problematic point
was the fundamental assumption that each of the two firms considered as
given, in its process of maximizing choice, the production of the other. In
the essay, Zaccagnini (1947) observes the following:

#Emilio Zaccagnini (1903-1979) held the chair of Economics at the Faculty of Law of Turin (Italy)
from 1953 to 1974. He was also a Fellow of Econometric Society. Both his scientific training and
his research career were centered on the theory of general equilibrium.

?Giuseppe Palomba (1908-1986), a second-generation member of the Italian Paretian School,
devoted his scientific activity to devise an original axiomatic framework for economic dynamics,
primarily designed to address economic change.

"Valentino Dominedd (1905-1985) did many contributions in the field of demand theory. He
was the first economist at the international level to grasp the relevance of the Slutsky’s article on the
theory of consumers’ choice.
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From this point of view, Cournot’s hypothesis clashes with common sense
and daily observations. It is evident that without experience it is not pos-
sible to conceive of any rational economic operation; how it is possible to
admit that this experience teaches nothing to the two single firms in the
market and it allows them to assume the Cournot hypothesis about the
assumption of each operator regarding the quantity negotiated by the rival?
(p. 262)

In addition, in Zaccagnini’s view, Bowley’s solution of conjectural vari-
ations could not be considered as an adequate answer, as it introduced a
psychological element that was extraneous to economic reasoning.
Zaccagnini recognized the need to return to Pareto’s position and revise
it in the light of the new mathematical contribution of de Finetti.

To Cournot’s solution and to these criticisms, Pareto opposed an impor-
tant observation which in our opinion is decisive for the general approach
to the problem. In fact, writes the ingenious scientist, the two quantities ¢
and ¢ are both variables and have to be considered in the two total profit
functions to be maximized. The solution requires considering four partial
derivatives. In this case, the number of variables is greater with respect to
the number of equations and the problem is indeterminate. (Zaccagnini

1947, p. 264)
Moreover,

The second solution originates from Paretian criticism and it is really gen-
eral, as it excludes any subjective hypothesis of an operator on the behavior
of the other, and only considers the hedonistic postulate in its more general
expression and the simultaneity of the solutions. But it was the technical
means adopted by Pareto that were unsuitable and that led the Author to
an erroneous conclusion: it is not possible to resolve the two maxima sepa-
rately when they behave simultaneously. By applying a proper mathemati-
cal technique, the problem does not seem determined, as was the case with
Cournot, nor was it impossible, as Pareto stated. (Zaccagnini 1947, p. 266)

In Zaccagnini’s view, the tool that could allow for overcoming the ana-
lytic impasse in Pareto’s theory was the application of de Finetti’s simul-
taneous maxima methodology. With this approach, it was possible, on



244 M. Pomini

the one hand, to maintain the Paretian assumptions and, on the other
hand, to overcome the problem of the modest interpretative capacity of
Cournot’s perspective, which had never been quite convincing to econo-
mists. Zaccagnini considered numerous examples of applications of the
theory of simultaneous maxima to economic theory with the aim of dem-
onstrating the generality of de Finetti’s analytical scheme. For our pur-
poses, it is sufficient to consider the theories of duopoly and oligopoly.
In his 1947 article, Zaccagnini extensively treats the classic case of
duopoly without cost functions and with a linear demand curve, compar-
ing the solution of the simultaneous maximum with that of Cournot.
Directly applying de Finetti’s methodology (and hence Eq. (9.5)),

Zaccagnini comes to the following expression for the price:

p=-r(q,+4,) 9.7

Equation (9.7), as Zaccagnini observes, is not new; it corresponds to
the case in which the firms maximize their joint profits. The price depends
on the derivative of the demand function and the total production, while
the level of production of each firm remains indeterminate. Zaccagnini
concludes as follows:

To determine the equilibrium between ¢; and ¢, it is necessary to: (1) aban-
don the static hypothesis of simultaneity and thus admit a particular
sequence of actions and reactions based on specific assumptions of each
operator on the behavior of the rival; or (2) impose additional conditions
that cancel the indeterminacy of the problem (arbitration, hedonistic
strength, etc.). (Zaccagnini 1942, p. 268)

In Eq. (9.7), the old, non-uniqueness of the equilibrium solution reap-
pears, but this fact does not seem to be a problem for Zaccagnini. In the
case of n monopolists, Eq. (9.7) can easily be extended, and the following
general expression is obtained:

p=-p [fqi] 9.8
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Zaccagnini concludes his analysis of oligopoly theory with these words:

We believe that the economic applications of the mathematical process of
simultaneous maxima of different functions, show, in our opinion, how it
is possible to obtain the equilibrium conditions of a whole class of eco-
nomic problems quickly and rigorously. Such conditions are based on the
economic explanation which is often confirmed by ordinary reasoning in a
way that really fulfills our requirements of logical representation of reality.
(Zaccagnini 1947, p. 292)

The final result is not a single equilibrium position but an entire path
depending on the choice of firms, as in the Bertrand’s case. From a geo-
metric point of view, the equilibrium points identified by Eq. (9.7) are
found on the tangency of the isoprofit curves of the duopolists. It is an
equilibrium different from that of Cournot, with higher prices and less
quantity produced. However, the problem of the distribution of produc-
tion between the two firms remained unresolved, and, as in Pareto, it
could not been solved using pure economic theory. In the following years,
Zaccagnini attempted to extend his interpretation of the simultaneous
maxima in various directions, especially in the case of a socialist economy
and the labor market (Zaccagnini 1958).

The attempt to overcome the difficulties posed by Cournot’s model
with a different alternative derived from de Finetti’s mathematical model
did not enjoy success in the theory of non-competitive markets. The rea-
sons for this failure can be noted immediately, considering Eqs. (9.7) and
(9.8), which show a situation where the price is the same as that in the
monopolistic market, while the quantities produced by 7 firms remain
indeterminate. From the mathematical point of view, Cournot’s model is
a more powerful logical scheme, as it allows for determining the quanti-
ties produced, and thus the market price. It does not matter that for
decades it has been considered an inappropriate framework for studying
the market with few firms. The model of simultaneous maxima could
certainly be more coherent with the logic of economic maximization, but
this left open the economic discourse to sociologically or institutionally
external factors. This perspective did not create any discomfort for a
Paretian economist such as Zaccagnini. Pareto’s scholars were well aware
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of the limitations of the applications of mathematics to economic theory.
On the contrary, the request for mathematical rigor would become, after
the Second World War, the main lens through which to judge the validity
of economic reasoning. The indeterminacy of the equilibrium solution
would be considered as a fatal mistake and the Cournot model would
become a fundamental starting point for the study of non-competitive
markets, mainly for its analytical virtues.

9.8 Conclusions

The period between the two World Wars was characterized by intense
debate over the theory of oligopolistic markets. In 1934, von Stackelberg
documented in detail the variety and complexity of the different posi-
tions emerging among mathematic economists. It was not a purely theo-
retical or academic debate. The economic transformations that were
taking place, with the increase in the size of firms and industrial concen-
trations, required the economists to offer a proper theoretical interpreta-
tion. In particular, most economists critically considered the Cournot
model for not being for a convincing interpretation of the economic real-
ity, and new ways were sought. We saw how, in this context, the Paretian
economists participated actively in this debate, openly defending the
Cournot model. In particular, Amoroso became an authoritative voice in
this field of economic research. Zaccagnini in the 1940s moved on a dif-
ferent path using the mathematical insights of De Finetti to amend
Pareto’s theory.

The analysis of this debate can help us understand the reasons why the
Cournot model became the dominant approach of oligopoly theory
rather late and with some difficulties. Weak from the interpretative point
of view, the equilibrium of the best response approach became dominant
only when it was included in the new paradigm of game theory. In this
new theoretical setting, the model obtained centrality that had been long
questioned. It should be noted, however, that the supremacy of the
Cournot—Nash approach is not complete, as an alternative path of
research is always present. Even the most advanced textbooks (Martin
2002) take into account other behavioral hypotheses, such as those incor-
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porated in Bertrand’s model, that are completely different and closer to
reality. Ultimately, there is always doubt that the search for certain ana-
lytic properties, such as that of the uniqueness of equilibrium, can only
be obtained by sacrificing the necessary realism of the theory. There are
properties of the formal model that may be of interest to the mathemati-
cian, but certainly not to the economist. This epistemological contention
may perhaps explain why Nash’s equilibrium only slowly developed in
the postwar period in the community of economists, mainly because of
its fragility in terms of economic rationality, and only when the scientific
climate profoundly changed (Hurwicz 1953).
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Dispersion of Power as an Economic
Goal of Antitrust Policy

Stephen Martin

10.1 Introduction

The Sherman Antitrust Act became part of US law in 1890. It remains
the basis of US antitrust policy and has influenced the development of
competition policies around the world.

During the 20 years before passage of the Sherman Act, there was
broad public debate in the United States about the rise of large business
and the appropriate policy reaction to that rise. A wide range of views
were expressed, and this range of views was reflected during Senate debate
about the Sherman Act.

At first, the new law was ineffective, and public discussion of the trust
issue continued. In 1914, the United States adopted two additional pieces
oflegislation, the Clayton Antitrust Act and the Federal Trade Commission
Act, to complement the Sherman Act.
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By the mid-1940s, a mainstream consensus had emerged that US anti-
trust policy aimed to pursue both economic and social goals. Economic
goals included competitive market performance, high rates of innova-
tion, and productivity growth. Social goals included the dispersion of
economic and other kinds of power and fairness in market processes. It
was thought that these goals were mutually consistent and that policies
adopted to promote one of them would promote the others as well.

In its formative phase, US antitrust pursued these goals by promoting
competition. Section 1 of the Sherman Act promoted competition among
active firms by prohibiting agreements not to compete. Section 2 of the
Sherman Act promoted potential competition by prohibiting monopoli-
zation, which today an economist would describe as the erection of stra-
tegic barriers to entry to achieve or maintain monopoly' power. The
antitrust laws did not object to monopoly that resulted from competition
on the merits.

The original Section 7 of the Clayton Act prohibited mergers carried
out by acquisition of shares of stock, “where in any line of commerce ...
the effect of such acquisition may be substantially to lessen competition,
or to tend to create a monopoly”. The legislation was aimed at “the devel-
opment of holding companies and at the secret acquisition of competi-
tors through the purchase of all or parts of such competitors” stock”.? The
Congress that passed the Clayton Act in 1914 intentionally excluded
mergers carried out by acquisition of the assets of one company by
another company from the coverage of Section 7. Such mergers would be
public knowledge. As long as the fact of a merger was known, if it created
profit opportunities for existing or potential rivals, competition from
those rivals would get the best market performance possible. This passive
publicity approach avoided any direct government control of market
structure.

"Here and throughout the chapter I use the word “monopoly” in the antitrust sense of having the
power “to raise price and exclude competition” (American Tobacco Co. et al. ». U.S. 328 U.S. 781
(1946), at 811), not in the economic sense of “a single firm supplying a market into which entry is
costly (limited monopoly) or impossible (complete monopoly)”.

“For present purposes, we can define “competition on the merits” as profitable firm conduct that
does not involve agreements with other firms (so it does not violate Section 1 of the Sherman Act)
and does not depend for its profitability on denying actual or potential rivals the opportunity to
compete (so it does not violate Section 2 of the Sherman Act).

3Brown Shoe Co. ». U.S. 370 U.S. 294 (1962) at 313.
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In 1950, the Celler-Kefauver amendment to Section 7 of the Clayton
Act abandoned the passive approach and prohibited mergers carried out
by asset acquisition, where “the effect of such acquisition may be substan-
tially to lessen competition”. The extension of Section 7 to asset acquisi-
tions and the requirement to assess the future impact of a merger on
competition made economics central to the application of merger policy.
With time the enhanced role of economics spread to other areas of
antitrust.

In the interwar period, University of Chicago economists, like econo-
mists generally, supported antitrust policy as a bulwark against regula-
tion. The 1950 transition from passive to active merger policy accelerated
a change, underway since the late 1940s, in the views of Chicago econo-
mists toward antitrust policy. From the mid-1950s onward, lawyers and
economists working in the Chicago tradition were harshly critical of
received antitrust policy.

One element of this criticism was Robert Bork’s rereading and reinter-
pretation of congressional intent toward the Sherman Act. Bork’s conclu-
sion (1966, p. 11) was that “since the legislative history of the Sherman
Act shows consumer welfare to be the decisive value it should be treated
by a court as the only value”. It is now understood that when Bork wrote
of “consumer welfare”, what he meant was what economists call net sur-
plus, the sum of consumer surplus and producer surplus.

Bork’s analysis of congressional intent is associated with the rise of the
so-called “economic approach” to antitrust, which holds that antitrust
policy should concern itself with and only with practices that reduce sur-
plus in one or the other of the two meanings given to the term “consumer
welfare” and that other alleged purposes of antitrust policy are ruled out,
on the ground that they are not “economic”.

But if aggregate welfare depends on market outcomes for which there
are no markets, then an antitrust policy that maximizes consumer surplus
or minimizes deadweight loss is ineflicient in an economic sense, because
it ignores the economic consequences of missing markets. I show that
social preferences about aspects of market performance not captured by
consumer surplus or net surplus can be included in standard economic

#“Economic approach” is a misnomer. Hovenkamp (1985, p. 218) notes that US antitrust policy
from the 1950s to the mid-1970s was fully informed by contemporary mainstream economics.
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models. I use preferences about market structure as an example, but the
point is general and applies, for example, to preferences about net neu-
trality, about political contributions by businesses, about genetically
modified organisms, about carbon emissions, and other externalities
resulting from market activities.

I further argue that the role of economics in analyzing market perfor-
mance is limited to characterizing the costs and benefits of pursuing
alternative policy objectives and that economics as a science is agnostic
concerning what policy goals should be.

10.2 Related Literature

This chapter is related to a large body of work by legal and economic
scholars. References to parts of that literature are given at appropriate
points throughout the chapter. Here I mention three papers that make
contributions particularly related to the conclusions I draw.

Adams et al. (1991) examine the efficiency of equilibrium outcomes in
a two-good general equilibrium framework. If both sectors are perfectly
competitive, the equilibrium outcome is Pareto optimal, and efficient in
the Pareto sense.’ Pareto optimality fails if one or both markets is imper-
fectly competitive or in the presence of joint production by a firm with
market power. Whether or not a merger that supports market power
improves welfare depends on whether gains in production efliciency, if
any, outweigh reductions in consumer welfare.® They also make the point
that a firm with market power may profitably choose not to produce
some products that consumers would pay for, if the goods were available
at competitive prices. This is a missing-market issue of the kind I take up
in Sect. 10.8.

> As Arrow (1969, fn. 1) explains, “An allocation of resources through the workings of the economic
system is said to be Pareto efficient if there is no other allocation which would make every indi-
vidual in the economy better off”. He later remarks that (1969, pp. 49-50) “Of course, as Pareto
already emphasized, the proposition provides no basis for accepting the results of the market in the
absence of accepted levels of income equality”.

¢Williamson (1968) famously makes this point in a partial-equilibrium framework.
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Brock and Obst (2009) incorporate preferences about market concen-
tration in a general equilibrium model. I incorporate preferences about
market concentration in a partial-equilibrium model (Sect. 10.8). A par-
tial equilibrium version of their result, that a full welfare optimum
requires equality between the marginal loss of utility due to reduced
output and the marginal gain of utility from decreased concentration,
holds in my model.

Hovenkamp (1982) examines the argument that antitrust policy
should have the maximization of efficiency as its unique goal, using three
alternative efficiency standards (maximization of consumer welfare,
Pareto optimality, and wealth maximization). His conclusion (1982,
p- 30) that “Antitrust policy must come to grips with the fact that people
may sometimes be willing to pay higher consumer prices to realize certain
values, and that these values cannot always be determined in the volun-
tary market” is an implication of the model I develop in Sect. 10.8. His
view (1982, pp. 28-29) that economics can inform the law by determin-
ing the costs of alternative policies is much the same as the position I take
in Sect. 10.9.

10.3 The Formative Era
Economic Changes

The US economy was fundamentally transformed over the 25 years fol-
lowing the end of the American Civil War. Railroads, themselves the first
firms to operate at national scale (Chandler 1965), spanned the conti-
nent and made possible a single national market. In sectors of the econ-
omy that involved economies of large-scale production, markets came to
be dominated by large firms that achieved low unit cost and used railroad
transportation to supply vast geographic areas.” Farmers, small firms that

7 Chandler (1977) emphasizes three factors that combined to support enduring positions of market
leadership by large firms: economies of continuous operation, as in distilling, flour milling, oil
refining, sugar, and steel; backward and forward vertical integration; and effective management. See
also Lamoreaux (1985).



256 S. Martin

found themselves competing with large firms, and employees of railroads
and other large firms all took exception to the changes that followed.

Agricultural regions depended heavily on railroads, which were often
local monopolists or duopolists, to ship grain and livestock to industrial
food processors. Railroad rates were high in local monopoly markets, low
in local oligopoly markets. Railroad collusion during economic
downturns, imperfect though it may have been (Ellison 1994), was bit-
terly resented by farmers. Farmers were hostile to railroad rate discrimi-
nation and supported state legislation to regulate railroad rates (Farmer
1924; Miller 1954).

Local businesses similarly resented competition from distant, lower-
cost large-scale firms that could profitably undersell them in their home
markets. They lobbied state governments for protection against out-of-
state rivals, sometimes with success (Hollander 1964; McCurdy 1978).
Had such laws not been invalidated by the US Supreme Court, under the
Commerce Clause of the US constitution, there would have been no
national US economy, but rather a crazy-quilt of state markets. Local
businesses that faced competition from large firms remained unhappy
after protective legislation was struck down.

In industries supplied by large firms, workers found themselves on the
supply side of monopsonistic markets for labor services. The post-Civil
War period saw the rise of organized labor in the United States, a rise
sometimes marked by civil unrest.

Thus the creation of a national US market brought forth interest
groups-agriculture, small business, and organized labor-that criticized
“the trusts”. Segments of the general public looked askance at the devel-
opment of private firms that were larger, in terms of employees or
income, than some state governments. When state antitrust legislation
proved ineffective, aggrieved parties turned to the national government
for relief.

The topic of the rise of large business was never far from the public eye.
Economists, political scientists, sociologists,® lawyers, businessmen,” and
reformers all contributed to the ongoing public dialogue about the rise of

#The boundaries between these disciplines were less distinct than is now the case.

?On business sector intervention in this broad public debate, see Destler (1953).
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trusts.'® Discontent with the ramifications of large firms was widespread.!
It cannot be said that US antitrust, in its formative period, pursued spe-
cifically economic goals.

The Progressive Movement

Enforcement of the Sherman Act ramped up slowly and was hobbled by
restrictive court interpretations. The national debate on trusts and their
consequences went on, unabated.

Economists were active in this debate both before and after passage of the
Sherman Act. They were not enthusiastic about lzissez-faire. Nor were they
enthusiastic about the prospect of widespread government intervention in
the economy, preferring to rely on competition for industries of decreasing
or constant returns to scale and inclined toward what would now be called
public utility regulation for industries of increasing returns to scale.'?

A recurring element in the debate about trusts was the speed of entry. If
the response to incumbents’ economic profits was swift, large-scale entry,
incumbent firms would not be able to exercise market power, and no anti-
trust policy would be needed."” John Bates Clark, one of the founders of the
American Economic Association, came to view predatory price discrimina-
tion and restrictive manufacturer-distributor contracts as entry-deterring
strategies that could allow incumbent firms to exercise persistent monopoly
power.'* Clark was one of four members of a public service committee that

prepared a first draft of the 1914 Clayton Act (Fiorito 2013).

1%See U.S. Library of Congress (1907) for a bibliography of publications on the trust issue.

"In the 1911 Standard Oil decision (221 U.S. 1, at 83-84), Justice Harlan portrayed the rise of
trusts as threatening a kind of economic slavery.

12 The classification of industries according to the nature of returns to scale is due to Adams (1887,
p- 55) and emerged during the national debate over trusts. Williams (1990, pp. 94-96) notes that
Adams elaborated on John Stuart Mill’s concept of natural monopoly.

¥ Adams (1897), Giddings (1887), and Gunton (1888). Seventy-five years later, rapid entry was
the economic mechanism underlying the theory of contestable markets.

" Clark (1900, p. 407, two paragraphs in the original): “[I]t is potential competition, that is, the
power that holds trusts in check. The competition that is now latent, but is ready to spring into
activity if very high prices are exacted, is even now efficient in preventing high prices. It is to be the
permanent policy of wise and successful peoples to utilize this natural economic force for all that it
is worth. At present, it is not an adequate regulator. The potential competitor encounters unneces-
sary obstacles when he tries to become an active competitor”.
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Section 2 of the Clayton Act prohibits price discrimination, and
Section 3 prohibits restrictive manufacturer-distributor contracts (in
both cases, where the effect may be substantially to lessen competition or
tend to create a monopoly). Both provisions followed Clark’s views.

The provisions of the Clayton Act are highly specific. The Federal
Trade Commission Act is general: it establishes the Federal Trade
Commission as an independent agency within the executive branch,
and its operative provision, Section 5, prohibits unfair methods of
competition.

The Sherman Act, the Clayton Act, and the Federal Trade Commission
Act are the pillars upon which the superstructure of US antitrust rests.
There have been amendments to these “big three” laws, one of which is
discussed later, and specialized supplementary legislation. Some legisla-
tion exempts specific sectors (agricultural cooperatives, insurance) from
the coverage of antitrust.” Regulatory legislation sometimes assigns
responsibility for matters usually thought of as falling in the antitrust
sphere to regulatory commissions (such as the Federal Communications
Commission). The Webb-Pomerene Act of 1918 and the Export Trading
Act of 1982 allow firms to form joint-sales agencies-that is, to collude-for
sales on foreign markets, provided there are no repercussions for competi-
tion on the US market.

For present purposes, namely examination of the range of goals
ascribed to the antitrust laws, the Robinson-Patman Act of 1936 must be
mentioned. It amended the Section 2 Clayton Act prohibition against
price discrimination with the aim of protecting small grocery stores from
the competition of national chains. The legislation was drafted by a law-
yer for the United States Wholesale Grocers’ Association (Kintner 1978,
p- 2895).

In its 1951 Standard Oil of Indiana decision, the Supreme Court wrote
(340 U.S. 231 at 248-249, internal citations omitted, emphasis added)

The heart of our national economic policy long has been faith in the value
of competition. In the Sherman and Clayton Acts, as well as in the
Robinson-Patman Act, “Congress was dealing with competition, which it

Y Tradition, idiosyncratically, exempts organized baseball from antitrust rules.
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sought to protect, and monopoly, which it sought to prevent”. ...We need
not now reconcile, in its entirety, the economic theory which underlies the
Robinson-Patman Act with that of the Sherman and Clayton Acts. It is
enough to say that Congress did not seek by the Robinson-Patman Act either
to abolish competition or so radically to curtail it that a seller would have no
substantial right of self-defense against a price raid by a competitor.

In an accompanying footnote, the Supreme Court noted that “It has
been suggested that, in theory, the Robinson-Patman Act as a whole is
inconsistent with the Sherman and Clayton Acts”. The footnote is more
to the point than the text of the opinion, and the frankly protectionist
intent with which the Robinson-Patman Act was adopted cannot be rec-
onciled with an efficiency-oriented antitrust policy.

10.4 From Adoption to Mid-Century

The Sherman Act and the Federal Trade Commission Act are written in
terms of broad generality. The operative provisions of the Clayton Act are
more specific, but still leave substantial margin for interpretation.
Congress delegated to courts the task of fleshing out the framework it
had established in adopting the three basic antitrust laws. In the words of
Senator Sherman during Senate debate (21 Cong. Rec. 2460 (1890)):

I admit that it is difficult to define in legal language the precise line between
lawful and unlawful combinations. This must be left for the courts to
determine in each particular case. All that we, as lawmakers, can do is to
declare general principles, and we can be assured that the courts will apply
them so as to carry out the meaning of the law, as the courts of England
and the United States have done for centuries.

Courts have accepted this mandate, and in rendering decisions, have
expressed a range of views on the goals of the antitrust laws.'®

'®Crane (2015) points out that these objectives were all manifest during debates on the Sherman
Act and the Clayton/FTC Acts. I am indebted to Nicola Giocoli for this reference.
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Promote Fairness of Market Processes

In its 1897 decision finding the 7rans-Missouri Freight Association in vio-
lation of Section 1 of the Sherman Act, the Supreme Court recognized
that market processes could disrupt established economic relationships,
creating winners and losers and severe hardship for the latter (166 U.S.

290 (1897) at 323):

In any great and extended change in the manner or method of doing busi-
ness it seems to be an inevitable necessity that distress and, perhaps, ruin
shall be its accompaniment in regard to some of those who were engaged
in the old methods. A change from stage coaches and canal boats to rail-
roads threw at once a large number of men out of employment; changes
from hand labor to that of machinery, and from operating machinery by
hand to the application of steam for such purpose, leave behind them for
the time a number of men who must seek other avenues of livelihood.
These are misfortunes which seem to be the necessary accompaniment of
all great industrial changes. It takes time to effect a readjustment of indus-
trial life so that those who are thrown out of their old employment, by
reason of such changes ...may find opportunities for labor in other depart-
ments than those to which they have been accustomed. It is a misfortune,
but yet in such cases it seems to be the inevitable accompaniment of change
and improvement.

The social decision to use free markets to allocate resources dictates
that such disruptions be accepted, when they result from competition in
free markets. There is no such presumption if disruption is the result of
artificial aggregations of economic power (166 U.S. 290 (1897) at
323-324):

It is wholly different, however, when such changes are effected by combina-
tions of capital, whose purpose in combining is to control the production
or manufacture of any particular article in the market, and by such control
dictate the price at which the article shall be sold, the effect being to drive
out of business all the small dealers in the commodity and to render the
public subject to the decision of the combination as to what price shall be
paid for the article.
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In this view, the Sherman Act seeks to maintain fairness in market
processes in order to maintain public support for a market system of
resource allocation.

Maintain Competition

In 1927, in its opinion involving a challenge to a trade-association-
mentored cartel, the Supreme Court wrote that the purpose of the
Sherman Act was to maintain competition (U.S. v. Trenton Potteries 273
U.S. 392 at 397):

Whether this type of restraint is reasonable or not must be judged in
part at least in the light of its effect on competition, for whatever differ-
ence of opinion there may be among economists as to the social and
economic desirability of an unrestrained competitive system, it cannot
be doubted that the Sherman Law and the judicial decisions interpreting
it are based upon the assumption that the public interest is best pro-
tected from the evils of monopoly and price control by the maintenance
of competition.

Prohibit Unreasonable Restraint of Trade

In the 1933 Appalachian Coals decision concerning a proposed joint sales
agreement, the Supreme Court ruled that the Sherman Act prohibited
only undue restraints of trade (288 U.S. 344 at 359-360, emphasis
added):

The purpose of the Sherman Anti-Trust Act is to prevent undue restraints
of interstate commerce, to maintain its appropriate freedom in the public
interest, to afford protection from the subversive or coercive influences of
monopolistic endeavor. ...

In applying this test, a close and objective scrutiny of particular condi-
tions and purposes is necessary in each case. Realities must dominate the
judgment. The mere fact that the parties to an agreement eliminate competi-
tion between themselves is not enough to condemn it.
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It is often said that this decision was an aberration, reflecting the severe
economic conditions of the Great Depression. Yet, the decision is cited
by subsequent Courts, when they find it convenient to do so.

Prohibit All Restraints on Trade

The 1940 Socony-Vacuum case involved collusion in the US oil refining
industry. The force of the resulting Supreme Court decision is that the
Sherman Act rules out any agreement on prices (310 U.S. 150 at 221):

Buct the thrust of the [per se] rule is deeper and reaches more than monop-
oly power. Any combination which tampers with price structures is engaged
in an unlawful activity. Even though the members of the price-fixing group
were in no position to control the market, to the extent that they raised,
lowered, or stabilized prices they would be directly interfering with the free
play of market forces. The Act places all such schemes beyond the pale and
protects that vital part of our economy against any degree of interference.

Promote Dispersal of Power

For Justice Douglas, dissenting in the 1948 Columbia Steel merger case,
the Sherman Act aimed to disperse power (334 U.S. 495 at 536)"":

In final analysis, size in steel is the measure of the power of a handful of
men over our economy. That power can be utilized with lightning speed. It
can be benign or it can be dangerous. The philosophy of the Sherman Act
is that it should not exist. For all power tends to develop into a government
in itself. Power that controls the economy should be in the hands of elected
representatives of the people, not in the hands of an industrial oligarchy.
Industrial power should be decentralized. It should be scattered into many
hands so that the fortunes of the people will not be dependent on the whim
or caprice, the political prejudices, the emotional stability of a few self-
appointed men. The fact that they are not vicious men but respectable and
social-minded is irrelevant. That is the philosophy and the command of the

7See Fox (1981, fn. 72) for references.
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Sherman Act. It is founded on a theory of hostility to the concentration in
private hands of power so great that only a government of the people
should have it.

Monopolization

Two opinions by Judge Learned Hand, issued almost 30 years apart,
bracket the range of interpretations given to the Sherman Act Section 2
prohibition of monopolization.

Corn Products Refining

The Corn Products Refining Co. was a dominant firm, formed by merger,
that used deferred loyalty rebates, bogus independents, and below-cost
pricing to maintain its market position."® Judge Learned Hand’s 1916
opinion in a US government monopolization case made clear that the
Sherman Act had no objection to monopoly obtained by competition on
the merits (U.S. ». Corn Products Refining Co. et al. 234 E 964 at
1015)":

The national will has not declared against elimination of competitors when
they fail from their inherent industrial weakness. On the contrary, it has
declared with great emphasis against any methods by which such weak-
nesses might be concealed; in so doing it has assumed a positive purpose
toward industry, has established a norm to which competition must con-
form. This purpose the Corn Products Refining Company has persistently
and ingeniously endeavored to thwart from the outset. Its constant effort
has been to prevent competitors from that test which would in the long
run discover whether they could manufacture as well and as cheaply as
itself.

'8For a contrary view, see Peckham (1983).

This interpretation closely tracks a well-known portion of Senate debate before passage of the
Sherman Act, in which Senator Kenna asked if Section 2 would condemn a firm that had a monop-
oly because it was able to undersell all rivals, and Senator Edmunds replied that Section 2 would
not apply to such a case (21 Cong. Rec. 3151).
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Alcoa

Judge Hand’s 1945 opinion in the Alcoa monopolization case found both
economic and social goals behind the antitrust laws.?* The economic
goals related to the good market performance expected to result from the
stimulus of actual competition or the threat of potential competition
(148 E2d 416 at 427):

Many people believe that possession of unchallenged economic power
deadens initiative, discourages thrift and depresses energy; that immunity
from competition is a narcotic, and rivalry is a stimulant, to industrial
progress; that the spur of constant stress is necessary to counteract an inevi-
table disposition to let well enough alone. Such people believe that com-
petitors, versed in the craft as no consumer can be, will be quick to detect
opportunities for saving and new shifts in production, and be eager to
profit by them. In any event the mere fact that a producer, having com-
mand of the domestic market, has not been able to make more than a ‘fair’
profit, is no evidence that a ‘fair’ profit could not have been made at lower
prices.

Judge Hand also found broader social purposes in the Sherman Act
(148 F.2d 416 at 428—429; footnote omitted; not set off as a list in the
original):

* We have been speaking only of the economic reasons which forbid
Monopoly, but, as we have already implied, there are others, based
upon the belief that great industrial consolidations are inherently
undesirable, regardless of their economic results. In the debates in
Congress Senator Sherman himself ...showed that among the pur-
poses of Congress in 1890 was a desire to put an end to great aggrega-
tions of capital because of the helplessness of the individual before
them.

e 'That Congress is still of the same mind appears in the Surplus Property
Act of 1944... and the Small Business Mobilization Act... Not only

Judge Hand’s opinion was later endorsed by the Supreme Court (American Tobacco Co. et al. v.
U.S. 328 at U.S. 781 (1946) at 812-815).
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does § 2(d) of the first declare it to be one aim of that statute to ‘pre-
serve the competitive position of small business concerns,” but § 18 is
given over to directions designed to ‘preserve and strengthen’ their
position. ...

¢ 'Throughout the history of these statutes, it has been constantly
assumed that one of their purposes was to perpetuate and preserve, for
its own sake and in spite of possible cost, an organization of industry
in small units which can effectively compete with each other.

Regarding the first bullet point, the remarks of Senator Sherman to
which Judge Hand refers deal among other matters with public concern
about inequality in the distribution of wealth that was thought to follow
on the heels of trusts.”! In the second bullet point, Judge Hand notes that
the Congress of 1944 was concerned to promote small business.”” In the
third bullet point, he recognizes the implication of similar sentiments
expressed in the Sherman Act debate in 1890. Those legislative senti-
ments are inconsistent with the view expressed in Corn Products Refining
(and in Senate debate before passage of the Sherman Act) that US anti-
trust does not object to dominant market positions based on competition
on the merits. They cannot be reconciled with the hypothesis that
Congress conceived of the goals of antitrust policy exclusively in terms of
the maximization of consumer surplus or the minimization of dead-
weight loss.

Résumé

Courts, following the congressional mandate to “carry out the law”, have
imputed a variety of purposes to the Sherman Act and companion legisla-
tion. Writing after this period, Areeda described the possible goals of
antitrust policy (1983, p. 534):

21 See 21 Cong. Rec. 2460.

22 Alcoa charged the Aluminum Company of America with monopolization in violation of the
Sherman Act. The Surplus Property Act of 1944 set conditions for the federal government to dis-
pose of aluminum plants it had constructed as part of the war effort.
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Let me begin by stating summarily the other possible goals of antitrust
beyond maximizing consumer welfare. They include the political and social
values of dispersed control over economic resources, multiple choices for
producers and consumers free of the arbitrary dictates of monopolies or
cartels, equal opportunity, equitable income distribution, and “fairness” in
economic dealings. As a general proposition, such goals are attractive to
many citizens and perhaps most of them.

It should also be obvious, however, that these very goals are widely
served by that effective competition which maximizes consumer welfare.

10.5 Celler-Kefauver?

The shift from the passive, publicity approach to merger control of the
original Section 7 of the Clayton Act to the active antimerger policy of
the 1950 Celler-Kefauver Act was motivated by concern about the social
and political consequences of the rise of large firms, not its economic
causes or effects?:

The control of American business is steadily being transferred ... from local
communities to a few large cities in which central managers decide the
policies and the fate of the far-flung enterprises they control. ... Through
monopolistic mergers the people are losing power to direct their own eco-
nomic welfare. When they lose the power to direct their economic welfare
they also lose the means to direct their political future.

In his next remarks, Senator Kefauver invoked the lessons of recent
history, that the concentration of economic power in the hands of the few
led to either Fascism or Socialism. In the words of Bok (1960,
pp- 236-237):

To anyone used to the preoccupation of professors and administrators with
the economic consequences of monopoly power, the curious aspect of the
debates is the paucity of remarks having to do with the effects of concentra-
tion on prices, innovation, distribution, and efliciency. To be sure, there

»Martin (1959) and Bok (1960) discuss the legislative history of the Celler-Kefauver Act.
% Senator Kefauver, 96 Cong. Rec. 16452, 1950.
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were allusions to the need for preserving competition. But competition
appeared to possess a strong socio-political connotation which centered on
the virtues of the small entrepreneur to an extent seldom duplicated in
economic literature.

In its first opinion applying the amended Section 7, the Supreme
Court summarized as follows congressional intent in amending Section 7

(370 U.S. 294 (1962) at 315, footnotes omitted):

The dominant theme pervading congressional consideration of the 1950
amendments was a fear of what was considered to be a rising tide of eco-
nomic concentration in the American economy. ...Other considerations
cited in support of the bill were the desirability of retaining “local control”
over industry and the protection of small businesses. Throughout the
recorded discussion may be found examples of Congress’ fear not only of
accelerated concentration of economic power on economic grounds, but
also of the threat to other values a trend toward concentration was thought
to pose.

The Supreme Court noted the explicit statement in a Senate Report
that the amendment aimed to give antitrust a tool to stop a trend to
increased concentration before it became irreversible (370 U.S. 294
(1962) at 317318, emphasis added): “The intent here . . . is to cope with
monopolistic tendencies in their incipiency and well before they have
attained such effects as would justify a Sherman Act proceeding”. If a
merger would not worsen market performance, but could be expected to
be the first of a series of mergers that would, in total, worsen market per-
formance, congressional intent was to block the merger.

10.6 Bork on Legislative Intent

From the early post-World War II period, University of Chicago econo-
mists developed views inimical to what they sometimes referred to as
“collectivism” (Brown et al. 1955).% This included a reversal of Chicago

¥ Curiously, speakers in congressional debate before passage of the Celler-Kefauver Act explicitly
referred to the amendment as a device to avoid collectivism. See Bok (1960, fn. 51) for references.
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economists” interwar support for antitrust policy.*>” One element of this
program was BorKk’s analysis (1966, 1967, 1978) of congressional intent
behind the Sherman Act, based on the debates reported in the
Congressional Record. Bork quotes extensively from congressional
debates. He gives 21 instances in which senators or representatives
referred to the trust problem as one of raising price to the consumer,
advancing cost to the consumer, and the like, which suggests speakers’
concern with the impact of monopoly pricing on purchasers. He gives
eight instances in which speakers referred to restraint of trade or the like,
which to a modern economist might suggest an interest in minimizing
deadweight loss.

Much of Bork’s discussion makes sense only if “consumer welfare”
is taken to mean “the welfare of purchasers”. To give one example of
what could be many, writing of an antitrust rule against mergers lead-
ing to monopoly, Bork makes a clear distinction between consumer
welfare and producer welfare and argued that Congress gave priority
to consumer welfare over producer welfare (1966, p. 11, emphasis

added):

The argument for this rule in Congress, however, shows that it derived in
large measure from a desire o protect consumers from monopoly extortion.
Insofar as other classes, such as small producers who sold to or bought from
monopolists, were to be benefitted, that benefit was not seen as conflicting
with the consumer-welfare rationale but rather as reinforcing it. Where
producer and consumer welfare might come into conflict ... Congress
chose consumer welfare as decisive.

“Fetter (1932) published a statement of support signed by 127 economists that saw the antitrust

laws as an alternative to more invasive approaches, “preserving the policy of free markets for indus-
trial products whereby individual and small corporate enterprise may be assured unhindered
opportunity to demonstrate through efficiency, service and low prices to the public, its right to
survival in business” and opposing “widening and extension of the realm of public price fixing in
industry and commerce [which] must impose an impossible burden upon governmental agencies
of control and irreparable injury to the political and social, as well as economic, interests of the
whole people”. Seven of the signatories (Paul H. Douglas, S.E. Leland, H.A. Millis, S.H. Nerlove,
Henry Schultz, Jacob Viner, and Chester W. Wright) were affiliated with the University of Chicago.
#On the change in attitude of Chicago economists toward antitrust, see Martin (2008, 39, 43-49).
On the central role of Aaron Director, see Bork (1993, p. 12). On the Second Chicago School
generally, see Reder (1982), Kitch (1983), and Van Horn et al. (2011).



Dispersion of Power as an Economic Goal of Antitrust Policy 269

If “consumer welfare” means “protecting purchasers from monopoly
extortion”, it does not include the welfare of the owners of firms that
exact monopoly prices.

The only hint that what Bork intends by the term “consumer welfare”
is the combined welfare of consumers and producers is an oblique turn of

phrase in his introduction (Bork 1966, p. 7, emphasis added):

My conclusion, drawn from the evidence in the Congressional Record, is
that Congress intended the courts to implement (i.e., to take into account
in the decision of cases) only that value we would today call consumer
welfare. To put it another way, the policy the courts were intended to apply
is the maximization of wealth or consumer want satisfaction.

Bork (1967, p. 242) is more explicit: “My thesis is that existing statutes
can be legitimately interpreted only according to the canons of consumer
welfare, defined as minimizing restrictions of output and permitting effi-
ciency, however gained, to have its way”. In 7he Antitrust Paradox, after
defending a consumer welfare goal for antitrust for 110 pages, Bork
explains that the surplus that purchasers lose by paying high prices is not
a loss of consumer welfare, but an income transfer (1978, p. 110):

Those who continue to buy after a monopoly is formed pay more for the
same output, and that shifts income from them to the monopoly and its
owners, who are also consumers.

Bork’s turn of phrase has hopelessly muddled these waters, with courts
citing Bork in support of the position that antitrust policy aims to maxi-
mize consumer welfare, then making arguments that conceive of harm to
market performance in terms of the welfare of purchasers, not net
surplus.

Nor have legal scholars found Bork’s argument convincing; law jour-
nals are strewn with alternative interpretations of the goals of US anti-
trust policy.

Fox writes (1981, p. 1154) that “[T]he claim that efficiency has been
the goal and the fulcrum of antitrust is weak at best. The values other
than efficiency that underlie the commitment to power dispersion,
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economic opportunity, and competition as market governor demand
equal attention”. For Lande (1982, p. 150) “Each antitrust law grew in
part out of a desire to define and protect consumers’ property rights, an
antipathy toward corporate aggregations of economic, social, and politi-
cal power, and a concern for small entrepreneurs”. Rowe (1984, p. 1560,
in footnote 295) observes that “Not unexpectedly, the 1890 debates
reveal a mix of social, economic, and political concerns”.

Brodley regards the economic and noneconomic goals of antitrust as
mutually compatible (1987, p. 1022, footnote omitted):

[TThere is a unity between the pragmatic substance of antitrust-its eco-
nomic goals-and the law’s animating spirit-its social and political founda-
tions. Thus, the pursuit of the correctly defined economic goals of antitrust
will generally advance the social and political objectives of the law as well.

Posner (1987, pp. 209-210, footnotes omitted, emphasis added)

denies Bork’s principal conclusion:

The legislative history makes clear that the [Sherman] Act was aimed at the
great trusts (cartels and monopolies) of the time, but is not single-minded
concerning what aspect of the trusts was reprobated. Some members of
Congress wanted to punish the trusts because the trusts restricted output
and raised price, and thus hurt consumers. Others believed that the trusts,
whether through economies of scale or other efficiencies, produced a
greater output at lower price, thus helping consumers (in both the short
and long run) but hurting inefficient competitors. Still other members of
Congress relied on both reasons for supporting the Act, believing that it
would both help consumers and help the trust’s competitors. The modern
economic analysis of monopoly has made the inconsistency of these two
reasons transparent. But no one in 1890 understood the economic concept of
efficiency; it hadn’t been developed yer.

Adams and Brock regard the economic goals of antitrust as subsidiary
to its political goal, maintenance of a free society (1987, p. 1116)*:

*The same position was taken by the German Ordoliberal School.
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The primary purpose of antitrust is to perpetuate and preserve a system of
governance for a competitive, free enterprise economy. Efficiency and con-
sumer welfare constitute ancillary benefits that are expected to flow from a
system of economic freedom. ...Antitrust calls for a dispersion of power,
buttressed by built-in checks and balances, to guard against the abuse of
power and to preserve not only individual freedom, but also more impor-
tantly, a free system. Antitrust is founded on a theory of hostility toward
private concentration of power....

Hovenkamp writes of Bork’s work (1989, p. 22, footnotes omitted)

[Bork] concluded all too quickly that because some members of Congress
knew that demand curves slope downward (i.e., that output is reduced as
prices rise), that they also had a modern conception of allocative efficiency
and the social cost of monopoly. Not a single statement in the legislative
history comes close to stating the conclusions that Bork drew.

In sum, we can agree with Ginsburg (2014, p. 947) that Bork’s analysis
of the legislative intent underlying the Sherman Act has been rejected by
the Academy.

10.7 Kaldor, Hicks, and Potential
Compensation

It is in the nine pages of Chapter 5 of Bork (1978) that Bork explains his
expansive use of the term “consumer welfare”. The issues involved in that
usage are the subject of a large economics literature, to which Bork does
not refer, and can be presented with reference to Fig. 10.1.

It depicts a market supplied by a single firm, a monopolist in the anti-
trust sense, that can set a price pg that is greater than its marginal cost ¢
without inducing entry by higher-cost potential competitors.

If the market were perfectly competitive, price would equal marginal
cost ¢. Output would be Q.. The area of the triangle ¢DF is consumer
surplus under perfect competition. Like Hicks (1942, p. 126), Bork fol-
lows Marshall (1920, p. 125) definition of consumers’ surplus as “The
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P

D Market Demand

Fig. 10.1 Consumer surplus vs. net surplus (constant marginal cost ¢, entry-
inducing price pe)

excess of the price which [consumers] would be willing to pay rather than
go without the thing”. Thus consumers’ surplus is a monetary amount,
not a measure of utility. Az is not a measure of the utility the owners of
the firm gain when they spend their additional income in other markets.
ACS is not a measure of the utility consumers lose when they reduce
spending in other industries.

If the market is supplied by a single firm that sells Q units of output
at price pp, the firm earns an economic profit in the amount of the shaded
rectangle ¢P:EG. Relative to perfect competition, this economic profit is
a transfer of purchasing power from the consumers who purchase the
good at the price pr to the owners of the firm. It is also a monetary
amount.

Consumers’ surplus at price pg is the area of the triangle pzDE.
Consumer surplus under monopoly is reduced by an amount equal to
the area ¢pEF. If the increase in owners’ income is set against the lost
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consumers surplus, what is left, the area of the triangle £FG, is the dead-
weight loss due to monopoly power.

Consumers who remain in the market under monopoly reduce spend-
ing in other markets by an amount equal to the area of the rectangle
¢PeEG. The owners of the firm increase spending in all markets in which
they buy by an identical amount. That the changes in income of the two
groups are of the same monetary amounts does not imply that the changes
in satisfaction of the two groups are the same. What one can say from
Fig. 10.1 is that consumers would spend less for the privilege of being
able to continue to buy Qg units than they would be willing to spend to
buy Q¢ units of output, and that the owners of firms have economic
profit (p, —c)Q, to spend under monopoly that they would not have
under competition. The figure tells us nothing about the implied changes
in satisfaction.

We are thus led to the issue of interpersonal welfare comparisons, as
were Robbins (1938), Kaldor (1939), and Hicks (1939). Robbins entered
into a discussion of the welfare consequences of relaxing nineteenth-
century restrictions on the importation of corn into England. The result-
ing lower price of corn would make consumers better off and farmers
worse off, just as the price increase shown in Fig. 10.1 would make con-
sumers worse off and the owners of the firm better off. Robbins’ view was
that it was not possible to measure the net welfare impact of the change
without making the assumption that consumers and farmers had “equal
capacity for satisfaction”. He argued that there was no basis in economic
science for making such an assumption.

In the analysis of the welfare impact of monopoly power, if lost con-
sumers  surplus and increased economic profit represent comparable
units of satisfaction, then deadweight loss represents the net welfare loss
due to monopoly power. But, Robbins’ position implies, there is nothing
in economics as a science that allows us to say that changes in identical
monetary amounts of income represent identical changes in satisfaction.

Kaldor (1939), seconded by Hicks (1939),” responded with what is
now called the Kaldor-Hicks potential Pareto improvement welfare crite-
rion. A reallocation of income is a Pareto improvement if it makes some

#1In a lecture that was probably delivered in 1954, Hicks expressed the view that he and Kaldor
“had gopne wrong” in 1939. See Kanari (2006).
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individuals better off and no individuals worse off. A reduction in the
tariff on corn is not a Pareto-improving policy change: it makes consum-
ers better off and farmers worse off. If, however, the government were to
levy lump-sum taxes on consumers and make lump-sum distributions to
farmers in an amount just sufficient to compensate farmers for lost
income, and consumers were still better off with a lower price of food,
there would be a Pareto improvement.*

Kaldor proposes to look at what the net welfare impact of a policy
change would be if these kinds of lump-sum transfers from winners to
losers were made, whether or not the transfers actually are made; whether
compensation should be given or not (1939, p. 550) “is a political ques-
tion on which the economist, gua economist, could hardly pronounce an
opinion”.

With this approach, Kaldor sought to avoid interpersonal comparisons
of satisfaction (1939, p. 551, footnote 1). The consensus of the literature
is that this does not work (Winch 1965, p. 406)°*:

The original version of the compensation principle, now generally referred
to as the Kaldor-Hicks criterion ..., under the assumption that full com-
pensation will in fact be made, is uniquely free from either interpersonal
comparison or value judgment. ...Under the assumption that all changes
will be offset, the only question is whether the amount of money collected
from gainers will be enough to compensate losers; all comparisons are in
hard, homogeneous dollars. It is only when the possibility, or desirability,
of compensation is questioned that problems arise. Then some people
might be worse off, and it becomes necessary to compare changes in
satisfaction.

In the context of the income transfer impact of monopoly power, we
can write a weighted sum of economic profit and lost consumer surplus as

6,Ar +6,ACS. (10.1)

3 “Lump sum” means that taxes are levied and subsidies granted in ways that do not alter individual

behavior other than through the implied change in income. As a practical matter, it is impossible
to implement lump-sum transfers.

*"Winch comments on welfare measurement using the compensating variation, an alternative to
consumer surplus due to Hicks.
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In a move from competition to monopoly, the change in profit Az is
positive, and the change in consumer surplus ACS is negative. If 8, =
0, = 1, (10.1) becomes deadweight loss, the statistic is implied by the
Kaldor-Hicks potential Pareto improvement criterion and championed
by Bork under another name. If 0, = 0, 6, = 1, (10.1) becomes lost con-
sumer surplus, which is what is relevant under a consumer welfare stan-
dard. But there are no theorems in economics that tells us what the
weights should be. Weighting changes in income equally, 6, = 6, = 1, does
not avoid interpersonal comparisons: it is simply one of many possible
choices about the way the income changes of the two groups might be
summarized in a single statistic.

Stigler’s reaction to the potential Pareto improvement principle was
that whatever weightings are used should be indicated up front (1943,
p. 359): “There is grave danger in leaving the value judgments unspec-
ified except by implication...”.”* After a careful review of the eco-
nomics literature on the topic, Chipman and Moore agree (1978,

p- 581):

After 35 years of technical discussions, we are forced to come back to
Robbins’ 1932 position. We cannot make policy recommendations except
on the basis of value judgments, and these value judgments should be made
explicit.

10.8 Missing Markets and the Goals
of Antitrust

Under stringent assumptions that include existence of a complete set
of competitive markets, the First Theorem of Welfare Economics tells
us that equilibrium is Pareto optimal (Koopmans 1957, Essay 1). This
result fails if some markets are not competitive. It fails if some goods
are public goods. And it fails if there are missing markets (Newbery
1989).

32 See similarly Slesnick (1998).
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There are many consequences of market activities for which there are
no markets. In some such cases, as, for example, carbon emissions, gov-
ernments may attempt to create a market that would not otherwise exist.
But there may be preferences about other consequences of economic
activity for which this is impossible. Individuals may prefer net neutrality
over differential pricing for internet service/product suppliers. Individuals
may prefer that there be information sources expressing a range of view-
points, even though they disagree with some of those viewpoints.
Individuals may prefer that the corporations should not be able to make
unlimited political contributions, or have preferences about absolute firm
size. Individuals may prefer that markets be less concentrated rather than
more concentrated, even markets for products they do not buy, because
they object to the consequences of the rent-seeking expenditures they
expect to occur in concentrated markets. It is straightforward to include
preferences about the outcomes of market activity for which there are no
markets in standard economic models. I illustrate this by comparing two
models of a market with linear demand, one in which there are no prefer-
ences about market structure and one in which there are preferences
about market structure. In the second model, welfare is reduced if market
concentration, an indicator of market and other dimensions of power,
exceeds a threshold level.

Demand
No Preferences About Market Structure

As is well known, a linear demand curve can be derived from a micro-
level model of V individuals, each purchasing 1 or 0 units of the homo-
geneous good and each with a reservation price that is uniformly
distributed on the interval [O,Cl]. With such a specification, individual
utility in the market for the homogeneous good is

X, —p X, 2p
u, = > (10.2)
0 X, <p
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where the individual reservation price x; is uniformly distributed on the
interval [0,a]. The implied inverse demand equation is®

p=a-bQ. (10.3)

As is also well known, the inverse demand equation (10.3) can also be
derived from a quadratic aggregate welfare function for the good in
question,

U(Q):aQ—%sz. (10.4)

Preferences About Market Structure

A specification of individual utility in the market for the homogeneous
good if individuals have preferences about market structure is

X, —p xl.Zp_ %[}(ml)—m)2 m<m,

u,=h(y,—p)+ (10.5)

< '
0 NP oo mz=m,

where m is the number of firms in the market, m, is the individual’s
preferred number of firms, and > 0 is a parameter that determines the
strength of preferences about market structure.

The assumptions made in the following section about the supply side
of the market imply that firms produce identical amounts in equilibrium.
The number of firms 7 is then a complete description of equilibrium
market structure: the smaller is 72, the more concentrated is the market.?
Preferences of the form (10.5) imply that if the market is more concen-
trated than an individual prefers, 7 < mp, individual utility is reduced.

#1In (10.3), b = a/N.

%m is the inverse of the Herfindahl index, perhaps the most common measure of supply-side
concentration.
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If the market is less concentrated than the individual prefers, 7 > myp,
individual utility is determined as in (10.2).

For simplicity, I suppose all individuals have the same preferred num-
ber of firms.* This specification implies that individual welfare falls as the
number of firms falls short of the preferred number of firms.

The implied aggregate welfare function is

1
1 2 - m
U(Q.m,,m)=aQ-—bQ* N2 . (10.6)
2
0 m2m

In this specification, individuals have preferences over market struc-
ture, but there is no market for market structure. Inverse demand in the

market for Q is again given by (10.3).

Supply and Cournot Equilibrium

Since the alternative specifications of individual utility yield the same
aggregate demand, Cournot equilibrium values are the same for prefer-
ences of both types.

There are m firms. Let constant marginal cost ¢ and fixed cost F be the
same for all firms, so the firm cost function is

C(q,)=cq,+F. (10.7)

In this linear inverse demand constant marginal cost model, firm 7’s
objective function is

m,=(a—c—bQ)q,—F. (10.8)

35This is not essential for the results that follow. It is straightforward to modify the model so some
individuals’ preferences do not involve market structure, or to allow the preference parameter f§ to
differ across individuals. An Appendix giving details is available on request from the author.
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Cournot equilibrium output per firm is

m)= . 10.9
)= 102
Equilibrium price is
a-c
m)=c+ s 10.10
p(m)=ct—— (10.10)

and equilibrium profit per firm is

2
ﬂ(m):%(a_cj —F. (10.11)

m+1

We follow common practice and treat the number of firms as a con-
tinuous variable. Then the equilibrium number of firms 72, makes profit
per firm equal to 0:

m,, = ~1. (10.12)

If we substitute (10.12) into (10.9) and (10.10), we get the corre-
sponding long-run expressions:

F
== 10.13
Dx =47 ( )

Dig =C+NbF. (10.14)
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Minimum Number of Firms

Suppose the government specifies a minimum price,*

1

1
Py =c+5(a—c)—5\/(a—c)2—4,ubF, (10.15)

where

n>m,

is a target number of firms.
Profit per firm is

T, =%[a—c—\/(a—c)2 —4,ubF}qi—F.

If there is free entry, the number of firms adjusts until 7; = 0. Then
output per firm is

2F

(a—c)—\/(a—c)2 —4ubF
11

_ zw[a—c+\/(a—c)2 —4,ubF}.

q, =

Total output is pg,, the market-clearing price for which is
a-buq, =p,.

Thus with free entry, the market is supplied by y > ;. firms at a price

Pu> Prr

%A consistency condition is that the discriminant on the right be nonnegative. This implies an

(a—c)

bound , 1<
upper bound on p, u AbF
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2 is below the monopoly price. It rises as y rises. The difference

p,u —DPrr

is the cost to purchasers, per unit of output, of having a less concentrated
market structure.

Welfare

In this section, I use a numerical example to illustrate the welfare conse-
quences of a minimum-number-of-firms policy.?”
Let 2 =10, 000, & =1, and ¢ = 0. Then the inverse demand equation is

p=10,000-0.

If F=4, 000, 000, the long-run Cournot number of firms 72, is 4, each
producing output g;z = 2000. The market-clearing price is p;z = 2000.

If there is a minimum price p, = 4000, then with free entry the market
is supplied by y = 6 firms, each producing g, = 1000 units of output.

The welfare consequences of a minimum-number-of-firms policy
depend on the structure of preferences.

Preferences Independent of Market Structure

If preferences are independent of market structure, the subaggregate wel-
fare function is

U(0)= 10,000Q—%Q2. (10.16)

37Tt may be that the comparison between long-run Cournot equilibrium and minimum number of
firms equilibrium is not the relevant comparison. It might be that with 7 firms, tacit collusion is
an equilibrium, either in a repeated game or as in Selten’s (1973) static collusion model. If a decon-
centration policy destabilizes tacit collusion, it can increase welfare even if the population is indif-
ferent toward market structure. See footnote 38.
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In Cournot equilibrium, firms break even. Since profit per firm is zero,
aggregate welfare is simply consumer surplus,

CS,, = %QjR = 32,000,000. (10.17)

If government sets price p, = 4000 and there is free entry, consumer
surplus is reduced:

¢S, =18,000,000. (10.18)

Increasing the number of firms in the market reduces welfare if the
population is indifferent toward the number of firms that supply the
market.?®

Preferences Dependent on Market Structure

Alternatively, let preferences depend on the number of firms in the
market,

1 2
~ — - <
U(Q,mD,m):IO,OOOQ—%QZ—N Z By =m)m<my 6 19
0 mzm,

and let f = 700.

For the example, consider the case that 7 < mp. Then
(0, m,, m)=10,000Q —%Qz ~3,500,000(m, —m)".  (10.20)

using 2/N = b =1 to get N = 10, 000.

3If tacit collusion on monopoly output is sustainable with four firms, consumer surplus (per
period) is 12,500,000. If tacit collusion on monopoly output is not sustainable with six firms, a
minimum-number-of-firms policy improves market performance even if there are no preferences
about market structure.
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The long-run Cournot equilibrium values are as before, 7 = m = 4,
pLR = 2000, qir = 2000.

If mp, = 6, Cournot equilibrium aggregate welfare is
U(Q, 6,4)=18,000,000.

If the government sets price p, = 2763.9, then p = 5 with free entry.
Each firm produces g, = 1447.2 units of output, and aggregate welfare is

U(Q.6,5)=22,680,340.

This is greater than net social welfare in long-run Cournot equilib-
rium. If preferences extend to market structure, then some reduction in
concentration increases welfare.

10.9 Conclusion

From its inception, the mainstream view of US antitrust was that it pur-
sued a range of mutually consistent goals. Closer-to-competitive market
performance, for example, promotes economic efficiency in the sense of
minimizing cost and effectively allocates resources across markets. It also
sustains public belief in the fairness of market processes and so maintains
support for a market system of resource allocation, despite the fact that a
dynamic market system creates winners and losers.

From the post-World War II period onward, legal and economic schol-
ars associated with the Chicago School of antitrust analysis® have sought,
with much success, to narrow the focus of antitrust, arguing that it should
promote allocative and productive efficiency, and that other possible
goals are inadmissible because they are not “economic”.

My argument in this chapter is that what is called an “economic”
approach is no such thing, and by its nature, could not be. Economics
does not teach that antitrust policy should seek to minimize deadweight

1 borrow the term from Posner (1979).
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loss due to monopoly power, or to maximize consumer surplus, or to
protect small firms, or to reduce market or aggregate concentration, to
the exclusion of other goals. Economics provides tools to measure the
costs and benefits of such policies; the choice among them, if choice there
must be, is outside the realm of economics (Robbins 1932, p. 129, foot-
note omitted)*’:

[T]here are no economic ends. There are only economical and uneconomi-
cal ways of achieving given ends. We cannot say that the pursuit of given
ends is uneconomical because the ends are uneconomical; we can only say
it is uneconomical if the ends are pursued with an unnecessary expenditure
of means.

Bork, as Ginsburg (2014) says and as noted earlier, has been rejected
by the Academy. But as he also notes (Ginsburg 2014, p. 949), the
Academy has failed to persuade the judiciary: landmark antitrust deci-
sions often cite Bork in support of an “economic approach” that sees
antitrust as maximizing net surplus.*! The continued adherence of US
courts to policy prescriptions for imperfectly competitive markets gener-
ated by a school of thought that insists most markets can be treated, most
of the time, as if they were perfectly competitive (Reder 1982) presents a
challenge to mainstream economists. The adherence of the Supreme

Court,* if in a unclear way, to a reading of legislative intent that antitrust

4 See similarly Arrow (1974, p. 17): “Rationality, after all, has to do with means and ends and their
relation. It does not specify what the ends are”.

#I'There is more than circumstantial evidence that parts of the judiciary have not grasped the mean-
ing Bork gives to the phrase “consumer welfare”. Ginsburg (2014, p. 945) hails the Supreme
Court’s Reiter v. Sonotone decision for its embrace of the consumer welfare standard. Yet, in that
decision, the court views the antitrust treble damage provision as (442 U.S. 330 at 343) “a means
of protecting consumers from overcharges resulting from price fixing”, which is a remark about the
welfare of purchasers. In Jefferson Parish Hospiral, the Supreme Court refers to increased monopoly
profit due to price discrimination as a social cost of market power (466 U.S. 2 (1984) at 14-15).
But under Bork’s net surplus standard, price discrimination which tends to increase output
improves market performance (Bork 1978, pp. 394-398); increased monopoly profit is merely a
transfer from purchasers to the producer.

#See Ginsburg (2014, fn. 50) for citations to lower-court opinions that admit the possibility of a
range of goals for the antitrust laws.
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scholars reject as indefensibly narrow creates a quandary for those schol-
ars when they seek to formulate antitrust policy advice.*®

Bork himself, however, explained why it is worthwhile to put forward
mainstream economic results (Bork 1967, pp. 242-243):

Antitrust policy is determined, far more than most people realize, by the
Supreme Court. Reform is as likely to come through change in the intel-
lectual world which ultimately reaches the Court as by any other means.
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Jean-Baptiste Say on Political Power
(1793-1832)

Emmanuel Blanc and André Tiran

11.1 Introduction

The French Restoration saw intense political debate with the fall of
Napoleon Bonaparte and the reinstatement of Louis XVIII as well as the
advent of Louis-Philippe’s July Monarchy. J.-B. Say was one of the found-
ing fathers of French liberalism in terms of political theory, and his influ-
ence on the French liberal group under the Restoration was far greater
than is generally thought. This liberal group emerged from the constitu-
tional monarchists, the Girondins; during the initial stages of the
1789-93 French Revolution, they formed the ‘liberal opposition” which
was to be in conflict with policies under Napoleon and the Restoration
throughout the first three decades of the nineteenth century.

Liberalism featured such traditional themes as the limitation of the
state, a written constitution, a representative government with account-
able ministers, the protection of civil rights, freedom of speech and the
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control of budget expenditure. Some other key issues were the king’s
power and his relationship with the Charter, individual freedom and con-
stitutionalism, the analysis of the origins of political power, the nature of
freedom, the relationship between the individual and the state and the
role of religion and the Church. It was a novel analysis of the relationship
between man and state, and J.-B. Say played a key role in this tradition.
The whole of the liberal group engaged in a consistent political struggle
about all these issues. ].-B. Say conducted his struggle through his teach-
ing at the Azhénée, the publication of articles and above all his influence
on Charles Comte and Charles Dunoyer. His obsession was the stabiliza-
tion of the Republican political order.

J.-B. Say appears as a man of transition on several counts. It is to be
noted that his life (1767-1832) straddled two eras, the classical period
and the beginning of romanticism. On the one hand, he still belonged to
the second generation of the Enlightenment, not to the physiocrats and
enlightened despotism but to the generation of revolutionaries such as
Honoré de Mirabeau (not his father Victor), Turgot, Necker, Condorcet,
Isnard, Cabanis, Destutt de Tracy, in short to the ‘Ideologues’, the
Girondins and the Liberal Republicans. On the other hand, he was a
contemporary of Chateaubriand (Zravels in America 1827), Stendhal
(Racine and Shakespeare 1823, The Red and the Black 1830), who was one
of his sharp-eyed readers, Victor Hugo (Hernani 1830), Lamartine
(Poetical Meditations 1820) and even Balzac (7he Physiology of Marriage
1829), Musset (Zales from Spain and Iraly 1830, The Whims of Marianne
1833) and Vigny (Szello 1832).

The opinion on J.-B. Say has often been grievously warped by Marx’s
and Walras' readings. For reasons which we do not develop here, they
seriously distorted and even mutilated Say’s thinking.! However, Marx is
not accountable for the short-sightedness of many uninformed readers,
who view Say as the representative of bourgeois conservatism or social
reaction. Quite the opposite is true; one will have a much more accurate
view if one considers that J.-B. Say’s school of thought and political stance
are on the far left of the political spectrum. This is why Saint Simonians,

!See E. Blanc et A. Tiran “introduction” in /.-B. Say. Euvres Morales et Politiques, vol. V, directed
by E. Blanc et A. Tiran, pp. 10-42. Euvres complétes complétes de Jean-Baptiste Say, coordinated by
André Tiran, Economica, Paris, 2003; J.-B. Say, Olbie ou Essai sur les moyens de réformer les maeurs
d’une nation, introduction et notes de J. P. Frick, Presses universitaires de Nancy, Nancy, 1990.
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Proudhonians and all the younger generations referred to Say between
1814 and 1832. Charles Comte and Charles Dunoyer took their inspira-
tion directly from him, as did Benjamin Constant. Say is on the far left
because, as we shall see, he was opposed to the Bonapartists, as well as to
the monarchists and Jacobins. He was a staunch Republican and never
caved in, nor did he accept honours in exchange for submission, paying
a high price in terms of his career in France.? ].-B. Say is also viewed as
concerned solely with economic matters such as free trade, value, the law
of markets (Say’s law), and so on. He is said to have been responsible,
more than anyone else, for the divide between economics and politics.
We know that J.-B. Say intended to write a book on the principle of
utility. In his handwritten notes he wrote: “I use my Athénée course on the
principle of utility for my Practical Politics”.* As a matter of fact, the only
published text we have is a 50-page Essay on the Principle of Utility. Published
for the first time just one year after his death by his son-in-law Charles
Comte in the 1833 Mélange et correspondance déconomie politique, it was
also included later in the editions of his Complete Course. In this chapter, we
use these documents to verify if it is possible to extend ].-B. Say’s principle
of utility to morality and to politics. It comprises three parts. The first one
focuses on documenting specific and little-known aspects of J.-B. Say’s
political struggle (1793-1803). The second one is concerned with the
period of the theorization of politics from his moral utility perspective
(1814-1832). The third one deals with the exercise of power.

11.2 J.-B. Say’s Political Struggle Until 1814

Scant knowledge about J.-B. Say’s life has led to significant errors,* which is
why we would like to point out some biographical facts. J.-B. Say was 22
years old when the Revolution broke out and he supported it enthusiastically.

?See E. Blanc et A. Tiran, “introduction” in /.-B. Say. (Euvres Morales et Politiques, vol. V, directed
by E. Blanc et A. Tiran, pp. 10-42. (Euwvres complétes de Jean-Baptiste Say, coordinated by André
Tiran, Economica, Paris, 2003.

?J.-B Say. (Euvres Morales et Politiques, vol. V, directed by E. Blanc et A. Tiran, pp. 289-727.
Euvres complétes de Jean-Baptiste Say, coordinated by André Tiran, Economica, Paris, 2003.

“E. Blanc et A. Tiran, “Introduction”, in /.-B. Say. Euvres Morales et Politiques, vol. V, directed by
E. Blanc et A. Tiran, pp. 10-42. (Euvres complétes de Jean-Baptiste Say, coordinated by André Tiran,
Economica, Paris, 2003.
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He was a Republican all his life. During that period he was employed at
Courrier de Provence, Mirabeau’s magazine, managing subscriptions. He was
therefore deeply immersed in political action albeit at a very humble level.
Testifying to his commitment to the Revolution is the brochure he wrote on
the freedom of the press,’ as well as his enrolment as a volunteer in the com-
pany of arts of the Year IT Campaign.®

J.-B. Say’s Role in the 1793-1800 Decade

Contrary to the notion spread by the first biographical notes in the nine-
teenth century,” J.-B. Say’s initial role in the review La Decadé® focussed
on subjects unrelated to political economy proper. One may thus safely
infer that he did not have a clear vision of what he would do later, at least
during the first years of the Decade. He was 26 years old when the philo-
sophical and literary Decade came into existence.’

All the authors who appear extensively in his unpublished works
(Voltaire, Montesquieu, Rousseau, Diderot, Helvétius, d’Holbach,
Condorcet) were mentioned in the Decade. ]J.-B. Say’s brother, Horace
Say, wrote that “philosophy brought about the Revolution, that is, the

>].-B. Say, “De la liberté de la Presse”, in J.-B Say. (Euvres Morales et Politiques vol. V, réalisé par
E. Blanc et A. Tiran, pp. 147-160. Euvres complétes de Jean-Baptiste Say, coordinated by André
Tiran, Economica, Paris, 2003.

¢See E. Blanc et A. Tiran “introduction”, Jbidem, pp. 10-42.

7« Jean-Baptiste Say », Nouveau Dictionnaire de 'Economie Politique, de Léon Say et Joseph Chailley,
Guillaumin, Paris, 1892. A. Thoisnier Desplaces, « SAY (Jean-Baptiste) », Biographie universelle
ancienne et moderne 1843 (Tome 38, pp. 176-182). Verger EJ., « Notice sur M. Say », Annales de
la société royale académique de Nantes et de la Loire Inférieure, 1832.

¥ Jean-Baptiste Say (J.-B. Say), at the beginning of the Revue La Decade, served as general secretary
of editorial staff and director of the printing company that prints the journal. Until the end of the
1790s, his contributions to the journal will focus in particular on the theatre, reviews of literary
works, certain political issues, but not on any political economy issues. Régaldo Marc, Un milieu
intellectuel : la Décade Philosophique (1794—1807), Lille ITI-Paris, Champion, 1976.

?].-B. Say is one of the founders of the Revue La Décade. See André Tiran, “Notes biographiques
sur Jean-Baptiste Say”, De Boeck Supérieur | « Innovations », 2014/3 n° 45 | pg. 171-215 and Evert
Schoorl, jean—Baptiste Say: Revolutionary, Entrepreneur, Economist, Routledge, 21 nov. 2012;
Régaldo Marc, Un milieu intellectuel: la Décade Philosophique (1794—1807), Lille III-Paris,
Champion, 1976, p. 703
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shift from monarchic institutions to republican institutions”.!® The
Decade’s landmark authors were Condillac for ideology, Rousseau for
education, Diderot for literature and drama but also religion, Condorcet
for social mathematics, Beccaria and lastly Adam Smith, whose transla-
tions the Decade draws attention to.

Two of the century’s great philosophers, Montesquieu and Rousseau,
were the butt of criticism and disagreement from some members of the
Decade, including Say. He and his brother Horace spoke out vigorously
against the separation of powers between the legislative and the executive
advocated by Montesquieu and also against the idea of general sover-
eignty put forward by Rousseau. Say went as far as opposing the inclusion
of the Declaration of Human Rights in the preamble to the Constitution.
In a report, J.-B. Say chided Montesquieu for his “imaginary principles
11 and his systematic spirit. J.-B. Say’s position
against Rousseau stemmed from the same practical stance but also
involved a more fundamental opposition in the case of political views. He
considered the concept of ‘general will’ vacuous and dismissed writers
who talked about “the state of nature: a figment of the mind which is of
little import to us”.'* There is no direct reference to Condorcet by Say in

the Decade.

of honour, virtue and awe

The Decade: J.-B. Say and the ‘Ideologues’

The Decade was first published at a time when the struggle was waged
through the implementation of new institutions and legal and legisla-
tive measures which were to shape the future. The Decade’s political
action consisted in commentaries, reports on articles and in political
statements.

10See André Tiran, “Notes biographiques sur Jean-Baptiste Say”, De Boeck Supérieur | «/nnovations»,

2014/3 n° 45 | pp. 171-215.

"].-B. Say, “Olbie” in (Euvres Morales et Politiques, vol. V, directed by E. Blanc et A. Tiran,
pp. 185-238. Euwvres complétes de Jean-Baptiste Say, coordinated by André Tiran, Paris, Economica,
2003.

2ibidem
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The Decade was formed during the height of the Reign of Terror, of
which the editors approved, though not in all its aspects. Even after the
Reign of Terror, the Decade, namely ].-B. Say’s brother Horace, justified
this political era as follows: “It was the government’s very activity, vigour
and cruelty that helped it to find unsuspected resources in France. It was
able to put them to good use and drive back our enemies’ shrewd and
cold armies”."?

The advent of Thermidor was hailed as a return to justice and human-
ity, albeit tentatively. The editors of the Decade successfully campaigned
for the complete rehabilitation of the Girondins, with Condorcet and
Marie-Joseph Chénier being granted articles on the subject in the
magazine.'

The Prairial and Germinal events harshly brought to light the Decade’s
editors’ place in society. Alarmed by the impending social turmoil, the
editors condemned the 1793 Democratic Constitution. They also sup-
ported the Thermidorians’ action to repeal the rules which had been
imposed to remedy the shortage of food and the economic crisis. Thus
they defended economic liberalism while also exposing the authoritarian
measures ineffectiveness. Regarding morality, the Decade rejected the
behaviour of the ‘nouveaux riches’, which went against their Republican
ethos. Above all, they condemned the return of the Catholic religion and
the priests. Hostility towards religion and the Church was the Decade’s
editors’ most deeply seated attitude. In his essay Olbie, ]J.-B. Say
maintained that the Catholic faith had made man sad, glum and numb."
He wrote a comedy featuring an adulterous priest. Nevertheless, the
members of the Decade opposed religious persecutions as they believed
that all churches should be under the orders of civil authority, but free-
dom of conscience and worship should be respected. J.-B. Say was
actively anticlerical. It must be said, however, that although he remained

3See E. Blanc et A. Tiran, “introduction” in (Euvres Morales et Politiques, vol. V, directed by
E. Blanc et A. Tiran, pp. 10-42. Euvres complétes complétes de Jean-Baptiste Say, coordinated by
André Tiran, Paris, Economica, 2003.

14 Condorcet committed suicide in prison at the time of terror and André Chénier was guillotined.
André Tiran, “Notes biographiques sur Jean-Baptiste Say”, De Boeck Supérieur | « Innovations »,
2014/3 n° 45 | pp. 171-215.

15].-B. Say “Olbie” in J.-B. Say. Euvres Morales et Politiques, vol. V, directed byE. Blanc et A. Tiran,
pp- 185-238. Euvres complétes de Jean-Baptiste Say, coordinated by André Tiran, Paris, Economica,
2003.
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an atheist through and through, hostile to religion and priests to the last,
he did not take the same stance to his family’s Calvinism, which he
viewed with great sympathy.

The Year lll Constitution and J.-B. Say’s Criticisms

The Year III Constitution established the two-degree voting system based
on the poll tax whereby there were at most 30,000 voters, and legislative
authority was vested in the ‘Council of Five Hundred’ and the ‘Council
of Elders’. Executive authority was entrusted to a five-member Direcroire.
The Directoire was not entitled to inititate legislation.'

During the debate preceding the implementation of the Constitution,
the editors of the Decade, through Amaury Duval and J.-B. Say, took the
floor to guide the debate in the direction they deemed favourable.
J.-B. Say spoke out in an article entitled A few thoughts on the project for a
constitution of the ‘Commission of Eleven criticizing the organization of
executive authority because he believed it might restore the power of
high-ranking civil servants, that is, all the former Versailles bureaucrats.
As the number of ministries was too small, the latter would be in
control.

He opposed the separation of powers since he saw it as a source of
conflict and inefhiciency: “Instead of providing them (the different
authorities) with means to fight each other, we should identify the two
authorities” strengths”.'® According to the editors of the Decade, for the

19'The Directoire is a French political regime which was in place during the First Republic, from 26
October 1795 (4 brumaire year IV) to 9 November 1799 (18 brumaire year VIII). It takes its name
from the board of Directoire, that is, all five directors, heads of government between whom the
executive power and ministers are divided, in order to avoid tyranny. Put in place at the end of the
Reign of Terror by the moderate Republicans of the Thermidorian Convention, the regime re-
establishes the censal suffrage, which serves to elect the two legislative chambers, the Conseils des
Cing cents and the Conseil des Anciens.

17 André Tiran, “Notes biographiques sur Jean-Baptiste Say”, De Boeck Supérieur | « Innovations »,
2014/3 n° 45 | pp. 171-215. And, introduction in (Euvres Morales et Politiques, vol. V, réalisé par
E. Blanc et A. Tiran, pp. 43-142. (Euvres complétes de Jean-Baptiste Say, coordinated by André
Tiran, Paris Economica, 2003.

'8 André Tiran. « J.-B. Say, Essai de biographie sur J.-B. Say » in « Manuscrits inédits sur la monnaie,
la banque et la finance précédé d’un Essai de biographique sur J.-B. Say. » : Numéro spécial hors série
des Cahiers monnaie et finance. Centre de recherche monnaie Finance et banque, p. 247, 1995,
Jean-Michel Servet and https://halshs.archives-ouvertes.fr/halshs-00117641.
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Constitution to be valid, it had to reach three main objectives: to bring
the nation’s elite to power, not to inflate people’s emotions, flaring pas-
sions and votes of enthusiasm and to avoid conflict between the different
powers.

But what is most striking in J.-B. Say’s criticism is his refusal to include
the Declaration of Human Rights in the preamble to the Constitution.
For him, a constitution is a “contract based on the interests of the parties
revokable at their will”."” With this refusal, he rejected the whole set of
Republican beliefs, stating that the political system is merely a form of
practical organization between individuals. Not only is this declaration of
rights superfluous, it can also lead to disorder as he said very clearly:

The Declaration states that the law is the expression of the general will, and
the Constitution provides that it is simply the will of the Council of Five
Hundred and the Council of Elders [...] Therefore it is quite safe to say
that a declaration of human rights, which was very useful at the time of the
Revolution when the intent was to establish principles which would over-
throw the former government in people’s opinion, was at least superfluous
now that most of these rights have been recognised and that laying down
the others is pointless.?’

This remarkable quotation testifies to J.-B. Say’s fundamentally bour-
geois and moderate stance. In this respect, he was not different from the
Decade’s other editors. In his view, there was no such thing as general will;
it was merely a meaningless abstraction. Only individual wills existed and
those that could express themselves were those with a fortune or an
education.

J.-B. Say proposed the following preamble to the Constitution:

The people of France, desirous to guarantee each individual that makes it
up tranquility, the security of his person and property and the freedom
compatible with a large association has decided to organize its government
as follows.?!

19 André Tiran, “Notes biographiques sur Jean-Baptiste Say”, De Boeck Supérieur | « Innovations »,
2014/3 n° 45 | pp. 171-215.

2 [bidem.
! Tbidem, op.cit. pp. 171-215.
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But J.-B. Say’s opinion about what a constitution was and its role is
more complex, as he himself wrote:

We know from experience that it does not suffice to decree, accept, swear
to a constitution for it to endure. It must be so appropriate to the people
and the circumstances that it was made for that the need to change it does
not even arise. All that it commands must seem so easy, so natural that one
gets used to it without effort; for through habit alone are most men attached
to institutions.??

In fact, ever since the beginning of the Directoire, the Decade’s editors
had been campaigning for peace and domestic stability. Their opinion
was to have no bearing on the adoption of the Year III Constitution,
which disregarded all their criticism.

The Directoire

The Decade’s direct political involvement is most obvious during the years
1795-1800. This is when Horace Say took charge of the domestic policy
column. Unlike previously, he did not confine himself to comments and
information; he also defended stances on current political issues.
Throughout this period the Decade supported the Direcroire’s policies,
including Baboeuf’s condemnation.” After the Fructidor crisis under the
second Directoire, ].-B. Say went on the front line to support the mea-
sures taken by the regime in power.”* He condoned the purge decided by
the Directoire in an article, asking “whether there are cases when it is
permissible to violate principles”.> His answer to the question was yes,
supported by examples from the previous political period:

22 André Tiran, “Notes biographiques sur Jean-Baptiste Say”, De Boeck Supérieur | « Innovations »,
2014/3 n° 45, p. 198.

% Babeuf, who is blamed for the conspiracy of the Conjuration des Egaux, is condemned to death.
He is guillotined on the 8th Prairial year V.

24 André Tiran, “Notes biographiques sur Jean-Baptiste Say”, De Boeck Supérieur | « Innovations »,
2014/3 n° 45, p. 199. J.-B. Say writes various articles in the Decade to defend the new government’s
policy.

? André Tiran, “Notes Biographiques Sur Jean-Baptiste Say”, De Boeck Supérieur | « Innovations »,

2014/3 n° 45, p. 199.
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It was respect for the principle of the judiciary’s independence that led the
Commission of the Twelve to acquit Marat and his accomplices. If; follow-
ing Cicero’s example in a similar circumstance it had had the conspirators
shot the next day, 200,000 unfortunate victims of the Terror, from hapless
Bailly to Roucher, would still be alive.?®

The policy of stabilization of the Republic and law and order embod-
ied by ]J.-B. Say and his brother Horace prevailed over the revolutionary
order represented by Guinguené and Amaury Duval.”” Historians have
highlighted the pivotal role played by the Institute’s ‘ideologues’, Sieyes,
Cabanis and Volney in Bonaparte’s coup.?® It was the Decadle that relayed
the Brumairians’ rallying cry:

Yes, you must unite but it must be a union of all the talents, all the knowl-
edge, all the virtues that the Nation holds. Ignore all party lines, call on all
patriots; let the feeling of impending danger unite all those who rallied in
1789 under the banner of human rights and have never forsaken it since.”

This article was part of a series whose sole purpose was to bring back
order in the country and restore public trust. Immediately after its
announcement, the Decade supported the 18 Brumaire Coup. This string
of events pointed strongly to the direct involvement of the Decade’s edi-
tors, including J.-B. Say, in the preparation of the coup. Several argu-
ments bolster this theory. The opinions expressed in previous months
were in full agreement with the coup’s proclaimed political objectives.
Sieyes and Cabanis had long-standing personal connections with the
Decade’s editors; they moved in the same salons; they referred to the same
values. With its position as a magazine, its relations in the political and
literary spheres and in the salons, the Decade was the ideal tool for cen-
tralizing information on the preparation of the coup and influencing

2 Jbidem op. cit. pp. 199-202. J.-B. Say means that strict compliance with the law in extraordinary
circumstances can lead to disasters.

7 There was a debate in the board if J.-B. Say and his brother will be on the side of Bonaparte and
the Brumairiens.

% Sergio Moravia : I/ pensiero degli idéologues. Scienza e filosofia in Francia (1780—1815). Firenze, La
Nuova Italia Editrice, 1974; Schlieben-Lange Brigitte, Knapstein Franz. « Les Idéologues avant et
apres Thermidor. » In : Annales historiques de la Révolution, francaise, n°271, 1988. pp. 35-59.

2 André Tiran, “Notes biographiques sur Jean-Baptiste Say”, De Boeck Supérieur | « Innovations »,
2014/3 n° 45, p. 202.



Jean-Baptiste Say on Political Power (1793-1832) 303

what we would now call the ‘political class” of the period. Horace Say, the
Decade’s chief editor, had connections with Bonaparte. He had taken part
in the expedition to Egypt and had been appointed battalion commander
by Bonaparte on this occasion. In the run-up to the coup, Bonaparte had
diligently courted ideology circles. Madame d’Helvetius had received
him in her salon in Auteuil. He had dined with members of the Institute.?
Before leaving for Egypt he had asked J.-B. Say to make a list of the books
he should take with him on the expedition. Bonaparte had spared no
effort to garner the support of those he would later call the ‘ideologues’.
In the new political organization brought about by the 18 Brumaire
Coup, J.-B. Say saw a return to the principles of 1789. He conveyed the
hopes he vested in the new regime ten days later in an article:

Let us hope that the organization of our new government, which opens a
constitutional door for all improvements, will bring a new order that is
more favourable to morality and humanity into this part of the administra-
tion as into many others.?!

To conclude on this point, another argument may be considered to
. > . . .
support the thesis of the Decade’s involvement in the Brumaire coup: the
appointment of four of its founding members—Andrieux, Guinguené,
Lebreton et J.-B. Say—to the Tribunat.’

The Consulat and the Tribunat: Final Political Struggles
(1799-1804)

For the editors of the Decade, the establishment of the Consulat marked
their access to high political office.?® Four of them, Andrieux, Guinguené,
Lebreton et J.-B. Say were appointed tribunes and represented Sieyes’

¥The members of the Institute included a large number of scientists and a majority of
‘ideologues’.

31 André Tiran, “Notes biographiques sur Jean-Baptiste Say”, De Boeck Supérieur | « Innovations »,
2014/3 n° 45, p. 203.

32 Lebreton, Guinguené, Andrieux are members of the journal La Décade, which is the organ of
ideologues. They are appointed by Bonaparte as members of the Tribunat, a new institution of the
Republic.

3 Until then, ideologues only had the status of journalists, they were directly appointed to the high-
est political positions.
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group in the new regime’s political authorities. The 7ribunat comprised
100 speakers elected by the Senate. It was divided into several sections
representing the various sectors of political action. The orators discussed
the draft bills proposed by the Council of State, which was appointed by
the First Consul. J.-B. Say was a member of the finance commission and
was to present several reports. From his essay Olbie, we know that he
intended to write a treatise on political economy—which he indeed did
during his three-year stint on the 7ribunat. He wrote in Olbie’s summary:
“A good treatise on political economy must be the first moral do book”.34

It was Guinguené’s intervention® in the 77ibunat’ internal affairs sec-
tion calling on his colleagues to oppose Bonaparte’s special court project
that triggered the conflict between them. Bonaparte reacted to his
opposition by having a violent charge against the group of ‘ideologues’
published in the Mercure de France of 16 Pluviose Year IX under the title

Observations. The article denounced:

these bewildered minds which, randomly applying the absolute principles
of abstract metaphysics, establish the most conflicting systems according to
their passions. There are a dozen or fifteen of them and they think they are

a party.*

What is remarkable about Bonaparte’s attack was the discrepancy
between its vehemence and the supposed insignificance of the group it
targeted. The truth is that Bonaparte felt compelled to vilify the group of
‘ideologues’ because he viewed them as a genuine threat, that is, as an
active political force. In the face of Bonaparte’s attack, the Decade’s edi-
tors gave up the struggle. On 16 Pluviose Year IX, ].-B. Say wrote to
Amaury Duval:

Andrieux thinks that we should discontinue the Decade’s political column
altogether, perhaps resume it when we are free to do so. It is my opinion
too. In the meantime, we both think that you should not write either posi-
tively or negatively, directly or indirectly, about the speeches delivered at

3 See “Olbie” in J.-B. Say Envres Morales et Politiques, vol. V, by E. Blanc et A. Tiran, pp. 191-194.
Euvres complétes de Jean-Baptiste Say, coordinated by André Tiran, Paris, Economica, 2003.

35This is the first public demonstration of an opposition to Bonaparte.
3¢ Mercure de France, 16 Pluvidse, an IX, p. 319.
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the Tribunat, nor should you comment on the infamous rant that the gov-
ernment has published against us under the title Observations.”’”

This precautionary advice was tantamount to giving up the political
struggle altogether. For over a month the Decade refrained from political
comment. In 1801, J.-B. Say renewed his public adhesion to the 18
Brumaire regime, though in unenthusiastic terms. But Bonaparte pur-
sued his onslaught and decided to purge the 77ibunar. Andrieux, Lebreton
and Guinguené were evicted. ].-B. Say, who was not very vocal, was only
evicted in 1804.%®

This is what he later wrote about this period: “Too weak to oppose
usurpation and unwilling to serve it I had to give up the platform, and
cloaking my ideas in general terms I wrote some truths which could be of
use in all times and places”.* Hence the enduring hostility J.-B. Say nur-
tured against Bonaparte. The following are a few telling remarks. Relating
a conversation he had with Bonaparte, he wrote:

I once ventured to reproach Napoleon with corrupting the nation. I could
not possibly convey the subtle disdain with which he responded: ‘Don’t
you know yet that one governs men better by pandering to their vices than

to their virtues?’4°

In an answer to a student in one of his Athénée classes on 17 January

1816, ].-B. Say wrote:

I must admit that I do not know of any crime equal to his (Bonaparte’s).
He is guilty, not only of the evil he has done, but also of spurning the good
that was available to him and that has never been as easy for anybody.*!

%7 Aulard, Paris sous le Consulat, Tome II, pp. 160-161.

3The cleansing of the Tribunat was almost exclusively at the expense of ideologues. Out of the 20
members or allies of the Decade, in his monumental thesis, Marc Regaldo quotes the names of
Guinguené, Andrieux, Say, Marie-Joseph Chénier, Daunou, Dupuis, Saint Aubin, Ganilh,
Desrenaudes, Mailla-Garat, Jacquement, Laromiguiere and Benjamin Constant, p. 470.

¥ ASSE E. « Jean-Baptiste Say, Nouvelle biographie générale, Tome 81, p. 232.

4 André Tiran, “Notes biographiques sur Jean-Baptiste Say”, De Boeck Supérieur | « Innovations »,
2014/3 n° 45, p. 207.

1 Ibidem, op. cit., p. 208.
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He also wrote under the title Bonapartes financial infamy: “The sacred
funds of the Monts de Piété (charity pawnshops) meant as loans to the
poor were taken and replaced by treasury bonds to the amount of
4,400,000 pounds”.*> To conclude on the bitterness he must have felt
about his contribution to the establishment of Bonaparte’s regime, one
can quote this comment: “What is understood as a strong government is

no more than a more powerful felony than the others”.#*

11.3 The Extension of the Principle of Utility
to Morality and Politics

Was Say a utilitarian? From the viewpoint that concerns us here, we con-
sider two issues simultaneously. The first one is fairly general and addresses
the question whether Say can be seen as a man of transition in terms of
analysis or whether he definitely belonged to what Michel Foucault called
‘the classical age’,* not in its physiocratic aspect but from that of
Condillac, Galiani, Graslin and Destutt de Tracy. The latter chose as a
starting point value, what is received, the good seen from the angle of the
person who needs it, asks for it and is willing to give up what he owns in
order to acquire this other thing which he deems more useful and which
he values more. The second issue, the body of this study, dealt with the
analysis of the principle of utility and whether extending it to morality
and to politics indeed led J.-B. Say to utilitarian philosophy.

These two questions are related in that, using J.-B. Say’s manuscripts

on 7The Principle of Utility, we eventually demonstrate that although Say

2 ibidem

B ibidem

#“Foucault Michel, Les mots et les choses, éd. Gallimard, Paris 1966, p. 209. Referring to the two
currents of value, he writes: “Some ask themselves under what condition - and at what cost - a good
can become a value in a trading system, others under what condition an appreciation judgment can
be transformed into a price in the same trading system. One can understand why the analyses of
the Physiocrats and those of the utilitarians are often so close and sometimes complementary; why
Cantillon could be claimed by some - for his theory of the three land incomes and the importance
he gives to the earth - and by others - for his analysis of the circuits and the role he makes play to
the money; why Turgot could be faithful to Physiocracy in the Formation and distribution of
wealth, and very close to Galiani in Value and Money”.
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belonged to the classical age, he may be seen as one of its last representa-
tives, since his attempt to root morality in enlightened utility may appear
with hindsight as an almost desperate construct to contain (in both
senses) the forces of self-interest and individual utility by these same
forces of self-interest and individual utility but in an enlightened form.
This however is not a neutralization of these forces in a kind of
Hobbesian war of all against all nor is it the result of a providential com-
position of the invisible hand type (Adam Smith). Much less still a ‘ratio-
nal utilitarianism’ resulting from a Darwinian selection process, which
appeared later in H. Spencer’s evolution theories signalling the advent of
modernity. It happened simply because judicious (i.e., enlightened)
utility was its own limit and thus a strong enough shield, together with
justice, against rampant individual interests, permitting society’s effective
if not harmonious functioning. It appears then that reason and knowl-
edge contain the principle of utility, in the dual sense of including it and
reining it in. This is what we aim to show using manuscripts, some of

them unpublished, by J.-B. Say.

Utility as the Principle of Individual Morality

In his Principle of Utility, Say attempted to extend the reach of economic
utility in order to become the foundation of morality. Thus he presented
a general theory of judgement based on the useful versus the harmful.
This of course was not a pioneering idea and he was probably influenced
by J. Bentham, whom he met on 14 December 1814 in Ford Abbey on
his journey to England. He visited Brider Will prison and he had obvi-
ously read the 7heory of Punishment and Rewards, published in 1811
(with further editions in 1823 and 1827), which he mentioned several
times, together with the 1820 edition of his Zreatise on Civil and Penal
Legislation in Practical Political Economy. He also mentioned Chastellux’s
On Public Happiness. Like Bentham, Say attempted to extend the eco-
nomic model of utility to all of society but he did so as a French disciple
of the Enlightenment, hence the question whether he belongs to the
utilitarian current. As Say did not define the notion of utility very clearly,
he was able to use it extensively in his analysis of morality and politics. It
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must be noted first that Say did not move away completely from a work
as sacrifice theory; indeed, any good for which a person is willing to sac-
rifice another good or productive service (labour) is useful. “The value of
a thing”, he wrote “is equal to the sacrifice required to obtain it, provided
however that it is sufficiently useful to determine men to make such a
sacrifice”.®® For him, utility was everywhere and was always a reward for
effort. Utility could thus extend to the entire social field within a vast
Theory of Punishment and Rewards, an illustration of economic calcula-
tions in terms of costs and benefits present in J. Bentham’s utilitarianism
as well as in all of neo-utilitarian trend from Irving Fisher to Gary
Becker.%

But does the analysis of ].-B. Say’s moral utility allow us to link him to
this trend? Several passages in the manuscripts allow us to state that the
principle of utility is the foundation of individual morality. If a morality
of duty is imposed from outside, it always tends to be re-evaluated in
terms of its utility by those concerned. Say quickly shifts from economic
to moral and political utility, economics being a moral and political
science.

We have seen that the principle we have named the principle of udility far
from contravening the principles of the most stringent morals strictly con-
forms to them, and that applied to the relations of governments to peoples,
or to peoples among themselves, is worthy of the mature human being, of
advanced man. If some thought that this was outside the field of Political
Economy [...], I would like to draw their attention to the fact that the
main pursuit of political economy is to examine phenomena related to
values, which are mainly based on our tastes, our opinions, our needs as
members of family and society—it is in this regard a moral and political
science.?’

J.-B. Say. Notes et piéces diverses, vol. VII, T. I : Manuscrits, directed by E. Blanc, G. Jacoud,
J.-P. Potier, p. 493. (Euvres complétes de J.-B. Say, Economica 2018, coordinated by par A. Tiran.

“ Amartya Sen, Bernard Williams, Utilitarianism and Beyond, Cambridge university Press and

Maison des sciences de ’homme, Paris, 1982. Becker, Gary S., A Treatise on the Family. Cambridge,
MA: Harvard University Press, 1981.

7 ].-B. Say. Legons d'économie politique, vol. 1V, directed by G. Jacoud, P. Steiner, pp. 123-124.
Euvres complétes de J.-B. Say, Paris, Economica, 2003, edition coordinated by par A. Tiran.
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It seems that political science, the science of the useful, is to become
the foundation of all science of society. Say’s economic notion of utility is
very vast. Indeed the ‘science of wealth’ can extend to anything useful and
if utility is not confined to rare goods, then all forms of human action can
be viewed from this standpoint. Indeed, Say plainly announces his proj-
ect in his handwritten notes:

Write a little work entitled “The Principle of Utility” or simply “On
Utility”. I would first define utility in its greatest extent, the ability to serve
man [...] I would show that in the efforts men expand, all that does not
aim for utility is sheer ignorance, unsound interest, lunacy; that bringing
men back to the principle of utility means bringing them back to the
healthy use of their reason and to their greater happiness. Apply this to
Politics, to Political Economy, to all the sciences. Publish this only after my
other works. This will be the key, the last word.

In Political Economy I look at utility as a fact, the foundation of which I
do not examine. In this work I examine the use, the real benefit we get
from the goods we use. In Political Economy, | examine the value we place
on a good. Here I examine whether we are right in placing value on it.

This is very clear and the reference to Bentham quite explicit:

The principle of utility. The greatest happiness of the greatest number.
With the nature of man and things, as it is, the greatest good of the greatest
number. All that aims for it complies with the principle of utility.*’

He points out, however, that “on close scrutiny Bentham calls all the
reasons that are not based on the principle of utility sophisms. Try to find
out for several different cases if Bentham is indeed right”.*® Yet Say’s main
pursuit is not exactly Bentham’s. He secks to build a morality on the
nature of man and the nature of things as experience and observation
discover them.

8 ].-B. Say. Notes et picces diverses, vol VI, T. 1 : Manuscrits, réalisé par E. Blanc, G. Jacoud,
J.-P. Potier, p. 172. (Euvres complétes de J.-B. Say, edition coordinated by A. Tiran, Paris, Economica,
2018.

 Ibidem, p. 170. In the manuscript, the second sentence is crossed out.

%0 Thidem, p. 171.
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As a matter of fact, he seeks an alternative to the morality of duty based
mainly on religious superstitions. Utility is his materialistic tool in the
fight against morality stemming from religions, whose foundations often
seem random and fanciful to him. This is reminiscent of the Girondin’s
liberal anticlericalism and the Protestant’s iconoclasm. In this connec-
tion, he quoted passages from Madame de Stiel’s Corinne, or Italy on
several occasions,”! wondering at her apology of useless religious pomp:
I love — she says — the lavish tribute men pay to what promises them neither
wealth nor might; I can see selflessness in it and were we to repeat such
religious splendours to excess, I love how these extravagant earthly riches
are expended for another life; time for eternity; enough care is taken for the
economy of human affairs. Oh how I love the useless! the useless, if life is
but toil for a paltry gain; but if we are on this earth on our way to heaven,
what better thing to do than to elevate our soul so that it will sense the
infinite?>?

His comment is a stark reminder of economic reality:

However valuable the useless is to reach the infinite, it is no use for living
and yet we have to live while we are on our way to heaven; but we can only
live thanks to goods that sustain our existence and these goods can only be
acquired through the intelligent labour we call industry. If Madame de
Staél had not taken care over human affairs or if Mr Necker had not taken
care of them with thirty years’ diligent work on her behalf, she would have
been in a very sorry plight here below, and the whole nation would soon
become no less destitute in this life were it to look mainly after the other

(life].>

Say tried to demonstrate that there is no opposition between honesty
and utility, between duty and utility. For him, utility, as long as its effects
are considered in time and space (society), contained its own morality in

o1 Ibidem, p. 169. See also vol. V, Euvres morales et politiques, directed by E. Blanc, A. Tiran, p. 357,
and vol. 1V, Legons d'économie politique, directed by G. Jacoud, P. Steiner, pp. 143-144 and
145-146, Euvres complétes de J.-B. Say, edition coordinated by A. Tiran, Paris, Economica, 2003.
52 J.-B. Say. Notes et piéces diverses, vol. VII, T. T : Manuscrits, par E. Blanc, G. Jacoud, J.-P. Potier,
p. 169. Euvres complétes de ].-B. Say, edition coordinated by A. Tiran, Paris, Economica, 2018.

53 Ibidem, p. 169.
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both senses of the word. It was the only rule according to which we know
what we should allow or forbid to our tastes. Freely interpreting a passage
from Malthus, he wrote:

When we say that passions should be subjected to reason, all we really
mean is that one has to follow one’s passions when they are not harmful
and suppress them once they do become harmful. We have no other way of

telling good from bad than looking for what is useful and what is
harmful >

From Individual Utility to General Utility or
from Morality of Utility to Morality of Duty

One can understand that the individual is capable of recognizing what is
useful or harmful for himself but how to shift from the notion of indi-
vidual pursuit of happiness to the imperative of general and social utility?
Utilitarianism ensures this compatibility through a system of civil or reli-
gious sanctions. But the issue remains unsolved since the obligation for
all to strive for the common good through legislation must be derived
from individual biases towards personal utility. The principle of #he great-
est good for the greatest number cannot be demonstrated unless one admits,
as Sidgwick was to point out, that a ‘benevolent spectator’ wants general
utility. Once again Say worked his way out of this dilemma by showing
that it is useful to conform to custom and the law and that these are to
some extent the residual expression of the collective interests of society’s
members.

His utilitarianism did not attempt to do away with a prevalent moral
code that was not utilitarian as long as its effects were useful to society.
The passage from the individual to the collective was not achieved through
the war of the interests of all against all, nor through their providential
spontaneous convergence, but indeed through the voluntary adherence
to a morality of duty. Clearly not any morality of duty, as for Say the
principle of duty in itself did not conflict with the principle of utility.

ST, R. Malthus, An Essay on the Principle of Population in two vol., from the third London,
Washington city, Weightman, 1809, vol. II, book IV, chap. IX, pp. 420-425.
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Firstly, because the latter had to be used to evaluate the former, any duty
that was not deemed useful after its collective evaluation in terms of its
useful and harmful effects by enlightened individuals did not endure
long. Secondly, because it was informed (i.e., enlightened) utility; thus it
compelled us (duty) into consistency over time (not giving up future util-
ity for present utility) and space (ability to evaluate the implications of
choices made).

Let us examine these three points.

Utility evaluates the morality of duty. In a state of freedom, what suc-
ceeds and endures is that which is useful. The principle of duty is violated
when it is arbitrary, which for Say meant that it contravened common
sense. Resorting to common sense sounds like a poor argument unless
one points out that for Say it meant in agreement with the nature of
things. In some respects, Say appears quite close to Hayek’s philosophy of
law™: good institutions were those that in the cultural selection were best
adapted and survived as a consequence. However, the morality of duty,
quite an important notion in Say’s work, could not arise from a spontane-
ous order. The ‘benevolent spectator’ who wanted general utility was the
enlightened class, and at a deeper level even the reason for science itself,
with Political Economy at the forefront.

Indeed economy in the everyday sense of the word is already a collec-
tive and individual virtue, which Say was intent on proving with the
example of savings. The principle of utility compelled the enlightened
mind into foresight through ‘temporal consistency’.

I would like to point out that the more advanced man is, the more capable
he is of resisting the lure of the moment and of adjusting his actions accord-
ing to distant motives. [...] On close scrutiny, one realizes that moral and
virtue almost always consist in knowing how to give up a present or forth-
coming satisfaction for a greater but distant benefit; which implies the for-
titude, the strength to resist present temptation, hence the name virsue,
which, as you know, means strengzh. The same goes for the quality named
economy. Private economy [...] consists in preserving useful goods.>

> F. Hayek, Law Legislation and Liberty : Rules and Order (1973); The Mirage of Social Justice (1976);
The Political Order of a Free Peaple (1979).

¢ Op. cit., Vol. 1V, Legons d’économie politique, pp. 123-124.
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Utility also forced the enlightened mind into ‘spatial’ consistency. In a
free society, the moral and social order was generated by a more or less
conscious construct of enlightened people, those who, like men of science,
were more far-sighted and could thus gauge the full consequences of a
decision. “More or less conscious” because it was ultimately the logic of
enlightenment, that is, science, that expressed itself through them. Albeit
a liberal, Say had inherited the French Enlightenment’s kind of construc-
tivism, a product of the development of science, which obviously did not
agree with Hayek’s philosophy of spontaneous order. Let us take a closer
look at Say’s handwritten notes.

Regarding the fact that there is no opposition between a morality of
duty and the principle of utility, his stance was clear. He wrote:

Most of the philosophers who have attacked utility as the best motive (that
can be given) for human actions, have set against it the principle of duty,
which they deem preferable. But I do not think that those who have sup-
ported the principle of utility have ever claimed that man should infringe
his duties; but they have maintained that the question is to determine what
characterizes the duty of man.”

As for the nature of duty, he said:

Some intend to make duty the principle of our actions; but what does duty
consist in? For a devout priest it means remaining chaste. [...] The princi-
ple of utility teaches us what the duty of doing that which is useful consists
in. Useful to whom? [...] Useful to the one who acts? Yes; but further
elaboration is required here.>®

About the shift from individual to general utility, he adds:

Does it consist in acting at others” expense? Surely not, for this would entail
that which is harmful to somebody. As such it would not be the principle
of utility any more since it would, for some of us at least, be the principle
of harmfulness.”

37 Op. cit., vol. VII, Notes et piéces diverses, T. 1 : Manuscrits, p. 173.
8 Ibidem, p. 173.
> Ibidem, p. 173.
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In Say’s view law and custom, although they did not necessarily uphold
everyone’s interest, were useful to all and should they have ceased to be,
they would not have been followed any longer.

Here law, or custom, which often lays down the law, steps in and does not
allow that which is harmful to others. Other considerations show that it is
useful to submit to law and custom. Can I do that which the law permits
and is very necessary to me but harmful to others? Here further consider-
ations are required in our reflection. One has to be liked by the other men
among whom one is to live [...] In truth, the principle of utility is usually
applied because it is based on common sense and on the true interest of
society. The principle of duties is often infringed because it is arbitrary,
with one demanding duties which are not recognized by another. The prin-
ciple of utility alone can provide rules to establish what constitutes duty.®°

It remains for us to show in what way enlightened men were also virtu-
ous in Say’s view and how political economy led to virtue. First of all,
what is an enlightened man?

In a few words, by enlightened man I mean a man with enlightened judg-
ment; the more enlightened one is, the better one behaves, for then one has
a better grasp of consequences.®!

You can see the analogy between economy and virtue, or, rather that econ-
omy is a virtue, an effort, the sacrifice of a present well-being with all its
allure, for a future, superior and more desirable well-being but which one
does not feel as acutely because it is not within reach yet and one has to
await it.%?

But to resist the lure of the moment, to perceive and to appreciate this
remote well-being, this future benefit, one requires self-control, knowledge
and judgment; one has to be used to exercising this remarkable tool of
human reason. In one word, one has to be an advanced man, rising above
the brute inherent in the nature of our being. And please note that this

0 Ibidem, p. 173.
1 Op. cit., vol. IV, Legons d’économie politique, p. 125.
62 Ibidem, p. 124.
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leads us to a result quite opposed to J.J. Rousseau’s paradox. This result is
that enlightenment fosters virtue.*

Say’s conclusion regarding Rousseau’s posture is clear enough not to
require any comment.

11.4 J.-B. Say and the Exercise of Power

At the end of this analysis on Say and the question of power, what con-
clusion can we draw? The elements of his biography prove that during the
ten years of the French Revolution, he pursued political action both as a
volunteer in the revolutionary armies and as a political journalist and was
elected in the institutions of the consulate. This first phase can be seen as
militancy in the traditional sense of the word. His experience allowed
him to observe closely the mechanisms associated with the exercise of
power, as well as the men who occupy positions of power. The actions
and thought of Say are entirely focused on the realization of the Republic.
It is the specific framework of the French conception of the Republic and
its link with the role of education that are decisive. J.-B. Say was aware®
of the problems that Republicans faced concerning the question of trade
and personal property corrupting the purity of morals and threatening
freedom by weakening the love of the public good. He conceived his
treatise on political economy as a Republican manual for the formation
of mores and the learning of institutions.

Say’s Olbie (1800) and the first edition of the Zreaty of Political Economy
(1803) were major attempts to provide a modified version of commercial
republicanism. Commercial republicanism was conceived as a form of
republicanism that gives an important place to market mechanisms. In
his view, the development of a competitive market is something that can
effectively combat arbitrariness. The market is understood as a mecha-
nism capable of freeing the individual from the arbitrariness of the pow-
erful, that is, the owners.

6 Ibidem, p. 124.
%4 Thidem, p. 124.
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When Say separates political economy from politics, the fundamental
point is no longer to establish a constitutional republicanism but to
transform the nation by introducing Republican ways such as frugality
and industry and enlightened self-interest; these had to be coupled with
a more egalitarian distribution of wealth in order to fight poverty and
create a larger middle class.

The market is understood by the authors of this current as a mecha-
nism capable of freeing the individual from the arbitrariness of the pow-
erful, or the owners. As Say separated political economy from politics, he
revealed his loss of faith in Claviere’s approach: the basic point was no
longer to establish a constitutional republicanism, but rather, to trans-
form the nation by introducing such Republican manners as frugality,
industry and enlightened self-interest; these were to be coupled with a
more egalitarian distribution of wealth in order to fight poverty and to
create a larger middle class.

His deep involvement in the teaching of political economy was directly
related to the importance he gave to manners and to the role that political
economy could play in order to ameliorate French society from top (the
legislators and the administration) to bottom.®> Far more important was
the creation of a Republican political culture based on a blend of com-
mercial ventures with traditionally conceived virtuous manners. Without
a cultural transformation, any projected political innovation would be
doomed to failure. Implicit in this passage are the other goals of moderate
wealth and education for all.

From 1815 onwards, Say significantly changed his position, with the
end of the Napoleonic Empire. Without calling into question what he
had previously written, he began writing a manuscript entitled Practical
Policy. In this manuscript, the question is focused on the effectiveness of
the action of the various institutions of the state apparatus from the point
of view of the general interest. This work is therefore a recognition that
the political economy treaty is insufficient to build a republic. The citi-
zens must therefore not only have the Treaty on political economy but
also a Treaty on practical policy. Unlike what many commentators may

©Philippe Steiner, « Republicanism French Revolution: An Intellectual History of Jean-Baptiste
Say’s Political Economy (review) », History of Political Economy 34.4 (2002) pp. 820-821.
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have thought, then, there is no radical disconnection between economics
and politics. The citizen of the French Republic must have both works in
his hands. In the second part of his life, Say argued that it is the action on
representations that individuals themselves form and their actions in
society that are decisive. To act on representations is to direct the action
of men. This is based on scientific knowledge and disseminated through
instruction. For J.-B. Say, power must not be handed over to experts or
scholars but, instead, must remain in the hands of citizens. These citizens
are those of the middle class, that is to say, those who live solely on their
talent and their work.

The freedom of the individual is thus inscribed in the political order,
but it is not entirely there, which is why Say challenges the conception
of Rousseau’s general will. The field of action of freedom is also that of
economic activity because it is there that man can achieve his happi-
ness. Responsibility is based on the refusal to believe in the mechanical
and absolute laws of social life. The topic is at the centre of his vision,
thus explaining the importance attached to the entrepreneur’s initia-
tive. His faith in the development of reason does not rest on technical
and positivist rationality. For Say, the realization of social bonding
requires that individuals partially submit to a totality. Yet this totality is
beyond the state, and its position does not imply in any way that the
constraints of action, structures and institutions are unknown. It is the
conception of a structural or institutional individualism. The imple-
mentation of the individualistic principle and its consequences in the
economic order are in some cases so destructive that they require
recourse to the state. This also explains why, at the end of his life, Say
sought to define the rules that should govern this state action in
society.

Say’s analysis leads to the definition of responsible individualism ver-
sus irresponsible individualism. He does not believe in the invisible
hand, of which there is no reference in the six editions of the Treaty.
Nor does he believe in the laws of history as they were stated at the
time. He sought greater clarity among his fellow citizens, even if it is
not without blindness, about the role that education can play. Every
citizen must be aware of the objective constraints to which he will be
confronted in his quest for happiness. The development of democracy,
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of the Republic, cannot be a matter for experts, and if there are scien-
tists, their knowledge must be widely disseminated to all citizens. It is
therefore a concept opposed to that of self-sufhcient individualism
without rules. For Say, what we need is not an exhortation to pure vir-
tue but responsible intelligence and applied humanism. This, of course,
is the doctrine of interest.

11.5 Conclusion

From a theoretical point of view, what makes people move, and how are
passions and interests regulated? We know the economic response: indi-
viduals pursue, independently of one another, their selfish interests,
understood as a maximization of their advantage (utility) under the con-
straint of scarce resources, with the market arbitrating their disputes. We
also know Hobbes’ answer: men are driven by their selfish interests and
only the monopoly of violence of a Leviathan state can prevent them
from killing each other. The question then is: how is a harmonious and
peaceful society possible if men are selfish and more concerned with their
private interests than with the public good? Two types of opposing doc-
trines have developed in response. The first, of a political nature, is that
of the Social Contract theorists (from Hobbes to Rousseau). The
Hobbesian theory is based on the impossible conciliation of zw and free-
dom, an antinomy to which liberal political economy would bring another
solution, of an economic nature, and whose principal thinker in the eigh-
teenth century would be A. Smith.

J.-B. Say inherited and distinguished himself from these two currents.
He inherited the conceptions of an organizing and prescriptive state
linked to the French Revolution, of which he was an ardent defender;
however, against the Jacobins and against Napoleon, he turned to the
political economy inherited from Smith, the only one capable of recon-
ciling law and freedom, under the express condition that the people be
enlightened, explaining thus the fundamental role of the state in educa-
tion, an idea he shared with Condorcet. Say remains a man of
Enlightenment, a classic in the sense of Michel Foucault.
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Keynes and Eucken on Capitalism
and Power

Raphaél Fevre

This chapter offers a comparison of John M. Keynes (1883-1946) and
Walter Eucken (1891-1950) from what can be broadly described as a
political economy viewpoint. Apart from a few comments (Karsten 1997,
p. 653; Meijer 1994, p. 31; Kolev 2010, p. 15), this comparison appears
fairly unexplored. While they never met, nor effectively had occasion to
converse, their 7ivalry eventually extended beyond the individual level to
embody two post-war economic programmes: namely Keynesianism in
Great Britain (and the USA) versus ordoliberalism in West Germany
(and later the European Union). Why did their two supposedly “new”
liberal ways point at so different—albeit influential—post-World War 11
programmes? My contention is that elements of the response can be
found by considering together theoretical conceptions and national and
international contextual points related to the question of power in mod-
ern capitalist society.
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Keynes probably never knew anything of Eucken’s person and works.!
By contrast, Eucken made several stimulating references to Keynes,
although never in a systematic way. This initial viewpoint suggests to
some extent a David versus Goliath comparison, Keynes being, as Bradley
Bateman and Roger Backhouse (2013, p. 68) noted, probably the most
celebrated and influential economist of the twentieth century, in both the
academic and the public sphere. This chapter openly tilts the balance in
the direction of Eucken’s ideas, these being far less familiar to the general
audience.

Walter Eucken was a German economist, head of the Fribourg School
of Law and Economics. In spite of his early death, Eucken had a decisive
impact on the post-war reconstruction of West Germany, in practical as
well as in intellectual terms.? Together with Wilhelm Ropke (1899-1960),
he is recognized as one of the founding fathers of German ordoliberalism.
In the same post-World War II years that saw the Keynesian programme
gaining so much ground in the Anglo-Saxon World, at least according to
the “stylised history” (Bateman 2006, p. 272), West Germany was forg-
ing its own path: the so-called Social Market Economy, grounded on
ordoliberal principles (Muresan 2014; Sally 1996; Tribe 2007; Watrin
1979). The chapter investigates to what extent contradictions between
rule-oriented ordoliberal policies and discretionary Keynesian demand
management, and more precisely between Eucken and Keynes, can be
explained through a common concern they actually shared: a keen atten-
tion to the issue of power and its consequences in the modern capitalist
society.

The aim of this chapter is twofold. First, to compare John M. Keynes’
and Walter Eucken’s respective ideas on the issue of economic power.
Second, to analyse the consequences this entails on both Keynes” and
Eucken’s visions of how to manage a market economy. In a nutshell, the
chapter shows that if Keynes put his faith in the complementary nature
of private and public bodies as a way to reach a balance of interests,

'T have found not a single reference to Eucken—who published his first English-language article
after Keynes’” death—in the /MK Collected Writings, or in one of the major biographies on Keynes
by Roy Harrod (1951), Donald E. Moggridge (1992) and the tree volumes, later merged in one, by
Robert Skidelsky (2005).

?For presentations of Eucken’s work and his place in ordoliberal thought, see, among others, Heinz
Rieter and Matthias Schmolz (1993) and Viktor Vanberg (1998, 2001, pp. 37-52).
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Eucken favoured the existence of an independent office in charge of
monitoring competitive market structures, disempowering private agents.

12.1 Laissez-Faire Versus State Socialism:
A Dead End

Before going on to the substantive differences shown respectively by
Keynes' and Eucken’s programme or to what extent does Keynes” “middle
course” (1944, p. 386) connect and contrast with Eucken’s “third way”
(1946a, p. 140), I first address their common rejection of both laissez-
faire Liberalism and State Socialism.

Actually, to qualify as an exponent of an alternative road—whether
“middle” or “third”—it is necessary to identify the two opposite paths
departed from, thereby uncovering, beyond their evident contradictions,
the deep common ground they had not perceived, and which was indeed
the source of their errors. By taking them as the two sides of the same
medal, it is then possible to arrive at the rea/ alternative, overriding the
opposition now shown to have been barren. Thus goes the “third road”
rhetoric that ironically enough is possibly the busiest of all roads.

The Bolshevik revolution of October 1917 set a new wind blowing
across the countries of Europe: “the world embarked on the competition
of economic and political systems” (Klaes 2006, p. 257). The successive
hyperinflation of the German economy (1923) and collapse of modern
capitalist economies, from the stock exchange to the real economy
(1929), left liberal ideals discredited, to say the least. The State gradually
started to encroach on market relationships. The rise of authoritarian
régimes in Italy, Russia or Germany, and then the spread of wartime plan-
ning economies in the Western countries brought this trend to its culmi-
nation. Capitalism was bound to fail and disappear: Socialism was the
inexorable new way, Liberalism was obsolete.

Neither Keynes nor Eucken followed this current, later to be retraced
from various points of view, most lucidly in Josef A. Schumpeter (1942),
Karl Polanyi (1944) or Gunnar Myrdal (1951). Capitalism was indeed
facing a sorry end, but it needed to be overhauled rather than simply left
behind. Or in Keynes’ own words: it needed “improvements in the
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technique of modern capitalism by the agency of collective action”
(Keynes 1926b, pp. 292-293).

Of course, Keynes and Eucken were far from being the only propo-
nents of alternative roads for the post-war period. Important contribu-
tions made their way throughout the Western countries, opening out a
wide spectrum of “middle” ways, which in fact gained much ground as
soon as the political and economic hardships of the 1930s hit home. The
book by the British Conservative politician (future prime minister)
Harold Macmillan— 7he middle way: a study of the problem of economic
and social progress in a free and democratic society (1938)—is a paradig-
matic example of discussions arising in Britain about domestic policy,
while the political climate of Germany did not leave so much room to
expound alternative ways.

In the post-war context, the main issue lay in how best to move on
from war to peacetime economies. To cite but a few examples, proposals
ranged from what can be termed “planning for competition” solutions
(Allais 1948; Jewkes 1948; Rueff 1948; Simons 1948), through the
adherents of Keynesian mixed economy (Hansen 1947; Harrod 1947;
Meade 1948; Robbins 1947), to the various market socialism solutions
(Lange 1949; Lerner 1944; Tinbergen 1947). However, Keynes and
Eucken remained outstanding on the strength of their sound historical
and philosophical perspectives, with programmes inspired entirely by the
need to supersede the barren opposition between laissez-faire and State
Socialism.

Tenacious in the “considerable continuity in his attitude toward the
role of the state” (Backhouse and Bateman 2009, p. 649), Keynes showed
no sympathy towards State Socialism and certainly never saw it as a viable
alternative. He would have no truck with the brand of Socialism that
“offers no middle course, because it also is sprung from the presupposi-
tions of the era of abundance, just as much as laissez-faire individualism

and the free play of economic forces (...)” (Keynes 1925, p. 304).° For

3From Keynes' point of view, State Socialism already looked like an antique relic unable to face
contemporary challenges: “it misses—he wrote—the significance of what is actually happening”
(1926b, pp. 290-291), a statement reaffirmed much later by underlining that “the Communist
doctrine—as he put it to Hayek—is so desperately out-of-date, at least in its application to U.S.A.
and Western Europe” (1944, p. 385).
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Keynes, the base that both laissez-faire Liberalism and State Socialism
shared, consisted in an outmoded interpretation of twentieth-century
Capitalism, which failed to perceive what John R. Commons qualified as
a new era, a “period of stabilisation” (ibid.). But even if Keynes’ criticism
of laissez-faire in his celebrated essay (1926b) is more systematic and
damaging,* it also reflects his closeness to the liberal tradition, his will to
improve it from the inside.

In a similar spirit, Eucken endorsed the equivalent equation while
considering that “Capitalism and Socialism are fighting on a doctrinal
level; but de facto they merge together” (1946b, p. 17, my transla-
tion). A remark that he made clear not for an academic audience but
in one of the three reports drawn up for the Scientific Advisory
Committee of the French zone. Even though somewhat in agreement
with Keynes’ stance on laissez-faire, Eucken saw himself as a harsher
critic. He attributed a twofold importance to the task, because the
critique of the economic policies that he held to have been, with lais-
sez-faire rampant, the source of all the present problems, also offered
the opportunity to work on a great deal of interesting historical
material:

Keynes’ criticism is global and oversimplifies the task. More incisive criti-
cism is possible, and is necessary. It is necessary because it is particularly the
economic policy of /laissez-faire—that formed the basis for the further
development of economic policy—which offers an abundance of detailed
economic experience. (Eucken 1949, p. 222)

#Firstly, Keynes sets apart pure utilitarianism 2 la Bentham, from the authentic liberal tradition.
Secondly, he argued that laissez-faire is more a political ideology spread by publicist or expansion-
ists agents (Keynes scorned Frédéric Bastiat), than a founding component of the discipline, conse-
crated by its leading exponents (Adam Smith for instance). Thirdly, laissez-faire principles did in
fact constitute an efficient doctrine for the ninetieth century, but “have ceased to be applicable to
modern conditions” (1925, pp. 300-301).On the one hand, Keynes reduces laissez-faire to two
postulates: (1) the Spencerian view of evolution and progress and (2) the money motive as suffi-
cient driving force—or “incentive”—to maximum efficiency (1926b, p. 283). On the other hand,
his criticism of the “metaphysical principles” of laissez-faire revolves around three major points: (1)
the conception of liberty, (2) the articulation between individual and social levels and (3) the idea
that, in some domains, confidence in collective action is more appropriate than individual action.
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Like Keynes, Eucken saw the critique of Liberalism as a starting point
for re-foundation.” He was nevertheless deeply averse to all kind of
socialism.

At the conceptual level, he focused on the place of individual plans
under different kinds of economic systems and offered a penetrating
analysis of 7hird Reich economic planning formulas, and of the early
post-war period (Eucken 1948d; Eucken and Meyer 1948). Eucken also
pointed out a common factor between the centrally administrated econ-
omy (Zentralverwaltungswirtschaft) and laissez-faire: they both failed to
perceive the difference between the “rules of the game” (the economic
framework) and the “playing of the game” (the ongoing economic pro-
cess). In both cases, consumers lost their freedom of choice, and, with it,
their ability to direct production towards maximum efficiency:

“Less,” say the advocates of laissez-faire; “more,” cry the central planners.
Friends of compromise solution seek a middle way. They would like the
state to plan and, at the same time, to give scope for private planning and
initiative. But the problem needs to be stated differently if it is to be solved.
(1951, p. 95)

In the case of laissez-faire (Eucken 1949, p. 223), the price and quan-
tity of certain commodities are the results of corporate firms, monopo-
lies, trusts or cartels planning,® whereas in the case of a centrally
administrated economy, price and quantity are the result of a year(s)” plan
made by a governmental department. In conclusion, “what experience of
laissez-faire goes to prove is that the economic systemn cannot be left to

organize itself” (Eucken 1951, p. 93). In a sense, Keynes,” like Eucken,

> As from the 1920s, the liberals turned to self-criticism. Le collogue Walter-Lippman held in Paris
in 1938 is a good example of what is labelled now as the beginnings of the neoliberal stream. If
invited, Eucken was unable to obtain authorization to travel abroad (Burgin 2012, pp. 65-67,
70-78). Together with Eucken and the ordo-movement, Wilhelm Répke offers a detailed reading
of the historical liberalism (historische Liberalismus) weaknesses (see Fevre 2015).

¢While mainly focusing on firms, Eucken warned against all kinds of “interest (or pressure) groups”
(Gruppeninteresse), which included also “employer associations, trade unions”. The “instability of
money” facilitated the emergence and exercise of these groups (see Eucken 1949, p. 223).

7“[TThe result of filling in the gaps in the classical theory is not to dispose of the ‘Manchester
System?’, but to indicate the nature of the environment which the free play of economic forces
requires if it is to realise the full potentialities of production” (Keynes 1936a, pp. 378-380).
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did not flatly reject laissez-faire as complete nonsense but rather sought
to identify the weaknesses that put it out of touch with the contemporary
state of affairs. Like Eucken, Keynes too attempted to undermine some of
the cornerstones on which Marxist or Socialist criticism was based. In
this respect, they fell in line with Overton H. Taylor’s—a Harvard econo-
mist—pungent observation that “the real economist’s utopia is now and
forever laissez faire” (1934, p. 187). And they both sought to identify
those very specific tasks which fell on the State, “those functions which
fall outside the sphere of the individual, those decisions which are made
by no one if the State does not make them” (Keynes 1926b, p. 291). As
the reader might expect, they do not agree at all on the contents of such
“functions” and “decisions”.

12.2 Keynes’' Economic Problem
Versus Eucken’s Social Question

So far, the international context has served for a better understanding of
the major issues which Keynes and Eucken, among others, were faced
with. However, the conditioning of the political, economic and social
history of the twentieth century, in the UK, on the one hand, and in
Germany on the other hand, is decisive in lighting their—often widely
divergent—ways. To clarify the crux of the Keynes/Eucken disagreement,
we then focus on the final goal each was pursuing: solving the “economic
problem” for Keynes, settling the “social question” for Eucken.

In the General Theory (GT), Keynes targeted the “failure to provide full
employment” and the “arbitrary and inequitable distribution of wealth
and incomes”, as the two main economic shortcomings of contemporary
societies (1936a, p. 372). It might reasonably be argued that Keynes pro-
vided a much more convincing response to the former consideration than
to the latter. True, the Liberal Party had long been taking an interest in
the distributive problem, most significantly with Lloyd George’s path-
breaking peoples budget of 1909—1910 (with unprecedented taxes on the
wealthiest), but also thanks to Winston Churchill’s influence through the
Board of Trade (1906), “Social welfare in Britain was a Liberal innova-

tion” (Tribe 2009, p. 76).
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Settling these “economic problem(s)”, as Keynes' called it (1930,
p. 325, 1936a, p. 378), thus means putting an end to mass unemploy-
ment, or, more pragmatically, “securing a rate of employment that was as
high and as stable as possible” (Backhouse and Bateman 2012, p. 13).®
This full employment objective is a crucial key to conciliating social jus-
tice with economic efficiency and individual liberty, a balance that Keynes
(1926a, p. 311) saw as “the political problem of mankind”.

In the USA and UK cases, wartime price control had proved an effi-
cient mechanism for allocation of both goods and jobs (Paesani and
Rosselli 2017). Keynes, writing to Hayek, expressed confidence in “the
very fact of the economic problem being more on its way to solution than
it was a generation ago” (1944, p. 385).

Eucken’s view on this matter is drastically different. In order to secure
the satisfaction of the needs of the many through the markets, economic
power, not unemployment, is at the heart of Eucken’s definition of the
(new) Social Question. One major feature of the “new” Social Question is
that a// workers are equally affected: those employed in industry of course,
but also the “farmers, craftsmen, merchants and the learned professions”
(1948Db, p. 269): individuals being affected not just as workers, but—pos-
sibly even more damagingly—in the common function they all share in
a market economy, as consumers.

German experience since the 1930s convinced Eucken that the absence
of unemployment could be compatible with massive shortages of com-
modities on the markets, and so compatible with “a profoundly anti-
social economic order” (1951, p. 66). He concluded that if “full
employment can exist together with economic distress”, then “full
employment should not, in any circumstances, become the only objec-
tive of economic policy” (Eucken 1948a, p. 43, see also 1951, p. 65). As
early as 1940, Eucken had laid the basis for this position: “[w]hen the

Backhouse and Bateman noted elsewhere (2009, p. 659) that it had not been Keynes' purpose
from the outset: it arose in the 1930s when his “emphasis switched from the dangers posed by infla-
tion, international debts, or prolonged expansion, to the threat posed by high unemployment”.
Earlier works on the Social Consequences of inflation (or deflation) provide good examples of the
younger Keynes' concerns (1972a, p. 75), still without the rule automatism that gives too much
power to the banks, which should not be “vitally concerned” with “modest fluctuations in the value
of money” (1972b, p. 152). Nevertheless, Skidelsky (2005, pp. 567-568) also observed that
Keynes—even after the General Theory—continued to be highly concerned with inflationary
pressure.
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economy is dominated by a central administration fluctuations take the
form of shifts in consumption, not in employment” (1940, p. 261).

The ordoliberal—and thus Eucken’s—allergy to Keynesian medicine
probably has to do with the unhappy, if not frankly negative (see Hudson
1985, p. 49), reception of the German version of the G7, published in
the same year as the original text.” Prior to the publication of Keynes’ GT'
(1936b), Germany had already had its own “anticipators” (Klausinger
1999) or “proto-Keynesians” (Backhaus 1985, 1997), such as Werner
Sombart, Wilhelm Lautenbach or the young Wilhelm Ropke and Hans
Neisser, which accounts for the similarities between the German eco-
nomic policies of the 1930s and the general spirit of the Keynesian pro-
gramme. By the beginning of 1932, the Briining government was
considering to fight recession, deflation and unemployment by means of
creating jobs, based on experts recommendations from the Brauns-
kommission Ropke participated in (Fevre 2018). But this programme did
not come under way until Hitler finally reoriented it towards “massive
rearmament” on coming to power (Garvy 1975, p. 403; Tooze 2001,
p. 170), concurring with Joan Robinson’s subsequent observation that
“Hitler had already found how to cure unemployment before Keynes had
finished explaining why it occurred” (1972, p. 8). Overhasty as it may
seem, the connection of Keynesian policies with authoritarian-like ten-
dencies appeared to German liberals all too plausible.™

Eucken’s concern with the Social Question permeates his entire work.
Here, he followed the German path, which, from Friedrich List to Karl
Marx or the Historical Schools and Kathedersozialismus, showed a keen
interest in this type of inquiry."" Otto von Bismarck is credited with
having established the first assistance model of a Welfare State,'* and

?In particular, on account of a brief (so-called ambiguous) passage in the German preface, see the
article by Schefold (1980) and Hagemann (2014).

"Within a broader perspective, the study directed by Peter E. Hall (1989) on 7he Political Power of
Economic Ideas: Keynesianism across Nations showed how Western countries’ counter cyclical fiscal
policies against unemployment came about primarily without any reference to Keynes. Franklin
D. Roosevelt’s New Deal is an obvious example, but other examples can also be seen in Sweden,
France or Italy (see also Bateman 2006, pp. 283-286).

!1See the works by Erik Grimmer-Solem (2014, p. 89), Heino H. Nau (2000, pp. 508-510) and
especially Birger P. Priddat (2004, p. 53).

12 Notably the establishment of the social security system as from the early 1880s. This was followed

by laws on insurance for accidents in the workplace (1884), subsequently addressing invalidity and
old age (1889).
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economists—first and foremost Gustav von Schmoller—as well as social
scientists played leading roles in the elaboration of labour legislation
(Schefold 2008; Schmidt 2006). Following Carl Menger’s path ([1891]
2013), Eucken had once again to demonstrate that liberal principles can
favour social progress and welfare better than socialist ones and in what
sense.

Eucken explicitly addressed the issue in two articles published in the
same year (1948a, 1948b), one actually entitled Die Soziale Frage. Two
years later, at the invitation of Lionel Robbins and Hayek, Eucken came
to London for a series of lectures at the London School of Economics and
Political Science (LSE; Vanberg 2001, p. 38). Parts of these LSE lectures,
posthumously published as 7his Unsuccessful Age (1951, p. 56-68), also
provide noteworthy insights on this issue.

If we bring together Eucken’s texts on the Social Question, a particu-
lar combination between economic freedom and social justice emerges:
the notion of power is the key to understand how Eucken tried to
resolve their antagonism.” Eucken’s thesis can be summed up with a
quasi-syllogism: in an industrialized economy, the problem of (the con-
centration of) economic power is “the obverse aspect” of the lack of
freedom (1951, p. 40). However, “the problem of freedom in the mod-
ern world is very closely connected with control of the economic pro-
cess” (1948a, p. 37). Consequently, to find a way to settle the Social
Question, it is necessary to address “the vast problem of regulating eco-
nomic and social power” (1948b, p. 272). This is the only way to restore
freedom,'¥ and thus justice, that is, “a functioning and humane order”

(1949, p. 219).

13 Growth or economic efficiency is not a vital concern for Eucken because he saw it as a natural
result of this “well-functioning economic and social order” (Eucken and Bohm 1948, p. viii, my
translation).

1“On Eucken’s definition of economic liberties: “The development of the framework in which busi-
nesses and households can plan and act freely is governed by the economic policy under which the
framework is supervised. Businesses are free to choose what they produce, what technology they
use, what raw materials they purchase and what markets they wish to sell on. Labourers are not
obliged to serve in a particular form of employment cither. They enjoy freedom of movement and
the right to a free contract of employment. Freedom of the consumer exists, but not the freedom
to choose how to define the rules of the game or the forms which the economic process takes”

(1949, p. 227).
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Here our analysis of German experience penetrates to the heart of the
social problem—freedom. It was lack of freedom that gave rise to frustra-
tion. The hegemony of private or public concentrations of power endan-
gered the rule of justice, and lack of security arose from lack of freedom.

(Eucken, 1951, p. 64)

The fundamental consequence here is that order takes precedence over
freedom, the latter being a result: economic freedom is a conquest that
derives from governmental action.”” The solution to the problem of eco-
nomic power lies in the social regulation of private powers and the obvi-
ous self-restraint on the part of public bodies. From Eucken’s standpoint,
failure to recognize this issue means, for liberals, failure to achieve the
goal of freedom:

The structure designed to accommodate the sequence of economic events
requires continuous governmental supervision and possibly organization in
an age of industrialization. But within these commodity and labour mar-
kets—in other words, in everyday economic life—there must be freedom.
That is the real goal. Without freedom, there can be no solution of the
social question. That creates a basic assumption underlying the social orga-
nization of working regulations—a precondition which is lacking if the
workers on the labour markets are confronted by monopolistic employers
or public authorities. (Eucken 1948b, p. 275)

To Eucken’s way of thinking, the Keynesian approach had got it all
wrong by confusing causes and consequences. Full employment cannot
be a primary objective of economic policy, because it is the result—not
the cause—of a well-functioning economic order. In Eucken’s words: “[s]
atisfactory control of the whole process and through this ‘full
employment’—yes. Full employment alone, by ignoring or mashing the
problem of control of the economic system—no” (1948a, p. 45).

As we saw, the approach of Keynes and Eucken calls for active govern-
ment; their blueprint for the State is interventionist. By targeting the issue
of unemployment or the question of economic concentration, Keynes
and Eucken unsurprisingly led State action on conflicting paths with
their new approaches.

>For comparable readings, see Keith Tribe (1995, p. 212) or Werner Bonefeld (2012, p. 4).
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12.3 Interventionist Solutions: “Middle”
Versus “Third” Way

In his essay 7he End of laissez-faire, Keynes (1926b, p. 291-292) saw
monetary policy, information transparency, population control and, in
particular, guidance of investments and savings (inzaglio of consumption)
as belonging to the State agenda. Ten years later, his GT would provide
the theoretical foundations for and a more explicit set of economic
policies on the matter of investment/saving orientation to secure full
employment. In fact, Keynes praised “a middle course between allow-
ing the free play of market forces and public intervention to prevent
waste and distress to consumers and producers” (Fantacci et al. 2012,
p. 457). Of particular interest for this study are Keynes'—repeatedly
mentioned—"“euthanasia of the cumulative oppressive power of the capi-
talist to exploit the scarcity-value of capital” through cheap money (low
interest rate) and “somewhat comprehensive socialisation of investment”
(Keynes 1936a, p. 375-376, 379). These two structural policies came to
play a prominent role with regard to the issue of “economic power”.
Coherent with this theme, another major concern of Keynes lay in the
impact of the financial sector, with the contemporary tendency that “the
speculative ability or power will dominate over business ability in mod-
ern capitalism” (Arena 2010, p. 875).

By contrast, Eucken held that the State should secure the appropriate
framework to create the conditions for competition, a situation in which
agents are price takers, at least at a subjective level. This was the founding
principle of the order-based policy (Ordnungspolitik) that Eucken was
advocating, for “the achievement of general equilibrium requires the
establishment of certain market forms and monetary systems; and this is
the primary task of economic policy” (1951, p. 68). Spontaneously
formed economic orders do not necessarily lead to complete competition
(vollstindige Konkurrenz). Thus, a functioning order is by no means a pas-
sive task for the State, which must—consistently—intervene on a wide-
ranging scale (once again building on concrete experimentation):

The problem will not solve itself simply by our letting economic systems
grow up spontaneously. The history of the last century has shown this
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plainly enough. The economic system has to be consciously shaped. The
detailed problems of economic policy, whether of agricultural policy,
trade policy, credit, monopoly, or tax policy, or of how the whole econ-
omy, national and international, and its rules, are to be shaped. (1940,

p. 314)

Critical of the spontaneous conception of modern capitalist develop-
ment, both Keynes’ and Eucken’s conceptions of interventionism have to
be understood in relation to their conceptions of human behaviour.

For Eucken, the problem lies in the fact that the individual “lust for
power” (Machtstreben) cannot completely vanish but can at best be mini-
mized through constitutional principles.'® Eucken’s thought reflects a
conception of economic agents, on both the demand and the supply side,
as a permanent threat hovering over the competitive order, because agents
are driven by a rent-seeking behaviour:

The supplier and the customer always—wherever possible—seek to avoid
competition and to acquire or assert monopolistic positions. There is an
omnipresent, strong and irrepressible urge to eliminate competition and to
acquire a monopolistic position. Everyone espies possibilities of becoming
a monopolist. (Eucken, 1949, p. 222)

Eucken remarked that “economists are always in danger of missing the
significance of struggles for power (Machtkampfe), their fury and brutal-
ity” (1940, p. 263). Having witnessed, from the 1920s on, the prolifera-
tion of cartels and the merging of economic interests of large companies
or trade unions with those of the Reich, Eucken became convinced (see,
for instance, 1951, pp. 29-40) of the absolute necessity to address this
issue. He devoted his work mainly to this end, seeking to grasp the impli-
cations of the issue of power in economic and political terms.

From Keynes' viewpoint, if the driving forces of Capitalism are the
“intense appeal to the money-making and money-loving instincts”

10This framework, based on fundamental articles of the “economic constitution”
(Wirtschafisverfassung), is composed of the criteria of (1) price consistent with complete competi-
tion, (2) stability in the value of money, (3) open markets, (4) private property, (5) freedom of
contract (with limitations), liability and (6) consistency of economic policy. On Eucken’s (1952,
pp- 254-303) constitutive and regulative principles, see Grossekettler 1989, 1994 for discussion.
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(1926b, p. 293)," that failed to satisfy his elitist conception of human-
kind on—broadly speaking—ethical grounds, the technical problem lay
elsewhere:

[M]any of the greatest economic evils of our time are the fruits of risk,
uncertainty, and ignorance. It is because particular individuals, fortunate
in situations or in abilities, are able to take advantage of uncertainty and
ignorance, and also because for the same reason big business is often a lot-
tery, that great inequalities of wealth come about; and these same factors
are also the cause of the unemployment of labour, or the disappointment
of reasonable business expectations, and of the impairment of efficiency
and production. (Keynes 1926b, p. 291)

Despite Keynes “realistic and pessimistic view of human nature”
(Lagueux 1998, p. 262), the main issue lay in these psychological flaws,'®
of which underinvestments (and so underemployment equilibrium or
disequilibrium'?) are the results. This combination of greed and blindness
at the individual level leads to error or conventionality (rational from the
agent’s point of view), resulting in irrationality on the social scale. This is
one of the major justifications for unilateral government intervention in
the market process. These views are consistent with Keynes” will to over-
come individuals limitations through collective wisdom, a possibility he
did express in 7he End of Laissez-faire.

Clearly, the philosophical conceptions of human nature favoured by
Keynes and Eucken do not result in the same stream of ideas. On this
specific issue, David R. Andrews showed that “the later Keynes accepted
Hume’s sceptical conclusion that custom and not reason is the ‘guide to
life” (1999, p. 21). It would be necessary to examine to what extent
Eucken’s conception of the individual “will to power”, for instance,

7 For another illustration, see Keynes (1936a, p. 374). Gilles Dostaler (2007, pp. 163-166), both
on his own account and together with Bernard Maris (2009), insisted on the Freudian flavour of
Keynes' interpretation of the auri sacra fames as a primitive instinct persisting in the age of
Capitalism, with all the problems that lead, for example to excessive savings or clinging to the gold
standard with more passion than good sense.

8Or “socio-psychological attitude” as Anna M. Carabelli and Mario A. Cedrini (2015, p. 14)
recently coined it.

Y On this controversial issue among Keynesians, see Michel de Vroey (2004).
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remained along the same lines as thinkers like Karl Marx, Arthur
Schopenhauer or Friedrich Nietzsche. However, the influence of past
thinkers should, once again, not be attributed with so much weight as the
international context: Keynes, like Eucken, facing the rise of big-business
Capitalism, was driven to speak out about the spread and impact of eco-
nomic power in modern society.

For these two doctors at the bedside of Capitalism, one of the chal-
lenges was, on the one hand, to reduce power to the minimum possible
presence (Eucken 1951, p. 38) and, on the other, to aim at a balance
amongst the powers, resting on equal shares of power for the various
groups (Keynes 1927, p. 643, 645). To address these scenarios, Keynes
and Eucken envisaged “planning” practices to achieve ends that lay
beyond the reach of private agents alone (and in particular firms). As the
following section explains, they favoured two different solutions. Keynes
asked for a planning of investments by middle-range organizations or
corporations, that is, collective wisdom working for a better ongoing
market economy. While Eucken sought planning the forms of the eco-
nomic systems, and the existence of a Monopoly office as referee, that is,
wisdom of the market enabled by limitation of rent-seeking behaviours
under the watchful eyes of a State regulator.

12.4 Managing Power in the Capitalist
Society

Keynes saw the rising power of corporations and “joint stock institu-
tions”, but this “tendency of big enterprise to socialise itself” entails a
possibility to reach a balance (1926b, p. 289). The alternative to strug-
gling with this trend, which “would be useless as well as foolish”, was to
embrace and direct it: “[o]ur task is to take advantage of it, to turn it into
the right channels” (1927, p. 643). Keynes advocated control of power,
but without involving the central State, as discussed above.? Rather, he

Tt must be noted that Keynes was never a strong supporter of growth in the size of the State
(Backhouse and Bateman 2012, p. 13), and “the creation of intermediate institutions was an assault
on laissez faire, but not an endorsement of a state directed economy” (Atkinson and Oleson 1998,
p- 1025), not a plea for State Socialism (see Davis 1992).
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gave pride of place to intermediate, decentralized and semi-independent
institutions, such as the unions (1925, p. 305). So his macroeconomic
programme should be implemented alongside structural meso-economic
encouragement. Keynes’ praise of “the socialization of investment” relies
on collective wisdom, but within the scope of a liberal government, that
is, the level of centralization of decision should be minimal, under the
constraint of the adequate regulation of liberal society (1927, p. 643).
For instance, playing a part in a corporation helps public authorities to
impose social standards for workers’ conditions (ibid., p. 646). Keynes
saw public/private complementariness as a vital strength (Brittan 2006,
p. 185; de Carvalho 2008, p. 209), but within the limits of the classical
functioning of competitive markets. Indeed, on microeconomic grounds,
Keynes did not seem to offer any serious objections to the classical analy-
sis. In the G7, the assumed perfect competition refers to “price-takers™
positions or “zero degree of monopoly”, which constitute(s) “the bench-
mark assumption of Marshallian economics” (Hayes 2008, p. 283). In
that respect, Keynes “remained committed to the idea of competitive
decentralisation decision-making as the principle of economic organisa-
tion” (Witztum 2013, p. 315).

Neither individuals, nor the central State, Keynes was in favour of a
corporatist  solution (Crotty 1999)—within the boundaries of
parliamentary democracy structures (1926b, pp. 288-289, 1927, p. 645).
Keynes trusted the capacity of the Parliament to rise above narrow vested
interest. Like Pigou (1935, p. 126), he was convinced that “the British
Civil Service” and “politicians”, while “subject to great pressure”, remained
staunch in an “unquestionable public spirit” and “are never in this coun-
try personally corrupt”. The German case is altogether different. In early
post-World War I Germany, distrust of parliamentary government in
modern mass democracy was widespread, going far beyond Carl Schmidt’s
influential work (see Kennedy 1988). Eucken progressively changed his
mind on this issue, from conservative rejection in the 1920s and 1930s to
a more democratic position after World War II. But he remained in any
case convinced that the rise of private powers was the most direct threat
to democracy, eventually leading to the “surrender” of parliament in
favour of “the preponderance of the central administration in economic

decisions” (Eucken 1948a, p. 32).
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For his part, Eucken understood the problem of “economic power”
as a three-way alternative level of control: “control by state central bod-
ies, control by groups, or control by competition” (Eucken 1949,
p- 225). The first level corresponded to the State Socialist solution, the
second to Keynes' (and possibly parliament democracy), while the last
was a solution promoted by Eucken (ordoliberal). To Eucken’s mind,
“the crucial advantage of a competition-based order, namely that power
is so fragmented (zersplittert) that it no longer has a harmful effect”
(1946a, p. 142) ruled out any other solution. From this viewpoint, the
succinct conclusion Irene Oswald-Eucken (Walter Eucken’s daughter)
came to, that “the order of competition transfers one of the most impor-
tant political achievements of the European political tradition to the
economy: the balance of power” (1994, pp. 40—41), is in some respects
misleading, for it is not so much about finding a balance as, rather,
about disempowering.

But for Eucken, the competitive solution had nothing in common
with a law of the jungle state of affairs, at least after the regulation Eucken
advocated, constituting an order-based policy (Ordnungspolitik). Next to
the constitutive principles (defined above), which should minimize the
risk of undue acquisition of power, a Monopoly office (Monopolamsz) was
to keep watch over competition, to prevent any “battle for monopoly” by
“impediment or injurious competition” and encourage “performance
competition” (Leistungswettbewerb) in markets (1949, p. 259). This inde-
pendent organization—"a central figure in the modern, industrialized
state [...], just as indispensable as the Supreme Court” (ibid., p. 241)—
does so by watching that costs are playing their role of “regulative
factor(s)” (ibid., p. 228): “a monopoly office has the task of dissolving
avoidable monopolies and supervising unavoidable ones” (ibid., p. 241).*!

Once Eucken’s position is clarified, the line of criticism he took on
Keynes' views becomes fairly evident. Encouraging group coordination is
tantamount to encouraging the formation of pressure groups, which can

2'f this particular function will find its way through West German (and later European) politics,
it should be noted with Keith Tribe that in 1949, “a Labour government (...) created the
Monopolies (and Restrictive Practices) Commission to report on private-sector cartels and monop-
olistic firms, making it the first government in Europe to introduce legislation directed to the end-
ing of restrictive practices and the promotion of competitive markets” (2009, pp. 76-77).
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support monopoly positions, but also bias the legislative framework
towards private interests, as opposed to the common good. So in Eucken
“anarchy and exploitation”—as John K. Galbraith (1954, p. 1) later out-
lined the competitive solution—arise not from competition but rather
when “the direction of the processes of the economy by ‘professions’ is
not capable of reconciling own interests and common interests, it means
group anarchy” (1949, p. 223, 226).

Eucken did not believe that a central administration would contain
its own market power (1948a, p. 32), nor had he any confidence in
Keynes” corporatist balance of power. Paradoxically, an independent
Monopoly office, or a Central Bank, established on the strength of
economic power, did not disturb Eucken because “economic power
should only exist in a competitive order to the extent necessary to
maintain the competitive order” (1949, p. 238). More than a merely
technical question (of the marginal cost equalizing market price), the
problem of power concerns different kinds of institutional dynamics:
like all forms of market structures, market openness—in modern
terms “contestability”—intra and extra business sector interactions,
the influence of the unions and associations and the influence of great
corporations on the democratic (parliamentary) decision-making
process (see Fevre 2017). Additionally, independent or semi-indepen-
dent institutions like Central Banks and, of course, the monetary sys-
tems themselves are of vital significance when it comes to power
relationships.

In his 1949 article on 7he Competitive Order and Its Implementation,
Eucken specifically reacted to Keynes' recommendations in 7he End of
Laissez-faire:

(I]t is surprising that Keynes even dared suggest such forms of order
[autonomous associations, professions and similar mandatory corpora-
tions], which science has long recognized as only achieving a fragile equi-
librium of the economy, tending towards disequilibrium. Experience has
confirmed this on numerous occasions. If in the coal the mining, the iron,
the cement or the potash industries, the trade or the workforce are com-
bined in autonomous groups, group anarchy arises (...). (Eucken 1949,
p. 225)
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It was in fact far from “surprising” on the part of Keynes, who never
believed in the intrinsic stability of the private sector (see Bridel 1987,
p. 187) and found the application to it of the concept of “equilibrium”
rather puzzling.** Eucken’s disenchanted experience of German history
impeded proper theoretical discussion, even if his conception of “science”
here is most likely based on Heinrich von Stackelbergs work (1934,
p- 26), which demonstrated the vulnerability to shocks or “instability” of
partial monopoly and oligopoly market forms.*

Eucken’s observation quoted above nonetheless remains sound in its
own terms, defending a particular framework on the structural level.
Indeed, Keynes’ solution defined by Eucken as group direction of the
economic process, in his words an “anarchical co-existence of groups of
monopolists” (1948b, p. 274), did not constitute a stable condition.
Ultimately, it would arrive at one of the two equilibria: direction by the
State or by competition (1949, pp. 225-226).

12.5 Concluding Remarks

On his return from Bretton Woods after so much intensive discussion,
Keynes died as the result of a series of heart attacks on April 21, 1946:
he was sixty-two years old. While in London for his LSE conferences,
Walter Eucken suddenly died of the same disorder on March 20, 1950,

at the age of fifty-nine. Neither Keynes nor Eucken were to make it to

*>Keynes, like Marshall, is “analysing systems in motion: equilibrium was but a point attractor in
such a process” (Backhouse and Bateman 2006, p. 12). Eucken proved to be more in line with the
Walrasian viewpoint, against the Cambridge tradition. The concept of equilibrium is one of the
conflicting (and controversial) issues between our protagonists that are beyond the scope of this
chapter.

#1In his obituary to Stackelberg, Eucken reported that even if initially (1930s) the former “had
shown certain sympathies for the [Italian] corporative state”, he eventually (1940s) “had come to
the conclusion that the competitive order is the only principle by which the economic problems of
our time can be solved, but he drew a sharp distinction between the competitive order and a system
of laisser-faire, and he was fully aware of the importance of the task of elaborating a suitable legal
framework for such a competitive order” (Eucken 1948c, pp. 133-134). Eucken stressed this
change as he is credited with having played a key role in his turn away from Nazi (early and) full
commitment to a more liberal position (Keppler 1994, p. 25, 172—173). Further evidence for this
reading is to be seen in Stackelberg’s place as a propagator of ordoliberals’ ideas in Spain during his
Madrid period from 1944 to 1946 (see Ban 2012; Fuertes 1996).
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the second half of the twentieth century, but they were nevertheless des-
tined to play key roles in shaping post-war conceptions of State respon-
sibilities vis-a-vis a (decentralized) market economy for their respective
countries, and beyond.

Just like Keynes, Eucken saw the role of the economist as that of a keen
observer of the genuine economic situation, anxious about the limited
time-frame contingencies. To their rejection of laissez-faire, both econo-
mists added, with the same logic, the dismissal of the methods of State
Socialism, marking a decidedly forward-looking departure from the ideas
then in vogue in Europe. Fundamentally, Eucken and Keynes focused on
their own times, casting off from the old philosophies of “defunct econo-
mists” (Keynes 1936a, p. 383), who left in their wake in the stream of
ideas: “the waves often lap banks long after it has passed from sight”
(Eucken 1948b, p. 271). They both claimed to bring new answers in line
with current issues.

In a quest to overcome the scarcity of capital and depriving money of
its store of value function—which means “the euthanasia of the rent-
ier”—or to neutralize the exercise of power on the formation of market
prices, Keynes and Eucken revealed their aspirations to adjust the inter-
nal dynamics of Capitalism. Current economic and political institutions
were indeed the source of a deleterious power. While Keynes insisted in
the unequal access to capital investments, Eucken associated power to
monopolistic and oligopolistic positions held by some firms in the mar-
ket. Liberal interventionism was then required by both Keynes and
Eucken. If the former put his faith in complementariness between private
and public bodies as a way to reach a balance among interests, the latter
favoured the existence of an independent office in charge of monitoring
competitive market structures, disempowering private agents.

References

Allais, M. (1948). Le probléme de la planification dans une économie collectiv-
iste (2). Kyklos, 2(1), 48-71.

Andrews, D. R. (1999). Continuity and Change in Keyness Thought: The
Importance of Hume. 7he European Journal of the History of Economic
Thought, 6(1), 1-21.



Keynes and Eucken on Capitalism and Power 341

Arena, R. (2010). Corporate Limited Liability and Cambridge Economics in
the Inter-War Period: Robertson, Keynes and Sraffa. Cambridge Journal of
Economics, 34(5), 869-883.

Atkinson, G., & Oleson, T. (1998). Commons and Keynes: Their Assault on
Laissez Faire. Journal of Economic Issues, 32(4), 1019-1030.

Backhaus, J. G. (1985 [2009]). Keynesianism in Germany. In T. Lawson &
H. Pesaran (Eds.), Keynes Economics, Methodological Issues (pp. 209-253).
London/Sydney: Routledge.

Backhaus, J. G. (1997). Keynes' German Contenders 1932—-1944: On the
Sociology of Multiple Discoveries in Economics. History of Economic Ideas,
5(2), 69-84.

Backhouse, R. E., & Bateman, B. W. (2006). A Cunning Purchase: The Life and
Work of Mayard Keynes. In R. E. Backhouse & B. W. Bateman (Eds.), 7he
Cambridge Companion to Keynes (pp. 1-18). Oxford: Cambridge University
Press.

Backhouse, R. E., & Bateman, B. W. (2009). Keynes and Capitalism. History of
Political Economy, 41(4), 645-671.

Backhouse, R. E., & Bateman, B. W. (2012). Keynes and the Welfare State.
History of Economic Thought and Policy, 1(1), 7-20.

Backhouse, R. E., & Bateman, B. W. (2013). Inside Out: Keynes’s Use of the
Public Sphere. History of Political Economy, 45(suppl 1), 68-91.

Ban, C. (2012). Heinrich von Stackelberg and the Diffusion of Ordoliberal
Economics in Franco’s Spain. History of Economic Ideas, XX(3), 137-157.
Bateman, B. W. (2006). Keynes and Keynesianism. In R. E. Backhouse & B. W.
Bateman (Eds.), Zhe Cambridge Companion to Keynes (pp. 271-290).

Cambridge: Cambridge University Press.

Bonefeld, W. (2012). Freedom and the Strong State: On German Ordoliberalism.
New Political Economy, 17(5), 1-24.

Bridel, P. (1987). Cambridge Monetary Thought: The Development of Saving-
Investment Analysis from Marshall to Keynes. London: Macmillan.

Brittan, S. (2006). Keynes's Political Philosophy. In R. Backhouse & B. W.
Bateman (Eds.), 7he Cambridge Companion to Keynes (pp. 180-198). Oxford:
Cambridge University Press.

Burgin, A. (2012). The Great Persuasion: Reinventing Free Markets Since the
Depression. Cambridge, MA: Harvard University Press.

Carabelli, A. M., & Cedrini, M. A. (2015). On “Fear of Goods” in Keynes’s
Thought. The European Journal of the History of Economic Thought, (Published
online), 1-34.



342 R. Févre

Crotty, J. (1999). Was Keynes a Corporatist? Keyness Radical Views on
Industrial Policy and Macro Policy in the 1920s. Journal of Economic Issues,
33(3), 555-577.

Davis, J. B. (1992). Keynes on the Socialization of Investment. /nternational
Journal of Social Economics, 19(10/11/12), 150—163.

de Carvalho, E J. C. (2008). Keynes and the Reform of the Capitalist Social
Order. Journal of Post Keynesian Economics, 31(2), 191-211.

De Vroey, M. (2004). Involuntary Unemployment: The Elusive Quest for a Theory.
London: Routledge.

Dostaler, G. (2007). Keynes and His Battles. Cheltenham/Northampton: Edward
Elgar Publishing.

Dostaler, G., & Maris, B. (2009). Capitalisme et pulsion de mort. Paris: Albin
Michel.

Eucken, W. (1940). Die Grundlagen der Nationalokonomice / The Foundations of
Economics. (T. W. Hutchison, Trans.). London-Edinburgh-Glasgow:
W. Hodge, 1950.

Eucken, W. (1946a). Letter to Professor E A. Hayek, March 12 - HIA FAH
Papers, Box 18, Fo. 40. (reproduced and translated from original German).
In R. Leeson (Ed.), S. Saou (Trans.), Hayek: A Collaborative Biography: Part 1
Influences from Mises ro Bartley (pp. 138-143). Hampshire: Palgrave
Macmillan, 2013.

Eucken, W. (1946b [1999]). Uber die Gesamtrichtung der Wirtschaftspolitik /
Propos sur lorientation générale de la politique économique. In W. Oswalt
(Ed.), Ordnungspolitik (pp. 1-24). Miinster, Allemagne: LIT Verlag.

Eucken, W. (1948a). Das ordnungspolitische Problem / What Kind of Economic
and Social System? In A. Peacock & H. Willgerodt (Eds.), Germanys Social
Marker Economy: Origins and Evolution [1989] (pp. 27-45). London:
Macmillan for the Trade Policy Research Centre.

Eucken, W. (1948b). Die Soziale Frage / The Social Question. In H. E Wiinsche
(Ed.), D. Rutter (Trans.), Standard Texts on the Social Market Economy: Two
Centuries of Discussion (pp. 267-276). Stuttgart: Gustav Fischer Verlag, 1982.

Eucken, W. (1948c¢). Obituary: Heinrich von Stackelberg (1905-1946). The
Economic Journal, 58(229), 132—136.

Eucken, W. (1948d). On the Theory of the Centrally Administered Economy:
An Analysis of the German Experiment. (Part I & I). Economica, 15(58, 59),
79-100, 173-193.

Eucken, W. (1949). The Competitive Order and Its Implementation. Reprinted
in Competition Policy International [2006], 2(2), 219-245.



Keynes and Eucken on Capitalism and Power 343

Eucken, W. (1951). This Unsuccessful Age: or the Pains of Economic Progress.
London-Edinburgh-Glasgow: W. Hodge.

Eucken, W. (1952 [2004]). Grundsiitze der Wirtschafispolitik / Principes de poli-
tigue économique. (E. Eucken & K. P. Hensel, Eds.) (7th ed.). Tubingen:
Mohr Siebeck.

Eucken, W., & Bohm, F. (Eds.). (1948). Vorwort - Die Aufgabe des Jahrbuchs.
ORDO: Jahrbuch Fiir Die Ordnung von Wirtschaft Und Gesellschafi, 1,
VII-VXI.

Eucken, W., & Meyer, E. W. (1948). The Economic Situation in Germany.
Annals of the American Academy of Political and Social Science, 260, 53—62.
Fantacci, L., Marcuzzo, M. C., Rosselli, A., & Sanfilippo, E. (2012). Speculation
and Buffer Stocks: The Legacy of Keynes and Kahn. 7he European Journal of

the History of Economic Thought, 19(3), 453—473.

Fevre, R. (2015). Du libéralisme historique 2 la crise sociale du XXe si¢cle: la
lecture de Wilhelm Répke. Revue économique, 66(5), 901-932.

Fevre, R. (2017). Le marché sans pouvoir: au cceur du discours ordolibéral.
Revue d'économie politique, 127(1), 119-151.

Fevre, R. (2018). Was Ropke really a proro-Keynesian? In P. Commun & S. Kolev
(Eds.), Wilhelm Ropke: A Liberal Political Economist and Conservative Social
Philosopher (pp. 109-120). Springer.

Fuertes, J. V. (1996). Stackelberg and His Role in the Change in Spanish
Economic Policy. Journal of Economic Studies, 23(5/6), 128—-140.

Galbraith, J. K. (1954). Countervailing Power. 7he American Economic Review,
44(2), 1-6.

Garvy, G. (1975). Keynes and the Economic Activists of Pre-Hitler Germany.
Journal of Political Economy, 83(2), 391-405.

Grimmer-Solem, E. (2014). From Sciences of State to Modern Economics. In
V. Barnett (Ed.), Routledge Handbook of the History of Global Economic
Thought (pp. 86-94). London/New York: Routledge.

Grossekettler, H. G. (1989). On Designing an Economic Order. The
Contributions of the Freiburg School. In D. A. Walker (Ed.), Twentieth-
Century Economic Thought (Vol. 11, pp. 38-84). Aldershot Brookfield (Vt.):
Elgar.

Grossekettler, H. G. (1994). On Designing an Institutional Infrastructure for
Economies: The Freiburg Legacy After 50 Years. Journal of Economic Studies,
21(4), 9-24.

Hagemann, H. (2014). The German Edition of Keyness General Theory:
Controversies on the Preface. Research in the History of Economic Thought and
Methodology, 32, 159-166.



344 R. Févre

Hall, P A. (Ed.). (1989). The Political Power of Economic Ideas: Keynesianism
Across Nations. Princeton: Princeton University Press.

Hansen, A. H. (1947). Economic Policy and Full Employment. New York:
McGraw-Hill Book Company.

Harrod, R. E. (1947). Are These Hardships Necessary? London: R. Hart-Davis.

Harrod, R. E. (1951). The Life of John Maynard Keynes. London: Macmillan.

Hayes, M. G. (2008). Keynes’s Degree of Competition. European Journal of the
History of Economic Thought, 15(2), 275-291.

Hudson, M. (1985). German Economists and the Depression of 1929-1933.
History of Political Economy, 17(1), 35-50.

Jewkes, J. (1948). Ordeal by Planning. London: Macmillan.

Karsten, S. G. (1997). A Perspective on US and German Socioeconomic Policies.
International Journal of Social Economics, 24(6), 652—665.

Kennedy, E. L. (1988). Introduction: Carl Schmitt’s Parlamentarismus in Its
Historical Context. In C. Schmitt, E. L. Kennedy (Trans.), 7he Crisis of
Parliamentary Democracy (pp. xiii—xlix). Cambridge, MA: MIT Press.

Keppler, J. H. (1994). Monopolistic Competition Theory: Origins, Results, and
Implications. Baltimore/London: The Johns Hopkins University Press.

Keynes, J. M. (1925 [1972]). Am I aliberal? In D. E. Moggridge (Ed.), Essays in
Persuasion [The Collected Writings of John Maynard Keynes-IX] (pp. 295-300).
London/Basingstoke: Macmillan.

Keynes, ]J. M. (1926a [1972]). Liberalism and Labour. In D. E. Moggridge
(Ed.), Essays in Persuasion [The Collected Writings of John Maynard Keynes-IX]
(pp- 307-311). London/Basingstoke: Macmillan.

Keynes, J. M. (1926b [1972]). The End of Laissez-Faire. In D. E. Moggridge
(Ed.), Essays in Persuasion [The Collected Writings of John Maynard Keynes-IX]
(pp. 272-294). London/Basingstoke: Macmillan.

Keynes, ]. M. (1927 [1981]). Industry, Economy, Currency and Trade. In D. E.
Moggridge (Ed.), Activities 1922-1929 [The Collected Writings of John
Maynard  Keynes-XIX] (Vol. 2, pp. 638-760). London/Basingstoke:
Macmillan.

Keynes, J. M. (1930 [1972]). Economic Possibilities for our Grandchildren. In
D. E. Moggridge (Ed.), Essays in Persuasion [The Collected Writings of John
Maynard Keynes-IX] (pp. 321-332). London/Basingstoke: Macmillan.

Keynes, J. M. (1936a [1973]). Concluding Notes on the Social Philosophy
Towards Which the General Theory Might Lead. In D. E. Moggridge (Ed.),
The General Theory [The Collected Writings of John Maynard Keynes-VII]
(pp- 372-384). London/Basingstoke: Macmillan.



Keynes and Eucken on Capitalism and Power 345

Keynes, J. M. (1936b [1973]). The General Theory [The Collected Writings of John
Maynard Keynes-VII]. London/Basingstoke: Macmillan.

Keynes, J. M. (1944 [1980]). Letter to Professor F. A. Hayek, June 28. In D. E.
Moggridge (Ed.), Activities 1940—-1946 [The Collected Writings of John
Maynard Keynes-XXVII] (pp. 385-388). London/Basingstoke: Macmillan.

Keynes, ]. M. (1972a). Social Consequences of Changes in the Value of Money.
In D. E. Moggridge (Ed.), Essays in Persuasion [The Collected Writings of John
Maynard Keynes-IX] (pp. 59-75). London/Basingstoke: Macmillan.

Keynes, J. M. (1972b). The Consequences to the Banks of the Collapse of
Money Values. In D. E. Moggridge (Ed.), Essays in Persuasion [The Collected
Writings of John Maynard Keynes-IX] (pp. 150—158). London/Basingstoke:
Macmillan.

Klaes, M. (2006). Keynes Between Modernism and Post-Modernism. In
R. Backhouse & B. W. Bateman (Eds.), 7he Cambridge Companion to Keynes
(pp. 257-270). Oxford: Cambridge University Press.

Klausinger, H. (1999). German Anticipations of the Keynesian Revolution?:
The Case of Lautenbach, Neisser and Répke. 7he European Journal of the
History of Economic Thought, 6(3), 378-403.

Kolev, S. (2010). Hayek as an Ordo-Liberal. HWWZ Research Paper, 5—11, 1-22.

Lagueux, M. (1998). Was Keynes a Liberal and an Individualise? Or Keynes
Reader of Mandeville. Cahiers Déconomie Politique, 30(1), 255-2063.

Lange, O. (1949). The Practice of Economic Planning and The Optimum
Allocation of Resources. Econometrica, 17, 166—-171.

Lerner, A. P. (1944). The Economics of Control: Principles of Welfare Economics.
New York: Macmillan, 1964.

Macmillan, H. (1938). The Middle Way: A Study of the Problem of Economic and
Social Progress in a Free and Democratic Society. London: Macmillan.

Meade, J. E. (1948). Planning and the Price Mechanism: The Liberal-Socialist
Solution. London: G. Allen and Unwin.

Meijer, G. (1994). Walter Eucken’s Contribution to Economics in an
International Perspective. Journal of Economic Studies, 21(4), 25-37.

Menger, C. (2013). Les théories sociales de I"économie nationale classique et la
politique économique moderne [1891]. Cahiers Philosophiques, n° 133(2),
106-117.

Moggridge, D. E. (1992). Maynard Keynes: An Economists Biography. London/
New York: Routledge.

Muresan, S. S. (2014). Social Marker Economy. Bonn: Springer.



346 R. Févre

Myrdal, G. (1951). The Trend Towards Economic Planning. 7he Manchester
School, 19(1), 1-42.

Nau, H. H. (2000). Gustav Schmoller’s Historico-Ethical Political Economy:
Ethics, Politics and Economics in the Younger German Historical School,
1860-1917. European Journal of the History of Economic Thought, 7(4),
507-531.

Oswalt-Eucken, I. (1994). Freedom and Economic Power: Neglected Aspects of
Walter Eucken’s Work. Journal of Economic Studies, 21(4), 38—45.

Paesani, P, & Rosselli, A. (2017). The wartime economy and the theory of price
controls. In'Y. Tkeda & A. Rosselli (Eds.), War in the History of Economic Thought:
Economists and the Question of War (pp. 198-217). London: Routledge.

Pigou, A. C. (1935). State Action and Laisser-faire. In Economics in Practice
(pp. 107-128). London: Macmillan and co.

Polanyi, K. (1944). 7he Great Transformation. New York/Toronto: Rinehart.

Priddat, B. P. (2004). Gustav Schmoller: I’économie comme moralité institu-
tionnalisée. In H. Bruhns (Ed.), E Laroche (Trans.), Histoire et économie
politique en Allemagne de Gustav Schmoller i Max Weber: nouvelles perspectives
sur lécole historique de [économie (pp. 53-74). Paris: Editions de la Maison
des sciences de '’homme.

Rieter, H., & Schmolz, M. (1993). The Ideas of German Ordoliberalism
1938-45: Pointing the Way to a New Economic Order. European Journal of
the History of Economic Thought, 1(1), 87-114.

Robbins, L. (1947). The Economic Problem in Peace and War: Some Reflections on
Objectives and Mechanisms. London: Macmillan.

Robinson, J. (1972). The Second Crisis of Economic Theory. 7he American
Economic Review, 62(1/2), 1-10.

Rueff, J. (1948). The Case for the Free Market. Foreign Affairs, 26(3), 528-541.

Sally, R. (1996). Ordoliberalism and the Social Market: Classical Political
Economy from Germany. New Political Economy, 1(2), 233-258.

Schefold, B. (1980). The General Theory for a Totalitarian State? A Note on
Keyness Preface to the German Edition of 1936. Cambridge Journal of
Economics, 4(2), 175-176.

Schefold, B. (2008). Schmoller, Gustav von (1838—1917). In S. N. Durlauf &
L. E. Blume (Eds.), 7he New Palgrave Dictionary of Economics (2nd ed.,
pp. 303-304). Basingstoke: Nature Publishing Group.

Schmidt, K.-H. (2006). Long-term Views of the “Social Question” in Germany
During the 19th and 20th Century. Journal of Economic Studies, 33(4),
269-283.



Keynes and Eucken on Capitalism and Power 347

Schumpeter, J. A. (1942). Capitalism, Socialism, and Democracy. New York/
London: Harper.

Simons, H. C. (1948). Economic Policy for a Free Society. Chicago: The University
of Chicago Press.

Skidelsky, R. J. A. (2005). John Maynard Keynes, 1883—1946: Economist,
Philosopher, Statesman. New York: Penguin Books.

Stackelberg, H. E von. (1934 [2010]). Marktform und gleichgewicht / Market
Structure and Equilibrium. Heidelberg: Springer.

Taylor, O. H. (1934). Economics Versus Politics. In Economics of the Recovery
Program (pp. 160-188). York: The McGraw-Hill Book Company.

Tinbergen, J. (1947). Central Planning in the Netherlands. 7he Review of
Economic Studies, 15(2), 70-77.

Tooze, J. A. (2001). Statistics and the German state, 1900—1945: The Making of
Modern Economic Knowledge. Cambridge [etc.]: Cambridge University Press.

Tribe, K. (1995). Strategies of Economic Order: German Economic Discourse,
1750-1950. Cambridge/New York [etc.]: Cambridge University Press.

Tribe, K. (2007). Ordoliberalism and the Social Market Economy. History of
Economic Thought, 49(1), 155-160.

Tribe, K. (2009). Liberalism and Neoliberalism in Britain, 1930-1980. In
P. Mirowski & D. Plehwe (Eds.), 7he Road from Mont Pélerin: The Making of
the Neoliberal Thought Collective (pp. 68-97). Cambridge, MA/London:
Harvard University Press.

Vanberg, V. (1998). Freiburg School of Law and Economics. In P Newman
(Ed.), The New Palgrave Dictionary of Economics and the Law (Vol. 2,
pp- 172-179). London: Macmillan.

Vanberg, V. (2001). 7he Constitution of Markets: Essays in Political Economy.
London: Routledge.

Watrin, C. (1979). The Principles of the Social Market Economy — Its Origins
and Early History. Zeitschrifi Fiir Die Gesamte Staatswissenschaft / Journal of
Institutional and Theoretical Economics, 135(3), 405—425.

Witztum, A. (2013). Keyness Misguided Revolution. OFEconomia, 3(2),
287-318.



®

Check for
updates

13

Power and Economics in Italy:
From the Social Conflicts of the 1970s
to the Euro-Crisis

Piero Bini

13.1 Introduction

It is generally held that economists leave little room for the analysis of
power, apart from the power associated with the dominant firms in the
market. However, while power was to remain off-limits for mainstream
economists, it has never ceased to continue to attract, and challenge, the
“peripheral” economists (Cf. Bartlett 1989, p. 3).

With this research dedicated to the case of Italy, we set out to verify
whether a history-of-economic-thought approach, given its tendency to
cross historical data with theoretical developments, may offer some useful
pointers to exit from this zero-sum confrontation between those who
hold that power can be kept out of economic analysis, and those who
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consider power itself an economic phenomenon, albeit appearing under
another guise.

Our chapter on this verification affords occasion to observe how
manifestations of power generate conflict and change. And we see how
the outcome of these dynamics also affects the type and intensity of the
economic counterforces that these manifestations of power trigger into
action. In short, power in the economy shows not one face but two, as
in a dialectical process. This is an issue that has not received very much
attention in the history of economic thought. Outstanding among the
studies offering some contribution on the subject is the work by
E. Bohm-Bawerk (1914), according to which power does not act
beyond or against the laws of economics but through them. Any mani-
festations of power (e.g., high wage claims asserted with prolonged
strikes) that lacked the support of the laws of economics would be
short-lived. Albeit taking a very different scientific approach, John
K. Galbraith (1957) also sees the dynamics of power as tending to come
into coordination with the economy. In fact, he argues that when power
takes on a particular form—as, for instance, an oligopoly on the supply
side—it will endogenously generate countervailing powers—such as a
new bloc of buyers, for instance—able to promote the public
well-being.

As we see, this optimistic viewpoint taken by the two great economists
finds no particular confirmation in our study, which aims to argue out
the issue of power in relation to economy and economics as experienced
in Italy from 1970 to 2014.

We develop our argument along two different levels of analysis. The
first is a matter of ideas, and it concerns the lines of research followed by
Italian economists in the period under consideration. Here the questions
we seek to answer are: what representations of power emerge from their
studies and what social and institutional power management technology
did these studies implement? The second level of analysis concerns the
realities, and the significant question is: what role have power relations
played in determining economic policy decisions and the (frequently

' Among the various criticisms to this position, see in particular Stigler (1954).
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unsatisfactory) macroeconomic outcomes for the Italian economy in the
same period??

In pursuit of some answers to the questions set above, we have divided
the period 1970-2014 into three main sub-periods. The first covers the
1970s, which saw considerable social conflict in Italy. Under the influ-
ence of a composite scientific programme of political economy to which
Srafhan, Keynesian and Marxian theoretical approaches very much con-
tributed, the most significant manifestation of emerging power came
from the working class. The next period covers the 1980s, which saw an
abnormal increase in Italy’s public debt. Meanwhile, in the field of eco-
nomic studies, the principle of time inconsistency and the theory of
rational expectations paved the way for the emerging power of the Central
Bank. The third period spans the 1990s and 2000s, when the power of
the Maastricht rules made itself felt. The first decade saw Italy joining the
Eurozone under the aegis of the rising international influence of freely
shifting capital flows. The second decade witnessed the outbreak of the
Great Recession and signs of the Euro-Italy crisis. As for the scientific
debate, Italian economists embarked upon critical research into the the-
ory of optimal currency areas, the paradigm of varieties of capitalism and
the doctrine of economic austerity.

These three broad sub-periods are surveyed in as many corresponding
sections. In the conclusion we see how these sub-periods tie together.

13.2 Power and Economics in Italy
in the Years of Social Conflict

The 1970s constituted a complex, at times dramatic decade in Italy.
Following the collapse of the international payment system based on the
dollar (1971) and the sudden rise in international oil prices (1973), the
Italian economy was severely shaken, deviating from its growth trend.
Negative effects ensued at the level of unemployment, inflation and pub-
lic finance.

*That these were the questions we chose to raise and, indeed, the very way we chose to formulate
them may be seen as bearing out the increasing influence exerted by the work by Michel Foucault
(2008) on the subject of the reciprocal influence between power and the economic sphere.
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In political terms, it was a decade of striking electoral success for the
Italian Communist Party (PCI) and the proliferation of left-wing ideas.
As in many other countries in the West at the time, in Italy, too, genera-
tional antagonism and the protests of student movements became alarm-
ingly conflictive. In the field of industrial relations, the 1970s began in
Italy with the so-called hot autumn of 1969, heralding the dawn of a long
season of strikes, social conflict and wage demands that surged to a peak
in 1975.

These new political and social winds were also keenly felt by the Italian
economists, many of whom advanced radical criticism of various aspects
of neoclassical economics and favoured greater state intervention in the
economy, also supporting some forms of planning. At the same time,
most of them sympathised with the programme the workers were fight-
ing for and undertook to support it scientifically with studies developing
along three theoretical approaches: Srafhan, post-Keynesian and
Marxian.?

We begin with Sraffa. With reference to his major work (Sraffa 1960),
some Italian economists stressed the logical groundlessness of the neo-
classical aggregate production function, which was negated by the circu-
lar relationship between the measurement of the total capital value and
its relative rate of return. As a result, they argued, the theory of distribu-
tion based on the marginal productivity of the productive factors was also
to be abandoned, and with it—since it was recognised as lacking in con-
sistency—the proposition affirming an inverse relationship between real
wage rate and the level of employment.? The general implication of this
proposition was that no endogenous equilibrating mechanisms of dis-
tributive variables exist, and also that this theoretical system has—as they
were beginning to say—a degree of freedom that neoclassical theory
lacked. For “closure” of the model, resort should have been made to a
broad menu of elements drawn from political choices or institutions or,

3t is beyond the scope of this relatively concise chapter to provide detailed information on the
Italian economists of the period. Those interested in a more exhaustive review of this argument are
referred to Bini (2013).

4See, for instance, Spaventa (1974). For a broad outline of Sraffa’s contribution, see Roncaglia

(2005: 435-466).
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for instance, the collective bargaining power of the trade unions. As Ezio
Tarantelli observed:

The most widely accepted theory of income distribution, at least in Italy, is
without doubt the one advanced by Sraffa. (...) This theory has repre-
sented a “liberating bath” for all those economists who believe, and to my
mind rightly so, that the distribution of income between wages and profits
is a question of relative power between the two (or more) income classes,
and not a variable that can be determined solely on technological grounds
(Tarantelli 1988 [1979]: 863).

In this quotation a power-based approach to wage theory clearly
emerges.

In the same period, other Italian economists, taking a post-Keynesian
approach, distanced themselves from the neoclassical synthesis. First of
all, they needed to extend the principle of effective demand to the analy-
sis of accumulation and growth. Their representation of the investment
function was characterised by highly volatile entrepreneurial expectations
capable of preventing the attainment of full employment both in the
short and in the long term.” In order to counteract the instability of the
investments, they suggested many types of public intervention in the
economy to sustain the aggregate demand and achieve a process of
authentic socialisation of investments.® Furthermore, they rejected the
income policy based on the criterion of proportionality between labour
productivity and wages, seeing it as a sort of pseudo-scientific legitimisa-
tion of a conservative type of long-term income distribution. In short,
they traced out a dynamic picture of the economy which highlighted the
macroeconomic failures of the market and the need for them to be rem-
edied by delegating strong powers to the public authorities, all the better
if implemented on a basis of systematic planning.

Finally, we must consider Marxian economic thought, upheld at the
time by numerous authors in Italy who were, however, divided when it
came to Sraffian economics. Some pointed out the non-historical nature

>See, for instance, Izzo et al. (1973).

®In particular, the need to involve the public enterprise system was vigorously argued by Graziani

(1969).
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of the latter and the departure from Marx lying in failing to deal with the
issues of labour exploitation and the supersedence of capitalism.”
Conversely, there were other Marxist-oriented economists® who expressed
appreciation of, on the one hand, Sraffa’s demonstration of logical incon-
sistency of the marginalist theory of distribution and, on the other hand,
his positive approach accrediting once again the classical notion of sur-
plus and the conflicting relationship between wages and profits.

In short: between the late 1960s and early 1970s, a sort of spurious
doctrinaire alliance among various scholars was formed that extended
from the strictly Sraffian to the post-Keynesian economists who did not
subscribe to the neoclassical synthesis, as well as including a fair number
of Marxian economists. This alliance was fostered by the idea that, first,
by bringing together the above-mentioned theoretical streams of thought
it was possible to obtain a new paradigm and, second, that this would
afford scientific support for an alternative social and institutional system
or in any case one that differed from market economy capitalism. We
have chosen the term “conflict paradigm” to christen this complex
research programme.

With regard to the power issue in particular, the three (heterodox)
approaches of economics described above, albeit differing in many
respects, show some common features. First of all, for them power is not
only a sociological or political phenomenon but may at times constitute
an input, or at other times an output, of their theoretical construction.
Specifically, in the case of Marx, power is the essential inner core of the
theory of value and the driving force within the processes of exploitation.
In the case of Sraffa’s economics, it emerges as uneliminable residue in the
pure theory of distribution. In the case of the post-Keynesians, it appears
in the form of a particular top-down regulation of the economy on the
part of public authorities, and is deemed above all essential to ensure
economic growth. Second, it is surely significant that the Italian econo-
mists contributing to the three research approaches supported patterns of

7We refer here to economists such as Domenico Mario Nuti, Claudio Napoleoni, Guido Carandini
and indeed many more. For various internal developments in the Marxist debate in Italy at the
time, see Gattei (1981).

® Among these scholars we may mention Pierangelo Garegnani, Andrea Ginzburg, Ferdinando
Vianello and Sebastiano Brusco.
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power relations more favourable to the workers and, at the same time,
able to bring about a mixed economy or even supersede market economy
capitalism. It was undoubtedly a leftward leaning school of economic
thought. As a third consideration, the three lines of research entailed
challenges to various aspects of the mainstream theoretical models, such
as the IS/LM model or the above-mentioned relation between wage rate
and labour productivity. The need was to shake off their intellectual influ-
ence, considered a form of social power, or even to abandon equilibrium
analysis itself, suspected of resting on an authoritarian assumption.’ Thus
these economists sought to propose alternative regulatory tools and strat-
egies, such as protectionist policies and import substitution, in order to
achieve a greater degree of compatibility between wage rises and external
constraints.'

As for the balance of power in the Italian labour market of the 1970s,
the following data refer to the average annual percentage increases in
productivity and the nominal and real wages per capita in the years

1968-1975.

Nominal wages Real wages® Productivity®
1968-69 6.8 4.8 5.9
1970 19.9 15.0 6.2
1971-72 10.9 5.6 3.8
1973-75 22.7 7.1 2.4

aDeflated by the real changes in consumer prices
bValue added per employee
Table contained in Rossi (2007): 9. Source: Prometeia and Istat

These data illustrate a “reverse income policy”. As the workers’ power
increased, the link between rises in wages and productivity was shattered.
In the system of scientific synergies that came to form around what we
have called the “conflict paradigm”, a special role was played by debate on
the wage rate as an “independent variable”. This concept took on the
significance of an instrumental magnitude for accelerating the change of
the ruling class of the country and heightening contradictions in the mar-
ket economy. The result was a meta-theoretical concept of wage as a price

9 Cf. Graziani (1981).
19On this issue, see, for instance, Pivetti (1974) and (1976).
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governed prevalently by social forces and power relations. According to
some observers, this point of view ended up by validating the idea of a
guiding mission of the trade unions, also within the sphere of the politi-
cal projects.

As Takata pointed out with more general reference,' in the Italian
historical context at the time the workers were demanding not only
higher wages but also: (1) the creation of a modern welfare system; (2)
enhancement of their political representation; and (3) a stronger social
standing. In short, on the basis of this complex of motivations the Italian
workers were calling for a different distribution of power in companies,
in society and in the political sphere.

The fact is that the equilibrium of power in Italy in the 1970s effec-
tively tilted in favour of the workers, not only in absolute and relative
increase in real wages, but also in other respects: the “Statuto dei
Lavoratori” (Workers’ Statute) was enacted in 1970 to defend their rights
in the factories. An indexing mechanism was applied in 1975 for 100%
protection of wages against inflation. The bargaining power of the unions
was also to be seen in the increasing safeguards regarding firing, decent
workplace conditions and less harsh working methods and paces.
Fundamental reforms were being devised to create an advanced welfare
state covering the fields of education, health and pensions.

In terms of the aims of civilised society and moral progress, it was a
period that saw particularly interesting and innovative developments. On
the other hand, the repercussions that this season of conflicts had on the
economic and institutional order were not equally positive. First of all,
the antagonistic culture that developed in the firms and in society signifi-
cantly lowered the already poor credit enjoyed by market institutions and
culture in Italy. It also weakened some traditional elements of the process
of accumulation in Italy, such as the low-unit costs of labour, the ample
supply of savings, the financial engineering operations, the agreements
between companies and the synergies with the public powers. Further, we
also need to consider the fact that some of the leading actors found them-
selves negatively involved in the social conflict at that time. Here we are
referring, for instance, to big private and public companies, banks and

1

! See Takata (1995), p. 157.
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the civil service. These actors failed to achieve the higher competitive
levels that might have balanced out the greater power gained by the work-
ers. A sort of potential counterbalance might have come about from the
increase in the system of small companies enjoying the chance to apply
more flexible management to the labour force. However, as Zamagni
(1994) noted, given their dimensions and culture, the small firms had
neither the power to condition public authorities, nor the motivation to
change their own management criteria. Italy’s stagflation, too, can be
interpreted in the light of an unbalanced clash of powers. In some cir-
cumstances, in the attempt to curb price dynamics, a restrictive monetary
policy was adopted which, while on the one hand producing the expected
recessive effects, on the other hand failed to restrain wage claims and cost-
push inflation.

Actually, one of the aims pursued by the workers, or at least a part of
them, was to shake up the old system of social relations. The fact that
some of the manifestations of the workers’ emerging power were incom-
patible with market economy capitalism did not always lead the social
and political actors of the time (including the trade unions) to exclude
them from the practicable solutions, but rather to pursue them with even
more determination. Between the Marxist and liberal approach to social
conflict, it was often the former that guided social behaviours.

As it turned out, the historical phase of worker’s power in Italy was
characterised by high inflation rates, growing public debt and a more
dramatic increase in the unit costs of labour than seen in the other major
European countries or the USA.'* It emerges clearly from specific analy-
ses as well as the data that the soaring deficits and prices in the 1970s
were not so much to be attributed to oil shocks as to the sharp increase in
public spending (unaccompanied by corresponding increase in taxes) and
wages.

Within the research perspective followed in this chapter, the above
observations bear out the interpretation according to which some of the
manifestations of power occurring in the 1970s exceeded the point
beyond which, instead of generating competition able to stimulate new
efforts and superior quality on the part of other collective actors, they

12Cf. for example, the analysis carried out by Ciocca (2007).
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actually obstructed them. That is to say, they exceeded what we call here
the critical point of power.

In the second half of the 1970s the Italian economy plunged into a
state of emergency. Prolonged economic crisis began to freeze off the
sympathy of a growing share of public opinion—and also of some econo-
mists who had previously endorsed it—towards this “conflict paradigm”.
The hegemony of left-wing economic thought and the social conflict in
industrial relations began to decline.

13.3 The Schizophrenia of Powers in Italy
in the 1980s

In Italy the 1980s saw a new zeitgeist emerging. Political ideologies and
the vitality of the collective actors involved with the working class began
to decline, although their influence over the real processes of politics and
the economy was not yet completely exhausted (cf. Gervasoni 2010). On
entering into the age of mass consumption, the Italians began to perceive
the values of individualism in terms of dominant ethic. In the political
sphere, legislation on public spending tended to respond to the bottom-
up pressures from the lower levels of political representation rather than
being bound by top-down, centralised government decisions. In particu-
lar, an anomalous situation of keen competition emerged within the
coalition governments between the Socialist Party, playing an increas-
ingly important role, and the Christian Democratic Party. A protagonist
in the events of that period observed that

(e)ach party (in the coalition) ... saw participation in the government as a
way to enhance its own electoral consensus, to play it on a different board
pursuing a strategy alternative to that of the ally. The duel between Craxi
[ltalian Socialist Party] and De Mita [Christian Democrat Party] was
emblematic. (Scotti 2005, pp. 165-166)

Of the two leaders cited here, Bettino Craxi was the leading political
protagonist of the 1980s. As Prime Minister from 1983 to 1986, he chal-

lenged the Communist Party (and to some extent also the Christian
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Democrat Party), cutting the wage escalator in 1984. From the economic
point of view, this helped cool down inflation. However, after this trial of
strength, despite his victory the leader of the Italian Socialist Party (PSI)
showed scant inclination to advance further along the road of reforms or,
in particular, to clean up public finances.'® In this connection, a point to
bear in mind is that, given the disinflationary policy stance the Italian
monetary authorities adopted in the 1980s (unlike that of the 1970s),
monetisation of the public deficit had become a practice finding ever less
implementation. Consequently, progress to a balanced budget would
have required, in terms of ideal political action, reduction of public
expenditure and/or an increase in taxation. At the same time, however,
the implementation of fiscal restrictions was seen as particularly problem-
atic as it would leave either party scant scope to utilise public resources to
maintain electoral consensus. The confrontation between these two par-
ties increasingly took the form of a theoretical match played out at the
level of public choice based on logrolling. In short, this approach meant
largely refraining from cuts in public spending, raising taxes, applying
capital levy on property or fiscal deflation, to say nothing of decisions to
default on the public debt. Each of these measures would have provoked
opposition from significant sections of the Italian social classes and, as far
as the last-mentioned decision is concerned, the many holders of the
public debt. So under the influence of a zeitgeist encouraging short-term
rather than long-term objectives, and of convulsive competition between
the parties participating in the government, an increase in the public debt
offered an obligatory residual solution, disguising a problem of power
and leadership as a matter of economy.

Thus, as ratio to Gross Domestic Product (GDP), the Italian public
debt soared from the 60% of 1979 to 105% in 1992.

Some economists interpreted this situation as a non-cooperative game
in the income distribution arena between actors who were at the same
time strong enough to prevent the cost of fiscal adjustment being blamed
on them but too weak to succeed in placing this cost on the shoulders of
other social actors.’ Once the politically costly decisions to balance the

3This assessment is also confirmed by a close collaborator of Craxi in that period, Gianni De
Michelis (2005), p. 175.

14 Cf. Alesina (1988).
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budget had been put off to some indefinite time in the future, public
expenditure was employed as “manna from heaven”."

Going on, now, to some specific considerations on the state of eco-
nomic thought at the time, the major innovations at the international
level came from a series of studies that subjected the rational, enlightened
view of public intervention in the economy to critical reappraisal.'® In the
1980s Italy, no few economic studies were still under the influence of the
theoretical currents looking back to Sraffa, Keynes and Marx. However, a
growing number of scientific papers also began to address such issues as
the principle of time-inconsistency, consumers’ rational expectations, the
theorem of Ricardian equivalence and the crowding out doctrine. In gen-
eral, all these studies gradually contributed to undermining the convic-
tion that there is a trade-off between unemployment and inflation,
stressing by contrast the counter-productiveness of broadly discretionary
economic policy by the public authorities, deemed a source of inflation
and inefhiciency." In short, in the light of the main interpretative lines
characterising these studies, individual choices were deemed able to
anticipate and neutralise the traditional fine-tuning of economic policies,
with a new perspective opening on an economy as a system of diffused
powers, no longer concentrated. As we see in the next section, where we
address the emerging power of international finance, this intriguing rep-
resentation of power did not have an easy life.

In any case, it was also in the period under consideration that the
analyses of a group of Italian scholars who would subsequently go under
the name of “Bocconian economists” began to make headway. With
regard to exchange-rate policy, Giavazzi and Pagano (1988) pointed out
that if a country is unable to acquire an effective monetary and economic
policy discipline autonomously due to its historical or institutional pecu-
liarities, it can nevertheless achieve as much hooking on to some external
authority.

In Italy’s economic and monetary policies, this new way of thinking
was in fact already making headway by the end of the 1970s with the

15See De Cecco (1989), p. 229.
16For the Italian debate on this issue, see, for instance, Cesarano (1980).

'7For instance, see Arcelli, Di Giorgio (1991). A general overview on this topic is in Asso (2004).
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choice to join the exchange-rate mechanism of the European Monetary
System (EMS), followed in turn by ratification of the “divorce” between
the Treasury'® and the Bank of Italy in 1981. In consequence of this deci-
sion the latter was no longer obliged to purchase the bonds that found no
placement on the market. This decision, like the successive ones of a simi-
lar stamp, entered into one general design, namely to implement the
principle that the power to create money should be entrusted to persons
other than those who have the power to spend it. It added up to the asser-
tion of a new monetary constitution and a new map of power. In particu-
lar, it established that the optimal management of money implied that
the Central Banking could enjoy considerable autonomy and anti-
inflationary credibility. The main consequence of all this was that the
Italian Central Bank’s commitment to fighting inflation and sustaining
the exchange rate of the Italian lira dissolved the link between fiscal defi-
cit and the creation of money.

In Italy many experts turned their attention to the subject of Central
Bank autonomy."” As pointed out above, we must not lose sight of the
fact that Keynesian theory still enjoyed a certain credit in the debate of
the 1980s in Italy. A number of Italian economists continued not to rule
out deficit spending a priori, admitting the possibility of monetary
financing for it.* Moreover, a number of experts including Giangiacomo
Nardozzi warned against the risk of falling into the rhetoric of the “myth”
of the German Central Bank?' and its uncompromising anti-inflationary
stance. Others, like Giacomo Vaciago, stressed the non-neutrality of
money, which meant that while accepting the principle of Central Bank
autonomy, the latter would in any case need legitimation on the part of
the political system.? In short, for the majority of Italian economists a
generally positive endorsement of the autonomy of the central banker

'8'The Treasury Minister who promoted the “divorce” was Beniamino Andreatta, an economist by
profession. He was an outstanding figure in Iraly’s economic policy in the 1980s. On Andreatta, see
Sandona (2017).

19 See, for instance, Jossa, Panico (1988), Masciandaro, Ristuccia (1988), Arcelli (1992), Nardozzi
(1993).

2 See Graziani (2001), pp. 190-192.

21 Cf. Nardozzi (1992).

22 Cf. Vaciago (1992).
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was usually qualified to rule out total independence from the executive
powers or any excessively rigid interpretation of the aim of price
stability.

However, Carlo Azeglio Ciampi, the Italian central banker at the
time, took a rather more clear-cut view of the matter. Control of money
was to be separated from the needs of the Treasury once and for all. And
the model to follow was precisely that of the Bundesbank, having mon-
etary stability as the sole objective, with the possibility to assert this
objective even in opposition to the government. Furthermore, in the
actual experience of the 1980s, a policy of high interest rates was to be
pursued in support of the exchange rate of the lira, which was in turn
expected to put a brake on inflation and instigate Italy’s productive
system with a view to restructure and generate more significant increases
in productivity.”

Confirming this aptitude to play the part of a leading actor in Italy’s
economic policy was also the interest Ciampi showed in the link
between monetary policy and fiscal policy. On the one hand, he
deemed it illusory to expect rigorous control of money to lead to
mechanical rebalancing of the public finances.?* On the other hand,
however, he also held that if the real interest rates were high, they
would constitute a positive stimulus for the parliament and govern-
ment to reintroduce the budget constraint principle at all the levels of
the public finances.”

In the field of economic studies, support for the central banker’s point
of view came from Mario Monti. He took a positive view of the prospect
that Italy’s monetary policy could pursue a number of aims: not only to
achieve price stability but also to oppose expansion on the part of the
government and its discretionary measures, as well as the excesses of the
welfare state.?®

»There was no lack of criticism of, or indeed of different points of view towards, this plan to reori-
ent the Iralian economy. Cf. for example, De Cecco (1992), Kregel (1993), Fratianni and Spinelli
(2001), Sartor (2005).

2 Cf. in this connection Banca d’Italia 1983 Annual Report, Final Considerations, p. 15.

5 Cf. for example, Banca d’Italia 1982 Annual Report, Final Considerations, p. 35.

% See the contributions published in journals by Monti (1981a, b) and the comment on them

made by Paolazzi (1993).
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The reasoning behind this approach was conducted in terms of ratio-
nal expectations and games theory, and was structured on the following
considerations.”” An autonomous monetary policy able to generate high
interest rates would raise the political cost of a given public deficit.?®
Given this greater cost and assuming invariance in the marginal social
utility the government expects to obtain from the public expenditure, the
new optimal (for the government) position is obtained in relation to a
deficit smaller than the previous one. In this case the monetary policy of
high interest rates would achieve its disciplinary purpose. However, the
fragmentary conditions and conflicts within the coalition governments of
the period described above all point to a certain weakness in these coali-
tions.”” In such a state of affairs, the case may arise that as the political
cost of the deficit increases, the need for the members of the government
to resort to it increases even more. In these circumstances, the braking
mechanism of a high rate of interest will not suffice to block the primary
public expenditure.

Actually, this situation reflects a paradox that came about in the Italian
scenario of the time. We have parties that might also be seen as “devour-
ing” and making a voracious abuse of power,?® having an abundant sup-
ply of public resources to play with but at the same time fragile, being
unable to secure the consensus of public opinion for decisions that lacked
the backing of public spending.

In contrast with this type of policy groping for votes in the electoral
market, the Central Bank stressed the restrictive aspect of monetary pol-
icy. The real interest rates, which had been negative as from 1972 sinking

¥ A summary can be found in Bruni, Monti (1992). However, the authors themselves were not
entirely convinced of the effectiveness of this approach, recommending that the budget constraint
be stated in the Constitution.

*In this approach the greater political cost of the deficit corresponds to the current value of the
taxes which the policymaker will have to levy in the future to pay off the public debt thus gener-
ated. Discount of future taxes is achieved employing a discount rate equal to the intertemporal
preference rate of the policymaker. The value assumed by this rate reflects the extent and prompt-
ness attributed by the latter to the capacity of public expenditure to satisfy his need for political
consensus in the electoral competition.

»The same weaknesses emerge from the broader analysis conducted by Grilli et al. (1991). On the
issue of Ttaly as a “weak state” from 1960s onward see also Della Sala (1997), p. 19.

39This expression is by Guarino (1988), p. 272.



364 P. Bini

to the low point of —7% in 1980, rose to +3% in the period 1981-3,%!
climbing as high as +6% in the second half of the 1980s, proving, more-
over, two percentage points higher than the average real interest rates of
the G7 countries.”” This was an extraordinarily heavy burden for the
Italian economy.

On the growth of public debt in the 1980s a range of different opin-
ions is still in play. Those placing the stress on the increase in public pri-
mary expenditure in those years tend to see in it the true cause of the
original increase in public financial needs.* This, they deem, was the
source of high interest rates and heavier costs in managing the public
debt. Others, by contrast, see the contrary causal link predominating. It
was, they argue, the increase in interest rates brought about autono-
mously by the Bank of Italy’s stabilisation policy that lay behind the
increase in public financial needs, and hence the growth of the public
debe.*

In reality, on the evidence of the data on the Italian economy, neither
of these interpretations can be ruled out. The approach taken here, based
on analysis of the powers in conflict, leaves room for both of these read-
ings. On the one hand, with the conditions of confrontation arising
within the government coalitions of the time, public expenditure eventu-
ally became the arena in which conflict generated the most significant
macroeconomic effects.®® At the same time, however, the institutional
prerogatives acquired by the Central Bank subsequent to the “divorce”
were so far-reaching as to transform the relationship of dependence on
the government to something very like the opposite.

In short, the 1980s were marked by an awkward combination of
restrictive monetary policy and expansive fiscal policy—a combination in
turn deriving from a situation of imbalance between the powers. On the
one hand, there was the enfeebled (by some deemed even irresponsible)
power of the political side and on the other hand a Central Bank waxing

31 Cf. Rossi (2007), p. 57.
32 Cf. Ciocca (2007), p. 307.

% According to Bank of Italy data—cited by Somogyi (2005)—public primary expenditure rose
from 37% of the GDP in 1980 to 43% in 1989.

34 Cf. Giannola and Marani (1990).
35 Cf. In this connection the observations by De Felice E (1996), p. 86 ff.
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increasingly strong and, indeed, so intent on its mission of promoting a
new monetary constitution as to seek to discipline the political institu-
tions, too. However, in its disciplinary endeavours aided by the rate of
interest, it surpassed the point beyond which the assertion of its role
would produce purely positive effects. Again—as in the 1970s, although
in a different context and for completely different reasons—things took a
turn beyond the critical point of power.

In conclusion, what with budget policies that were not merely expan-
sive but actually extravagantly munificent and at the same time the first
signs of monetary domination, the Italian economy of the 1980s saw a
sort of schizophrenia in ruling powers. This schizophrenia was accompa-
nied by reasonably satisfactory income growth, but marked the entry of
the Italian economy into a period of financial vulnerability characterised
by a huge public debt, which remains even now its basic characteristic.

13.4 The Power of Maastricht
The Emerging Role of International Finance

As we saw in the previous section, a number of serious contradictions
emerged in the Italian economy in the course of the 1980s and the early
1990s. The high interest rates and strong exchange rate of the lira, both
fruit of the Bank of Italy’s anti-inflationary policy, were no longer sustain-
able in the face of high budget deficits and wage dynamics well above
those of the countries participating together with Italy in the exchange-
rate mechanisms of the EMS. In consequence of this structural misalign-
ment, September 1992 saw the lira hit by a serious currency crisis. Italy
had no choice but to exit from the EMS exchange agreements and fall
back on a flexible exchange-rate system. Two options lay open before
Italy’s public decision-makers in response to this traumatic event. The
first was to postpone Italy’s participation in the European Monetary
Union (EMU) until further notice, while the second meant adopting
extremely severe monetary and fiscal policies to get back on the road for
Maastricht without delay. After a period of wavering the choice fell on
the latter option (cf. in this connection Dyson and Featherstone 1999).
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At the same time, on the horizon of the world economy, the beginning
of globalisation and the technical revolution in information and com-
munication brought out the formidable role of international finance.
Thanks to the control over liquidity it enjoyed and the flexibility and
reversibility of its decisions, its scope for manoeuvre was growing at the
expense of the real economy and indeed of the states’ public finance and
monetary policy (Boyer 2013). The growth of international finance to
the extent of becoming a leading power rapidly demonstrated that the
idea of returning to representation of the economy as a system of diffused
small powers was over-optimistic.

No few observers pointed out that in this way a perverse reversal of
power between politics and finance was coming about. Nevertheless, the
trend to liberalisation of capital movements had taken on global dimen-
sions. In Italy, the decision to move in this direction had been made in
1990. This had entailed the need for the authorities involved in economic
policy to respect more binding constraints, as the so-called impossible
trilemma already indicated.’ In the analysis Italy’s central banker per-
formed at the time, we find these concerns reflected (see Fazio 1996a, b,
1997). In the case of Italy the trilemma was interpreted in the sense of
having to take Germany’s monetary policy as the benchmark and flatten
out the inflation differential between the Italian lira and German mark.
To this end, from 1994 to 1996, the Central Bank adopted a rigorous
“anticipatory” monetary policy. To ward off the expected inflation once
and for all, it needed to apply restrictive real rates of interest: in 1994-5
to curb the speculative pressures (profit-push inflation) that were making
themselves felt in those years; in 1996 to disincentivise wage settlements
deemed excessive vis-a-vis productivity; and, as a fixed goal in that three-
year period, to motivate the politicians to curb budget deficits (Bini
1998).

The other fundamental objective that needed to be achieved in a great
hurry was to restore public finances, a problem still awaiting a solution.
Unlike in the 1980s, this time fiscal policy was aligned with monetary
policy—in actual fact, all too closely. In the three-year period 1995-7,

36 According to this principle, in the presence of free international movements of capital flows,

monetary autonomy or, alternatively, exchange-rate management is precluded for the economic
policy authorities.



Power and Economics in Italy: From the Social Conflicts... 367

subsequent to the containment of public expenditure and a sharp rise in
fiscal pressure, the Italian public budget registered primary surpluses,
respectively, of 4.4%, 4.1% and 6.7%. The effects of those fiscal policies,
it has been observed:

proved unaccustomedly tough for the Italians [...] The way recovery had
been achieved, centred on increased fiscal pressure, politically necessary as
it was, had ended up by weighing on a productive structure that was already
reeling (Rossi 2007, pp. 101 and 128).

For a broader picture of the Italian economy at the time we must also
consider that the total productivity of the factors, already declining in the
1970s and 1980s, showed a further significant drop precisely in the mid-
1990s, falling into a state of utter stagnation. A great many more or less
incontestable analyses impute the causes of this state of affairs to a series
of shortcomings on the supply side of the Italian economy.’” However,
the fact that the rate of productivity growth stalled precisely in those
years suggests that some part at least was also played by the marked mon-
etary and fiscal deflation that proceeded in parallel, as we have seen®® (in
this respect, see, for instance, Bagnai 2013. For a different assessment,
Ciocca 2007).

The final outcome, summing up the reasons for the two different cur-
rents into which interpretations diverge (the one based on supply side,
the other on the demand side), was that a perfect storm broke out on the
subject of productivity and economic growth in Italy as from the
mid-1990s.

Therefore, we can conclude this first subsection relative to the power of
Maastricht with the consideration that the Italian euro story began with
some economic fundamentals—first of all, productivity—seriously jeop-
ardised, also as an effect of the political will to rush into monetary and
fiscal recovery and so join the first group of countries introducing the
euro as from 1999.

%7 Such as the weakness of Ttaly’s productive specialisation model, or the small average size of the
firms or again Iraly’s difficulty in exploiting the advantages of the technological revolution. The list
could go on.

%1In this line of discussion reference is often made to the law of Kaldor-Verdoorn, according to
which growth in productivity is driven by aggregate demand.
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Was Italy’s decision to join the EMU at this early stage far-sighted or
simply wrong? Might not the radiant prospect of Maastricht have so daz-
zled the Italian decision-makers as to befuddle their powers of judge-
ment? Lacking counter-evidence, there can be no certain answer to
questions of this kind. However, an emblematic aspect of the issue
remains that over 20 years since then, the question (far-sighted or wrong
decision?) still comes up in debate in Italy. This hardly adds up to evi-
dence in favour of the former assessment.

The Power of Maastricht and the Great Recession

The issue of relations between power and the economy clearly became
more complicated with the launch of the EMU from 1999. Indeed, after
an initial period of confident expectation and especially following the
outbreak of the Great Recession in 2008, various criticisms of the EMU
were raised by Italy’s economists. In particular, they pointed out: (1) the
presence of some flaws intrinsic to a currency area lacking political unity
and (2) the co-presence of highly diversified institutions, cultures, psy-
chological attitudes and economic behaviours within the Eurozone.

With regard to the first point, renewed attention was paid to the con-
ditions characterising an optimal currency area. In this respect, it was
widely held among the experts that the Eurozone fell somewhat short of
being optimal. The countries belonging to it had different productive
specialisations, insufficient mobility of factors of production, and varying
flexibility of prices. As a consequence of these shortcomings, if the area is
affected by shocks, a cumulative process of increasing economic distance
between the single parts of this area occurs. In such a situation, it happens
that the losses borne by some countries are greater than the gains derived
from the unification of currency.

According to the theoretical point of view of Kenen (1969), balancing
this divergent situation calls for ad hoc institutions and compensatory
(financial and fiscal) measures among the countries belonging to the same
area. Obviously, this convergent coordination could only be achieved if
political unity linked the EMU countries together, which is precisely
what has so far been missing in the European project, so that any request
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a country may advance for financial support in coping with the unbal-
ancing effects of an asymmetric shock comes up against the suspicions of
the surplus countries called upon to provide some sort of “mutual assis-
tance” which does not concern them (cf. Bini Smaghi 2013).

The second issue mentioned above concerns the fact that the Treaty of
Maastricht adopted an institutional configuration deriving from the one
already existing in some Northern European countries, but at the same
time significantly different from the one characterising the countries of
Mediterranean Europe. The topic under discussion brings us back to the
great issue of the varieties of capitalism. Particularly notable among the
rules behind this pattern are those regarding far more market-oriented
arrangements than are typical of the capitalism of the Southern European
countries. Thus the latter, having to embark upon the adaptation of their
original institutional structure to the one represented by the rules of
Brussels, found themselves handicapped, starting from a competitive
disadvantage.

In Italy this process of adaptation began in the 1990s, not without seri-
ous difficulties. The proposals for institutional reform were wide ranging,
including the need not only to reverse the public debt dynamic and fur-
ther reduce inflation, but also to contain pay increases and liberalise and
privatise many sectors of the economy still under state management.
Further, a new legislation introduced various forms of flexibility in the
labour market to increase company productivity.”” In turn, a reform to
improve efficiency in the public administration’s procedures (christened
“devolution”) was launched in 1997. However, due to reasons we cannot
begin to explain here for lack of space, these manifold reforms to make
the Italian economy more competitive failed to produce all the positive
effects expected, and thus did not succeed in counterbalancing the social
and economic stress Italian companies and citizens had to face in the
process of adaptation to the Maastricht rules.®

The idea, widespread in the 1990s, that application of (Maastricht’s)
optimal rules to the Italian sclerotic situation would certainly product
positive effects was not entirely borne out by the facts. Actually, Italy’s

% For a review of this issue cf. Pacella et al. (2013).

“On the issue of public administration reform, see the critical comments by Schlitzer (2015).
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experience showed that, first, altering institutions is no easy matter and,
second, changing the rules is not enough to guarantee improvements (cf.
Boettke et al. 2013). In general, the dependence a country has on its own
past experience may stand in the way of institutional solutions success-
fully tried and tested in other countries, depriving them in part or even
entirely of their full potential. While institutions can be defined good
insofar as they allow for increased efficiency and well-being where they are
applied, the form taken by the good institutions is not uniform everywhere
because they also depend upon the (moral, anthropological, cultural and
customary) specificities that define an actual economic system.

Reflecting on this institutional divide, one may well come to the con-
clusion that, without political unity and stabilisation mechanisms sup-
plied with common financial funds, the renunciation of sovereignty over
the currency and exchange rate by the countries belonging to the
European Monetary Union (EMU) does not lead to a sharing of power
but to a shift of certain prerogatives of power to the benefit of the “strong”
countries at the expense of the “weak” ones, including Italy.*! This asym-
metry also emerged, then, in the increasing imbalances within the euro
area, and in the plunging confidence of the member countries, each of
which ended up asserting the advantageousness only of those policies
that were tailored to their national interests.

Often united in this sort of criticism, the Italian economists were not
so united when it came to making more specific proposals. Schematically,
we may group these economists in four categories (a more detailed analy-
sis is in Bini 2014):

1. We begin with the economists of Keynesian persuasion, still playing a
part in Italian debate.*’ They see the budget discipline prescribed by
Brussels as a stupid austerity policy in that it triggers the vicious circle
of cumulative deflation. They endorse the argument based on the fal-
lacy of composition where every kind of intrinsically virtuous micro-
economic action eventually leads to a self-destructive macroeconomic

#1'The argument regarding the shift of power from the European institutions to Berlin has recently
been analysed by Brunnermeier et al. (ed.) (2016).

%2 As is well known, there are many orientations in the field of Keynesianism, from the mainstream
neo-Keynesians to the heterodox post-Keynesians. Many discussions of a Keynesian nature are
hosted in Keynesblog.
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outcome. They believe in the effectiveness of the Keynesian multipli-
ers and that, by virtue of them, increased public deficit spending logi-
cally creates the economic-financial scope necessary to guarantee the
sustainability of the public debt.

2. The second group of economists adopt a critical approach leaning
politically to the left.” They agree with certain aspects of the Keynesian
approach mentioned in point (1), but add a further critical note of
their own, seeing in the economic austerity of Brussels not the simple
outcome of wrong thinking but the manifestation of a rationale seek-
ing to weaken the workers and shift power relations in favour of capi-
tal. In this interpretation, therefore, the euro crisis was deliberately
provoked, and indeed necessary. Taking this line, they asserted against
Brussels the power of the working class organised along the lines of
direct state intervention, public enterprises, nationalisation and
planning.

3. The third group includes authors of various backgrounds, but united
in rejecting, from non-Keynesian positions, the austerity of Brussels,
defined by Paolo Savona (2012, 2013) as “theoretical folly” or by
Quadrio Curzio (2012) as basically recessive. To curb the power of
Maastricht, Savona suggested a “plan B” consisting of a programme
for Italy to exit from the Eurozone, to be implemented should the
EMU persevere in its unreasonable austerity prescriptions. In turn,
Quadrio Curzio proposed Europe-wide infrastructure investments,
with the Eurozone itself taking on a share of the public debts of the
individual member countries. The instrument for this project is the
Eurobond. It is hardly surprising if Germany views this proposal with
diflidence, seeing in it the risk of discretionary criteria infiltrating the
Maastricht rules. By contrast, in the perspective of this chapter, taking
the positive view that power can provoke appropriate counter-powers,
the Eurobond proposal (or other types of mechanisms able to smooth
the economic cycles among the various parts of Eurozone) is well
worth considering, having the potential advantage of balancing out
the asymmetric policies of Brussels.

3 See, as a general reference, Cesaratto and Pivetti (2012).
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4. The fourth group consists of scholars who have attracted attention
with the formulation of the principle of “expansionary austerity” (see
for instance Alesina and Giavazzi 2012). The basic idea is that a radical
operation of public deficit reduction, if carried out with cuts in public
spending and accompanied by appropriate measures (liberalisation of
the goods and labour markets, permissive monetary policy and such-
like), will lead to a positive reversal of the expectations of individuals,
resulting in an increase in private investment and consumption such
as to balance out the initial restrictive measures of the state.

On the basis of the simplified reconstruction of the four main currents of
thought in Italian economic debate, we can now go on briefly to see the
positions they respectively took vis-a-vis the present power of Maastricht.
The Keynesian economists depart from the spirit of the Treaty with a
broader conception of the role of the state in the economy, and above all
more discretionary than the Brussels rules would admit. In turn, the
economists taking a critical position from a left-wing viewpoint totally
reject certain aspects of the Maastricht political and social philosophy.
Economists belonging to group 3 show a particular sympathy with the
ideals of European integration, but at the same time are strongly commit-
ted to changing from within some of the rules that guide the decisions of
Brussels. The group 4 economists appear to be much more attuned to the
Maastricht rules. However, as from 2010 they have begun to show reser-
vations on some of the Maastricht rules deemed too rigid to allow for a
relatively smooth exit from the crisis (see, for instance, Alesina and
Giavazzi 2014a, b). Some have also pointed out that the EMU regula-
tions—of largely Franco-German inspiration—disregard certain speci-
ficities of the Italian economy, based on small and medium-sized firms,
creating in practice an element of permanent competitive disadvantage
for them (see Zingales 2014).

Clearly, decidedly stronger criticism emerges in the assessments made
by the first three of our four groups. In general, they maintain that a sig-
nificant part of the blame for the imbalances within the EMU is to be
imputed to the cumulative process through which the countries charac-
terised by greater efficiency at the outset have seen the advantage over the
less efficient countries progressively increasing. Thus the incapacity or
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slowness shown by the “weak” Eurozone countries in reducing unit costs
and getting onto a more competitive footing is not entirely imputable to
their own shortcomings. For instance, through the rules imposed by the
Maastricht Treaty, Italy has seen unemployment hysteresis sapping its
growth potential. Further, the increase in its public debt/GDP ratio and
unit costs of labour is not completely due to insufficient political will on
the part of Italy’s governments, but also to the fall in income, aggregate
demand and productivity brought about precisely by the deflationary
policies imposed by Brussels (for a different interpretation see, for
instance, Schefold 2014).

In conclusion, for all the reasons set out above, there also emerged in
the Maastricht policy a “critical point of power” beyond which its rules
discouraged the very economic dynamics and decisions that could
enhance efficiency. The battle for power on the field of Maastricht is
under way. Whichever way you look at it, the combined forces of the
“strong” countries still dominate on the hill.

13.5 Conclusions

Power means conflict. Conflict generates change. And change contains
within itself the potential for both regressive and the progressive out-
comes. On the whole, alas, the results of our research conducted on the
case of Italy from 1970 to 2014 suggest that here the process of change
was not sufficiently positive.

In the 1970s, the power relations generated by social conflict frus-
trated the potential of the market economy. While, on the one hand,
these power relations led to a somewhat more equitable distributive pat-
tern, on the other hand, they thwarted growth in productivity and imple-
mentation of more efficient forms of enterprise organisation.

The following period, the 1980s, saw formulation of a new approach
to the role of Central Banks, characterised by independence from the
governments and a sound anti-inflationary reputation. This new approach
was applied in Italy, too. With governments showing weakness and irre-
sponsibility in more or less equal measure in their failure to contain pub-
lic spending, the result was the prevailing hard line of the Italian Central
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Bank, which took upon itself monetary decisions constituting an aggra-
vating factor in the public debt dynamic.

With the euro entering into its role as a protagonist, the power of the
Maastricht rules came into full play. On the one hand, they implicitly
granted an institutional advantage to the “strong” countries in the
Eurozone, while on the other hand, they explicitly prescribed austerity
policies for the “weak” countries to put their accounts in order. Prevalent
among [talian economists was the point of view that, with no real politi-
cal unity or stabilisation mechanisms fuelled with common financial
funds, for the Eurozone countries forgoing sovereignty over the currency
and exchange rate has led to an effective shift in power towards the strong
countries at the expense of the weaker ones.

In the field of economic thought, too, significant changes came about
over the span of time considered here. In the 1970s many Italian econo-
mists saw the market as being in need of high-security surveillance, to be
kept under control with powers external to it. By contrast, as between the
1980s and 1990s, the market and the individual choices gradually found
their way back to the core of the economy. In another respect, the 1970s
had seen the issue of power emerging as a constitutive part or spillover
effect of certain—Sraffian, post-Keynesian, Marxian—theoretical con-
structions. The relevance of this to our discussion here lies in the way
these currents of thought with their heterodox stances identified links
between significant manifestations of power, on the one hand, and cor-
responding economic relations on the other. An emblematic case is to be
seen in the concept of wage as an independent variable.

As from the 1980s, however, and increasingly in the course of time, the
issue of power found its way into general economic discourse through
heterogeneous currents of economic analysis (such as public choice and
game theories) examining the rational behaviour of decision-makers as
players using power relations to maximise their own utility. Here we are
also referring to the neo-institutional approaches which offered new
insights into the influence institutions have on the economic perfor-
mance of a country and its dependence on the past.

In general, the issue of power can be seen to have loomed increasingly
large in the studies of the Italian economists both in the 1970s and in the
1980s, continuing in the following years. Returning to the question
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raised in the first page of this chapter, namely whether or not power has
acquired a rightful place in economics studies, we can now answer affir-
matively. What is, however, very different is the meaning that the element
of power took on in the above various phases of Italian economic thought.
In the theoretical formulations of the 1970s, power came out, as it were,
from the underground world of heterodoxy. It was an unveiling that at
times seemed even to be affecting the very foundations of the entire eco-
nomic edifice. In the studies of the 1980s and then on, by contrast, power
relations were analysed mainly with a view to need-to-know objectives
relating to governability. For example, they highlighted the autocratic,
conservative character of the Central Bank in relation to its anti-
inflationary credibility, or focused on the features of some political act
found to be in pursuit opportunistic ends or, again, analysed the inevi-
table sources of controversy and imbalances of power for countries in
transition from national to supranational rules, as in the case of Maastricht.
Ultimately, the studies in question amount to hybrid analyses of power,
based on interaction between the economic and political spheres. In a
sense, we might even speak of a return to the classical way of doing eco-
nomics, with its manifold references to the institutional context. “Early
classical ‘political economy’ right up to the days of J. S. Mill”, Rothschild
observed (1971, p. 8), “was fully aware of the sociological and power
background of economic events”.

Briefly, in Italy we witness transition from an approach (in the 1970s)
that saw power as the bugbear of the economy, to another which—
applying in particular the methods of the new political economy—took
power as an object to analyse with the tools of orthodox economics.*
Clearly, neither the former nor the latter approach covers more than a
limited part of the complex map of power. One point common to all
the studies on the topic is the recognition of its slippery ubiquity.
Nevertheless, our empirical case study of Italy has, we believe, shown
that there are manifold links between power, economics and economic
realities. It has helped us understand their reciprocal influences, and
explore the ways economists have cast light on certain significant
aspects.

4 On certain limits to this approach, cf. Bowles et al. (1999).
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As a more general conclusion, the present research has ascertained that
the dynamics of power in Italy has been as asymmetric as it has been
intense. In practice this means that the powers emerging in various areas
and/or historical situations have often exceeded the critical point beyond
which, instead of generating competition able to stimulate new efforts
and superior qualities on the part of the other counter-powers, they effec-
tively obstructed its functioning. Briefly, in Italy, they generated neither
sufficient equilibrium counter-powers (a la Galbraith) nor significant
adjustments of power relations to the so-called economic laws (a la
Bohm-Bawerk).

In such cases of imbalance between the powers, the need would be for
a “third person” with the function of intervening in the play or regulating
it to modify the course it is taking (cf. Vatiero 2009). Ultimately, this is
the essential role of politics. Nevertheless, in the three phases of recent
history examined here, Italy’s political class can be seen to have fallen
short in performing this maieutic function. In the first phase, no effective
arbitration between the various Italian social classes was accomplished. In
the second, the challenge of serious reforms in the areas of public finance
and welfare was not met, while in the third the institutional changes
needed to make the Italian economy more competitive found insufficient
implementation.

In the particular case of this third phase, it emerges clearly enough that
on the one hand the Maastricht rules bear the responsibility for having
exceeded the critical point of power, as we have seen. On the other hand,
the protagonists on Italy’s political and economic scene have also shown
shortcomings, essentially consisting of their incapacity to get over their
own historical vices (Berend 2013). The sooner we face up to the fact that
this crisis has not one but two major components—the asymmetric power
of Maastricht in the face of Italy’s weak position on the necessary
reforms—the sooner we will find the way out from the Euro-Italy crisis.
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